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|. MACROECONOMIC, STRUCTURAL AND EXTERNAL FACTORS,
DETERM!NING THE GOVERNMENT RESTRUCTURING
STRATEGY PARAMETERS

1. The Macroeconomic Stabilisation/Structural Adjustment Relationship

The interdependence between macroeconomic stabilisation {a shift to a
non-inflationary growth) and the structural adjustment of the economy, is by defi-
nition, enhanced under pericds of radical economic transformations. On the cne
hand, inflation, growth and money supply dynamics comprise the environment in
which economic agents are constrained to formulate their decisions. Conseguently,
the very ,survival® and development of economic structures is largely contingent
upon the changes, occurring in the macroeconomic surroundings. On the other
hand, macroeconomic stabilisation presupposes the presence of viable economic
entities, subject to internal and external equilibrium requirements.

The success of any package of measures targeted at reforming the economy
(programmed evoelution) relies heavily on the strict co-ordination between macro-
economic policies and the pace of changes at the microlevel (organisational,
institutional, behavioural and sectoral).

The econcmic difficulties in 1996 are a natural outcome of the underlying
rift between macroeconomic policies and structural processes, as clearly demon-
strated by the divergence between market-oriented monestary and fiscal policies
and the persistent non-market behaviour of the economic agents in the banking
and real sectors (soft budget constraints}. The 1996-1928 period will be thus inevi-
tably marked by accelerated structural reforms (in particular enlarging the scope
of hard budget restraints), gradual macroeconomic stabilisation and relentless
pursuit of adequate macroeconomic policies. And vice versa, provided the first
phase has been successful, the 1933-2005 period can be regarded as a time of
structural and technological development, given a relatively stable macroeconomic
environment. AECD forecasts make a clear-cut distinction between the two peri-

ods.
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2. Main Constraints to Economic Growth

2.1. General Problems

The low utilisation of production capacities, natural resources (land) and
rampant unemployment under early (by international standards) retirement age,
clearly demonstrates that one of the basic problems of the Bulgarian economy is
the demand constraint, including foreign demand and external market access. At
the same time, the continuous eccnomic decling and the low levels of investment
in the period after 1989 has engendered a deterioration of supply characteristics,
l.e. & demand-growth-oriented policy cannot in itself be suitable. Moreover, the
hefty losses generated in the state owned industrial sector and banks’ negative
net worth point to the existence of resource allocation problems, i.e. the use of
the available stock of capital and labour force is inefficient.

Thus, the problems concerning the volume and structure of supply and
demand, as well as the price mechanisms of rescurce allocation can only be
solved by identifying concrete structural constraints and outlining well-timed measures,
targeted at their surmounting. The mechanisms of market regulation (foreign ex-
change, interest rate, monetary and fiscal policies} should therefore be compat-
ible with the institutional changes (normative basis), privatisation, the improve-
ment of strategic controls in the state sector and organisational mutations {con-
solidation, increased share and role of small- and medium-sized enterprises, lia-
uictation, new managemsnt structures, re-organisation of the state apparatus, etc.},
training of personnel.

Furthermore, the overall structural re-organisation should be subordinated
to the parameters and dimensions of the socio-economic model, we are intending
to achieve by the end of the period (2005). The national consensus on Bulgaria’s
integration into the EU presents an additicnal point of reference far the govern-
ment's policy pursuit. The strategy for restructuring should thus be primarily tar-
geted at promoting a system of well-timed measures, which will bring the Bulgar-
ian economy into line with the major EU requirements, bearing upon macroeco-
nomic indicators, sectoral structure and standards, competition, internal legisla-
tion, etc. In respect to this, Bulgaria's White Paper highlighiing important aspects

of the approximation of the national legisiation to EU law as well as the concepts,
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underlying the answers to the EU Questionnaire for Bulgaria, should be consid-
ered an inherent part of the strategy for structural development of the Bulgarian

economy.

2.2. Internal and External Demand Constraints

Economic growth is a strategic precondition of the achievement of any
consistent set of objectives of the medium-term structural policy. Consequently,
liting the barriers impeding GDP growth should be at the core of the economic
strategy of the country.

As graph 1 clearly indicates, do-
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as illustrated by graph 2, had to do with
contraction in the rate of saving (see graph

3). Another important reason for the low Investments
% of 0P

investment activity in Bulgaria was related  *%

to the restricted inflow of foreign financ-

ing and foreign direct investments in

particular, implying that either a current

account surplus or a slight deficit had to
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the saving rate in 1995, the current ac-

count surplus, amounting to about 2% of
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As econometric research in the
AECD implies, savings are in turn a func-
tion of the instability of the banking sys-
tem. Put in more precise terms, the low
saving rate is an outcome of the unsta-
ble real interest rates and sharply fluctu-
ating foreign exchange rate. At the same
time, the natural propensity to save in
Bulgaria, i.e. the hypothetical saving rate
prevailing under full confidence in the
banking system and macroeccnomic

policies of BNB and the government, is

rather high, ranging between 25-30%, thus attaining the saving rate level in the

most dynamic world economies.

GDP Dynamics
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Obvicusly, there are two main di-
rections, in which growth shouid be ac-
celerated -firstly, by decreasing the un-
predictable fluciuations of the foreign ex-
change rate, interest rate and liquidity of
the banking institutions. And secondly, by
creating conditions, favouring the inflow
of foreign private direct investment and
improved access to foreign financing of
the balance of payments as a whole.

The structural measures, herein

discussed, call for a more detailed analysis of the reasons behind the instability

of the financial system and its relation to the real and fiscal sectors. The econo-

metric simulations conducted by AECD analysts reveal that the majority of finan-

cial difficulties, suffered by the real sector have been caused to a large extent by

mishandled macroeconcmic policies, i.e. the microeconomic reasons - marksting

strategy setbacks, credit rationing and the bulk of intermediaries at the ,entrance"”

and ,exit®, etc., had played a relatively subordinated role.
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There are three macroeconomic factors, which have led to the deteriora-
tion of enterprises’ financial conditions - high nominal interest rates; relative ap-
preciation of the lev (or depreciation at rates lower than inflation) in certain peri-
ods,; and instability of the nominal and real parameters of the financial system.

High nominal interest rate shortens the repayment period of credit, i.e. it
sharply contracts the average duration of the loans extended {the so-called Fish-
er's effect).

This dependency is illustrated by graph 5. Nominal interest rates are measured
along the horizontal axis. The average duration of a credit with contractual pay-
back period of 4 to 10 years is registered onward the vertical axis. As we can see
from the graph, along with the interest rate expansion, the average duration of a
10 years credit for example, contracts from five and a half years at zero interest
to a year and a half at an interest rate of over 120%. In practics, at an interest rate
above 100 %, only short-term crediting is possible.

Under high inflation, macroeco-

. . e Average credit pay-back period
nomic policy has to resolve an intricate

dilemma. Low nominal interest will entail
negative real interest rates and thus limit |-

savings, while high nominal interest rate

=

contracts the average duration of cred-

dverage period
L

its, ruling out the financing of long-term

investments. There are two possible so- 2]

lutions. The first one draws upon Israeli
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interest rate %

experience in coping with sky-high infla- ;
tion. It relies on the overall adaptation of v WA=l — mah=§ - - matsf e mat=d
the national legislation to the inflationary Graph 3
macroeconomic environment through the adiustment of prices, wages, credits,
deposits and correction of amortisation schedules. Recently applied in Latin America,
the second solution is based on a set of rigid measures, targeted at curbing
inflation. All this can be achieved by maintaining a high leve! of the minimum
required reserves with commercial banks or by a currency board, i.e. by tying

money supply 1o foreign exchange reserves.
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The adaptation of the national legislation to the inflationary macroenvironment
is far from being a neat solution to the problems for it will diverge the nation from
the Mtaastricht convergence criteria for a long period of time. The introduction of
a currency board will require sizeable foreign exchange reserves, steady foreign
financial aid and a clear-cut rigid fiscal policy.

The conly realistic solution, then, amounts to the relentless pursuit of a
flexible, but firm reserve monetary policy. |

The computer simulations carried out in AECD, show that the gradual
increase in the rate of the minimum required reserves, combined with well-timed
and properly administered base interest rate (BIR) cuts, as well as with a mode-
rate exchange rate depreciation may decelerate inflation to 1% on a monthly basis
in the course of 5 to 6 months, thus giving way to a step-by-step decrease in the
rate of the minimum required reserves.

The negative effect of the tough reserve money policy on liquidity in the
banking system can be thus offset by lowering BIR and improving solvency in the
real sector through implicit lengthening of the average duration of bank loans.

High nominal interest rate has its

Monetary corrected deficit impact an the fiscal sector as well. Graph

e

6 illustrates the so-called monetary cor-

W A

rected deficit, excluding the distorting

effect of high nominal interest rates on
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the structure of repayments. The mon-

etary corrected deficit thus helps a con-

0021 siderable part of the expenditures on

i : domestic debt servicing to be transformed
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Graph 6 somensaccoINEC udget financing and not to influence
current deficit. As the graph clearly indi-
cates, instead of a deficit, the budget can run a cash surplus, provided the
twisting effect of high nominal interest rates has been corrected. The neutralisa-
tion of the negative impact of the expensive domestic debt servicing on the budget
may solve key economic and social problems brought about by the urgency for

an artificial contraction of government expenditures. As a whole, macroeconomic
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distortions have caused a 4-8% shrinkage in government expenditures, as a per-

centage of GDP, and slowed down growth by about one percentage point.

One of the reasons for the pro-
nounced negative impact of domestic
government debt on domestic demand is
the official debt financial market mecha-
nism imperfection. There are two main
issues at hand:

» deficient compstition under the
existing system of primary dealers;

= incompatibility between the ex-
isting government debt financial instru-
ments portfolio structure (the volatile and
inadequately low level of discounted state
bonds is illustrated by graph 8) and the
structure of the associated risks (infla-
tionary, forex, interest rate, systemic etc.}

Alongside, the combination of high
nominal and real interest rates and rela-
tive lev's appreciation makes the genera-
tion of losses in the rea! sector almost
inevitable, especially in the expcri-oriented
enterprises already suffering heavy losses.
The measures, aimed at reducing losses
at the microeconomic level {liquidation,
isclation, privatisation or structural adjust-

ment} are insufficient to offset the macro-

Savings by seclors
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generated deterioration of enterprises’ financial positions.

The sharp increase in domestic government debt has gradually made both

the state and households major savers. This is primarily related to the expensive

servicing of domestic debt (11-12% of GDP), aiready mentioned. Given the strong

constraints on the size of the final deficit, the substantial repayments made pre-
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suppose the maintenance of a primary budget surplus. Together with the hefty
amounts of transfers, the latter have led to an excess of government expenditures
over government consumption. Savings within the consclidated government budget
are almost equal to the current losses in the industrial sector. On the other hand,
as it is well known, government debt is financed by the domestic capital market,
without a zero risk premium being enjoyed.

This situation is indicative of distorted price structures and soft budget
canstraints prevailing in both financial and real sectors. Moreover, it allows for a
transfer of the |losses engendered in the real sector to the banking sector and
subsequently tc the budget under the appearance of a high primary surplus.
Government expenditures are restricted mainly at the expense of government
investment thus inducing an adverse impact on growth, infrastructure modernisa-
tion and overall economic restructuring.

The macroeconomic environment influences the financial state of the in-
dustrial branches in a different degree. The sectors most heavily affected by the
macroeconomic environment are: oil processing and chemicals, construction
materials, pulp and paper industry, ferrous and non-ferrous metallurgy. The indus-
tries particularly sensitive to changes in the interest rates are: ferrous metallurgy,
electric power generation, coal mining and light industry. The depreciation of the
Bulgarian lev has in turn favoured industries like ferrous metallurgy, pulp and
paper industry, mining, construction materials and glass. And vice versa, indus-
tries such as the fur, leather and footwear industry, clothing industry and printing
industry are heavily dependent on imported raw materials and negatively influ-
enced by the depreciation of the lav.

The high-tech branches such as electronics, engineering and machine-
building are relatively indifferent to the macroeconomic factors at work.

Therefore, the core of Bulgarian industry the energy- and raw material-
intensive branches can initially be stabilised through a package of consistent
macroeconomic measures (lowering interest rate levels and favourable foreign
exchange rate). These should be subsequently followed by microeconomic meas-
ures aimed at reducing energy and raw-material intensity.

With the high-tech branches macroeconomic revival can only be achieved

&
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via financial aid, technology transfer, privatisation, strategic investors and the
inclusion into national and international R&D projects.

As has already been pointed out, the current macroeconomic distortiohs
are the main cause behind the negative financtal results of the fiscal, banking and
real sectors. The problem thus amounts to the synchronisation between the struc-
tural measures adopted by the Government and BNB and the overall macroeco-
nomic framework dynamics. The economic rationale of such a framework should
rely on the following short and medium term targets:

m base interest rate lowering and its maintenance below 40% on a 12-
maonth basis; to that effect, an amendment to BNB Law, setting a maximum level
of BIR should be adopted;

s closing the gap between the absolute and relative difference in the
interest on the assets and liabilities in the banking system by applying measures
at both micro (supervision) and macro (BIR lowering) levels;

» the government and BNB should reach an agreement as to the strict co-
grdination between the targets and the instruments of the monstary, fiscal and
foreign exchange policies;

a decreasing the expenditures on domestic government debt servicing
through implementation of a risk consistent portfolic structure and improved
management,

= g switch from a free float to a predictable depreciation of the national
currency, which will limit the erratic fluctuations of the foreign exchange and
interest rates, and finally revive savings; non-use of the foreign exchange rate as
an anti-inflationary anchor for prolonged periods;

= binding interest and foreign exchange policies with a control on inflation
in a way, stabilising the real interest rate on deposits and credits;

» a gradual decrease, especially in the period following 2000, of the pri-
mary budget surplus, aiming at the absolute and relative increase in the infrastructural
government investments;

» the implementation of a comprehensive policy aiming at the stabilisation
of the macroeconomic environment, the banking and financial systems and tar-

geted, particularly, at the achievement of a 20-25% rate of saving as a proportion

L
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of GDP and 18-22% investment rate by 2000-2005.
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The expansion of domestic de-
mand volumes and the improvement of
its' structure {higher investment share) is
facing serious external constraints in terms
of substantial foreign debt servicing and
capital account problems. At the same
time, external demand {export) generates
impulses, which can give the economy
additional impetus. An expori-led growth,
i.e. growth with which exports are the en-
gine of growth of both investment and
demand can be identified as an appro-
priate solution to the economic problems,

especially in such a small cpen econaomy

as the Bulgarian one. Such a sclution is structurally consistent- a unit increase in

exports, as a rule, leads to a 0.7 -unit increase in imports. Therefore, export-led

growth does not impose any external constraints on the economy.
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External demand depends on the
competitiveness of Bulgarian exports and
the dynamics and foreignh trade regimes
in the major Bulgarian export markets as
well. The structure of Bulgarian export has
been relatively steady over the last 4-5
years. And yet, there have been changes
related mainly to some cyclical factors
and price changes. Innovation and tech-
nology have not so far influenced the
structure and volume of exports consid-
erably. Production costs and the foreign
exchange rate, then, remain the key fac-

tors favouring the growth of export rev-
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enues. The export shrinkage in early 1996 was mainly due to the sharp decline in
industrial production, demand and prices in the major Bulgarian export markets
in Europe,

The dependence of exports on cyclical factors generates secondary
destabilising cycles in the Bulgarian economy. Having in mind the limited access
of the country to the international credit and capital markets, the contraction of
exports can hardly be offset by temporary foreign financing. The inevitable result
is a shrinkage in both domestic demand and imports. The simultaneous reduction
of both foreign and domestic demand leads to a re-allocation of resources (plus
subsequent re-distribution of incomes } and creates conditions for inflation accel-
eration and further investment and consumption contraction. A way out from this
type of interdependencies can be provided in a short-term perspective by meas-
ures aimed simultaneously at an increase of foreign exchange reserves and avoiding
the real appreciation of the lev. In a longer perspective, the solution requires a
free access to the international credit and capital markets and improved export

structure.

2.3. Short-term constraints on growth, resulting from the structural reform
package, agreed with the International Financial Institutions

The basic requirement of the IBRD, IMF and the EBRD is to complete a
radical and comprehensive structural re-

GOP Structure, by Seciors
form, seen as a key element of the coun-

]

try’s macroeconomic stabilisation. By

structural reform is meant the elimination

R T |

T

of the biggest loss-making enterprises,

acceleration of privatisation and healing

the banking secter. On the macroeco-

nomic side, it implies that the structural

e L e

reform should be supported by a tough

132 1534 15*3;
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monetary policy and state budget deficit
reductions. Put in more precise terms,

the macroeconcmic framework agreed

11




First Six-Month Period of 1996

with the IMF, provides for further lowering in the real money supply , a reduction
in the non-interest government expenditures, as wall as measures aimed at an
increase of the primary budget surplus. In the short-term, the impact of these
measures on the economy will bring about some shrinkage of domestic demand.

fndusirial Ouiput Structure The structural measures negotiated

with the IMF and the World Bank include
W%+ — _:", : . :":- !%l%!

the closurs of the biggest state owned
%

1%

loss-makers in the industrial sector, finan-

cial isolation of part of the state firms

undergoing financial difficulties, acceler-

ated mass and cash privatisation, as welt

as stabilisation of the banking sector.

The losses of the enterprises on

g?jﬁ:hﬁjﬁmﬂmﬁ%::ﬁ s 1€ liqUidation and isolation lists comprised
%Eéﬁ?bfa"dmmﬂﬂms-“g Cﬂ“f‘fﬂmm'ﬁ about 4.3% of GDP in 1995. In addition,
:;mw ey 21.3% of the people employed in industry
Graph 12 et work In these enterprises. If we assume

that the measures, related to financial discipline improvement reduce the losses
in the state sector as percentage of GDP and the free resources are re-directed
to boost investment , the structural measures will lead to a 2% increase in domes-
tic demand, other things egual. At the same time, the adverse impact of high
interest, monstary restrictions and contracting foreign demand will be much greater
in magnitude than the positive re-allocative effect of the structural measures,
especially in the second half of 1396 and the first half of 1997

Initially, the structural measures in the banking system will produce a
negative effect, especially in terms of confidence in the banking institutions. The
inflow of official foreign capital through IMF, IBRD, EBRD and cther forms of
balance of payments suppor, is expected to stabilise the lev and the country's
foreign exchange reserves, as an immediate result . s positive effect on the real
variables {higher domestic demand and investment in particular) as early as sec-
ond half of 1987. |n the final analysis, 1998 is very likely to witness negative growth
of GDP.

12
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The effect of the structural meas- Domestic Demand Structure

ures in privatisation is even harder to kbl

assess. The enterprises on the mass
privatisation list account for 16.7% of the
losses in the state-owned industrial sec-
tor. In the short-term, ownership indefi-
hiteness may further undermine their fi-
nancial positions. Market discipline posi-

tive results can be expected to becomes

more pronounces by the end of 1987,

. Fovermiment inveshmend % Real sactar Fvasimeni

The losses of the state-run and [ ] sevemment consurpron [ seatsseser consamen
. . , *  Freliminary dafa
private commercial banks comprise about **  AFGD estimale

Sptrear ACGE, WS,

4-8% of GDP, Total banks' net worth Graph 13 Watiznat accounts
amounts to 11-12% of GDP. Deposit insurance given, the measures related to the
liguidation of the loss-making banks and the consolidation of the banking system
will result in an increase in government debt and contracting domestic demand for
money. The latter trend is brought about by the shattering confidence in the
banking sector, after series of closures and bankrupicies. Both processes are
provoking internal demand shrinkage.

An important part of the agree-

Cutrent Account Dynamics
ment with the IMF is the stipulation of (2% af GOP}

45

energy price adjustment mechanism im-

ptementation. In the short-term, it is ex-

pected to influence negatively domestic
demand, exports, inflation {an additional
price increase of about 15%, according

to AECD estimates) and the financial state

of the real sector.

L

The view, that the primary cause - wr o wes w6

behind the crisis-ridden Bulgarian economy  Graph 14 Sourcs: BNE
in 19886, is the delay in the structural reform {close-downs of loss-making enter-

prises and sluggish privatisation) cannot be fully confirmed by the data available.

13
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As graph 15 clearly indicates, the losses of the state-run enterprises as percent-

age of GDP are constantly diminishing, hitting their lowest level in early-1998,
sihce 1893.

4%t

65

BE 1 {55

-10%

Losses, as Perceniage of GDP

T H
1993 15 1595 1905+

¥ First quarter af 1996,

Graph 1% Source: N1, APCD

Assessing the distribution of losses
across branches, it is easily seen that
they are more and more uniformly dis-
tributed (graph 16} {with the only excep-
tion of electrical engineering, which is ex-
cluded from the graph), i.e. the concen-
tration of losses within the individual
branches is decreasing. Additional esti-
mates show that 30 to 80% of the losses
generated in the state sector are a func-
tion of the macroeconomic variables {in-
terest rate, foreign exchange rate, domestic

demand).

The main conclusion is that the government should combine the measures

agreed with IMF/IBRD with an all-embracing structural programme, handling short-

term negative effects and foster the structural adjustment of the Bulgarian economy

fosses as % of Value Added
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in a positive perspective. Apart from the
macroeconomic paolicy targets, it should
also promote a mechanism, guarantee-
ing the rational use of foreign financial
resources, attract strategic fareign inves-
tors, provide through WTO membership
and bilateral trade agreements relisved
terms of access to foreign markets, en-
courage technological revival and give
impetus to small- and medium-sized en-
terprises.

The above assessment dogs not

underming the importance of the strict
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implementation of all measures included Ratio between % Growth of GDP
and Investment
in the structural reform package, agreed

upon with the IMF, but stresses short-

term constraints and some implicit sim-
plifications of the current economic crisis

interpretation. In fact, the fast and scru-

pulous execution of the 1996 stand-by

agreement, is the only possible basis of

199504

. 0o . 1 S T = :
confidence rebuilding and setting up a 19929 waw s

credible medium-term economic strategy. 0% 7 Soutee: 158 AECD

3. Constraints Imposed by Government Debt and the Banking System Cri-
sis.

The indebtedness of the fiscal sector places heavy constraints on both
domestic and external economic policies. Moreover, the political course of inte-
gration with the EU demanding strict compliance with the Maastricht convergence
criteria in the long run, does not allow for an increase of both government debt
and budget deficit. This is a new reqguirement to be taken intc consideration in
implementing the government’s macroeconomic and structural policies.

Foreign debt servicing presupposes an outflow of funds, comprising 3-4%
of GDP, on an annual basis throughout the period up to the year 2005. Financing
foreign debt burden via current account surplus means delaying investment and
technological restructuring. Furthermore, with a view to the strong impact of cy-
clical and random factors on Bulgaria's foreign trade, such a strategy will only
add up to the high economic risk and fragility of economic growth.

Another policy scenario furthers an increase in foreign exchange reserves,
partial refinancing of debt payments through an increased access to the interna-
tional capital and credit markets and ensures a stable inflow of foreign direct
investments.

As experience in the other CEECs shows, a capital account surplus rang-
ing within 2-3% of GDP is fully feasible. At the same time, a stabilised exchange

rate or a switch to a transparent adjustment mechanism of the exchange rate to
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the rate of inflation {and/or other macroeconomic variables} will make the attrac-
tion of substantial amounts of short-term capital and the increase in foreign ex-
change reserves possible.

Restored confidence in the lev and international credit rating, as a step to
the country’s access to international capital markets, are the preliminary condi-
tions of the policy scenario, based on foreign exchange and financial stabilisation.

Another advantage of the second variant is that it makes the country less
dependent on official financing, as compared to the first policy variant. At the
same time, the relatively high cost of the second policy scenario is offset by
greater possibilities for growth and technological innovation,

Undermining investments and the internal capital markets, domestic debt
poses even greater obstacles to growth. As has already been pointed out, the
distorting effect of the high nominal interest rates and the absence of a zero risk
premium on government securities are the main causes for this situation. There-
fore, the programmed primary budget surplus, coupled with measures aimed at
BIR lowering, better restructuring of government securities markst, improvement
of foreign and domestic debts management will gradually alleviate the constraints
och growth, generated by the excessively high level of Bulgaria’'s indebtedness.
The process can be further accelerated by cash privatisation via foreign currency
and lev ZUNK-bonds.

From the specific point of view of servicing, domestic debt imposes a
heavier burden than foreign debt due to foreign private and official creditors.
Nevertheless, domestic debt is much more dependent on the economic policies
of both the government and BNB. Hence, it proves to be more manageable,
consistency of the applied measures given.

The total volume of non-performing credits and banks' negative net worth
are hard to precisely assess because of the strong dependence on the inflatlon-
ary macroeconomic environment and the arbitrary criteria of credit classification.
And yet, even against the background of a major IMF requirement that banks with
negative net worth should cease further credit expansion, it is clear that alike the
heavy country’s indebtedness, bad credits will push up inflation and thus corrode

savings and further narrow down the possibilities for investment growth.
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Transterring the burden from commercial banks onto the government and
the Central Bank will come to no effect. In contrast with domestic debt, the so-
lution to bad credits should rely on the co-ordination between macroeconomic
stabilisation and the measures sustaining stabilisation at the microeconomic level
- liquidation of insolvent banks, recapitalization and privatisation, consolidation
and improved supervision, rigid legislation in case of default, enhanced judiciary,
etc. The measures negotiated with the IMF and IBRD as well as the government’s
structural programme provide a way out of the crisis and a reliable basis of the
gradual transformation of the banking system into an efficient intermediary be-
tween savings and investments.

The market of government securities is at present the only form of capital
markets. In a longer perspective, the formation of a modern stock exchange and
a regulated capital market are expected to boost trade with corporate securities.
The protocol and technical aid agreement signed by the Bulgarian and French
governments is expected to give initial impetus to the establishment of a national
stock exchange. The full accomplishment of the project is expected to take place
within a year and a half. It can be assumed that by the end of the period, con-
jectured financial market capitalisation growth will bring about an increase of
savings by 2-3% of GDP and accelerate growth by 0.2 - 0.4%.

Liguidity in the banking system

Liquidity of the banking
presents a serious problem. The liquidity system

0is

crisis in late-1885 and early-1896 has been
subjected to a separate in-depth analy-
sis and computer simulations in the AECD.

The only explanation for the coincidence

of the reduced relative burden of the
losses, generated in the state sector and

BIR lowering in mid-1985 with the begin-
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The essence of the effect is as follows: Given a considerable difference in
the [evels of the interest rates on deposits and credits, the average duration of the
assets is much shorter than that of the liabilities of the baking systam, other things
being equal (as illustrated by 18 curves indicating positive liquidity). Since high
interest shartens the pay-back period of loans and thus generates bad credits,
any prolonged maintenance of high BIR levels will force the banking system to
shift to lower liquidity curves. Under a reduced Inflation rate coupled with BIR
lowering, the banking system operating in the conditions of hefty amounts of non-
setviced credits (over 50%) will inevitably enter a state of negative liquidity, i.e.
insolvency.

The effect itself is not brought about by any microeconomic reasons (in-
sufficient supervision, inadequate credit policy). Rather, it is the automatic conse-
guence of a specific deflationary phase of the country's macrceconcmic develop-
ment. The liquidity problems together with the losses generated in the state sector
and the budget deficit are then a product of a specific macroeconomic dynamics
and can be properly handled, adequate monetary and fiscal policies granted.

3.1. Efficiency of the Price System

The efficiency of the decentralised economies is largely dependent on the
effect of relative price changes upon output structure, With some more complex
and multi-sectoral economies such as the Bulgarian one, demand depends not
only on the current changes in relative prices but on expectations for future pe-
riods as well. Gurrent and forward prices tend, as a rule, to manifest unidirectional
fluctuations. The financial system, allowing for the quick allocation of the free
resources to the profit-making industries, therefore, plays an important role in
ensuring an efficient correlation between relative prices and demand.

The Bulgarian currency’s exchange rate, or the price of the national mon-
etary unit plays a central role in the price system. The research carried out proves,
that the so called ,efficient market® hypothesis has to be refuted as far as it
regards the Bulgarian forex market. The consequence is that economic agents
with better access to information can systematically obtain speculative pecuniary
incomes.

On the other hand, the exchange rate, incomes, consumer, energy and
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output prices are interconnected and fend to reach long term equilibrium propor-
tions. Markets, respectively the prices of the above mentioned g'roups of goods
are also not perfect (efficlent). The destabilisation of the exchange rate, for exam-
ple, leads to erratic fluctuations of the system as a whole, thus creating new
speculative opportunities. Given the upward elasticity of prices, the speculative
situations are characterized by currency depreciation and high inflation.

The following regularities of the price structure can be observed:

» the national currency’s nominal depreciation and high inflation induce
incomes purchasing power decline; the reverse process is observed under defla-
tion;

» the equilibrium electricity price is about 2,5 cents per KWH; the preser-
vation of the electricity price above this level for prolonged periods requires ad-
ditional energy intensity reduction meas-
ures in industry, consumers sector and Correlation between indusirial

. X output change and producer prices
in the energy generation sector itself.

= given the existing dynamic char-

acteristics of the price system, the anti . “"""""""7/_
13

inflationary policy has a real effect be-

cause it relieves real incomes and the

sorelation coefflcient

real monetary savings.

The macroeconomic distortions
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With some branches {ferrous metallurgy, electronics and electrical engi-

neering), the correlation between output growth and relative prices is negative, ..

price-cutting ,stimulates” production and vice versa, high prices in a branch lead

to supply shrinkage. As for ferrous metallurgy, the explanation has to do with the

non-competitive market structure and the bulk of intermediaries at the ,entrance”

and “exit* of the branch, thus levelling out the differences between the low do-

mestic prices and the relatively high,

prices.

Deviation of sectoral annual price
indices from the lev’s exchange rate

against the doifar
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especially in certain periods, international

Given an adjustment of domestic
prices to the internaticnal prices, the nega-
tive correlation coefficient in electronics and
electrical engineering is mainly due to in-
sufficient competitiveness in terms quality
and technological level.

Either way, the markedly anti-mar-
ket behaviour in the two branches calls for
an immediate intervention on the part of
the government. In the case of ferrous
metallurgy measures should be mainly di-
rected to the improvement of the competi-
tive market structure. As for electronics and
electrical engineering, the government
should seek more elaborate strategies - a
system of subsidies, public procurement,
privatisation, foreign investment, participa-
tion of enterprises in international {EU and
EUREKA) R&D projects.

As for construction materials, coal
mining, timber industry, wood processing,
machine-building, chemical industry, elec-

tric power generation and non-ferrous

metallurgy, output has responded to relative price changes in the right way. How-

20




L Maeroeconomic, Structuraland ... ——

ever, the importance of the price factor is little, if any at all. The macroeconomic
imbalances in the financial system and problems at the microeconomic level - soft
budget constraints (electric power generation), limited resources (coal mining and
timber industry} and marketing obstacles (machine-building) - are the major cause
behind this discrepancy.

QOverall, the pericd of reform has been characterised by a new price struc-
ture, other than that under the command economy. Prices in the tailoring, fur,
leather and shoes and printing industries as well as in machine-building have
outstripped prices in the other industries. Despite technological, financial and
market problems, thess branches have considerable growth potentials in the short-
term.

Stabilisation and structural measures are then expected to enhance the
efficiency of the market mechanisms applied. On the structural side, the labour-
intensive (talloring, fur, leather and shoes) and the high-tech branches (machine-
building, electronics and electrical engineering) are expected to grow into the
profit-making industries of the Bulgarian economy.

Furthermore, the adjustment of the farm-gate prices of the primary agricul-
tural products to the international prices will revive agriculture and the food-processing
industry.

Following the crisis in 1995-38, services {banking and finance in particular),
will be able to recover and increase their relative share as early as 1998, despite

the positive relative price changes over the 1992-1985 period.

3.2. Supply Barriers

The relatively low capacity utilisation {60-70%) and relatively high unem-
ployment {(11-16%), prevailing over the past 4-5 years have allowed for the rela-
tively fast adjustment of supply to demand growth.

Nevertheless, the low degree of technological innovation and the wear-
and-tear of capacities will make supply a barrier to growth, especially in the 2000-
2005 period. All this attaches decisive importance to the intensification of invest-
ment activity, technology transfer, savings growth and the inflow of foreign direct

investment in the medium-term.
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Technological reconstruction gains in importance as there are greater
prospects for the nation to consolidate its integration relations with the EU.

EU policies in this area are designed toc encourage Western Europe to gain
pace in high-tech, implement a competitive industrial strategy and other economic
mechanisms which are supposed 1o create a nucleus of new viable sectors able
to challenge the competitiveness of the other centres of the market economy. The
main targets of the Green Paper industrial and technological policies run as fol-
lows:

= the implementation of a financial policy directed to enterprises with last-
ing eccnomic results in the area of innovation. The establishment of a specialised
market of technologies and innovations, similar to that in the USA.

m special policy directed to the medium-sized and large enterprises re-
lated to the creation and production of technologies;

= establishment of an appropriate administrative structure {with the assist-
ance of the government, local authorities and EC regional funds} in a core of
enterprises;

» a sharp increase in the financial resources for R&D, enlarging the net-
work of professional centres.

The Green Paper lays down the guiding lines in the EU industrial strategies
over the next twenty years. They include:

n capital investments in industrial infrastructure;

n professional gualification of work force at all levels;

» encouraging R&D potentials;

= Orientation to the high-tech industries with relative advantages;

= development of market structures and institutions:

w restructuring of state enterprises;

m export stimulus.

Bulgaria's structural policies should therefore take into account the new
European and global economic realities.

0On the supply side, transaction costs, i.e. the costs having to do with
sales, raw-material stocks and the change in the rights of ownership of physical

and share capital have become an important restricting factor. The transaction
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costs on land restitution and state-sector privatisation in industry are particularly
high. Transaction costs consist not only of direct administrative expenses but also
of the losses, generated by ownership uncertainty and enterprises’ inefficient stra-
tegic control. The large spread between the interest rates on deposits and credits
affects transaction costs as waell,

Labour quality and gquantity are essential supply components. With respect
to the falling birth rate, emigration waves and negative population growth, the
number of active workers is expected to go on the decrease. The only possibility
for active labour gquantity to increase, is to raise retirement age and perhaps,
attract foreign work force.

The economy will then draw upon labour quality improvement. i.e. raising
the level of education and professional qualifications; better health care; territorial
distribution of the work force; increasing work force adaptability to changes in the
macroeconomic environment; changing the degrge and mechanisms of labour
organisation; social security and pensicn funds; economic motivation and consist-
ency of social response.

The different aspects of labour quality or human capital follow different
paiterns of development. Some of the characteristics (economic motivation, adapt-
ability, territorial distribution) have undergone certain improvement. However, the
bulk of labour quality parameters exhibits negative trends.

There is a clear-cut relation between labour quality and the expenditures
on health care and education. Social and health-care legislation is another impor-
tant policy instrument. Obviously, the government’'s capability to influence labour
quality depends on the existing macroeconomic distortions and their correction.

Lifting supply barriers will be a two-phase process. Doing away with the
negative impact of the volume and structure of domestic demand, and partially of
foreign demand, will be crucial at the first stage. The low capacity utilisation,
unemployment as well as the possibility for raising retirement age will aliow for a
relatively fast output adjustment. On the supply side, the major barriers at this
phase (1986-2000) will have to do with the high transaction costs, resulting from
the agricultural reform and privatisation.

During the second phase (2001-2005) the negative effect of transaction
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costs will be gradually dying out, while the impact of some structural and tech-
hological factors and the significance of human capital will increase. Have mac-
roeconomic policies been successful in overcoming the macroeconomic distor-
tions (high interest, budget deficlt, bad debts and decapitalization of the banking
system) during the first phase, and especially have they been successful in in-
creasing the rate of savings, supply will then become mare flexible in meeting the
heavy reguirements of the international markets. This, in turn, will make the rela-

tively high growth rate(forecast in end-pericd) feasible. O
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Il. MACROECONOMIC STABILISATION {1996-2005)

AECD forecasts concerning inflation and economic growth are moderately
optimistic, especially in the period following 2000. Forecasts rely on the realistic
possibilities for the country to surmount the macroeconomic distortions and the
positive effect of the structural measures applied in the medium term. As com-
pared to November 1895 forecasts, the expectations for GDP growth in 1996 are
rather low, equalling 0%, with a high possibility of negative growth, given a per-
sistently high interest rate. Ancther reason is the sharp cyclical decline in the first
guarter of 1996,

As in 1994 and 1995, export in- Infiation in end-yeat

crease is expected to be the key source P
of growth in the 1998-2005 pericd. The

price increase of imported gas and the
structural constrainis on some sensitive
exports to the EU will, however, restrict
growth.

Due to the persistent primary sur-

plus as a result of foreign and domestic
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procduce a salutary effect on the coun-
try's economic situation. In respect to ™"
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Domestic demand countries, CEECs and the former Yugo-
{1995 prices)

slavian republics are expected to parially

4k

] restore their weights within the structure
of Bulgarian export. Almost all interna-
tional forecasting cenires point to eco-
nhomic revival in Russia and, hence in-
creased demand.

The dynamics of the current and
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be maintained at the same relative level,
i.e. export increase will be offset by the
increase in the interest payments on for-
eign debt.

In contrast to end-1995, the 1996-

2000 forecasts favour the maintenance of

a balance of payments surplus due 1o
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system is also assumed to be equalling
the losses accumulated in the real sec-
tor. All these simplified hypotheses allow
the problem to be reduced to easily man-
ageable parameters.

The major problem, from the point
of view of both the balanced budget and
the impact of the fiscal sector on the real
economy, consists in the heavy burden
of domestic debt interest payments,
amounting to over 10% of GDP. All this
necessitates the maintenance of a high
primary surplus in the 1926-1999 period,
restriction of public demand and intro-
duction of a high taxation rate.

As far as monstary policies are
concerned, money supply dynamics is
expected to normalise, i.e. the real money
supply shrinkage will be gradually replaced
by deceleration and stahbilisation of cir-
culation velocity. All this is necessitated
by the expected growing number of trans-
actions in the capital markets upon entry
into force of the Law on Securities, Stock
Exchanges and Investment Companies as
well as a result of the start-up of mass
privatisation and the emergence of sec-
ondary capital markets. BNB is expected
to continue its pursuit of strict reserve
money policies as well as interest rate
and exchange rate pelicies, adjusted to

the real rate of inflation.

I Macroeconomic Stabilisafion ¢1996-2005)
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Foreign debt servicing requires that a relatively high rate of savings should
be maintained {over 14-16% of GDP). After accounting for the inflow of capital, 4-
5% will be allocated to foreign debt servicing, and about 9-10% to maintain mini-
mum required investments. Growth acceleration and investment activity intensifi-
cation call for either an increase in savings or a larger inflow of foreign direct
investments. In the first case, a necessary preliminary condition is to guarantee
a stable positive real interest rate on deposits and confidence in the lev and the
banking system. In the second case, together with the stability of the national
ecanomy the consistent strategies in attracting foreign investment from privatisa-
tion and trans-European infrastructure projects will have a decisive importance.
The rates of savings and investment are expected to rise, especially in the post-
2000 period.

Foreign debt payments Domestic savings growth is inti-

(% of GDP) mately related with government debt serv-

icing and financing policies. At present
the investments in government securities
are bearing the highest yield. The other
side of the coin is the soaring cost of
domestic debt servicing (the total amounts

of payments on the domestic debt are

twice larger than the payments on the
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Graph 29 . foreign debt, given the opposite ratic of
the amounts on the principal). Consid-
ered against the background of capital market internationalisation, domestic debt
financing in lev implies that government securities vield incorporates not only the
risks of a deep political crisis and economic collapse coupled with another mora-
torium on foreign debt payments but forgign exchange risk related ioc possible
depreciation of the national currency as well.
Adopting a strategy that will make domestic debt servicing less expensive
means making progress in certain areas via a number of foreign currency-denomi-
nated instruments. The stralegy is meant to lessen the burden of the budget

deficit and thus open up a possibility for the budget to actually stimulate the

-
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economy for the first time since the outset of the reform, raise the rate of savings
and hence increase the financial resources for investment activities, avoid the
negative effect of any further increase in taxation rates. In the final analysis, it

implies higher growth and lower inflation. O
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Ill. STRUCTURAL ASPECTS OF ECONOMIC DEVELOPMENT
OVER THE 1996-2005 PERIOD

Generally speaking, it is the transition to a market economy that has set
aside branches with a growing relative share (trade and finance) and sectors with
decreasing weights within GDP structure (agriculture and the processing indus-
tries). Nevertheless, the processing industries have remained the driving force of
the Bulgarian economy.

Within industry itself, there are branches with a very high output and ex-
port dynamics {chemical industry and metallurgy) and branches dominated by
production decline or growth in its initial phase {machine-building including elec-
tronics and electrical engineering, the food-processing and light industries).

Therefore, the branches producing simpler intermediate goods manifest a
faster adaptability to the requirements of the international markets, the latter being
the major destination for the growing production volumas. At the same time, the
fact indicates a shift to international specialisation in sectors with lower value
added, lower incomes and higher energy- and raw-material intensity. Enterprises’
indebtedness and bad credits in these sectors have, too, gone on the increase.
This kind of specialisation allows only for temporary economic stabilisation and
restricted incomes growth - closing the ,scissors” between incomes levels in the
developed and less developed countries means bridging the technological and
structural gap between them. Sustained growth necessitates a second ,wave® of
market adaptability embracing the high-tech branches. Besides, there are all the
favourable price conditions needed. And yet, the branches will be able to meset
the international market requirements provided they have undergene prior techno-
logical restructuring, coupled with personnel re-qualification, additional invest-
ments, novel marketing strategies and steady channels of Bulgarian products.
Moreover, any delayed recovery of the branches with a high value added will
further lessen their possibilities for development.

In a macroeconomic aspect, the facilitation of the second specialisation ,wave"

should become a priority structural policy target. It can be achieved by improving
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financial discipline in the banking and real sectors aimed at the re-channelling of
the financial resources which are at present covering the losses generated in the
inefficient industries to investments in modernisation and reconstruction projects;
attracting foreign investments; providing stimulus and incentives to the small- and
medium-sized businesses in high-tech; privatisation, financial relief for local and
foreign investors included; government assistance in R&D; active participation in
pan-European and EU structures aiding technology transfer and innovation financ-
ing; maintaining a stable macroeconomic gnvironment in view to savings and in-
vestments; decreasing risk in the financial system; facilitating the access of Bulgar-
fan exports to the potential markets of East European countries, etc.

More precisely, it is advisable to: administer and exert control on foreign
investment programmes in electronics, machine-building, pharmaceutics and other
high-tech branches subject o privatisation; establish a specialised institution meant
to extend credits to small- and medium-sized enterprises; to promote a schedule
for long-term export crediting in order to stimulate the export of investment goods;
encouraging participation in the EUREKA Programme and EU technology pro-
grammes; additional incentives to foreign direct investments.

The development of the high-tech branches should rely on a modern infra-
structure, especially in telecommunications and transport. it is therefore neces-
sary to work out a long-term investment programme based on incentives pro-
moted by the government in attracting investments from the international financial
institutions and leading companies. Bulgaria's participation in the trans-European
telecommunication and transport networks project has to be a key element of
such a programme.

It should be emphasised that together with domestic investments, foreign direct
investments will be an indispensable part of the second market specialisation ,wave"
in the period surveyed. As there are bright prospects for a peaceful solution to the
Yugo conflict, political risk on the Balkans will diminish and thus revive economic in-
terest in Bulgaria. On the other hand, as international research points out, anather
strategic acquisition of the country is the Eurcpe Agreement establishing an asso-
ciation between EC and Bulgaria. From the point of view of the muitinaticnal corpo-

rations, this broadens the scope and potentials of export from a given country. 0
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V. TECHNOLOGICAL DEVELOPMENT

Growth rate, the dynamics of living standards and the efficiency of sectors
and enterprises are predetermined by the technologies applied and professional
gualification of work force. In a microeconomic aspect, technological develop-
ment undergoes the following stages:

= assessment of the technological parameters of a trend or a process
{stage 1};

= technology choice suiting a given purpose {stage 2);

= technology adjustment to iocal economic environments and gradual
improvement {stage 3);

= permanent technolegical modification in conformity with economic changes
(stage 4);

w fostering innovative production processes at a firm level {(stage 5);

= carrying out regular R&D projects at a firm level (stage 6).

The building up of the technological capacity of a stagnated economy
condemns the bulk of firms to failure and compels them to resort to routine
solutions {stage 1). One of the reascns is that some firms exhibit pronounced
myopia to technology investment possibitities. Another more important reascn is
that due to stagnation, weak financial markets and undeveloped market mecha-
nisms innovation investments prove unprofitable, i.e. stages 4, 5, 6 are unattain-
able.

Therefore, emphasis should be laid upeon the building of technological
capacity relying not on shest imitation and hackneyed rules of profit maximisation
but on forecasts which technology will prove more efficient for a longer period of
time. These circumstances given, even the imitation of ready technological mod-
els turns out a wrong solution. According to expert estimates, imitation costs in
the developed countries account for about 60% of the total innovation costs,
which tend to increase due to the growing complexity and interdisciplinarity of
research.

Notwithstanding the fact that an enterprise both builds up and generates
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IV, Technological Development

technological capacities, it cannot be regarded as a single phenomenon isolated
from the economic envircnment and the related structures responsible for intro-
ducing innovations, information networks and infrastructure and institutions co-
ordinating and promoting R&D. The national strategy aimed at avoiding the traps
of equilibrium characterised by ungualified labour and overcoming technological
stagnaticn is assigned a major role. This strategy determining in a greater degree
the country's competitiveness is not the algebraic sum of innovation activities in
enterprises. Against the web of relationships among institutions, the strategy has
to conform to the evolutionary path of the country in such areas as science,
technologies and education.

Another key problem of technological strategies and competitiveness is
the strong correlation between the national technological basis and the inflow of
foreign capital and technologies: the greater the country's own technological potentials
the more favourable the choice between high- and Icw—tech-foreégn investments.
And vice versa, countries with heavy foreign debts, fow liguidity and high unem-
ployment rates are practically forced to accept any form of foreign capital which
they are allowed access to.

We can thus define the specific conditions determining a country's choice
of technologies and its competitiveness. In the first place, these unrelated to
scientific and technoclogical policies prove decisive to the efficiency of the mac-
roeconomic framework. High growth, growing rate of savings and investments,
political stability, steady prices and price ratics, high employment and a balance
of payments surplus fall in this category.

Other auxiliary institutional factors have to do with adequate legislation
and favourable economic situation providing incentives to enterprising and initia-
tive agents, hence innovations.

It is in this context that the access to high technologies is associated with
intellectual property rights and loyal competition - national and international which
will mobilise the nation’s innovative potentials. Adequate infrastructure is also a
fundamental condition of overall technological restructuring.

A second group of activities bears upon measures and institutions re-

sponsible for building up technelogical capacities. Education, be it formal or in-
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formal, is decisive to the improvement of the country’s technological basis avail-
able. Information services are assigned to agencies which gather data and offer
analysis and forecasts about technologies, businesses, marketing strategies, fi-
hance, investment opportunities, the national and world economies,

There is also a third set of instrumants designed to stimulate the techno-
togically dynamic sectors as well as firms' innovation behaviour. The instruments
in frequent use are as follows: licensing the production and export of high-tech
products; extending foreign currency resources; providing access to fixed capital
on preferential terms, investment subsidies, customs relief and incentives to tech-
nology transfer, interference on the part of the government to influence market
prices. The authorities of the state-run agencies and enterprises can also support
the innovation-oriented sectors and the development of new preducts.

The implementation of an active technological policy transcends the bounds
of the purely market principle of lafssez-faire. The different degrees of employ-
ment, output scale, intra-sectoral relations and growth potential within the indus-
trial sector itself will insvitably lead to the implementation of a preferential policy
meant to promote technological development. The new management model sug-
gests that imperfect competition in certain cases when the market is totally domi-
nated by a very small number of enterprises is the driving force behind trade.

There is a real danger of non-competitiveness due to two essential com-
ponents of technological development: the risk and indefiniteness associated with
the allocation of resources for R&D, often coupled with hazy final results. This
factor stands out as the reason for the low level of high-tech research investments
in Western Europe. Another reason is the inadequate profit firms get when deve!-
oping new technologies under a free market economy. The inventions in a firm
can be easily plagiarised via disloyal competition on the part of other firms which
have made no investment in the innovation project. Thus, the firm covering tech-
nological costs does nct take full advantage of its investments. The prospects
prove guite discouraging, especially for small- and medium-sized producers ea-
ger to invest in new technclogies in a market fully dominated by large firms
benefiting from substantial credit resources. The adoption of a policy fostering

credit preferences to smaller producers, therefore, becomes a must.
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V. Pechnological Development

An important aspect of the transition economies is the integration of high
technologies into their national industries. The introduction of leading technolo-
gies to low value added small- and medium-sized industries is an essential part
of technology integration. The integration of new technologies into the traditional
production models will ultimately affect labour productivity, incomes level and
living standards. The problem, however, is reduced to the question whether mod-
ern laser and bio-technologies, optics and electronics, satellite communications
and computer innovations can be incorporated in the traditional technologies and
inherited organisation and production patterns in the developing countries with a
prevailing number of small- and medium-sized producers and extensive agricul-
ture. Risky and capital-intensive, the building up of technological capacities calls
for a multidisciplinary approach to human resources. A current policy trend is thus
focused on strategic partnerships with universities and colleges, autonomous research
institutes and even competing firms. Strategic partnership is therefore assigned a
double function to both share costs and risks and accumulate the ,critical mass®
of knowledge and experiesnce needed for new technologies and thus raise the
possibilities for creating an efficient, competitive and adequate scientific and tech-
nological basis of the economy. At the same time, efficient technological devel-
opment offers a division betwegen the strategic cantrol of ownership and operative
management.

With respect to this, the major technology policy target has to do with the
transition of the bulk of enterprises in the industrial, agricultural and services
sectors from phase 1,2 and 3 to phases 4,5 and 6.

The transition will be a stepwise process, following uneven branch dynam-
ics. It can be arbitrarily divided into two stages - first, stabilising the country's
macroeconemic environment and ensuring resources (by raising savings and in-
vestment rates} and second, establishing the information system needed, provid-
ing financial aid, creating co-ordination mechanisms and viable econocmic agents,
attracting foreign investments.

The key instrument facilitating the economic transiticn to a technological
development centres on the formation of viable economic agents able to make

strategic decisions at the microeconomic level, coupled with a re-organisation of
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the state apparatus at the macroeconomic level.

Strategic economic agents can be created only through privatisation, at-
tracting strategic foreign investors, supporting small- and medium-sized businesses
and restructuring state sector management.

The re-organisation of the state apparatus has to be carried out along the
following lines: establishing a specialised ministry or agency responsible for state
ownership management in enterprises; reducing the number of sectoral and non-
sectoral ministries and concentrating their functions on technology strategies in
the corresponding sectors; tax relief of technology investments and human capital

{tax exemption of expenses on R&D, licenses, etc.). O
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V. THE INTERACTION BETWEEN THE MACRO- AND
MICROECONOMIC LEVELS

AECD forecasts are based on the latest developments which came into
being in the Bulgarian economy during the transition period. On the other hand,
the data published by the sectoral ministries rely on enterprises' aggregate expec-
tations and forecasts that contain useful additional information indispensable to
economic analysis. Thus structured, economic analysis has a double effect. On
the one hand, it allows for conclusions as to the additional restraints economic
agents are forced to confront in effecting their plans. On the other, it opens up
another possibility to particularise macroeconomic policy priorities.

Investments are the strategic

investment demand
guideline in balancing demand and sup- 102005 forecast
230
<ellated ascording to
ply of resources. Graph 30 shows the m;n:f;mmnr{mfé
[E:1al:Li e

comparison between investments, as taken ey

seetaral
demand

from AEGD macrceconomic framework

Z

until 2005, and total investment, taken from

mnpg.ni 1995 2

._
=

the independent forecasts of the sectoral
ministries. Two clear-cut stages come to

the fore. Over the first period (1997-2002)

investment demand forecast at the 01 L

1006 1997 1563 3509 W00 M 3N AKG 2M3 0s

microeconomic level surpasses AECD [ vestrren:
[ | AECD investment forecast - defated

estimates. The second period (2003-2005) Graph 30

manifests the opposite trend. Higher de-
mand for investments at the microeconemic level in the first period can be ex-
plained with:
m decapitalization accumulated in the real sector;
n jow savings rate;
= greater necessity for allocating rescurces for foreign debt servicing.
Clearly, there are two impertant macrceconomic conclusions - greater

emphasis should be laid on the attraction of foreign investments and the stabllisation
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of the financial system. It is also clear that over the next two years (1997-98)
decapitalization in the real ecohomy is unlikely to be overcome.

The conclusions about the 2003-2005 period are even more interesting.
Alleviated foreign debt servicing, economic stabilisation and investment rate in-
crease expected in the period surveyed will induce greater investment opportuni-
ties than anticipated by enterprises at présent. All this will lay down the basis of

a more accelerated structural and technological development.

Investment forecasts for the whole economy

%

1995 1997 1094 1999 2000 NN e 003 2004 2000%
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- ined. Jor technical innovalion 8.5 45.58 23.28 4573 43.08 J95Y 006 334 4906 4670
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[meesimenl by sonrges: :
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- funds and ceedil 5i3%  A2M 114 6191 6154 6462 6403 5938 5182 5416

- loreign ingestment 2454 2459 2057 18.11 1743 1365 W33 Fhh 2018 1682

table 1

From the point of view of investment resources, enterprises forecast a
gradually growing share of the government budget and a contracting relative
weight of foreign investment (see table 1). The share of self-financing and credit
rescurces will remain practically unchanged. These forecasts are expected to
remain consistent over time for the state is bound to restore its functions in
carrying out an efficient economic policy. Also, demand for foreign capital will
gradually diminish due to a decrease in foreign debt and an investment rate
increase,

Overall, the comparison between forecasts at the macro- and microesonomic
levels suggests a very high degree of coincidence which makes Part One conclu-
sions compatible with the conclusions in Parts 2 and 3 of the structural reform

programme. Q
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VI. THE BULGARIAN ECONOMY IN THE FIRST HALF OF 1996 AND
PROSPECTS OVER THE NEXT 12-MONTH PERIOD

1. Recent Trends in the European Economic Region

In spite of the initial forecasts (EU, ECE, IMF estimates included), 1986 has
seen a certain decline in some of the major macroeconomic paramsters in the
European economic area. GOP growth rate is expected to drop down to 1.5% in
1996 from 2.5% in 1895. Forecasts concerning Bulgaria's main trading partners in
the EU - Germany, [taly, Austria, France and Great Britain - point to 0.5, 0.7, 1.8,
1.0 and 2.4% GDP growth respectively (EU data). GDP growth in the EU in the first
six-month period of 1996 was only a bare 0.49%, on a year earlier. As compared
to June 1895, industrial output in Germany dropped by 1.1%. Decline in France
and ltaly hit 0.5% {May) and 2,5 % (by May) respectively. Over the past few
months German industry has been on the track of recovery. In the six months to
June 1996 output increased by 12%. However, it has not yet reached its pre-crisis
level. Economic slump is best seen in the Eastern provinces.

Overall, the second quarter of 1996 witnessed a certain improvement in the
business situation in the EU, best seen in the rise in the stock exchange indices.
in August the Bundesbank lowered the key interest rate substantially and thus
stimulated growth and raised stock exchange trade volumes. At the same time,
the package of restricting measures, taken by the German government and sup-
ported by Bundesbank in conformity with the Maastricht convergence criteria are
expected to bring about a certain shrinkage of domestic demand.

The business situation in Bulgaria's trading partners on the Balkans -
Turkey and Greece has been rather unstable. The latest trends, however, are
guite promising.

As of May 1996 industrial output in Turkey increased by 15% on a year
earlier. In Greece industrial ouiput went up by 2.3%. Both countries, however,
have registered a trade deficit of US$ 13.8bn and US$17.3bn respectively. Both
economies have also run current account deficits, In the first six-month period of

1996 inflation in Turkey and Gresce amounted to 82,9% and 8.6% respectively. As
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a whole, the business climate in the two Balkan countries is favourable in terms
of export opportunities.

Compared to 1995, the economic situation in the CEECs registered a certain
decline due mainly to growth deceleration in the EU and Germany in particular.

In the first quarter of 1996 GDP growth in the Czech Republic dropped to
4.3% from 5.2% in 1985. Industrial output increased by 1.8%. Trade and balance
of payments deficits amounted to US$ 4.6bn and US$ 2.2bn respectively in the
first half of 1896. As a result of short-term capital inflow, the couniry’s foreign
exchange reserves, however, increased by US$ 4bn in the first six-month period
of 1996.

The Hungarian economy is still crisis-stricken. GDP and industrial output
contracted by 1 and 3.7% respectively in the first quarter of 1996. In the twelve
manths to May 1996 the country's trade deficit amounted to US$% 2bn, and the
current account deficit reached US$ 1.3bn. Price inflation in June was by 23.6%
higher on a year earlier. Nevertheless, the Hungarian forint is still relatively stable,
registering real-term appreciation.

In respect with the forint's stability and more unfavourable foreign debt/
export ratio, Hungarian experience should be regarded as an important contribu-
tion to macroeconomic policies in CEECs.

Compared to 1995, there was a notable slow down in GDP growth rate in
Poland. GDP growth in the first five months of 1926 amounted to 4%, against 6%
in 1295, Industrial output increased by 2.4%. Simiiar to the other two CEE coun-
tries, the Polish economy ran trade and current account deficits.

The decline in the Russian economy is still continuing. The first six-month
petiod of 1996 saw a 6% drop in GDP. Industrial output registered a decrease of
10%. On the othar hand, Russia has a large trade and current account surplus.
The Central Bank’s hard currency reserves rose by 147% in the first quarter of
1996. The country has made real progress fighting inflation and is expected to
gradually overcome decling and return to growth,

The dynamics of the major indicators in the European economic area over
the |late-1995-first half of 1996 period can be summarised in the following way:

First, the EU economies and Germany, in particular, are halfway through
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to recovery liguidating the stockpiles of inventories from the second six-month
period of 1996. The second guarter of 1996 marked the begging of recovery.

According to the latest official German forecasts, GDP growth is expected
to accelerate from 0.75% to 1% in 1998. The interest rate lowering, carried out by
the Bundesbank will alsc contribute to the improvement of the economic climate.

Second, the economic decling in the EU has directly affected GDP and
industrial output growth in the CEECs where economic indicators have been worsening
in 1996. The Baltic countries, too, witnessed a deterioration of their trade and
current account balances. Their current account deficits have been financed via
capital inflows coming from speeded privatisation and the maintenance of high
interest rate differentials meant to attract short-term speculative capital inflows.
Russia, Slovakia and Bulgaria are the only exception to the model.

Third, the economic climate in Bulgaria's main trading partners (Germany,
ltaly, Greece, Yugoslavia, Macedonia and Austria) consuming nearly 50% of Bul-
garian exports has improved since mid-1996,

Fourth, the patterns in which CEECs form and balance their economic
exchange with the EU and the other developed countries are potentially unstable
and vulnerable to changes in the business cycles and international capital move-
ments.

Fifth, despite problems related to external equilibrium, a sub-centre of
economic growth is gradually emerging in CEECs. In respect to this, Bulgaria’s

membership in CEFTA may only have a positive effect on the nation’s economy.

2. The Bulgarian Economy in Early-1996

As has already been pointed out in 1995 AECD Annual Report, the coun-
try's economic situation was characterised by a marked instability in early-1996.
Any slight changes in the government and Central Bank's policies or shifts in the
external economic environment may have non-proporticnally large conseguences
on the main eccnomic variables. Unfortunately, the majority of internal and exter-
nal changes have put the economy on the wrong track.

Graph 31 illustrates the overall evolution of the Bulgarian economy in the

transition period. It is a three-dimensicnal graph, reflecting changes in the private
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sector, the role of the government (the budget} in resource redistribution and the
efficiency of the market mechanisms. The indicators can fluctuate within the 0-
100% range. However, they are represented as deviations from 50% (0,5). The
centre of the cube in graph 31 thus represents an economy with a maximum
degree of indefiniteness {50 to 50%), from the point of view of the private sector’s

share, the government’s redistributive functions and prices as a factor for re-
sources allocation.

As the graph indicates, the only

parameter that has manifested a steady

05 F downward trend since 1980 has been the
4 7 share of government expenditures in GDP.
% H;h ok Private sector’'s growth has been relatively
%% slow, and the degree of price-based re-
g %%5 source allocation, as gauged by the stock
d‘% - ud inventories and foreign currency depos-
9‘3:3 gt its/broad money ratio, allowing to prop-

%@% oo E‘G.5w50ﬁ3$:;§231¢5 erly assess confidence in the lev and the

Graph 31 3 b efficiency of the allocative function of

domestic prices, has been rather unsta-
ble.

The Bulgarian economy in 1926 has been closest to the point of maximum
uncertainty {entropy), for the shares of the private sector and government expen-
ditures within GDP as well as the degree of price-based resource allocation have
been simultaneously fluctuating around the 50%-mark. Such a situation given, the
economy becomes hard to manage due to the high level of disorder. Cnly accel-
erated privatisation, inflation and foreign exchange rate curbing and solving for-
gign and domestic debt problems can take the economy away from the zone of
maximun uncertainty.

The lev’'s exchange rate is the key economic parameter reflecting ihe
confidence in monetary policies and the uncertainty in the relations with the inter-
national financial institutions as well as the state of the real economy, the balance

of payments and the banking system. Graph 33 shows the lev's exchange rate
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against the US dollar. As can be ctearly seen, the lev has been spiralling down
against the dollar plunging into continuous depreciation since April 1996. At the
same time, BNB's foreign exchange reserves dropped by about US$ 600mn.

The trend outlined does not bear

Bafance of paymenis
upon US$ 90mn worth of current account e
surplus in the first six-month period of o]
1988, according to preliminary BNB data.
200 4
The surplus was registered despite the a
large foreign debt interest payments £ ’
amounting to US$ 289mn. The current =
account surplus is indicative of a trade 40 |
surplus as well as a positive balance on e ———r
1O v quae 1RG5 v quaes | N Ape By S
some payments related to services. Graph 32 Source: AECD, NST

The problems have been gener-
ated by the balance of payments deficit surpassing US$ 500mn. The deficit is
primarily due to the hefty amounts of hard currency deposits withdrawn from
commercial banks, i.e. the capital account deficit reflects the collapse of the
confidence in the lev and the banking system.

It is difficult to make final assess- Foreign exchange rate change

ments of foreign trade dynamics in the feva / USO)

200

first half of 1896 because of the common o |
practice of subsequent data adjustments. |

It can be said though, that the
dollar value of exports in the first quarter 1o |

of 1928 was roughly the same as in 1995.

Imports have fallen by approximately 11%. a0
The second quarter was characterised by “wld "ol Tl ' hoor | sl " mes | base | Dot
a decrease in both imports and exports, ~ Greph 33 Soutee: AECD, HEt

with a positive trade balance maintained. As a whole, the fall in the foreign sector
is greater that the fall in domestic industry and GDP, which is indicative of a re-
grientation of demand towards domestic products. This tendency, in turn, is a

result of the devaluation of the lev. It implies that a siricter customs policy block-
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ing the way of untaxed imports will have a considerable stabilising effect on the
gxchange rate.

It is difficult to quantify the loss of confidence in the banking system, as
well as the liquidity problems of some of the banks and BNB buying or declaring
other banks insolvent {Agrobusiness Bank, Bank for Agricultural Credit, Private
Bank for Agriculture and Investment, First Private Bank, Mineralbank). It is obvious
though that under such circumstances, and especially with the uncertainty of the
[MF and IBRD negotiations on the new stand-by agreement, monetary policy gains
in importance in avoiding the uncontrollable dspreciation of the national currancy.
Graphs 34 and 35 present a com-

Difference behween effective and
forecast exchange rates parison between the expected and ac-

200 tual exchange rate of the lev to the USD,
. as well as a comparison between the ob-
served and computer simulated interest
rate. The expected values are based on
an econometric model developed at the

AECD simulating a scenaric in which BNB
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gffective reserves brought about by expectations of high speculative profits from the
lev's depreciation. As can be seen from Graph 34, if the BNB followed a strict anti-
inflationary policy, the exchange rate could stabilise at around 110 lev per dollar at
the end of 1988, This is close to the exchange rate forecast by the AECD in its 1295
Annual Report {114 lev/USD). The lower levels of inflaticn and interest rates can in
turn reduce the burden on the real sector, thus cushioning the impact of the crisis in
the banking sector and avoiding the rapid loss of confidence in the lev.

Despite the relatively low rate of Broad money struciure

increase of the lev component of broad  aum

money (see Graph 38}, broad money as
EC000

a whaole has increased significantly since

April 1926 due 1o the revalorization of the

ACHIND A

foreign exchange component. Fiscal policy,

through the ratio of issued to matured — zem .

government securities during the Febru-

R R

R G

ary-May period, has its contribution to the LI
increase of the lev liquidity in the economy. leva [] toreign exchange
The depreciation of the lev has  ©eph 36 Sowsrce: AECD, N3t

led to an increase in the rate of inffation through high inflationary expectations. As
can be seen from Graphs 37 to 40, the monthly rate of inflation increased rapidly,
with government controlled and food prices growing a little slower. Nevertheless,
over the period surveyed the lev’s depreciation was higher than domestic inflation.
As a result, the Bulgarian currency depreciated in real terms (i.e. the purchasing
power parity exchange rate increased (see Graph 41).

The exchange rate and price level fluctuations in the first half of 1996 did
not represent a normal relative price adjustment process because the deviations
of the exchange rate and the main price level indices from their long-term equi-
librium increased {(see Graph 42). Moreover, the instability of the price structure
at present is more pronounced than during the 1894 depreciation of the lev. The
disequilibrium state of the price system is caused by an abrupt change in the
structure of the lev and foreign exchange reserves and inventories held by eco-

nomic agents who have expected speculative profits from the price differentials.
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In general, as can be seen from Graphs 43 to 45, an increase in the rate

of inflation leads to decrease in real household incomes, real wages and salaries,

real pensicns and real income from private economic activity. Nevertheless, the

share of labour costs within total unit production costs increased in the first half

of 1996 due o the overall fall in production volumes and some seasonal factors

(Graphs 42 and 47). Thus, the competitive position of Bulgarian producers mani-

fested only a slight improvement regardless of the significant nominal deprecia-

tion of the lev.
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1996 saw a sighificant widening
of the gap between bank refinancing and
inter-bank payment mechanisms, As it is
shown on Graph 48, pending payments
have exhibited a systematic increase as
a share of refinancing since the begin-
ning of 1996, At the same time, total re-
financing has increased significantly {see
Graph 49). The restrictions on the refi-
nancing of troubled banks, imposed by
the BNB, have obvicusly led to a lengthy
pericd of blocking of settlement mecha-
nisms which was offset by an increase in
the refinancing of ‘good’ banks.

Therefore, postponing the struc-
turai reform (i.e. change of ownership,
control, organisational structure and
recapitalization of banks with liguidity
proclems) and its replacement with re-
strictions on refinancing has actually led
to an increase of the liquidity of the
economy, which in turn facilitated the
depreciation of the lev. Under these cir-

cumstances {postponing the reform in the
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— First Six-Monék Period aof 1998

banking sector) it would have been much better if the BNB had placed the banks
with liquidity problems under supervision as early as late 1995, without blocking
the inter-bank payment system. The policy pursued by the BNB actually forced the
‘good’ banks to use refinancing to cover both their needs and compensate for the
money they failed to receive because of the non-working payment mechanism. As
a result, their own financial positions worsened.

The above menticned suggests that the existing settlement mechanism
cannot handle crisis-ridden situations. Therefore, it should urgently be replaced
with a clearing system of the type used in modern capital markets where the
central institution {in our case the BNB) is a party to each payment operation. It
should be stressed that the inefficiency of the current payment system has caused
sighificant problems in the real sector and emerged as ohe of the main bottle-
necks of industrial sales in |late 1985 and early 1996.

The increase in domestic credit in 1996 was primarily due to the increase
in government liabilities on bonds issued o cover the transfer of household and
company deposits to the State Savings Bank and the Bulgarian Post Bank. At the
same time, for the first time since 1891 credit to the private sector is higher than
credit to the public sector {see Graph 50). Public sector credit decreased in real
terms in the first six months of 1896. On the contrary, private sector credit in-
creased in real terms.

In the first half of 1996 both the consolidated government and state budget
expenditures were higher than revenuas. Hence, the government debt increase. The
rate of debt increase became faster in mid-1896. The main reason for this was the
increase of the BIR as of 10 May 1988. The increase in domestic debt has thus been

c financed primarily through issues of new government

d / '\ securities (see Graph 54).

'. , Real sector dynamics is seriously influenced

I' by cyclical factors. As can be seen from the com-
-~ A Y CY
“ pariscn between Graph 55 and Graph 58, over the
E"’m"e’!’ May 1895-Aprii 1996 period the industrial sector had
~ EXpansion.

Elm’:ﬁf‘m been forced to increase its inventories, i.e. there

G - Source: Bank of Japan, had been overproduction, caused by domestic and

rapft 35 Cuarterly Bufletin
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foreigh demand problems. Normally, a cy-
clical evolution suggests that the economy
enters a phase of contraction of invento-
ries, followed by a return toc recovery. Any
further development will depend on for-
eigh demand and the stimulating effect
of the exchange rate depreciation on the
export-oriented branches of production.

The labour-intensive branches of
industry (such as the tailoring industry)
are currently in a high-activity phase {see
Graph 57). The high-tech industries {elec-
tronics, electrical engineering and ma-
chine-building) can be characterised by
chaotic fluctuations but they also entered
the recovery phase in early 1936,

The energy-intensive industries
{metallurgy, chemical industry and oil-
processing} entered the recovery phase
in April-May 1996,

On the other hand, the new paoliti-
cal and economic climate on the Balkans
is generally favourable to the Bulgarian
economy. The tendency towards increas-
ing the volume and relative share of ex-
ports to the EU will continue due to the
elimination of transport and telecommu-
nication difficulties, and regardless of the

cyclical downturn in Western Europe. An
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increase in transit transportation revenues can be expected as well. Also, there

are certain possibilities for export expansion to the former Yugoslavian republics,

inctuding Bulgarian participation in the economic recovery programmes.

o




— First Six-Meonth Period of 1996
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Also, Bulgaria is making real effort to attract capital in order to modernise
and enlarge the network of natiocnal transport communications, which are currently
not suited to meet the demands of international traffic. On the other hand, re-
establishing contacts with traditional suppliers of raw materials and energy re-
sources in the former Yugoslavian republics means lessening export opportunities
for Bulgarian oil products. The increase in metal, chemical and textile exports to
the EU faces certain restrictions. In the first six-month period of 1996, business
climate in Germany and scme other EU countries detsriorated and thus further

restricted export.

3. Prospects for the Second Half of 1996 and the First Half of 1997

Taking the exchange rate and high inflationary expectations under control
is the major macroeconomic policy problem in the second half of 1298, The prob-
lem became more serious with the placement of nine banks under BNE supervi-
sion in late September and the uncertainty of the next IMF tranche. This uncer-
tainty as well as the problems related to the import of grain, the growing govern-

ment debt and the new price mechanism in the energy sector significantly hinder

&2




the stabilisation effart.

Having in mind the importance and
urgency of those measures, inflationary
expectations have a definitely shori-term
character, i.e. the expectations of high
inflation in the short run are higher than
those of high inflation in the long run.
This structure of economic agents’ ex-
pectations is illustrated on Graph 80. The

fact that interest rates on long-term credits

VI The Bulgariaon Economy in the First ... ——
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are roughly half of those on short-term credits {which is rarely true in other coun-

tries) reflects the expectations of economic agents that price increases in the

short run will be more intense than in the long run.

Foreign Exchange Rate Forecast at 308% BIR
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—— First Six-Month Period of 1996

In this context, the ‘breaking’ of those short-term speculative expectations
becomes one of the major monetary policy targets. Graphs 61 and 62 show AECD
exchange rate estimates, based on a model which takes into account the relation-
ship between the spot and forward exchange rates, as well as the relatively stable
cyclical components, observed in the last few years.

Graph 61 shows the estimated exchange rate at a 108% simple annual
interest rate, and Graph 62 shows the estimates based on a 300% BIR, effective
since the end-September. |t can be seen that the difference between the two
cases is quite significant. Under 108% BIR, the exchange rate can be expected
to stabilize at around 270 lev/USD by the end of 1898, and even to appreciate
slightly in early 1997. And vice versa, given a BIR of 300%, only a slowdown of the
lev's depreciation can be expected at the beginning of October and accelerated
depreciation afterwards. An exchange rate well above 300 lev/USD can be ex-

pected in the beginning of 1997.

Monthly infiation It is noteworthy though, that in both

scenarios the confidence intervals of the
estimates widen significantly with time.
Besides, past experience suggests that

in principle the economy can enter a petriod

perornt

of relative stabilization of the lev, under

profitable interest rate differentials between

the lev and the major western currencies.

T T T T

1T T T 1T 1 E .
L s A The problem at hand is to make sure that
+ effective vaives this differential exists at a low level of the
- anti-ifiafionany monefary palcy . , ,
- neviral monetary palicy lav interest rate, which is expected to
Graph 63 Source: NSt AECD

guarantee a revival of the real sector of
the Bulgarian sconomy. In this sense, the interest rate level of lev assets and
liabilities directly depends on the stability of the exchange rate which closes the
chain of relationships.

Under these circumstances, the interest rate policy cannot in itself be an
efficient instrument of exchange rate stabilisation, and therefore of stopping high

shart-term inflationary expectations. Additional policy instruments are necessary.
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[n our case, such instruments are clearly
the required reserves ratio and the au-
tonomous increase of foreign exchange
reserves. The latter is only possible through
the inflow of foreign capital (IMF, IBRD,
G-24, efc.), as well as through privatisa-
tion with the participation of strategic
foreign investors.

Given the extreme complexity of
the economic situation, simple forecasts
are not feasible. Graphs 63 to 67 repre-

sent two possible scenarios. The first one
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assumes an adaptive monetary policy, i.e. monetisation of the emerging deficits.

The second scenario reties on a tight monetary policy that takes control over the

increase of the money supply primarily through a required reserves policy and the

creation of favorable conditions of BIR lowering. As can be seen on the graphs,

under an adaptive policy, the inflation rate will be around 15% at the end of 1996

and the beginning of 1897, An uncontrollable depreciation of the lev is possible

as well. Under the second scenario, it is possible to lower the monthly inflation

rate to 1% by mid-1897 and stabilize the exchange rate at around 230 lev per USD.

In any case, creating favorable conditions fostering BIR lowering has to be at the

core of an anti-inflationary policy.
Control over inflation has three
aspects bearing upon incomes and price
structure. A temporary decrease of the
price of electricity to 2 cents per KWH
over the January-March period of 1997
can ease substantially the stabilization
policy pursued without destabilizing the
price structure. Apart from that, the
stabilisation of the exchange rate and the

decrease of the inflation rate will have a

Dollar average wage
feperarters of 1936 and 1997)

doflars

-+ ani-infaticnary mon. policy
-E- nguiral mon. paficy

Graph 63

Scuree: NSI, AECD
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— First Six-Month Period of 1998

significant social effect in the context of the increased dollar value of salaries and
wages,
Effective and forecast exchange rate The management of the domestic

- and foreign debts will be of particular

importance to the nation's economy.
Maintaining the BIR at 300% until the end

of 19968 will lead to additional interest

1201 1

Hnon 4

S A

o0 | payments on the domestic debt of about

47.5 bn lev. The ovarall effect will, how-

ever, be far grater due to the nominal

— ] : increase of the debt and the interest
123456?39165{L’|2]|23!45f:

o Eiective exchange e payments after the end of 1826. Prelimi-

- wilft anfi-inflafionary mon. policy nary figures show that in October alone
g~ wilfr neutral mon. poticy, MAF energy prices,

096 incomes conpensaion for 1996

domestic debt will increase by 85 bn lev
Graph 60 Saurce; BYE, AECD Y

if the base interest rate remains at 25 per
cent per month. It is obvious that the shock BIR can hardly be endured by the
fiscal sector for more than a month. What's more, even if the initial additional
costs seem insignificant {another 2.8 bn in October), any debt increase will have

a severe long-term negative impact.

Price of 1 kWh The impact of the high interest rate

12 on the real and banking ssciors is simi-

- —

lar to the negative effect on the fiscal
sector. There is a real possibility of a rapid

increase of bad loans and deterioration

cant
-
=

of the financial state of otherwise stable

financial institutions. In addition, inter-bank

settlement can be obstructed.

8 4 B % % 1 z 4 4 3 Graph 18 highlights several other
manths al 1996 and 1957
& anti-inflationary monetary policy congclusions. Given the high level of bad
X newhal manetary policy . . ,
Graph 67 emenasecp 08NS N the banking system, the transi-

tion from high to low interest rate levels

fin the context of an active dsflationary policy of the type modeled at the AECD)
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may follow two scenarios:

First, prior structural reform in the banking sector aimed at decreasing the
share of bad loans in the banks' credit portfolios (also called bank re-capitalisa-
tion). Under this scenario, the government may undertake re-capitalization financ-
ing, provided the central bank is committed to a systematic BIR lowering. Conse-
quently, the fiscal sector will make up for the re-capitalisation costs through a less
expensive domestic debt servicing and increased tax revenues {(due to an expan-
sion of economic activity).

Second, if the re-capitalization process is not feasible prior to BIR lower-
ing, a deflationary policy will inevitably worsen liquidity in the banking sector.
What's more, the banking system will have to go through a lengthy period of high
refinancing and strong supervision on BNB's part. A key glement of the scenario
is the strict pursuit of a restrictive reserve money policy and controllied, but suf-
ficient for maintaining the liquidity needed, level of refinancing. Gradual restruc-
turing, privatisation and re-capitalisation of the banking sector are indispensable
parts of the scenario.

The 1996 crisis of the banking sector is a consequence of the policy mix
of stabilisation and structural measures that did not follow any of the above sce-
narios. A major conclusion regarding the late-September measures of the BNB, is
that these measures are sustainable for the government budget only on the con-
dition, that deflationary measures (including lowering of the BIR) will follow shartly.

In 1897 Bulgaria will have to make 518 mn dollars worth of interest pay-
ments on the foreign debt and additional 280 mn in principal repayment {excluding
aperations with the IMF), These amounts fall shot of the current account surplus
forecast by the AECD {270 mn dollars).

Therefore, the only available sources of capital account deficit financing
are foreign resources through the IMF and other institutions, as well as the ex-
pected capital inflows from cash privatisation. Attracting short-term financial re-
sources from the international capital markets will be possible in the second half
of 1997, provided Bulgaria has consolidated its relations with the international
financial institutions and put the bakes con the exchange rate’s upward move-

ments. Foreign debt payments will throw the domestic capital markets in a turmoil

a7



— First Six-Monih Period of 19596

that can only be controlled through a policy of BIR cuts.

The dynamics of the real sector will depend primarily on the changes in
the foreign market's environment and the financial sector's crisis. In addition,
incustry will be influenced by the pace of cash and mass privatisation, and the
agricultural sector - by climatic changes and the land reform.

The inner logic of industry’s cyclical development suggests a transition
from the first phase of recovery (i.e. cutting production at a lower pace than the
decrease of inventories) to the second phase - sxpansion of production while
cutting inventories. It seems logical to expect a steady growth, i.e. a period of
increases in both production and inventories. The negative impact of the banking
sector's crisis on the real sector's recovery, however, is hard to praedict.

The negative impact of the crisis will include:

Maintaining a high interest rate level and a significant differential between
interest rates on banks' assets and liabilities.

Shortened duration and insufficient volumes of credits,

Maintaining a significant level of problematic credits.

Low level of savings and investment.

High risk associated with all types of payment mechanisms blocking the
normal intra-economy exchanges.

This influence may push the industrial sector back to the crisis phase (i.e.
cutting production at a higher pace than the decrease of inventories). A real-
sector's crisis will further exasperate the already aggravated state of the banking
system and the government budget. Thus, lowering BIR while, following a tight
anti-inflationary policy becomes even more important.

It can be expected that the influence of the foreign sector will be positive,
because Germany and the other EU and CEE couniries are expected to enter the
upturn phase of their business cycle by mid-1996. In general, the devaluation of
the national currency leads to an increase of the physical volume of exporis. In
Bulgaria, however, high inflation and the banking system crisis do not allow for
changes in the terms of trade in order to boost exports.

The financial hardships will have a definitely negative impact on the agri-

cultural sector, due to their coincidence with autumn field activities. Insufficient
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financial resources and high interest rates significantly hinder autumn sowing,
thus generating hardships in 1997, Therefore, hard-currency credits (amounting to
about 100-200 mn USD) must be provided to the agricultural sector. Also, stable
hard-currency prices of agricultural products should be guaranteed.

In general, a negative or at best zero GDP growth rate can be expected
in 1996, and, if the banking crisis is overcome in time, a positive GDP growth rate

can be projected for 1297. O
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MACROECONOMIC SUMMARY TABLE 1996-2005r.

UNITS 1994 1995 19496 1997 1994 19949 2000 2001 2002 2003 2004 2005
GROWTH AND INFLATION
GDP current prices bn.lv. 543 871.4 150214 2868.21 3999.40 498793 5305.43 6410.80 6006.79 7383.43  7877.09 840328
-invastments bin.lv, 40.7 B65.4 180.26 34419 479.93 648.43 812.76 261.62 1105.09 125018 1417.88  1596.62
consumption bn.lv. 5032 797.2 1268.16 2428 82 3386.25 418R.63  4836.58 5268.94 5594958 5903.69 621048  6532.32
GOP raal growth percent 1.4% 2.6% 0.0% 2.0% 3.0% 4.0% 4.0% 4.2% 4.4% 4.6% 4.8% 5.0%
Consumer price index
- average percent §2.0% 66.6% B0% 109% 44% 25% 15% 7% 4% 3% 2% 2%
- end of period percent 122.0% 32.9% 173% 60% 30% 20% 10% 5% 3% 2.5% 2.0% a4
Implicit GDP deflator percent 79.1% 56.4% 72% 87% 85% 20% 12% 6% 3% 2.20% 1.80% 1.60%
BALANCE OF PAYMENTS
Gurrant account min, USD -202.3 -52 303 270 288 3n2 322 an1 408 441 471 507
Trade balance min. USD -18.8 132 307.00 276.00 266.00 259.00 253.00 279.00 307.00 337.00 367.00 397.00
exports min. USD 39354 5380 494200 5238.00 5571.00 5933.00 6323.00 §730.0 7182.0 7654.0 8126.0 8598.0
imports min. USD 3951.9 0208 4635.00 4962.00 5305.00 5874.00 6070.00 §460.0 6873.0 7317.0 7758.0 B201.0
Services {net) rain. USD -350.5 318 -143.00 =148.00 -125.00 -108.00 -87.00 -39.00 -66.00 -66.00 -66.00 «66.00
Receipts min. LUSD 13415 1584 1556.00 1665.00 178200 180300  2008.00 2121.0 22410 2375.0 2308.0 2643.0
Payments min, USD 1701 1800 1709.00 1814.00 190800 2001.00 200500 2160.0 2307.0 24410 2574.0 2709.0
of which interest dug min, USD 455 614 533.00 518.00 516,00 459,00 477.00 454.0 476.0 4586.0 460.0 460.0
Transfers min. USD 174 132 139.00 143.00 147.00 151.00 156.00 161.0 165.0 170.0 170.0 170.0
Capital accourt ¥ min, USD 29 241 -121.00 972.00 -404.00 -148.00 .00 -73.00 36.00 -38.00 132.95 170.81
Medium and leng term loans (net min. USD ~333 -119 -245.00 11.00 -281.00 -220.00 <6400 -207.00 -190.00 -260.00 -184.60  -158.70
disburserments 143 67 220.00 250,00 255,00 285.00 300.00 250.00 250.00 250.00 180.00 150.00
amartization due 478 185 468.00 279,00 536,00 404,00 364.00 547.00 440.00 510.00 364.60 308.70
Export credits extendad (net) min. USD 2634 2026 294.00 20.00 21,00 22.00 23.00 24.00 26.00 27.00 27.00 25.00
Forelgn direct investment min. USD 105.4 §2 600.00 1350.00 200,00 200,00 200.00 200.00 200.00 200.00 290.58 304.01
Other capital min. USD 7.8 -15 -767.00 -409.00 -344.00  -150,00  -150.00 (.00 0.00 0.00
Cost of DDSR min, USD -716 0
DDA resources from IMF/IBRD 226 a
Official BOP suppart (G-25) min. 5D 202 0 76.00 36.00 0.00 0.00 0.00 t.00
Overal! balance min. USD -375 430 252,00 1278.00 -116.00 154.00 331.00 328.00 442 00 408.00 603.98 671.31



Financing min, L50 3780 -430.0 -282.00  -1278.00 115.00  -154.00  -331.00 32800 -442.00 -408.00  -603.96  -671.31
Changa in reserves  (incraass -) min. USD -343 -234 .6 «324.00 115,00 187.00 -13.00 -114.00 -51.00 -316.00 -376.00 -576.96  -B54.31
Obligations deffered min. US0D 658 85 3.00 3.00 3.00 3.0 3.00 3.00 3.00 3.00 300 3.00
Use of IMF credit (nat) min. USD 162 -240.2 £9.00 138.00 -74.00 14800 -221.00 -280.00 ~129.00 -35.00 -30.00 -20.00
{hange in arreats min. USD -102 -14 0.00 .00 0.00 0.00 (.00 0,00 0.00 0.00
Oficial reserves (ncl.oold) min. USD 1311 1548 1868.00 3287.00 30000 3113.00 3227.00 3278.00 3584.00 397000 4546968  5201.28
(in months of imports) min, USD 3.0 2.8 3.86 8.30 5.55 5.2 5.04 482 4,95 512 5.583 5.87

(% of GOP) min. USD

Current account percent ~2.02% -0.40% 3.53% 321% 2.34% 3.36% 3.42% 4.04% 187% 3.08% 4.05% 4,19%

Non interest current account percent 1,70% 4.33% 8.7d% 9.38% 9.31% B.92% B.49% 8.62% B.41% 8.10% 8.01% 7.90%

FISCAL SECTOR

Domestic debt - end of the year
- base interest rata bn.lv. 849 129.4 254.10 £54.9% 1026.24 132285 1815.11 1884.33 2393.40 284142 327419 374434
- bad Ians obligations bn.iv. 264 2449 22.60 22 60 22.60 22.60 22,60 22,60 22.80 2280 22.60 22.60
- bad lpang obtigations denominated in dollars min, USD 1808 1808 971.10 g71.4Q 97110 97110 871.10 710 a71.10 871.10 q71.10 97110

Debt on gavernment protection of deposits 300.05 900.54
-inleva bn.lv. 16.20 20.00 80.00 §0.00 80.00 80.00 80.00 80.00 80.00 80.00
-in deilars min. USP §1.20 61.20 61.20 61.20 81.20 61.20 §1.20 61.20 100.00 100.00

Interest expanditures b, 70.7 1226 485.79 5B86.15 S48.64 531.18 439.96 405,70 406,36 309,53 302.78 400.84
- internal debt % of GDOP 11.8 11.3 26.65 15.50 9.85 7.04 4.25 282 241 7.36 2.28 2.38
- extornal debt % of GDP 1.2 28 435 4.93 3.86 3.81 3.33 3.51 3.47 3.05 2.70 2.39

Interest expenditures % of GOP 13.0 141 31.01 20.44 1372 10.85 7.58 533 5.88 5.41 4.99 477

Primary surplus bn.lv. 35.0 64.4 122 67 256.37 33425 367.41 290,27 192,32 207.20 221.50 157.54 168.07
<8 of GDP percent 6.4 7.4 B17 8.64 5.36 7.37 5.00 3.00 3.00 3.00 2.00 2.00

Qverall defleit bn.lv. 35.6 58,2 343,13 329,77 214.39 163.78 149,59 21337 199,16 178.02 235.25 23276

-% ¢ GDP percent 6.6 6.7 22.84 11.50 5.36 3.28 2,58 333 z.n8 241 2.99 217

Financing

gxlernal bn.lv. -7 «11.6 "57.77 4147 -B2.23 <12848  -119.63 «295.649 «248.87 -294.74 -234.90 21332

irternal bn.ly. 3B4 69.8 400.8% 371.24 206.62 262,26 269.22 509.07 448,02 43277 470,18 445.08
-bank bn.lv. 337 607 360.80 297.00 22246 204,58 127,15 170.70 139.41 118,71 141.15 139.66
-non-bank bn.lv. 47 R 40.09 74.25 7415 87 68 142.07 33837 308.81 317.05 329.00 306.43

MONETARY SECTOR

Broad money bn.lv. 418 584 1293.687 2327.81 2773.99 366375 3905.40 444200 4581.22 H0BZ.62  5194.01 574778
- feva bn.lv. 282 425 805.57 1629.47 194180  2557.62 273378 3102.40 3185.85 3543.83  3635.81  4023.43
- foreign exchange bn.ly. 136 159 258.10 §98.34 83220 109512 117162 1332.60 1385.37 151878 155820 172433

Velozity 1.30 1.46 1.60 1.58 1.57 1.55 1.54 154 1.54 154 1.54 1.54

Net foreign asssts bh.lv. -131.7 -10.3 77.18 662.72 566.63 574.39 £46.99 880.41 880.45 1141.80  1536.63 199317

Nef internal assets b v, 549.7 594 1216.45 1665.09 220737 307938 3258.44 376158 3661.77 3920.81  3B57.38  3754.50
Domestic credit bn.lv. 543.2 6285 1216.48 1665.09 220737 307936 326841 ITH1 .59 A661.77 w2081 365738 375459
Governmert br.lv. 2787 269.4 §30.20 927.20 1143668 135424 148140 165209 1791.50 190722 204837  2188.03



Non Govermment bn.lv, 266,5 3591 586.29 737.89 1087.71 172532 1777.01 2108.50 1870.27 2013 59 1609.01 1566.56
Other assets (netf) bn.lv. 6.5 -34.5 0.00 0.00 0.00 0.00 0.00 0,00 0.00 0.00 0.00 0.00
39.03 23.73 26.45 34.59 30.61 32.01 27.08 27.27 20,43 18.64
Base interest rate percant 64% 54% 176% 62% 2% 22% 12.0% 7.0% 2.0% 4.5% 4.0% 4.0%
Interest on FX deposits percent 5.0% 5.0% 6.5% 6.0% 6.0% 5.0% 5.0% 4.0% 4.0% 3.0% 2.0% 2.0%
Fisher criteria 0.8 0.5 1.58 (.63 025 0.16 0.07 0.03 0.01 0.01 0.02 0.02
Exchange rate
average leva per 1 U3 54.1 67.2 175.00 341.32 463.25 555.45 §16.95 646.04 658.38 666.34 677.74 §91.03
end of period leva per 1 $US 65.5 0.7 270,00 412.64 513.86 597.05 636.85 655.23 661.53 671.16 684,32 697,74
Reserve mongay bn.lv. B5.0 1284 272.35 485.21 572.4% 746.59 790.11 889,77 90g.62 994,10 1009.81 1106.40
Muitiplicator 4.8 45 475 4.80 4.85 4.89 4,94 4.99 5.04 5.09 5.14 5.20

* IMF estimation are used
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