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Summary

The improvement of global economic situation in early 2014 was sustained in the second quarter. Opti-
mism in expectations continued to increase in the USA, China and the euro area. In the beginning of
2014 world trade volumes continued to rise on an annual basis. Over the second quarter global infla-
tion continued to slow down on an annual basis, driven by the weak dynamics of major commodity
and energy product prices in international markets. Based on leading economic indicators and positive
world trade developments, global economic activity is expected to increase gradually over the third
and fourth quarters of 2014, with developed economies contributing most significantly to this growth.

In the second quarter of 2014 oil prices in US dollars picked up on an annual basis due to concerns
about falls in oil supplies as a result of the conflicts in Iraqg, Libya and Ukraine. On the other hand,
the increase in euro oil prices was significantly lower due to the euro appreciation against the US
dollar. Market expectations for the third and fourth quarters show a decrease in the oil price. Projec-
tions by the International Energy Agency point to increasing oil demand over the second half of the
year, though at a rate lower than that of the supply growth rate. Between April and June 2014 inter-
national euro prices of most commodity groups continued to decline. In the second half of the year
rates of decline in international euro prices are expected to slow down with divergent developments
observed in individual groups. Metal prices will continue to fall, stabilising even at the end of 2014,
while food prices are expected to increase.

Between January and May 2014 Bulgarian foreign trade balance flow dynamics was mainly driven by
international price declines and domestic demand growth. These factors contributed to the increase

in the trade deficit and an annual decline in the BOP current and capital account surplus. Financial
account developments reflected mainly the lower outflows of banks. If the slowdown in the decline
rates of international euro prices materialises during the second half of 2014 and the external demand
strengthens, a slow recovery may be expected in the nominal export growth. In case the import
growth rate, reflecting domestic demand dynamics, also accelerates, a lower year-on-year positive
balance is expected on the current and capital account over the third and fourth quarters.

The retained high household savings rate continued to boost attracted funds in the banking system
between January and June 2014 which contributed to the maintenance of high bank liquidity. Growth
rates of overnight deposits and those redeemable at notice of up to three months remained high in
the first half of the year, unlike deposits with an agreed maturity which continued to decline. Between
January and May banks used a significant portion of their liquidity to increase foreign assets, to invest
in Bulgarian government securities, to boost claims on the non-government sector and to cut, though
to a lesser extent, their foreign liabilities. By the end of June banks’ foreign assets declined compared
to the end of May and the Bulgarian government securities share increased in bank portfolios. The
annual growth rate of claims on the non-government sector began to accelerate in February to reach
2.4 per cent in June, reflecting the increased lending to non-financial corporations coupled with a
slight rise in household loans.

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 in the third and
fourth quarters of 2014. The expected decline in euro area money market interest rates is likely to
encourage banks to seek investment solutions in the domestic market. In the third and fourth quarters
of 2014 deposit rates may further decline which will be mainly driven by the high banking system
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liquidity, lower money market rates in the euro area and comparatively weak demand for bank credit.
Lending rates are expected to hover around the attained levels.

In the first quarter of 2014 economic activity increased on a quarterly basis reflecting mainly stronger
growth in domestic demand and increased inventories. Private consumption went up, investment
activity also increased, with government investment contributing substantially to this effect. Industry
contributed most to economic activity growth, with a value added increase attributable to a large
degree to higher inventories. Firms remained cautious in hiring staff due to still uncertain economic
environment. In the first quarter of 2014 total employment remained at levels close to those reported
in the fourth quarter of 2013, posting a slight increase on a quarterly basis. The Labour Force Survey
seasonally adjusted data show that in the first quarter of 2014 the unemployment level slightly
decreased reaching 12.4 per cent.

The continuous economic recovery observed in our major trading partners and enhanced external
demand are expected to have a positive impact on growth of exports of goods and services and on
economic activity in Bulgaria from the second quarter of 2014 onwards. As a result, net exports are
anticipated to contribute positively to the quarterly growth of real GDP until the end of 2014. In the
third and fourth quarters domestic demand is expected to remain close to the level of the first half of
the year. Risks to the outlook for economic activity stem mainly from external environment effects on
Bulgaria’'s economy reflecting both the situation in the euro area and the EU as a whole and increased
geopolitical tensions in Ukraine and Russia. Another source of uncertainty to our projections relates to
ongoing price processes as the continuing deflation may prompt a decline in firms’ profits which will
deteriorate their expectations and limit investments. The placement of Corporate Commercial Bank, the
fourth largest bank in Bulgaria, under special supervision will have a negative impact on the economic
activity of firms and households which are customers of the bank. Increased political uncertainty
surrounding early parliamentary elections in October may also have a negative effect on expectations,
sentiment and behaviour of economic agents.

In the first five months of 2014 Bulgaria’s budget position deteriorated on the corresponding period

of 2013 impacted by slower growth rates of tax revenue which was not offset by constraining budget
expenditure by the government. As a result of accelerated investment expenditure and maintained
high growth rates of social payments, the government fiscal policy continued to have a positive effect
on total investment and household disposable income. In the first quarter of 2014 the contribution of
government consumption to GDP growth also increased. Obviously, the consolidated fiscal programme
deficit of 1.8 per cent of GDP for 2014 is less likely to be realised given the weaker tax revenue
implementation and the higher health insurance payment costs. The contribution of government
consumption to GDP growth is likely to decrease in the second half of the year.

In the first half of 2014 the still negative annual HICP inflation rate decelerated to -1.8 per cent

(-0.9 per cent at the end of 2013). In the January—June 2014 period deflation continued to spread
across a broader range of goods and services included in the consumer basket — a trend observed
since the second half of 2013. Deepening deflation was largely driven by the fall in the prices of
transport fuels, food and services reflecting mainly lower international prices and some specific factors
related to certain groups of services. The lower negative contribution of administratively controlled
prices in March limited the rate of decline of the overall HICP. The downward trend in core inflation,
which developed in 2013, continued in 2014, and as of June the negative core inflation was largely
driven by the decelerating services inflation and, to a lesser extent, by the accelerating annual rate of
decline in the prices of non-food items (excluding fuels).

In the third and fourth quarters of 2014 inflation is expected to remain negative and the rates of
decline in consumer prices are likely to gradually moderate. The further reduction in the negative
contribution of administratively controlled prices, together with the end of the fall in food prices and
the lower negative contribution of core inflation in the second half of 2014 will be the main factors
behind the waning deflationary processes. Major risks to the projected overall inflation dynamics in the
second half of 2014 relate to international food and oil price developments.
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1 . External Environment

The improvement of global economic situation in early 2014 was sustained in the second quarter. Improved
expectations continued to be observed in the USA, China and the euro area. Between January and April
2014 world trade volumes continued to rise on an annual basis. Based on leading economic indicators

and positive world trade developments, global economic activity is expected to increase gradually over the
third and fourth quarters of 2014, with developed economies contributing most significantly to this growth.
Over the second quarter global inflation continued to slow down on an annual basis, driven by the weak
dynamics of the prices of major commodity groups on international markets.

Current Business Situation

Global PMI continued to rise in the second
quarter of 2014. Expectations about the devel-
opment in the services sector improved most
sizeably, with expectations of new business and
higher employment contributing most to this.
Improved expectations in the manufacturing
sector were mainly driven by expectations of
lower input prices and new orders.

Developments in economic indicators show
differences across regions. The United States
contributed most to the increased expecta-
tions about the global indexes of the services
and of manufacturing sector, while in the euro
area the rate of improvement of the expecta-
tions about the economic activity started to
moderate. Expectations in the Chinese manu-
facturing sector improved slightly, showing the
optimism of the business stemming from the
economic growth stimulus measures initiated by
the government.

In the January—April 2014 period world trade
volumes continued to increase on an annual
basis, with US foreign trade growth further
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 third and fourth quarters of 2014, with
developed economies contributing most signifi-
cantly to this growth.

In the April to June 2014 period global inflation
continued to slow down on an annual basis,

Global PMI
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with developed economies contributing most to
this. The weak dynamics of major commodity
and energy product prices in international
markets was an important factor behind the
moderation.

Euro Area

In the first quarter of 2014 real GDP in the euro
area grew by 0.9 per cent on an annual basis
against 0.5 per cent in the previous quarter.1
Data suggest significant differences across
countries. Economic growth in Germany came
to 2.3 per cent (from 1.4 per cent in the fourth
quarter of 2013), while in France it remained
unchanged at 0.7 per cent. For the first time in
the last two years Spain reported 0.5 per cent
growth (a 0.2 per cent decline in the previous
quarter) and ltaly saw a decline in the GDP

of 0.5 per cent (-0.9 per cent in the previous
quarter). Cyprus reported the largest GDP fall:
-4.1 per cent.

On a quarterly basis, euro area real GDP
increased by 0.2 per cent in the first quarter

of 2014 against 0.3 per cent growth in the
previous quarter. GDP components with posi-
tive contributions to growth were inventories (0.2
percentage points), investment (0.1 percentage
point) and household and government consump-
tion (0.1 percentage point each). Net exports
had a negative contribution of 0.2 percentage
points. On a quarterly basis, GDP declined

in Estonia (-0.7 per cent), ltaly (-0.1 per

cent), Cyprus (-0.7 per cent), the Nether-

lands (-1.4 per cent), Portugal (-0.7 per cent),
Slovenia (-0.3 per cent) and Finland (-0.4 per
cent).?

Leading economic indicators reported a slight
decline, with the EC economic sentiment index
for the euro area going down to 102 in June,
from 102.6 in May, and the business climate
indicator came to 0.22, from 0.36 in May. The
EC consumer confidence index in the euro area
also declined to -7.5 in June, from -7.1 in May.
Euro area PMIs decreased slightly but remained
above the neutral level of 50 suggesting expec-
tations of positive dynamics of economic activity.
In June the composite PMI was 52.8 (53.5 in

! Eurostat data.
2 Data on Greece are not available.

Inflation Measured through CPI

(per cent, annual rate of change, seasonally adjusted data)
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Bank Member States classified by the World Bank as developing and
developed countries.

Source: World Bank.
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May) and manufacturing and services PMls Manufacturing and Services PMIs
stood at 51.8 and 52.8 respectively (against 60
52.2 and 53.2 in May).

Euro area economic indicator analysis gives B

grounds to expect weak economic growth in the L N
euro area by end-2014. According to the latest ? v

ECB forecasts of June 2014, GDP growth will . W
range between 0.6 and 1.4 per cent in 2014

(previous forecast: between 0.8 and 1.6 per

40\\\\\\\\\\\‘\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\‘\\\\\

cent) and between 0.6 and 2.8 per cent in 2015 2010 2011 2012 2013 2014
(previous forecast: between 0.4 and 2.6 per ——  Composite PMI
. . —— PMI of manufacturing
cent). According to the European Commis- PMI of sorvices
sion’s Spring Economic Forecast, euro area Source: Markit.

GDP is expected to grow 1.2 per cent in 2014
(unchanged from the EC’s Winter Forecast) and
1.7 per cent in 2015 (1.8 per cent from the

previous EC report). Euro Area Inflation Rate

Euro area annual inflation held steady at the (per cent, on an annual basis)
3.5

0.5 per cent level reported in the previous

month. The annual HICP rose by 0.1 per cent >0

vis-a-vis a 0.1 per cent decline in May. The 2o

major factors behind maintaining low inflation in 20

June were the lower prices of food and indus- 15

trial goods (excluding energy products) and the 10

slight rise in the prices of energy and services. 05

Euro area core inflation came to 0.8 per cent on 1
an annual basis compared with 0.7 per cent in 2010 2011 2012 2013 2014
M ay. — Consumer inflation

= |Inflation (excluding price changes in energy, food,
X X X alcohol and tobacco products)

In June negative annual inflation was recorded
in Greece (-1.5 per cent), Portugal (-0.2 per
cent and Slovakia (-0.1 per cent). Annual infla-
tion was very low in the Netherlands and ltaly:
0.3 and 0.2 per cent respectively, and remained
unchanged in Spain and Cyprus. Inflation was
highest in Austria® (1.7 per cent), Luxembourg
(1.2 per cent) and Finland (1.1 per cent). In
June annual inflation accelerated to 1.0 per cent
in Germany, from 0.6 per cent in May, while

in France it decelerated to 0.6 per cent, from
0.8 per cent in May.

Source: Eurostat.

According to the ECB projections of early June
2014, euro area inflation is estimated at 0.7 per
cent for 2014 (previous forecast: 1 per cent)
and 1.1 per cent in 2015 (previous forecast:
1.3 per cent). In its spring forecast, the Euro-
pean Commission said euro area inflation is
expected to be 0.8 per cent in 2014 (1 per

5 Preliminary data.
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cent in the Commission’s Winter Forecast)
and 1.2 per cent in 2015 (1.3 per cent in the
previous EC report).

Euro area labour market showed some signs
of improvement. Data on the first quarter of
2014 show that employment in the euro area
increased by 0.2 per cent compared with the
decline of 0.4 per cent in the fourth quarter of
2013. This was the first employment growth in
the region reported for the last two years.

Unemployment declined slightly to 11.6 per
cent in May, from 11.8 per cent in the start of
the year. The highest unemployment rate was
recorded in Greece” (26.8 per cent), Spain
(25.1 per cent) and Cyprus (15.3 per cent), but
in all three countries this rate declined. Austria
and Germany still reported the lowest values at
4.7 and 5.1 per cent, respectively.

The indicator of the expected unemployment
rate in the following twelve months, included

in the EC consumer confidence index, showed
divergent dynamics in the second quarter and
in June it rose to 16.2, from 15.1 in May but
was below the April level of 18.4. The sub-index
came to 16.6 in the second quarter, from 23.8
in the first one. This fall suggests improved
consumer expectations concerning labour
market developments.

In the first quarter of 2014 unit labour costs
increased by 0.5 per cent on an annual basis
(0.7 per cent in the previous quarter). Over the
same period compensation per employee picked
up by 1.3 per cent on an annual basis (against
1.6 per cent) and labour productivity by 0.8 per
cent on an annual basis (against 0.9 per cent).

At its meeting of 5 June, the ECB decided to
cut the benchmark interest rates in the money
market, as follows: the main refinancing rate by
-10 basis point to 0.15 per cent, the rate on the
marginal lending facility by -35 basis points to
0.40 per cent and that on the deposit facility
by -10 basis point to -0.10 per cent. The ECB
underlined that the interest rates will remain

at these levels for an extended period of time
and, if necessary, they will use further monetary
stimuli.

* The latest available data refer to March 2014.
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The ECB clarified that the negative interest rate
on the deposit facility will be applied to: (i)
banks’ average reserve holdings in excess of
the minimum reserve requirements; (ii) general
government deposits held with the Eurosystem
that exceed certain thresholds; (iii) Eurosystem
reserve management services accounts if not
currently remunerated; (iv) participants’ account
balances in TARGET2; (v) non-Eurosystem NCB
balances (overnight deposits) held in TARGET2;
and (vi) other accounts held by third parties
with Eurosystem central banks when stipulated
that they are not currently remunerated or are
remunerated at the deposit facility rate.

Apart from lowering the benchmark interest
rates, the ECB adopted an additional monetary
stimuli package. The ECB decided that by June
2016 it will conduct a series of targeted longer-
term refinancing operations (TLTROs) aimed

at improving bank lending to the euro area
non-financial private sector, excluding loans to
households for house purchase. In the TLTROs
in September and December 2014, the coun-
terparties will be entitled to borrow an amount
that cumulatively does not exceed 7 per cent
of the total amount of the aforementioned loans
to the euro area non-financial private sector
outstanding on 30 April 2014. The ECB expects
that some EUR 400 billion will be alloted at the
first two operations. An option for early repay-
ment of the amounts is provided for 24 months
after each TLTRO at a six-monthly frequency.

During the period from March 2015 to June
2016, all counterparties will be able to borrow
additional amounts. These additional amounts
can cumulatively reach up to three times each
bank’s net lending provided between 30 April
2014 and the respective allotment reference
date in excess of a specified benchmark. Coun-
terparties that have borrowed under the TLTROs
in the period from 1 May 2014 to 30 April 2016
and whose net lending is below the bench-
mark will be required to pay back borrowings

in September 2016. All operations will mature

in September 2018 and the interest rate is
equal to that on the main refinancing operations
(MROs) at the time of take-up, plus a spread of
10 basis points.

External Environment



To enhance the monetary policy transmis-

sion to the real economy, the ECB considers
also purchasing simple and transparent asset-
backed securities (ABS) with underlying assets
consisting of claims against the euro area
non-financial private sector. To this end, the
ECB decided to step up preparations for direct
purchases of ABS.

In addition to the above decisions, the full allot-
ment of liquidity on main and three-month refi-
nancing operations will continue at least until
December 2016. The interest rate on main refi-
nancing operations was kept fixed and that on
three-month refinancing operations will be the
average interest rate on main refinancing opera-
tions for the period. Furthermore, it was decided
to extend the existing eligibility of additional
assets as collateral (credit claims) at least until
September 2018.

Another decision taken at this meeting was

to suspend the weekly fine-tuning operations
sterilising the liquidity injected under the Secu-
rities Markets Programme (SMP) in order to
ensure additional liquidity in the banking system
and lower the volatility of EONIA before the
conduct of the first TLTRO in September. As at
13 June the outstanding amount under the SMP
was EUR 162.7 billion. It was decided also to
discontinue the one-month Special-Term Refi-
nancing Operations. The weekly operations for
time deposits and the one-month refinancing
operations are discontinued as of 10 June 2014.

At its meeting of 3 July, the ECB decided to
leave the interest rates unchanged and on
further technical details of targeted longer-term
refinancing operations (TLTROs).

The EONIA reference overnight interest moved
within a broad interval of 0.10 and 0.47 per
cent before the June meeting of the ECB
Governing Council, and the average quarterly
value prior this meeting was 0.25 per cent
(compared with 0.17 per cent in the first quarter
of 2014). After the monetary policy meeting of
the ECB of 5 June, EONIA declined gradually,
reaching 0.03 per cent at the end of June.

The high EONIA volatility prior to the 5th June
meeting of the ECB was due to the sizeable
fluctuations in the amount of excess liquidity
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over the said period (between EUR 70 billion
and EUR 179 billion), which signals continued
fragmentation in the money market.

EURIBOR interest on interbank market deposits
followed an upward dynamics until mid-May,
before reverting. On 30 June 2014 one-month
interest rates reached 0.10 per cent (-14 basis
points on end-March 2014), and those with
maturities of six and twelve months came to
0.30 per cent (-12 basis points on end-March)
and 0.49 per cent (-10 basis points on end-
March) respectively. Credit and liquidity risk
premia measured by the spread between
EURIBOR and OIS reported different but almost
insignificant changes. Risk premia in the three-
and six-month segments ended the period at
a level of 15 basis points (unchanged on end-
March) and 25 basis points (-1 basis point on
end-March).

As at 30 June 2014 market expectations derived
from the prices of three-month EURIBOR futures
contracts pointed to a retention of the reference
interest rate at 0.15 per cent until the end of
2015.

The United States

In the first quarter of 2014 economic growth in
the USA slowed down to 1.5 per cent on an
annual basis, from 2.6 per cent in the fourth
quarter and 2 per cent in the third quarter of
2013. The first quarter of 2014 saw a quarter-
on-quarter decline of 0.7 per cent against an
increase of 0.7 per cent in the previous quarter.
This was largely due to temporary factors, such
as the severe winter which was reflected in the
sizeable negative contribution of the change in
inventories to quarter-on-quarter GDP growth of
0.42 percentage points. In the first quarter of
2014 net exports, business investment, housing
investment and government consumption of
individual states and local authorities were also
among the components of final consumption
with negative contributions. Household consump-
tion and federal government consumption and
investment were the only ones to report positive
contributions.

In the second quarter of 2014 there were vola-
tile but mainly positive changes in US leading
economic activity indicators, which confirmed
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that the fall in the first quarter will not last long
and the economic growth will accelerate in the
following quarters.

Consumer confidence measured by the University
of Michigan consumer confidence index increased
from 81.9 percentage points in May to 82.5
percentage points in June but remained below

its April level of 84.1 percentage points. Over the
second quarter the Conference Board Consumer
Confidence Index also displayed a volatile devel-
opment, increasing significantly in June.

The volatile development of consumer confi-
dence indicators over the second quarter corre-
sponded to the data on the monthly growth rate
of consumer expenditure and retail sales in the
USA. After the March rise in individual consumer
expenditure of 0.8 per cent on a monthly basis,
it reported nil growth in April and 0.2 per cent
in May. In June retail sales went up 0.2 per
cent on a monthly basis against an increase of
0.5 per cent in May. Their annual growth rate
slowed down insignificantly to 4.3 per cent in

June, from 4.6 per cent in May. US Manufacturing and Services ISM-PMIs

In the first quarter of 2014 manufacturing and and GDP Growth (Quarterly)
services indicators reported mainly upward
dynamics. After reaching 54.9 percentage

(per cent)
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Over the review quarter US housing market
recovery was slower compared with that

in the other sectors. The S&P/CaseShiller
20-City Composite House Price Index moder-
ated to 10.8 per cent in April, from 12.4 per
cent in March and 12.9 per cent in February
but remained relatively high. Employment in
construction increased further in the second
quarter of 2014. In June the National Asso-
ciation of Home Builders (NAHB) index went
up to 49 points, from 45 in May and 46 in
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the previous quarter, but remained below the

50 percentage point threshold suggesting that
respondent home builders still do not qualify

sales conditions as favourable.

The annual inflation rate measured by the
personal consumption expenditure deflator
(PCE) increased to 1.8 per cent in May, from
1.6 per cent in the previous month. In April the
annual growth rate of the core PCE price index
(excluding food and energy prices) increased
slightly to 1.5 per cent on 1.4 per cent in April.

The consumer price index — the other measure
of the US inflation — went up to 2.1 per cent in
May, from 2 per cent in April and 1.5 per cent in
March. The annual growth rate of the core PCE
price index accelerated to 1.9 per cent, from

1.8 per cent in April and 1.6 per cent in March.

The expectations of consumer price inflation in
the period of one to five years, a component of
the University of Michigan consumer confidence
index, remained relatively stable in the second
quarter of 2014. In June 2014 short-term infla-
tion expectations slowed down to 3.1 per cent
against 3.3 per cent in May, while long-term infla-
tion expectations increased somewhat to 2.9 per
cent against 2.8 per cent in May. In the following
two quarters inflation in the USA is expected to
remain close to 2 per cent on an annual basis.

The positive dynamics on the US labour market
continued in the second quarter of 2014. In

June the US unemployment rate dropped by

0.6 percentage points, from 6.7 per cent at the
end of the first quarter to 6.1 per cent, the lowest
value since September 2008. The number of
employed in the US non-agricultural sector rose
by 288,000 compared to 224,000 in May and
304,000 in April. Employment growth in this sector
accelerated to an average of 272,000 jobs per
month: up from 190,000 in the first quarter.

At its meeting of 17-18 June, the Federal Open
Market Committee (FOMC) decided to continue
to cut the monthly asset purchases under

the Federal Reserve Third round of quantita-
tive easing (QE3) by another USD 10 billion to
USD 35 billion per month as of 1 July 2014,
After the fifth consecutive reduction, the amount
of purchased government bonds will reach
USD 20 billion (previous value: USD 25 billion)
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and that of purchased mortgage-backed securi-
ties was USD 15 billion (previous value: USD 20
billion). The members of the Committee decided
also to continue investing the receipts of maturing
US government securities of the US Federal
Reserve balance sheet again in US government
securities, as well as to reinvest the revenue

from government-sponsored agencies’ unsecured
and mortgage bonds available in the US Federal
Reserve balance sheet in new mortgage bonds.

The target range for the federal funds rate was
kept at 0 to 0.25 per cent. FOMC representa-
tives maintained their position about the addi-
tional monetary stimulus. In the statement of the
meeting, the forward guidance of March was
confirmed according to which the adequacy of
the measures would be estimated based on ‘a
wide range of information, including measures
of labour market conditions, indicators of infla-
tion pressures and inflation expectations, and
readings on financial developments’ in the USA.
In addition, the Committee members anticipate
that the economic developments in the USA will
justify the lower than the ‘normal’ and long-term
rates target range for the federal funds for a
‘considerable time’ even if the levels of unem-
ployment and inflation rates are consistent with
the Federal Reserve’s objectives.

China

In the second quarter Chinese authorities under-
took a series of small but targeted economic
stimulus measures to tackle the economic slow-
down. At the same time, the initiatives aimed

at gradual but urgent reforms in key areas,
such as convertibility of the national currency
and liberalisation of financial services have
continued. In June the minimum reserve require-
ment ratio was reduced for some financial
institutions,® crediting the agricultural sector and
small and medium-sized enterprises (SMEs).

In early April the government announced a
package of initiatives, including investment in
railway transport and residential property and
tax relief for the small businesses.

The World Bank revised downwards its forecast
for the Chinese economy in 2014 to 7.6 per

® Industrial Bank, Minsheng Bank and Merchants Bank.
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cent and claimed that it could slow down to
7.5 per cent in 2015. In June the International
Monetary Fund also announced its revised
forecast according to which growth in China is
expected to come to 7.5 per cent in 2014 and
around 7.0 per cent in 2015.

In the first quarter of 2014 year-on-year GDP
growth in China slowed to 7.4 per cent — a
figure slightly above but close to the expected
7.3 per cent year-on-year growth. In the second
quarter year-on-year GDP growth slightly accel-
erated to 7.5 per cent which was above but
close to the expected 7.4 per cent year-on-year
growth. The latest figures show stabilisation of
the rate of economic growth due to investment,
lending and exports. Economic activity dynamics
shows that the selective stimulus package of the
government gives moderate but sufficient results
in order to stop the slowdown observed in the
recent quarters and to reach the set target of
7.5 per cent economic growth in 2014. Data
point to quarter-on-quarter growth of 2.0 per
cent in the second quarter, from 1.4 per cent in
the first one.

Manufacturing PMIs tended upwards in the
second quarter. In June manufacturing PMI
went up to 51.0, from 50.8 in May and 50.4 in
April. The developments in individual compo-
nents show that this was mainly due to new and
export orders. The manufacturing output sub-
index improved to 53.0, from 52.8 in May.

Industrial production rose 9.2 per cent year on
year in June, topping the 9 per cent estimate,
and 8.8 per cent in May. This was in line with
government measures aimed at accelerating
infrastructure projects and stabilisation of the
exports growth rate.

In May inflation in China went up to 2.5 per
cent on an annual basis compared with 1.8 per
cent in April and 2.4 per cent in March. Food
prices rose 4.1 per cent in May from a year
earlier, quickening from April's 2.3 per cent rise.
Non-food prices also reported a slight increase
on an annual basis, form 1.6 per cent in April
to 1.7 per cent in May.

The annual producer price inflation slowed its
negative trend and annual producer prices
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went down -1.4 per cent on an annual basis
compared with -2.0 per cent in April

In June housing price growth rates in China
moderated to 4.3 per cent on an annual basis,
from 5.6 per cent in May and 6.7 per cent in
April. The month-on-month decline in June was
-0.5 per cent, from -0.1 per cent in May. These
trends reflected the moderately restrictive policy
in lending in the first months of the year and the
overall level of indebtedness in the economy.

The Chinese National Bank continued to
manage more actively liquidity in the interbank
market mainly by providing additional liquidity

in order to cut interbank interest rates in the
second quarter of 2014. The growth rate of M2
monetary aggregate accelerated to 14.7 per
cent on an annual basis in June, from 13.4 per
cent in May and 13.2 per cent in April. Despite
the great volatility of credit data on a monthly
basis, the trend reveals primarily a gradual
increase in bank lending in the period April-May
2014. In June this trend was reversed, with non-
bank lending outstripping bank lending.

In April and May the central bank of China cut
further the exchange rate of domestic currency
against the US dollar, thereby providing a
partial stimulus to boost exports. In June the
renminbi exchange rate started to appreciate
against the dollar.

In the second quarter China’s trade surplus
stabilised at USD 31.6 billion in June, after
increasing of USD 35.9 billion in May (USD 18.5
billion in April). Imports and exports increased
despite the sizeable annual base effect of the
trade with Hong Kong in 2013 (the so-called
‘fake invoices’®). Exports reported year-on-year
growth of 7.1 per cent in June, following the
7.0 per cent year-on-year growth in May and
the slight growth of 0.9 per cent in April. Trade
with Europe, the USA and the ASEAN coun-
tries contributed most to this growth despite the
Hong Kong base effect.

Imports rose 5.6 per cent on an annual basis,
after the May decline of -1.6 per cent and the
April increase of 0.8 per cent.

6 A scheme to circumvent the restrictions on cross-border
capital flows, which provides for arbitrage between global
and local interest rates.
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International Commodity Prices

Crude Oil

In April 2014 Brent crude oil prices continued
to fluctuate around USD 108 per barrel, a

trend observed since early 2014. A more size-
able rise in oil prices was observed since May
2014 and by end-June it was traded at around
USD 112.3 per barrel (EUR 82.1 per barrel).
The oil price increase reflected mainly concerns
about possible oil supply losses related to the
conflicts in Iraqg, Libya and Ukraine. On an
annual basis, USD crude oil prices picked up
6.6 per cent over the second quarter of 2014,
while the increase in crude oil prices in euro
was less pronounced (1.6 per cent) reflecting
mainly the 4.9 per cent appreciation of the euro
against the US dollar.

According to the International Energy Agency
(IEA) forecast of July 2014, global demand for
crude oil is expected to rise on an annual basis
in the third and fourth quarters of 2014, but

will not exceed the growth in supply, which will
be driven mainly by non-OPEC countries. The
IEA takes into account that the fall in Libyan ail
production was offset by the raised oil produc-
tion in Saudi Arabia, but if the conflict in Iraq,
the second largest OPEC oil producer, intensi-
fies, this will have a strong impact on oil prices.

However, market expectations seen through
futures prices point to a decrease in the Brent
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crude oil price over the third and fourth quarters
of 2014. In June Brent crude oil futures prices
for the following 12 months were within the
range of USD 100-110 per barrel: higher than
projected in March, probably due to concerns
about the oil supplies from Irag and Libya.

Major Raw Material and Food Prices

In the second quarter of 2014 international euro
prices of most commodity groups continued to
decline. The price index for metals published
by the ECB showed that the price in euro went
down 9.6 per cent in the April-June period
and that in US dollars by 5.1 per cent. Copper
prices in both US dollars and euro decreased,
with that in euro falling 9.5 per cent on an
annual basis. These developments were mainly
driven by the expectations of economic growth
slowdown in China where around 40 per cent
of world copper production is consumed. The
overall index in euro of non-ferrous metal prices
went down 3.8 per cent on an annual basis
between April and June 2014. The price of
nickel reported the most sizeable increase on
an annual basis, due to the banned exports
from Indonesia which is the largest producer
of this raw material, as well as the closure of
production capacities in New Caledonia. The
threat of sanctions against Russia, the second
largest producer of nickel in the world, posed
further upward price pressures. The price of
iron in euro fell on an annual basis due to the
weaker demand from China and the increased
supply of this raw material.

Market expectations for metal prices in euro
point to a moderate decline on an annual
basis in the third quarter and stabilisation in
the fourth quarter of 2014. The weak demand
from China and the high global supply will be
the main factors behind this dynamics in the
third quarter. The price may be pushed up

by enhanced economic activity in China and
uncertainty surrounding supplies of metals by
large exporters, such as Russia and Indonesia.
Risks of a possible decrease in prices reflect
the insufficient demand against the backdrop
of continuous moderation of China’s economic
growth.
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In the April to June 2014 period, the overall
food price index went up 3.8 per cent in US
dollars, while the price in euro reported a slight
decline. Price dynamics varied significantly
across individual groups. Meat and beverages
reported the most sizeable increase. The price
of meat went up largely due to the contagious
pig disease in the USA, which according to IMF
data’ crushed around 10 per cent of the pigs.
The prices of coffee and oranges also went up
due to the drought in Brazil. Between April and
June 2014 the price of cereals and wheat fell
on an annual basis, after rising somewhat in the
first quarter of 2014. This is due to the expecta-
tions of good harvest and high stocks of these
goods.®

Our expectations for the third and fourth quar-
ters of 2014 point to a rise in the harmonised
index of food prices, with divergent dynamics
across individual groups of goods. The main
risk to the projection relates to the weather
conditions, but currently the agricultural season
is well under way and it seems there are no
serious risks to the harvest.

If market expectations for metal and food prices
and for a decrease in crude oil prices mate-
rialise, the terms of trade in Bulgaria would
improve, contributing to the higher nominal
growth of exports vis-a-vis imports.

7 IMF: Commodity Market Monthly, 11 June 2014.
® FAO: Food Outlook, May 2014.

Price Indices of Major Raw Material and Commodity
Groups
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2. Financial Flows, Money and Credit

Between January and May 2014 foreign trade balance flow dynamics was mainly driven by international
price declines and domestic demand growth. These factors contributed to the increase in the trade bal-
ance deficit and an annual decline in the BOP current and capital account surplus. If the slowdown in

the decline rates of international euro prices materialises during the second half of 2014 and the external
demand strengthens, a slow recovery may be expected in the nominal export growth. In case the import
growth rate, reflecting domestic demand dynamics, also accelerates, a lower year-on-year positive balance
is expected on the current and capital account over the third and fourth quarters.

Financial account flow developments reflected mainly the lower outflows of banks. Between January and May
banks used a significant portion of their liquidity to increase foreign assets, to invest in Bulgarian government
securities, to boost claims on the non-government sector and to cut, though to a lesser extent, their foreign
liabilities. By the end of June foreign bank assets declined compared to May and government securities
increased. Attracted funds in the banking system continued to grow at high rates, reflecting the still high sav-
ings rate in the economy.

A baseline scenario shows that the growth rates of currency in circulation and broad money are expected
to gradually slow down during the third and fourth quarters of 2014.

According to balance of payments data, the External Cash Flows in Foreign Currency
annual fall in Bulgaria’s international reserves (EUR million)
was EUR 797.5 million in May 2014 (excluding Erimel fane 2013 '%igef '%ﬂef
valuation adjustments and price revaluation) and ,
. . . Total for the period -429 -1249 -530
was due to the financial flows resulting from
. . . Purchases and sales of euro -1429 -870 -1096
the interaction between external and domestic il ” 5 )
. attills - - -
economic factors. .
banks, incl. -1408 -865 -1092
The market value of international reserves® purchases from banks 35169 7309 6 453
(assets on the Issue Department balance sales to banks 36577 8174 7545
Sheet) declined by EUR 267.8 million Coming to Flows on accounts of banks, the MF, etc. 1000 379 566
EUR 143 bI||IOﬂ (BGN 280 bI||IOI’1) at the eﬂd Of Minimum required reserves -92 164 17
June 2014. The difference between the change Government and other depositors 1091 542 583
in reserves in the Issue Department balance Note: The table shows only foreign currency inflows and outflows in
h h . h | f . the Issue Department balance sheet. Lev inflows to and outflows from
sheet and that in the balance o payments IS the Issue Department balance sheet are not reported. Transactions
due to methodological reasons. between accounts in foreign currency and levs in the Issue Depart-

ment balance sheet liabilities are not reported either, as they do not
lead to changes in gross international reserves.

The annual change in the balance sheet value
Source: BNB.

of the Issue Department as of June 2014 was
influenced mainly by the changes on the liability
side of the balance sheet (monetary liabilities

of the BNB).10 These changes reflected mainly
the reduction in BNB liabilities to the govern-

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

“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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ment and budget organisations and the fall in
bank deposits. Obligations to banks decreased
as a result of the fall in excess reserves on
their minimum required reserve accounts and
reduced bank funds in the payment system
TARGET2-BNB."" The decrease in deposits of
the government and budget organisations for
the June 2013-June 2014 period was largely
due to the increase in the budget deficit and its
financing through deposits which are part of the
fiscal reserve.

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. As
regards foreign currency trading between the
BNB and banks, the BNB foreign currency
sales continued to outstrip foreign currency
purchases, a trend observed in 2013. The nega-
tive balance of BNB foreign currency trading
with banks was partially offset by the posi-
tive balance in BNB sales and purchases with
budget organisations.

In May 2014 the international reserves coverage
of the average nominal imports of goods and
non-factor services came to 5.9 months for the
last twelve months.

We expect that in the third and fourth quarters
of 2014 international reserves will increase on
an annual basis mainly due to the government
debt issue in international capital markets to
ensure financial resources to meet the payments
on global bonds maturing in 2015. The receipts
of this issue increased the government deposit
with the BNB in early July.'”> On the other hand,
the possibility for a higher consolidated govern-
ment budget deficit for 2014 and the placement
of the Corporate Commercial Bank AD under
conservatorship on 20 June'® entail risks of a
decrease in the government deposit with the
BNB.

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

' The projection has been made on the basis of a techni-
cal assumption that the gold price and the price of assets
in securities will remain unchanged, and provided that banks
will retain their excess reserves and their funds in the TAR-
GET2-BNB payment system at current levels.

¥ See the BNB press release of 20 June 2014,

Foreign 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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External Financial Flows

In early 2014 the downward trend in the annual
growth of nominal exports of goods which
started in the last months of 2013 deepened
further, with exports falling on an annual basis
between January and May. This reflects mainly
the declining international commodity prices,
while the decrease in real terms was minimal.
International prices subdued also the change
in nominal imports of goods over the first five
months of 2014. However, imports remained
broadly unchanged since international price
declines were compensated by the increased
physical volumes under the influence of the
rising domestic demand.™ In May goods trade
dynamics led to an increase in the trade deficit
for both the fifth months of 2014 and on an
annual basis. The latter, in turn, was the major
factor for a certain annual decline in the BOP
current and capital account surplus compared
to the end of 2013.

Between January and May 2014 services trade
balance improved slightly on the corresponding
period of the previous year under the simulta-
neous effect of rising services exports and a
slight fall in services imports. The increase in
services exports was driven by the expanded
exports of transport and tourist services, while
services imports dropped due to the fall in
imported transport and other services.

In the first five months of 2014 income account
deficit shrank essentially compared with the
same period of 2013. Decreased outflow
payments on the investment income contrib-
uted most significantly to this, while flows on
the credit side of this item remained broadly
unchanged. The fall in investment income repay-
ments was primarily due to the lower outflows
on the Direct Investment and Other Investment
sub-items."® Such dynamics corresponds to the
lower gross operating surplus in 2013 vis-a-vis
2012 and lower dividends, distributed profit and
interest paid to foreign investors, respectively.

The positive balance of net current transfers
declined in the January—-May 2014 period

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

'® 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 Accounts
(EUR million; cumulative since the beginning of the year)

January - May 2013 January - May 2014

Current account -80.5 -232.2
Trade balance -929.9 -1402.3
Services balance 227.0 280.1
Income account -559.3 -45.2
Current transfers, net 1181.6 935.3

Capital account 106.1 197.4

Financial account -882.2 -480.5
FDI'in Bulgaria 456.9 302.6

Changes in reserves -479.0 -677.3

Source: BNB.
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compared to the same period of the previous
year mainly due to the lower current transfers
to the general government sector other than EU
grants. The remaining items under net current
transfers remained close to their values of the
first five months of 2013.

If the expected slowdown in the decline rates
of international prices in euro materialises

over the second half of 2014 and the external
demand strengthens, a slow recovery may be
expected in the nominal export growth. Provided
the growth rate of imports driven by domestic
demand dynamics also accelerates, in the third
and fourth quarters the surplus on the current
and capital account is expected to decrease on
an annual basis compared with the first quarter.
Risks to the projection stem from a slower
recovery of export dynamics in the second half
of the year which could deepen the worsening
of trade balance and the overall current and
capital account balance. At the same time,

a possible weak domestic demand dynamics
could dampen the trade balance growth and
correspondingly improve the overall current and
capital account balance.

In the first five months of 2014 more moderate
developments were observed in BOP financial
account flows compared with the January to
May 2013 period. They reflect the lack of signifi-
cant external debt operations like those in early
2013'® and weaker outflows of banks.

Preliminary data show that FDI inflows for the
first five months of 2014 declined from the
corresponding period of 2013." This decline
was entirely due to lower flows on the Equity
capital sub-item, reflecting also one-off effects
such as acquisition of non-residents’ owner-
ship by domestic economic agents. In the first
five months of 2014 FDI into Bulgaria stood at
a slightly higher level than in 2013. Over the
second half of 2014 no essential change is
expected in the level of FDI compared to the
previous year.

'® For more details on payments on 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.

7 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
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Banks’ Flows on Balance of Payments Financial Account
(EUR million; cumulative since the beginning of the year)

January — May 2013 January - May 2014

Net direct investment 54.5 98.3
abroad 0.4 0.0
in Bulgaria 549 98.3

Net portfolio investment -198.1 -37.1
assets -230.2 8.3
liabilities 322 -45.4

Other investment -908.4 -744.3
assets -576.2 -521.8
liabilities -332.2 -222.5

Portfolio and other investment -1106.5 -781.4

Total -1052.0 -683.1

Source: BNB.
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BOP data show that banks continued to
increase their foreign assets and decrease
foreign liabilities for the January-May period.
This trend, however, was less pronounced
compared with the same period of 2013, and
the respective outflows were smaller. A possible
reason for this is the pursuit of alternatives to
place bank resources in the domestic market.

In May 2014 Bulgaria’s external debt posted

an increase on the end of 2013, reflecting
higher obligations of Other sectors and the debt
component of FDI in terms of intercompany
loans. The maturity breakdown shows growth in
the long-term external debt and a minimal drop
in the short-term debt.

The increased external debt of Other sectors
over the first quarter was mainly due to higher
loans of the manufacturing sector (EUR 198.9
million), followed by the obligations of the
sectors real estate operations, lessors activities
and business services (EUR 88.7 million) and
trade, repair of motor vehicles and motorcy-
cles, personal belongings and household goods
(EUR 29.3 million).

Since early 2014 there have been no signs of
essential changes in the conditions for access
of residents to new external financing and
external debt service by domestic economic
agents. Variations in the statistics of declared
new loans and external debt service remained
within customary limits. Hence, it could be said
that favourable conditions for financing and
external debt service were sustained in the first
months of 2014.

Monetary and Credit Aggregates

Over the first five months of 2014 reserve
money continued to decline on an annual basis,
driven by the decrease in bank deposits with
the BNB. This decline reflected primarily lower
funds available on bank accounts in TARGET2-
BNB, a trend emerged in the second quarter

of 2013, and to a lesser extent, the decreased
excess reserves of banks'®. Concurrently, bank
funds allocated to meet minimum reserve

®In May excess reserves on banks' minimum reserve
accounts with the BNB over the required minimum under
Ordinance No 21 came to 2.6 per cent on an average daily
basis (6.8 per cent in May 2013).

Gross External Debt in May 2014

(EUR million)
Change
Amount  December Last
2013 12 months
General government 33114 -20.3 62.1
Central bank 0.0 0.0 0.0
Banks 5678.0 -79.5 -501.0
Other sectors 12683.9 307.4 4575
FDI: Intercompany loans 16270.7 397.5 129.3
Total 37 944.0 605.1 147.9
Source: BNB.
Reserve Money
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requirements continued to increase due to the
rise in the deposit base.

At the close of June a significant increase in
currency in circulation and to a lesser extent in
bank deposits with the BNB was observed.”® As
a result, reserve money grew by 4.2 per cent
on an annual basis. Reflecting the develop-
ments and structure of attracted funds in the
banking system, the effective implicit rate of
minimum required reserves reached 8.99 per
cent? in June, with bank reserves with the BNB
comprising 7.89 percentage points, while the
remaining 1.11 percentage points were in the
form of cash and funds on banks’ settlement
accounts in the TARGET2-BNB system.?

Money multiplier reflects the interrelation between
reserve money dynamics and money stock in the
economy. The decreased excess reserves and
balances of banks on their settlement accounts
in TARGET2-BNB in the context of persistently
high attracted funds in the banking system
contributed to the growth of the money multiplier
to 4.1 on average in the first half year (against
3.8 in the same period of 2013).

Broad money experienced a gradual down-
ward trend, with their annual growth reaching
8.7 per cent in May. Overnight deposits and
those redeemable at notice of up to three
months again had the strongest contribution

to the broad money dynamics, while deposits
with an agreed maturity of up to two years
retained their negative contribution. At the same,
the review period was marked by a moderate
decrease in the positive contributions of the
former components and a drop in the negative
contribution of the latter. These developments
were driven by both the considerable growth
in deposits with non-taxable interest over 2013
and the 2 percentage point reduction of the
tax of interest rates on time deposits to 8 per

" The conservatorship imposed upon Corporate Commercial
Bank on 20 June and subsequent attempts to destabilise
the banking system, which were promptly neutralised, led
to changes in money and credit aggregates developments
in June compared to the first five months of the year. These
changes are presented in the analysis.

2 According to Article 3, paragraph 1 of BNB Ordinance
No 21, the rate of minimum required reserves for 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.

2 See Article 4 of Ordinance No 21 of the BNB.
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cent since early 2014. Another factor behind the
changes in the composition of deposits was the
slight cuts in interest rates on bank deposits
not subject to taxation since the beginning of
the year. By end-June the annual growth rate

of broad money slowed down to 7.4 per cent,
with a temporary increase in the contribution of
overnight deposits and an enhanced negative
contribution of deposits with an agreed maturity
of up to two years.

In the first five months of 2014 non-government
sector’'s deposits attracted by banks continued
to rise at high rates, with their annual growth
coming to 9.3 per cent in May.”? Household
deposits continued to contribute most strongly to
this growth but their upward dynamics from the
third quarter of 2013 to May 2014 was mainly
driven by the growth of non-financial corpora-
tions’ deposits. In June the annual growth rate
of non-government sector’s deposits deceler-
ated to 7.2 per cent, with declines registered

in both household deposits and non-financial
corporations’ deposits. In terms of the currency
composition, lev-denominated deposits continued
to have a greater contribution to the overall
deposit growth. However, a temporary drop in
these deposits was recorded in June. The contri-
bution of foreign currency deposits (primarily
euro-denominated) retained their upward trend
of the second half of 2013, with 43 per cent

of all deposits in the Bulgarian banking system
denominated in foreign currency by end-June.

The structural change in the type and matu-
rity of household deposits, which started in
the fourth quarter of 2012 after the introduc-
tion of the new tax on time deposit interest,
continued in the first half of 2014. Growth
rates of overnight deposits and non-taxable
deposits redeemable at notice of up to three
months remained comparatively high, unlike
those with an agreed maturity which continued
to decline. At the same time, the gradual slow-
down in the annual growth rates of these two
types of deposits which began at the end of
2013 continued in the first six months of 2014.
Changes in the structure of household deposits

%2 This analysis is based on annual changes in the balances
according to the analytical reporting of other monetary finan-
cial institutions.

Annual Growth of the Non-government Sector
Deposits and Contributions by Sector
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are expected to continue in the second half of
2014, with effects of this restructuring subsiding
moderately.

The retained high household savings rate
continued to boost attracted funds in the
banking system, contributing to the maintenance
of the high bank liquidity. Between January and
May banks used a significant portion of their
liquidity to increase foreign assets, to invest in
Bulgarian government securities, to boost claims
on the non-government sector and to cut,
though to a lesser extent, their foreign liabilities.
As a result, net foreign assets of banks reached
BGN 3.1 billion in May. By the end of June
foreign assets declined and Bulgarian govern-
ment securities in their portfolios increased
compared to May.

After recording negative values in January, the
annual growth of claims on the non-government
sector began to accelerate from February to
reach 2.4 per cent in June (up BGN 1.4 billion,
including net purchases of loans in the amount
of BGN 214 million).* Following the significant
decline throughout 2013, the annual growth
rate of claims on non-financial corporations

has followed an upward trend since February
2014 to reach 3.3 per cent in June. Over the
first quarter operations in real property and
industry had the major positive contributions to
the overall annual growth of loans to corpora-
tions. More essential negative contributions were

reported by energy” and professional activities®.

The volume of new loans® to non-financial corpo-
rations extended in the review period remained
high with a slight upward tendency, reaching
BGN 8.1 billion for the first six months. Most of
them were extended with a maturity of over five
years, with their average monthly volume between
July 2013 and June 2014 accounting for 47.1 per

% Based on Banking Supervision Department data, domestic
banks had the major contribution to the accelerated growth
of credit to corporations and retail exposures as of 31 March
2014 vis-a-vis December 2013. The insignificant mismatches
in credit dynamics data according to monetary and super-
visory statistics are due to methodological differences in
defining the scope of credit portfolio for statistical and super-
visory purposes.

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

% ‘Professional, scientific and technical activities.

% The terms ‘new’ and ‘newly extended’ hereinafter referred
to as the statistical category ‘new business’.
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cent of all new loans compared to 45.0 per cent
a year earlier. At the same time, since early 2014
a gradual decrease in the share of loans with a
maturity of over five years has been observed
unlike the increased share of loans with maturities
from one to five years.

From the end of 2013 the first signs of stabilisa-
tion were reported in household lending. In June
the amount of household loans exhibited growth
of 0.3 per cent on an annual basis (against

a decline of 0.9 per cent in the same month

of the previous year). Overdraft, housing and
consumer loans posted annual growth, while

the other loans category retained its downward
trend of end-2012. As of June 2014 the volume
of new consumer loans showed a slight down-
ward trend for the last 12 months, while the
levels of newly extended housing loans and
other loans remained stable.

Growth in claims on the non-government sector
and declines in nominal GDP over the first
quarter of 2014 led to an increase in the claims
on non-government sector to GDP ratio to

72.1 per cent (70.4 per cent in the first quarter
of 2013).

Summarised results of the BNB quarterly lending
survey show that ten banks reported a rise in
demand for loans by corporations in the first
quarter of 2014 and two banks a decline. The
market share of banks reporting a rise was
somewhat lower than those reporting a decline.
As regards households, lower demand was
recorded in both consumer and housing loans.
Concurrently, banks eased their credit stand-
ards for consumer loans of households, while
those for corporate and housing loans remained
unchanged from the previous quarter. The collat-
eral risk contributed further to tightening of the
lending policy, whereas bank competition was
the main factor behind its easing along with the
cost and volume of attracted funds, albeit to a
lesser extent. For the second quarter of 2014,
banks expect that lending standards will remain
unchanged for corporate loans and eased for
consumer and housing loans.

A baseline scenario shows that growth rates
of currency in circulation and broad money
are expected to slow down further during the
third and fourth quarters of 2014. Major factors
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driving these developments are our expectations
of retaining domestic demand at the levels of
the first half year in the context of persistently
high household savings rates and continuous
deflation over the forecast horizon. The expected
growth of funds attracted from residents in the
banking system will continue to exceed demand
for loans, which will be reflected in maintaining
high banking system liquidity. Concurrently, in
June the ECB cut interest rates on main refi-
nancing operations and marginal lending facility
and set negative interest on deposit facility,
which led to a decrease in euro area money
market rates, causing downside effects on bank
foreign asset management policy in Bulgaria. In
the absence of high yield investment alterna-
tives outside the country, banks may look for
investment solutions in the domestic market by
extending new loans to corporations and house-
holds and investing in Bulgarian government
bonds. The increased internal uncertainty around
Corporate Commercial Bank’s conservatorship
may increase banks’ cautiousness in extending
loans and worsen firms and households’ senti-
ment, resulting in a corresponding decline of
demand for loans.

Interest Rates

From the beginning of 2014 to the middle of
June, interest rate trends in Bulgaria’s interbank
money market show increases in quotations with
a term of up to three weeks and declines in
maturities of over one month. LEONIA rose from
0.04 per cent in the first quarter to 0.05 per
cent in April and May, with the spread between
LEONIA and EONIA widening to -20 basis
points. Between April and May quotations of
interbank deposits with a maturity of three
months®’ dropped by 3 basis points on the first
quarter to reach 0.57 per cent on average, with
spreads against the corresponding euro area
quotations declining to 25 basis points.

The ECB decision to cut interest rates on main
refinancing operations and on marginal lending
facility and to set a negative rate on deposit

facility in force as from 11 June 2014 led to a

?"The analyses is based on the average value of SOFIBOR
and SOFIBID quotations of unsecured three-month deposits
in levs.
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significant decline in domestic money market
quotations, albeit lower than in the euro area.
In the middle of June, LEONIA and EONIA
guotations became realigned as a result of the
essential drop in EONIA. Values of both indices
remained close in July as well, with their nega-
tive spread shrinking to almost 1 basis point.
In addition, after the entry into force of the
lower interest rate on ECB main refinancing
operations, certain widening of the three-month
quotation spread was recorded due to the
slower decline of money market interest rates in
Bulgaria, with this trend continuing in the first
half of July.

Quotations in long-term maturity sectors of

the yield curve in the interbank money market
retained their downward trend formed in the
second half of 2010. In June declines in the six-
month and 12-month horizons were 33 and 42
basis points, respectively.

Volumes traded in the Bulgarian money market
remained comparatively low as the market

plays only a supporting role in managing bank
liquidity. The retained high banking liquidity in
Bulgaria and the ECB monetary policy continued
to be the main driving factors behind domestic
money market interest dynamics.

In June 2014 interest rates on new time
deposits of households and firms sustained
their downward movement. Strong growth of
deposits from residents and comparatively weak
demand for bank products continued to be the
drivers of interest rate developments. In June
the average weighted interest rate on new time
deposits accounted for 2.72 per cent (3.15 per
cent in June 2013). Year-on-year declines were
registered in interest rates on lev- and euro-
denominated deposits, with euro rates recording
a larger drop. In terms of maturity, a stronger
annual decline was reported in deposits with a
maturity of one to three months and from three
to six months. In the June 2013 to June 2014
period, the decline in interest rates on house-
hold deposits exceeded that in rates on non-
financial corporations’ deposits.

A comparison between the June and March
2014 breakdown of interest rates on house-
hold time lev deposits shows that the number
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of banks offering rates in the up to 3 per cent
band increased and those offering rates within
the 3 to 4 per cent and 4 to 5 per cent bands
decreased. The average interest rate on time
lev deposits dropped by 21 basis points to
3.41 per cent and the standard deviation fell by
5 basis points to 1.07 percentage points.

The downward trend in the average cost of
financing in the banking system® was sustained
(from 2.81 per cent in late 2013 to 2.66 per
cent in May 2014) reflecting dynamics of
interest rates and volumes of attracted funds.

In the first half of 2014 interest rates on loans
to non-financial corporations retained their high
monthly volatility, with the currency breakdown
recording divergent trends. A year-on-year
decrease was observed in rates on new lev
loans, while euro-denominated ones remained
close to those of the same period of 2013. In
June interest rates on new loans to non-financial
corporations were 7.2 per cent in levs and

8.1 per cent in euro.”

The annual percentage rate of charge (APRC)®
on consumer loans for households increased
slightly in the first half of 2014. This reflects the
increase of interest rates on these loans which
exceeded the decline of the implicit rate of non-
interest service charges31 on these loans. The
APRC on new housing loans decreased slightly
in June, with its value reflecting lower levels of
interest rates and a slight rise in the implicit
rate of non-interest service charges on these
loans. In June the APRC on consumer and
housing loans accounted for 12.7 and 7.8 per
cent.

The bank breakdown of interest rates on new
housing loans in euro in June 2014 compared

to March 2014 shows that the number of banks
offering rates of over 9 per cent increased at the

% This 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 are the weighted average of the interest rates
on loans to non-financial corporations on a 12-month basis.
% These values 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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expense of those offering rates of up to 6 per
cent, from 6 to 7 per cent and from 7 to 8 per
cent. Over the same period, the average interest
rate level decreased by 21 basis points to

6.88 per cent, and the standard deviation went
up 110 basis points to 1.93 percentage points.

In the second quarter of 2014 a downward
trend in yields and correspondingly an upward
trend in prices of Bulgarian government secu-
rities were registered at all primary market
auctions (except for the extraordinary auction
of 30 June 2014). Unlike the first quarter

when three short-term issues were sold to the
amount of BGN 1200 million, between April
and mid-June the issuing policy of the govern-
ment was focused on supply of medium- and
long-term government bonds. A factor exerting
a downward pressure on the yield attained

at government bond auctions in the primary
market was the high liquidity of banks and
other major investors. The yield achieved at the
May auction for sale of benchmark government
securities with an original maturity of ten years
and six months was 3.16 per cent,* histori-
cally lowest yield in this maturity sector. Lower
yields were also recorded at the auctions of
lev-denominated two-year-and-six-month and
five-year bonds, as well as euro-denominated
seven-year bonds. In June ten-year benchmark
Eurobonds of the Bulgarian government to the
nominal value of BGN 1.493 billion maturing

on 3 September 2024 were issued, their yield
amounting to 3.055 per cent. At the end of June
an extraordinary five-month treasury bill issue of
BGN 1.23 billion was sold, the average yield to
maturity being 0.83 per cent.

Consistent with primary market dynamics, by
end-June the long-term interest rate® fell by
32 basis points on end-2013 to 3.11 per cent.

The downward trend in yields which started in
the last quarter of 2013 and the upward trend in
prices of Bulgarian Eurobonds maturing in July
2017 and traded in the secondary market were

% Compared to a 3.55 per cent yield attained at the previous
auction in March.

% 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.
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reversed in the second half of June. By mid-July
their prices hovered around the level of 107.3—
108.2 (corresponding to 1.44-1.69 per cent yield).

In the second half of 2014 deposit rates are
expected to further decline which will be mainly
driven by the high banking system liquidity,
lower money market rates in the euro area and
comparatively weak demand for credit. Lending
rates are projected to hover around the attained
levels. Risks to the projection relate largely to
the effects of the negative interest rate on ECB
deposit facility which could lower the return on
foreign assets of Bulgarian banks, thus possibly
contributing to a decline of interest rates on
new deposits. On the other hand, the internal
political uncertainty may affect negatively the
Bulgarian government bond market and prices
which could have implications on interest rates
on domestic loans and deposits.

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 between economic
sectors.*

In the first quarter of 2014 the flow of liquid
funds from the external sector to the budget
was 8.2 per cent of GDP determining its leading
position as a source of liquidity for the general
government sector. Most of these financial flows
comprised the subsidies refunded in March by
the European Commission (BGN 1157.9 million)
for payments under the EU Common Agricul-
tural Policy. At the same time, the amount of
consolidated government budget receipts from
current and capital grants under EU funds was
BGN 503.6 million. In the first quarter the total
amount of EU subsidies and grants exceeded
multiple times the national contribution to EU
budget for the review period and the January
interest payments on global bonds maturing in
2015.

4 For more details on financial flows between the budget
and other sectors, see Economic Review, May 2004, p. 28.
The sign ‘+’ of the respective financial flow indicates that
as a result of its operations the budget provided net funds
to the respective sector, while the sign -" means that the
budget withdrew net funds from the respective sector.
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In line with our expectations, in the first quarter
of 2014 the financial sector (the BNB excluded)
was also an important source of liquid funds for
the consolidated budget. Net inflows from this
sector to the general government sector came
to 5.2 per cent of GDP for the first quarter,
generated mostly by a net government bond
issue in the domestic market to the amount of
BGN 968.7 million. Treasury bills of BGN 1200
million were issued in the review period, their
maturities falling due in equal portions over the
second, third and fourth quarters of the year.

Most flows attracted from the external and finan-
cial sectors were used to finance the budget
deficit (BGN 874.0 million) for the first quarter
implying allocation of liquid resources mainly

to the non-government non-bank sector. Fewer
funds went on increasing the government
deposit with the BNB (up BGN 181.0 million).

Based on available data of mid-July 2014, a
conclusion can be drawn that in the second
quarter net financial flows from the external
sector to the general government sector were
positive, though significantly lower than in the
previous quarter due to the lack of large EU
Common Agricultural Policy payments, while
EU Cohesion and Structural Funds payments
(BGN 418.1 million) slightly exceeded the
levels of the first quarter. Despite the positive
net government securities issue of BGN 820.9
million in the second quarter whereby liquidity
was withdrawn from the financial sector, at the
end of June government budget deposited the
funds generated in the extraordinary auction to
support the liquidity of one bank.

Budget financing operations in the third and
fourth quarters of 2014 are expected to continue
playing an important role in reallocation of
liquidity across economic sectors. The govern-
ment securities issue of 26 June 2014 sold in
international capital markets (EUR 1493 million)
boosted the government deposit with the BNB
in early July, with resident financial institutions
acquiring 15 per cent of the nominal value in
line with our expectations. In the second half of
the year maturing treasury bills and bonds will
amount to BGN 2.3 billion, contributing to the
increase of banking system liquidity.

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

T T T T T T T v e T T T
2010 2011 2012 2013 2014
Non-government non-bank sector

External sector

Financial sector (the BNB excluded)

Government deposit with the BNB

Sources: MF, BNB calculations.

Economic Review e 2/2014

38



3 . Economic Activity

In the first quarter of 2014 economic activity increased, with domestic demand and increased inventories
contributing positively to quarter-on-quarter GDP growth and net exports having a negative contribution.

In June 2014 short-term economic indicators report an improvement in expectations of economic agents

about the future economic activity compared to January. The continuous economic recovery observed in

our major trading partners and enhanced external demand are expected to have a positive effect on the

growth of exports of goods and services and on economic activity in Bulgaria from the second quarter of
2014. As a result, net exports are anticipated to contribute positively to the quarterly growth of real GDP
until the end of 2014. In the third and fourth quarters of 2014 domestic demand is expected to remain

close to the level of the first half of the year.

In the first quarter of 2014 economic activity
increased on a quarterly basis reflecting
mainly stronger growth in domestic demand
and increased inventories. Private consumption
grew and contributed substantially to real GDP
growth. Growth of government consumption in
real terms reflected the increase in the wage
and healthcare expenditure. Investment activity
also increased, with government investment
contributing substantially to this effect. Exports
of goods and services went down affected

by specific factors® of one-off effect (see the
Exports and Imports Section). Imports of goods
and services exhibited an increase on a quar-
terly basis as a result of increased domestic
demand. Given the dynamics of exports and
imports, net exports contributed negatively to
GDP growth in the first quarter of 2014.

Between January and May short-term economic
indicators improved and slightly deteriorated

in June. The consumer confidence indicator
increased mainly due to the improved expecta-
tions about the future unemployment level and
stronger expectations about future economic
situation and future household financial status.
The improved consumer confidence in the
context of still low employment and slow house-
hold labour income growth will probably keep
private consumption close to current levels and

% The decline in the mineral fuels and distilled products
group, attributable to the renovation and building of new oil
production capacities, contributed most significantly to the
slowdown in exports of goods and services.

Contribution to GDP Growth by Component
of Final Consumption

(per cent, quarter-on-quarter percentage points, seasonally adjusted
data)
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the high savings rate retained in the following
quarters.

The overall business situation indicator exhib-
ited an increase between January and May,
reflecting mainly the improved business assess-
ments about the expected business situation.
Despite the lower decline in June, the indicator
remained higher compared to January 2014.

Higher leading economic indicators in Bulgaria’s
major trading partners support the expecta-
tions of rising external demand for exports of
Bulgarian goods and services in the second
half of the year. As a result, net exports are
expected to have a positive contribution to
quarterly real GDP growth in the second half

of the year. Despite the improvement in house-
hold and business expectations about future
economic activity, private consumption and
investments may remain close to their current
levels in the third and fourth quarters due to still
uncertain economic environment. Government
consumption is expected to grow slower from
the second quarter until the end of the year (on
a quarterly basis) compared with the growth
reported in the first quarter.

Consistent with the described quarterly
dynamics, the baseline scenario on the GDP
growth is for keeping the real annual growth
rate in the second half of 2014 close to that
reported in the beginning of the year.

The assessment of risks to outlooks is rather

for lower growth compared with the baseline
scenario as seen from the fan chart of the
expected annual rate of change of GDP. Despite
the economic recovery in Bulgaria's major trade
partners, euro area and EU environment as a
whole continues to pose risks to the outlook for
domestic economic growth. On the other hand,
there are risks associated with the increased
geopolitical tensions in Ukraine and Russia.
Escalation of the crisis may have a negative
effect on Bulgaria’s economic growth. Another
source of uncertainty to our projections relates
to deflationary processes in Bulgaria since the
third quarter of 2013. Although the expectations
of manufacturers in industry and services shifted
toward a price increase, in case of continued
deflation there is a risk of contracting firms’
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GDP Growth by Component of Final Use
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profits which will deteriorate their expectations
and limit investments. The placement of Corpo-
rate Commercial Bank, the fourth largest bank
in Bulgaria, under conservatorship will have a
negative effect on the economic activity of firms
and households which are customers of the
bank. Increased political uncertainty surrounding
early parliamentary elections in October may
also have a negative effect on expectations,
sentiment and behaviour of economic agents.

Household Behaviour

The uncertain economic environment, relatively
high unemployment rate, and uneven employment
and wage movements by sector continued to
impact household behaviour in terms of consump-
tion, savings rate and labour supply in the first
quarter of 2014. Notwithstanding, the improvement
in some indicators had a favourable effect on
household behaviour in the first quarter of 2014.
The indicators, by which the expected change

in household behaviour may be assessed, signal
that consumer demand in 2014 will rather remain
at levels close to current ones along with the

high household savings rate.

According to seasonally adjusted national
account data, in the first quarter of 2014 house-
hold consumption continued to increase on a
qguarterly and annual basis (after the temporary
fall in 2013 it restored its 2012 level). In the first
half of 2014 household consumption in the non-
food, transport and purchased non-production
services groups increased®. Consumption in real

% Purchased non-production services include services other
than catering services, water supply, heat energy and elec-
tricity, transport and communications.
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terms recovered also in the food and catering
groups. In the first quarter of 2014 retail trade
turnover continued to increase, particularly in
some groups of durable goods (computer and
communication equipment and other consumer
goods and household appliances, furniture and
other household goods). A factor that might
have boosted real consumption of these goods
was the continuous fall in their prices.

Although the volumes in retail trade continued to
increase on an annual basis, based on season-
ally adjusted data, they exhibited a decline on

a quarterly basis between February and May
2014, albeit at lower rates. This may keep real
consumption at rates close to current levels in
the second quarter of 2014.

On the other hand, In April 2014 the consumer
confidence indicator reported in the NSI
consumer survey®’ continued to rise, reflecting
the improvement in all its sub-components.
Expectations of the economic situation and
household financial state, and unemployment
expectations also improved.

Employment remained at relatively low levels
despite the slight increase in some sectors,
while household income from remunera-

tion posted growth in the total economy but
at slower rates and not in all sectors. In the
first quarter of 2014 the wage bill and the
average Wage38 based on seasonally adjusted
national account data® increased slower than
in the previous quarters both in nominal and
real terms. Slower growth in the annual labour
income compared with previous years (based
on non-seasonally adjusted data on the wage
bill and the average wage per employee) was

%" 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.

% The seasonal adjustment of indicators, on which the NSI
does not officially publish seasonally adjusted data, was
made via the TRAMO SEATS programme by using auto-
mated set up for diagnostics and optimisation of adjustment
parameters.
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sustained. The first quarter of 2014 saw stronger
growth of remunerations in the sectors with
lower average wage as construction and agri-
culture and fishing, as well as in professional
activities and scientific research, administrative
and ancillary activities, which was less affected
by the crisis both in terms of gross value added
and employment. In some of services sub-
sectors such as trade, transport, hotels and
restaurants, and real estate operations, gross
wages went down on an annual basis.

Despite the improved household sentiment,
employment and income dynamics signal that
consumption will remain at levels close to
current levels and savings rate high over the
forecast horizon.

The share of savings in household disposable
income remained high® in the first quarter of
2014. The share of households which intend

to increase savings in the following 12 months
remained relatively high according to the April
2014 Consumer Survey. Households’ net assets
measured by their net position in the banking
system increased according to the BNB monetary
statistics. The share of savings in household
disposable income remained also high (according
to NSI household budget survey data).

According to the Labour Force Survey, labour
supply in the first quarter of 2014 increased
following the temporary reversal of this trend in
the second half of 2013. In the first quarter of
2014 the ratio of economic activity went up due
to increased labour force. This was accompa-
nied by a fall of discouraged persons. Despite
these observations, in a period of a low recovery
of labour demand by firms, future increases in
labour supply are expected to be limited.

The Labour Force Survey shows that in the first
quarter of 2014 the unemployment level slightly
decreased reaching 12.4 per cent. Based on
the Employment Agency data, the seasonally
adjusted unemployment rate”’ slightly decreased
in the first and second quarters of 2014 to
reach 10.7 per cent (11.2 per cent according to
non-seasonally adjusted data). The Labour Force

0 Disposable income (based on the household budget sur-
vey) is obtained by subtracting tax expenditure, social contri-
butions and transfers from the total income.

“ The Employment Agency uses a constant labour force
measure.

Household Propensity to Save

(per cent, share of disposable income,
average per household member, seasonally adjusted data,
seasonally adjusted data) BGN million)
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Household net position vis-a-vis banking system** (right scale)

* NSI data.
** BNB data.

Sources: NSI Household Budget Survey, BNB.

Economic Activity and Share of Discouraged Persons
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Employment and Income Dynamics

2011

Q1 Q2
Per cent on the previous quarter (seasonally adjusted data)
Employed 02 -06
Nominal wage per employee* 12 3.2
Real wage per employee™ 05 2.7
Wage bill, nominal terms 1.3 25
Wage bill, real terms™ -1.2 2.0
Per cent on the corresponding period of the previous year
(not seasonally adjusted data)
Employed 16 23
Nominal wage per employee* 0.5 71
Real wage per employee™ -38 3.6
Wage bill, nominal terms 08 5.6
Wage bill, real terms** 5.0 2.1

Q3

0.9
1.9
1.6
1.3
0.6

2.3
8.5
52
72
4.0

2012 2013 2014
Q4 Qf Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1
06 -07 10 01 -02 -02 04 -02 -01 0.2
22 21 1.9 1.9 1.3 17 05 07 07 02
0.1 2.2 1.9 12 1.5 1209 09 16 09
1.9 1.4 1.4 18 06 15 05 05 05 00
02 1.7 09 1.1 0.7 14 09 05 1.3 1.0
26 23 35 -19 23 47 07 01 07 03
88 7.1 79 85 83 96 59 36 40 25
6.1 52 60 54 53 73 48 43 51 4.4
63 49 59 77 55 71 54 28 31 1.9
36 30 40 45 26 48 43 35 41 3.8

* The wage is calculated on the basis of NSI (SNA) data by substracting employers’ social contributions from the compensation of employees and

the difference is divided by the number of employees.
** Data deflated by HICP.

Sources: NSI = SNA and short-term statistics of employment and labour cTsts, BNB calculations.

Retail Trade Turnover

(per cent on the previous quarter; seasonally adjusted data at constant prices)

2011
Q1 Q2 Q3
Retail trade turnover, excluding cars and motorcycles 04 -04 03
incl.
Foods, drinks and tobacco 0.6 0.3 1.0
Textile, clothing, footwear and leather 19 12 -21
Household goods and home appliances 05 21 01
Computers and communication equipment, efc. 38 01 -15
Pharmaceutical and medical goods, cosmetics and
toiletries 0.3 3.3 1.8
Unspecialised shops with different kinds of goods 20 05 -1
Automobile fuels and lubricants 1721 14

Q4
07

1.2

0.2

12
06

56
0.0
1.1

2012 2013 2014
Q@ o @ o @ @ o a A
58 14 00 -06 08 18 19 14 17 -7
1.6 0.7 0.4 06 -31 29 71 43 12 01

100 39 19 19 67 41 27 04 01 25
92 04 25 11 04 18 28 40 09 -18
18 03 05 77 2.2 2.7 1.8 55 59 22
38 02 05 -42 -14 33 34 27 02 05
62 23 11 26 29 70 -25 05 08 -Of
4.4 0.2 2.5 1.0 -09 34 13 -24 05 43

Source: NSI Domestic Trade Survey.

Survey shows that in the context of relatively
high unemployment rate and low labour demand
by corporations, the number of long-term unem-
ployed (persons unemployed more than a year)
remained comparatively high as a share of
labour force in the first quarter at 7.5 per cent.

Risks to the expectations for consumption levels
remaining relatively unchanged and the savings
rate high in the second half of 2014 relate
mainly to factors affecting adversely consumer
confidence such as income and employment
dynamics, as well as the effects of placing the
Corporate Commercial Bank under conservator-
ship and the political uncertainty. In its turn,
employment and income depend to a large
extent on firms’ propensity to hire personnel and
enhance investment activity.

Unemployment
(per cent of the labour force)
16

L I I TRV AR AR TR T TR
2010 2011 2012
Unemployment*

—— Unemployment*, seasonally adjusted data
Unemployment**

—— Unemployment**, seasonally adjusted data
Long-term unemployment*

Long-term unemployment*, seasonally adjusted data

* NSI data.

** Employment Agency data.

Sources: NSI Labour Force Survey, Employment Agency, BNB calcu-
lations.
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Impact of Fiscal Policy on the Economy

In the first five months of 2014 Bulgaria’s
budget position deteriorated on the corre-
sponding period of 2013 impacted by slower
growth rates of tax revenue which were not
offset by limited budget expenditure by the
government. As a result of maintaining high
growth rates of investment expenditure and
social payments, the government fiscal policy
continued to have a positive effect on total
investment and household disposable income.

Tax revenue growth in the first five months of
2014 was limited. The main factors behind the
slow dynamics of tax revenue were associated
with depressed household nominal consump-
tion growth due to continuing downward price
dynamics, on the one hand, and the effect

of some one-off factors which prompted a
decrease in VAT receipts, on the other hand.*”
Lower corporate tax revenues also contrib-

uted to the contraction of tax revenue growth.
Concurrently, social security receipts had the
largest positive contribution to tax revenue
growth, reflecting partly the increased minimum
insurance thresholds and maximum social secu-
rity income since early 2014. The revenue from
personal income tax had relatively lower positive
contribution to growth of tax revenue between
January and May.

The negative effect of the weaker tax revenue
performance as compared with the annual
projections of tax revenue was not offset by a
contraction of budget expenditure. In the first
five months of 2014, as in the prior year, social
payments had the largest contribution to total
budget expenditure growth. Strong growth of
social expenditure reflected to a large degree
the pension increase in April 2013 and to a
lower degree spending on covering old debts
of hospitals in February and supplements to
the pensions and to energy assistance in April
2014. As a result, the role of social benefits in
supporting disposable income of pensioners
and socially vulnerable households continued

“2 For further details on the effect of these one-off factors

in January and February, see Economic Review, 1/2014.
Planned repair works in Lukoil in the first months of the year
also had a negative effect on VAT revenue growth.

Contribution of Major Revenue Groups to Growth in
Total Revenue and Grants (on an Annual Basis)
(per cent, percentage points)

2011 2012 2013 2014
—— Total growth
Tax revenue
Non-tax revenue
Grants

Sources: MF, BNB calculations.

Contribution of Major Tax Groups to Tax Revenue
Growth (on an Annual Basis)
(per cent, percentage points)

2011 2012 2013 2014

Total growth of tax revenue

Direct taxes (excluding social security contributions)
Value added tax

Other indirect taxes

Social security contributions

Sources: MF, BNB calculations.
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strengthening, consistent with the trend
observed in 2013.

In May 2014 accelerated spending of funds
under EU programmes (mainly increasing
intensively capital expenditure) observed since
end-2013 was sustained. Concurrently, the

time gap in making these expenses and their
refunding from the EU contributed significantly
to the accumulated deficit on the consolidated
fiscal programme on a cash basis. Accelerated
capital expenditure on the consolidated fiscal
programme indicates an increase in the contri-
bution of the general government sector invest-
ment to the change in gross fixed capital forma-
tion in the total economy.

In the first quarter of 2014 the contribution of
government consumption to GDP growth also
increased. Growth of government consumption
reflected the increase in the wage and health-
care expenditure, while operating expenditure
was lower than in the prior year.

Political uncertainty and related risks to
consumer confidence give grounds to expect
that low tax revenue growth rates will be
sustained in the second half of 2014.

The consolidated fiscal programme deficit of
1.8 per cent of GDP for 2014, as planned in
the Budget Law for 2014, is less likely to mate-
rialise given the risks of weaker tax revenue
performance and the higher health insurance
payment costs on the National Health Insurance
Fund budget. The contribution of government
consumption to GDP is likely to decrease in the
second half of the year. Provided a government
support for the Corporate Commercial Bank is
required, these costs should not directly impact
the 2014 cash deficit, but they would affect the
deficit on an accrual basis, with the size of this
effect depending on the government support
mechanism.

Given the limited budget expenditure due to
lower revenue, a significant slowdown or even
negative annual growth is expected in the
general government sector investment over the
second half of 2014.

Contribution of Major Expenditure Groups to Total
Expenditure Growth (on an Annual Basis)

(per cent, percentage points)

14

2011 ! 2012 2013 ! 2014
Total growth
Wages and social security contributions
Operating expenditure
Social and health insurance payments
Subsidies
Interest expenditure
Capital expenditure and state reserve net growth
Contribution to EU budget

Sources: MF, BNB calculations.

Contribution of Government Consumption to Real
GDP Growth

(quarter-on-quarter percentage points, seasonally adjusted data)
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Revenue, Expenditure and Budget Balance on Consolidated Fiscal Programme for 2013-2014

2013
Consolidated Fiscal Programme | quarter Il quarter Il quarter
BGN per BGN per BGN per
milion cen milion cent’ milion cent’
Total revenue and grants 6158 34 8008 102 7142 5.6
Tax revenue 5118 3.3 5767 2.8 5638 3.8
Corporate tax 464 -109 450 13 193 -276
Personal income tax 512 13 5% 66 628 152
Value added tax 1804 160 1805 -3.2 1872 2.2
Excise 806 -5.6 1001 25 1185 0.2
Customs duties 32 143 34 182 44 361
Social and health insurance
contributions 1319 23 1587 140 1551 109
Other taxes 182 40 294 103 165 67
Non-tax revenue 886 70 1306 116 728 -136
Grants 153 115 935 917 777  59.6
Total expenditure
(incl. the contribution to EU budget) 6956 46 7217 108 7497 1441
Wages and social security
contributions 1347 127 1446 137 1424 118
Operating expenditure 1078 73 1113 52 1026 6.3
Interest 319 103 61 -136 275 729
Social security, assistance
and social care 3048 42 3239 9.8 3202 8.5
Subsidies 311 151 340 398 279 157
Capital expenditure and
state reserve growth 525 63 811 6.7 1077 316
Contribution to EU budget 328 68 206 287 214 317
difference difference difference
BGN BON “pgy  BON “agy
million .3 million .3 million D
million million million
Budget balance on cash basis -798 107 792 39 -355 -546

2014 January - January -

IV quarter Total | quarter May 2013 May 2014
BGN per BGN per BGN per BGN per BGN per
milion cent milion cent’ milion cent’ milion cent® milion cent’
7670 2.5 28977 55 6576 6.8 11802 72 11776 -0.2
5847 5.7 22370 3.9 5200 1.6 9190 56 9436 2.7
446 808 1553 5.1 453 25 880 2.5 874 -07
613 28 2349 22 623 216 1024 6.2 1101 7.5
1886  -08 7367 3.0 1617 -103 3051 124 2936 -38
1065 2.7 4056 02 855 6.1 1458 -23 1507 3.4
36 265 146 242 35 9.7 5 174 59 49
1603 57 6060 8.3 1396 58 2316 43 2503 8.1
199 37 840 00 221 216 405 03 458 130
1031 407 3951 106 859 -31 1750 -05 1578 -9.8
791 -351 2656 122 518 2380 863 575 762  -11.7
8759 8.2 30428 9.3 7451 7.1 11757 7.4 12665 7.7
1606 95 5823 118 139 37 2327 133 2413 3.7
1480 19 4697 48 1016 -57 1842 73 1784  -31
34 -372 689 203 200 -374 362 8.5 219 -395
3258 8.0 12747 76 3375 107 5212 6.4 5641 8.2
502 311 1431 161 329 57 557 6.4 724 299
1692 98 4107 116 786 495 991 04 1389 402
187 36 934 154 349 6.4 465 79 495 6.4
difference difference difference difference difference

BGN BGN BGN ~. BGN BGN ~

miion MBON ion MBONion  INBON iy MBON g BON
million million million million million’
-1089  -477 -1450 -1092 -875 =77 46 22 -889 -934

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

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

9 Budget balance change in million levs on the same period of previous year.

Sources: MF, BNB calculations.

Behaviour of Firms and Competitiveness

According to seasonally adjusted national
account data, in the first quarter of 2014 value
added in the economy rose in real terms by
0.4 per cent on a quarterly basis. As a result,
growth slowed down compared with that in the
third and fourth quarters of 2013.

Industry contributed most to economic activity
growth, with a value added increase attributable
to a large degree to higher inventories.

The industrial production index (at comparable
prices) increased in the first quarter of 2014,
while income from sales in industry slowed
down. The difference between the dynamics of
the volume of output and real income from sales

Value Added Growth and Contribution by Sector

(per cent, quarter-on-quarter percentage points)
1.5

1.0
0.5 I
0.0
05
FE T T B B B L TRV L R TRV B
2010 2011 2012 2013 2014
— Total for the economy
Services
mmm  Agriculture
B Industrial sector

Note: Non-additive data on contributions due to direct seasonal adjust-
ment of value added and its components.

Sources: NSI, BNB calculations.
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resulted in an increase in inventories in the
sector. Given the improved managers’ expecta-
tions about future economic activity observed in
the short-term business statistics, the inventories
accumulated since early year are expected to
be sold in the following quarters. Nominal sales
in the international market had a negative contri-
bution to income mainly due to the fall in inter-
national prices of raw materials. The recovery

of domestic demand in the first quarter of the
year had a positive effect on nominal revenue
from sales in the domestic market, mainly in

the manufacturing sub-sector. In the first quarter
turnover by commodity group43 in the domestic
market exhibited quarter-on-quarter growth in
sales of consumer durables. Between April and
May 2014 industrial sector turnover posted an
increase, with the revenue from external market
sales contributing positively to this effect.

Irrespective of the fall in total industrial sector
turnover observed in the first quarter of 2014
and the decline in nominal operating surplus in
the sector, managers expectations about future
economic activity and the business climate indi-
cator improved in the first two quarters of 2014
compared with January 2014. This was probably
related to the continuous economic recovery in
our major trading partners and growth reported
in Bulgaria.

The production capacity utilisation rate in
industry over the first quarter of 2014 was in
line with the increased industrial output over

the same period. Notwithstanding, the produc-
tion capacity utilisation rate did not significantly
exceed the average rate reported in 2013. In
the context of recovering, but low demand, firms
still do not have a serious need for expanding
their production capacity.

The mild winter had a favourable effect on the
construction sector in the first quarter of 2014,
with construction activity, measured by the
construction output index (at constant prices)
posting growth due to substantially increased

“3The Main Industrial Groupings classification was used

to cover the following sectors: manufacture of intermediate
consumption goods, energy product production and water
related activities, investment product manufacturing and
consumer goods production. Energy products exclude pro-
duction and distribution of electricity, heating and gas, and
water supply.

Industry Turnover Dynamics

(per cent, quarter-on-quarter percentage points)
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Sources: NSI, BNB calculations.

Industry Output Index and Production Capacity
Utilisation in Industry
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Sources: NSI — Industry Business Survey, BNB calculations.

Construction Output Dynamics and
New Buildings Permits Issued

(number of buildings;
seasonally adjusted data)

(2010 = 100,
seasonally adjusted data)
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civil and engineering construction. Between April
and May 2014 the construction activity matched
the first quarter’s level. The number of issued
building permits for new buildings also exhibited
an increase. This had also a positive effect on
expectations of managers in the construction
sector about future economic activity in the first
quarter of the year, while in the second quarter
the expectations slightly worsened.

Besides the industry sector, some services sub-
sectors also contributed to the value added
growth for the overall economy in the first
quarter of 2014. These sub-sectors include:
financial and insurance activities; professional
activities and scientific research; administra-
tive and ancillary activities. On the other hand,
agriculture, where the value added went down
by 1.7 per cent on a quarterly basis, had a
negative contribution to the change in economic
activity in the first quarter of 2014.

Managers’ expectations about future economic
activity in the first and second quarters of 2014
strengthened, with industry and trade contrib-
uting most significantly to this increase. Despite
the worsened expectations in services and even
stronger worsening of expectations in construc-
tion in the second quarter of 2014, expectations
in all sectors exceeded the levels reported in
the fourth quarter of 2013. The assessment of
output assured with orders both for Bulgaria
and abroad suggested a significant increase in
industry in the second quarter of 2014. This is
probably ascribable to the improved economic
conditions in Bulgaria and in our major trading
partners.

According to national account data, in the first
guarter of 2014 investment in fixed capital

went up in real terms on a quarterly basis but
decreased in nominal terms due to lower prices.
The upward trend in nominal expenditure on
acquisition of fixed assets (seasonally adjusted
data) observed from the second quarter of
2013 was sustained in the first quarter of 2014,
although the growth rate slowed down. As in the
previous three quarters, industry had the largest
share in investments, while the contribution of
services contracted slightly on the previous
quarter. Taking into account the available spare
production capacity in industry, it may be

Expectations about Future Economic Activity
(balance of opinions, per cent; seasonally adjusted data)
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Contribution to the Quarterly Rate of Change
in Expenditure on Acquiring Fixed Assets by Industry

(per cent, quarter-on-quarter percentage points, seasonally adjusted
data)
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Note: Preliminary quarterly data due to the lack of final data.
Sources: NSI, BNB calculations.

Gross Operating Surplus at Current Prices
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presumed that investments were more focused
on improving the production efficiency in order
to preserve and improve competitive positions
on international markets. If firms’ expectations
remain positive, and the recovery of domestic
and external demand continues and ensures
profit growth, it may be expected that invest-
ment activity will strengthen. On the other hand,
as a result of a possible slowdown in corporate
profits, investment activity will remain weak.

Following a slight rise in the gross operating
surplus in nominal terms over the fourth quarter
of 2013, the indicator posted a decline on a
quarterly basis in the first quarter of 2014.
Agriculture had the largest negative contribu-
tion to it but industry and services sub-sector,
including trade, hotels and restaurants, transport
and communications, also contributed signifi-
cantly to the fall in the operating surplus in
total economy. The slowdown in the operating
surplus in the export oriented sector of industry
was due to the fall in international raw mate-
rial prices and the related decrease in nominal
external market volumes reported in the first
quarter of 2014. Despite the fall in prices of
intermediate consumption goods, it appeared

to be insufficient to offset profit declines in
industry. The quarter-on-quarter decline in the
gross operating surplus in the sectors of trade,
hotels and restaurants, transport and commu-
nications was due to the continuous fall in
consumer prices observed since 2013. However,
the indicator exhibited a strong annual increase,
which might reflect the stronger private
consumption in the first quarter of 2014. The
decline in the operating surplus in agriculture
was ascribable to significantly reduced subsi-
dies for production reported in the first quarter.

Bank lending to non-financial corporations grew
in the first quarter of 2014. Lending to industry
and services sectors contributed most signifi-
cantly to the growth of bank loans but these
sectors’ external debts other than intercompany
loans also posted an increase.

In the industrial sector, financial resources other
than the operating surplus slowed down slightly
in the first quarter of 2014, reflecting mainly

lower FDI flows on the fourth quarter of 2013. In
the first quarter of 2014 FDI inflow was reported

Bank Loans to Non-financial Corporations
(BGN million, quarter-on-quarter stock change)
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only in the services sector (excluding finan-
cial intermediation) where sources of financing
other than the operating surplus also posted an
increase.

Firms remained cautious in hiring staff due to
still uncertain economic environment. In the
first quarter of 2014 total employment remained
at levels close to those reported in the fourth
quarter of 2013 posting a slight increase on

a quarterly basis by 0.2 per cent based on
seasonally adjusted national account data and
by 0.8 per cent based on Labour Force Survey
data. According to national account data, agri-
culture, where employment rose by 6.6 per cent
on a quarterly basis, contributed most strongly
to employment growth. Industry and services
sub-sectors exhibited divergent dynamics which
had an insignificant contribution to the change
in total employment.

Improvements observed in expectations of enter-
prises about the number of staff reported in the
first quarter of 2014 were reversed. In case of

a steady increase in economic activity, labour
demand by firms will also increase accordingly.

In the first quarter of 2014 labour productivity
continued to increase on a quarterly basis in

the overall economy but growth slowed down on
the previous quarter. By sector, agriculture alone
posted no increase in the indicator. Total labour
productivity developments depend on keeping
employment close to its previous quarter’s level
and the concurrent increase in gross value added
in the economy. The decline in the labour produc-
tivity in agriculture in the first quarter of 2014 was
a result of the decrease in the value added and
strong growth in sector's employment.

Both nominal and real unit labour costs rose

in the first quarter of 2014 compared with the
fourth quarter of 2013. Nominal labour costs in
export oriented sectors of industry were close
to those in 2013, i.e. the sector preserves its
competitive positions in respect of labour costs.

According to the decomposition of real GDP
growth by production factor in the first quarter
of 2014, enhanced investment activity had the
major positive contribution to stronger economic
activity. The slow recovery of employment had
a small positive contribution and total factor

Labour Productivity Developments

(Value Added per Employee)

(per cent, quarter-on-quarter; seasonally adjusted data)
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Gross Value Added Growth

(per cent on the previous quarter; real growth, seasonally adjusted data)

2011 2012 2013 2014
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1

Agriculture and forestry, hunting and fishing 07 04 00 00 02 01  -01 00 -01 0.2 00 04 0.1
Mining and quarrying, manufacturing, production and
distribution of electricity, heating and gaseous fuels;
water supply; sewerage, waste management and
remediation activities 0.1 0.1 0.1 00 00 00 -01 -0A1 00 00 00 00 00
Construction 0.1 03 01 03 -02 -05 02 01 03 07 -01 -04 00
Trade, cars and motorcycles repair; transport, storage and
mail services; hotels and restaurants 01  -01 0.0 00 -01 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Creation and dissemination of information and author
products; telecommunications 0.3 0.3 0.0 05 -05 07 02 -01 0.4 05 02 -06 0.1
Finance and insurance activity 0.1 0.1 0.1 02 -01 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Real estate activities 02 -02 01 01 02 01 0.1 00 00 01 00 01 0.1
Professional activities and scientific research; administrative
and ancillary activities 02 -02 03 -04 03 01 01 0.2 0.0 0.1 0.1 02 -02
General government; education; healthcare and social
services 01 01 00 -01 -01 0.1 00 00 01 -0d1 00 00 00
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 0.6 07 -02 00 -01 01 02 0.0 0.2 0.2 0.8 0.6 04
Gross value added, total for the economy 06 07 -02 00 -0.1 01 -02 00 02 02 08 06 0.4
Source: NSI.

productivity had a negative contribution to the
growth.

Improvement in external environment is expected

to continue and to contribute to the economic
growth in Bulgaria but it will remain a source of
uncertainty for the economic activity in Bulgaria.
As economic growth observed since early 2013
remains yet weak and deflationary processes
continue, the internal environment is also a
source of uncertainty. Increased uncertainty by
the end of June following the placement of the
Corporate Commercial Bank under conserva-
torship and the political instability before early
parliamentary elections may negatively affect
the expectations of firms as to their intents for
investment and hiring personnel.

Exports and Imports of Goods

In the first quarter of 2014 nominal exports
and imports dynamics continued to be driven
by decreases in international prices of groups
of goods important for Bulgaria’s foreign trade
turnover and by increasing domestic demand.
In the first quarter of 2014 nominal exports
decreased by 6.6 per cent on an annual basis,

Contribution of Changes in Production Factors
to GDP Growth

(per cent, quarter-on-quarter percentage points)
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Sources: NSI, BNB calculations.
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while nominal imports of goods went up by
0.4 per cent on an annual basis. Trade deficit
came to EUR 825.6 million, deteriorating by
EUR 376.7 million on an annual basis.

Seasonally unadjusted GDP data point to a real
annual decline in exports of goods by 0.5 per
cent (against an increase of 13.0 per cent in
the fourth quarter of 2013). Based on foreign
trade statistics data, it may be concluded that
the groups of mineral fuels and distilled prod-
ucts and base metals contributed most substan-
tially to this decline.

Real annual growth of imported goods accel-
erated to 6.3 per cent in the first quarter of
2014 (against 6.0 per cent in the fourth quarter
of 2013), reflecting the recovery in domestic
demand. In the first quarter of 2014 overall
import dynamics was driven by the decline in
the mineral fuels and distilled products group
imported from Russia. This, as well as the
export dynamics of the group, was due to the
renovation and building of new oil production
capacities.*

Cross-checking the changes in exports and
imports in nominal and real terms shows that
the falls in global prices curbed nominal growth
of international trade flows in the first quarter
of 2014. If the effect of crude oil, petroleum
products and natural gas prices is removed,
total nominal decrease of exported goods (fob)
between January and March 2014 would be
5.4 per cent on an annual basis (the reported
decrease of 6.6 per cent), while nominal
import growth (fob) would amount to 2.4 per
cent (reported growth of 0.6 per cent).”® The
weaker performance of exports and imports is
confirmed by export and import price indices
under the Standard International Trade Clas-
sification (SITC), pointing to an annual fall in
exports and imports of 8.0 and 4.4 per cent
respectively in the first quarter of 2014.

In the third and fourth quarters of 2014 nominal
export growth is expected to recover on an

a“ Budget Performance Monthly Bulletin of the Ministry of
Finance, only in Bulgarian, March 2014, p. 6. Based on infor-
mation published by the Press Centre of LUKOIL Neftochim
on its website.

5 According to the Balance of Payments of Bulgaria, April
2014, p. 8.

Net Exports of Commodity Groups By Use,
January—April 2014

Export Import
growth™, — growth™,
per cent  per cent

Balance, ~ Change®,
EUR million  EUR million

Consumer goods 243.0 89.9 11.9 71
Raw materials -355.7 -441.0 -13.5 05
Investment goods -522.2 -69.0 2.6 59
Energy resources 9125 -148.7 -36.2 -12.6
Total -1576.4 -571.0 -8.0 0.0

* Balance change on the same period of previous year.

** Growth of exports and imports for the period (on an annual basis).
Source: BNB.
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annual basis. This will mainly be due to the
growth in physical volumes, which will be
prompted by the strengthening external demand
in Bulgaria’s major trade partners and the
recovery in the mineral fuels and distilled prod-
ucts group. In the third and fourth quarters of
2014 growth rates of imports (mainly physical
volumes) may accelerate provided that domestic
demand accelerates. The trade balance deficit
is projected to be around 7.5 per cent of GDP
in the third and fourth quarters of 2014.

Risks related to higher than expected trade
deficit could be materialised if the modera-
tion in export growth observed in the first
quarter of 2014 continues. Lower than projected
trade deficit could occur in the event of faster
demand growth in Bulgaria’s major trade part-
ners, more flexible use of exports capacity by
Bulgarian exporters, further improvements in
the terms of trade, and lower import growth as
a result of the retained or reduced domestic
demand.

According to preliminary data on external trade
by commodity group, between January and April
2014 exports to EU countries decreased slightly
by 0.9 per cent on an annual basis, with base
metals and related products; and animal and
plant products, food, drinks and tobacco having
the major negative contributions to this growth.
Machines, vehicles, appliances, instruments and
weapons; and textile, leather, clothing, footwear
and other consumer goods had the strongest
positive contribution. Exports to non-EU coun-
tries went down 18.4 per cent largely due to
mineral products and fuels; and animal and
plant products, food, drinks and tobacco.

The share of exports to EU countries increased
by 4.6 percentage points on an annual basis
between January and April 2014 in line with

the ongoing recovery in EU economies. A
contrasting 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
remained almost unchanged over the review
period against the background of the sustain-
able competitive positions of Bulgarian exporters
in international markets.

Geographical Distribution of Exports
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Exports by Commodity Groups,

January—April 2014

" — Contribu-

million . Growth™, — tion*™,

EUR  CM198" percent percentage
points

Mineral products and fuels 859.2 4334  -335 6.0

Machines, vehicles,

appliances, instruments and

weapons 1497.0 65.5 46 09

Base metals and

related products 12007 -191.2  -137 2.7

Animal and plant products,

food, drinks and tobacco 9289  -1950  -17.3 2.7

Chemical products,

plastics and rubber 804.9 73.0 10.0 1.0

Wood products, paper,

ceramics and glass 355.6 447 14.4 0.6

Textiles, leather, clothing,

footwear and other consumer

goods 960.7 63.1 7.0 0.9

Total exports 6607.0 -573.2 -8.0

* 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 the January-April 2014 period most commodity
groups of exports reported growth, excluding the
groups of mineral fuels and distilled products;
base metals; and animal and plant products,
food, drinks and tobacco. Mineral products and
fuels contributed most to the annual decline.

Exports of mineral fuels and distilled products
decreased by 33.5 per cent on an annual basis
between January and April 2014 mainly due to
lower exports to non-EU countries. The decrease
broadly reflected the reduction of exported
volumes due to the renovation and building of
new oil production capacities.*® The fall in inter-
national oil prices contributed further to this.*’ In
the third and fourth quarters of 2014 exported
physical volumes of this group are expected

to recover, positively affecting total Bulgarian
export growth. International price dynamics

is expected to have a dampening effect on
nominal export growth over the third and fourth
quarters of 2014.

The sustainable annual growth in exports of
machines, vehicles, appliances, instruments

and weapons continued between January and
April, contributing strongly to total export growth.
Growth reflected mostly the larger exported
volumes, while higher export prices exerted a
dampening pressure on nominal exports.*® Over
the projection horizon, the export dynamics of
the group is expected to remain stable amid
strengthening external demand.

Between January and April 2014 exports of
base metals fell on an annual basis. This
reflected mainly the fall in international prices,
while exported volumes contributed less to the
lower exports in the group.*® Rates of decline in
international metal prices in euro will slow down
in the third quarter and will stabilise in the

“ See: Note 44.

a7 According to the Balance of Payments of Bulgaria, May
2014, p. 40, and using the quarterly export deflators of the
mineral fuels, oils and related products group under SITC for
the first quarter of 2014.

*8 The quarterly export deflators for the machines, equipment
and vehicles group under SITC were used to estimate the
price effect in the first quarter of 2014.

a9 According to the Balance of Payments of Bulgaria, May
2014, p. 40, for the non-ferrous metals subgroup using the
quarterly export deflators for the cast iron and steel group
under SITC for the first quarter of 2014.
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fourth quarter of 2014, which will have a damp-
ening effect on nominal exports in this group.

Exports of animal and plant products, food,
drinks and tobacco reported a decline on an
annual basis between January and April 2014,
reflecting mainly lower international export
prices, rather than the fall in exported physical
volumes.® Our expectations for the third and
fourth quarters of 2014 point to a rise in inter-
national food prices, which will boost nominal
exports in the group.

Exports of chemicals, plastics and rubber
increased in the January to April 2014 period,
contributing most to total export growth. This
group’s exports to EU countries increased
more steadily. Higher exports in the group
were entirely due to price rises, while physical
volumes remained almost unchanged compared
to the corresponding period of 2013.>" Over
the projection horizon exports in the group are
expected to continue growing at rates close to
the current ones due to the expected moderate
dynamics of respective international prices.

Imports (cif) remained unchanged in nominal
terms in the January-April 2014 period on an
annual basis. Based on the System of National
Accounts (SNA) data for the first quarter

of 2014, 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 investment and consumer
goods contributed to the nominal growth of
imports by end-use, while energy resources had
a downward effect on the nominal volumes of
imports.

In the period from January to April 2014 imports
from EU Member States increased by 4.3 per
cent and those from non-EU countries fell

by 4.1 per cent. The decline in imports from
non-EU countries was largely due to Russia, the

0 To estimate the price effect, see the respective quarterly
export deflators for the listed divisions in the first quarter of
2014 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 sub-
stitutes — the deflator of tobacco and manufactured tobacco
substitutes.

*"'The quarterly export deflators for the chemicals and
chemical products group under SITC were used to estimate
the price effect in the first quarter of 2014.
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Imports of Commodity Groups By Use,
January—April 2014

EUR million ~ Change* o™ ngtrzgﬁ}ge ‘
per cent points
Consumer goods 1598.4 106.0 71 1.3
Raw materials 3080.4 16.5 05 0.2
Investment goods 1850.7 102.8 59 1.3
Energy resources 1614.5 -232.3 -12.6 2.8
Imports, total (cif) 8183.4 2.3 0.0

* 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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main exporter of petroleum products to Bulgaria,
where they are processed and subsequently
exported.”

Imports in the group of energy resources fell

in the period from January to April 2014 due
mainly to lower imported physical volumes and
to a lesser extent to falling international prices
of imported energy resources.” Imports of
energy resources’ dynamics are linked to export
dynamics. Accordingly, import physical volumes
are expected to recover over the third and
fourth quarters of 2014 when exports of energy
resources are expected to begin recovering. The
expected decline in international prices of this
group will have a dampening effect on nominal
imports.

Imports of the raw materials group reported a
slight increase in the January-April 2014 period.
The assessment of the price change effects

in this group® suggests that growth reflected
mostly the larger physical volumes. The ongoing
recovery in domestic demand will contribute to
the increase in imported physical volumes, while
international price dynamics will have a damp-
ening effect on nominal import growth of raw
materials over the third and fourth quarters of
2014,

Imports of consumer goods rose in the January
to April 2014 period in line with higher domestic
demand. Clothing and footwear and medicines
and cosmetics had the largest contribution to
the growth. In the third and fourth quarters 2014
imports of consumer goods are expected to
slightly increase on an annual basis in line with
private consumption dynamics.

In the January—April 2014 period imports of
investment goods posted significant growth
largely due to higher physical volumes.*

2 See footnote 44.

3 According to the Balance of Payments of Bulgaria, May
2014, p. 40, and using the quarterly import deflators of the
mineral fuels, oils and related products group under SITC for
the first quarter of 2014.

o According to the Balance of Payments of Bulgaria, April
2014, p. 42, and the quarterly import deflators of the groups
of food and live animals, inedible (crude) materials (exclud-
ing fuels), chemicals and chemical products and manufac-
tured goods classified chiefly by materials under SITC for
the first quarter of 2014.

% The quarterly import deflators for the machines, equipment
and vehicles group under SITC were used to estimate the
price effect in the first quarter of 2014.
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Machines, vehicles and appliances and spare
parts and equipment contributed most to it.

In case no essential changes in the interna-
tional prices of investment goods occur, in the
third and fourth quarters of 2014 their imports
will remain at rates close to the current ones,
reflecting the slight recovery in investment
activity in Bulgaria.
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4. Inﬂation

In the first six months of 2014 the still negative annual HICP inflation rate decelerated to -1.8 per cent

(-0.9 per cent at the end of 2013). Deepening deflation was largely driven by the fall in the prices of trans-
port fuels, food and services, reflecting mainly lower international prices and some specific factors related
to certain groups of services. The lower negative contribution of administratively controlled prices in March

limited the rate of decline of the overall HICP.

In the third and fourth quarters of 2014 inflation is expected to remain negative, although the rates of price
declines will tend to slow down. Until the end of the year, slight growth in food prices and a reduction of
the negative contribution of administratively controlled prices and core inflation are expected.

In the January to June 2014 period the annual
inflation of consumer prices remained nega-
tive.®® In June, HICP reported a -1.8 per cent
decline (-0.9 per cent in December 2013) on
an annual basis.

Deepening deflation in early 2014 reflected
mainly the effect of external factors: lower
international fuel, major commodity and food
prices. According to national accounts data,
the import deflator of goods posted a -5.3 per
cent annual decline in the first quarter of
2014 for the sixth consecutive quarter (against
-4.5 per cent in 2013). Price falls in certain
groups of services, which were driven by
specific factors, added further to stronger
overall deflation on the end of 2013. At the
same time, in line with our expectations, the
lower negative contribution of administratively
controlled prices in the March to June period
limited the rate of decline of the overall HICP,
although by June the negative contribution of
administratively controlled prices in the overall
HICP remained high (-0.47 percentage points).

In the January—June 2014 period defla-

tion continued to spread across a broad
range of goods and services included in the
consumer basket — a trend observed since
the second half of 2013. This was mainly
due to the higher number of sub-groups

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

Annual Inflation and Contribution of Major Commodity
and Services Groups to It
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reporting a fall in the prices of non-foods
(excluding fuels), services (excluding admin-
istratively controlled prices) and foods. As

of June 2014, the diffusion index, calculated
as a share of declining HICP sub-indices

on an annual basis, decreased slightly (to
47.3 per cent) from its peak reported in March
(49.5 per cent), non-food goods contributing
most to it.>” Concurrently, price increases

in the goods and services sub-group which
recorded no declines in prices and had weight
of 39.42 per cent®® in the consumer basket

in June are insignificant and insufficient to
offset the negative contribution of goods and
services with falling prices to overall HICP.

International price dynamics and the appre-
ciation of the euro against the US dollar was
the major factor behind the consumer price
deflation between March and June. The fall

in transport fuel prices reflecting mainly lower
international oil prices in euro contributed

by -0.24 percentage points to annual infla-
tion in June (+0.24 percentage points at the
close of 2013). Price decreases in processed
and unprocessed foods (with a total contribu-
tion of -0.48 percentage points) contributed
significantly to the reported deflation, with
processed food prices reflecting the ongoing
trend towards a depreciation of major agri-
cultural raw materials on an annual basis on
the international markets directly affecting
domestic prices.

The total producer price index (PPI) on the
domestic market, which continued falling on
an annual basis, had an effect on end-use
consumer prices. This dynamics reflected

both the impact of international prices and

the decrease in domestic electricity price in
2013. Lower negative contribution of electricity,
heating and gas production and manufacturing
contributed to the moderation in the decline
rate of PPl to -0.7 per cent in May (-2.8 per
cent at the end of 2013). Producer prices

" Based on the four-digit COICOP index (classification of
individual consumption by purpose).

¥ The weights are updated as of December 2013
(Source: Eurostat).
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in manufacturing remained at its level of the
corresponding month of the previous year,
while food, drink and tobacco product produc-
tion retained their negative contribution by
May.

In the first five months of 2014 the relatively
high annual rate of decline in producer prices
of intermediate consumption goods was
retained, which contributed to reducing indus-
trial production costs and decreasing end-use
consumer prices. Over the period under review
the rate of decline in energy product prices
was significantly lower than in late 2013, while
in May a slight increase on an annual basis
was reported in this group.59 The low nega-
tive rate of change on an annual basis in the
prices of non-durable consumer goods in early
2014 reflected mainly the downward price
dynamics in food production. Between January
and May 2014 the producer price index in
investment products on the domestic market
retained its upward trend observed since the
previous year, though at a lower rate.

How firms respond to the falling international
prices and weak consumer demand may be
analysed by decomposing the contribution of
unit labour costs, unit profit and net unit tax
to gross value added deflator dynamics. In
the first quarter of 2014 gross value added
deflator in total economy posted a -3.3 per
cent fall on an annual basis, reflecting mainly
the contraction in unit profits. Concurrently,
unit labour costs had a small positive contri-
bution to value added deflator, with compen-
sation per employee displaying a recent year’s
trend towards a moderation in their annual
growth. Lower profits indicates that firms could
not offset the lower end product prices in the
context of weak demand only by reducing
expenses on intermediate goods and limiting
labour costs.

* The Main Industrial Groupings classification was used
to cover the following sectors: manufacture of intermediate
consumption goods, energy product production and water
related activities, investment product manufacturing and
consumer goods production.
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By economic sector, a relatively high reduc-
tion in unit profits was observed in industry
probably due to the lower international prices
and industrial turnover of enterprises on inter-
national markets.®® Unit labour costs had a
much smaller negative contribution to the rate
of change in this deflator in industry. In the
services sector, since early 2013 firms have
tended to offset lower unit profits by reducing
labour costs, which are the main factor behind
pricing. In the first quarter of 2014 unit labour
costs and profits of the total sector had a
small negative contribution.

The differences in the extent to which the
consumer demand has recovered allow firms
in the relevant economic sectors to apply
different pricing and expenditure policy.
According to the national account data, in the
first quarter of 2014 household final consump-
tion expenditure grew in real terms by 3.8 per
cent on an annual basis after following its
downward trend of the prior year. Non-foods
and catering, as well as foods contributed
positively to the higher household expenditure.

Retail trade turnover points to a recovery

in consumption at the end of 2013 and in
early 2014.°" Between January and May food,
drinks and tobacco reported relatively high
growth rates of turnover at comparable prices
on an annual basis, coupled with a depre-
ciation of goods included in the consumer
basket. A similar upward trend in real trade
turnover against the background of falling
end-use consumer prices was also observed
in non-foods, with computer and communica-
tion equipment contributing most to turnover
growth.

The retail trade turnover dynamics corre-
sponds also to the improving household senti-
ment about the purchase of durable goods®
in the following 12 months, registered in early
2014. At the same time, in early 2014 real

€ For further details see Behaviour of Firms and Competitive-
ness in the Economic Activity section.

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

2 Such as purchase of furniture, electrical/electronic devices,
etc.
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turnover growth moderated on an annual basis
in textile, clothing, footwear and leather, as
well as in trade in unspecialised shops, with
prices remaining unchanged or being slightly
lower. In April and May 2014 turnover in these
groups reported an annual decline at compa-
rable prices.

The following trends were observed in price
dynamics of major goods and services groups
in the HICP. As of June food prices fell by
1.8 per cent on the corresponding period of
the previous year (-0.3 per cent in December
2013), including unprocessed and processed
food prices. The main factors behind the
downward dynamics of food prices in early
2014 involve the ongoing decrease of produc-
tion costs in agriculture, mild winter and still
low international prices, which spilled over
relatively quickly along the supply chain to
end-user prices in Bulgaria.

Sugar, jams, honey, chocolate and sugar prod-
ucts; animal and vegetable oils and fats, and
bread and cereals contributed most to the cut
in processed food prices in June 2014, the
last two sub-groups continuing to reflect the
depreciation in international prices of major
raw materials, as sunflower seeds and wheat.
Such a relation could not be made about
sugar, which contributed significantly to the
negative inflation of processed food. According
to the State Commission on Commodity
Exchanges and Market-places data, in June
the price of wholesale sugar fell by 29.3 per
cent on an annual basis and the retail price
by 25.7 per cent.

Unprocessed food depreciation on an annual
basis was underpinned mainly by the price
decline of meat and meat products, which
started at the end of 2013, and by more
pronounced declines in vegetables in individual
months. Lower end-use consumer prices of the
latter sub-group were in line with the annual
decrease in wholesale prices® of domestic
and imported products on commodity markets

8 According to the State Commission on Commodity
Exchanges and Market-places data.

Annual Growth Rate of Nominal Retail Trade
Excluding Automobile Fuels and Lubricants
(per cent, percentage points, working-day adjusted data)
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Annual Growth Rate of Nominal Retail Trade in
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in Bulgaria. Vegetable prices are strongly
dependant on the changes in import prices
and on the quality of the harvest in Bulgaria
and in the region. The reported deflation in
meat and meat products does not correspond
to the increasing international prices. This may
be explained by internal factors, such as lower
production costs in the second half of 2013 (on
animal feed crops, electric power and fuels)
and higher supply of pigmeat at the end of
2013 and in early 2014.%

Between January and June 2014 transport
fuel prices recorded a decline on the corre-
sponding period of the previous year in line
with the continued annual fall in oil prices in
euro.®®

In the first half of 2014 administratively
controlled prices still reported a high nega-
tive contribution to overall inflation, though
the contribution tended to decrease due to
the base effect of lower prices of electricity
in March 2013. The annual decline rate in the
prices of this group came to -2.7 per cent

in June, with a -0.47 percentage point nega-
tive contribution to overall inflation. The third
consecutive cut in the regulated price of
electricity for households (down -2.7 per cent
as of January) observed since the second
half of 2013 and the lower fees for visits to
GPs and other medical specialists who have
concluded contracts with the National Health
Insurance Fund (down -28.6 per cent as of
January) contributed to the ongoing reduction
in controlled prices in early 2014.

The downward trend in core inflation, which
developed in 2013, continued in the first half
of 2014. This pushed up the negative contri-
bution of this group to overall inflation. June
saw negative core inflation (-1.4 per cent,
from -0.7 per cent by end-2013), largely
driven by the decelerating services inflation

% Red meat: a situation and outlook analysis in 2013 and

a forecast for 2014, Ministry of Agriculture and Food, May
2014.

®1n the group of energy products (excluding the adminis-
tratively controlled prices of energy, heating and central gas
supply) transport fuels occupy the largest relative share;
hence, their price developments determine the price dynam-
ics of energy products in general.

Annual Rate of Change in Bread and Cereals Prices
on the Domestic Market and Wheat Prices on the
International Markets

(per cent, on an annual basis)
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Annual Rate of Change in Oils and Fats Prices on the
Domestic Market and Sunflower Seed Prices on the
International Markets
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Annual Rates of Change in Meat and Meat Product
Prices on the Domestic Market and Meat Prices on
the International Markets
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and, to a lesser extent, by the accelerating
annual rate of decline in the prices of non-
foods (excluding fuels).

The deflation in non-foods came to -2.5 per
cent in June 2014 (-2.1 per cent in December
2013). Price developments in this group were
still driven mainly by the negative contribution
of durables, which is likely to reflect the trend
towards an appreciation of the euro observed
since the second half of 2013. Since early
2014 the annual rate of decline in automobile,
television and computer equipment prices
remained relatively high, while household
appliances, furnishings and furniture reported
a relatively lower depreciation. As of June the
non-durables price index went down slightly
compared with the corresponding period of
the previous year.

In 2014, unlike the previous year, annual defla-
tion reported in the groups of services was
negative and came to -0.6 per cent in June.
This was largely driven by specific factors in
certain groups of services, as telecommunica-
tions, air transport and dental services. Tele-
communication services prices fell by -2.9 per
cent by June (-0.7 per cent by December
2013). A methodological change in air fare
reporting, which has been applied since

early 2014, had a key role for their negative
contribution to the downward price dynamics
in services since the beginning of the year.

In 2014 the prices of dental services® also
contributed to the decline in overall services
price index, owing to the cut in the user fees
paid to dentists having concluded contracts
with the National Health Insurance to the
amount -28.6 per cent effective as of January.
Other important factors behind the deflation
were the moderate inflation in catering and
the decreasing prices in passenger automobile
transport, which are indirectly affected by the
food and fuel prices in Bulgaria.

% 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.

Rate of Change of Energy Product Price Index and
Transport Services Price Index
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Monthly Rate of Change in the Prices of Brent Crude
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Rate of Change in the Overall CPI, Administratively
Controlled Price Index and Core Inflation

(per cent, on an annual basis)
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The Survey of Business Developments in
Industry of June 2014 reported an increase in
the opinion balance regarding the expected
selling prices in the following three months,
which is in line with the improvement in
entrepreneurs’ assessments of current production
activity. Prevailing expectations of managers are
for keeping selling prices in services unchanged
in the following three months. In retail trade, the
balance of opinion retained its previous months’
level amid prevailing expectations of a stabilisa-
tion or a slight decline in prices.

Inflation expectations for the following quarters
and related uncertainty are presented in the
fan chart on the annual rate of change in the
HICP." In the third quarter of 2014 we expect
negative inflation at -1.1 - -0.2 per cent and
in the fourth quarter it is expected to range
between -0.7 per cent and 0.5 per cent.® The
further reduction in the negative contribution
of administratively controlled prices, together
with the end of the fall in food prices and

the lower negative contribution of core infla-
tion in the second half of 2014 will be the
main factors behind the moderation in the
current decline rate of consumer price index.
The weaker transfer of international price
rises since the beginning of the year to the
consumer prices in Bulgaria and the down-
ward price dynamics in services give grounds
to revise downwards our assessment for
overall inflation until the end of the year.

The projection is based on the assumption for
an increase in international food prices on a
quarterly and annual basis in the second half
of 2014. The oil prices in euro are expected
to slightly decrease on an annual basis in

the third and fourth quarters. The projection
includes the assumption that administratively
controlled prices will remain at their current
levels until year-end. Therefore, we expect
further reduction in the negative contribu-

" For further details, see the Measurement and Presentation
of Uncertainty in Forecasting Economic Indicators box,
Economic Review, 1/2012.

 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.

Core Inflation
(per cent, on an annual basis)
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Rate of Change of Industrial Goods Price Index
Excluding Energy Products and Goods with
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Rates of Change of Services Price Index Excluding
Those with Controlled Prices

(per cent, on an annual basis)
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tion of this group to overall inflation. This will
reflect the base effect of price declines in
electricity for households in mid-2013 and the
increase in prices of electricity for households
and heating as of 1 July 2014, which was
announced by the State Energy and Water
Regulatory Commission.

Major risks to the projected overall inflation
dynamics in the second half of 2014 relate
mainly to international oil and food price
developments that may push consumer prices
up or down. There is a risk that the dynamics
of food prices in Bulgaria may continue to
differ from that on the international markets

in case of a good harvest in the region and
rising international prices of some types of
food, whose price dynamics does not affect
directly domestic price developments.

Selling Prices Expectations in Industry
over the Next 3 Months
(balance of opinions, per cent)
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Fan Chart of the Expected Annual Inflation Rate
(per cent)
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Note: The fan chart shows the expert views of the forecasters on the
uncertainty around the projected value based on probability distribu-
tion. The middle band of the chart, depicted in the darkest colour,
includes the central projection. If neighbouring bands (in the same
brighter colour) are added to the middle band, there would be 40 per
cent coverage of the probability mass. Thus, by adding each same
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

Growth Rates of Major Goods and Services Groups Prices and Their Contribution to Accumulated Inflation

Inflation (per cent)

Foods
Processed foods
Unprocessed foods
Services
Catering services
Transport services
Telecommunication services
Other services
Energy products
Transport fuels
Industrial goods
Goods and services with administratively controlled prices*

Tobacco products

Inflation accumulated Inflation accumulated Annual inflation rate
as of June 2013 as of June 2014 as of June 2014
(December 2012 = 100) (December 2013 = 100) (December 2013 = 100)
-1.7 -1.8
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
0.4 0.1 -1.1 -0.28 -1.8 -0.48
0.1 0.02 -11 -0.19 -1.2 -0.20
1.0 0.09 0.9 -0.09 -3.0 -0.28
-0.7 -0.18 -1.7 -0.43 -0.6 -0.16
1.3 0.07 0.4 0.02 09 0.05
-1.3 -0.04 -4.6 -0.16 3.2 0.1
0.6 -0.03 2.8 -0.14 2.9 -0.14
-1.6 -0.17 -14 -0.15 0.3 0.04
-1.0 -0.09 -6.0 -0.55 -3.0 -0.26
0.8 -0.07 6.3 -0.54 -3.0 -0.24
0.9 -0.17 -1.3 -0.26 2.5 -0.48
2.6 -0.47 -1.4 -0.24 27 -0.47
0.2 0.01 0.4 0.02 1.1 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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