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Summary

In April and May 2015 the global business indicator declined, still staying above the neutral limit of

50 and signalling an ongoing improvement in the global economic activity. Divergences continued to

be observed across geographic areas: in the second quarter of 2015 the business indicators showed
retained economic growth in the euro area, accelerating growth in the USA and a slowdown in the eco-
nomic activity in some of the developing countries as China and Brazil. Political developments and the
implementation of capital control and restrictions of bank operations in Greece significantly worsened
the growth outlook of the Greek economy. However, this is not expected to have a strong direct nega-
tive effect on the euro area, given the small size of the Greek economy.

The January—April 2015 annual average global inflation decreased, reporting in January the lowest
value of this indicator over the last decade. A deceleration in the annual inflation rate was observed
both in developed and developing economies and declines in international prices of fuels and major
commodity groups were among the main factors behind this dynamics.

The latest developments of the global economic environment are likely to have prevailingly a positive
effect on Bulgaria’s economic growth due to the expected moderate acceleration of the economic activ-
ity in the euro area, the euro depreciation, low oil prices and low interest rates.

Between January and April 2015 the overall current and capital account balance was positive, improv-
ing on an annual basis due to the increase in the capital account surplus and the trade deficit decline
compared to the corresponding period of 2014. The decrease of the trade balance deficit on the cor-
responding period of 2014 was mainly driven by both higher annual growth in real exports compared to
real imports and favourable terms of trade. Over the second half of 2015 the total current and capital
account surplus, as a share of GDP, is expected to shrink on an annual basis compared to the levels
observed in the first half of 2015, mainly due to the projected narrowing of the capital account surplus
and slight deterioration in goods and services trade balance.

In the first five months of 2015 bank liquidity continued to rise impacted by sustained inflows of
attracted funds, still low lending activity in Bulgaria and limited investment opportunities in international
financial markets. In the third and fourth quarters of 2015 broad money growth is expected to increase
moderately against the background of a gradual economic recovery, while loans to the private sector
are expected to slightly rise on a quarterly basis.

Deposit and lending interest rates in Bulgaria continued declining, reflecting the interbank money mar-
ket developments and high liquidity of the banking system. They are expected to continue gradually
declining in the second half of 2015.

In the first quarter of 2015 quarterly growth of real GDP accelerated on the previous quarter accounting
for 0.9 per cent. The change in inventories and private consumption, which continued its slow recovery
in line with the slight increase in employment and growth in compensation per employee, and unem-
ployment decline had the major contribution to growth. The decrease in government consumption as

a result of the implementation of fiscal consolidation measures had the major negative contribution to
economic activity growth. Fixed capital investment fell down on a quarterly basis impacted by the pri-
vate sector investment dynamics. Quarterly growth of exports and imports of goods and services rose
approximately equally, and net exports had a neutral contribution to GDP growth.

7 Summary




Based on the improved labour market conditions and increased consumer confidence, private con-
sumption is expected to continue growing on a quarterly basis in the third and fourth quarters of 2015.
Private investments are projected to moderately increase in the context of positive sentiment, business
expectations and high production capacity utilisation in industry. Government consumption is expected
to rise at slow rates in the second half of 2015. Slow but similar growth rates are projected for exports
and imports of goods and services. Given the described dynamics by component quarterly GDP growth
is expected to slightly slow down in the third and fourth quarters of 2015 against the first quarter of
2015.

The annual inflation, which is negative since mid-2013, came to -0.3 per cent in May 2015 (-0.2 per
cent in December 2014). The fall in transport fuel prices affected by falling international oil prices
had the highest negative contribution to the dynamics of the overall consumer price index, while the
increase in unprocessed food prices between April and May 2015, the depreciation of the euro and
correspondingly the lev against the currencies of Bulgaria’'s major trading partners, and administrative
price growth had a positive contribution to the overall inflation.

Deflation is expected to continue to slow down in the third and fourth quarters of 2015 and at the end
of the year consumer prices are anticipated to increase on an annual basis. An increase in international
food and oil prices in euro will have a major contribution to this effect.
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1 . External Environment

In April and May 2015 the global business indicator declined, but stayed above the neutral limit of 50 signal-
ling an ongoing improvement in the global economic activity. Divergences continued to be observed across
geographic areas: in the second quarter of 2015 the business indicators showed retained economic growth in
the euro area, accelerating growth in the USA and a slowdown in the economic activity in some of the devel-
oping countries as China and Brazil. Political developments and the implementation of capital control and
restrictions of bank operations in Greece significantly worsened the growth outlook of the Greek economy.
However, this is not expected to have a strong direct negative effect on the euro area, given the small size of
the Greek economy.

The January—April 2015 annual average global inflation decreased, reporting in January the lowest value of
this indicator over the last decade. A decline in the annual inflation rate was observed both in developed and
developing economies and declines in international prices of fuels and major commodity groups were among
the main factors behind this dynamics.

The latest developments of the global economic environment are likely to have prevailingly a positive effect
on Bulgaria’s economic growth due to the expected moderate acceleration of the economic activity in the
euro area, the euro depreciation, low oil prices and low interest rates.

Current Business Situation Global PMI

Following a significant increase in the first quarter 60
of 2015, in April and May the global composite
PMI indicator decreased on a quarterly basis %]

but remained above the neutral limit of 50. The N

decrease in the composite index may be inter- % VTSRS ‘ ‘
preted as an indicator signalling a stabilisation of

global economic activity growth. The decline in
the composite index in May was a result of wors-

454

eﬂedSeﬂtlmentlntheSGI’VICeSSGCtOI’aSCOm- 40\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\
) ) ) ) 2011 2012 2013 2014 2015

pared with the previous month, while expectations Global PMI. total

in manufacturing slightly improved on a quarterly ——  Global PMI of manufacturing

basis ———  Global PMI of services

Source: JP Morgan.
In the first quarter of 2015 economic growth in

developing economies slowed down, while growth World Trade

(annual rate of growth, per cent)

in the euro area tended to accelerate. As of June 15
2015 the OECD composite leading indicators
(CLIs) signalled a moderate increase in the eco- 107

nomic activity in the euro area and slower growth
in China and Brazil.

5

i\
In the first quarter of 2015 world trade volumes ’ ' ‘JV\/ \/\/\W\/
continued to rise on an annual basis. Growth in 5
the USA continued to outstrip euro area’s growth
despltethedecllneInthevolumeoftheUStrade -10 \\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\\\\\\\\\\\\‘\\
i 2011 2012 2013 2014 2015

on the previous quarter. ——  World trade

— USA

———  Euro area

Source: CPB Netherlands Bureau for Economic Policy Analysis.
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The January—April 2015 annual average global
inflation decreased, recording in January the
lowest value of this indicator over the last dec-
ade. An inflation slowdown on an annual basis
was reported both in developed and developing
economies and lower international prices of crude
oil and major commodity groups were among the
main factors behind this dynamics.

International environment will have a prevailingly
favourable effect on Bulgaria’s economy in the
second half of 2015 due to the expected moder-
ate acceleration of euro area economic growth on
an annual basis, the depreciation of the euro and
low petroleum prices and low interest rates.

Euro Area

In the first quarter of 2015 euro area real GDP
grew by 1.0 per cent on an annual basis against
0.9 per cent in the fourth quarter of 2014. Eco-
nomic growth in Germany slowed down to 1 per
cent, while in France accelerated to 0.8 per cent.
Growth in Italy was positive for the frst time since
mid-2011 and reached 0.1 per cent. Slovakia
posted the strongest economic growth (2.9 per
cent), followed by Spain (2.7 per cent).

Euro area real GDP on a quarterly basis rose by
0.4 per cent matching growth in the fourth quar-
ter of 2014. Household consumption (0.3 percent-
age points), investment (0.2 percentage points),
government consumption (0.1 percentage points)
and the change in inventories (0.1 percentage
points) had a positive contribution to growth. Net
exports (-0.2 percentage points) had a negative
contribution. A quarter-on-quarter decline in GDP
was observed in Lithuania (-0.6 per cent), Estonia
(-0.3 per cent), Greece (-0.2 per cent) and Fin-
land (-0.1 per cent)'.

In June 2015 the euro area composite PMI?
slightly increased to 54.1 against 54.0 in March
indicating a moderate acceleration of euro area
growth. Manufacturing and services sub-indices
also posted an increase: by 52.5 and 54.4
respectively (against 52.2 and 54.2 in March).
Over the same period the euro area economic
sentiment index of the European Commission
declined to 103.5 from 103.9 in March, while
the euro area consumer confidence index of
the European Commission went down to -5.6

' No data published about Ireland, Luxembourg and Malta.

2 Preliminary data.

Inflation Measured through CPI
(per cent, annual rate of change, seasonally adjusted data)
8

7 4

6 4

0 L B L L I L B S R L I
2011 2012 2013 2014 2015
—— Global inflation
—— |Inflation in developing countries
Inflation in developed countries

Note: The World Bank measures the change of CPI in individual
groups as a weighted average of CPI changes in the countries of

the group. For calculating the weights of the countries, real GDP
based on purchasing power parity is used. Groups include only World
Bank Member States classified by the World Bank as developing and
developed countries.

Source: World Bank.

Contribution to Real GDP Growth in the Euro Area by
Component (Quarterly)

(per cent; percentage points)
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against -3.7 in March 2015. The EC business
climate index in the euro area, an indicator of
investment activity, also posted a decrease.

In May the EC revised upward its forecast of euro
area GDP growth for 2015 to 1.5 per cent, thus
matching the ECB projection. The forecasts of the
two institutions suggest a moderate acceleration
of euro area economic growth in the second half
of the year.

Political developments in Greece in recent months
resulted in a higher economic uncertainty in the
country, which deteriorated growth prospects for
the Greek economy. Additional similar effects
occurred due to the capital control and con-
straints on bank operations introduced in Greece.
Given the small size of the Greek economy no
strong direct adverse effect on the euro area
economy is expected as a result of the events in
Greece.

Since February 2015 HICP in the euro area

had been gradually increasing and in May the
change in the index reached 0.3 per cent on an
annual basis (against 0.0 per cent in the previ-
ous period). The increase was due to the slower
rate of decline in energy prices and accelerated
growth of food and services prices. The strong-
est decrease in the consumer price index was
reported in May in Cyprus (-1.7 per cent), Greece
(-1.4 per cent) and Slovenia (-0.8 per cent), and
the highest inflation in Malta (1.3 per cent), Latvia
(1.2 per cent) and Portugal (1.0 per cent).

Projections of the euro area average annual
inflation for 2015 were increased by the EC in
May and by the ECB in June. The ECB projec-
tion is higher and foresees a 0.3 per cent price
increase.

In April 2015 unemployment in the euro area
decreased slightly to 11.1 per cent (against

11.2 per cent in the previous two months). In
recent months Greece reported the highest unem-
ployment level (25.4 per cent)® followed by Spain
(22.7 per cent), but both countries posted an
unemployment decline. An increase in the share
of persons actively seeking a job was observed
in Finland, Austria and Estonia® where the indica-
tor rose by 0.1 percentage points in April 2015.

® The latest data available for Greece refer to February
2015.

* The latest data available for Estonia refer to March 2015.

Manufacturing and Services PMIs

60

55 1

N\, s

40 A IR RS IR R
2011 2012 2013 2014 2015

= Composite PMI
—— PMI of manufacturing
PMI of services

Source: Markit.

Projections of the Annual Rate of Change
of Euro Area Real GDP

(per cent)
Institution Publish- 2015 2016
ing date last previous last previous
EC May
2015 15 1.3 1.9 1.9
ECB June
2015 15 15 1.9 1.9

Sources: EC, ECB.

Euro Area Inflation Rate
(per cent, on an annual basis)
35

3.0 1
2.5 1
2.0 1
1.5 1
1.0 4
0.5 1

0.0 T T T - /
05 1 \/
2011 2012 2013 2014 2015

— HICP

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

Source: Eurostat.

Projections of Euro Area Annual Inflation Rate
(per cent)

Institution Publishing 2015 2016

itz last previous last previous
EC May 2015 0.1 -0.1 15 1.3
ECB June 2015 0.3 0.0 15 1.5

Sources: EC, ECB.
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Unemployment in Germany and Austria remained
the lowest at 4.7 and 5.7 per cent respectively.
The dynamics of the indicator of expected unem-
ployment over the next twelve months included
in the EC consumer confidence index showed
improving consumer expectations about labour
market developments. In April and May 2015 the
average value of the sub-index fell down to 10.3
points from 13.4 points in the first quarter.

At its last monetary policy meeting the Governing
Council of the ECB confirmed its intention to con-
tinue implementing the extended assets purchase
programme until the end of September 2016° or
until the inflation target is reached (below but
close to 2 per cent over the medium term).

As of 19 June 2015 the ECB balance sheet
posted an increase by 8.9 per cent compared
with end-March 2015 and reached EUR 2.451 tril-
lion. The increase was mainly due to public asset
purchases under the PSPP (EUR 141 billion from
end-March), covered bond purchases under the
CBPP3 (EUR 27 billion from end-March), asset-
backed securities purchases under the ABSPP
(EUR 3.6 billion from end-March), and to the
results of the fourth targeted longer-term refinanc-
ing operation (TLTRO), conducted on 18 June
when the ECB allotted EUR 73.8 billion among
128 participants (against previously allotted

EUR 97.8 billion among 143 banks).

As a result of ECB operations and programmes
for providing liquidity to banks, the amount of
excess liquidity in the euro area banking sys-
tem grew to EUR 357 billion as of 24 June 2015
(against EUR 273.2 billion at the end of March
2015).

Due to increased excess liquidity in the sec-

ond quarter of 2015, the average value of the
EONIA fell to -0.10 per cent (against -0.05 per
cent in the first quarter of 2015), moving within
the range of -0.03 per cent to -0.14 per cent
over the review period. With the increase in the
excess liquidity the volume of overnight deposits
in euro area’s interbank market trade decreased
as their daily average value in the second quarter

® For further details, see the boxes Details on ECB Public
Sector Purchase Programme (PSPP), Economic Review, issue
1/2015 and New Decisions of ECB Governing Council on
Monetary Policy of 22 January 2015, Economic Review, issue
4/2014.
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amounted to EUR 20.5 billion (against EUR 27.3
billion in the first quarter of 2015).

In the second quarter of 2015 EURIBOR inter-
est rates on interbank market deposits declined.
As of 23 June one-month interest rates were
-0.07 per cent (-5 basis points on end-March),
and those on deposits with maturities of six

and twelve months were 0.05 per cent (-4 basis
points on end-March) and 0.16 per cent (-3 basis
points on end-March) respectively. Given the
policy pursued by the ECB the euro area banking
excess liquidity is expected to further grow and
to exert a downward pressure on money market
interest rates.

The USA

In the first quarter of 2015 US real GDP growth
accelerated to 2.9 per cent on an annual basis
from 2.4 per cent in the previous quarter. The US
real GDP posted a slight decrease of 0.04 per
cent on a quarterly basis against 0.5 per cent
growth in the previous quarter. The decline was
mainly due to the significant negative contribution
of net exports and business investments. House-
hold consumption growth slowed down and the
decline in government sector consumption and
investments was slower than in the fourth quarter
of 2014. The change in inventories had a positive
contribution to economic growth on a quarterly
basis.

ECB Interest Rates, EONIA and Excess Liquidity
in the Euro Area
(per cent)
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In the first two months of the second quarter

of 2015 US leading economic activity indica-

tors fluctuated within a narrow range of over 50,
which signalled a recovery of GDP growth and
confirmed the prevailing expectations according
to which the economic slowdown in the beginning
of the year was due mostly to temporary factors
(unfavourable weather conditions and the West
Coast ports strike).

Consumer confidence indicators also fluctuated
across months but remained at a relatively high
level. In April consumer expenditure reported zero
monthly growth following a significant acceleration
in March. In May retail sales posted an increase
for a third consecutive month.

The change in the ISM-PMI indices for manufac-
turing and services sectors and in the National
Association of Home Builders (NAHB) index, sig-
nalled an increase in US economic activity in the
second quarter.

In April the annual inflation rate measured by the
personal consumption expenditure (PCE) deflator
decreased to 0.2 per cent from 0.3 per cent in
the previous two months. The annual growth rate
of the core PCE price index (excluding food and
fuels) decreased to 1.2 per cent in April against
1.3 per cent in four consecutive months.

Consumer price index (CPl), the other measure
of the US inflation, posted zero annual growth

in May following an annual decline in two con-
secutive months. Among the components of the
indicator energy prices continued to report the
strongest decline, particularly fuel prices, albeit
to a lesser extent than in previous months. Medi-
cal goods and non-energy services exhibited the
strongest annual growth. The annual growth rate
of core inflation moderated to 1.7 per cent in May
against 1.8 per cent in April and March.

In the second quarter of 2015 the expectations
of consumer price inflation in the period of one
to five years, a component of the University of
Michigan consumer confidence index, posted a
similar insignificant change. In June 2015 accord-
ing to preliminary data both indicators posted a
decline to 2.7 per cent from 2.8 per cent in May
and 2.6 per cent in April. In the third and fourth
quarters of 2015 inflation in the USA is expected
to rise, but to remain below 2 per cent on an
annual basis.

US Manufacturing and Services ISM-PMls
and GDP Growth (Quarterly)
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The recovery of the US labour market continued
in the second quarter of 2015. In May unemploy-
ment increased insignificantly to 5.5 per cent
against 5.4 per cent in April which was the low-
est level reported since May 2008. Growth was
due mainly to the increased number of persons
included in the labour force and the related rise
in the rate of economically active population.
The average quarterly value of the increase in
employment in non-agricultural sector numbered
207,000 persons against 202,000 in April and
195,000 in March.

At its meeting of 16 and 17 June, the US Federal
Open Market Committee (FOMC) decided to keep
the target for the federal funds rate unchanged
within a range of 0.00 to 0.25 per cent. To avoid
strong fluctuations in financial markets, it was
stated that FOMC would continue to communi-
cate its views and intents about its future policy
in most complete and clear way. The published
individual forecasts of the FOMC members for the
appropriate level of the reference rate at the end
of 2015, 2016 and 2017 were revised downward,
reflecting expectations for a more gradual refer-
ence rate increase in less number of steps in the
following two years.

China

In April and May manufacturing PMI in China
stabilised at a level slightly over 50 points. The
dynamics of individual components of the index
showed an increase both in the current activ-
ity and in new orders, including export orders.
In May growth rates of industrial output slightly
accelerated to 6.1 per cent on an annual basis
against 5.9 per cent in April and 5.6 per cent
in March. However, the annual growth rate of
investment continued to slow down accounting
for 12.0 per cent in April and 11.4 per cent in
May. In May consumer inflation slowed down
to 1.2 per cent on an annual basis against 1.5
per cent in April. On a monthly basis inflation
declined by 0.2 per cent.

The ongoing deflation of producer prices

and still available excessive spare production
capacities remained the major factors having

an adverse effect on the China’s economy. The
economic slowdown in the first quarter and low
inflation entailed the launch of a series of meas-
ures by the government and the central bank
intended to stimulate the Chinese economy and

US Unemployment Rate and Number of New
Employees in the USA
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to support the smooth economic restructuring
and rebalancing.

In early April the People’s Bank of China low-
ered the banks’ reserve requirements rate by
100 basis points to 18.5 per cent, aiming at
increasing the aggregate credit. The estimated
effect of the decreased rate was assessed as an
increase in the volume of the interbank market
in China by CNY 1.2 trillion (USD 194 billion).
This measure of the central bank was supple-
mented by a two-fold cut in rates on loans with
a maturity of one year by 25 basis points each
(to 5.10 per cent in May and to 4.85 per cent in
June) and by a two-fold cut in rates on deposits
with a maturity of one year by 25 basis points
each (to 2.25 per cent in May and to 2.00 per
cent in June). According to the central bank the
restructuring of the domestic economy acceler-
ated, while fluctuations in external demand had
an adverse effect and contributed to the slow-
down of China’s economic growth.

The government initiated a number of admin-
istrative measures which were also intended

to encourage lending activity. In early May

the government announced a replacement of
bonds issued by local governments by govern-
ment securities of the central government in the
amount of CNY 1 trillion aimed at supporting
the local authorities experiencing financial dif-
ficulties. Given the enhanced credit risk Chinese
banks decreased lending to indebted local
governments in recent quarters, which had a
an adverse effect on the effectiveness of the
transmission mechanism of the monetary policy
measures to the real economy. At the end of
May financial institutions were ordered by the
central government to continue financing the
projects of local authorities.

As a result of these measures annual growth of
new loans in April and May stabilised at about
14 per cent. The monetary aggregate M2 went
up exhibiting an increase by 10.6 per cent on
an annual basis in May against 9.6 per cent in
April and 9.9 per cent in March. Between April
and May real estate prices also increased on a
monthly basis following the continuous deprecia-
tion during the last year.

In the second quarter of 2015 the People’s Bank
of China again kept the CNY/USD exchange

Inflation Indices in China
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rate within a strongly narrowed band, with the
fixing hovering close to CNY 6.20 per USD 1.
According to the IMF report of end-May the Chi-
nese currency has no longer been considered
an underestimated currency. In May Chinese
authorities again announced a new step to facili-
tate convertibility of the Chinese renminbi yuan,
removing constraints to foreign investments by
individuals and companies from China in direct
purchases of shares, bonds and real properties
abroad.
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International Commodity Prices

Crude Oil

Increased demand for petroleum products
pushed up crude oil prices on a quarterly basis
in April and May 2015. The price rise was also
underpinned by concerns that supply of petro-
leum products may be limited due to lower US
oil inventories and escalating geopolitical ten-
sions in the Middle East. Between January and
May Brent crude oil was traded at USD 57.1 per
barrel (EUR 51.4 per barrel) on average, down
47.3 per cent on the corresponding period of
2014.

In June 2015 the International Energy Agency
(IEA) revised upward its crude oil demand pro-
jections in 2015, which is a precondition for a
an increase in the oil prices compared with cur-
rent values.

In June expectations of crude oil futures prices
pointed to an increase on March which con-
firmed the International Energy Agency expec-
tations that the enhanced demand and lower
supply may push up the price. At the OPEC
meeting of 5 June 2015 a decision was taken
to maintain the member states’ production quota
at 30 million barrels per day, which makes less
probable the sharp oil price hike until the follow-
ing meeting of the organisation. In the second
half of 2015 the rise in oil prices is expected to
be supported by higher consumption by China
and India. Market expectations of oil prices
remained within the range of USD 60-70 per
barrel in the third and fourth quarters of 2015.

Major Raw Material and Food Prices

Between April and May 2015 international prices
in US dollars of major commodity groups con-
tinued to decrease on an annual basis. Concur-
rently, due to the euro depreciation against the
US dollar by 20.4 per cent on an annual basis
over the the review period, some price indices,
such as the composite food price index, exhib-
ited a divergent dynamics in US dollars and in
euro.

The metals price index in euro published by
the ECB decreased by 6.9 per cent on an
annual basis (down 25.9 per cent in US dollars)
between April and May 2015. Iron ore posted
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a significant decline over the review period, a
result of commissioned production capacities
in Australia and Brazil and the weaker demand
by China. These effects were limited by the
measures launched by the Chinese authorities
for encouraging the economic activity in China.
These measures also helped decrease the
annual price fall of copper in US dollars over
the April-May 2015 period. The copper price in
euro went up over the review period.

In the third and fourth quarters of 2015 prices
in euro of industrial (ferrous and non-ferrous,
excluding precious metals) metals are expected
to decline due to the expectations of weaker
Chinese demand and enhanced global supply.
Risks of price hikes (on an annual basis) relate
to higher than expected efficiency of the meas-
ures initiated by the Chinese authorities which
may boost demand for industrial metals.

Between April and May 2015 the food price
index decreased by 18.7 per cent in US dollars
against the corresponding period of 2014, while
the euro price posted an increase of 2.1 per
cent. Over the review period prices of all index
sub-components in US dollars went down while
prices in euro exhibited a divergent dynamics.
Between April and May 2015 the wheat price in
euro went down by 16.2 per cent on an annual
basis (down 33.3 per cent in US dollars). The
major factor behind the decline was the good
harvest in the USA and the EU, and higher
exports from Russia and Ukraine.

Projections of food prices in euro over the third
and fourth quarters of 2015 point to an increase
on an annual basis. A factor behind higher
prices in euro will be the expected depreciation
of the euro against the US dollar. On the other
hand, price hikes will be limited by the strength-
ening supply.

If the expectations of food price dynamics mate-
rialise, the trade balance of Bulgaria, which is

a net food exporter, may improve in the second
half of 2015. The appreciation of food prices
may prompt a decrease of deflation in Bulgaria
due to the large weight of food in the con-
sumer basket. The sustained upward trend of
the copper price in euro would contribute to the
improvement of Bulgaria’'s trade balance due to
the significance of copper in nation’s exports.

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

Between January and April 2015 the overall current and capital account balance was positive, improving on
an annual basis due to the increase in the capital account surplus and the trade deficit decline compared to
the corresponding period of 2014. The decrease of the trade balance deficit on the corresponding period of
2014 was mainly driven by both higher annual growth in real exports compared to real imports and favour-
able terms of trade. Over the second half of 2015 the total current and capital account surplus, as a share
of GDP, is expected to shrink on an annual basis compared to the levels observed in the first half of 2015,
mainly due to the projected narrowing of the capital account surplus and slight deterioration in goods and
services trade balance.

In the first five months of 2015 bank liquidity continued to rise impacted by sustained inflows of attracted
funds, still low lending activity in Bulgaria and limited investment opportunities in international financial mar-
kets. In the third and fourth quarters of 2015 broad money growth is expected to increase moderately against
the background of a gradual economic recovery, while loans to the private sector are expected to slightly rise
on a quarterly basis.

Deposit and lending interest rates in Bulgaria continued declining, reflecting the interbank money market
developments and high liquidity of the banking system. Deposits and lending interest rates are expected to
continue gradually declining in the second half of 2015.

Reflecting financial flows generated through External Cash Flows in Foreign Currency

interactions between external and internal eco- (million EUR)

nomic factors, Bulgaria’s international foreign Bl flans 2014 qu%eﬁer |28?g*er

exchange reserves (excluding valuation adjust- Total for the period 2050 50 2011

ments and price revaluation) posted a year- Euro purchases and sales 2970 1096 275

on-year increase of EUR 4927.7 million in April Attills 44 4 7

2015 (based on BOP data). The market value With banks, incl. 2926 -1092 -267

of international reserves® (assets on the Issue Purchases from banks 38337 6453 14018

Department balance sheet) rose by EUR 4901.6 Sales to banks 41263 7545 14286

million to EUR 19.2 billion (BGN 37.6 biIIion) at Flows on accounts of banks, the MF, etc. 5020 566 2286

the end of June 2015 Minimum required reserves -101 -17 773
Government and others 5122 583 1513

The change in international reserves in line with * Preliminary data.

the currency board principles Corresponded to Note: The table shows only currency inflows and outflows to the

. . Issue Department balance sheet. Lev inflows to and outflows from
the increase in the Issue Departmem balance the Issue Department balance sheet are not reported. Transactions
sheet |iabi|ities7 The rise in liabilities to the between accounts in foreign currency and levs in the Issue Depart-
) . . ment balance sheet liabilities are not reported, as they do not prompt
government and other budget organisations changes in gross international reserves.
and liabilities to banks contributed most to the Source: BNB.

change in the value of liabilities of the Issue
Department balance sheet on an annual basis
as of June 2015.

® 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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By April 2015 the international reserves cover-
age of the average nominal imports of goods
and non-factor services over the last 12 months
came to 7.9 months.

By June 2015 currency trade between banks
and the BNB retained the trend observed since
the beginning of 2013 of BNB sales exceeding
purchases of foreign currency.

Our expectations point to a further year-on-
year increase in international reserves in the
third and fourth quarters of 2015. According

to the BNB projections, banks’ deposits with
the BNB will retain their high levels due to the
limited investment opportunities in Bulgaria

and abroad. Government deposit dynamics will
be driven mainly by budget performance. If
the deficit projected in the 2015 State Budget
Law materialises, government deposit with the
BNB would decrease on an annual basis in the
fourth quarter of 2015. Currency in circulation is
expected to grow at a decelerating pace in the
second half of 2015.

External Financial Flows

Between January and April 2015 the current
and capital account balance reported a surplus
against a deficit reported in the corresponding
period of the prior year. This largely reflected
the higher capital account surplus due to trans-
fers received from EU funds and the trade defi-
cit decline.® The annual decrease of the trade
balance deficit on the corresponding period of
2014 was mainly driven by both higher annual
growth in real exports compared to real imports
and favourable terms of trade in the first quar-
ter of 2015.

The positive balance on services trade rose on
an annual basis compared to the same period
of 2014, reporting simultaneously export growth
and a decrease in services imports.’

8 The analysis in this section is based on statistical data in
accordance with the balance of payments analytical report-
ing, complied under the sixth edition of the IMF Balance

of Payments and International Investment Position Manual
(BPM®6), starting from 17 April 2015.

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

Foreign Currency Purchases and Sales between
the BNB and Banks (on a Monthly Basis)
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Between January and April 2015 the deficit

on the primary income account'® contracted
compared with the same period of 2014 due to
higher inflows on compensations to employees
and lower outflows on dividends and distributed
profit.

The review period saw an annual increase in
the secondary income account'”, reflecting the
higher inflows of the general government sector
linked to stronger growth in the receipts under
EU programmes in March and April.

Over the second half of 2015 the current and
capital account surplus, as a share of GDP, is
expected to shrink on an annual basis com-
pared to the levels observed in the first half of
2015, mainly due to the projected narrowing of
the capital account surplus and slight deteriora-
tion of trade in goods and services balance.
Uncertainty surrounding this projection would
grow provided that the Greek crisis intensifies,
impacting the demand for Bulgarian goods
and services in Greece, and in case of a pos-
sible new escalation in the geopolitical conflict
between Russia and Ukraine.

The financial account balance for the January
to April 2015 period was negative against a
positive balance in the corresponding period

of 2014." In February and March financial
account assets reported a decrease after the
banks had reduced their foreign assets (cur-
rency and deposits). Financial account liabilities
also declined in the January to April period.

% With the introduction of the BPM®, the former income and
current transfers sub-items have been redistributed among
the new primary income and secondary income items in
compiling the balance of payments statistical data. The pri-
mary income item encompasses revenue and expenditure
from/on income associated with the use of labour force,
capital and land, as well as taxes on output and imports
and subsidies. In addition to compensation of employees
and investment income, the primary income item comprises
also some ot the components of the former current transfers
items: taxes on output, subsidies and rent. The secondary
income item reflects income redistribution.

'""See footnote 10.

'2With the introduction of the BPM®, the financial account
balance is computed by deducting the value of liabilities on
the account from the value of assets in compiling balance

of payments statistical data. According to the new report-
ing, an increase in assets and liabilities is recorded with a
plus sign and a decrease with a minus sign (under the Bal-
ance of Payments Manual fifth edition, the plus sign denoted
a decrease of assets and an increase of liabilities and the
minus sign denoted an increase of assets and a decrease of
liabilities).

Flows on Balance of Payments Accounts
(million EUR; cumulative since the beginning of the year)

2013 2014 XET.T% :
Current account 765.2 359.2 163.8
Trade balance -2890.7 -3429.2 91141
Services, net 27351 30483 478.3
Primary income, net -1474.9 -876.1 -281.3
Secondary income, net 2395.6 1616.3 877.9
Capital account 469.3 992.4 604.4
Financial account 14216 -1845.3 -1407.1
Direct investment, net -12431 -924.9 -492.3
Changes in reserves -531.8 1810.4 2691.7

Source: BNB.

Financial Account Dynamics and Contribution by
Component (on an Annual Basis)
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This was mainly driven by the reduced banks’
foreign liabilities, payment of government bonds
maturing in January 2015 and early repayment
in March 2015 of the bridge loan undertaken
by the government in late 2014 irrespective

of the new external government debt issue in
March 2015.

Net direct investment between January and
April 2015 was negative accounting for

EUR -492.3 million. An annual increase in this
item’s deficit was observed on the correspond-
ing period of 2014, broadly reflecting the fall
in the assets of non-financial corporations and
households abroad. Concurrently, liabilities of
this item fell on an annual basis mostly due to
the debt instrument sub-item."

Between January and April 2015 banks’ finan-
cial account transactions reported a decline

in foreign assets and liabilities, mainly in the
other investment sub-item. Net foreign assets
of banks were negative for the review period,
reflecting the stronger fall in the assets than in
the liabilities. ™

By April 2015 Bulgaria’s gross external debt
posted a decline on December 2014 mainly
owing to the lower debt of banks and debt of
other sectors. At the same time, government
debt issue on international financial markets in
March pushed up long-term external debt of
the general government sector, which led to an
increase in the share of long-term debt in total
gross external debt.

Decreasing interest rates on international finan-
cial markets continued to affect positively the
conditions for access to new external financing
and residents’ external debt service between
January and April 2015, with lending transac-
tions declared by non-residents rising on an
annual basis over the review period.

¥ With the introduction of the BPMS, direct investment is
recorded in accordance with the assets/liabilities principle in
compiling balance of payments statistical data. It is of pri-
mary importance whether the transaction/position is related to
an asset or liability of the resident entity. The initial relation-
ship between the parties to the transaction comes second

by significance. In practice, this means that direct investment
is reported on a gross basis similar to the remaining finan-
cial account items.

" A more detailed analysis of banks’ behaviour is pre-
sented in the Monetary and Credit Aggregates section of
Chapter 2.

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

2013 2014 January - April 2015

Direct investment

assets 18.1 27.2 0.5
liabilities 109.1 106.1 52.9
Portfolio investment

assets 292.3 -309.4 -173.0
liabilities 67.0 -50.6 1.3
Other investment

assets 2007.5 1228.5 -15682.4
liabilities 8117 -240.3 -460.0
Assets, total 2318.0 946.3 -1755.9
Liabilities, total -635.6 -184.8 -405.8
Assets, net 2953.6 1131.1 -1350.1

Source: BNB.

Gross External Debt in January 2015

(million EUR)
Change
Amount Since For the last
December 2014 12 months
General government 63419 3154 2900.6
Central bank 0.0 0.0 0.0
Banks 5048.8 -473.5 -740.9
Other sectors 11691.3 -357.8 -366.8
FDI: intercompany loans 158426 -324.7 -33.9
Total 389245 -840.5 1759.0
Source: BNB.
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Monetary and Credit Aggregates

Broad money (monetary aggregate M3) posted
an increase of 1 per cent on an annual

basis at the end of May 2015 against annual
growth of 1.1 per cent at the end of 2014.

In the January—May period an increase was
reported mainly in overnight deposits, deposit
with agreed maturity of up to two years and
deposits redeemable at notice as compared
with December 2014. Household sector had

the major contribution to growth of deposits in
the banking system. Since the beginning of the
year households preferred to keep their savings
mainly in time and overnight deposits, while the
contribution of deposits redeemable at notice of
up to three months in total growth of household
deposits was negative. As regards the currency
structure of household deposits, between Janu-
ary and May 2015 lev-denominated deposits
contributed more strongly to their growth.
Overnight deposits held by non-financial cor-
porations retained their upward trend of mid-
2013, unlike the fall in deposits with agreed
maturities. By currency, deposits denominated
in foreign currency contributed most to growth
of non-financial corporations’ deposits.

In the first five months of 2015 bank liquidity
continued to rise impacted by sustained inflows
of attracted funds, low lending activity in Bul-
garia and limited investment opportunities on
international markets. The latter was a result of
the ECB policy of low euro area interest rates
and negative interest rates in the maturities

of up to three months. Given the low yield on
assets invested abroad, banks reduced their
foreign assets by BGN 4.5 billion in the January
to May 2015 period, which provided additional
liquidity into the banking system. Substantial
part of this liquidity allowed banks to decrease
foreign liabilities, increase reserves on their
accounts with the BNB and, to a lower extent,
to increase their claims on the Bulgarian gov-
ernment. Banks’ foreign assets and liabilities
dynamics was also affected by the BNB super-
visory policy measures on the banks with Greek
equity. (See here the BNB Precautionary Meas-
ures to Counteract External Risks to Bulgaria’s
Banking System box).

M3 and Contribution of Individual Components
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By end-May 2015 the liquidity ratio' of the
banking system increased to 33.58 per cent
against 30.12 per cent in December 2014,
Excess reserves on banks’ minimum reserve
accounts with the BNB over the required
minimum under Ordinance No 21 came to
90.6 per cent on an average daily basis in
May 2015 (56.5 per cent in December 2014).
The effective implicit rate of minimum required
reserves reached 9.09 per cent'® in May, with
bank reserves with the BNB comprising 8.0
percentage points of required reserves, and
the remaining 1.09 percentage points being
formed by cash and funds on banks’ settlement
accounts in the TARGET2-BNB system.'’

In the first five months of 2015 reserve money,
comprising bank deposits with the BNB and
currency in circulation, retained their high
levels. By May the reserve money growth rate
accounted for 34.9 per cent on an annual

basis (against an increase of 11.1 per cent

in December 2014). Growth of banks’ excess
reserves with the BNB continued to contribute
most substantially to the monetary base dynam-
ics. Currency in circulation contributed to a
lesser extent to this growth, posting an increase
of 12.9 per cent on an annual basis by

May 2015 (13.0 per cent at the end of 2014).
The relatively high positive contribution of cur-
rency in circulation to reserve money dynamics
was probably related to the continuous decline
in deposit interest rates, on the one hand, and
the gradual recovery of household consumption,
on the other hand.

Despite the ongoing downward trend in inter-
est rates on loans, lending activity in Bulgaria
remained weak in the first five months of 2015
against the background of a moderate eco-
nomic recovery. The volume of new loans to
non-financial corporations for the last 12 months
stayed above BGN 1 billion in May. Concur-
rently, the share of new loans to non-financial
corporations with a maturity of over five years

®See Ordinance No 11 of the BNB.

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

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

7 See Article 4 of Ordinance No 21 of the BNB.
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retained its upward trend in total new loans.
By May 2015 the volume of these loans for
the last 12 months came to 55.4 per cent of
all newly extended loans to corporations in the
same period. As regards the currency structure
of loans, the upward trend in the share of new
loans extended to non-financial corporations

in levs was sustained at the expense of the
new loans denominated in euro and US dollars.
Over the last 12 months the share of new lev-
denominated loans went up to 38.9 per cent
of total new loans extended to corporations by
May. Loans denominated in euro accounted

for 59.2 per cent of the total amount, whereas
the share of US dollar-denominated loans was
2.0 per cent.

Loans to households in the January to May
2015 period followed a downward trend, with
all categories of household loans reporting
declines except for consumer loans. In May
2015 the fall was most strongly pronounced in
the other loans category (by 13.2 per cent) and
less strong in overdrafts and housing loans (by
2.6 and 2.4 per cent on an annual basis). Con-
sumer loans exhibited slightly positive growth of
0.1 per cent. Concurrently, as regards the vol-
ume of newly extended loans to households the
upward trend observed since the second half
of 2014 was sustained, driven by the upward
dynamics of both new housing loans and newly
extended consumer loans.

According to the results of the BNB quarterly
lending survey, in the first quarter of 2015
banks reported an increase in demand for
loans by corporations (both short-term and
long-term corporate loans). Over the same
period household demand for loans to satisfy
consumer and housing needs also posted
growth, which was stronger in demand for
consumer loans. In the second quarter of 2015
banks expect increasingly rising demand for
loans by both households and corporations.

In the first quarter of 2015 Bulgarian banks
eased their credit standards in corporate lend-
ing. Easing referred mainly to offered interest
rates, interest spread, and fees and commis-
sions. As regards consumer and housing loans,

New Loans to Non-financial Corporations
(Monthly Volumes)
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easing of conditions was also observed in
respect of lending rates, and fees and com-
missions. Banks reported that lower cost of
attracted resources and their increased amount,
enhanced competition in the sector and the
lack of high-yield alternative investment were
the main factors behind this. In the second
quarter of 2015 banks expect further eas-

ing of credit standards in extending financial
resources to corporations and housing loans to
households.

In the third and fourth quarters of 2015 in line
with expectations of a gradual recovery of
private consumption and continuous decrease
in deposit interest rates, currency in circula-
tion is projected to increase further, though at
slowing rates, due to the effect of the higher
base observed since mid-2014. At the same
time, in the context of low interest rates in the
euro area, negative in the maturity of up to
three months, and the lack of high-yield alter-
native investment abroad, projections suggest
that banks will continue to maintain relatively
high excess reserves on their accounts with
the BNB. Broad money growth is expected

to increase moderately in the following two
quarters against the background of a gradual
recovery in the economic activity. Loans to the
private sector are anticipated to slightly grow
on a quarterly basis. Liquidity in the banking
system is expected to remain high.

Changes in Credit Standards Applied to Corporate
Loans
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BNB Precautionary Measures to Counteract External Risks
to Bulgaria’s Banking System

The Bulgarian National Bank regulates and supervises credit institutions’ activities in Bulgaria for the purpose of
maintaining the stability of the banking system and protecting depositors’ interests. In this function, the BNB moni-
tors the potential sources and channels of occurrence, transfer and spread of risks stemming from the internal or
external environment and affecting banking system or individual credit institutions, and takes measures to coun-
teract those risks.

For Bulgaria’s banking system, characterised by a dominated presence of foreign banks via their subsidiaries or
branches, an important channel for transferring potential risks comes from the countries of origin to Bulgaria. In
fulfilling its statutory mandate and within its powers, the BNB therefore monitors the relations and operations of
foreign bank subsidiaries and branches with their shareholders and legal entities from the respective bank group
by taking precautionary measures for counteracting potential external risks.

In line with this policy, as early as during the first bail-out programme to Greece (in May 2010) the BNB required
the banks with Greek equity in Bulgaria to implement more conservative policy on the placements to the group,
to develop a programme to reduce exposures and impose a ban on new investment in government securities
issued or guaranteed by the Greek government. Measures included also the requirement to maintain minimum
indicators of cash and total liquidity above those required for the other credit institutions. Moreover, these banks
were required to implement plans for a reduction of their dependence on funds attracted from the parent com-
pany or group entities. These measures were a part of the general framework of strict requirements for all credit
institutions in Bulgaria, including: keeping the capital buffers, maintaining high liquidity, and non-distribution of
profit through dividends.

The euro area debt crisis in 2012 and the second bail-out programme for Greece called for strengthening the
existing and introducing new BNB measures, including:

* tightened liquidity and capital requirements on all credit institutions;

e requirements for the banks with Greek equity in Bulgaria to achieve operational independence in their activi-
ties on the territory of Bulgaria;

e requirements for the banks with Greek equity in Bulgaria to ensure their own liquidity management which
shall be independent of group decisions. Moreover, these banks were recommended to reduce their net bal-
ance item (assets less liabilities) to the parent and entities from the group.

The demand on a bank in Bulgaria for operational independence from the parent company includes: safeguarding
information systems’ autonomy; requiring all payment transactions to be processed through Bulgaria’s payment
systems that are independent of the parent bank or the Greek authorities; as well as independence of the remote
points of sale (ATM and POS terminals).

In January 2015, prior to the parliamentary elections in Greece, the banks with Greek equity in Bulgaria were
directed:

e to carry out no placements to group entities and swiftly undertake actions to minimise the funds provided to
group entities to the minimum required for the purpose of day-to-day execution of usual payment transactions;

* to stop the operations at group level, which may jeopardise the control over liquid resources locally in case of
a hypothetical Greek financial crisis;

e to draw up reaction plans in case of potential liquidity pressure taking into account the hypothesis of unfa-
vourable developments in Greece.

* not to have investment in Greek government securities.

In line with the existing EU supervisory practice, the BNB has informed about these measures the Single Super-
visory Mechanism, the home supervisory authority for the euro area bank subsidiaries and branches operating in
Bulgaria since November 2014.

The introduction and implementation of the measures described above prevents the transfer and spreading of
external risks from the international environment to the banking system and banks in Bulgaria, including the
banks with Greek equity, and helps preserve their capital buffers and liquidity position.
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Interest Rates

The ample liquidity in the Bulgarian banking
system and the ECB monetary policy18 contin-
ued to be the main drivers behind the dynam-
ics of interbank money market interest rates

in Bulgaria in the first half of 2015. Quotations
declined across all maturity sectors on the
end of 2014, with a more pronounced drop in
maturities of over one month.

In the first half of 2015 LEONIA remained
almost unchanged compared with the end of
2014. As a result of the increased negative
value of EONIA, the spread between those
indices widened reaching 13 basis points on
average in June 2015.

Since the year start interest rates on interbank
deposits with a term of three months in the
euro area and in Bulgaria continued to follow
a downward trend'. In the first half of the
year the spread between the average three-
month SOFIBOR/SOFIBID index and EURIBOR
remained unchanged. Interest rates on long-
term deposits quoted on the interbank money
market in Bulgaria continued to decline in the
review period. In June 2015 interest rates on
6-month and 12-month deposits were lower than
those in late 2014 by 11 and 25 basis points
respectively.

Interbank money market trends and continuous
attracted funds growth in the banking system in
the context of low credit demand remained the
major factors driving the downward dynamics
of interest rates on new deposits of households
and non-financial corporations.”® As of May
2015 the average weighted interest rate on new
time deposits of households and non-financial
corporations accounted for 1.3 per cent (2.1
per cent in December 2014). Interest rate
declines were observed in both sectors com-

"® For further details on the ECB monetary policy, see
Chapter 1 External Environment and the box The Effect

of 2014 ECB Monetary Policy Measures on the Euro Area
Financial Market and Bulgaria’s Banking System, Economic
Review, 3/2014.

¥ The analysis is based on the average value between the
quotations of SOFIBOR and SOFIBID of unsecured three-
month deposits in levs.

% As of November 2014, Corporate Commercial Bank was

excluded as a reporting agent from interest rate statistics
data.
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pared with the end of the 2014, with household
deposit rates falling more significantly.

As regards the currency structure of deposit
rates, in May 2015 interest rates on deposits in
all currencies posted a decline on the end of
the prior year. New lev-denominated deposits
decreased most significantly, while interest rates
on deposits denominated in euro and US dol-
lars declined less. Data on the currency struc-
ture of non-government sector’'s deposits sug-
gest that the share of foreign currency depos-
its, mostly denominated in euro, increased to
43.2 per cent in May 2015 from 42.3 per cent
at the end of 2014.

The comparison between the March and May
2015 breakdown of interest rates on new
household time lev deposits in individual banks
shows an increase in the number of banks
offering rates in the band of up to 1 per cent
and from 2 to 3 per cent at the expense of
the decreased number of banks offering rates
within the 1 to 2 per cent band. In May 2015
no bank reported interest rates on household
time lev deposits of over 3 per cent. In the
March to May 2015 period the average interest
rate level dropped by 23 basis points to 1.67
per cent and the standard deviation fell by 14
basis points to 0.86 per cent.

The downward trend in lending rates contin-
ued to be driven by the weak demand amid
increased competition among banks, decreas-
ing cost of bank resources attracted from
residents, low interest rates on the interbank
money market in Bulgaria and the euro area
and ample banking system liquidity. In May
2015 interest rates on new lev-, euro- and USD-
denominated loans to non-financial corporations
decreased on December 2014. The decline was
most pronounced in loans denominated in euro
and US dollars and in May 2015 interest rates
on these loans accounted for 7.4 per cent and
8.6 per cent respectively. Interest rates on lev-
denominated loans were 6.6 per cent over the
same month.?”’

?' These values are the weighted average of the interest
rates on loans to non-financial corporations on a 12-month
basis.
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The downward trend in the annual percentage
rate of charge (APRC) on new consumer loans
to households, observed since August 2014,
was sustained in the current year. In May 2015
it accounted for 11.9 per cent®®, declining by
50 basis points between January and May
2015. In line with the early 2015 trend towards
a stronger contribution of interest expenditure
to APRC fall, the interest rate in the review
period fell by 34 basis points, while non-interest
expenditure contracted by 16 basis points.

APRC on new housing loans to households
came to 7.0 per cent in May 2015, following a
long-term downward trend. Interest expenditure
dropping by 35 basis points in the January

to May 2015 period contributed most to the
dynamics of this indicator, while the implicit rate
of non-interest charges fell by 9 basis points in
the same period.

The distribution of interest rates on new hous-
ing loans in euro by bank shows that between
March and May 2015 the number of banks
extending loans at rates between 6 per cent
and 7 per cent increased, while banks offer-
ing rates below 6 per cent and between 7 per
cent and 8 per cent decreased, and only one
bank offered a rate between 8 and 9 per cent.
In May 2015 the average interest rate level
dropped by 8 basis points on March 2015 to
6.29 per cent, and the standard deviation rose
by 10 basis points to 0.94 per cent.

The dynamics of interest rate on time deposits
in the second half of 2015 is expected to
remain downward. Major factors behind this

will continue to be the ample banking system
liquidity and decreasing interest rates on the
interbank money market in the euro area and in
Bulgaria. Interest rates on loans are projected
to fall in the following two quarters as a result
of the expected further declines in the cost of
attracted funds.

In the first five months of 2015 the primary
government bond market exhibited an increase
in the yield on five-year government securities
(from 1.00 per cent in February to 1.28 per

? The values indicating APRC and interest rates are the
weighted average of the interest rates on household con-
sumer and housing loans on a 12-month basis.

Interest Rates on New Loans to Non-financial
Corporations by Currency

(per cent)

"

h
weighted by the volume of loans

3 L L B L I L I

2011 2012 2013 2014 2015
-------- Loans in levs
-------- Loans in euro
........ Loans in US dollars

Source: BNB.

Interest Rates and Annual Percentage Rate of
Charges on New Household Loans

a) Consumer loans

(per cent) (percentage points)
15 20
L
13 oo T — e 15
12
11
1.0
10
9
8 05
7
6 : 00
2011 2012 2013 2014

—— Annual percentage rate of charge (left scale)
—— Interest rate (left scale)
mmm Implicit per cent on non-interest expenditure (right scale)

Source: BNB.

b) Housing loans

(per cent) (percentage points)
15 20

- 0.5

6 ‘ T 00
2011 2012 2013 2014 2015

—— Annual percentage rate of charge (left scale)

—— Interest rate (left scale)

mmm Implicit per cent on non-interest expenditure (right scale)
Notes: Interest rates in all maturities and currencies are weighted by
the relevant volumes of new loans for a 12-month period. The im-
plicit per cent is the difference between the APRC and the relevant
interest rates and reflects the approximate per cent of all non-interest
service charges on loans (including fees and commissions).

Source: BNB.

Financial Flows, Money and Credit



cent in May), while three-year bond yields
experienced no significant changes (from

0.69 per cent in January to 0.68 per cent in
May). The quantity of government securities
offered on the primary market in the first half
of 2015 was minimal: half of the scheduled
government securities auctions in the MF issue
calendar was cancelled. This MF policy was
driven by the issue of a significant volume of
new Eurobonds on international capital market
(totalling EUR 3.1 billion) at the end of the first
quarter of 2015, which covered the budget
financing requirements.

On the government bond secondary market,
the downward trend in long-term interest rates
was retained, falling by 60 basis points on the
end of 2014. Given the minimal issued volume
in circulation of the benchmark issue and the
lower investor interest on the domestic govern-
ment securities market, in the last two months
no transaction with the benchmark issue was
concluded on the secondary market and the
long-term interest rate in May matched that of
April (2.36 per cent).

The volatility in asset prices on international
capital markets since early May and the trend
towards an increase in government bond
yields in Germany and in the other euro area
countries pushed up the yields of all Bulgarian
Eurobonds. The subsequent yield decrease in
the second half of June and correspondingly
the rise in the price of Bulgarian government
securities was reversed at the end of the same
month, when domestic government bond yields
rose, largely reflecting the increased uncertainty
surrounding the situation in Greece.

In the second half of the year a strengthen-
ing of investor interest may be expected on
the primary and secondary government bond
markets given the substantial volume of gov-
ernment securities maturing in September and
December. If fluctuations in international capital
markets decrease and the relatively weak sup-
ply of government securities in the domestic
market is retained as suggested by the favour-
able budget implementation and significant
amount of fiscal reserves by end-May, govern-
ment securities yields are likely to decline.
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Financial Flows between the General
Government and the Other Sectors
of the Economy

The government revenue and expenditure policy
and budget financing operations affected the

allocation of liquidity among economic sectors.?

Over the first quarter the external sector con-
tinued to be the main source of liquidity for
the consolidated state budget, the inflow of
liquid resources from this sector to the budget
accounting for 14.9 per cent of GDP for the
review quarter. The inflow of liquid funds was
formed by refunds under the EU Common Agri-
cultural Policy (BGN 1184.9 million), net exter-
nal financing (BGN 979.7 million) and grants
received under the EU funds (BGN 757.7
million). By the end of March new benchmark
issues® purchased by non-residents totalled
EUR 1.9 billion. Over the first quarter a bridge
bank loan was repaid (EUR 1.5 billion, includ-
ing EUR 987.6 million held by non-resident
banks®) and USD-denominated global bonds
(equivalent to BGN 1766 million, of which
BGN 1030 million® held by non-residents)
matured.

Between January and March 2015 the banking
sector (excluding the BNB) was a net source

of liquidity to the budget amounting to 9.8 per
cent of GDP over the quarter. The inflow of lig-
uid funds came from the new benchmark bonds
issued on international capital markets (EUR 1.2
billion) and purchased by residents on the
primary and secondary markets by the end of
the quarter and government securities issued
on the domestic market (BGN 349.7 million).
Concurrently, the repayment of a bridge bank
loan (the portion held by residents: EUR 512.4
million), the maturity of USD-denominated global

2 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.

2 0n 19 March Bulgaria’s government issued three new
benchmark issues (7-year, 12-year and 20-year) totalling
EUR 3.1 billion.

% Based on balance of payments data in accordance
with the sixth edition of the IMF Balance of Payments and
International Investment Position Manual.

% Based on data of the Government Debt Management
monthly bulletin as of the end of 2014.

The Effect of Consolidated Budget on Other Sectors’
Liquidity (Quarterly)
(share of GDP, per cent)
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mmm  Non-government non-bank sector
B External sector
Financial sector (the BNB excluded)
Government deposit with the BNB

Sources: MF, BNB calculations.
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bonds (BGN 717.2 million) and maturities of
government securities in the domestic market
(BGN 152.0 million) led to a reallocation of
liquid resources from the budget to the financial
sector.

The net financial inflows from the external and
the financial sector were allocated equally to
increase the government deposit with the BNB
(BGN 2136 million) and to provide liquidity to
the non-government non-bank sector.

Preliminary monthly data of mid-June 2015
indicate that in the second quarter of 2015 the
external sector continues to be the main source
of liquidity for the consolidated state budget,
with the funds received under the EU Structural
Funds and Cohesion Fund (BGN 876.1 million
in April and May) contributing most to this
effect. As a result of the government budget
surplus reported in April and May, a shift of
liquid funds from the non-government non-bank
sector to the budget may be expected. Finan-
cial flows directed to the budget were used to
increase the government deposit with the BNB
by BGN 1061.2 million in the second quarter.
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3 . Economic Activity

In the first quarter of 2015 quarterly growth of real GDP accelerated on the previous quarter accounting
for 0.9 per cent. The change in inventories and private consumption, which continued its slow recovery in
line with the slight increase in employment and growth in compensation per employee, and unemployment
decline had the major contribution to growth. The decrease in government consumption as a result of the
implementation of fiscal consolidation measures had the major negative contribution to economic activity
growth. Fixed capital investment fell down on a quarterly basis impacted by the private sector investment
dynamics. Quarterly growth of exports and imports of goods and services rose approximately equally, and
net exports had a neutral contribution to GDP growth.

Based on the improved labour market conditions and increased consumer confidence, private consump-
tion is expected to continue growing on a quarterly basis in the third and fourth quarters of 2015. Private
investments are projected to moderately increase in the context of positive sentiment and expectations of
firms and high production capacity utilisation in industry. Government consumption is expected to rise at
slow rates in the second half of 2015. Slow but similar growth rates are projected for exports and imports
of goods and services. Given the described dynamics by component, quarterly GDP growth is expected to
slightly slow down in the third and fourth quarters of 2015 against the first quarter of 2015.

Contribution to GDP Growth by Final Use Component

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

In the first quarter of 2015 quarterly growth of
real GDP accelerated on the previous quarter

to reach 0.9 per cent (seasonally adjusted NSI .

data).’ Major drivers to growth were changes 3

in inventories and private consumption which )

continued its slow recovery in line with the slight | - [ | ||
increase in employment, growth in compensation 0 MAM
per employee and decline in unemployment. The 4 000
decrease in government consumption as a result 5 .
of implemented fiscal consolidation measures 3

had the major negative contribution to economic Dy o o o -
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activity growth. Real fixed capital investment also 2011 2012 2013 2014 2015

— GDP
Final consumption
mmm  Gross fixed capital formation

went down quarter on quarter driven by invest-
ment dynamics in the private sector. Exports and

imports of goods and services rose at similar
quarterly rates, with net exports having a neutral
contribution to GDP growth.

Short-term economic indicators improved over
the second quarter of 2015, signalling continued
upward trends in economic activity and employ-
ment. The household confidence indicator also
improved. These are prerequisites for private
consumption to continue recovering in the third
and fourth quarters of 2015.

?" The quarter-on-quarter analysis in this section employs
seasonally adjusted data, unless otherwise indicated. The
seasonal adjustment of indicators, on which the NSI or Euro-
stat do not officially publish seasonally adjusted data, was
made via the TRAMO SEATS or OxMetrics programme by
using automated set up for diagnostics and optimisation of
adjustment parameters.

Net exports

Note: Non-additive data due to direct chain-linked and seasonal ad-
justment of GDP and its components; the contribution of the change
in inventories has not been included.

Sources: NSI, BNB calculations.
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The business climate indicator tracking business
sentiment went up over the second quarter of
2015 compared to the first quarter, notwithstand-
ing the marginal decline recorded in June. The
improved assessment of the expected business
situation was the main contributor to this rise.
All sectors reported an increase, with construc-
tion and trade experiencing the most significant
improvements. Nevertheless, the uncertain eco-
nomic environment in all sectors continued to be
considered as one of the major limiting factors
for firms’ business. Therefore, firms are expected
to remain cautious about their plans to hire
personnel and invest in the future. On the other
hand, they are expected to gradually recover
their investment activity in the context of the
high capacity utilisation recorded in industry.

In the third and fourth quarters of 2015 private
consumption is projected to recover further,
reflecting the improved consumer confidence
and the gradual recovery of labour market con-
ditions. Private investment is projected to mod-
erately increase in the context of positive senti-
ment and business expectations, as well as high
production capacity utilisation in industry. Gov-
ernment consumption is expected to rise slowly
in the second half of 2015. Exports and imports
of goods and services are projected to grow at
slight but similar quarterly rates. The described
component dynamics shows that quarterly GDP
growth is expected to moderate slightly in the
third and fourth quarters of 2015 against the first
quarter of 2015.

Based on quarterly developments, over the pro-
jection horizon real annual growth is expected to
stay close to that in the first quarter. Private con-
sumption and fixed capital investment are antici-
pated to have the largest positive contribution to
economic activity growth, whereas net exports

are likely to have a slight negative contribution.

The external environment remained a source of
uncertainty for this projection. The ECB mon-
etary policy may have a stronger than expected
impact on euro area growth and on the Bulgar-
ian economy in terms of higher external demand
and FDI infows. A possible deterioration in the
political and economic situation in Greece would
pose a risk of lower than projected growth in
Bulgarian exports to this country. Additional neg-
ative effects on the domestic economic activity
stemming from further worsening of the situation

Business Climate and Consumer Confidence

30 0
25 1 -10
20 1 20
15 -30
107 -40
5 50
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—— Qverall business climate indicator (left scale)
——  Consumer confidence indicator (right scale)

Sources: NSI, BNB calculations.

Factors Limiting Economic Activity of Corporations
(relative share of all corporations)

2011
—_— 2012

100 Uncertain economics environment

= 2013 Competition
2014
= June 2015

Insufficient
demand

Financial
difficulties

Shortage of
labour force

Shortage of materials and/or
adequate equipment and/or space

No difficulties

Note: Data for 2011-2014 are average for the period and sector-
weighted (industry, construction, trade and services).

Sources: NSI, BNB calculations.

Fan Chart of the Expected Annual Rate of Change
of GDP

(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 reporting period includes revised GDP growth estimates. The
middle band of the chart, depicted in the darkest colour, includes
the central projection and the probability distribution shows 20 per
cent probability for the actual value to fall in this band in each of
the quarters. 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.
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Real GDP Growth by Component of Final Use

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

2012

Q1 Q2 Q3

Consumption 1.0 0.9 0.7
incl.

Household consumption 2.0 0.6 0.1

Final government consumption expenditure 47 62 08

Collective consumption 06 07 05

Gross fixed capital formation 0.0 10 -02

Exports of goods and non-factor services 5.9 66 -14

Imports of goods and non-factor services -2.3 6.1 04

Real GDP growth 0.1 0.1 -0.1

2013 2014 2015
Q4 o Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1
05 41 17 07 05 03 -03 03 1.1 0.0
04 22 07 -03 04 13 -04 04 09 0.2
02 03 49 34 25 75 1.9 -21 1.5 -3.1
16 12 08 09 01 05 04 02 05 0.4
04 05 0.7 1.4 1.6 1.1 09 07 06 0.1
08 58 13 33 01 22 22 -26 83 48
01 35 1.2 1.8 -01 26 05 07 46 4.7
02 05 0.1 07 06 01 03 04 04 0.9

Source: NSI.

in Greece may emerge in case of declining FDI
flows from Greece to Bulgaria and a slump of
Greek tourists in Bulgaria. Another source of
uncertainty would be a further escalation in the
geopolitical conflict between Ukraine and Russia
given the sensitivity of the Bulgarian economy to
crude oil and natural gas imports from Russia.
As for the risks stemming from the internal con-
ditions, a potential strong deterioration in expec-
tations and perceptions of corporations may
affect negatively the expected gradual recovery
in investment and employment.

Household Behaviour

The first quarter of 2015 was marked by slight
growth in consumption, sustained high savings
rate and a weak decrease in labour supply. Still
comparatively high unemployment rates are likely
to continue contributing to these developments.
The gradual employment recovery and accelerat-
ing labour income growth are expected to favour
household consumption.

Employment continued to recover in the first
quarter, following the slight growth in 2014,
albeit remaining at comparatively low levels. The
growth rate of household income from remunera-
tion also increased compared with lower growth
rates in 2014 (both annually according to non-
seasonally adjusted data on wage bill and aver-
age wage per employee28 and quarterly accord-
ing to seasonally adjusted national account
data).” Reflecting the gradual shrinkage of

% 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.

2 Quarter-on-quarter rates of change in seasonally
adjusted data indicate recent developments in indicators that

Employment and Nominal Wage Bill
(annual change, per cent)
15

T T T T T T T T v T

T
2011 2012 2013 2014 2015

Employment
mmm  Nominal wage bill
BN Wage bill, deflated by HICP

Sources: NSI — SNA, BNB calculations.
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deflation in 2015 and retention of comparatively
low employment, labour income is expected to
grow in most of the economic sectors despite
the cautious labour cost policy pursued by firms.
In the short-term horizon, however, consumption
is expected to grow at comparatively low rates.

In the context of relatively low labour demand
by corporations, household labour supply

(as measured by the labour force changes™)
decreased slightly according to the NSI Labour
Force Survey. In the first quarter the increase in
the economic activity rate,®’ like in most of 2014,
was driven by the fall of working-age persons.
The number of discouraged persons remained
broadly unchanged at comparatively high levels.

The Labour Force Survey shows that in the

first quarter of 2015 the seasonally adjusted
unemployment rate® sustained its downward
2014 trend, reaching 10.3 per cent (according
to non-seasonally adjusted data: 10.6 per cent).
The seasonally adjusted unemployment rate®
calculated using the Employment Agency data
also decreased slightly in 2014 and the first
five months of 2015 to reach 10.2 per cent in
May (10.1 per cent according to non-seasonally
adjusted data). Decreases were recorded in
both short-term (up to one year) and long-term
unemployed persons (those jobless for more
than a year). According to the NSI Labour Force
Survey, in the first quarter of 2015 the share of
long-term unemployment decreased to 6.0 per
cent.

According to seasonally adjusted national
accounts data, household consumption rose
slightly (0.2 per cent on a quarterly and 1.5 per
cent on an annual basis). Over the first quarter

are not subject to base effects in the corresponding period
of prior year.

% The labour force (currently economically active popula-
tion) comprises persons aged 15 and older who provide the
supply of labour for the production of goods or services.
The labour force includes both employed and unemployed
persons.

¥ Economic activity rate is the ratio between economically
active persons (labour force) and the population of the same
age.

% Unemployment rate is the proportion between the num-
ber of unemployed and the labour force based on Labour
Force Survey data.

% The definition of the unemployment rate according to
Employment Agency data corresponds to that referred to in
note 32, but using a constant rate of labour force comprising
the number of persons in the respective age group since the
last census of the population.

Economic Activity Rate and Share of Discouraged
Persons

(per cent) (per cent)
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r68.8
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4.0+

r66.3
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—— Share of discouraged persons between 15 and 64 (left scale)

—— Economic activity rate of persons between 15 and 64,

seasonally adjusted (right scale)

Sources: NSI Labour Force Survey, BNB calculations.

Unemployment Level
(per cent of labour force)
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-------- 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.

Private Consumption and Consumer Confidence
(annual change, per cent)
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Sources: NSI Consumer Survey and BNB calculations.
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retail trade turnover remained unchanged from
the average level in the fourth quarter of 2014,
with quarterly declines observed mainly in foods,
beverages, textile, clothing and computer and
communication equipment.

Retail trade data of April suggest moderation

in the annual consumption growth in the begin-
ning of the second quarter of 2015. In April
retail trade volumes at constant prices declined
from the average value for the first quarter, with
their annual rate of growth slowing in real terms.
Nevertheless, the continued improvements in
household expectations regarding the economic
situation, their financial position, and unemploy-
ment along with the improved consumer confi-
dence indicator reported in the NSI consumer
survey34 for April 2015 gave grounds to expect
a further recovery in consumption over the com-
ing months.

The household savings rate remained com-
paratively high in the first quarter of 2015. The
NSI household budget survey data show that
the share of savings in household disposable
income retained its comparatively high levels.
A high share was also reported by households
which intend to increase their savings in the
following 12 months (consumer survey of April
2015). Net assets of households measured by
their net position vis-a-vis the banking system
(BNB monetary statistics) continued to increase
over the first quarter.

Consumer demand is expected to increase at

comparatively low rates, the household savings
rate to remain relatively high and labour supply
relatively low in the third and fourth quarters

of 2015. Balanced risks to the projection relate
mainly to factors which would affect consumer
confidence, as employment and labour income.

% 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 fol-
lowing 12 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).

Unemployment Expectations
in the Following 12 Months
(balance of opinions; per cent)
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Source: NSI Consumer Survey.

Expectations of Households about Their Financial
Position and Economic Situation in the Following
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Employment and Income Dynamics

(per cent, on the previous quarter, seasonally adjusted data)
Employed

Nominal wage per employee*

Real wage per employee™

Wage bill, nominal terms

Wage bill, real terms™

Q1

0.7

1.7
2.1
1.0
1.4

2012

Q2

-1.0

2.1
1.7
1.6
1.1

(per cent, on the corresponding period of the previous year, non-seasonally adjusted data)

Employed

Nominal wage per employee*
Real wage per employee™
Wage bill, nominal terms
Wage bill, real terms™*

2.3

71
52
49
3.0

3.5
79
6.0
58
39

0.1
2.3
1.9
2.2
1.8

-19
8.5
5.4
76
45

2013
Q3 Q4 Q1 Q2 Q@3

02 -02 04 -0
15 356 05 0
17 27 11 1
08 34 05 0
10 26 11 1

23 17 07 -0
83 123 86 6
53 99 74 6
55 98 80 5
26 74 69 6

2
7
3
5
0

A
2
9
3
0

Q4

0.1

05
0.3
03
0.1

0.7

6.6
7.7
56
6.7

Q1

02
-1.2
05
-1.3
03

03
0.0
1.9
0.6
1.3

2014

Q2

0.0
1.0
1.1
1.2
1.2

0.3

0.2

1.5
0.0
1.6

Qs

02
1.1
1.0
1.0
1.0

0.7
09
2.1
09
2.1

Q4

0.0
1.6
2.6
1.5
25

0.1
37
5.6
33
52

2015
Q1

03
1.4
0.6
1.7
09

0.8
5.1
6.9
59
7.8

* 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, BNB calculations, Eurostat.

Retail Trade Turnover

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

2012

Q Q2 Q3

Retail trade turnover, excluding cars and motorcycles 59 -10 -05
incl.

Foods, beverages and tobacco 15 09 00

Textile, clothing, footwear and leather 82 -48 23

Household goods and home appliances 84 05 -24

Computers and communication equipment, efc. 33 14 00

Pharmaceutical and medical goods, cosmetics and toiletries 26 0.8 1.2

Non-specialised stores with different kinds of goods 86 -14 -13

Automobile fuels and lubricants 51 02 13
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1.5
35

0.8
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2.2
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7.2
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2013
Q2 Q3 4
31 14 14
36 39 02
46 63 -34
27 24 24
56 15 55
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1n7 -46 -12
46 54 -08
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08

-3.6

0.0
42

-12
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1.3

2014
Q2 Q3
01 19
07 09
1.8 31
06 15
25 11
00 18
04 03
09 68

Q4
0.9

08
0.1
2.5
0.7
39
0.1
-1.1

2015
Q1 April
00 -13
1.7 -03
52 35
12 06
09 -10
07 04
0.0 0.1
62 67

Source: NSI Domestic Trade Survey.

Fiscal Policy Effects on the Economy

In the first five months of 2015 Bulgaria’s budget
position improved significantly on the corre-
sponding period of 2014. The budget balance
on the consolidated fiscal programme was posi-
tive at BGN 1091.1 million (1.3 per cent of GDP)
against a deficit of BGN 888.6 million (-1.1 per
cent of GDP) for the January-May 2014 period.
The balance improvement was largely due to the
increase in revenue rather than a decline in con-
solidated fiscal programme expenditure.

Over the first five months total consolidated
fiscal programme revenue was marked by a
high growth rate, with payments under EU pro-

grammes contributing most significantly to its
growth at 17.3 per cent. Tax revenue also had

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

(per cent, percentage points)

22

Sources:

Total growth

Tax revenue
Non-tax revenue
Grants

MF, BNB calculations.
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an essential significance for total revenue growth
in the January—May period. Indirect taxes had
the major contribution to tax revenue growth,
with their improved performance reflecting mainly
the measures to boost overall tax collection
performance, and to much lesser extent, favour-
able dynamics of household consumption at

the end of 2014 and early 2015. VAT revenue
rose strongly (11.3 per cent), reflecting mainly
higher January VAT receipts from domestic and
intra-Community transactions (net), unlike VAT on
imports which posted a decline. Excise revenue
grew by 8.7 per cent in the January-May period
driven mainly by higher fuel excise duties, with
tobacco excise revenue contributing less signifi-
cantly. Social and health insurance contributions
(up 11.0 per cent on May 2014) added to the
tax revenue growth, reflecting partially early 2015
legislative changes35 and measures addressing
collection performance along with developments
in compensation of employees in the economy.

In the January-May 2015 period total revenue
on consolidated fiscal programme posted low
growth on an annual basis (0.5 per cent). Cur-
rent operating expenditure, subsidies, and to a
lesser extent, the EU budget contribution had
negative contributions, whereas social, capital
and interest expenses had the highest posi-
tive contributions. Pension, benefit and transfer
expenses under the Social Insurance Code
increased by 4.2 per cent on the same period of
2014, posting a low positive contribution to the
rise in household disposable income.

The temporary decline in monthly capital
expenditure on consolidated fiscal programme
over the first two months of the year was offset
by higher investment expenses between March
and May. Hence, their growth in the first five
months was 5.9 per cent on an annual basis,
entirely due to the capital expenditure made
under EU programmes. In comparison with

the same period of the previous year, capital
expenditure of the general government sector
had a much lower contribution to GDP growth
over the first quarter of the year.

In the first quarter of 2015 government con-
sumption had a negative contribution of -0.3 per-
centage points to seasonally adjusted GDP

% For further details, see Basic Parameters of the 2015
Law on the State Budget of the Republic of Bulgaria and
the Updated Medium-term Budget Forecast for the Period
2015-2017, Economic Review, 4/2014.

Contribution of Major Tax Groups to Tax Revenue
Growth, Cumulatively (on an Annual Basis)
(per cent, percentage points)
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—— Total growth of tax revenue

Direct taxes (excluding social security contributions)
Value added tax

Other indirect taxes

Social security contributions

Sources: MF, BNB calculations.

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

(per cent, percentage points)
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Sources: MF, BNB calculations.
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compared to the fourth quarter of 2014, reflect-
ing mostly government’s measures to reduce
current operating costs and health insurance
payments. The effect of the measures for wage
expenditure optimisation contributed to the sig-
nificant slowdown in the increase of compensa-
tion of employees which posted annual growth of
1.4 per cent for the first five months of the year.
Given the increase in capital expenditure under
EU programmes, fiscal policy effects on the eco-
nomic activity may be assessed as neutral.

Over the second half of the year tax revenue
growth is expected to remain high, but to begin
slowing down. Assuming that most of the meas-
ures to reduce operating costs and health insur-
ance payments are concentrated in the begin-
ning of the year and the effects of measures to
limit compensation of employees will be more
pronounced in the following quarters, it may be

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 2014-2015

2014
Consolidated Fiscal Programme Q1 Q2 Q3
million  per  million  per  milion  per
BGN centt BGN centt BGN cent’
Total revenue and grants 6576 68 7595 -52 7386 34
Tax revenue 5200 16 5980 37 58% 46
Corporate tax 453 24 496 10.2 219 139
Personal income tax 623 21.6 678 13.8 645 2.6
Value added tax 1617 -103 1869 35 2029 84
Excise 855 6.1 980 -21 1162 27
Customs duties 35 96 3B 21 42 54
Social and health insurance
contributions 13% 58 1641 34 1644 6.0
Other taxes 221 216 281 45 165 -0.3
Non-tax revenue 859  -3.1 966 -26.0 874 20.2
Grants 518 238.0 649 -30.6 616 -20.7
Total expenditure
(incl. the contribution to EU budget) 7450 71 7717 69 7868 5.0
Wages and social security
contributions 1396 3.7 1492 32 1471 3.3
Operating expenditure 1016 -67 1145 29 1023 -03
Interest 199 -37.4 41 -334 2711 -16
Social security, assistance and
social care 3375 108 3364 38 3388 58
Subsidies 329 57 510 50.2 291 4.6
Capital expenditure and state
reserve growth 786 49.5 951 173 1285 193
Contribution to EU budget 349 64 213 36 139 -35.1
milon Geenee’ g, iference” - diference
BGN (million BGN (million BGN (million
BGN) BGN) BGN)
Budget balance on a cash basis 8747 770 1217 9132 4826 -1272

2015 2014 2015

Q4 Total Qf January-May'  January - May'
million ~ per_ million  per  milon per  milon per  milion  per
BGN cent® BGN cent! BGN centt BGN cent® BGN cent’
7853 24 29409 15 779%6 186 11776 -02 13819 173
5953 18 23028 29 5937 142 943 27 10284 9.0
511 146 1679 8.1 464 2.4 874 07 912 43
652 64 2597 106 616 -0.1 1101 75 1137 33
1749 72 7264 -14 1969 218 2936 -38 3267 113
1052 -12 4039 -04 950 1141 1507 34 1639 8.7
41 156 153 48 39 125 1 49 12 8.1
1768 102 6449 6.4 1625 164 59 8.1 63 11.0
180 -95 847 0.8 274 211 2503 124 2779 6.6
762 261 3460 -124 1080 259 447 9.8 476 113
1138 438 2921 100 779 506 762 -11.7 1756 133.4
9447 8.0 32482 6.8 7539 12 12665 7.7 12727 0.5
1659 33 6020 34 1415 14 2413 3.7 2447 14
1541 41 4725 06 1005 -13 1784 -31 1686 -55
69 103.8 580 -15.8 263 318 219 -395 293 338
3582 10.0 13709 75 3388 04 5641 82 575 20
421 -13.6 1551 95 401 220 724 299 624 -13.8
1920 131 4942 202 766 23 1389 402 1472 59
255 361 955 2.2 302 -134 495 6.4 451 -89

o e i S e R i S i e
BGN) BGN) BGN) BGN) BGN)

-15939 -5146 -30729 -16320 2571 11310 -8886 -9341 10911 19797

Note: The difference between the sum of individual components and total sum is due to rounding.
Based on monthly reports on cash budget implementation and EU fund accounts of first-level budget spending entities.

2 Annual rate of change on the same period of previous year.
s Budget balance changes on the same period of previous year.

Source: MF.
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expected that government consumption will have
a positive, though close to zero, contribution of

real GDP growth over the third and fourth quar-

ters of 2015.

Behaviour of Firms and Competitiveness

In the first quarter of 2015 real value added for
the total economy rose by 0.6 per cent from 0.3
per cent in the fourth quarter of 2014, driven
mainly by services and industry.

Rising moderately over the first quarter, the
industrial production index at constant prices
posted a slight quarter-on-quarter fall in April.
Manufacturing, especially manufacture of metal
products, except machinery and equipment,
had the main negative contribution to this fall.
However, production and distribution of electric-
ity, heating and gas increased over the review
period.

In line with the slight drop in the output, produc-
tion capacity utilisation marked a slight decline
in the beginning of the second quarter of 2015,
though remaining higher than the average level
for the 2009 to 2014 period, as in the previous
three quarters. In the second quarter higher
capacity utilisation was again observed in the
following industrial sub-sectors:* repair and
installation of machinery and equipment and
manufacture of vehicles, except motor vehicles.
Capacity utilisation in manufacture of wood

and wood products, except furniture, declined,
while that in manufacture of electrical equipment
increased over the period. The upward trend of
capacity utilisation in production of investment
goods was reversed, though the level remained
comparatively high.®” The high capacity utilisa-
tion signals an increased urgency for invest-
ments to boost production capacity in some
industrial sub-sectors, especially those expecting
an increase in orders. At the same time, the
Industry Trend Survey shows that managers con-
tinued to indicate the economic uncertainty as a
main factor impeding their business. Given the
above factors, firms in this sector are expected
to remain cautious about their investment policy.
A possible deterioration in their perceptions may

% Data by sub-sector from the European Commission’s
Survey of Business Developments in Industry.

% The Major Industrial Groupings classification was used
covering the following sections: manufacture of intermedi-
ate consumption goods, energy products and water related
activities, investment products and consumer goods.

Value Added Growth and Contribution by Sector
(per cent, quarter-on-quarter percentage points)
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Note: Non-additive data on contributions due to direct seasonal ad-
justment of value added and its components.

Sources: NSI, BNB calculations.

Industrial Production Index and Production Capacity
Utilisation in Industry

(per cent) (2010 = 100)
80 130
75 118
70 \/ \ﬁ% 105
65 93
60 \ \ \ \
| I 1) v | I i [\ | Il n [\ | Il n [\ I April
2011 2012 2013 2014 2015
Average annual capacity utilisation (left scale)
—— Industrial output index (right scale)
Average capacity utilisation (left scale)
Sources: NSI, BNB calculations.
Industrial Turnover Dynamics
(per cent, quarter-on-quarter percentage points,
seasonally adjusted data)
9
74
5 |
3 4
1] ||
4] |
3
5
v T T T v T T T v T T T v T A
2011 2012 2013 2014 2015

= Industrial turnover at current prices
Real component (external market)

mmm  Real component (domestic market)
Price component (domestic market)

B Price component (external market)

Sources: NSI, BNB calculations.

43

Economic Activity



postpone the expected slow recovery of private
investment.

Despite the fall in industrial output in April, the
nominal industrial turnover posted growth from
the first quarter, continuing its upward tendency
observed in the previous four quarters. In April
2015 real income from external market sales
and the slight external price rises had the main
positive contributions to this growth. Declines in
real revenue from sales in the domestic market
had the major negative contribution. In April
increased volumes in external markets cor-
responded to growth of nominal exports in the
balance of payments, appearing to be the first
signal that real export growth would be positive
in the second quarter of 2015.

Over the first quarter value added in construc-
tion dropped by 1.1 per cent on a quarterly
basis. The construction output index (at constant
prices) shows that building construction con-
tinued to decline unlike civil construction which
recorded an increase. Similar component devel-
opments were observed in April compared to the
first quarter. Despite the low economic activity

in the sector of construction and construction
output index dynamics, managers’ perceptions
and expectations in the first quarter retained
their high level compared to the beginning of
the year, likely to reflect the continued growth in
civil construction.

In the services sector, value added growth
accelerated from the fourth quarter of 2014.
Real estate operations had the largest positive
contribution, unlike trade, transport, hotels and
restaurants,®® and professional and scientific
activities® contributing less significantly.

After increasing for three consecutive quarters,
in April retail trade volumes at constant prices
declined on a quarterly basis compared with the
first quarter. Retail trade in automobile fuels and
lubricants contributed most strongly to this drop.
Otherwise, slight turnover declines were record-
ed in almost all groups of goods except unspe-
cialised shops with different kinds of goods.

% The sub-sector of trade, repair of motor vehicles and
motorcycles, transport, storage and mail services, hotels
and restaurants according to A10 breakdown of economic
activities.

% The sub-sector of professional and scientific activities,
administrative and ancillary activities according to A10 break-
down of economic activities.

Construction Output Dynamics and
New Buildings Permits Issued
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Despite these developments, managers’ expecta-
tions about future economic activity in this sector
reversed their downward trend observed in the
previous three quarters.

Compared with the end of 2014, the first half
of 2015 saw a tendency toward an improve-
ment in business sentiments and expectations
of the economic environment. Over the second
quarter perceptions of the current economic
activity stood at comparatively high levels. In
the context of a positive assessment of the cur-
rent economic environment, expectations of the
future activity deteriorated in all sectors exclud-
ing trade. In industry, the estimation of produc-
tion assured with orders from both Bulgaria and
abroad continued to improve in May compared
with early 2015. Between April and May all sec-
tors except trade exhibited higher expectations
about the number of personnel, giving positive
indications that employment will continue recov-
ering gradually.

According to national account data, in the first
quarter of 2015 investment in fixed capital
posted a quarterly fall of 0.1 per cent in real
terms, driven mainly by private investment devel-
opments. Nominal expenditure on acquisition of
fixed assets, indicating allocation of investments
across sectors, continued to decline over the
first quarter, though a slowdown in the down-
ward trend was observed over the last four
quarters. Industry and services had the major
negative contributions to investment dynamics. In
the context of relatively positive sentiments and
expectations of corporations, retention of sound
economic activity growth and high capacity uti-
lisation, fixed capital investment is expected to
recover in the third and fourth quarters of 2015.

In the first quarter of 2015 gross operating
surplus declined on both quarterly and annual
basis. This reflects increasing labour costs and
intermediate consumption prices which are likely
to have been only partially passed on end-user
prices. The sub-sector of trade, repair of motor
vehicles and motorcycles; transport, storage and
mail services; hotels and restaurants had the
major contributions to this fall. Positive develop-
ments were observed in industry, construction
and agriculture. If negative inflation continues do
decelerate, reflecting production costs spillovers
along the supply chain and the simultaneous

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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consumer demand recovery, the decline in oper-
ating surplus is expected to be temporary with
no significant effect on economic activity in the
second half of the year.

Financing sources other than gross operating
surplus reported weak quarterly dynamics in
most economic sectors. Over the first quarter
industry recorded growth in lending and repay-
ment of external obligations other than intercom-
pany loans.

According to seasonally adjusted national
account data, employment continued to improve
in almost all economic sectors. The gradual eco-
nomic activity recovery and improved business
indicators of firms’ sentiments about the number
of personnel and business environment affected
positively employment.

In the context of employment and value added
revival in almost all economic sectors, over the
first quarter labour productivity growth accel-
erated from the previous quarter, its overall
dynamics fuelled by the sectors of industry and
services. The quarter-on-quarter decline in labour
productivity in construction was a result of a
decrease of gross value added and an increase
of employment in this sector.

In the first three months of 2015 compensa-
tion per employee in nominal terms continued
to pick up on a quarterly basis. Compared
with the fourth quarter of 2014, compensa-

tion per employee increased in industry and
some services sub-sectors (trade, real estate
operations, professional and scientific activi-
ties) and decreased slightly in construction and
agriculture.

Reflecting the stronger growth of compensation
per employee compared to labour productivity,
over the first quarter unit labour costs in the total
economy continued their gradual upward trend
of 2014. This indicator picked up nominally in all
economic sectors, increasing its real growth rate
in industry and construction.

The significant contribution of capital to real GDP,
decomposed into production factors, was sus-
tained in the first quarter of 2015. With the rising
employment, the contribution of labour was posi-
tive, while total factor productivity had a smaller
negative contribution to growth.

Labour Productivity Developments

(Value Added per Employee)

(per cent, quarter-on-quarter data; seasonally adjusted data)
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Contribution of Changes in Production Factors
to GDP Growth

(per cent, quarter-on-quarter percentage points)
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Gross Value Added Growth
(per cent on the previous quarter; real growth, seasonally adjusted data)
2012 2013 2014 2015
Qf Q2 Q@3 4 Q@ Q2 Q@ Q@ Q1 Q@ Q@ o Qt
Agriculture and forestry, hunting and fishing -14 28 03 10 12 01 04 01 07 15 27 03 05
Mining and quarrying, manufacturing, production and distribution
of electricity, gas and water 05 14 05 11 10 09 04 16 08 08 07 05 13
Construction 0t 03 -15 -87 76 -08 03 -16 07 -05 04 05 -11
Trade, cars and motorcycles repair; transport,
storage and mail services; hotels and restaurants 04 04 06 06 05 04 08 05 01 08 03 03 04
Creation and dissemination of information
and author products; telecommunications 21 02 02 04 05 00 12 04 01 01 02 -04 04
Finance and insurance activities 26 -79 31 53 06 35 34 -18 22 13 -17 06 03
Real estate activities -39 18 05 01 06 -0t 09 01 -0t 03 12 11 18
Professional activities and scientific research;
administrative and ancillary activities -103 -30 54 28 -30 40 -39 43 17 03 13 09 15
General government; education;
healthcare and social services 69 -03 07 10 -04 04 13 08 00 02 -02 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 09 -43 06 -115 35 03 34 56 68 00 01 -06 07
Gross value added, total for the economy -0.4 0.1 02 -04 0.5 0.3 0.8 0.9 0.1 0.4 0.4 03 06

Source: NSI.
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Exports and Imports of Goods and Services

In early 2015 nominal exports and imports sig-
nificantly grew on a monthly basis against the
corresponding months of 2014, partly due to
one-off factors, which limited their growth in the
beginning of 2014. According to non-seasonally
adjusted GDP data real annual growth in exports
of goods came to 13.5 per cent in the first
quarter of 2015, while real imports of goods
increased to 10 per cent. In the first quarter of
2015 cross-checking the changes in exports
and imports of goods in nominal and real terms
showed that the falls in global prices limited
nominal growth of international trade flows in the
context of significant real growth.

In the third and fourth quarters of 2015 nomi-
nal exports of goods are expected to increase
on an annual basis against the background of
enhanced external demand, with growth rates
being lower than those in the first quarter of
2015. Both, imports of goods and domestic
demand growth are projected to decelerate
against the first quarter of 2015. In the third

and fourth quarters of 2015 the trade balance
deficit is projected to decline as a percentage of
GDP against the same period of 2014. A lower
trade deficit could be recorded in the event of a
faster than expected increase in exports driven
by growing external demand and new higher
efficiency production capacities in the export-
oriented sectors of manufacturing. A risk of an
increase in the trade deficit vis-a-vis the fore-
cast may evolve if lower than projected growth
in goods and services exports is reported due
to crisis escalation and demand contraction in
Greece. The potential effect on the trade balance
in case of a new escalation in the geopoalitical
conflict in Russia and Ukraine also increases
uncertainty.

According to the balance of payments data

for the January—April 2015 period only exports
rose in nominal terms and imports decreased
on an annual basis in the services trade. In the
first quarter of 2015 real growth of exports and
imports of services came to 23.9 and 14.1 per
cent year on year according to national accounts
data. A comparison of real and nominal exports
and imports of services suggests that the price
increase in imports and exports of services con-
tributed to their nominal growth.

Net Exports of Commodity Groups By Use,
January—March 2015

Export Import
growth™ growth™*
per cent per cent

Balance, Change’,
million EUR  million EUR

Consumer goods 133.2 -65.5 38 10.0
Raw materials -95.1 137.4 16.5 8.7
Investment goods -423.0 -45.2 18.4 16.6
Energy resources -403.3 277.0 11.4 -18.9
Total -807.9 305.6 12.8 5.3

* The change in balance 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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In the third and fourth quarters of 2015 real
exports and imports of services are expected

to rise, with growth rates of exports of services
moderating against the rates recorded in the first
quarter of 2015. The risk of a slower growth rate
in exports of services derives from a possible
decline in the number of tourists from Greece
and Russia if the economic situation in both
countries deteriorates.

In the first quarter of 2015 exports to EU Mem-
ber States increased by 12.0 per cent on an
annual basis in line with the improved EU eco-
nomic activity. Exports of machines® contributed
mostly to nominal growth in export of goods

to the EU, with exports to Germany and ltaly
increasing most significantly by geographical
breakdown. In the first quarter of 2015 exports
to non-EU countries rose by 14.2 per cent on
an annual basis, mainly due to the increased
exports to Turkey. Machines and animal and
plant products®’ contributed mostly to growth of
exports by commodity group to non-EU coun-
tries. The share of exports of goods to non-EU
countries increased slightly at the expense of
that to EU Member States.

In the first quarter of 2015 nominal exports of all
commodity groups, excluding textile products,42
grew year on year, with exports of machines
having the most significant positive contribution.

The first quarter of 2015 saw a strong annual
increase in exports of ail products,43 after the
reported year-on-year decline in nominal exports
of the group in 2014 due to international oil
price falls and one-off factors.** The increase

in exports in the group was mainly due to
exported volumes, while international prices

“In this chapter it should read the machines, vehicles,
appliances, instruments and weapons group under the Com-
bined Nomenclature.

“"In this chapter it should read the animal and plant prod-
ucts, foods, drinks and tobacco group under the Combined
Nomenclature.

*2'In this chapter it should read the textiles, leather, cloth-
ing, footwear and other consumer goods group under the
Combined Nomenclature.

“* In this chapter it should read the mineral products and
fuels group under the Combined Nomenclature.

** For further detalils, see the press release (http://www.
neftochim.bg/en/press-center/press-releases/official-opening-
ceremony-of-the-new-heavy-residue-processing-complex.
html) of 20 May 2015 on LUKOIL Neftochim Burgas AD’s
website about the official opening of the new Heavy Residue
Process Complex. The production and corresponding exports
of petroleum products were reduced in 2014 due to the con-
struction of the complex.

Dynamics of Exports to the EU and non-EU Countries
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Exports by Commodity Group,
January—March 2015

Change* " Co‘ntri*tzu-
(million  Growth™ tion

er cent) (percentage
EUR) P ) points)

million
EUR

Wood products, paper, ceramics 2865 2% 1 10.0 05

and glass

Machines, vehicles, appliances,

instruments and weapons 13265 2292 20.9 47
Mineral products and fuels 689.1 89.9 15.0 1.8
Base metals and related products ~ 985.9 68.4 7.5 1.4
Animal and plant products, food,

drinks and tobacco 836.8 1583 23.3 33

Textiles, leather, clothing,
footwear and other consumer

goods 724.5 8.3 -11 0.2
Chemical products, plastics and

rubber 6399 578 9.9 1.2
Total exports 5489.2 6215 12.8

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

Source: BNB.
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limited nominal export growth.* In the third and
fourth quarters of 2015 exports in the group are
expected to keep increasing year on year as
the new higher efficiency production capacities®
presuppose export growth. Over the projected
horizon petroleum product prices in US dollars
are expected to remain below their levels in the
third and fourth quarters of 2014 limiting nominal
growth of exports in the group.

The upward trend in exported machines of the
recent years continued in the beginning of 2015.
In the first quarter of 2015 machines exports
had the largest positive contribution to growth
of exported goods both to EU countries and the
rest of the world. In 2015 the dynamics of the
group was determined mainly by the increase in
exported quantities.”” Steady growth of group’s
exports is expected to be sustained in the third
and fourth quarters of 2015 due to increasing
external demand.

In the first quarter of 2015 exports of base met-
als"® increased entirely at the expense of higher
exports to EU countries on an annual basis.
This increase was mainly due to the exported
copper quantities® compared to the same
period of 2014, with prices of exported met-

als positively contributing to nominal growth of
group’s exports. Growth of exported quantities
may be explained with completed renovation of
production capacities in the sector. In the third
and fourth quarters of 2015 nominal exports in
the group are expected to further grow year on
year mainly due to the increased volumes. At
the same time metal prices in euro are expected
to decrease on an annual basis, limiting nomi-
nal growth of exports in the group. A favour-
able effect on nominal growth of exports in the
group can be expected, if the upward trend in
the copper price in euro observed since the

% According to the Balance of Payments of Bulgaria, April
2015, p. 52, and using the quarterly export deflators of the
mineral fuels, oils and related products group under SITC for
the first quarter of 2015.

6 See footnote 44.

*" The quarterly export deflators for the machines, equip-
ment and vehicles group under SITC were used to estimate
the price effect in the first quarter of 2015.

“8In this chapter it should read the base metals and their
products group under the Combined Nomenclature.

49 According to the Balance of Payments of Bulgaria, April
2015, p. 52, for the non-ferrous metals subgroup using the
quarterly export deflators for the precious metals and other
non-ferrous metals group under SITC in the first quarter of
2015.
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beginning of 2015 is sustained, as copper is an
important contributor to exports of the group.

Exports of animal and plant products exhibited
an annual increase in the first quarter of 2015
which was attributable to the larger exports of
cereals and oil seeds and fruit mainly to non-EU
countries. In the first quarter of 2015 nominal
growth of exports in the group was driven by
the increased export quantities, while the falling
international goods prices in this group limited
nominal growth of exports in the group.”® Our
expectations for the third and fourth quarters of
2015 point to a rise in international food prices
in euro, which will support nominal exports in
the group.

In the first quarter of 2015 exports of chemi-
cals® both to EU countries and the rest of the
world increased on an annual basis. Higher
physical volumes had the major positive con-
tribution to exports of the group, with prices
remaining almost unchanged.’® Over the pro-
jected horizon the group’s exports are expected
to continue increasing at rates close to current
ones.

According to balance of payments data, for the
January-April 2015 period exports of services
rose by 3.3 per cent year on year, with exports
of technical trade-related services and consultan-
cy services having the main positive contribution.
Between January and April 2015 earnings from
tourism increased to 4.7 per cent on an annual
basis, with NSI data showing growth in foreign-
ers visiting Bulgaria against the corresponding
period of 2014. The increase was mainly attrib-
utable to the increase in the number of visits
from Turkey, Macedonia and Romania, while the
number of visits from the EU remained almost
unchanged. Concurrently, visits from Greece and
Russia fell significantly, which may be explained
by the worsening economic situation in these
countries.

In the first quarter of 2015 nominal imports of
goods (cif) registered a 5.3 per cent increase

0 The quarterly export deflators for the cereals and mill
products and oil seeds and fruit subgroups under SITC were
used to estimate the price effect in the first quarter of 2015.

*" The chemical products, plastics and rubber under the
Combined Nomenclature.
2 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 2015.
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on the corresponding period of the previous
year. According to NSI data on price indices of
imports it may be concluded that this growth
was attributable to the increase in imported
physical volumes. Investment goods contributed
most significantly and raw materials to a lesser
extent to nominal growth of goods imports by
use. The increased imports of these goods in
the beginning of 2015 may be explained by
investment growth in fixed capital and the sub-
stantial increase in exports of goods over the
review period.

In the first quarter of 2015 imports of goods
from EU Member States increased by 6.8 per
cent year on year, with imports from Germany
having the strongest positive contribution.
Imports from non-EU countries grew by 3.7 per
cent on an annual basis over the same period,
with imports from China increasing most sig-
nificantly. Over the review period the share of
imports from the EU reached 51.8 per cent.

The downward trend of nominal imports in the
energy resources persisted in the first quarter of
2015. This was mainly due to the declining inter-
national prices of imported energy resources®
year on year. In the third and fourth quarters of
2015 the oil price in US dollars is expected to
slightly increase on quarterly basis, albeit stay-
ing lower compared to the corresponding period
of 2014. This will continue to dampen the nomi-
nal change in imports of the group.

In the first quarter of 2015 imports of raw mate-
rials group increased. The assessment of price
changes suggests that growth in nominal imports
of the group is mainly due to higher imported
quantities, while the decrease in international
prices of these goods limited nominal growth

of the group.”® Imports of ores had the strong-
est positive contribution for the reviewed period.
Over the projected horizon, the growth rate of
the group is expected to moderate due to a
deceleration in domestic demand growth.

5 According to the Balance of Payments of Bulgaria, April
2015, p. 52, and using the quarterly import deflators of the
mineral fuels, oils and related products group under SITC for
the first quarter of 2015.

54 According to the Balance of Payments of Bulgaria, April
2015, p. 52, 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 2015.

Imports of Commodity Groups By Use,
January—March 2015

. «  Contribution**
miionEUR. (1) (rcomy (PSNEE2
Consumer goods 1291.2 1171 10.0 2.0
Raw materials 24440 194.7 8.7 3.3
Investment goods 1580.8 225.0 16.6 38
Energy resources 951.7 -221.1 -18.9 -3.7
Imports, total (cif) 6297.1 315.9 5.3

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

Source: BNB.
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In the first three months of 2015 imports of
consumer goods rose year on year, with food,
drinks and tobacco, and pharmaceuticals and
cosmetics groups having the largest contribution.
Dynamics of imports in the group corresponded
to increased consumption in Bulgaria. In the
third and fourth quarters of 2015 imports of the
group are expected to grow at similar rates
impacted by private consumption dynamics,
which is projected to remain close to that in the
first quarter of the year.

For a period of two years growth of imported
investment goods continued to have the most
significant contribution to total import growth.

In the first quarter of 2015 group’s nominal
growth was mainly driven by higher imported
physical volumes, and prices registered a slight
increase on an annual basis.”® Growth rates of
group’s imports are projected to be sustained in
the third and fourth quarters of 2015, with the
expected moderate increase of private invest-
ment in Bulgaria contributing to this effect.

According to the balance of payments data

for the January—April 2015 period imports of
services fell down year on year. This decline

is concentrated in imports of processing and
construction services. Concurrently, in the first
four months of 2015 imports of transport ser-
vices and expenditure of Bulgarians travelling
abroad rose by nearly 13 per cent year on year.
According to NSI data Bulgarians’ visits abroad
increased on an annual basis. The number of
visits to Greece increased most significantly,
while that to Turkey exhibited the strongest
decline.

* The quarterly import deflators for the machines, equip-
ment and vehicles group under SITC were used to estimate
the price effect in the first quarter of 2015.
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4. Inflation

The annual inflation, which is negative since mid-2013, came to -0.3 per cent in May 2015 (-0.2 per cent in
December 2014). The fall in transport fuel prices affected by falling international oil prices had the highest
negative contribution to the dynamics of the overall consumer price index, while the increase in unpro-
cessed food prices between April and May 2015, the depreciation of the euro, and correspondingly the lev
against the currencies of Bulgaria’s major trading partners, and the administrative price growth had a posi-

tive contribution to the overall inflation.

Deflation is expected to continue to slow down in the third and fourth quarters of 2015 and at the end of
the year consumer prices are anticipated to increase on an annual basis. An increase in international food
and oil prices in euro will have a major contribution to this effect.

The annual inflation, which is negative since
mid-2013, decreased to -0.3 per cent as of May
2015 (on -0.2 per cent as of December 2014).*°
Prices of imported goods contributed negatively
to the overall price index dynamics. According
to the national account data, the import deflator
of goods posted a year-on-year decline to -3.0
per cent in the first quarter of 2015. Over the
first five months of 2015 the decline in interna-
tional oil prices in euro and the pass-through

to transport fuel prices in Bulgaria contributed
to the negative inflation. The depreciation of the
euro and correspondingly the lev against the
currencies of Bulgaria’s major trading partners
was a prerequisite for limiting the decline in con-
sumer prices of food and durable goods, part of
which imported and invoiced in currencies other
than the euro.”” Between January and May 2015
internal factors had mainly pro-inflationary effect,
reflecting the increase in producer prices of
fruit and vegetables, the positive annual growth
rate of administratively controlled prices, further
improvement in consumer demand, the expan-
sion in unit labour costs and the exhausted
effect of one-off price declines in some services
since the beginning of 20148 Administratively

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

5" According to Eurostat data in 2014, 46 per cent of the
imported industrial goods from third countries (groups from
5 to 8 of the SITC) were invoiced in currency other than
the euro, while the share of unprocessed goods was 43 per
cent (groups from 0 to 4 of the SITC, excluding oil and oil
products).

%8 For further details, see Inflation Dynamics in Bulgaria and

EU Member States between August 2013 and September
2014, Economic Review, 3/2014.

Annual Inflation and Contribution of Major Commodity

and Services Groups to It
(per cent, percentage points)

A
14 [ K]
e

2011 | 2012 2013 2014 | 2015
—— Inflation
Goods and services with administratively controlled prices
and tobacco products
Energy products
EEEE  Services
B Foods
Em  ndustrial goods
Notes: This structure corresponds to the Eurostat classification; tobac-
co products, and goods and services with administratively controlled
prices are presented separately. The index of goods and services

with administratively controlled prices is calculated through the el-
ementary aggregates level in the consumer basket.

Sources: NSI, BNB calculations.
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controlled prices contributed positively to the
overall inflation rate, mostly due to the base
effect related to the increase in regulated price
of electricity for households by 1.7 per cent in
July and 10.1 per cent in October 2014. As of
April 2015 the regulated prices of heating and
natural gas fell down, having a relatively small
contribution to overall price dynamics due to
declining prices of some alternative fuels.

Between January and May 2015 the gradual
decrease started in the second quarter of 2014
in the number of commodity and service groups
with year-on-year decreasing prices was sus-
tained. By end-May 2015 the diffusion index of
these groups was 36.6 per cent against 40.9 per
cent at the end of the prior year.®® At the same
time, the number of goods and services with
increased prices of more than 1 per cent began
to grow.

In the first five months of 2015 domestic pro-
ducer prices, affecting end-use consumer prices,
continued to decline on an annual basis, though
at a slower pace compared to end-2014. In May
2015 a year-on-year decline of 0.4 per cent was
recorded in producer prices (on 0.9 per cent
decrease at end-2014), reflecting the negative
contribution of prices in manufacturing. This

was mainly due to the decrease in prices for
producing refined oil products® and to a lesser
extent to prices for producing food products.®’
As of May 2015 mining and quarrying, and the
electricity production subsector® had a posi-
tive contribution to the annual rate of change in
producer prices. The higher prices of electricity
production reflected the administrative increase
in prices of electricity in 2014.

In the first five months of 2015 a decline in pro-
ducer prices of energy products and to a lesser
extend in consumer products was reported by
major commodity group®®, with food having the
largest weight. This signals that the downward
trend in oil prices, import prices of food and

% The diffusion index is calculated as a share of declining
HICP sub-indices on an annual basis. Based on the four-digit
COICOP index (classification of individual consumption by
purpose).

€ Production of coke and refined petroleum products.

" Production of food, drinks and tobacco products.

2 Production and distribution of electricity, heating and
gas.
® These are intermediate consumption goods, energy

products, investment products, durable consumer goods and
non-durable consumer goods.

Diffusion Indices of Major Commodity and Service
Groups

(per cent, relative shares of declining HICP sub-indices
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domestic agricultural prices will continue to put
downward pressure on end-use consumer prices
over the following months. Concurrently, prices
of intermediate consumption goods, forming
firms’ cost of production, showed annual growth
in the March—-May 2015 period, which may lead
to an increase in prices. In the first quarter of
2015 the annual gross operating surplus sug-
gests that firms currently carry over only partially
higher cost of production on end-use consumer
prices.®

The degree of production cost pass-through to
end-use consumer prices in the following quar-
ters will be limited due to the projected slow
recovery of household consumption and it will
depend on firms’ perceptions of the economic
environment. According to NSI business surveys,
in the January—May 2015 period the role of
demand as a factor limiting companies’ activity
weakened, but the recovery of demand for prod-
ucts of individual economic sectors remained
uneven. According to the NSI business situation
survey, as of May 2015 most managers in indus-
try, retail trade and services expect that selling
prices will remain unchanged in the following
three months. This policy probably reflects the
uncertainty of firms about the economic envi-
ronment, competition in the industry and weak
demand despite the reported business climate
improvement in all sectors in early 2015.

In the first five months of 2015 the negative core
inflation declined to -0.7 per cent as of May
2015 (against -1.6 per cent in December 2014).
Services and non-food goods contributed to this.

In May non-food inflation was negative at -1.5
per cent (-2.2 per cent by end-2014) and con-
tinued to be driven mainly by the decrease in
prices of durables. Consumer demand recovery
and the depreciation of the euro against the cur-
rencies of Bulgaria’s major trading partners were
factors behind the deflation fall in this group.
Since the beginning of the year a continuing fall
in automobile, television and computer equip-
ment prices was observed. As of May non-dura-
ble prices went up slightly year on year, driven
by clothing and footwear prices.

In the January-May 2015 period a downward
trend in the negative contribution of the services

% See Chapter 3.

Annual Rate of Change in Producer Prices on the
Domestic Market by Major Industrial Groupings
(per cent)
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group to the overall inflation rate occurred. In
May the change in the prices of this group
amounted to -0.2 per cent (against -1.2 per cent
at end-2014). Lower deflation reflected mainly
the base effects of one-off price declines in
medical, dental®® and telecommunication ser-
vices, and the appreciation of package holidays,
accommodation and cultural recreation services.

Between January and May 2015 energy prod-
uct prices decreased strongly and inflation was
strongly negative impacted by international oil
price declines at end-2014 and early 2015.%° As
of May transport fuel prices decreased by 10
per cent on an annual basis and had the largest
negative contribution to overall inflation (-0.83
percentage points).

Since the beginning of 2015 inflation in admin-
istratively controlled prices remained positive,
reaching 2.1 per cent in May. The increases

in regulated price of electricity for households
by 1.7 per cent and 10.1 per cent in July and
October 2014 were the major factor behind the
posive contribution of this group. The lower price
at which Bulgargas purchased natural gas was
the reason for a decrease in regulated heating
and natural gas prices by the Energy and Water
Regulatory Commission (EWRC) since April 2015.
The contribution of these administrative price
declines to overall HICP dynamics was relatively
small.

In May 2015 the inflation in the group of food
accounted for 1.7 per cent (-0.7 per cent at the
end of 2014), reflecting growth in unprocessed
food prices and to a lesser extent in processed
foods. As of February the appreciation of unpro-
cessed food prices was driven mainly by fruit
and vegetables groups due to the weak supply
and adverse weather conditions in the first quar-
ter of the year.®” The 2014 downward trend in
prices of meat and meat products was sustained
on an annual basis in the context of a continu-
ous decrease in import prices, animal breeding

® Since January 2014 fees paid to GPs, specialists and
dentists having concluded contracts with the National Health
Insurance were administratively reduced to 28.6 per cent.

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

" For more details, see Fruit and Vegetables Situational
Perspective Analysis, Ministry of Agriculture and Food, June
2015.
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costs®® and animal husbandry producer prices.
Since the beginning of the year processed food
prices have been characterized by subdued
price dynamics under the falling import prices
of food®® and their quick spillover to producer
prices through the supply chain.

Inflation expectations for the third and fourth
quarters of 2015 and related uncertainty are
presented in the fan chart on the annual rate of
change in the HICP.”° The projection is based
on the assumption for international food prices
growth in the third and fourth quarters of 2015.
The petroleum price (in euro) is expected to
increase in the following quarters, but annual
rates of change will remain negative.

In the third quarter of 2015 inflation is projected
to range from -1.0 per cent to -0.1 per cent and
in the fourth quarter of 2015 between -0.8 per
cent and 0.4 per cent.”! The slower annual rate
of decline in consumer price index in these
quarters will reflect mainly the projected lower
quarterly growth of international oil prices in euro
until the end of the year.

Major risks to the outlook relate largely to the
possibility that oil prices will not follow the
expected upward trend, thereby the inflation will
be lower than the projected one. In the third
quarter of 2015 an additional depreciation in
some goods and services may be expected as
a result of EWRC cut in the price of the natural
gas. Concurrently, a possible increase in the
regulated price of electricity for households and/
or firms in the following months appears to be a
prerequisite for a faster than expected decrease
in deflation.

% NSI data on goods and services prices of current con-
sumption in agriculture and electricity, fuels and other, and
feed are used.

% Data on import deflators under the Standard International
Trade Classification (SITC).

® For further details, see the Measurement and Presenta-
tion 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.
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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, in-
cludes the central projection and the probability distribution shows 20
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of the quarters. 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.

Rate of Change in Prices of Major Commaodity and Services Groups and Their Contribution to Inflation

Inflation accumulated Inflation accumulated Annual inflation rate
as of May 2014 as of May 2015 as of May 2015
(December 2013 = 100) (December 2014 = 100) (May 2014 = 100)
Inflation (per cent) -1.4 0.2 0.3
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 paints
Foods -0.1 -0.02 24 0.62 1.7 0.45
Processed food 08 -0.14 0.4 0.07 0.6 0.10
Unprocessed food 1.4 0.13 6.1 0.54 3.8 0.34
Services 2.2 -0.55 -1.2 -0.31 0.2 -0.05
Catering services 04 0.02 0.5 0.03 1.1 0.06
Transport services -2.9 -0.10 -7 -0.27 21 -0.07
Telecommunication services 2.7 013 0.1 0.00 5.0 -0.24
Other services -3.1 0.34 0.7 -0.08 1.9 0.20
Energy products -5.0 -0.46 0.0 0.00 9.4 -0.84
Transport fuels 5.2 -0.45 0.1 0.01 -10.0 -0.83
Industrial goods -1.0 -0.20 -0.3 -0.06 -15 -0.30
Goods and services with administratively controlled prices* -1.4 -0.22 -0.3 -0.05 2.3 0.39
Tobacco products 0.4 0.01 0.2 0.01 0.8 0.03

* 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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Research Topics

Potential Effects of the USD/EUR Exchange Rate Change on the Bulgarian Economy

From the beginning of the second quarter of 2014 the euro depreciated dramatically against the
US dollar, a result of the opposite signals about economic developments in the euro area and the
USA and divergent monetary policies pursued in both regions. Stronger growth of the US economic
activity created expectations for an increase in interest rates, while the slow economic activity and
low inflation in the euro area entailed the pursuit of an expansionary monetary policy by the ECB
cutting the interest rates on the main refinancing operations and on deposit and lending facilities in
several steps (in June and September 2014 and in January 2015). As a result in the January—May
2015 period the euro depreciated against the US dollar by 18.8 per cent on an annual basis. Since
Bulgaria is not a member of the euro area, the ECB monetary policy has no direct effect on Bul-
garia’s monetary conditions and the banking system. Concurrently, the currency board, the Bulgar-
ian monetary system using the euro as a reserve currency, and the strong linkage of the Bulgarian
economy with the euro area economy is a prerequisite for a partial ECB monetary policy transmis-
sion to the Bulgarian economy. The present analysis studies the major channels through which the
euro depreciation against the US dollar may influence the Bulgarian economy. The effects on Bul-
garia’s foreign trade and inflation are studied in details and an attempt of a quantitative assessment
is made.

Chart 1. The ECB Monetary Policy and USD/EUR Exchange Rate Movements

A. ECB key interest rates B. USD/EUR Exchange Rate
(per cent)
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Source: ECB.

In accordance with the theory the USD/EUR exchange rate change may have an effect on the
Bulgarian economy through several channels. The main channel through which the exchange
rate depreciation would have an effect is on competitiveness due to a change in the real effec-
tive exchange rate assuming that price developments in Bulgaria and in Bulgaria’s major trading
partners are similar. The appreciation of the US dollar has a direct effect on the nominal value of
imports and exports. From the point of view of the Bulgarian economy the appreciation of the US
dollar leads to an appreciation of the price of imports (in US dollars), and to a depreciation in
the price of exports for the countries to which Bulgarian firms export in US dollars. Furthermore,
depending on the degree to which the euro depreciation contributes to the decline in the real
exchange rate of the Bulgarian lev, it may be expected that households will substitute more expen-
sive imported goods by domestic goods. Thus, the euro depreciation would have an effect on the
volume of net exports. On the other hand, depending on the degree of the past-through of higher
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import prices in Bulgaria through the supply chain, end-user prices may increase and/or firms’ prof-
its decrease. An additional channel through which the depreciation of the euro against the US dollar
may have an effect on the economy is indebtedness: if the share of USD-denominated claims on
corporations and households is large, debt burden will increase.’ This analysis encompasses only
the effects of the euro depreciation which are considered to have the strongest effect on the Bul-
garian economy.

Effects on External Trade

The classical economics suggests that the depreciation of the euro against the US dollar and other
major currencies will make exports of euro area countries, and Bulgaria accordingly, more competi-
tive. Concurrently, the price of imports will appreciate which will stimulate consumption of goods and
services produced at home. Materialisation of this assumption will depend on the currency structure
of export and import transactions of the respective country. Eurostat publishes in two years informa-
tion about the currency structure of import and export transactions of EU Member States in their
trade with non-EU countries. Commodity groups under the Standard International Trade Classification
are aggregated in three major groups: primary goods, processed goods and petroleum products.2

Due to a lack of latest data on the currency composition of foreign trade among EU Member
States, we suppose that trade transactions of Bulgarian exporters and importers with EU partners
are settled in euro. This means that Bulgaria’s trade with non-EU countries is the major channel
through which the euro depreciation may affect Bulgaria’s foreign trade. Correspondingly, the degree
to which the euro depreciation will have an effect on a particular EU Member State depends on the
significance of this state’s trade with non-EU countries.

Given the small size and openness of the economy and the structure of Bulgarian exports/imports
the share of trade with third countries is relatively higher than the average share of the EU, the euro
area and New Member States (NMS)® with similar historical and economic development.

Chart 2. Foreign Trade of Bulgaria and the EU with Non-EU Countries and the Trade Balance of the EU
and NMS with Non-EU Countries (Average for the 2010-2014 Period)

A. Structure of imports and exports B. Trade balance with non-EU countries
(per cent, share of total imports/exports to non-EU countries) (per cent of GDP)
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Source: Eurostat, own calculations.

' This factor is considered to be insignificant for Bulgaria given the small share of claims on the internal and external mar-
ket denominated in currencies other than levs and euro.

2 The group of primary goods includes commodity groups from 0 to 4 of the Standard International Trade Classification
with the exception of group 33; the group of processed goods includes commodity groups from 5 to 8 of the Standard
International Trade Classification; the group of petroleum products includes group 33 of the Standard International Trade
Classification.

% New Member States mean central and eastern European states which acceded the EU after 2004: the Czech Republic
Estonia, Croatia, Latvia Lithuania, Hungary, Poland, Romania, Slovenia, Slovakia.
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The share of imported petroleum products and primary goods from non-EU countries is larger than
the average levels for the EU, euro area and NMS similar to Bulgaria. Major Bulgaria’s exports to
non-EU countries include processed goods. Concurrently, the share of exported petroleum products
and primary goods in total exports to non-EU countries is higher in Bulgaria than in other similar EU
economies.

It should be noted that on average most EU countries were net importers of goods from non-EU
countries in the 2010-2014 period. Bulgaria ranked fifth among Member States by trade deficit with
non-EU countries as a percentage of GDP. A similar common feature of reviewed countries is that the
deficit in the trade with non-EU countries was mainly due to imported petroleum products, and to a
lesser extent to primary goods, while most EU Member States were net exporters of processed goods.

Eurostat data on the currency structure of trade payments with non-EU countries suggest that Bul-
garia’s trade transactions with third countries are most often settled in US dollars, with their share
exceeding significantly the average for the euro area and NMS. In addition, the share of USD pay-
ments in imports is higher than that in exports. With this in mind and the fact that Bulgaria is a
net importer of goods from non-EU Member States (Bulgaria’s trade deficit with non-EU countries
amounted to about 5 per cent of GDP), the appreciation of the US dollar against the euro is
expected to worsen the terms of trade in Bulgaria if raw material prices remain unchanged. It is
worth noting that historically a feedback between prices in US dollars and USD exchange rate vis-
a-vis other major currencies is observed in primary goods (metals and food) and petroleum prod-
ucts. Consequently, the negative effect of the USD appreciation on the terms of trade is partially
offset by the response of US dollar prices to the downward USD exchange rate dynamics.

Chart 3. Bulgaria’s Foreign Trade with Non-EU Countries (Average for the 2010—2014 Period)
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Note: The scale shows the share (per cent) of payments in the respective currency in total import/export payments of a particular commodity
group in trade with non-EU countries. Eurostat data published on the currency composition of payments are available for 2010, 2012 and 2014
and the shares shown in the chart are averaged for the three surveys. The result of the NMS is obtained by averaging the shares of payments
in the respective currencies of the countries from the group in the corresponding period.

Source: Eurostat, own calculations.
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Bulgaria imports primary goods mostly in US dollars and exports mostly in euro. The share of
payments in US dollars in imports of primary goods from non-EU countries is significantly larger

in Bulgaria than the average for the euro area and NMS. Imports of primary goods in Bulgaria is
concentrated in several product groups, with imported natural gas accounting for the largest share
followed by copper ore, coal and metal ores. These commodity groups comprise about 70 per cent
of primary goods imported from non-EU countries. Primary goods exported to non-EU countries are
paid mostly in euro but the share of payments in US dollars is higher than that in the EU and NMS.
Similar to imports, exports of primary goods from Bulgaria to non-EU countries is concentrated in a
small number of commodity groups, with wheat, tobacco, copper ore and electricity accounting for
the largest share in the group in 2014. Taking into account that Bulgaria is net importer of primary
goods and the share of payments in US dollars is higher in imports than that in exports, the appre-
ciation of the US dollar against the euro is expected to worsen the terms of trade for Bulgaria in
this commodity group.

As regards processed products, the currency composition of Bulgaria’s import and export pay-
ments in extra-EU trade was nearly the same, with most of the trade denominated in euro. Pro-
cessed product export payments from Bulgaria also show a higher share of the US dollar payments
compared to the EU and NMS. Bulgaria’s imports of processed goods from non-EU countries was
broadly evenly distributed by commodity group, unlike exports where copper occupied the largest
share (around 21 per cent in 2014) followed by pharmaceuticals and machines. The similar currency
composition of import and export payments and the positive, though low, processed goods trade
balance with non-EU countries indicate that the US dollar appreciation against the euro would have
a similar effect on exports and imports. Thus, the terms of trade in processed goods are likely to
stay comparatively unchanged for Bulgaria.

As for petroleum products, Bulgaria’s trade is almost entirely in dollars, with their share in payments
exceeding significantly that of the EU and NMS, especially in exports. Given the similar currency
composition of petroleum product import and export payments, the terms of trade in Bulgaria are
unlikely to worsen as a result of the stronger dollar against the euro. At the same time, the large
trade deficit of Bulgaria in oil product trading with non-EU countries may lead to a deterioration in
the nation’s nominal trade balance.

Effects on the Real Economy and Inflation

The euro rate fluctuations affected price developments in Bulgaria through a number of channels.
The first channel concerned imports which had a direct effect and reflected price increases in
imported finished consumer goods. The second channel also referred to imports but it had an indi-
rect effect of higher expenses on raw materials which raised production costs of firms and drove
the rise in end-user prices. The third channel with an indirect effect is related to the positive influ-
ence of the weak euro on Bulgaria’s net exports and income which might put some upward pres-
sure on end-user prices.

A direct effect of the euro rate movements on end-user prices could be seen in foods and non-food
products. In unprocessed foods, a component of HICP, Bulgaria is traditionally a net importer in
trade with non-EU countries. This is a precondition for the pass-through of higher import prices to
end-user prices. A similar effect may be expected in some non-food goods, as motor vehicles, com-
puter, communication and office equipment.
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Chart 4. Net Exports of Unprocessed Foods (Fruit and Vegetables, Meat, Fish) and Processed Goods in
Trading with Third Countries
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Source: Eurostat, own calculations.

Effects for the Bulgarian economy are estimated below through the nominal effective exchange rate,
rather than the USD/EUR rate. This allows for an assessment of the effect of euro exchange rate
movements against the currencies of Bulgaria’s major trading partners.

From the beginning of 2014 the nominal effective exchange rate of the lev against 38 major trad-
ing partners largely followed the USD/EUR exchange rate developments, particularly in the period
between January and May 2015. Divergences may be seen in the periods of strong movements in
these currencies’ rates against the euro.

Chart 5. The Nominal Effective Exchange Rate of the Lev against the Currencies of 38 Major Trading
Partners and the USD/EUR Exchange Rate
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Source: ECB, own calculations.

Among Bulgaria’s trading partners whose currencies depreciated against the euro in 2014 and
early 2015, of note are Russia, Turkey, Romania and Poland having a stronger effect on the nominal
effective exchange rate of the lev. The Russian rouble depreciated against the euro and US dollar
due to the Ukraine crisis and subsequent sanctions of a number of countries on Russia, as well as
the dramatic fall in oil prices and economic implications for the Russian economy.
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Chart 6. The Nominal Exchange Rate of the Lev against Selected Currencies
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From December 2014 the Turkish lira also depreciated against the dollar and euro due to concerns
that the US Federal Reserve System would raise its reference interest rate which might lead to
capital flights from developing countries as Turkey. The Turkish central bank cut the reference rate
in February 2015, thus contributing to early 2015 trend of depreciating Turkish lira against the euro
and the lev. Concurrently, interest rate cuts by central banks of Romania and Poland in 2014 and
early 2015 resulted in a depreciation of the national currencies against the euro.

Reflecting the similar price processes in Bulgaria and its trading partners and competitors, the
nominal and real exchange rates of the lev against 38 major trading partners’ currencies have fol-
lowed a similar pattern since early 2014. If the real exchange rate is considered as an indicator of
competitiveness, the depreciation would have a positive effect on Bulgaria’'s competitive positions
vis-a-vis other countries. It is essential to note, however, that the euro depreciation and hence the
lev depreciation against the US dollar counteracted the fall in the price of petroleum whose imports
are almost entirely invoiced in US dollars. In this context, the positive effects of oil price declines
were somewhat neutralised by euro exchange rate movements vis-a-vis the US dollar.
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The impact of the lev nominal effective rate Chart 7. Nominal and Real Effective Exchange
changes on domestic supply-side prices Rates of _the Lev_ against the Currencies
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Chart 8. The Cumulative Response of Prices along the Distribution Chain at a One Per cent Depreciation
of the Nominal Effective Exchange Rate of the Lev
(percentage points)
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Source: ECB.

Results show that the response along the distribution chain is smallest for consumer prices and
largest for import prices. If the nominal effective exchange rate decreases by 1 percentage point
in a given quarter, consumer prices would increase by around 0.1 percentage point. This may be
interpreted as an instantaneous elasticity of approximately 10 per cent in consumer prices vis-a-vis
the exchange rate. It is clear that the more time passed since the shock, more effects are accu-
mulated, and in almost a year, the cumulative effect on consumer prices is estimated at about 0.5
percentage points.

In analysing the effect of real exchange rate changes on real exports and imports of goods and
services and on GDP, the Goldschein and Hahn theory has been followed (1985).° Real imports
and exports are modelled using indicators of external and internal demand, competitiveness (real
effective exchange rate) and import prices. The effects are again estimated on the basis of impulse

“ A vector autoregression model estimated using Bayesian methods for quarterly data and a Choleski decomposition for
identification of the shocks are used.

° Hahn, E., Pass-through of External Shocks to Euro Area Inflation, 2003, European Central Bank Working Paper No. 243:
14-283.

® Goldstein, M., Khan, M., Income and Price Effects in Foreign Trade, 1985, Handbook of International Economics, Vol. 2,
Chapter 20: 1041-1105.
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responses at a one percentage point depreciation in the real exchange rate, i. e. a positive shock
on competitiveness is observed.

Chart 9. The Cumulative Response of Real GDP, Exports and Imports at a One Per cent Depreciation of
the Real Effective Exchange Rate of the Lev
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Source: ECB.

The results suggest that in the period of the depreciation, goods exports respond by an increase
of around 0.6 percentage points. Goods imports post growth since exported goods have a signifi-
cant import component. After six months, the response of imports and exports is identical to that
over the first period: exports rise cumulatively faster than imports. Subsequently, after a year, the
effect on GDP becomes stronger by around 0.2 percentage points. This reflects the positive effect
of net exports on income in Bulgaria and the corresponding increase in domestic demand. Hence,
even after a year, goods imports increase cumulatively more significantly than goods exports since
imports are stimulated by the expanded domestic demand.

Through various channels, the effects of the euro depreciation have both positive and negative
implications for the Bulgarian economy. In terms of price and cost competitiveness, the deprecia-
tion of the real effective exchange rate of the lev against the currencies of Bulgaria’s major trading
partners would have positive implications for goods exports. At the same time, the euro depreciation
is a factor fuelling domestic price increases along the supply chain. Deterioration of Bulgaria’s terms
of trade as a result of the currency structure of imports and exports with third countries would have
a negative nominal effect on the trade balance, and balances on trade in primary goods and petro-
leum products would have been most affected. The estimation for the total economy shows that the
positive effects of the euro depreciation against the US dollar are stronger than the negative ones.
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