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Summary

In early 2014 global economic environment continued to improve slowly. Euro area and US economic
indicators improved, while expectations in the Chinese manufacturing sector deteriorated, signalling
economic growth slowdown. World trade volumes increased further. Based on the trends of the leading
economic indicators and positive world trade developments, global economic activity is expected to
retain its gradual upward trend over the second and third quarters of 2014, with developed economies
contributing most significantly to the overall growth.

Global inflation continued to slow down on an annual basis, reflecting mainly the weak price dynamics
of major commodity and energy products traded on international markets. Market expectations for the
second and third quarters of 2014 show an ongoing decline in crude oil prices due to estimates for
growing supply and concerns about weaker demand by China where an economic growth slowdown
is expected. In early 2014 international commodity prices in euro showed volatile dynamics due to
political problems in Ukraine and Russia and economic growth slowdown in China. In the second and
third quarters of 2014 market expectations point to a slight rise in metal prices, while cereal prices
are expected to further increase, though remaining below their levels of corresponding quarters in the
previous year.

The positive external environment developments in 2013 and the economic recovery in Bulgaria’s major
trading partners contributed to the sustainable growth rate of domestic exports of goods and services.
The weak domestic demand and, to a lesser degree, the favourable dynamics of the terms of trade led
to a reduction in the trade deficit and to a surplus in the BoP current account in 2013. Banks’ financial
transactions, foreign direct investments in Bulgaria and corporate bond issuance in November had a
major impact on the BoP financial account flows. If the expectations of slight changes in both terms of
trade and growth in external demand for Bulgarian goods and services materialise, the positive current
and capital account balance is projected to further increase over the second and third quarters of
2014,

In the context of maintained high savings rate, the inflow of attracted funds into the Bulgarian banking
system continued to significantly exceed demand for borrowings. In February deposits of the non-
government sector increased by 8.7 per cent on an annual basis, with household deposits further
contributing most sizably to their growth. The increase in the credit to the non-government sector
remained comparatively weak at 0.8 per cent annually as of February. Demand for loans remained
low due to the sustained weak economic activity and cautious bank lending. Optimising the return

on managed assets, banks continued to invest the major portion of attracted funds in foreign assets,
repaying their foreign liabilities and investing in securities issued by the Bulgarian government.

The relatively high growth of funds attracted from residents in the banking system is expected to
remain unchanged in the second and third quarters of 2014, which will be reflected in maintaining high
banking system liquidity and in an increase in banks’ net foreign assets. A slight increase in lending to
the non-government sector is also expected in the light of the gradual increase of economic activity in
Bulgaria.

In the fourth quarter of 2013 economic activity increased on a quarterly basis, with a positive contribu-
tion to growth by net exports and investment in fixed assets, while private consumption had a nega-
tive contribution. The change in inventories also contributed positively to growth. Industry was the main
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factor behind this growth, with a value added increase associated with both export growth and invest-
ment activity improvements in the second half of 2013. Despite the recovery in domestic economic
activity, firms abstained from new jobs creation, and the overall employment declined insignificantly in
the last quarter of 2013. According to the seasonally adjusted data of the Labour Force Survey, in the
fourth quarter of 2013 the level of unemployment slightly increased from the comparatively constant
levels of the first three quarters and reached 13 per cent.

On a quarterly basis, economic activity in Bulgaria is expected to slightly increase over the second
and third quarters of 2014. Domestic demand will gradually recover, contributing positively to growth
as a result of the moderate recovery of private consumption and fixed capital formation. Despite the
improved economic situation in Bulgaria’s major trading partners, external environment continues to
pose risks to the domestic economic growth. Another source of uncertainty to our projections relates
to deflationary processes in Bulgaria observed since the third quarter of 2013. In case of a prolonged
period of declines in the overall price level, households and firms are likely to generate expectations
for retention of this trend in the future, which could depress consumption and investment due to post-
ponement of expenditure.

In 2013 Bulgaria’s budget position depended to a great extent on the weak domestic demand and low
price dynamics, limiting tax income growth, on the one hand, and higher social security, support and
care expenses, on the other hand. Overall, government consumption had a low positive contribution

to GDP growth in real terms in 2013. In line with the 2014 State Budget Law parameters and social
expenditure developments observed since early 2014, it may be expected that fiscal policy will affect
the economic activity mainly through increasing household disposable income from budget social trans-
fers. In the second and third quarters of 2014 government consumption is expected to have a positive,
though limited, contribution to GDP growth.

In the first two months of 2014 the HICP rate of decline accelerated to -2.1 per cent on an annual
basis (-0.9 per cent at the end of 2013). As of February 2014 almost all major goods and services
groups in the consumer basket reported a decline in prices on an annual basis, with administratively
controlled prices, fuels and non-foods (excluding fuels) recording the most sizeable fall. Controlled
prices continued to have the largest negative contribution to overall inflation (-0.9 percentage points).
Core inflation followed its downward trend due to the significant decrease in transport services prices
and, to a lesser extent, to the acceleration of annual non-food (excluding fuels) price fall, being nega-
tive at -1.5 per cent and contributing -0.7 percentage points by February.

In the second and third quarters of 2014 the rate of decline of the overall HICP is expected to gradu-
ally moderate, reflecting mainly the lower negative contribution of controlled prices and the suspended
fall in food prices. Major risks to this projection relate mainly to the uncertainty surrounding international
food and oil price developments and could be materialised both upwards and downwards, while poten-
tial adjustments in administratively controlled prices are among internal factors posing inflationary pres-
sure. According to the March Survey of Business Developments in Industry, Retail Trade and Services,
managers prevailing expectations suggest that prices are to remain at current levels, while customers
reported a fall in inflation expectations over the last year. A continued decline in oil prices and inter-
national food prices, together with a weakening or sluggish consumer demand rate may result in a
sustained rate of decline in overall HICP. The risks to the expected inflation outlook are assessed as
balanced.
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1 . External Environment

Global economic environment continued to improve slowly in early 2014. Euro area and US economic
indicators exhibited improvements, while expectations in the Chinese manufacturing sector declined further,
signalling economic growth slowdown. At the end of 2013 and the beginning of 2014 world trade volumes
continued to increase. Based on leading economic indicators and the positive world trade developments,
global economic activity is expected to retain its gradual upward trend over the second and third quarters
of 2014, with developed economies contributing most significantly to the growth. Global inflation continued
to slow down on an annual basis, reflecting mainly the weak price dynamics of major commodity and

energy products traded on international markets.

Current Business Situation

Global PMI continued to rise in early 2014,
though at a slower growth rate. Expectations
about the development of the manufacturing
sector improved most sizeably, with expectations
of new and export orders contributing most to
this improvement. Services dynamics moderated
owing to the decreased expectations of employ-
ment in this sector.

Developments in economic indicators show
differences across regions. Euro area and US
PMI improved mainly due to the positive senti-
ment in the manufacturing sector. Expectations
in the Chinese manufacturing sector declined
further, signalling economic growth slowdown.

At the end of 2013 and the beginning of 2014

world trade volumes continued to increase, with
US foreign trade growth still outstripping that of
the euro area.

Based on leading economic indicators and posi-
tive world trade developments, global economic
activity is expected to increase gradually over
the second and third quarters of 2014, with
developed economies contributing most signifi-
cantly to this growth.

Global inflation continued to slow down on
an annual basis, driven mainly by the weak
dynamics of major commodity and energy

Global PMI

60

: %ﬁ/ﬁ

45

40 L I L L A O
2010 2011 2012 2013 2014

—— (Global PMI, total
—— Global PMI of manufacturing
Global PMI of services

Source: JP Morgan.

World Trade

(annual rate of volume growth, per cent)
25

20

-10 TTT T T T T T TrTT ‘ TTTTTTTTTTT TTTTTTTTTTT TTTTTTTTTTT ‘
2010 2011 2012 2013 2014
—— World trade
— USA
Euro area

Source: CPB Netherlands Bureau for Economic Policy Analysis.

External Environment



product prices in international markets. Inflation
continued to moderate in developed countries
and increased in developing economies.

Euro Area

In the fourth quarter of 2013 real GDP in the
euro area grew by 0.5 per cent on an annual
basis against a 0.3 per cent decline in the
previous quar’ter.1 Data suggest divergent real
GDP rates of change across euro area coun-
tries. Economic growth in Germany and France
accelerated to 1.4 per cent (from 0.6 per cent
in the third quarter) and 0.8 per cent (from
0.3 per cent in the third quarter) respectively.
The decline slowed down to -0.2 per cent in
Spain (-1.1 per cent in the previous quarter)
and -0.9 per cent in ltaly (-1.9 per cent in the
previous quarter). The largest GDP drop was
reported in Cyprus (-5 per cent) and Greece®
(-2.6 per cent) and the strongest growth was
observed in Latvia (3.7 per cent) and Malta
(2.2 per cent).’?

On a quarterly basis, euro area real GDP
increased by 0.3 per cent in the fourth quarter
against 0.1 per cent growth in the previous
quarter. GDP components with positive contribu-
tions to growth were net exports (0.4 percentage
points), investment (0.2 percentage points) and
household consumption (0.1 percentage points).
Inventories and government consumption had
negative contributions of 0.3 and 0.1 percentage
points respectively. On a quarterly basis, only
Cyprus (-0.8 per cent) and Finland (-0.3 per
cent) reported declines”.

Leading economic indicators continued to
improve in early 2014, with the EC economic
sentiment index for the euro area rising to 102.4
in March, from 101.2 in February, and the busi-
ness climate indicator came to 0.39, from 0.36
in February. The EC consumer confidence index
in the euro area also increased to -9.3 in March,
from -12.7 in February. In March euro area PMIs
slightly decreased, though showing positive
economic activity dynamics, with the composite
PMI staying at 53.2 (against 53.3 in February)

! Eurostat data.

2 Data have not been seasonally adjusted.

No data published about Ireland and Luxembourg.

No data published about Ireland, Greece and Luxembourg.
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and manufacturing and services PMIs at 53 and
52.4 respectively (against 53.2 and 52.6 in
February), above the neutral level of 50.

Euro area economic indicator analysis gives
grounds to expect weak economic growth in the
euro area over the second and third quarters

of 2014. According to the latest ECB forecasts
of March 2014, GDP growth will range between
0.8 and 1.6 per cent in 2014 (previous forecast:
between 0.4 and 1.8 per cent) and between 0.4
and 2.6 per cent in 2015.

In February euro area annual inflation came

to 0.7 per cent compared with 0.8 per cent

in January. On a monthly basis, HICP rose by
0.3 per cent in February, vis-a-vis a 1.1 per
cent decline in January. Major reasons behind
the inflation decline were energy price falls and
slower food price growth. Euro area core inflation
accelerated to 1 per cent on an annual basis,
compared with 0.8 per cent in January.

In February negative annual inflation was
recorded in Cyprus (-1.3 per cent) and Greece
(-0.9 per cent). Portugal (-0.1 per cent) and
Slovakia (-0.1 per cent) also registered nega-
tive annual inflation rates. Inflation was highest
in Finland (1.6 per cent), Malta (1.6 per cent)
and Austria (1.5 per cent). In February annual
inflation declined to 1 per cent in Germany, from
1.2 per cent in the previous two months, and
accelerated in France to 1.1 per cent (0.8 per
cent in the previous three months).

According to Eurostat’s flash estimate published
on 31 March, euro area inflation was 0.5 per
cent in March, which confirms that inflation
continues to trend downwards.

According to the ECB projections of early March
2014, euro area inflation is estimated at 1 per
cent for 2014 (previous forecast: 1.1 per cent)
compared to 1.4 per cent in 2013, with the infla-
tion rate expected to increase in 2015 and 2016
to 1.3 and 1.5 per cent respectively.

Labour market situation remained impaired in
the euro area. According to the data for the
last quarter of 2013, euro area employment
contracted by 0.5 per cent on an annual basis.
The most significant decline was reported

in construction (-2.9 per cent) and industry

Manufacturing and Services PMIs
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(-1.2 per cent), but slowing downward trends
were observed in both sectors.

For the fourth consecutive month, unemploy-
ment remained high at 12.0 per cent in January.
The highest unemployment level was recorded
in Greece® (28 per cent), Spain (25.8 per cent)
and Cyprus (16.8 per cent), with slight declines
in the latter two countries. Austria and Germany
still reported the lowest values at 4.9 and

5.0 per cent, respectively.

The indicator of the expected unemployment
rate in the following twelve months, included in
the EC consumer confidence index, rose to 26.3
in February, its average level for the last three
months (26.6) staying below the previous peri-
od’s average. Its dynamics shows an improve-
ment in consumer expectations concerning
labour market developments.

In the first quarter of 2014 the ECB kept the
interest rates on the main refinancing operations,
deposit facility and marginal lending facility at
0.25, 0 and 0.75 per cent, respectively. At its
monetary policy meetings, the ECB reiterated
that they continue to expect euro area interest
rates to remain at present or lower levels for an
extended period of time based on the low infla-
tion and weak GDP and broad money growth,
as well as the commitment to maintain mone-
tary stimulus policy to support the economic
recovery.

At the monetary policy meeting of 9 January,
two contingencies that would cause the ECB to
act were signalled: one is an unwarranted tight-
ening of the short-term money markets, and the
other one is a worsening of the medium-term
outlook for inflation.

On 24 January the ECB announced discontinu-
ation of the three-month refinancing operations

in US dollars from April 2014 due to the low
interest by banks and improved market condi-
tions. Weekly auctions will be conducted until the
end of July 2014. After the November meeting,
the ECB communicated that it would continue

to maintain its fixed-rate full allotment procedure
at least until the end of the sixth maintenance
period of 2015, ending on 7 July 2015.

° The latest available data refer to November 2013.
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As of 21 March 2014 repayments on the Decem-
ber 2011 three-year operation were EUR 277.3
billion, with the outstanding amount falling to

EUR 211.9 billion. In addition, EUR 207.0 billion
were repaid in the February 2012 three-year oper-
ation and the outstanding amount was EUR 322.6
billion. In net (gross) terms, 93 per cent (48 per
cent) of the funds allotted through the two longer-
term operations were refunded. NCB data sug-
gest that in January and February 2014 the most
substantial decrease in the outstanding amount of
longer-term refinancing operations was reported
by Spanish, French and Irish banks: by EUR 10.8
billion, EUR 9.7 billion and EUR 3.1 billion respec-
tively. LTRO outstanding value of Spanish and ltal-
ian banks remained highest at EUR 176.1 billion
and EUR 211.7 billion.

The downward trend in the euro area surplus of
liquidity, reflecting repayments on the three-year
ECB operations, continued in the first quarter of
2014. On 21 March the surplus fell to EUR 125
billion (from EUR 200 billion by the end of the
fourth quarter of 2013) ranging between EUR
114 billion and EUR 283 billion throughout the
first quarter.

The EONIA reference overnight interest moved
within a broad interval of 0.10 and 0.36 per cent,
with the average quarterly value accounting for
0.17 per cent (compared with 0.12 per cent in
the fourth quarter of 2013). In the beginning

of the year EONIA was characterised by high
volatility due to the substantial fall in the surplus
of liquidity in early 2014 and money market
fragmentation. The results of weekly liquidity-
absorbing operations under the Securities Markets
Programme, in which the average-weighted and
the marginal interest rates increased significantly
and two of the January operations which failed
to attract bank interest, were also a result of the
decreased surplus of liquidity.

EURIBOR interest rates on interbank market
deposits increased moderately, their change
being more pronounced in long-term maturity
segments. On 21 March 2014 one-month interest
rates reached 0.24 per cent (+2 basis points

on end-December 2013), and those with maturi-
ties of six and twelve months came to 0.42 per
cent (+3 basis points on end-December)

and 0.59 per cent (+4 basis points on end-
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December) respectively. Credit and liquidity

risk premia measured by the spread between
EURIBOR and OIS broadly declined. Risk premia
in the three- and six-month segments ended the
period at a level of 13 basis points (unchanged
on end-December) and 23 basis points (-1 basis
point on end-December).

As of 21 March 2014 market expectations
derived from the prices of three-month EURIBOR
futures contracts signal no change in the

ECB repo rate until the end of the year and a
possible increase at the end of 2015 or in early
2016.

The United States

In the fourth quarter of 2013 US economic
growth was 2.6 per cent on an annual basis
against 2 per cent in the third quarter. On a
quarterly basis, it moderated to 0.7 per cent,
from 1 per cent in the previous quarter. This
slowdown was largely due to the lower change
in inventories and increased negative contribu-
tion of federal government consumption and
investment. The fall in housing investment and
close to zero growth of government consump-
tion in individual US states and local authorities
also contributed to the lower growth rate of the
economy. The positive contribution of net exports
to the quarterly growth over the fourth quarter
increased to 0.2 percentage points against

0.03 percentage points in the previous quarter,
reflecting the faster growth of exports compared
to imports. Acceleration was also observed in

household consumption and business investment.

In the first quarter of 2014 divergent changes
in US leading economic activity indicators were
observed. Business and consumer sentiment
was most strongly influenced by unfavourable
weather conditions in the winter.

According to preliminary data, consumer confi-
dence measured by the University of Michigan
index decreased to 80 percentage points in
March against 81.6 in February and 81.2 in
January. Over the first quarter the Confer-
ence Board Consumer Confidence Index also
displayed a volatile development, increasing
significantly in March to reach its highest value
since 2008.

Contribution to US GDP Growth by Component
(Quarterly)
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The volatile development of consumer confi-
dence indicators over the first quarter corre-
sponded to the slowdown in the monthly growth
rate of consumer expenditure and retail sales
compared to the fourth quarter of 2013. In

March individual consumption expenditure rose
by 0.3 per cent on a monthly basis, from 0.2 per
cent in February and 0.1 per cent in January. Its
average monthly growth was 0.4 per cent over
the previous quarter. Retail sales in January went
down 0.6 per cent on a monthly basis against
an increase of 0.1 per cent in December, rising
by 0.3 per cent in February. Their annual growth
rate slowed down in February to 1.5 per cent,
from 1.9 per cent in January and 3.4 per cent in
December.

In the first quarter of 2014 manufacturing and
services indicators reported divergent develop-
ments. In February manufacturing ISM-PMIs went
up to reach 53.2 points against 51.3 points a
month earlier. In February services ISM-PMIs
dropped to 51.6 percentage points, the lowest
value since 2009, compared to 54 in January.
However, the indicator remained above the

50 percentage point limit, with values above it
signalling an increase in economic activity.

US housing market recovery slowed down over
the first quarter of 2014 mainly due to the hard
winter. In 2013 the S&P/CaseShiller 20-City
Composite House Price Index posted the highest
annual growth since 2005. In January its annual
rate of growth was 13.2 per cent, compared
with 13.4 per cent in December. Despite the
unfavourable weather conditions, employment

in construction increased in the first quarter of
2014. In February it rose by 15,000 employees
compared to 50,000 in January. On the other
hand, the annual growth rate of new residential
construction and building permits slowed down
in early 2014. In March the National Associa-
tion of Home Builders (NAHB) index went up to
47 points, from 46 in February, though remaining
below the 50 point threshold. Each value above
50 indicates that most home builders view sales
conditions as good.

In February the annual inflation rate meas-

ured by the personal consumption expenditure
deflator (PCE) decreased to 0.9 per cent, from
1.2 per cent in the previous month. In February

US Manufacturing and Services ISM-PMIs
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the annual growth rate of the core PCE price
index (excluding food and energy prices)
remained unchanged at 1.1 per cent for a
second consecutive month.

In February the annual growth rate of consumer
price index, the other measure of US infla-

tion, declined significantly to 1.1 per cent on
an annual basis, while the core consumer price
index stayed at 1.6 per cent for a second
consecutive month.

The expectations of consumer price inflation in
the period of one to five years, a component of
the University of Michigan consumer confidence
index, were stable in the first quarter of 2014,
In March short- and long-term inflation expecta-
tions remained unchanged from February at 3.2
and 2.9 per cent respectively. In the following
two quarters inflation in the USA is expected to
remain bellow 2 per cent on an annual basis.

The improvement in labour market conditions is
projected to continue. In January US unemploy-
ment dropped to 6.6 per cent, the lowest level
recorded since November 2008. In February

it rose to 6.7 per cent, broadly reflecting the
increased number of the persons considered

as part of the labour force. The number of
employed in the non-agricultural sector rose by
175,000 compared to 129,000 in January. New
jobs created in the first two months of 2014
were less than in the fourth quarter of 2013 as a
result of the hard winter. On an average monthly
basis, employment in the non-agricultural sector
rose by 152,000 in the first quarter, compared to
198,000 in the previous quarter.

At its meeting of 18 and 19 March, the US
Federal Open Market Committee decided to
keep its federal funds rate unchanged within

a range of 0 to 0.25 per cent. It was decided
again to reduce the volume of purchased assets
under the Federal Reserve System programmes
(the third round of quantitative easing, known

as QE3) by another USD 10 billion to USD 55
billion per month, effective as from 1 April 2014.
After the third consecutive reduction, the amount
of purchased government bonds reached USD
30 billion (previous value: USD 35 billion) and
that of purchased mortgage-backed securities
was USD 25 billion (previous value: USD 30

US Unemployment Rate and Changes in Payroll
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billion). A decision was taken to continue
investing the receipts of maturing government
securities of the US Federal Reserve balance
sheet again in US government securities, as well
as to reinvest the receipts from government-
sponsored agencies’ unsecured and mortgage
bonds available in the US Federal Reserve
balance sheet in new mortgage bonds.

It was decided at the meeting to change the
nominal threshold for the US unemployment rate
to 6.5 per cent indicating, if achieved, that the
monetary policy pursued may change coupled
with a broader expert estimate of Committee
members concerning the progress in Federal
Reserve System goals toward full employment
and inflation of 2 per cent. The estimate will be
based on a wide range of information, including
measures of labour market conditions, indicators
of inflation pressures and inflation expectations,
and readings on financial developments in the
USA. In addition, the Committee members antic-
ipate that the current target range for the federal
funds rate will be maintained for a consider-
able time after the asset purchase programme
ends, especially if projected inflation continues
to run below the Committee’s 2 per cent longer-
run goal, and provided that longer-term inflation
expectations remain well anchored.

China

In March Chinese political leaders announced
that the government efforts would focus on
reforms related to the exchange rate of the
domestic currency, pushing ahead with yuan
convertibility. The 2014 target GDP growth rate
remained unchanged at 7.5 per cent, as in the
previous year. M2 money supply growth rate was
estimated to reach 13 per cent and the budget
deficit 2.1 per cent of GDP.

The reforms undertaken in the first quarter of
2014 were focused on the financial market and
included financial sector and exchange rate
liberalisation. In March five banks owned entirely
by private companies were registered under a
pilot project. As one step in the process towards
liberalisation, it is expected the cap on deposit
rates to be removed in the next two years. The
most significant measure towards exchange rate
liberalisation was the widening of the US dollar
trading band from =1 to £2 per cent.
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According to manufacturing PMls, the economic
activity slowed down in the first months of 2014.
In February it continued to fall to 50.2 from 50.5
in January. In the first two months a cumula-
tive decline of 0.8 points was observed as a
result of seasonal factors. PMI output sub-index
dropped slightly to 52.6, from the previous value
of 53.0, that of new orders declined to 50.5
(previous value: 50.9), and the sub-index for new
export orders contracted from 49.3 in January to
48.9 in February. Sub-indices for imports posted
strong declines (46.5, previous value: 48.2)
along with those for employment (48.0 against
48.2 in January).

In January China’s annual inflation remained
unchanged at 2.5 per cent compared to
December, though moderating to 2.0 per cent
in February. The annual growth rate of food
prices continued to slow down to 3.7 per cent
in January and 2.7 per cent in February. Non-
food prices accelerated for a short period to
1.9 per cent annually in January against 1.7 per
cent in December, moderating to 1.6 per cent in
February.

The annual inflation of producer prices acceler-
ated its negative trend to reach -1.6 per cent
in January against -1.4 per cent in December
2013.

The Chinese central bank continued to manage
more actively liquidity in the interbank market by
withdrawing liquidity to push up interbank interest
rates to the end-2013 levels. The growth rate

of M2 monetary aggregate decreased slightly

to 13.2 per cent annually in January against

13.6 per cent in December. Despite the great
volatility of credit data on a monthly basis, the
trend shows a gradual decline towards a lower
indebtedness announced by the government.

In January new loans in domestic currency rose
above the expected level (to CNY 1320 billion
compared to the expected CNY 1100 billion

and previous value of CNY 483 billion). On a
monthly basis, the aggregate credit (bank and
non-bank) to the economy doubled to CNY 2580
billion. An essential factor behind this rise was
the so-called Chinese new year which is usually
a period of increased demand for loans, thereby
boosting currency in circulation.
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In the last week of February the central bank of
China decreased sharply the exchange rate of
domestic currency against the US dollar, thereby
causing an unusual volatility of the domestic
financial market. Market participants betting on a
constant renminbi appreciation perceived this as
a cause for investor hesitation and preparation
for widening the trading band of the domestic
currency.

International Commodity Prices

Crude Oil

The Brent oil price stood at around USD 108
per barrel as of end-2013 and early 2014,

with an average value of USD 107.9 per barrel
(EUR 78.0) in March (preliminary data). On

an annual basis, USD crude oil prices fell by
4.3 per cent over the first quarter of 2014, while
those in EUR decreased by 7.8 per cent as

a result of the 3.8 per cent euro appreciation
against the US dollar.

According to the International Energy Agency
(IEA) forecast of March 2014, global demand for
crude oil is expected to rise on an annual basis
in the second and third quarters of 2014. At the
same time, IEA reported an increased crude

oil production in the USA, Canada and Brazil,
with increased supply expected to contribute for
retaining crude oil prices at levels close to the
current ones.

However, market expectations show a decrease
in the Brent crude oil price over the second and
third quarters of 2014. In March Brent crude oil
futures prices for the following 12 months were
within the range of USD 100-110 per barrel.
Lowered expectations compared to December
may be explained by the released March data
on the growth of US oil inventories and the slow-
down of economic activity in China.

Major Raw Material and Food Prices

In the January to February 2014 period inter-
national euro prices of major groups of goods
showed divergent developments. The metals
price index published by the ECB decreased
by 10.2 per cent annually, remaining broadly
unchanged from the fourth quarter of 2013.
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Copper prices picked up in January, but the
downward trend was restored in February. For
the January to February period, copper prices
declined by 12.4 per cent on an annual basis,
mainly driven by the economic growth slowdown
in China where around 40 per cent of world
copper production is consumed. Over the same
period, the overall non-ferrous metal index went
down by 0.25 per cent compared with the fourth
quarter of 2013 and by 15.3 per cent on an
annual basis.

Market expectations for metal prices in the
second and third quarters of 2014 show a slight
increase. The main reason behind this dynamics
will be the ongoing recovery of economic growth
in the euro area and the USA, as well as the
threat of interruption of Russian deliveries due
to the situation in Ukraine. Risks of a possible
decrease in prices reflect the insufficient
demand against the backdrop of continuous
moderation of China’s economic growth.

Over the January to February period, food and
cereal prices on international markets continued
to decline on an annual basis, though the prices
of most food groups posted an increase on

the fourth quarter of 2013 under the effect of
the unfavourable weather conditions in the big
producer countries and the geopolitical tensions
between Ukraine and Russia. In February the
highest monthly price growth was reported in
wheat and cereals since Ukraine and Russia

are among the top global producers of these
commodities. The food price index increased

by 2.2 per cent between January and February
2014 compared with the fourth quarter of 2013,
with the meat price index posting the strongest
growth. In the second and third quarters of 2014
market expectations show a further increase

in cereal prices, though they will still remain
below the level of corresponding periods in the
previous year.

If market expectations for an increase in metal
and food prices and for a decrease in crude oil
prices materialise, the terms of trade in Bulgaria
would improve, contributing to the higher
nominal growth of exports vis-a-vis imports.
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2 . Financial Flows, Money and Credit

The positive external environment developments in 2013 and the economic recovery in Bulgaria’s major
trading partners contributed to the sustainable growth rate of domestic exports of goods and services. The
weak domestic demand and, to a lesser degree, the favourable dynamics of the terms of trade led to a
decline in the trade deficit and a surplus in the BoP current account over 2013. If the expectations of slight
changes in both terms of trade and growth in external demand for Bulgarian goods and services materialise,
the positive current and capital account balance is projected to further increase over the second and third
quarters of 2014.

Banks’ financial transactions, foreign direct investments in Bulgaria and corporate bond issuance in November
had a major impact on the BOP financial account flows. Given the high savings ratio, low demand for loans
against the background of maintained weak economic activity and cautious lending by banks, the flow of
attracted funds in Bulgaria’s banking system significantly outstripped demand for borrowed funds. As part of
their investment strategies, banks invested a significant portion of their financial resources in foreign assets
and optimised the cost of servicing liabilities by repaying part of their foreign liabilities. Furthermore, banks
continued to increase the share of Bulgarian government securities in their portfolios.

The relatively high growth of funds attracted from residents in the banking system is expected to remain
unchanged in second and third quarters of 2014, which will be reflected in maintaining high banking system
liquidity and in an increase in banks’ net foreign assets. A slight increase in lending to the non-government
sector is also expected in the light of the gradual increase of economic activity in Bulgaria.

Given the interaction of external and internal
economic factors and resulting financial flows,
Bulgaria’s international reserves (excluding valu-
ation adjustments and price revaluation) posted
an increase of EUR 85.6 million on an annual
basis by January 2014 (based on BoP data).

The market value of international reserves’
(assets on the Issue Department balance
sheet) declined by EUR 326.3 million to

BGN 26.6 billion (EUR 13.6 billion) at the end of
February 2014. Besides methodological reasons
the difference between the change in reserves
in the Issue Department balance sheet and that
in the balance of payment reflected to a large
degree the impact of valuation adjustments
resulting from the decrease in gold price by
20.7 per cent® over the review period.

Changes in the liabilities side of the balance
sheet (monetary liabilities of the BNB)®, including

" The market value of international reserves includes
changes stemming from transactions, valuation adjustments
and price revaluation.

® Source: BNB.

° The Law on the BNB Article 28, paragraph 1 provides that
‘the aggregate amount of the monetary liabilities of the BNB
shall not exceed the lev equivalent of gross international
reserves, with that equivalent based on the fixed exchange rate.
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the decrease in the obligations to banks, mostly
resulting from the lower banks’ funds in the
TARGET2-BNB payment system' and reduced
excess reserves on the minimum required
reserves accounts, contributed most strongly

to the decline in the Issue Department balance
sheet value on an annual basis by February
2014. The lower gold price led to a significant
decline in the Banking Department deposit.

The flows prompting a change in international
reserves in line with the currency board prin-
ciples reflected economic agents’ demand for
cash in foreign currency or levs. In 2013 banks’
foreign currency purchases from the BNB
exceeded sales and the trend was sustained

in the first quarter of 2014. The major factor
behind this trend observed since 2011 was the
banks’ policy to increase their foreign assets and
reduce their foreign indebtedness in the context
of high liquidity in the banking system.

By January 2014 the international reserves
coverage of the average nominal imports of
goods and non-factor services over the last
12 months came to 5.9 months.

By the end of the third quarter of 2014 inter-
national reserves (if it is assumed that the gold
price and the price of securities assets will

not change) are expected to increase on an
annual basis. The major reason behind this will
be the projected issue of government debt in
international capital markets, the earnings of
which will prompt an increase in the government
deposit with the BNB. The expected surplus on
the overall current and capital account balance
over the review period will also contribute to
the increase in international foreign currency
reserves.

External Financial Flows

Throughout 2013 a gradual rise in the surplus of
BoP overall current and capital account balance
was observed on an annual basis. This was
mainly a result from lower trade balance deficit
due to faster growth of the physical volume

of exports of Bulgarian goods compared with

' The national system component of the Trans-European
Automated Real-time Gross settlement Express Transfer sys-
tem for the euro (TARGET2).

External Cash Flows in Foreign Currency
(EUR million)

External flows 2012 2013
Total for the period 1527 -429
Purchases and sales of euro -317 -1429
attills -10 21
banks, incl. -307 -1408

purchases from banks 46 550 35169

sales to banks -46 856 -36 577
Flows on accounts of banks, the MF, etc. 1844 1000
Minimum required reserves 40 -92
Government and other depositors 1804 1091

Note: The table shows only currency inflows and outflows to the Issue
Department balance sheet. Lev inflows to and outflows from the Issue
Department balance sheet are not reported. Transactions between
accounts in foreign currency and levs in the Issue Department bal-
ance sheet liabilities are not reported either, as they do not prompt
changes in gross international reserves.

Source: BNB.

Currency Purchases and Sales between the BNB and
Banks (on a Monthly Basis)
(EUR million)
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Source: BNB.
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imports of goods and, to a lesser extent, the
favourable dynamics in the terms of trade. As a
result exports increased significantly in nominal
terms while nominal imports posted weak
growth.” In the last months of 2013 and in early
2014 the first signs of a change in the down-
ward trend of trade balance deficit was reported
after export growth slowed down, while growth
rates of imports stabilised and then gradually
accelerated.

The surplus in the services balance went down
in 2013 and in early 2014 mostly due to an
increase in imports and to a lesser extent to a
fall in exports. Tourist services and other busi-
ness services recorded a significant increase in
imports, while tourist services had the largest
positive contribution to exports.

The income account reported a deficit which
widened in 2013 reflecting the faster increase

of outflows compared with inflows. Income

from other capital (interest) and dividends

and distributed earnings from direct invest-
ments comprised the largest share in external
payments. As regards inflows, in 2013 the most
substantial growth was recorded in compensa-
tion of employees and income from portfolio
investments (interest). Higher interest income can
be attributed mainly to the bank policy toward
increasing portfolio investments abroad over the
period. By the end of 2013 and early 2014 signs
of a reversal of the upward trend in the deficit
on the income account occurred due mainly to
lower payments in the form of dividends and
distributed earnings.'?

The balance on net current transfers was posi-
tive in 2013, with inflows reporting a decline on
an annual basis only by the close of the year
and in early 2014 due largely to a base effect
from 2012. The bulk of inflow of current transfers
was formed by grants received under EU funds.

In the event of an insignificant change in the
terms of trade in Bulgaria the trade deficit is
expected to stabilise and gradually decrease in
the second and third quarters. This will result in
an increase of surplus on the overall current and

""For a more detailed analysis of exports and imports of
goods, see Chapter 3.

2 Preliminary data subject to revision.

Current and Capital Account Dynamics and
Contribution by Component (on an Annual Basis)
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Flows on Balance of Payments Main Accounts
(EUR million; cumulative since the beginning of the year)

2012 2013 e

Current account -333.9 751.3 -282.0
Trade balance -3460.3 -2353.3 -324.1
Services balance 2380.1 2108.1 21.2
Income account -1328.2 -1385.4 -4.8
Current transfers, net 20745 23819 25.7
Capital account 541.0 466.4 -3.3
Financial account 1466.2 -1465.6 -441.7
FDI'in Bulgaria 1070.3 1092.4 58.3
Changes in reserves 2161.0 -599.2 -627.4

Source: BNB.
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capital account over the period. A factor which
could lead to lower values of this balance is
the faster than expected recovery of domestic
demand that will accelerate nominal imports.

In 2013 the financial account dynamics reflected
mainly transactions of banks, FDI inflows in
Bulgaria and the November issues of corporate
bond loans™. Though at a lesser extent, finan-
cial account dynamics was influenced by the
January 2013 external debt payments by the
government”.

Based on the balance of payments preliminary
data FDI inflows in Bulgaria in 2013 almost
matched that of 2012'"°. By the end of 2013 and
in early 2014 this trend was sustained. In the
second and third quarters of 2014 FDI inflows
are expected to remain at a level around 2.5 per
cent of GDP.

In 2013 banks continued to increase their assets
in the form of an outflow from the financial
account totalling EUR 1861.8 million (portfolio
and other investment). Banks decrease their
foreign assets to a lesser extent: by EUR 631.8
million (portfolio and other investment) based on
balance of payments data.

The balance of payments financial account
dynamics prompted changes to the gross
foreign debt and in 2013 the gross foreign debt
exhibited a gradual decline compared with
end-2012. This dynamics was a result of lower
debt of banks and the government, while inter-
company loans and other sector loans posted
an increase. In early 2014 gross foreign debt
remained at levels close to those of end-2013.

By sector an increase in gross external debt

in 2013 resulting from intercompany loans of
other sectors was reported in manufacturing

(EUR 1705.7 million). A significant decrease in
external debt was registered in transport, storage
and communications (EUR -870.0 million), produc-
tion and distribution of electricity and heating,

3 For further details on the issue of corporate bonds in
November, see Economic Review, 4/2013, p. 29.

" For more details on payments of government global bonds
maturing in January 2013 and their implications on balance
of payments financial account and external debt, see Eco-
nomic Review, 1/2013, p. 30.

'® Preliminary data subject to revision.

Financial Account Dynamics and Contribution by
Component (on an Annual Basis)
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FDI in Bulgaria by Type of Investment
(on an Annual Basis)
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Banks’ Flows on Balance of Payments Financial Account
(EUR million; cumulative since the beginning of the year)

2012 2013 J%%‘ﬁry

Net direct investment -48.8 -23.2 12.8
abroad -0.7 33 0.0
in Bulgaria -48.1 -26.5 12.8
Net portfolio investment -1132.5 -225.3 -78.0
assets -1150.0 -292.3 -36.2
liabilities 17.4 67.0 -41.8
Other investment 1545.2 -2 268.3 -482.9
assets 730.4 -1569.5 -320.7
liabilities 814.8 -698.8 -162.2
Portfolio and other investment 412.7 -2493.6 -560.9
Total 363.9 2516.8 -548.1

Source: BNB.
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gaseous fuels and water (EUR -691.2 million) and
financial intermediation (EUR -512.4 million).

By the end of 2013 long-term external debt
increased by 0.9 per cent on the end of

the previous year. Short-term external debt
contracted by 6.5 per cent over the same
period, its share in total external debt
comprising 26.1 per cent by December 2013.
In January 2014 the trends were sustained with
short-term debt accounting for 25.8 per cent of
total external debt.

Based on the statistics of declared new loans
and external debt service it could be concluded
that economic agents in Bulgaria continued to
have access to favourable conditions on the
new external financing received and to smoothly
service their external obligations. If no shocks in
the international environment occur, the cost of
external financial resources is likely to decline
further in the second and third quarters of 2014.
The onset of a new interest rate cycle in mone-
tary policy of leading central banks, implied by
rising global money and capital market rates,
could entail a risk of a reversal of this trend but
the probability for this scenario to materialise
over the projection horizon appears to be rela-
tively small.

Monetary and Credit Aggregates

By the end of February 2014 reserve money
posted a slight decrease on an annual basis.
Reserve money dynamics reflected the decline
in banks’ reserves with the BNB driven mostly
by lower funds available on their accounts in the
TARGET2-BNB system, a trend which occurred
in the second quarter of 2013, and to a lesser
extent by lower banks’ excess reserves'®. The
decline in these components of bank deposits
with the BNB was mostly a result of higher euro
area money market rates which led to acceler-
ated annual growth of banks’ foreign assets in
the second half of 2013.

Concurrently, deposit base growth led to an
increase in bank funds allocated into minimum

'®In February bank excess reserves measured by the excess
of funds on banks' minimum reserve accounts with the BNB
over the required minimum under Ordinance No 21 reached
5.4 per cent on an average daily basis (8.7 per cent in Feb-
ruary 2013).

Gross External Debt as of January 2014

(EUR million)
Change
Amount January Last
2014 12 months
General government 33532 216 191.6
Central bank 0.0 0.0 0.0
Banks 5683.7 -73.8 -632.2
Other sectors 12 305.1 -71.5 227.4
FDI: Intercompany loans 15926.6 53.5 11563
Total 37 268.6 -70.2 -98.0
Source: BNB.
Reserve Money
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required reserves. The positive contribution to
the dynamics of banks’ required reserves with
the BNB was significantly lower than the nega-
tive contribution of banks’ funds in the TARGET2-
BNB system and excess reserves. Cash in circu-
lation accelerated on an annual basis since early
2014 which limited the rate of reserve money
decline.

Reflecting the developments and structure of
attracted funds in the banking system, the effec-
tive implicit rate of minimum required reserves
maintained with the BNB reached 8.95 per
cent'” in February, with banks’ reserves with the
BNB comprising 7.87 percentage points and

the remaining 1.08 percentage points formed by
cash and funds on banks’ settlement accounts in
the TARGET2-BNB system'®.

The money multiplier expresses the interrela-
tion between reserve money dynamics and
money stock in the economy. As banks’ excess
reserves and cash on settlement accounts in the
TARGET2-BNB system contracted and the high
inflow of attracted funds in the banking system
was sustained, the money multiplier reached 4.1
(against 3.7 in the same period of 2013). Broad
money retained their high growth rates reported
in the fourth quarter of the previous year, with
annual growth by February accounting for

9.2 per cent. Overnight deposits and deposits
redeemable at notice of up to three months
contributed most substantially to broad money
dynamics, while the contribution of deposits with
an agreed maturity of up to two years remained
negative.

Deposits of the non-government sector, the major
bank resource, retained its upward trend in the
first two months of 2014'®. Deposits of non-
government sector attracted by banks increased
by 8.7 per cent on an annual basis by February.
Household deposits continued to contribute most
strongly to growth but their upward dynamics
between September 2013 and February 2014

' According to Article 3, paragraph 1 of BNB Ordi-

nance No 21, the rate of minimum required reserves of funds
attracted from residents is 10 per cent of the deposit base,
from non-residents 5 per cent and from the state and local
government budgets O per cent.

'® See Article 4 of Ordinance No 21 of the BNB.
'“ The analysis is based on the annual changes in the bal-

ances according to the data of the analytical reporting of
other monetary financial institutions.
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was mainly driven by growth of deposits of non-
financial corporations. As regards the currency
structure, lev-denominated deposits continued
to contribute most strongly to deposit base
growth, with the contribution of foreign currency
deposits (mostly in euro) retaining their upward
trend started in the second half of 2013. By the
end of February 42 per cent of deposits in the
Bulgarian banking system were denominated in
foreign currency.

The structural change in the type and matu-
rity of household deposits, started in the fourth
quarter of 2012 as a result of the introduc-

tion of a new tax on individuals’ time deposit
interest, continued in the first two months of
2014. Since early year deposits (overnight and
deposits redeemable at notice of up to three
months) which are beyond the scope of the tax
grew at relatively high rates, while deposits with
agreed maturity continued to decrease. In the
first two months of 2014 the gradual slowdown
observed since the end of the previous year in
the annual growth rates of overnight deposits
and those redeemable at notice continued. This
trend is probably attributable to the effect of
strong growth of these deposits at the end of
2012 and early 2013 on the one hand, and the
cut in the tax rate of 2 percentage points to

8 er cent effective from 2014. The change in
the structure of household deposits is expected
to continue in the second and third quarters of
2014, with the effects of restructuring on devel-
opments of deposits with various maturity gradu-
ally subsiding.

Given the comparatively low demand for loans
due to still weak economic activity and relatively
tight credit standards, the increasing volume of
attracted funds was the factor for maintaining
high liquidity in the banking system. In the first
two months of 2014 banks continued to invest
the bulk of attracted funds in foreign asset,
repaying their foreign liabilities and investing in
government securities issued by the Bulgarian
government. Growth of credit to the non-govern-
ment sector remained relatively weak. The annual
increase in claims on the non-government sector
amounted to 0.8 per cent in February (BGN 439
million reflecting net purchases of loans in the
amount of BGN 180 million).

Annual Growth of Household Deposits and
Contribution by Type of Deposit
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The moderation in the growth of claims on
non-financial corporations which started in the
second half of 2012 was discontinued by the
end of 2013 and in early 2014; their annual
growth rate reaching 1.3 per cent by February.
Available alternative sources of financing,
including gross operating surplus used by
corporations and, to a lesser extent, foreign
direct investment in Bulgaria, were probably the
factors with a limiting effect on demand for bank
loans.?

By the end of 2013 in most economic sectors
the growth rate of loans to non-financial enter-
prises slowed down. The energy sector’’ and
the other services sector®® had a stronger nega-
tive contribution to total annual growth of loans,
while real estate operations had the major
positive contribution. Compared with end-2012
credit growth in industry and trade® exhibited a
significant decline. Credit dynamics in the trade
and real estate operations sectors was partly
impacted by reclassification between the two
sectors®

The volume of new loans® to non-financial
corporations remained high in early 2014.
Concurrently, the total credit to non-financial
corporations posted low annual growth showing
the effect of various factors as extension of new
loans with funds from matured loans, renego-
tiation or refinancing of loans. In the first two
months of the year the upward trend in the
volume of loans with a maturity of over five
years, which started since 2011, was sustained.
Between March 2013 and February 2014

the average monthly volume of these loans
accounted for 49.4 per cent of all new loans
compared with 42.3 per cent a year earlier.

2 More detailed analysis of firms' behaviour is presented in
Section 3.

2! Production and distribution of electricity, heating and gase-
ous fuels.

2 Included are: ‘professional, scientific and technical activi-
ties’, ‘administrative and support activities’, 'education’,
human health and social work activities’, ‘culture, sport and
entertainment' and 'other activities'.

2 “Wholesale and retail trade; repair of motor vehicles and
motorcycles’.

% The reclassification is mainly a result of the modified sec-
tor classification.

% The terms ‘new’ and ‘newly extended’ refer to the statistical
category ‘new business’.
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Since the end of 2013 the first signs of stabi-
lisation occurred in household lending. The
amount of household loans exhibited no change
on an annual basis in February (against a
decline by 1 per cent in the same month of
the previous year). In early 2014 the diver-

gent trends in individual loan categories were
sustained. Overdraft, housing loans and the

other loans category recorded an annual decline.

Concurrently, the end-2013 upward trend in
consumer loans continued. As of February 2014
the volume of new consumer loans showed a
clearly pronounced upward trend over the last
12 months, while the levels of newly extended
housing loans and other loans remained stable.

Faster growth in claims compared to nominal
GDP growth in 2013 led to a minimum increase
in the claims on non-government sector to GDP
ratio to 71.6 per cent (71.4 per cent at the end
of 2012). Since 2011 the ratio shows a relative
stability around 72 per cent.

The dynamics of cash in circulation and broad
money is expected to gradually slow down
during the third quarter of 2014. This trend
reflects our expectations for a gradual recovery
of domestic demand amid retained high house-
hold savings rate and low negative inflation
over the forecast horizon. Growth of funds
attracted from residents in the banking system
is expected to continue exceeding demand for
loans, which will be reflected in maintaining
high banking system liquidity and in an increase
in banks’ net foreign assets. Growth of loans

to the non-government sector is projected to
slowly increase, with growth of loans to non-
financial corporations exceeding that of loans to
households.

Interest Rates

The downward trend in interbank money market
interest rates in Bulgaria was sustained in the
first quarter of 2014. Quotations with a maturity
of up to two weeks exhibited a minimal increase
on a quarterly basis, while other maturities
posted a decrease. LEONIA hovered around
0.04 per cent and the spread between LEONIA
and EONIA widened to about -15 basis points.
Quotations of interbank deposits with a maturity

Growth of Loans to Households and Contribution
by Type of Loans
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of three months®® accounted for 0.60 per cent
on average in the first quarter, with the spreads
against corresponding euro area quotations
declining to 31 basis points.

The stronger decrease in quotations in long-term
maturity sectors of the interbank money market
yield curve compared with those with shorter
maturity sectors observed since the second

half of 2010 was sustained. By March a fall of
37 basis points was reported in the six-month
horizon, while in the 12-month horizon, it was
56 basis points.

The volumes traded in the Bulgarian money
market remained relatively low as the market
plays only a supporting role in bank liquidity
management. The dynamics of Bulgarian money
market interest rates continued to reflect still
high liquidity of the Bulgarian banking system
and the ECB policy for maintaining low interest
rates in the euro area.

Interest rates on new time deposits of house-
holds and firms continued to decrease. The
downward dynamics in interest rates was driven
by the sizeable growth of deposits from resi-
dents and low demand for bank loans. By
February 2014 the average weighted interest
rate on new time deposits accounted for 3.06
per cent (3.80 per cent in February 2013).

A year-on-year fall was observed in rates of
deposits denominated in all currencies. By matu-
rity, a stronger annual decline was reported in
deposits with a maturity of one to three months
and from one to two years. In the February
2013-February 2014 period interest rates on
household deposits corresponded to that on
deposits of non-financial corporations.

A comparison between the February and
December 2013 breakdown of interest rates on
household time lev deposits showed that the
number of banks offering rates in the band from
3 to 4 per cent increased and those offering
rates within the band of up to 3, from 5 to 6
and over 6 per cent decreased. The average
interest rate on time lev deposits dropped

by 9 basis points to 3.73 per cent and the

% Comments are based on the average value between the
SOFIBOR and SOFIBID quotes of unsecured three-month
deposits in levs.
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standard deviation fell by 40 basis points to
1.03 percentage points.

The downward trend in the average cost of
financing in the banking system®’ was sustained
(from 3.13 per cent in late 2012 to 2.75 per cent
in February 2014) as a result of the dynamics of
prices and volumes of attracted funds.

In early 2014 interest rates applied by banks

to finance non-financial corporations remained
highly volatile on a monthly basis. Interest

rate levels attained in the fourth quarter of the
previous year were largely sustained, with a
year-on-year decrease reported on new lev loans
and a slight increase on new loans denomi-
nated in euro. By February interest rates on new
loans to non-financial corporations amounted to
7.8 per cent on loans in levs and 8.1 per cent
on those in euro.”

The annual percentage rate of charge (APRC)®
on household consumer loans reported a

slight increase in the first two months of 2014
following the trend of maintaining the levels
observed since mid-2013. This increase reflected
the higher interest rates on these loans that
exceeded the decline in the implicit rate of
non-interest service oharge30 on these loans.
The annual percentage rate of charge on new
housing loans stabilised at levels observed

in the fourth quarter of 2013, with the value
reflecting the sustained levels of both the
interest rates and the implicit rate of non-interest
service charge on these loans. By February the
annual percentage rate of charge on consumer
and housing loans stood at 12.6 per cent and
7.9 per cent, respectively

As regards the distribution of interest rates on
new housing loans in euro, by February 2014
compared to December 2013, the number of

? The indicator is calculated ex post using data of the BNB
Bank Supervision Department published on the BNB web-
site as a ratio between interest payments on attracted funds
over the last 12 months and the average volume of attracted
funds over the same period.

% The figures below are the weighted average of the interest
rates on loans to non-financial corporations on a 12-month
basis.

# The values below are the weighted average of the inter-
est rates on household consumer and housing loans on a
12-month basis.

% Implicit per cent of non-interest loan service charges is the
difference between the APRC and interest rates.
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banks offering rates from 7 to 8 per cent and
over 9 per cent increased at the expense of
those offering rates of up to 6 per cent and
from 6 to 7 per cent. Over the same period, the
average interest rate level increased by 21 basis
points to 7.38 per cent, and the standard devia-
tion went up 11 basis points to 1.01 percentage
points.

In the first quarter of 2014 a price decrease and
correspondingly a yield rise was observed at
most of Bulgarian government securities auctions
on the primary market. At the first auction for

a sale of benchmark government securities

with a ten-year-and-six-month original maturity
held in January the yield was 31 basis points
higher compared with the first opening of the
benchmark issue in January 2013. The sizeable
volume of short-term treasury bills (BGN 1200
million) issued in January and February, which
enjoyed a significant investor interest, was to
some extent a factor responsible for the price
fall of bonds with medium and long-term matu-
rity. The lower yield at the auction of government
bonds with maturity of two years and six months
compared with the issue with a similar maturity
sold in the previous year was also indicative of
major primary market investors’ preference for
securities with shorter maturity.

Consistent with primary market dynamics the
long-term interest rate®' rose by end-February
by 15 basis points from the end of 2013 to
3.58 per cent.

The yields of Bulgarian Eurobonds maturing in
July 2017 and traded on the secondary market
posted a decline. By the end of the first quarter
the price of these bonds gradually rose to 109.0
(equal to an annual yield of 1.42 per cent), after
108.2 (a 1.80 per cent yield) at the end of 2013.
The price dynamics of Bulgarian Eurobonds

was in line with the yield decline in EU Member
States securities with similar maturities recorded
between January and March.

In the second and third quarters of 2014 deposit
rates are expected to marginally decline which

%" The long-term interest rate for assessing the degree of
convergence is based on the yield to maturity on the sec-
ondary market according to a long-term security (benchmark)
issued by the Ministry of Finance (central government) and
denominated in national currency.

Interest Rates on New Loans in Levs and Euro to
Non-financial Corporations
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Source: BNB.
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will be mainly driven by the high banking system
liquidity and comparatively weak demand for
loans. Lending rates are expected to hover
around the levels attained. These trends may
be reversed, if the monetary policy of leading
central banks enters a new upward interest rate
cycle. However, such a scenario is unlikely to
materialise over the forecast horizon. Interest
rates on domestic government debt are
expected to remain close to their first quarter’s
level and their primary market dynamics will
continue to be driven mostly by banks’ demand
for government securities.

Financial Flows between the General
Government and the Other Sectors
of the Economy

Government’s revenue and expenditure policy
and budget financing operations affected the
allocation of liquidity among economic sectors.

In line with the expectations for the fourth
quarter of 2013 the receipts in the consolidated
state budget from current and capital grants
received under the EU funds and foreign inves-
tors purchases of transferable Schuldschein
loans significantly exceeded the repayments
and interest expenditure on external loans and
Bulgaria’s contribution to EU common budget.
As a result of these financial flows the external
sector was a net source of liquidity for the
general government, with the inflow of liquid
resources from the external sector reaching

4.6 per cent of GDP for the fourth quarter.

The government issuing policy on budget deficit
financing (budget deficit for 2013 amounted

to BGN 1085 million) and the low amount of
government securities maturing in the fourth
quarter of 2013 resulted in a net inflow of
liquidity to the general government from the
financial sector (the BNB excluded) accounting
for 3.8 per cent of GDP for the review quarter.
In addition to the domestic gross issue of
government securities (BGN 438 million), factors
behind the net outflow of liquid resources from
the financial sector were the Schuldschein

loans purchased by domestic banks (BGN 344
million), the corporate tax paid by financial insti-
tutions (BGN 32.5 million) and extremely small
amount of government bonds maturing over the

Distribution of Interest Rates on New Housing Loans
in Euro
(frequency — number of banks)

Up to 6% From 6% to 7% From 7% to 8% From 8% to 9% Over 9%
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s February 2014

Source: BNB.
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review period (BGN 0.4 million). The gross issue
of government debt in the last three months of
2013 was insufficient to finance the consolidated
budget. Therefore, the government used BGN
248 million from its funds deposited with the
BNB.

Government’s revenue and expenditure policy
and consolidated state budget financing opera-
tions in the fourth quarter of 2013 led to a net
reallocation of liquid funds to the non-govern-
ment non-bank sector in the amount of approxi-
mately BGN 2 billion.

Based on data available by end-March 2014 it
may be concluded that in the first quarter of
2014 the financial sector (the BNB excluded)
was the main source of liquid funds for financing
of the consolidated budget. As a result of the
active issuing policy of the government on the
domestic market, the issued securities in the
review period reached approximately BGN 1450
million, of which BGN 1200 million with a matu-
rity shorter than one year. In net terms, funds
provided by the domestic market amounted

to approximately BNB 970 million. The bulk of
this amount is expected to be used for budget
deficit financing in the first quarter of the

year. The negative budget balance in turn will
contribute to the net increase of liquid funds in
the non-government non-bank sector.

Budget financing operations in the second and
third quarters of 2014 are expected to continue
playing an important role in reallocation of
liquidity across economic sectors. On the one
hand, sizeable payments on maturing treasury
bonds and bills (approximately BGN 1400
million) in the review period will be a factor for
increasing the liquidity in the financial sector.
On the other hand, resident financial institu-
tions are expected to use the released financial
resources for purchase of a portion of govern-
ment securities issue in international capital
markets planned by the government. The issue
is projected to amount to BGN 3000 million.
The government securities issue in international
capital markets will result in an inflow of liquidity
in the central bank in the form of an increase in
the government deposit with the BNB.

Consolidated Budget Effect on Other Sectors’ Liquidity
(Quarterly)
(share of GDP, per cent)
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3 . Economic Activity

In the fourth quarter of 2013 economic activity measured by the quarterly GDP growth accelerated. Net
exports and investment in fixed capital contributed positively to this, while the contribution of private con-

sumption was negative.

Short-term economic indicators since early 2014 point to a better economic situation in Bulgaria reflected
in improved expectations of economic agents concerning future economic activity. The continuous recovery
observed in our major trading partners and the improvement of the external environment are expected to
have a positive effect on the growth of exports of goods and services and on overall economic activity in
the first quarter of 2014, while the improved expectations of economic agents are likely to contribute to the
gradual recovery in domestic demand from the second quarter of 2014.

In 2013 economic recovery in Bulgaria’s major
trading partners of the euro area and the other
EU Member States was observed, affecting
favourably Bulgarian economic activity. Net
exports had the main contribution to GDP growth
in 2013, with exports of goods and services
growing faster in real terms than imports of
goods and services. Against the background of
high unemployment, slightly declining employ-
ment and no significant improvement in overall
consumer confidence, households retained their
high savings rate, while household consumption
fell. As a result of the weak domestic demand
and the lack of more favourable expectations
about future economic activity, firms retained
their conservative policies with respect to invest-
ment spending and gross fixed capital formation
posted a decline in 2013. Government consump-
tion grew in real terms mainly due to the rise in
operating expenditure driven by the higher EU
funds absorption and, to a lesser extent, to the
increased wages in the public sector.

In the fourth quarter of 2013 real GDP growth
rate went up 0.3 per cent® on the previous
quarter, net exports contributing most to this.
In the fourth quarter both exports and imports
of goods and services decreased on a quar-
terly basis, but the improvement in net exports
was due to the more pronounced slowdown

in imports compared with exports. Domestic

% The quarter-on-quarter analysis in this section employs
seasonally adjusted data, unless otherwise indicated. For
indicators on which the NSI or Eurostat do not officially
publish seasonally adjusted data, adjustment was made via
the TRAMO SEATS or OxMetrics programme by using auto-
mated set up for diagnostics and optimization of adjustment
parameters.

Contribution to GDP Growth by Component
of Final Consumption

(per cent, quarter-on-quarter percentage points, seasonally adjusted
data)
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[ Final consumption

Em  Gross fixed capital formation

Net exports
Note: Non-additive data due to direct chain-linked and seasonal ad-

justment of GDP and its components; the contribution of the change
in inventories has not been included.

Sources: NSI, BNB calculations.
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demand remained close to its previous quarter’s
level, as private consumption decline was offset
by the increased fixed capital investment. In the
fourth quarter of 2013 the build-up of inventories
also contributed positively to this growth.

Short-term economic indicators reported a slight
improvement in early 2014. Households’ con-
fidence indicator improved due to the higher
expectations of future economic situation and
households’ financial position, creating a prerequi-
site for private consumption recovery. Households’
expectations about the future level of unemploy-
ment reported a decline, which was also a driv-
ing factor behind the increased confidence.

The overall business climate indicator tracking
entrepreneurs’ sentiment in industry, construction,
retail trade and other services sub-sectors went
up in the first quarter of 2014 largely reflecting
the more favourable assessment of the expected
business situation. Improved firms’ expectations
of the number of staff were seen as positive sig-
nal of accelerating employment growth. Higher
leading economic indicators in Bulgaria’s major
trading partners support our expectations of
rising external demand for exports of Bulgarian
goods and services.

Over the second and third quarters of 2014
economic activity in Bulgaria is expected to
increase slightly on a quarterly basis. Domestic
demand will start to recover gradually, contribut-
ing positively to the growth as a result of the
slight increase in private consumption and fixed
capital investments. In the context of enhanced
domestic demand imports of goods and services
are likely to rise at rate similar to that of exports
of goods and services, and net exports to have
a slightly negative contribution to the growth.
Government consumption is expected to grow

GDP Growth by Component of Final Use

(per cent on the previous quarter; seasonally adjusted data)
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more significantly on a chain basis in the first
two quarters of 2014 and to stabilise over the
third quarter of the year.

In line with the described quarter-on-quarter
dynamics, annual real GDP growth over the first
three quarters of 2014 is projected to remain at
the level observed in the fourth quarter of 2013.
Net exports and, to a lesser extent, the moder-
ate private consumption decline and the gradual
recovery of economic activity in Bulgaria will con-
tribute most to annual economic activity growth.

Despite the improved economic situation in
Bulgaria’s major trade partners, external environ-
ment continues to pose risks to the domestic
economic growth. A slower than expected recov-
ery of euro area and EU countries would lead
to an economic activity moderation in Bulgaria.
Another source of uncertainty to our projections
relates to deflationary processes observed in
Bulgaria since the third quarter of 2013. In case
of a prolonged period of declines in the overall
price level, households and firms are likely to
generate expectations for retention of this trend
in the future, which could dampen their con-
sumption and investment due to postponement
of expenditure.

Household Behaviour

The uncertain economic environment, relatively
high unemployment rate and uneven employment
and wage growth by sector continued to impact
household behaviour in terms of consumption,
savings rate and labour supply in the fourth
quarter of 2013.

According to seasonally adjusted national account
data, in the fourth quarter of 2013 household
consumption continued to decrease on a quarter-
ly and annual basis (after falling in the first three
quarters of 2013). In the fourth quarter of 2013,
as in the remainder of the year, consumption in
the non-food and communications groups grew,
while that of food and purchased non-production
services® marked a decline.

Despite the decline in real consumption in
2013, indicators on the basis of which change
in consumer demand may be assessed sug-
gest rather positive signals of gradual recovery
in consumption. An increase in both retail trade

% Purchased non-production services include services
other than catering services, water supply, heat energy and
electricity, transport and communications.

Fan Chart of the Expected Annual Rate of Change
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turnover and consumer confidence indicators

was observed. Retail turnover has been grow-
ing since early 2013, a trend observed also in
January 2014. Household appliances, furniture
and computer and communication equipment

contributed most to this, which is indicative of
the gradual recovery in consumption.

In January 2014 the consumer confidence indi-
cator reported in the NSI consumer survey‘q’4
rose, reflecting the improvement in all its sub-
components. Expectations of the economic situa-
tion and financial state of households, as well as
unemployment expectations also improved.

The continuous increase in income from remu-
neration, the main source of income for the
households, will probably create conditions for
the moderate recovery in consumption in the
second and third quarters of 2014. According
to seasonally adjusted national account data, in
the fourth quarter of 2013 the wage bill and the
average wage accelerated slightly on a quar-
terly basis.** On an annual basis, the growth of
non-seasonally adjusted data on wage bill and
average wage per employee in nominal terms
in 2013 was less significant than in 2012. In
the fourth quarter higher rates of wage growth
were observed in the low-pay construction sec-
tor, as well as in public services, while in some
services sub-sectors, such as trade, transport,
hotels and restaurants, creation and dissemina-
tion of information and author products, finance
and insurance activity, gross wages fell. Uneven
income dynamics by sector will probably limit
consumption growth.

In the context of comparatively high unemploy-
ment, low and uneven recovery of employment
and income by sector and related uncertainty,
the share of savings in household disposable
income remained high.36 The January 2014
consumer survey showed that the share of house-

34 Final results of the Consumer Survey represent balances
of opinions calculated as a difference between the relative
shares of positive and negative opinions on raised issues.
The composite consumer confidence indicator is calculated
as the arithmetic mean of expectation balances in the follow-
ing twelve months for the development of: financial position
and savings of households, the overall economic situation
in the country and unemployment (the latter with the sign
reversed).

% Quarter-on-quarter rates of change in seasonally
adjusted data indicate recent developments in indicators that
are not subject to base effects in the corresponding period
of prior year.

% Disposable income (based on the household budget
survey) is obtained by subtracting tax expenditure, social
contributions and transfers from the total income.
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holds which intend to increase savings in the fol-
lowing 12 months remained relatively high. House-
holds’ net assets measured by their net position
in the banking system increased (according to
the BNB monetary statistics). The share of sav-
ings in household disposable income remained
also high (according to NSI household budget
survey data). This signals a sustained savings
rate in the second and third quarters of 2014,
which could be seen as a sign of a slow recov-
ery of consumption over the projection horizon.

The Labour Force Survey indicators, by which
household labour supply may be assessed, sug-
gest that labour supply was weaker in the second
half of 2013. Even thought, economic activity rate
rose in the fourth quarter, it was reflecting the
decrease in the number of working-age persons.
On the other hand, the decline observed in the
number of discouraged persons was not accom-
panied by a rise in the labour force. The changes
of these indicators suggest that in the period of
still weak labour demand by corporations the
future increase in labour supply is likely to be
limited.

The Labour Force Survey shows that in the fourth
quarter of 2013 the unemployment level rose
slightly from comparatively constant levels of

the first three quarters of the year and reached

13 per cent. Based on the Employment Agency
data, the seasonally adjusted unemployment rate®
also rose slightly in the fourth quarter of 2013, but
in early 2014 it fell to reach 11.4 per cent by Feb-
ruary (12.2 per cent according to non-seasonally
adjusted data). According to the Labour Force
Survey data, the number of long-term unemployed
(unemployed persons more than a year) contin-
ued to increase slightly, reaching 7.8 per cent of
labour force in the fourth quarter in the context

of a relatively high unemployment rate and low
labour demand by corporations.

According to the business trend survey, labour
demand® will remain close to its current levels,
with a tendency of slight improvement in most
sectors. Firms’ sentiment concerning person-
nel employment® expectations in industry and

% The Employment Agency uses a constant rate of labour
force.

% In the Household Behaviour section, labour market
situation is analysed in the context of labour supply by
households. Labour demand by firms is discussed in greater
detail in the Behaviour of Firms and Competitiveness section.

%9 NSI, Survey of Business Developments in Industry, Con-
struction, Trade and Services; last survey as of March 2014.
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Employment and Income Dynamics

Per cent on the previous quarter (seasonally adjusted data)
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services improved by March 2014, while it
slightly deteriorated in construction. Weak labour
demand is expected to keep overall employment
close to its current levels, leading to a limited
increase in labour supply in the second and
third quarters of 2014.

The uncertain economic environment, compara-
tively high unemployment and still weak labour
demand are expected to continue affecting
household behaviour over the following quarters.
Nevertheless, some favourable developments in
the labour market associated with stabilisation of
overall employment and its slight growth in some
sectors are projected to create conditions for

a gradual recovery in household consumption.
Risks to the projection relate mainly to factors
affecting consumer confidence, such as employ-
ment and income developments. These develop-
ments largely depend on firms’ propensity to hire
personnel and enhance investment activity.
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Impact of Fiscal Policy on the Economy

In 2013 the budget position depended to a
great extent on the weak domestic demand and
low price dynamics, limiting tax revenue growth,
on the one hand, and the increased social
expenditure, on the other hand.

By end-2013 a moderation in total budget rev-
enue under the consolidated fiscal programme
(CFP) was observed, but in the beginning of
2014 the growth rate accelerated significantly
mainly due to one-off factors, including base
effects. These factors comprised mostly changes
to the terms of accrual and payment of direct
taxes and social insurance contributions in 2013,
contributing to the negative growth of revenues
from these taxes in early 2013. Base effects
were observed in the VAT receipts related to

the significant amount of VAT refunds in Janu-
ary 2013, which pushed the base down, while
in February 2013 VAT receipts increased due to
non-refunded VAT and old arrears of BGN 65
million, thereby raising the base. Amendments to
the 2014 State Budget Law adopted since the
beginning of the year had a comparatively weak-
er positive effect on tax and social insurance
revenue dynamics in the first two months of
2014.%° After the effect of one-off factors expires
in early 2014, tax insurance revenue dynam-

ics will be driven mainly by the expectations of
gradual recovery in domestic demand and sus-
tained negative inflation of consumer prices.

By end-February 2014 the annual growth of
social expenditure came to 10.7 per cent against
7.3 per cent increase in total budget expendi-
ture. Given their high share, social expenses
were the largest contributors to the growth

of total budget expenditure over the first two
months of 2014. This trend has been observed
since the beginning of the second quarter of
2013, when pensions have been indexed by

9.3 per cent on average. As a result, the role of
social benefits in supporting disposable income
of pensioners and socially vulnerable households
strengthened.

Government capital expenditure accelerated in
late 2013 and in the first two months of 2014
reflecting the increase in expenses on EU pro-
grammes. These data point to an acceleration
of investment growth in the general government

“0 For changes in tax insurance policy adopted by the
2014 State Budget Law, see Economic Review, 4/2013.

Contribution of Major Groups of Revenue to
the Growth in Total Revenue and Grants
(on an Annual Basis)

(per cent, percentage points)
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sector and an increase in its positive contribu-
tion to the change in gross fixed capital forma-
tion overall in the economy.

As a result of social and investment expenditure
dynamics, government fiscal policy had a more
pronounced effect on household disposable
income and total investment in the last quar-
ter of 2013. Government consumption, which
mainly comprises compensation of employees
in the general government sector and oper-
ating expenditure, made a slightly negative
contribution to GDP growth between October
and December 2013. The annual growth rate

of expenses on compensation per employee
and operating expenditure moderated in the
last quarter of 2013. The downward trend was
sustained between January and February 2014,
which should result in a close to nil contribution
of government consumption to GDP growth in
the first quarter of the year.

Overall, government consumption in 2013 had a
low positive contribution (0.4 percentage points)
to real GDP growth. The change in the model
of payment to civil servants effective as of mid-
2012, the 20 per cent rise of social security
contributions in special bodies since early 2013
and the higher operating expenditure under EU
programmes compared with 2012 contributed
to the relatively high growth rate of government
consumption in nominal terms (9.9 per cent),
while real government consumption grew by 2.5
per cent in 2013.

According to our assessment, the increase in
total budget revenue in the second and third
quarters of 2014 will be limited due to the expi-
ration of the positive effect of one-off factors
affecting tax revenue dynamics in the fist months
of 2014, the expected slow recovery in domes-
tic demand and labour market coupled with

the negative consumer price inflation. This will
adversely affect the contribution of tax revenue
to total revenue and correspondingly funding
possibilities of priority expenditure policy over
the review period.

The 2014 State Budget Law parameters and
expenditure developments observed in Janu-
ary and February show that government fiscal
policy will affect the economic activity through
supporting household disposable income from
social transfers. Additional positive effects on

Contribution of Major Groups of Expenditure to Total
Expenditure Growth (on an Annual Basis)
(per cent, percentage points)
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low-income household consumption may be
expected in line with the pension supplements
approved by the government on 12 March 2014,
which will be paid in April, and with the one-off
payments to the eligible for energy assistance.
Positive effects of government social policy on
disposable income and possibly on private con-
sumption will most likely have a short-run effect
and to a large extent will depend on limited
household liquidity and their propensity to save.

The 2014 State Budget Law parameters and
increases in wages of special bodies’ employees
adopted in February 2014 provide for positive,
though limited, contribution of government con-
sumption to GDP growth over the second and
third quarters of 2014.

Revenue, Expenditure and Budget Balance on Consolidated Fiscal Programme for 2013-2014

2013 2014

Consolidated Fiscal Programme | quarter Il quarter IIl quarter IV quarter Total ﬁi@?ﬂy—‘ JF%%L#E‘;X\/T

rr?iflaioNn percent2 rrElgiﬁ]‘ioNn percent2 rﬁiﬁi,(;ln percem2 n?iﬁiloNn percent2 milion percent2 n?iﬁgln percem2 rT?iﬁ]\ioNn percent2
Total revenue and grants 6157.8 3.4 8008.0 102 71416 5.6 7669.9 2.5 28977.3 55 3827.3 4.0 4202.8 9.8
Tax revenue 5118.3 3.3 5767.0 2.8 5637.6 3.8 5847.4 5.7 22370.3 3.9 32479 39 32514 0.1
Corporate tax 464.2  -109 45041 13 1925  -276 446.3 80.8 15531 5.1 378 759 527 39.5
Personal income tax 512.1 -1.3 5959 66 628.0 152 6125 2.8 23485 22 3597 6.6 4647 29.2
Value added tax 1803.9 16.0 1805.3 -3.2 18719 2.2 18855 -0.8  7366.6 3.0 1331.1 232 11609  -128
Excise 805.6 -5.6 1000.7 25 11848 0.2 1064.6 2.7 4055.7 02 5512 -7.5 58841 6.7
Customs duties 319 143 344 182 441 361 358 265 1462 242 204 115 233 141
Social and health insurance
contributions 1318.8 2.3 1586.9 14.0 15512 10.9 1603.3 5.7 6060.2 8.3 867.2 2.8 8759 1.0
Other taxes 181.8 40 2938 103 1652 -6.7 1994 -3.7  840.2 00 805 -1541 85.7 6.4
Non-tax revenue 886.4 7.0 1305.6 116 7275 -13.6 10312 40.7 3950.7 106 5635 8.0 5489 2.6
Grants 153.1 -11.5 9354 917 7765 59.6 7914  -351 2656.4 122 159  -505 4025 24396

Total expenditure
(incl. the contribution to EU budget) 6955.5 46 72165 10.8 7496.9 14.1 8758.6 8.2 30427.5 9.3 4559.3 7.4 4891.0 7.3

Wages and social security 13466 127 14461 137 14244 118 16057 95 58228 118 8869 130 9144 3.1
contributions
Operating expenditure 1078.3 7.3 11132 5.2 1025.6 6.3 1480.0 1.9 46971 48 6441 34 6184 -4.0
Interest 318.8 103 610 -136 2751 729 339 372 6888 20.3 3131 21.7 1658  -47.0
Social security, assistance
and social care 30475 4.2 32394 9.8 32022 85 3257.8 8.0 12746.9 76 2011.2 13.3 22265 10.7
Subsidies 3111 151 3397 398 2787 15.7 501.8 311 14313 16.1 1432  -39.9 2145 49.8
Capital expenditure and
state reserve growth 525.4 63 8114 6.7 1077.3 316 1692.4 9.8 4106.5 116 3032 <70 4775 57.5
Contribution to EU budget 3278 68 2056 287 2137 317 1870 36 9341 154 2576 66 2741 64
difference difference difference difference difference difference difference
BGN BGN . BGN . BGN . BGN . BGN . BGN
= in BGN T in BGN P in BGN ar in BGN P~ in BGN = in BGN ar in BGN
million million? million million? million million? million million? million million? million million? million million?
Budget balance on cash basis -797.7  -106.7 7915 38.6 -355.4 -546.4 -1088.7 -477.0 -1450.3 -1091.5 -732.0 -167.0 -688.2 43.8

Note: Difference between sum by components and total sum is due to rounding.
' Based on preliminary monthly data on CFP implementation for 2013 and 2014.

% Annual rate of change on the same period of previous year.

3 Budget balance change in BGN million on the same period of previous year.
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Behaviour of Firms and Competitiveness

Seasonally adjusted national account data

show that value added in the economy rose

by 0.6 per cent in the fourth quarter of 2013
compared with the previous quarter. Industry
contributed most to economic activity growth;
value added growth in the sector reflecting
export growth and investment activity improve-
ments over the second half of 2013. This is
evidenced by increasing receipts from sales

on the external market and domestic sales of
investment goods’' observed in the fourth quar-
ter of 2013. On the other hand, the fall in total
industrial sales made on the domestic market

in the fourth quarter of 2013 reflected slug-
gish domestic demand. Lower industrial firms’
expectations about the production assured with
orders, which were reported in the first quarter
of 2014, also support this fact. By January 2014
the turnover in industry went down due to the
one-off drop in domestic sales revenue, on the
one hand, and as a result of the continuous fall
in industrial producer prices, on the other hand.
The production in this sector rose in January
2014 on the back of improved industrial firms’
expectations about the future economic activity;
this resulted in growing current inventories given
the lower revenue from sales. According to NSI
survey observations for the first quarter of 2014,
firms’ managers in industrial sector also reported
accumulated inventories.

The level of the utilised production capacity in
the industrial sector reported in the beginning of
the first quarter of 2014 went up slightly in line
with January’s higher industrial output growth (up
1.4 per cent) compared with that in December
2013. Nevertheless, the rate of capacity utilisa-
tion did not significantly exceed that in recent
quarters, meaning that there is no need for firms
to expand production capacity in the context of
still weak demand.

Services sub-sectors, such as creation and
dissemination of information and author prod-
ucts, telecommunications and public services,
contributed most to the value added growth
for the economy in the fourth quarter of 2013.

* The Main Industrial Groupings classification was used
covering the following sectors: manufacture of intermediate
consumption goods, energy product production and water
related activities, investment product manufacturing and
consumer goods production. Energy products are viewed,
excluding production and distribution of electricity, heating
and gas, and water supply.

Value Added Growth and Contribution by Sector
(per cent, quarter-on-quarter percentage points)
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According to companies’ survey observations,
over the fourth quarter of 2013 and the first
quarter of 2014 managers’ expectations about
future demand for services and hiring staff in the
following three month in the services sub-sector
improved, which will probably maintain economic
activity growth in the sector.

Construction had the main negative contribu-
tion to growth in gross value added in economy
over the fourth quarter of 2013. Decreases in
the number of building permits and house prices
over the fourth quarter of 2013 give grounds for
concluding that demand on the housing market
continued to contract. However, January 2014
data on construction index point to a significant
increase in civil and engineering construction
which is likely to have a positive effect on the
economic activity in this sector.

Managers’ expectations about future economic
activity in the fourth quarter of 2013 retained
their level of the previous two quarters. They
improved markedly in the first quarter of 2014

in all economic sectors. Firms’ activity was less
impeded by the uncertain economic environment
in construction and industry.

According to national account data, in the third
and fourth quarters of 2013 investment in fixed
capital went up both in real and nominal terms
on a quarter-on-quarter basis. The season-

ally adjusted data point also to an increase in
expenditure on acquisition of tangible fixed assets
in nominal terms throughout 2013, with industry
and trade, cars and motorcycles repair, transport,
storage and mail services, hotels and restau-
rants along with general government, education,
healthcare and social services contributing most
to this. Higher investment activity in industry is
possibly related to the improvement of external
environment and increased exports of goods,
which are expected to continue in 2014. However,
taking into account the available spare produc-
tion capacity in industry, investments were more
focused on improving the production efficiency

in order to preserve and improve competitive
positions on international markets. The improved
expectations of overall production and economic
activity registered in the first quarter of 2014 indi-
cate the continuous recovery of investment activ-
ity that is expected to be more pronounced in the
second and third quarters of 2014.

The operating surplus also increased in the last
quarter of 2013 after four quarter-on-quarter

Construction Output Dynamics and
New Buildings Permits Issued
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declines. Export-oriented industry that reported
higher economic activity had the major contribu-
tion along with some services sectors as culture,
sport and entertainment, other activity, and
finance and insurance activities.

Bank lending to non-financial corporations grew
in the fourth quarter of 2013 on a quarter-on-
quarter basis. This was largely due to the higher
investment activity in industry despite the report-
ed increase in operating surplus, which required
additional financing.

In the fourth quarter of 2014 funding from
sources other than operating surplus went up in
industry, while in services it went down. FDI inflow
remained positive in industry, where a rise in
external liabilities was reported. The reduction in
funding from sources other than operating surplus
contracted in services sector (excluding finan-
cial intermediation) mainly due to the repayment
of external obligations other than intercompany
loans in transport, storage and communications
and trade, repair of motor vehicles and motorcy-
cles, personal belongings and household goods.
Higher investment activity in industry over the
second half of 2013 in the context of declines in
operating surplus earlier this year could be the
reason behind the stronger demand for external
financing. Alongside the recovery of domestic
investment activity in the third and fourth quarters
of 2014, demand for internal and external financ-
ing is expected to rise.

Despite the revival of economic activity in Bulgar-
ia, firms remained cautious in hiring staff. Season-
ally adjusted national account data and Labour
Force Survey show that total employment in the
fourth quarter of 2013 remained close to previous
quarters’ levels, falling slightly by 0.2 per cent on
a quarterly basis. A decline in employment was
observed over the fourth quarter in the sectors
with relatively high share of total employment,
such as agriculture, forestry and fishing, indus-
trial sub-sectors and trade, transport, hotels and
restaurants, while employment in creation and
dissemination of information and author products,
telecommunications and in public services rose
slightly. According to the Labour Force Survey
data, the employment breakdown by education
points to an ongoing increase in the number of
persons with higher education, and a decrease in
persons with secondary education. By age group,
employment of persons between the ages of 15
and 34 continued falling, while that of persons
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above 35 years rose. These dynamics point to a
continued demand for more skilled and experi-

enced staff, which is probably more productive,
and therefore higher paid.

Further improvement in corporations’ expecta-
tions about the number of personnel suggest
that employment will gradually recover in line
with the enhanced economic activity and labour
demand by firms.

Labour productivity continued to grow in the
fourth quarter of 2013 on a quarterly basis,
reflecting the slight decrease in employment and
concurrently, the increase in gross value added
in economy. Industry and trade, cars and motor-
cycles repair, transport, storage and mail ser-
vices, hotels and restaurants contributed most. In
export-oriented industry, employment contraction
and higher labour productivity were probably
driven by a long-term trend toward transition to
lower labour utilisation production. This improves
firms’ competitiveness in this sector on the inter-
national markets.

Though wage expenditure of corporations went
up in the fourth quarter of 2013 on a quarterly
basis, labour productivity recorded a more size-
able increase. As a result, unit labour costs
decreased in nominal and real terms.

The revival of economic activity in the fourth
quarter of 2013 observed in export-oriented
industry had the main contribution to real GDP
growth. The marginal decrease in employment
had a slightly negative contribution, while that of
total factor productivity was almost zero.

The continuous recovery of external conditions

is expected to support industrial firms’ activity
and to contribute to Bulgaria’'s economic growth.
Demand for services is projected to continue
strengthening in line with the recovery in total
domestic demand. Despite the improvement in
global economic environment, it continued to be
a source of uncertainty about economic activity
in Bulgaria, but related risks are assessed as
balanced. There is a risk stemming from the still
uncertain domestic economic environment that
firms may remain cautious in their behaviour with
respect to investment and recruitment. Deflation-
ary processes in Bulgaria may cause corporations
to postpone their investment plans for the future.

Contribution to Changes in the Number of Employed
by Economic Sector

(per cent, quarter-on-quarter percentage points, seasonally adjusted
data)
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Real Unit Labour Costs
(seasonally adjusted data; 2005 = 100)

Contribution of Changes in Production Factors
to GDP Growth

160 (per cent, quarter-on-quarter percentage points)
150 2.0
1401 154
1301

1.0
120
110 0.5
100 0.0
90

,0‘5,
80 \ \ \ \ \ \ \ \

2005 2006 2007 2008 2009 2010 2011 2012 2013
- L T T I T
—— Total for the economy, excluding imputed rent 2010 2011 2012 2013
— Services, excluding imputed rent — GDP
Industry mmm  Total factor productivity
Construction Capital

Sources: NSI, BNB calculations. = Labour

Sources: NSI, BNB calculations.
Gross Value Added Growth
(per cent on the previous quarter; real growth, seasonally adjusted data)

2011 2012 2013
| Il I % | Il 11l \% | Il [ %

Agriculture and forestry, hunting and fishing

Mining and quarrying, manufacturing, production and distribution of electricity,
heating and gaseous fuels; water supply; sewerage, waste management and
remediation activities

Construction

Trade, cars and motorcycles repair; transport,

storage and mail services; hotels and restaurants

Creation and dissemination of information

and author products; telecommunications

Finance and insurance activity

Real estate activities

Professional activities and scientific research;

administrative and ancillary activities

General government; education;

healthcare and social services

Culture, sport and entertainment; other activity; activities of households as
employers; non-identified activities of households producing goods and
services for own use; activities of extraterritorial organisations and bodies

Gross value added, total for the economy

60 0t 01 01 056 -01 00 01 01 00 00 00

07 03 -01 01 02 02 -02 03 -04 04 00 04

02 -02 05 -02 00 00 01 -01 01 00 00 -01

06 02 02 -04 03 03 01 02 -03 01 00 00

g2 01t 01 00 01 00 00 00 -00 01 02 02
00 02 -0t 02 05 -03 03 00 03 03 -02 -01

02 01 01 02 00 00 -01 00 00 00 00 00

06 07 03 06 05 00 01 -01 00 01 01 00

02 01 02 -04 03 -00 -01 03 00 02 01 02

01t 01 00 -01 00 00 00 00 00 00 00 00

04 06 -01 -01 00 -01 00 03 02 04 06 06

Source: NSI.

Exports and Imports of Goods

In the fourth quarter of 2013 exports and
imports dynamics continued to be driven by
the fall in the international prices of groups of
goods of importance to Bulgaria’s foreign trade
turnover. In the fourth quarter nominal exports
increased 5.1 per cent on an annual basis

(7.8 per cent in the third quarter), while nominal
imports of goods went up 2.8 per cent on an
annual basis (5.0 per cent in the third quarter).
Nominal exports and nominal imports grew 7.0
and 1.5 per cent respectively in 2013. Trade def-
icit for 2013 came to EUR 2353.3 million: down
EUR 1106.9 million compared with 2012.

Net Exports of Commodity Groups By Use,
January-December 2013

Exports  Imports
growth™, — growth™,
per cent  per cent

Balance, ~ Change®,
EUR million  EUR million

Consumer goods 442.0 26.7 8.1% 8.2
Raw materials 495.4 285.5 7.6% 45
Investment goods -18114 518.7 13.3% 0.9
Energy resources -2654.2 285.7 -2.8% 37
Total -3616.6 1072.3 7.0% 1.5

* Balance change on the same period of previous year.
** Growth of exports and imports for the period (on an annual basis).
Exports are reported at FOB prices and imports — at CIF prices.

Source: BNB.
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Based on seasonally unadjusted GDP data real
annual export growth in the fourth quarter of
2013 was 13.0 per cent (15.0 per cent in the
third quarter), reflecting the continuous recovery
in external demand for Bulgarian goods at the
end of the year. Real growth of imports of goods
in the fourth quarter moderated to 6.0 per cent
on an annual basis (9.1 per cent in the third
quarter) owing to the weak domestic demand
and sluggish exports.

Cross-checking the changes in exports and
imports in nominal and real terms shows that
the falls in international prices curbed nominal
growth of international trade flows in the fourth
quarter. This is confirmed by the export and
import price indices under the Standard Inter-
national Trade Classification (SITC), pointing to
an annual fall in exports and imports of 7.4 and
3.8 per cent respectively in the fourth quarter.

According to balance of payments data, in Janu-
ary 2014 exports reported an annual fall due
mainly to a base effect reflecting their unusually
high level in 2013. Over the same period imports
increased on an annual basis probably due to
the recovery in consumer demand, as judged

by the short-term economic indicators for retail
trade turnover and consumer confidence.

In the second and third quarters of 2014 exports
are expected to continue to maintain high nomi-
nal growth rates on an annual basis compared
with the corresponding period of 2013, mainly
due to higher physical volumes. The increase

in exports in real terms will be determined by
the growing demand in the economies of our
major trade partners. In the second and third
quarters of 2014 exports growth rates will accel-
erate slightly as a result of recovering domestic
demand; higher physical volumes once again
playing a significant role, while weak internation-
al price dynamics over the period is expected to
act as a deterrent. The trade balance deficit is
expected to be between 5.5 and 6.0 per cent of
GDP in the second and third quarters of 2014.

Risk of a lower than projected trade deficit could
be realised in the event of a faster demand
growth observed in Bulgaria’s major trade part-
ners and provided that Bulgarian exporters use
exports capacity more flexibly, as well as in the
event of further improvement in the terms of
trade. Higher than expected trade deficit could
be realised if the downward trend in export
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growth and the stabilisation in import growth
observed over the last months of 2013 and in
early 2014 continue.

In 2013 exports to EU countries increased by

9.1 per cent on an annual basis, with machines,
transport facilities and appliances, instruments
and weapons; base metals and related products;
and animal and plant products, foods, drink and
tobacco contributing most to this growth. Exports
to non-EU countries went up 4.0 per cent over
this period, largely due to animal and plant prod-
ucts; food, drinks and tobacco; and machines,
vehicles, appliances, instruments and weapons.

The share of exports to EU countries increased
by 1.2 percentage points in 2013 in line with the
ongoing recovery in EU economies. A contrast-
ing trend was observed in the share of exports
to non-EU countries which started shrinking
since mid-2013. The share of Bulgaria’s exports
to the EU in total Community imports retained its
upward dynamics over the review period against
the background of the sustainable competitive
positions of Bulgarian exporters in international
markets.

In 2013 all major commodity groups in exports
excluding the group of mineral products and
fuels reported growth. Animal and plant prod-
ucts; food, drinks and tobacco; machines, vehi-
cles, appliances, instruments and weapons; and
chemical products, plastics and rubber contrib-
uted most significantly to this growth.

Exports of mineral products and fuels decreased
by 2.8 per cent in 2013. Over the period export-
ed volumes increased significantly while the
nominal decrease was entirely due to prices®. In
the second and third quarters of 2014 physical
volumes are expected to retain their key role for
the dynamics in the light of the slight increase in
the prices of energy resources.

The sustainable annual growth in exports of
machines, vehicles, appliances, instruments and
weapons continued at high rates in 2013 largely
due to higher exported volumes, while higher
export prices were of secondary importance43.
Over the projection horizon the export dynamics
of the group is expected to remain stable amid
strengthening external demand.

“2° According to the Balance of Payments, January 2014, p. 46.

* The quarterly export deflators for the machines, equip-
ment and transportation vehicles group under SITC were
used to estimate the price effect for 2013.

Exports by Commodity Groups,
January—-December 2013

m S Contribu-

million . Growth™,  tion*™*,

EUR  CMN9S" or cent percentage
points

Mineral products and fuels 40186 -1140 2.8 05

Machines, vehicles, appliances,

instruments and weapons 43572  496.3 12.9 2.4

Base metals and

related products 38684 29.5 0.8 0.1

Animal and plant products, food,

drinks and tobacco 40345 7229 21.8 35

Chemical products,

plastics and rubber 22245 1739 8.5 0.8

Wood products, paper, ceramics

and glass 987.1 338 3.6 0.2

Textiles, leather, clothing, foot-

wear and other consumer goods 27380 1155 4.4 0.6

Total exports 222282 1458.0 7.0

* Change on corresponding period of previous year, EUR million.
** Growth/contribution to total export growth over the period on an
annual basis.

Source: BNB.
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In 2013 exports of base metals and related
products rose slightly on 2012. The increase

of exports in the group was entirely due to
exported volumes, while prices in this group
went down over the review period“. International
prices will probably continue to have a dampen-
ing effect on export growth in this commodity
group in the second and third quarters of 2014.

Exports of the animal and plant products, food,
drinks and tobacco reported its strongest annual
rate of growth in 2013. Higher exports in the
group were entirely due to exported volumes,
while prices in the group went down, especially
in the second half of the year®.

Exports of chemicals, plastics and rubber
increased in 2013 mainly due to price rises™.
Over the projection horizon exports in the group
will probably continue to increase at rates close
to the current ones due to the expected moder-
ate dynamics of respective international prices.

In 2013 imports (cif) reported a slight increase
in nominal terms. Based on the System of
National Accounts (SNA) data for 2013 it may

be concluded that growth was attributable to

the increased volumes of imported output, while
import prices had a dampening effect on the
change in nominal imports. Imports of consumer
goods and imports of raw materials contributed to
the nominal growth of imports by use, while ener-
gy resources and investment goods had a down-
ward effect on the nominal volumes of imports.

The quarterly import dynamics of the raw materi-
als group was volatile exhibiting an increase

of 4.9 per cent in 2013. The assessment of the
price change effects in this group47 suggests
that growth reflected mostly the larger physical
volumes. If the recovery of domestic demand

“ According to the Balance of Payments of Bulgaria, Janu-
ary 2014, p. 46, for the non-ferrous metals subgroup and
using the quarterly export deflators for the cast iron and
steel group under SITC for 2013.

“ To estimate the price effect, see the respective quarterly
export deflators for the listed divisions in 2013 under SITC:
for cereals — the deflator of cereals and mill products; for
oil seeds and fruit — the deflator of oil seeds and fruit; for
tobacco and manufactured tobacco substitutes — the deflator
of tobacco and manufactured tobacco substitutes.

6 The quarterly export deflators for the chemicals and
chemical products group under SITC were used to estimate
the price effect in 2013.

" According to the Balance of Payments of Bulgaria,
January 2014, p. 46, and the respective quarterly import
deflators of the groups of foods and live animals, inedible
(crude) materials (excluding fuels), chemicals and chemical
products and manufactured goods classified chiefly by
materials under SITC for 2013.
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Net Imports of Commodity Groups By Use,
January-December 2013

Growth** Contribution**,

EuRinlian | Chenge percent  percentage points

Consumer goods 47687 361.6 8.2 1.4%
Raw materials 9163.4 397.7 45 1.6%
Investment goods 57701 -52.7 -0.9 -0.2%
Energy resources 6039.0 -382.2 -6.0 -1.5%
Imports, total (cif) 25 844.7 385.6 1.5

* Change on corresponding period of previous year, EUR million.
** Growth/contribution to total import growth over the period on an
annual basis.

Source: BNB.
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remains sustained and the effects of international
price changes are limited, we may expect that
the growth rate of imported raw materials will
slightly accelerate over the projection horizon.

Imports of consumer goods was of major impor-
tance in total import developments in 2013 and
the group reported sustainable quarterly dynam-
ics. Imports of consumer goods’ dynamics does
not correspond to consumption dynamics on
national accounts mainly due to the composi-
tion of imports. Weaker consumption was largely
attributable to the fall in consumer spending on
food while medicines and cosmetics and furniture
and home equipment contributed most to higher
imports of consumer goods. In the second and
third quarters of 2014 imports of consumer goods
will probably increase in line with the expected
improvement in private consumption.

Imports in the group of energy resources fell in
2013 due mainly to lower prices of imported ener-
gy resources™. In case the market expectations
of falling international crude oil prices materialise,
nominal imports of energy resources are likely to
contract further over the projection horizon.

In 2013 imports of investment goods went down.
The dynamics of the group was divergent in
both the first and second half of the year. In

the first half-year imports of investment goods
declined on the corresponding period of 2012
due to lower import prices49 and volumes. In the
second half-year imports of investment goods
increased at higher rates due to both higher
import prices and increased import volumes. In
case no essential changes in the international
prices of investment goods occur, in the first
and second quarters of 2014 their imports will
increase as a result of the recovery in invest-
ment activity in Bulgaria.

In 2013 imports from EU member states
increased by 3.6 per cent and those from coun-
tries outside the Union fell by 0.4 per cent.

8 According to the Balance of Payments, January 2014,
p. 46.

* The quarterly import deflators for the machines, equip-
ment and transportation vehicles group under SITC were
used to estimate the price effect in 2013.
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4. Inﬂation

In the first two months of 2014 the HICP rate of decline accelerated to -2.1 per cent on an annual basis
(-0.9 per cent at the end of 2013). The accelerated decline in the overall price level was largely the result
of the decrease in transport fuel and transport services prices and the cuts in some administratively con-
trolled prices. As of February 2014 almost all major commodity and services groups in the consumer bas-
ket reported a fall in prices on an annual basis, with administratively controlled prices, fuels and non-foods
(excluding fuels) reporting the most sizeable decrease.

In the second and third quarters of 2014 the rate of decline of the overall HICP is expected to gradually
moderate, reflecting mainly the lower negative contribution of controlled prices and the discontinuation

of the decline in food prices price decline. According to the March Survey of Business Developments in
Industry, Retail Trade and Services, managers prevailing expectations suggest that prices are to remain at
current levels, while customers reported a fall in inflation expectations over the last year.

Inflation
(per cent)

The downward trend in annual HICP observed
since the second half of 2013 intensified in
the first two months of 2014.%° By February the
annual decline in HICP came to -2.1 per cent,
and the average annual inflation was negative
(-0.3 per cent compared with 0.4 per cent in
2013).

0 "N
Realised lower than expected inflation in early R \/\
2014 reflects the impact of both domestic and 2 1
external factors. The ongoing decrease in oil -3
prices on international markets together with the

T N e S
2010 2011 2012 2013 201

—— Average annual inflation for the last 12 months

slight appreciation of the euro which led to a fall
in fuel prices played a decisive role for stronger
consumer price deflation in the first two months
of the year. In early 2014 new reductions in
some of the administered prices were approved
which were not taken into consideration in the
previous projection. The sizeable fall in transport
services prices resulting from the methodologi-
cal change in air fare reporting and the stronger
rate of decline in non-foods (excluding fuels)
added further to higher overall deflation.

In early 2014, as well as in 2013, the downward
dynamics of international food prices continued
to push down domestic food prices which are
heavily dependent on the international market
situation. Meanwhile, the weak dynamics of
household consumption and competition in the
trade sector further affected the firms’ behaviour
with regard to cost restraints amid stabilisation
or a slight decline in prices.

% The analysis in this section is based on NSI data on
HICP.

—— Inflation on the corresponding month of previous year

Source: NSI.
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ementary aggregates level in the consumer basket.

Sources: NSI, BNB calculations.
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As of February 2014 almost all major commod-
ity and services groups in the consumer basket
reported price declines on an annual basis, with
administratively controlled prices, transport fuels
and non-foods (excluding fuels) reporting the
most sizeable decrease.

The trend toward an increase in the share of
goods and services reporting an annual fall in
prices observed since the second half of the
previous year continued in the first two months
of 2014°", As of February the diffusion index cal-
culated as a share of the subindices reporting

a fall of over -0.1 per cent on the correspond-
ing period of 2013 came to 44.1 per cent. The
observed increase in the diffusion index on
mid-2013 reflected the higher number of sub-
groups reporting a fall in the prices of non-foods
(excluding fuels), services (excluding admin-
istratively controlled prices) and foods. At the
same time, the comparatively low growth rates
in sub-groups which recorded no declines on

an annual basis and had lower relative weight
are insufficient to offset the price declines in the
remaining groups. As a result the annual decline
in the overall HICP remained unchanged.

The strong impact of international prices on con-
sumer price changes in Bulgaria may be seen
through import and producer price dynamics.
According to national accounts data, the import
deflator of goods reported quarterly annual
declines throughout 2013 which totalled -4.5 per
cent. By sector of the SITC the deflators of most
major imported groups were characterised by a
downward dynamics in the previous year and in
the fourth quarter of 2014 an annual fall in defla-
tors was reported by imports of food, fuels and
other raw materials, as well as by manufactured
goods.

Lower international prices were reflected also in
the dynamics of the overall PPl on the domestic
market which continued to decline on an annual
basis and as of February 2014 reported a -2.5
per cent fall. The trend toward a higher annual
rate of decline was observed in intermediate
consumption goods while energy product prices
reported a lower rate of decline on end-2013.%

! Based on the four-digit COICOP (classification of indi-
vidual consumption by purpose) disaggregation of HICP by
country published by Eurostat.

%2 The Main Industrial Groupings classification was used
covering the following sectors: manufacture of intermediate
consumption goods, energy product production and water

Diffusion Index of Major Goods and Services Groups
(relative shares of declining HICP sub-indices on an annual basis)
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The moderate annual fall in producer prices of
non-durable consumer goods reflected mainly
the lower price dynamics in food production.
Meanwhile, the producer price index in invest-
ment products on the domestic market retained
its positive rate of growth in both 2013 and in
the first two months of 2014.

Firms’ labour costs and investment policy was
reflected in consumer price dynamics. Against
the backdrop of still limited household demand
and free production capacity firms remained
cautious about spending. According to short-
term statistics data on employment and labour
costs, 2013 saw moderate annual rate of
growth of the wage bill in the manufacturing
and services sectors. In 2013 total investment
in fixed capital in the economy remained close
to the 2012 level. In the second half of the
year firms’ investment activity in manufactur-
ing intensified®, which may be explained by
the observed improvements in the international
environment.

Household demand, which remained relatively
sluggish in 2013, also plays a key role in the
formation of consumer prices. According to the
national account data, in 2013 households’ final
consumption expenditure were lower compared
with the previous year. In the fourth quarter of
2013 food consumption contracted further (a
trend observed since end-2012) in contrast to
catering and non-food goods expenditure which
increased on an annual basis. The differences
in the degree of recovery of consumer demand
by economic sector allow firms to apply different
pricing and spending policy.

Turnover in retail trade, the latter serving as

a link between producer and end-use prices
for most consumer goods, signal recovery in
consumption by end-2013 and in early 2014.>*
Relatively high growth rates of turnover at con-
stant prices on an annual basis are observed
in non-food goods; computer and communica-
tion equipment, and home appliances, furniture
and other household goods contributing most

related activities, investment product manufacturing and
consumer goods production. Energy products are viewed as
production and distribution of electricity, heating and gas,
and water supply.

%3 According to preliminary NSI data on nominal expendi-
ture on acquisition of tangible fixed assets.

® For further details see Household Behaviour in the Eco-
nomic Activity section.

Annual Rates of Change in Producer Prices on the
Domestic Market by Major Industrial Groupings
(per cent)
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significantly to this. The corresponding prices of
these groups in the consumer basket reported a
decline, which is probably a sign of the stimulat-
ing effect of lower prices on households’ final
demand. The retail trade turnover dynamics cor-
responds also to the more optimistic household
sentiment about the purchase of durable goods®
in the following 12 months, registered in early
2014. At the same time, in the second half of
2013 real turnover growth on an annual basis
moderated in food, drinks and tobacco, as well
as in trade in non-specialised shops; prices
remaining unchanged or being slightly lower in
these groups. By the end of 2013 and in Janu-
ary 2014 trade in textile, clothing, footwear and
leather with relatively unchanged prices on an
annual basis also reported moderate turnover
growth rates, but from comparatively high levels.

Unprocessed food and in a lower degree pro-
cessed food contributed most to negative infla-
tion in food prices which came to -0.8 per cent
by February (compared with -0.3 per cent in
December 2013). Unprocessed food inflation
dynamics was underpinned mainly by the meat
and meat products, fruit and vegetables groups
which are strongly dependent on the changes in
import prices and on the quality of the harvest
in Bulgaria and in the region. The fall in pro-
cessed food prices came to -0.4 per cent large-
ly due to animal and vegetable oils and fats and
bread and cereals whose prices continued to
reflect the lower international prices of cereals,
fats and oils in the first months of 2014.

Since early 2014 transport fuel prices recorded
a decline on the corresponding period of the
previous year56 against the background of a
continued fall in oil prices in euro. In February
the annual rate of change in energy products
prices was -4.3 per cent (2.2 per cent as of
December 2013).

In the first two months of 2014 administratively
controlled prices still reported the highest nega-
tive contribution to overall inflation. The annual
rate of decline in this group accelerated on

the end of 2013 and in February 2014 stood

% Such as purchase of furniture, electrical/electronic
devices, etc.

% In the group of energy products (excluding the admin-
istratively controlled prices of energy, heating and central
gas supply) transport fuels occupy the largest relative
share; hence, their price developments determine the price
dynamics of energy products in general.

Rate of Change of Food Price Index
(per cent, on an annual basis)
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at -4.9 per cent (a negative contribution of

0.9 percentage point to overall inflation). The
more pronounced reduction in controlled prices
observed over the review period reflected the
third consecutive cut in the controlled price of
electricity for households (down 2.7 per cent as
of January) and the lower fees for visits to GPs
and other medical specialists who have conclud-
ed contracts with the National Health Insurance
Fund (down 28.6 per cent).

The 2013 trend toward a decrease in core inflation
continued in early 2014. As of February core infla-
tion on an annual basis was negative at -1.5 per
cent (-0.7 per cent decline at the end of 2013)
and contributed to the further fall in the overall
HICP. Core inflation dynamics reflected mainly

the sizeable deflation transport services and to a
lesser extent the higher annual rate of decline in
the prices of non-foods (excluding fuels).

Manufactured goods deflation which came

to -2.5 per cent in February (compared with
-2.1 per cent in December 2013), was still driv-
en largely by the lower durable goods prices.
Since early 2014 television equipment, household
appliances and automobiles reported stronger
price falls, and the prices of computer equip-
ment and furniture and furnishings continued to
decline. As of February the non-durables price
index reported a slight annual decline reflecting
mainly the lower clothing and footwear prices.

In early 2014 the group of services reported
annual deflation for the first time since 2010 which
came to -0.9 per cent. A key factor behind this
development was the methodological change in
air fare reporting. As a result, air fares reported

a fall in prices of around 12 per cent on an
annual basis as of February and the overall index
of transport services (excluding the administra-
tively controlled ones) went down by 7 per cent
respectively. Concurrently, passenger automobile
transport prices which reported lower inflation in
2013 due to the downward fuel price dynamics,
and marginal price falls by end-2013, continued
to report insignificant price declines in early 2014.
Dental services had a sizeable negative contribu-
tion to overall services inflation since early 2014,
owing to the cut in the user fees paid to dentists
having concluded contracts with the National
Health Insurance of 28.6 per cent as of January.
As food prices declined in early 2014, catering
services inflation retained its positive contribution

Core Inflation
(per cent, on an annual basis)
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to overall inflation, but continued to moderate,
while the prices of telecommunication services
products followed a long-term downward trend.

According to the Survey of Business Develop-
ments in Industry, Retail Trade and Services as

of March 2014, managers prevailing expectations
suggest that prices are to remain at current levels
in the following three months, while customers
reported a fall in inflation expectations for the fol-
lowing 12 months throughout 2013.°” At the same
time, the share of retail trade managers expect-
ing price decline slightly exceeds the share of
managers expecting price increases. Since the
end of 2013 these developments form different
selling price expectations in retail trade compared
with those in the manufacturing and services
sectors. These selling price expectations in retail
trade reflected the firms uncertainty related to
economic environment developments, weak con-
sumer demand and competition in the sector.
Competition, which was outlined by the managers
participating in the business survey as a factor
hampering the activity of the corporations, may
also be considered a factor curbing price rises.
The increase in the market shares of commercial
chains in the trade in food and the expansion of
the activity of the modern format of large com-
mercial centres contribute to stronger competition
in the trade sector. In addition to the downward
dynamics in international prices, competition also
had a dampening effect on consumer prices of
foods and non-foods (excluding fuels). Over the
recent years NSI surveys recorded a trend toward
intensified competition in the services sector.

In January 2014 the NSI consumer survey con-
tinued to report lower current inflation and infla-
tionary expectations estimates (a trend observed
since 2013), but with a smaller share of consum-
ers expecting a fall in consumer prices in the
following 12 months (0.4 per cent).

Inflation expectations for the following quarters
and the related uncertainty are presented in the
fan chart on the annual rate of change in the
HICP.*® In the second quarter of 2014 we expect
negative inflation (from -1.6 per cent to -0.7 per

5" Due to the small range of services covered by the
National Health Insurance Fund, dental services are not
treated as services with administratively controlled prices in
the consumer basket.

% For further details, see the Measurement and Presenta-
tion of Uncertainty in Forecasting Economic Indicators box,
Economic Review, 1/2012.
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cent) and in the third quarter it is expected to
vary between -1.1 per cent and 0.1 per cent.”®
The projected gradual moderation in the pace of
decline in the overall HICP will reflect mainly the
lower negative contribution of controlled prices
and the suspended fall in food prices.

The projection is based on an assumption for a
moderate annual fall in food prices on the inter-
national markets in the second quarter of 2014
(they are likely to increase on a quarterly basis),
followed by a slight increase in the second half
of the year. With a view to this assumption, we
expect that negative inflation in food prices in
Bulgaria will remain low in the first half of the
year and that a slight upward trend is likely

to follow. The oil prices in euro are expected

to increase slightly in the second quarter, and
then fall on both quarter-on-quarter and annual
basis. The contribution of core inflation to overall
inflation is likely to remain negative reflecting
indirect effects of lower food and fuel prices and
the sustained downward dynamics observed in
durable goods prices. There is a high degree

of uncertainty surrounding inflation dynamics in
transport services in the group of air transport.

In early 2014 administratively controlled prices
will retain their sizeable negative contribution to
overall HICP dynamics. The contribution of con-
trolled prices is expected to gradually decrease
throughout the year due to the base effect of
the sizeable declines in prices of electricity for
households in 2013.

Major risks to the projected overall inflation
dynamics in the second and third quarters of
2014 relate mainly to the uncertainty surround-
ing international food and oil price developments
and could be materialised both upwards and
downwards. Among internal factors inflation risks
stem from potential adjustments in administra-
tively controlled prices. A continued decline in
oil prices and international food prices, together
with a weakening or sluggish rate of con-

sumer demand may result in a sustained rate of
decline in overall HICP. Risks to the inflation out-
look for the second and third quarters of 2014
are assessed as balanced.

% Thus presented ranges of the expected annual rate of
inflation correspond to 40 per cent probability distribution
according to our expert forecast of the probability distribution
for the relevant quarter.
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colour couple of bands, the probability for the value to fall there
would be increased by 20 percentage points to reach 80 per cent.
The probability for the value to remain outside the coloured part of
the chart is 20 per cent based on the distribution chosen.

Source: BNB.
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Growth Rates of Major Goods and Services Groups Prices and Their Contribution to Accumulated Inflation

Inflation accumulated Inflation accumulated Annual inflation rate
as of February 2013 as of February 2014 as of February 2014
(December 2012 = 100) (December 2013 = 100) (December 2013 = 100)
Inflation (per cent) 0.4 -0.9 2.1
Inflation rate~ Contribution, Inflation rate  Contribution, Inflation rate  Contribution,
by group, percentage by group, percentage by group, percentage
per cent points per cent points per cent points
Foods 1.4 0.37 1.0 0.25 -0.8 -0.20
Processed foods 0.3 0.04 0.2 -0.03 0.4 -0.06
Unprocessed foods 3.6 0.33 3.1 0.28 -16 -0.14
Services -0.1 -0.02 -1.3 -0.32 -0.9 -0.21
Catering services 0.6 0.03 0.1 0.01 15 0.08
Transport services -15 -0.05 -8.6 -0.31 -7.0 -0.24
Telecommunication services 0.0 0.00 0.2 -0.01 0.9 -0.04
Other services 0.1 0.01 0.1 -0.01 0.0 0.00
Energy products 35 0.33 -3.0 -0.28 -4.3 -0.40
Transport fuels 3.8 0.33 -3.2 -0.28 4.2 -0.36
Industrial goods -1.1 -0.21 -15 -0.29 25 -0.47
Goods and services with administratively controlled prices* -0.4 -0.07 -15 -0.24 -4.9 -0.87
Tobacco products 0.1 0.00 0.1 0.00 0.9 0.04

* The index of goods and services with administratively controlled prices is calculated through weighting the relevant elementary aggregates in the
consumer basket.

Sources: NSI, BNB calculations.
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