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� �  Economic growth in 2007 reached better-than-expected 6.2%; 
construction and financial services remain key growth drivers. Economic 
expansion is likely to decelerate in 2008 due to the expected downturn in 
the EU and the ongoing international financial crisis.   

�  Inflation remained in double-digit territory at 12.2% yoy in February. Food 
and fuel prices continued to pull inflation up. On the demand side, high 
inflation may be influenced by the raise of disposable incomes from start-
2008 as a result of the introduction of flat personal income tax at 10%. 

�  General government budget continued to post surpluses in the new year. 
The positive budget balance reached 0.7% of the projected GDP only in 
February, primarily thanks to better-than-expected VAT collection. The 
government’s target of 3% surplus for the full year may be again 
overshot, judging from January data and upbeat expectations for the rest 
of the year.   

�  C/A gap reached 2.3% of the projected GDP in January. The good news 
is that export growth substantially outpaced import rise, supporting 
expectations for a slight moderation of the C/A gap this year. Among 
others, the size of the C/A deficit this year will depend on the utilization of 
EU structural and cohesion funds.  
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� Key economic figures 2003 2004 2005 2006 2007e 2008f 2009f 

Nominal GDP (EUR bn) 17.7 19.8 21.9 21.9 28.9 32.5 35.9 

Real GDP (% yoy) 5.0 6.6 6.2 6.3 6.2 5.5 5.8 

Industrial output (% yoy) 14.1 13.8 8.4 7.0 8.7 8.0 8.0 

Unemployment rate (avg, %) 13.7 12.0 10.1 9.0 6.9 6.5 6.0 

Nominal industrial wages (% yoy) 3.8 6.2 8.2 10.9 20.0 9.0 8.5 

Producer prices (avg, % yoy) 4.9 6.0 6.9 6.9 8.4 5.5 5.0 

Consumer prices (avg, % yoy) 2.4 6.2 5.0 7.3 8.4 8.0 5.0 

Consumer prices (eop, % yoy) 5.6 4.0 6.5 6.5 12.5 6.5 5.0 

General budget balance (% of GDP) 0.0 1.7 2.3 3.6 3.7 3.0 2.0 

Current account balance (% of GDP) -5.5 -6.6 -12.0 -17.8 -21.5 -20.5 -18.5 

Official FX reserves (EUR bn, eop) 5.3 6.8 7.4 8.9 11.9 12.4 13.5 

EUR/BGN (avg) 1.956 1.956 1.956 1.956 1.956 1.956 1.956 

USD/BGN (avg) 1.74 1.57 1.57 1.55 1.43 1.34 1.45 

EUR/USD (avg) 1.13 1.24 1.24 1.26 1.37 1.46 1.35  
 � Source: NSI, BNB, MinFin, Raiffeisen RESEARCH����
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2007 GDP growth surprising positively 
     but inflation speeds up in early 2008 
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Source: NSI, Raiffeisen RESEARCH 
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Source: NSI, Raiffeisen RESEARCH 
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Bulgaria’s real GDP growth reached 6.2% in 2007 , exceeding most analysts’ 
expectations and coming only marginally below the revised 6.3% growth rate for 
2006. The surprise came primarily from the industrial sector, the value added of 
which increased by huge 14% yoy. Key growth drivers on the industrial side were 
utilities (up 17.2%), construction (up 16.9%) and manufacturing industry (up 
15.4%). The substantial rise of utilities can be attributed to the low base of 2006 
when power and heating generation were subdued due to an unusually warm 
winter. Energy production for the needs of the fast-expanding manufacturing 
sector must have also played a role in 2007. At the same time, the rapid 
expansion of construction in 2007 was nothing surprising, considering the 
ongoing construction boom.  
 
Also noteworthy, the sector of services posted a robust growth rate in 2007 
(7.5%), driven by the sub-sectors of finance, hotels & restaurants and trade. 
Clearly, the rapid expansion of bank credit and financial services in the course of 
2007 pulled up the financial sector. The upside of the tourism industry has 
already been suggested by rising tourist numbers and revenues, so the increase 
of the hotels & restaurants segment comes in tune with expectations. Finally, 
trade growth has been supported by the serious increase of incomes in 2007, as 
the real average wage for the economy rose 10.1% last year. The ongoing 
construction boom in the segments of trade centres and malls must have also 
contributed to trade expansion. On the demand side, investment growth 
remained in double-digit territory , even if its rate decelerated in the course of 
2007. For the entire 2007, fixed capital formation increased 21.7% yoy.  
 
Despite the upbeat GDP data for 2007, we continue to stick to our forecast 
for deceleration of GDP growth to 5.5% in 2008 . Our main arguments remain 
the expected EU slowdown and the ongoing international financial crisis that is 
likely to impact on capital flows to Bulgaria.  
 
Consumer price inflation resumed its upward trend i n February and reached 
12.2% yoy in HICP terms against 11.7% yoy the previous month. Monthly 
inflation was 1% in February with food and fuel prices acting once again as 
primary culprits for inflation acceleration. Food prices and the related group of 
hotel & restaurant prices scored monthly increases of 1.9% and 1.5%, 
respectively. At the same time, the ongoing increase of world oil prices was 
mirrored by domestic fuel prices. Prices in the transport group of the HICP basket 
where fuels hold a significant share grew 0.9% mom in February.  
 
We have long predicted that consumer price inflation will remain in double-digit 
territory in the first half of 2008, but its acceleration in February comes as a 
surprise. Apart from the effect of mere supply-side factors, high inflation in 
early 2008 could have also been influenced by the i ncrease of disposable 
incomes from start-2008. The introduction of a flat personal income tax of 10% 
from start-2008 boosted disposable incomes and must have pushed up 
consumer demand and prices. The longer inflation remains high, however, the 
faster the growth of real disposable income and its effect will be wiped out.    
 
Risks to our annual average inflation forecast of 8% remain to the upside. 
Recently revealed plans of utility companies for hikes in electricity, heating and 
water prices from mid-year (each in the order of 10%) may postpone the 
expected disinflation in the second part of the year. The large share of food 
prices in Bulgaria’s consumer price baskets also represents a source of risk, as 
food prices are heavily dependent on weather conditions.  
 

Real sector 
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Fiscal position remains strong in January  

    thanks to rapid growth of VAT revenues 
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Source: MoF, Raiffeisen RESEARCH 
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� The general government budget continued to post sur pluses in the new 
year . The positive fiscal balance reached BGN 440 mn in January, 2008, 
increasing by almost 3 times against a year ago and equaling 0.7% of the 
projected GDP. Consolidated budget revenues increased by almost 25% yoy in 
HICP-deflated terms, while expenditure expanded by less than 4%.  
 
The central government budget shows 39% increase in  revenues in real 
terms , with tax revenue up 55% yoy . The notable increase of tax revenues was 
due primarily to income from indirect taxes. In early 2007, collection of indirect 
tax revenues slowed down due to Bulgaria’s EU accession and changes in the 
way VAT on imported goods was paid. Hence, the base of January 2007 was 
extraordinarily low, which explains the huge yoy growth in VAT revenue. 
 
At the same time, revenues from personal income taxes showed a seriou s 
decline of some 30% yoy in real terms . The decline was attributed by the 
Ministry of Finance primarily to the fact that taxes on personal income from so-
called non-labour relations (i.e. mostly freelancers and entrepreneurs) were less 
than a half of those recorded a year ago. It is expected that this decline will be 
made up for in February, as the deadline for payment of such taxes this year was 
extended to 10 February. At the same time, the effect of introduction of flat 
personal income tax of 10% from start-2008 (that replaced a progressive scale of 
taxation) cannot be estimated on the basis of January data only. The reason was 
that a large part of the income tax paid in January 2008 was imposed on 
December salaries and former tax rates (of 0%, 20, 22 and 24%) were applied.  
 
Due to the high base of 2007, the yoy real growth of revenues from corporate 
taxes slowed down but still remained relatively high at 6.8%. The high base of 
2007 was achieved thanks to better-than-expected collection of profit taxes, 
following 5pp reduction of the uniform rate to 10% from start-2007. In 2008, profit 
taxes are expected to continue growing in real terms on forecasts for relatively 
high economic growth rate (in the order of 5.5% according to our own 
expectations.   
 
For the full year, the government targets a fiscal surplus of 3% of GDP. Judging 
from January data and upbeat expectations for the rest of the year, however, this 
target may be once again overshot. 
 
January data on public and publicly guaranteed debt shows that the debt stock 
remained virtually unchanged in January in comparison to December, 2007 
due to a slight decline of public debt that was offset by a modest increase of 
publicly guaranteed debt. Yet, in GDP terms the stock of public and publicly 
guaranteed debt fell from 20% of GDP as of end-2007 to 17.9% of GDP as of 
end-January, due entirely to a change in the GDP base. Public debt is widely 
expected to continue trending downward in the course of 2008 due to the lack of 
budget deficit-financing needs.  
 
 

 

Fiscal sector 
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Export growth outpaces import rise  
  C/A gap in 2008 to depend on EU funds’ utilisation 
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Source: BNB, Raiffeisen RESEARCH 
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� The pace of widening of the C/A deficit slowed down  in January , as the gap 
expanded by 13.4% against a year ago. The deficit reached EUR 725.6 mn in 
January or 2.3% of the projected GDP for 2008. In 12-month rolling terms, 
however, the deficit widened to 23.8% of GDP to January against 21.5% for 
2007. Yet net FDI inflow in 12-month rolling terms continued to offset almost 
entirely the C/A gap, as it reached 20.7% to January. In January only, net FDI 
reached EUR 222.7 mn, increasing by 64% yoy. In the first month of 2008, forex 
reserves declined by EUR  
 
The good news is that exports of goods increased at a much faster rate than 
imports in January, by 28.1% yoy against 17.7% yoy, respectively. We expect 
that this tendency will be preserved in the entire 2008, and both the trade deficit 
and the C/A deficit will shrink slightly this year. At the same time, FDI coverage of 
the C/A gap is likely to decline somewhat in 2008 due to ongoing international 
financial crisis, but remain the primary source of C/A deficit financing.   
 
Among others, this year’s dynamics of the C/A gap will be influen ced by the 
rate of utilisation of EU structural and cohesion f unds . The bigger the rate of 
utilisation is, the faster the C/A gap will shrink this year, as EU funds are 
recorded as “current transfers” in the C/A. Even if the EU’s structural and 
cohesion funds have been committed for the 2007-2013 period, Bulgaria has not 
tapped any funds to date. The total amount for the period is some EUR 6.85 bn 
in commitments. Experience with the 10 accession countries that joined the EU 
in 2004 shows that utilisation of EU funds in the first year remains rather low at 
some 10-20%, which in Bulgaria’s case would amount to no more EUR 100-200 
mn. Yet, some of the so-called managing authorities claim that they have a large 
number of quality projects ready in the pipeline, so utilisation may turn bigger 
than expected.  
 
Yet, apart from potentially little initiative on the part of funds’ beneficiaries, the 
biggest risk to the utilisation of EU funds is thei r potential freeze by EU 
authorities if abuses and misappropriations are suspected. In early 2008, the 
European Commission froze partly all three pre-accession programmes for 
Bulgaria – PHARE, ISPA and SAPPARD. The reason was suspected abuses 
and that are currently being investigated by OLAF and other EU bodies.  
 
Meanwhile, the central bank published revised BoP data for 2006 and 2007. The 
C/A deficit for 2006 was raised from EUR 3.93 bn (15.7% of GDP) to EUR 4.49 
bn (17.9% of GDP), while the gap for 2007 was revised more modestly, from 
EUR 6.175 bn announced previously to EUR 6.22 bn. In GDP terms, however, 
the C/A estimate for 2007 inched down from 21.5% ca lculated previously 
(on the basis of our GDP projection) to 21.4% on the basis of official GDP 
data. The reason was that GDP for Q4 2007 surprised positively, bringing GDP 
growth for the full year at 6.2% against our expectations for 5.5%.  
 

This document is being sent to you solely for your information and may not be reproduced or redistributed to any other person. The document is based on sources, which we 
believe to be reliable, but no representations are made as to their accuracy and completeness. Unless otherwise stated, all views (including statements and forecasts) are solely 
those of RZB and are subject to change without notice. By accepting this document you agree to be bound by the foregoing limitations. 
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