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MACROECONOMIC DYNAMICS. The Bulgarian economy started to grow during 2010. The growth in the fourth quarter of 2010 is expected to accelerate to about 1.5-2% on an annual basis. The overall growth for 2010 is expected to be slightly above 1%. In 2011, the growth will continue but will not exceed 3%. 
The second quarter of 2010 was the period in which the economy started to grow both compared to the previous quarter and on an annual basis. Two consecutive quarters - the second and the third – demonstrate growth from the previous quarter (seasonally adjusted, 0.5% for the second quarter, and 0.7% for the third quarter). Тhe growth rates on an annual basis were correspondingly 0.5% and 1% (not adjusted data). In this row of data the expected economic growth for the fourth quarter is around 1.5 - 2% and for the whole 2010 – a little above 1%.
The potential for acceleration of  Bulgaria’s economic and social development in 2011 and in the next year will depend heavily on the ability of the Government and the public institutions for quick, flexible and coordinated work on shaping and implementation of economic and fiscal policy in the context of the European plan for growth - set by the EC with the first “(Annual Growth Survey 2011. We expect growth to continue but not to exceed 3% for 2011.
The recovery of prooduction in the country is still weak and unstable, very close to zero. It began in the second quarter of 2010, when the gross value added total for the economy grew an annual basis (by 1.4%) and continued during the third quarter - but with a negligible growth (0.2%). From the perspective of sectoral structure of the economy, the engine of recovery is industry dynamics. Value added in industry has first started growing, since the first quarter of 2010, in the next two quarters, however, its growth slowed down, rather than accelerate, (yoy respectively by 2.5%, 1.8%, 1.3%). The agricultural sector also shows positive dynamics in 2010, though unfortunately descending as well, (with a growth on an annual basis of respectively 12.1%, 4.9% and 1%). With volatile dynamics on a quarterly basis, there is annual growth in two consecutive quarters, second and third - respectively 3.7% and 3.6 %, in the group “Trade, Repair of motor vehicles and household appliances; Hotels, hostels and public catering; Transport and Communications” (it is quite possible to expect growth in the fourth quarter of 2010, since the first growth from the beginning of recession on an annual basis was been registered in the fourth quarter of 2009, though still - it will most likely be weaker than in the third quarter). After four consecutive quarters of decline on an annual basis there is growth in the third quarter in another group – that of “Finance, Credit, Insurance, Real estate and movable property operations, and Business services.”
The construction sector is the only one among the major industry groups in the national economy with a negative growth in the third quarter. After unstable, but relatively close to zero dynamics on a quarterly basis between the second quarter of 2009 to the second quarter of 2010, which led to a growth on an annual basis in the second quarter of 2010 (1.5%), it registered a double-digit decline in the third quarter over the second one (12.7%), and a double-digit decline on an annual basis (10%), which should be related to a sudden drop in civil engineering in July and deepening, albeit relatively low, decline in the construction of buildings in the same month. Thus, the sharp decline in value added of construction in the third quarter, while the 5 other industry groups registered growth (ranging from 0.14% to 3.6%) is the cause for the negligible growth in value added of the total economy (by only 0.2% ).
On the production side of GDP, along with the prospects for upward development of the industry (whose share in GDP was 18.4 % in 2009), the further pace of economic recovery in the short term will depend on the speed of recovery in services, as a predominant share of GDP, and on construction, which, despite its low share (of 7.6% in 2009), with its sharp dynamics, is capable of pulling the dynamics of the whole economy.

Growth by the final expenditure of GDP continues in the third quarter of last year, as in the second one, only due to the growth in the exports of goods and services. For a fifth consecutive quarter already the export of goods and services is growing on a quarterly basis resulting only from growth in exports of goods. The good news is that growth has been registered in the third quarter of 2010 on a quarterly basis in the exports of services too, quite high (7.6%), which means that in from now on positive rates could be expected on an annual basis as well. Growth in the imports of goods and services on a quarterly basis, which started in the first quarter of 2010, preceded by the growth of imports of goods in the last quarter of 2009, turned into a decline during the third quarter of last year (by 1.3%) due to the decline in the import of goods (0.8%), probably related to the deepening decline in final consumption, since drop in investments shrunk considerably for the same quarter. However, there is quite high quarterly growth in the imports of services (9.4%). Resulting from the foreign trade dynamics in goods and services on a quarterly basis, growth in the exports of goods and services on an annual basis continues to accelerate and continues to outpace the growth in imports of goods and services (growth for the third quarter was correspondingly 18.2% and 3.8%).
Final consumption is still suffering from the effects of recession, and unfortunately, after shrinking in the second quarter of last year, its drop in the third quarter accelerated again, both on a quarterly and on an annual basis. The deepening decline in final consumption is due to household consumption, which deteriorates significantly (from 0.5% in the second quarter to 2.9% in the third quarter on a quarterly basis, and accordingly from 3.2% to 7% on an annual basis).
In 2010 the dynamics of investment (gross fixed capital formation) on a quarterly basis fluctuated around zero (with growth for the first, decline in almost the same amount for the second, and zero change for the third quarter) which resulted in a significant contraction of decline on an annual basis – down to 5% for the third quarter (from by over 37% for the last two quarters of 2009 and over by 13% for the first two of 2010). It is quite probable the upward movement in investment demand to outpace that of consumer demand, albeit still from a decline to zero, and in the fourth quarter of 2010, but more likely in the first of 2011, growth in investments can be registered yoy. 
The recovery of domestic consumer demand will be delayed (on a quarterly and then on an annual basis), despite the continuing growth in industry, respectively income thereof, due to the momentum transfer of effects from the industry to recovery of growth in the services sector (due to the bigger share of services in the economy, respectively of incomes generated in the sector). 
Expectations will reach final shape upon considering the picture of short-term data available only at the beginning of January.
The upward trend in industry on an annual basis continues throughout 2010. In its recent months, however, it slightly slows down, as seasonal slowdown is demonstrated in the previous years of growth, too. In the last months of 2010 greater fluctuations in the dynamics of industrial production are observed in the mining and energy industries. On the international market the Bulgarian industry as a whole continues to be determined by the manufacturing industry, which in the recent months last year slows its growth in turnover on the international market. By product, a relatively stable pace of growth is demonstrated in the turnover of investment products, and since mid-year the turnover of non-durable consumer products is also gaining momentum.

On the domestic market the manufacturing industry continues to accelarate and the slowdown in the turnover of industry as a whole is due to the energy industry and the fluctuations around zero in the mining industry. By product, the turnover of intermediate consumption and non-durable consumer products show a sustainable upward trend on the domestic market, the dynamics of Bulgarian investment goods will still be below zero on the domestic market. It should be noted that in the second half of last year the Bulgarian industry demonstrates more confidence on the domestic market, which is confirmed by the NSI business surveys - the rapid improvement of the competitive position indicator on the domestic market is obvious in October, as compared to July and April of last year, as quarterly indicators show.
Monthly data on the dynamics of industrial production in October and November on an annual basis give grounds to expect with certainty a decline in the mining industry for the last quarter of last year (due to declines in the mining of metal ores and and quarrying of non-metal raw materials) and growth in the manufacturing industry, in almost all of its sub-industries (excluding beverage, tobacco, basic metals, vehicles excl. cars, printing and reproduction of recorded media, which demonstrate decrease for both months). Decline is also probable in the production of medicines and pharmaceutical products and the production and distribution of energy and gas. Since April last year the business climate indicator in industry has fluctuated around the same value which is the reason to expect the growth in industry to continue, but hardly to accelerate.
Growth in industry value added on an annual basis for the fourth quarter of 2010 is expected to be about 1%, i.e. not higher than that for the third quarter (1.3%).
For the first time since the recession, construction output is growing in November 2010 on an annual basis, and perhaps this will be a turning point in the trend from delayed drops - to growth. The recovery engine in the sector is civil engineering, whose production since August exceeds the levels of a year ago. The drops in the construction of buildings are decreasing. So in November the growth of civil engineering reaches the impressive over 15% (compared to growth below 5% for the previous two-three months), but the drop in the construction of buildings has shrunk to below 10% (compared to declines of around 20% in previous months). On the other hand, since June last year the business climate indicator in construction has generally fluctuated in downward trend, thus rapid growth in the sector as a whole can hardly be expected in the first half of 2011.
For the fourth quarter of 2010 the value added in construction is still expected to be in the decline area on an annual basis but most likely it will be close to zero. Growth is also possible but also close to zero, and only under the influence of the accelerating dynamics in civil engineering.
The turnover of domestic trade went positive in August for the first time on an annual basis, thanks to wholesale. After successive, though relatively shallow drops, its dynamics changed again sharply into growth in November, according to latest available data. The sub-sector with the deepest downturn in the recession, the trade in cars and motorcycles, has for the first time come at a plus. Though it is a sign for positive change in the overall economic picture in the country, it contradicts the existing fact that retail is still in a decline, and is stalled in the second half of last year. Declines in its monthly and annual turnovers contracted rapidly between March - July 2010, but between August - November, though only slightly, they deepened again (to just below 5%).
Since the dynamics of turnover of retail is determined by the retail of household non-food goods, the growing decline in this sub-sector is the reason for the stall in overall retail. Retail of food items since August has fluctuated around zero on an annual basis. This picture in retail at the end of last year gives no reason to expect smaller decline in the final consumption of households in the fourth quarter of the year, households still refrain from spending, even on food. On the other hand, since July last year, albeit with variations, the business climate in retail shows an  upward trend which gives hope for growth in the sector and for stop in the decline of final consumption in the near future. Recovery of wholesale is underway and is parallel to the decreasing drop in investments and stocks, but the recovery in retail, and in final consumption respectively, is likely to happen at the end of the first, most possibly during the second quarter of this year. Growth of value added in trade for the fourth quarter of last year can be expected to be slightly higher than that for the third quarter.
After a sharp improvement in July and August the business climate in the services sector (excluding trade) continues to move in wide ranges, but is generally upward. As for the fourth quarter of last year and the first quarter of 2011, positive developments are expected in the sector.
The improved indicators of consumer confidence since April last year, and also the improved consumer expectations for the financial state of households and for the general economic situation in the country continue in the subsequent surveys in July and October. Unfortunately, the improvement of consumer attitudes is not accompanied by a slowing decline in final household consumption. Slowing of decline is unlikely to occur in the last quarter of 2010, it should rather be expected in the first half of this year, followed by a slow growth.

After being positive for the January-October period, the current account was negative for the eleven months of 2010, but of lot smaller size than a year ago (Euro 9.8 million, at a deficit of Euro 3016.8 million for January -November 2009). Thus the current account deficit amounts to only 0.03% of GDP
 (8.6 percentage points lower than in January-November 2009). The low deficit for the eleven months is determined by the contracted trade balance deficits under Income (by Euro 1722, and 176 million respectively) and to a greater extent – determined by the increased balance surpluses under Current Transfers and under Services (Euro 552 and 557 million). Improvement in the services is mainly due to article Travels, whose positive balance amounting to Euro 1783.6 million is by 385 million more than a year earlier. As a share of GDP the travel balance has increased to 4.9% at 4% of GDP for January-November 2009.
Foreign trade remains the best-performing sector of the Bulgarian economy in 2010 - exports returned to pre-recession levels, and November registered a significant increase (of 39 percent) in imports, which can be interpreted as economic improvement and recovery of demand. Exports (FOB) have grown on an annual basis by nearly 32 % to Euro 14.2 billion for the eleven months of the year, while imports (CIF) - by 11.7 % to Euro 17.3 billion, while the trade balance deficit (FOB / CIF) reduces by 34 % to Euro 3.1 billion (5.7 percent of GDP). A characteristic feature of trade in 2010 is the diversification of markets and the more active presence of Bulgarian export firms in many countries of Asia and Latin America. Changes are hardly observed in the commodities structure - the share of raw materials and investment goods in exports is maintained and that of consumer goods drops due to petroleum products. With very contracted investments (domestic and foreign) imports of investment goods are still lagging behind and their value remains lower than that in 2009. Due to the price increase in the recent months, the imports of raw materials and energy resources register an increase as well.

Compared to the picture of slow global growth, budgetary constraints in many countries and unstable domestic demand, the growth rate of foreign trade in Bulgaria in 2011 does not seem sustainable. Exports will gradually slow their growth on an annual basis, while the withdrawal of foreign investors, restrictions in lending, the unpredictability of government policy and the uncertainty about the future will discourage domestic consumption and imports, though starting to recover in the second half of the year, will not reach their former proportions. The expected increase in commodity prices will be the biggest challenge before the competitiveness of Bulgarian export products and the stability of companies’ export positions.

According to preliminary data for the period January-November 2010 the inflow of foreign direct investments to the country is Euro 894.7 million. This amount represents 2.5 per cent of projected GDP and is only one third of the funds attracted to the country a year earlier. The reason is the sharp contraction in global liquidity, the bubble burst in real estate and the reduced volume of intercompany lending that decreased by half the borrowed equity, while substantial recent payments on intercompany loans resulted in negative amount of other borrowed funds. There are no signs so far that FDI inflows will soon recover and in 2011 the volume of attracted funds probably will not exceed much that of 2010 (between Euro 1.2 and 1.4 billion). Investors, however, are aware of the great potential of the country, bearing in mind our need to catch up with European economies - in the near future the country will have to upgrade several sectors of the economy (energy efficiency, renewable energy sources, administrative reform, healthcare) for which the country can receive funds under EU programs. Return on investment in the country is still above the average for Europe and Bulgaria is considered the continent's top destination for outsourcing and among the top 15 such destinations worldwide.

Annual inflation for 2010 (December 2010 to December 2009) exceeds 4% in the three indices: 4.5% in CPI (0.6% in 2009), 4.4% HICP and 4.2% in the small consumer basket (with deflation of 2.7% for 2009). The large increase in consumer prices during 2010 compared to 2009 is due to three sharp rises - in April, July and especially in September. The reason for the rise in April is the increase of excise duties on tobacco products, which show greatest increase in 2010 (by 33.9%). The rise in July is related to changes in gas prices and is best seen the in price increases in the groups “Housing (rent, repair and maintenance), water, electricity, gas and other fuels” and “Transport.” Among the three indices, the one with greatest increase and contribution is the group of foods. The reasons for price increases in this group in late summer-early autumn are associated with increases in international prices. For a year food prices have risen by 4% (in CPI), groups that stand out are: "animal and vegetable oils and fats” - by 31.5 percent, “dairy products and eggs” - by 6.3%, “vegetables” - by 5.9% and “bread and cereals” - by 5%.
In late December, business surveys signal about expectations for an increase of sales prices in the first quarter of 2011 only among industrial entrepreneurs, in retail the prevailing expectation is for maintaining price levels, construction developers expect a certain decrease in the next three months, and in the services sector managers continue to expect a reduction in sales prices in the next three months. Consumer inflation expectations for the next twelve months are very high in October, compared to the previous five surveys, due to consumers’ response to the autumn increase in food prices.
In the horizon of Europe in 2012 - according to the November forecast of the European Commission - relatively low inflation of consumer prices is to be expected (both in the EU and in the euro area). An average inflation of 2% is expected (HICP) for 2010, which is expected to decrease to 1.75% in 2012 (to be 1.75% in euro area in 2011-2012). The still present economic stagnation and the relatively moderate gowth in wages and labor costs per unit of output will have a constraining effect on price increase - despite the slightly higher commodity prices, the increase in indirect taxes or administered prices in some member states.
In 2011 the dynamics of consumer prices in Bulgaria will be suppressed by the still contracted and cautious final consumption. The changes in international and administered prices will have their usual effect towards increase. Since they do not hold expectation for sunstantial new rises, the general expectation is for lower inflation in 2011 in the less than 3% range.
The slower decline in employment continues. The number of employees (according to national accounts) in the third quarter decreases by 5% on an annual basis, after a drop of 6.5% in the second, and 7.3% in the first quarter.
In 2010 quarterly unemployment indicators (monitoring of the workforce) are higher than a year earlier, and most are improving - albeit very slightly – compared to the first quarter of the year when most showed very unfavorable rates. Total quarterly unemployment rate in the third quarter fell to 9.5% (from 10% for the second and the maximum of 10.2% for first quarter). The drop in the total coefficient is due to the younger groups - up to 54 age range, while unemployment in the group "55 +" maintains at 8.9 percent (at 7.9 percent in the first quarter and at 5.4 percent a year ago). The number of unemployed by less than a year duration of unemployment in the third quarter is 170.6 thousand (by 25% more than a year ago), but decreases significantly compared to the second and first quarters, respectively, when it was correspondingly 193.9 thousand and 198.3 thousand . The number of long-term unemployed (155.9 thousand), however, continues to grow both on an annual and on a quarterly basis.
The last quarter of 2010 could be the bottom in job dismissals during the year. It can be expected that in the first months of 2011 dismissals will decrease, since business surveys in December show very low expectations for staff reductions in the next three months, i.e. first quarter of 2011, in the sector of retail and even lower expectations in the other three sectors. This has been the trend in the industry since the beginning of the year, while in the services the twist from high to low expectations for job dismissals happened in November, and in the construction - in December.
The highest monthly unemployment rate was registered in Bulgaria in February last year - 10.26%. In October it falls by about 2 percentage points down to 8.92% (8.23% for October 2009). As highlighted in the November estimate of the EC, the processes on the labor market are generally delayed compared to GDP dynamics – by about half a year or more. In this regard the state of labor markets in the EU as a whole has begun to stabilize in the second half of 2010, and in the horizon 2011-2012 a slight improvement can be expected. A very slight improvement is expected - the European Commission expects employment growth for 2011 by almost 0.5% and about 0.75 % for 2012, and reduction in unemployment rate from about 9.5% to about 9% in 2012. The general condition, however, will remain unfavorable – according to the EC - and it reflects the termination of measures taken in response to the recession and the ongoing structural adjustments - not least the ones in the public sector. Bearing in mind this general background, we have no reasons to expect sharp or very soon improvement in the Bulgarian labor market situation in the short term - in the winter months – and the lack of deterioration should be considered a success. Employment is expected to stop its decline in 2011 and to begin slowly to increase. The registered unemployment rate will remain between 8.5 and 9%.
Enterprise policy. There are no significant changes in the Bulgarian business environment in 2010. Bulgaria maintains its 51-st position in the latest report (2010) ranking of the “Doing Business 2011: Making a Difference for Entrepreneurs.” It is the eighth in a series of annual publications of reports by the International Finance Corporation and the World Bank. The report measures the freedom for doing business in 183 economies, by 9 indices. Bulgaria has made progress in two areas: in payment of taxes (by reducing employers’ share in social security contributions) and in starting a business (by reducing the statutory minimum capital from BGN 5,000 to BGN 2). As to the issuance of building permits, however, Bulgaria continues to lag significantly.
Another World Bank report, published at the end of the year, was devoted to good regulations. It states that the regime of government fees creates a particularly high burden on businesses in Bulgaria. According to the report, the outdated regulatory framework, the weak institutional structure and the absence of governmental policy in determining the state fees lead to uncontrolled increase in fees. They have increased by 60% for the period 2003-2008. Bulgaria should focus on reducing companies’ time and costs, spent for meeting various regulations. In Estonia and Slovakia, for example, companies spend less than 7% of their time to fulfill different regulations. In Bulgaria, according to business persons, companies waste 10.6% of their time dealing with regulations. Reducing the time and costs of companies for fulfilling different regulations will create conditions for promotiing economic growth in Bulgaria. 
Amendments to the Commercial Register Act are underway, which are at second reading in the parliamentary legal committee. The changes provide that free access to the register be maintained for all documents subject to registration and notification. In general, they relate to company management and capital - charters, contracts, reports of general meetings, etc. While introducing limited (registered) access to the trader’s corporate file, which may contain applications, declarations, minutes resolutions. The reasoning is that company files contain personal data, which are protected. The access to business files will be granted upon request to the Registry Agency, which could either be submitted electronically by holders of digital signature, or in person by anyone. 
Last year the volume of allocated funds under public procurement tenders decreased approximately 2.6 times (total of 15, 722 signed contracts for just over BGN 4 billion, compared to 15,457 tenders for BGN over 10.32 billion in 2009). In October 2010 the Government approved changes in the public procurement regulations. The Regulations for the Implementation of the Law on Public Procurement specifies the ways of sending information on contracts, beyond the scope of the law, when their value is equal to, or higher than EU thresholds specified in the regulation under Art. 45 a para. 1 of PPL. Significant new amendments in the PPA will come into effect this year. In early January 2011 the Council of Ministers will hold its first public discussion on the preliminary concept for amendments in the Public Procurement Act.
According to the findings of various international and national surveys in 2010, despite the efforts, the level of corruption in Bulgaria remains high. At the end of last year Transparency International Bulgaria presented its findings from two studies on corruption by the Transparency international worldwide: The Corruption Perception Index 2010, and Global Corruption Barometer - 2010. The Corruption Perception Index measures the level of political and administrative corruption in the countries surveyed, as perceived by the business, by analysts from around the world and by local experts. Its value ranges from 10 - indicating low levels of corruption, to 0 - indicating high levels of corruption. The index of Bulgaria is 3.6, which is two tenths lower (3.8) compared with 2009 and ranks us at 73 position. According to experts the most serious impact on classification ranking comes from public procurement, lobbying, conflicts of interest and lack of convictions for corruption in high echelons of power. The Global Corruption Barometer is a public opinion survey on corruption and bribery, which seventh edition in 2010 covers 86 countries and 91,500 respondents. Barometer values range from 1 - indicating sectors and institutions free of corruption, to 5 - extremely corrupt sectors and institutions. The data for Bulgaria show that again, as in the past three surveys, that the index of corruption in the judiciary is the highest. The judiciary is followed by the political parties, parliament and public administration, police, business/private sector and others. Only 23% of the respondents consider that the level of corruption in public life has decreased.
Privatization and concessions. The earlier declared intentions of the government for crisis privatization, in iorder to complete the state budget in 2010, were not carried out. The year will be remembered as "zero" privatization year, which happens for the first time in the last 18-year period since the beginning of privatization in Bulgaria. The ambitious government program to attract investments in the transport sector by granting concessions to areas in the port, airport and rail infrastructures was not carried out. The main purpose of the draft report "Strategy for Development of the Transport Infrastructure of Bulgaria through Concession Mechanisms” presented for public debate by the Ministry of Transport, Communications and Information Technology - to attract private investment for the construction and operation of transport infrastructure sites - ports airports and railway stations – has not been achieved yet.
PUBLIC FINANCE. 2010 has been characterized by budget deficits, as only four months registered higher revenues over expenditure. At the end of November the accumulated deficit since the beginning of the year amounted to BGN 1.86 billion, while the total for the year is expected to be about BGN 2.8 billion, which is about 3.9% of estimated GDP for 2010. The poor performance compared to 2009 is due to the increased decline on an annual basis of collected revenues from excise, corporate taxes and levies on personal income. Only the decline in VAT revenues decreases significantly. Main expenditure groups register a decreasing change on an annual basis - within the range of 14% to 70% in 2009, while moving between a decrease by 18.7% and 10% growth in 2010.
According to latest data as of November 2010 the general government debt amounts to Euro 5.2 billion or 14.4% of GDP, an increase of nearly Euro 400 million, compared to end 2009, when it was 14.3 % of GDP. Although the main burden of financing the budget deficit in 2010 was transferred to the fiscal reserve, the low growth of government debt can turn to be positive for Bulgaria’s economic recovery and development in the medium and long term.
Revenue collectibility in 2011 could be hampered by the highly optimistic forecast for real GDP growth during the year. However, for a third consecutive year, there is no change in the expenditure structure that might be interpreted as government expectations for quick recovery of the economy to pre-crisis levels, and it, indeed, seems very unlikely. Currently, the realistic compensation for lower than expected revenue collection will come from extraordinary receipts in the accumulated reserves of the NHIF with the Bulgarian Central Bank, as such proposals were under discussion. Yet, no clear decision has been reached on this issue.
Taxation policy in 2010 remains almost unchanged, except for the anti-crisis measure to decrease the contribution to the Pension Fund by 2 percentage points, which brought some relief to company expenditures. This measure, however, had to be accompanied by a continuation of pension reform in the country, since it increases the budgetary financing of the pension system, which contradicts the original reform ideas for the sector since 2000. Although the excise duty on cigarettes has increased this year, without changing the rate of other, incl. social security taxes, the Government has repeatedly discussed ideas for VAT increase, or for returning to progressive personal income taxation. The pervasive insecurity of such debates in the country had probably a negative impact on domestic demand, and hence on indirect tax revenues. The contributions to the Pension Fund will be increased as of early 2011 by 1.8%, indirect tax of 2% is introduced on premiums of insurance companies, excise duties on certain fuels and tobacco are raised. These measures will have a negative effect on the recovery of domestic demand, which makes expected revenues from the increase difficult to measure. Some of the measures are undertaken according to our EU commitments, but others are introduced before the required deadline – i.e. for increased revenues in the treasury, rather than for harmonizing Bulgarian legislation with the Acquis.

SOCIAL AND HEALTH POLICY. The past year 2010 was a period of active efforts and discussions for progress in the social security and healthcare reforms. The manifestations of economic crisis exacerbated the problems in these two areas and the need for reforms became even more urgent. Moreover, the government is much better oriented in the situation compared to the beginning of its term and has gained experience and expertise for development and implementation of urgent though painful changes.

The adopted amendments to the Social Security Code at the end of 2010 are a significant success and a prerequisite for long-term financial stability of the pension system. Besides, they are the result of numerous compromises, and only time will show whether expectations will prove true. Generally this means socially acceptable option for not so easy access to the pension system. The costs of social funds will be reduced through more stringent requirements for sick leave, unemployment and maternity. It was agreed in 2011 that contribution for pensions increase by 1.8 percentage points, which is an attempt for decreasing the deficit of the National Insurance Institute. The continuous and more serious reforms include the decision to increase the social security period and the retirement age. These reforms aim to eliminate the deficit in the “Pension Fund” by end 2016, while after 2012 the pension after retirement in the first and second pillar should replace 65 percent of income before retirement. Achieving these goals will require the political will and sustained efforts of all the government in the coming year, in order to carry out the commitments.

Healthcare reform in 2010 was widely discussed by various stakeholders but did not progress significantly. Efforts come mainly from the management team of the Ministry of Health, NHIF, professional and patient organizations, and were not related to legislative changes. The developed by the Ministry of Health, and adopted by the Council of Ministers in December ”Concept for Better Healthcare,” provides an idea of the vision. This strategic document aims at improving public health, breaking with deepening negative trends in healthcare and achieving greater national health security by increasing the role of the state in the regulation of processes and resources in the healthcare system. Most of the measures in the concept do not have specific deadlines for their execution and it looks as if discussions will continue until a consensus is reached. The danger lies in the approaching end of the term in office, and the dependence on upcoming elections, which may postpone, or at least significantly delay, the execution of the concept. Besides, many of the proposed changes are only intentions, which though good as concepts, might not reach expected results in implementation.

Financial system. In 2010 Bulgaria's financial system remains stable and its performance is slightly better than in the previous year - for the 12 months of 2010, the average foreign exchange reserves stood at BGN 24.3 billion, while in 2009 it was BGN 23.8 billion. As of December 2010 foreign exchange reserves remained virtually unchanged compared to December 2009 - an increase of BGN 115 million. Their better performance is both due to growth in the money in circulation and to the liabilities to banks, while the increase of the Banking Department deposit balances the drop in liabilities to the government. A sign for increased confidence in the domestic currency and for improved economic situation is the fact that the foreign currency purchased by the BNB in the 10 months of 2010 amounts to BGN 35 million, while for all of 2009 BNB has sold currency of BGN 28 million.

The main indicators of the banking system, including liquidity position, profitability, borrowings and the balance sheet assets, improve in 2010. Assets in the sector are increasing and at the end of November they are BGN 72.5 billion – the highest value so far. This represents an annual growth rate of over 4%, while in November 2009 the annual change was 3%. In the last quarter of 2010 the liquid assets cease their brief declining trend and reach 22.7% (as of November 2009 they amounted to 20.6%).
The implemented anti-cyclical policy of the BNB continues in 2010, which helps banking activities, while the trust in the system is illustrated by a continuing strong growth of deposits of individuals and households. However, the effects of economic recession in 2010 severely affected the profitability of banks, under both the increase in allowances - almost 23%, and under the weak credit growth. Bad loans reached 10.6 percent at the end of September and their peak for 2010 could be around 11%. Nevertheless, the capital adequacy of the system remains significantly higher than the regulatory minimum, and as of September it reached 17.8%, which is a slight decrease both on a quarterly and on an annual basis.

For late 2010 and early 2011 banks and their clients can continue to be cautious in taking on new credits, given the relatively high unemployment, the shrinking household incomes and the expected slow recovery in domestic demand. A steady recovery of the sector can be expected later in the year with an improved performance of the industry and services sectors.

The leasing market contracts significantly in 2010, and according to latest data the annual decline in September was 20%, while in September 2009 the sector dropped by only 1.6% on an annual basis. Premiums received from leasing companies, 90% of which are non-financial corporations, shrank by 20% yoy at the end of the third quarter of 2010, together with an accelerated drop in their assets to 16%.
The contraction of the sectoral balance is due to the unpredictable situation in the country - there are still no unequivocal arguments for the recovery of economic activity. This is strengthened by ambiguous signals from the sectors of trade, transport and construction. Notwithstanding the positive factors in some other areas of the economy, it seems that the recovery in economic activity will be relatively slow, which in turn will delay the recovery in the leasing sector as well.

In 2010 the insurance market continues to shrink, but at a slower pace - the decline, according to latest data from October, amounts to 4.7% yoy, while in 2009 the sector yields by 7%. In the third quarter of 2010 the total insurance companies register a loss from main activity (BGN 12.7 million), while in the third quarter of 2009 they registered a profit (BGN 12.2 million). The total profit of the companies amounts to BGN 9.9 million for the third quarter of 2010, which is a 35% drop on an annual basis.

The good news for the sector is the reduction on premiums paid on an annual basis and the retained earnings. However, contracted revenues begin to influence and together with reduced net extraordinary gains, decrease company profits. The newly introduced tax of 2% on premium received, since the beginning of 2011, will be a further aggravating factor on the revenues of companies, and will have a negative effect on insurance services. Thus, despite the demonstrated flexibility in the management of companies in late 2009 and early 2010, a further contraction in companies’ profits can be expected in 2011.

The capital market. In 2010, the drop of stock indices ranges between 2.1% - BG40 and 15.19% - SOFIX, while the stock market capitalization declines by 8.83 percent. New issuances during the year are 36, compared to 50 in 2009. The prevailing are: capital increase through rights and through secondary public offerings, and bond issuances. In the last quarter SOFIX moved below its end-September level, reaching its lowest value for the period on November 5 - 341.04 points. The broader BG40 index followed a similar trend in the last three months of 2010, reaching its lowest value on 17 November - 109.76 points, but ending the period with a growth compared to end September, of 0.29 %. In the last quarter of 2010 there was an abrupt change in the sectoral structure of the stock turnover – the traditionally dominant sector of financial and insurance activities further expands its share from 50% in the third quarter to 84%. Other sectors with a significant proportion were manufacturing - 10%, construction - 4% and real estate operations and metallurgy, respectively by 1%.

ENERGY. In 2010 the debate on the development of the Bulgarian energy sector continued intensively. Active discussions raised questions about the price of electricity and gas, the correctness in the work of electricity and gas distribution companies, the restructuring of BEH, and others. The issues concerning the pros and cons of major energy infrastructure projects raised great public interest. In January 2011 an updated draft of the energy strategy 2020 was presented, which has been the subject of a broad discussion since mid-last year.

The trend of the first two quarters of last year continues, and most state energy companies report positive financial results for the period January - September 2010. Among those registering gains are: NEC EAD, Kozloduy EAD, Maritsa East 2 EAD, Bulgartransgaz EAD, Bulgarian Energy Holding. However, Bulgargaz EAD registers a serious loss, while in the first half of 2009 it registered a profit.
At the end of November 2010 a memorandum was signed in Sofia on the principles of establishing the Belene Power Company and a Memorandum for cooperation in the construction and operation of the power plant. The first of two Memoranda regulates the relations between the participants in relation to the future establishment of a project company for the Belene NPP. With a share of 51% NEC will maintain control in the future electricity company. The French Altran Technologies will contribute 1%, and the Finnish Fortum Corporation will be given the opportunity to take between 1 - 25% of the capital in the future design company. Rosatom shareholding in the project will be decided depending on the attractiong of other investors. The project will be financed with no government guarantee from Bulgaria. A four-month period is fixed (i.e. by end March 2011) for establishing the project company which will be the owner of the nuclear power plant. During this time the feasibility stidy of the consultant HSBC Bank PLC must be known, to clarify the financial model for construction of the power plant.

In November last year BEH EAD and Gazprom Open Joint Stock Company signed an agreement and Statutes for establishing a joint project company South Stream - Bulgaria AD, which was registered in December. Among its tasks is: to accept the results of the feasibility study for the project on Bulgarian territory and to carry out all necessary activities prior to making an investment decision for the project. In case of a positive investment decision for the project, the joint venture will build and be the owner and operator of the pipeline system "South Stream” on the Bulgarian territory. Bulgaria has made a proposal to the EC concerning the state guarantee, estimated at around Euro 2 billion, which should be provided by countries in the Nabucco project, not to be attributed to the national budget deficit. In November last year consultations and public discussions were completed with representatives of local authorities on the environmental and socio-economic evaluation of the project, in 26 Bulgarian municipalities along the pipeline. In the autumn of 2010 there was a major impetus to launch projects for diversification of natural gas supplies for Bulgaria. BEH EAD and IGI Poseidon (Greece) signed a package of documents envisaging the establishment of a joint venture to implement the project for gas interconnection between Greece and Bulgaria, while Bulgartransgaz EAD and Transgaz SA (Romania) agreed on the roadmap for implementing the project gas interconnector between Bulgaria and Romania.
TRANSPORT. The economic recession had a significant impact on the types of transport in 2010. Data on transported goods and passengers and the work for the nine months of last year in the various types of transport are still low compared to the results for the corresponding period of 2009. However, the overall trend is positive and the third quarter of last year shows an increase in most indicators compared to the previous three months of 2010. Financial results for the nine months of some of the state transport enterprises are not good, registering a loss: Bulgarian State Railway EAD, National Railways Infrastructure Company, Port Burgas EAD. However, Port Varna EAD and Sofia Airport EAD report profit.
There are some significant developments in the road infrastructure construction projects in the past year, unlike railway rehabilitation projets which are delayed. By the end of December 2010 the main construction works along the Liulin Motorway were completed, completion works should be finished by May 15, 2011. In late December last year the European Commission approved the application form for the construction of three lots between Stara Zagora and Karnobat. The financing approved amounts to Euro over 357.72 million. Since construction contracts of selected contractors amount to nearly Euro 250 million, the saved about Euro 100 million will be diverted to other sites. In December 2010 the Road Infrastructure Agency launched procedures for selecting contractors for Lot 1 Orizovo - Dimitrovgrad, and Lot 2 Dimitrovgrad - Harmanli on the Maritsa Motorway. The preparations for launching the tender procedures for Lot 1 and Lot 4 of the Struma Motorway are under completion. Work on the extension of the First metro diameter and the construction of the Second metro diameter of the Sofia subway is implemented as scheduled, the execution is about 50%. In late December it was announced that the consortium "EFG Eurobank His-KS 13 - Trace railinfra is ranked performer in the competition for the rehabilitation of the railway Plovdiv-Burgas. Their bid for all three lots of the project is the lowest.
In early January this year the Government approved draft on amending the Law on the roads. It introduces basic requirements of Directive 2008/96/EC on the management of road infrastructure safety.

TOURISM.  2010 was in general successful for the Bulgarian tourism sector, despite the economic crisis. In the period January - October 2010 the foreigners visiting Bulgaria were by 5.4% more over the same period of 2009. There is an increase by 11.1% in the vacation visits, however, business visits reduced (14.7%) as well as visiting travels (6.8%). However, trips of Bulgarians abroad decrease by 27.9% over the previous year. EU countries continue to be the most important market for international tourism in Bulgaria with a share of 71%. Revenues from international tourism for the period January-September 2010 are by 2.6% higher than the same period of 2009.
Estimates for the summer of 2010 are positive. Revenues from nights spent in the period July - September in hotels and other accommodations increase by nearly 13% compared to last year, mostly coming from foreigners. These positive results exceed expectations for the summer season both of the government and of the business. Preliminary projections were for a growth of 5% in the sector for all 2010. A possible explanation for the better results is the strong inflow of tourists in July and August. Moreover, there is some "coming out of the grey area" of business since NRA for the first time collects information about incoming tourists at the airport.

Forecasts for the winter season are also optimistic. Expectations of the MEET are for growth of tourists by 3% compared to last year. Most likely this growth will be due to an increase of tourists, mainly from Russia.
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The work on a new Law on Tourism is continuing. Its main focus is the creation of tourist regions in the country and regulating their marketing. At the end of 2010, once again, it was announced that work continues on a Strategy for Tourism Development in Bulgaria. For this purpose, MEET has a BGN 2.8 million to spend on marketing analyses of competing destinations and of the Bulgarian market.

AGRICULTURE. Agriculture remains the most heavily funded and subsidized sector. The effect of EU money pouring into Bulgarian agriculture, however, proves too weak and is simply seen in increasing the share of land maintained in good condition and reducing uncultivated land, the gradual consolidation of plots, activization of the land market, increasing the number of big farms. However, poor planning and management, the absence of any long-term or at least medium-term vision for the development of farms and the very low profitability of production make changes too slow and limited, without affecting all areas of production. Thus, disparities in the sector increase and change the product mix. So ultimately, despite pouring resources (BGN 1 billion planned for 2011) the overall state of the industry is unsatisfactory. The rise by 6 % of the industry gross value added in the first nine months of 2010 compared to the same period of 2009 is primarily due to the good harvest. Only in the third quarter of 2010 the agricultural sector creates 10.5 per cent of total value added and 8.9 percent of GDP. So for the nine months the share of industry reached 6.7 per cent of GVA and 5.8 percent of GDP respectively at 6.4 and 5.5 per cent a year earlier.

Experts agree that EU funds will continue to attract investors to the sector, despite the lack of focused policy (this applies mostly to the production of organic foods). The existing organization of production and the applied agricultural practices, however, will deepen disparities in the sector. An in-depth analysis and discussion on the position of the country is needed before the discussion of the new CAP budget. Equaling the amount of subsidies to those in old member states will not solve those problems of Bulgarian agriculture, related to its structure, efficiency and profitability. It is due to the established in recent years agricultural production structure, that the major amount of subsidies reaches very few manufacturers - 85 percent of the funds are received by only 15 per cent of farmers. The reason is the threshold of funding (10 acres) and the strong fragmentation of land, which deprives about ¾ of the farmers from the benefits of EU subsidies. So sectors like livestock, vegetable and fruit growing continue to decline, although schemes are developed for their support.

REGIONAL POLICY AND EUROPEAN FUNDS. During the fourth year of Bulgaria's full membership in the EU many efforts were made by all teams working under programs for the absorption of EU funds in the following areas: the Operational Programmes of the EU in Bulgaria are now more transparent, which creates favorable conditions for stronger civil control on the implementation of EU projects; payments are accelerated and the funding system is upgraded - the necessary financial resources are to a great extent provided, the amount of advance payments to municipalities is increased - up to 35%; applying for EU funding follows simpler rules, time limits for processing documents are shorter; better communication with the administration is provided - potential beneficiaries are able to get timely information on upcoming procedures, conditions are created for feedback, abuse of EU funds is limited; while the monitoring of EU funds absorption has been enhanced. One of the most important effects in the absorption of funds is the reforming of the administration - acquiring skills while planning, working transparentlyy and accountably.

Implementation of operational programs shows that so far 40% of EU funds are contracted and 10% have been paid.
Under OP "Regional Development" by the end of 2011 a total of BGN 1 billion is expected to be paid and the total amount of BGN 2.5 billion, which the EU has provided, to be contracted. For a year and four months the funding paid under OPRD increased from BGN 27 million to BGN 321 million. The margin between the contracted and disbursed funds under OPRD is not big. The contracted so far BGN 1.5 billion under OPRD is evenly distributed throughout the country. The six planning regions have received each approximately BGN 200 thousand. Due to the financial crisis in the summer of 2010 the European Commission permitted for money transfers among programs within one fund, in order to prioritize sectors. The OPRD Management in Bulgaria believe that it is possible to transfer funds from the delayed OPs “Environment” and “Competitiveness” to the municipal projects under OP “Regional Development.” According to EU rules, member states are allowed to transfer up to 10% of funds from one program to another. It is possible to receive about BGN 85 million from OP "Environment," and BGN 193 million from OP“Competitiveness." This total of BGN nearly 280 million could be transferred to OP "Regional Development" in 2012, because this OP has exhausted its budget for 2011, while there is a waiting list for funding projects worth about BGn 300 million for repair of roads, schools and kindergartens.
Reform in EU funds management. Changes are underway in the administration responsible for the management of EU funds. Its gradual restructuring will begin this current year. The goal is the next programming period for funding from 1 January 2014 to start with new, more efficient state structure. The Government intends to separate policy-making from the absorption of EU funds, which are currently in one place. We have a Central Coordination Unit in the Ministry of Finance, seven operational programs and their governing bodies within ministries. This approach allows for coordination of sectoral public policies, but creates problems with project coordination. Ministries will continue to set policies, objectives and direction of development, but they will not deal with the real investment process. This activity will be provided by a special Development Agency, which will be de-politicized. It will be composed of professional administration and will accept tasks under EU projects from the ministeries. It is expected thus to build a universal governing body of the operational programs in the next period 2014-2020. Intermediate units will be formed at the levels of the planning regions, which will start work once the project is approved. They will assess local needs at inter-industry level. Beneficiaries will get the opportunity not to travel to Sofia, to submit projects, and to process payment documents on site. At present the new proposals are discussed by the Central Coordinating Unit and the managing authorities of operational programs in the ministries.
� At GDP for 2009 – Euro 35042.5 million (NSI data from 8.09.2010) and BNB estimates for 2010 – Euro 36,136 million.
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