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Summary

In the third quarter of 2015 the global business indicator declined, reflecting the ongoing downward
trend in the manufacturing index. The global indicator drop across regions was mainly due to deteriora-
tion in the economic activity expectations in the developing economies. Weaker growth in both global
economy and world trade along with worsening global economic indicators, especially in developing
countries, gave grounds for several international institutions, including the ECB and the IMF, to revise
downwards their projections of the global economic growth in 2015 and 2016. The stabilisation of inter-
national financial markets since September contributed to the improvement in business expectations,
and in October the quarterly global economic indicator increased on a quarterly basis.

Dynamics of leading economic indicators in the euro area creates expectations about a slight modera-
tion of the economic growth in the third quarter of 2015. In September the ECB revised downwards its
euro area GDP growth projection from 1.5 to 1.4 per cent for 2015 and from 1.9 to 1.7 per cent for
2016, reflecting mainly the weaker external demand as a result of lower economic growth in developing
economies.

The first estimate of the US GDP change in the third quarter shows a slowdown in economic growth to
2.0 per cent on an annual basis and to 0.4 per cent on a quarterly basis. Economic data received at
the beginning of the fourth quarter show signals of acceleration in real US GDP growth over the fourth
quarter of 2015.

Global inflation continued declining mainly due to the fall in developed economies’ price indices
affected by the continuous decrease in international commodity prices: the international price of Brent
crude oil fluctuated within the range of USD 40 to 60 per barrel in the first ten months of 2015, falling
50 per cent below its average level in 2014, and the prices of other major raw material and commod-
ity groups retained their downward trends. The decline in international oil prices was among the main
reasons for the ECB to revise downwards its euro area average annual inflation projection in September
from 0.3 to 0.1 per cent for 2015 and from 1.5 to 1.3 per cent for 2016. In the fourth quarter of 2015
and first quarter of 2016 inflation in the USA is expected to rise, but to remain below 2.0 per cent on
an annual basis.

The expected lower growth in global economic activity and world trade in 2015 against 2014 is likely to
result in slower annual growth of external demand for Bulgarian goods and services in the fourth quar-
ter of 2015 and first quarter of 2016. Based on the expectations of major raw material and food price
dynamics, it may be concluded that the terms of trade for Bulgaria will worsen until the end of the year
and in the beginning of 2016 from the first half of 2015.

Irrespective of the slowdown in global economic growth and declines in international commodity prices,
nominal imports and exports of goods grew on an annual basis, according to the balance of payments
data. Between January and August 2015 total nominal exports of goods rose by 9.1 per cent on an
annual basis, while nominal imports of goods increased by 3.7 per cent. This resulted in a decrease of
the trade balance deficit. The overall surplus of the BOP current and capital account increased signifi-
cantly between January and August 2015 on the same period of 2014. This reflected mainly the decline
in the trade deficit and the capital account surplus growth. In the fourth quarter of 2015 and first quar-
ter of 2016 the current and capital account surplus, as a share of GDP, is expected to shrink on an
annual basis due to the decreased capital account surplus and increased deficit on the primary income
account.
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As of September 2015 deposits attracted from residents in the banking system went up by BGN 2.5
billion against end-2014, while the low credit demand and investment profitability outside Bulgaria con-
tributed to maintaining the high level of liquidity in the system. In the fourth quarter of 2015 and first
quarter of 2016 declining interest rates on deposits are not expected to have a negative impact on
the household savings rate, and attracted funds in the banking system are expected to continue to
grow. Growth of loans to the non-government sector is projected to remain low, and it is expected to
be around zero by end-2015 and slowly to increase from the beginning of 2016. Interest rates on bank
deposits and loans continued to follow a downward trend, which is expected to be retained until the
end of 2015 and in early 2016.

In the second quarter of 2015 quarterly growth of real GDP decelerated on the previous quarter,
accounting for 0.5 per cent.' Over the same quarter government consumption and gross fixed capital
formation posted the highest growth. The change in inventories also contributed positively to the growth.
Private consumption retained its previous quarter’s level. Net exports contributed negatively to the
growth as the quarterly decrease in goods and services exports outstripped that in goods and services
imports.

Short-term economic indicators over the third quarter of 2015 give mixed signs about economic devel-
opments. If the household sentiments remain positive and the labour market continues to recover, pri-
vate consumption may be expected to grow on a quarterly basis in the fourth quarter of 2015 and first
quarter of 2016. Positive sentiment and business expectations would result in an increase in private
investments. Government consumption is expected to rise at slow rates over the same period. Goods
and services imports are expected to increase at slightly higher rates than exports of goods and ser-
vices. The above mentioned component dynamics shows that in the fourth quarter of 2015 and first
quarter of 2016 quarterly GDP growth is expected to remain close to that in the first half of 2015.

In September 2015 the annual inflation was negative at -0.9 per cent, with the fall in transport fuel
prices contributing most to this, driven by falling international oil prices. Administrative prices of goods
and services had a positive contribution to the overall inflation in early 2015, mostly due to the increase
in prices of electricity for households at the end of 2014.

Deflation is expected to deepen temporarily in the fourth quarter of 2015, reflecting the lower oil prices
over the third quarter. However, the annual rate of decline of consumer prices is projected to start
decreasing in the first quarter of 2016. This will reflect mainly the declines in international oil prices in
euro over the third quarter of 2015 and the expected stabilisation afterwards.

' The analysis employs GDP data published by the NSI on 4 September 2015. Since 30 September 2015, the NSI has initiated
phased-in publication of revised GDP data for the period between the beginning of 1999 and the second quarter of 2015. On
12 October 2015 Eurostat published revised Bulgaria’s GDP data for the same period.
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1 . External Environment

In the third quarter of 2015 the global business indicator declined, reflecting the ongoing downward trend in
the manufacturing index. The global indicator drop across regions was mainly due to deterioration in the eco-
nomic activity expectations in the developing economies. Weaker growth in both global economy and world
trade along with worsening global economic indicators, especially in developing countries, gave grounds for
several international institutions, including the ECB and the IMF, to revise downwards their projections of

the global economic growth in 2015 and 2016. The stabilisation of international financial markets since Sep-
tember contributed to the improvement in business expectations, and in October the global economic indi-
cator increased on a quarterly basis. Global inflation continued declining mainly due to the fall in developed
economies’ price indices affected by the continuous decrease in international commodity prices.

The expected lower growth in global economic activity and world trade in 2015 against 2014 is likely to result
in slower annual growth of external demand for Bulgarian goods and services in the fourth quarter of 2015
and first quarter of 2016. Based on the expectations of major raw material and food price dynamics, it may
be concluded that the terms of trade for Bulgaria will worsen until the end of the year and in the beginning of
2016 from the first half of 2015.

Current Business Situation Global PMI

60

In the third quarter of 2015 the global economic
indicator (global PMI) declined compared to the
previous quarter’s average level, reflecting largely 7

the ongoing sustainable downward trend in the N\

manufacturing index. Developments diverged % =

accross regions and the quarterly decline in the

global economic indicator was mainly driven by
the lower activity in developing economies, where

454

40
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ECB? and the IMF°, to revise downwards their
projections of the global economic growth for
2015 and 2016. Despite the downward revision
in the projections, economic growth in devel-
oped countries like the USA and the euro area is
expected to accelerate in 2015 and 2016.

Divergent trends in economic activity in devel-
oped and developing economies had an effect
on world trade growth as well. In the first eight
months of the year the world trade grew slightly
on an annual basis, with developed economic
regions like the USA and the EU having the main
contribution, while the trade volume in developing
economies remained almost unchanged.

Annual global inflation decreased to reach

1.5 per cent in September, reflecting the fall in
international commodity prices, especially olil
prices. By regions, the annual decline in global
inflation over the first nine months of the year
was driven mainly by the lower price indices in
developed economies and, to a lesser extent,
by the slowdown in inflation rate in developing
economies.

The expected lower growth in global economic
activity and world trade in 2015 against 2014 is
likely to result in slower annual growth of external
demand for Bulgarian goods and services in the
fourth quarter of 2015 and first quarter of 2016.

Euro Area

Over the second quarter of 2015 euro area real
GDP increased by 1.5 per cent on an annual
basis against 1.2 per cent growth in the previous
quarter. Economic growth accelerated in the four
largest economies in the region: in Germany it
reached 1.6 per cent, in France 1.1 per cent, in
Italy 0.6 per cent, and in Spain 3.1 per cent.

On a quarterly basis, euro area real GDP growth
decreased to 0.4 per cent from 0.5 per cent

in the prior quarter. This decrease was almost
entirely due to the decline of the economic
growth in France (to O per cent), which was par-
tially offset by accelerated quarterly growth in
Germany and Spain to 0.4 per cent and 1.0 per

2 ECB Staff Macroeconomic Projections for the euro area,

September 2015: www.ecb.europa.eu/pub/pdf/other/ecbstaff-
projections201509.en.pdf.

® IMF World Economic Outlook, October 2015: Adjusting to
Lower Commodity Prices: www.imf.org/external/pubs/cat/lon-
gres.aspx?sk=43229.0

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

7 4
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0
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—— Global inflation
—— |Inflation in developing countries
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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.
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cent, respectively. GDP growth in Italy came to
0.3 per cent, with the positive contribution of
changes in inventories comprising a significant
portion of it (0.4 percentage points). By country,
Germany (0.12 percentage points), Spain (0.11
percentage points) and Italy (0.05 percentage
points) had the main contribution to GDP growth
in the euro area, while France had no contribution
to the economic activity growth over the reviewed
period.

Net exports (0.3 percentage points) had a major
contribution to euro area GDP growth. The higher
contribution of net exports was offset by the
lower contribution of household consumption (0.2
percentage points) and government consumption
(0.05 percentage points), as well as by the nega-
tive contribution of changes in inventories (-0.13
percentage points) and investment (-0.09 percent-
age points).

The dynamics of euro area leading economic
indicators shows that GDP growth rate is likely
to slightly slow down in the third quarter on the
previous quarter. The EC economic sentiment
index rose to 105.9 in October against 103.5 in
June 2015, while the consumer confidence index
decreased to -7.7 in October against -5.6 in
June. The EC business climate index in the euro
area, which is an indicator for the regional invest-
ment activity, grew in October to reach 0.44 from
0.25 in June. Between July and October euro
area PMIs displayed volatile and slight changes.
In October the composite PMI was 53.9 against
54.2 in June and manufacturing and services
PMIs declined to 52.3 and 54.1, respectively
(against 52.5 and 54.4 in June 2015).

In September the ECB revised downwards its
euro area GDP growth projections for 2015 and
2016 to 1.4 per cent and 1.7 per cent and in the
beginning of November the EC revised its GDP
growth projection in 2015 and 2016 to 1.6 per
cent (+0.1 percentage point) and 1.8 per cent
(-0.1 percentage point), respectively. The main
reason behind the revision by both institutions
was the weaker external demand as a result

of the lower economic growth in developing
economies.

Since June a decrease was observed in the Har-
monised Index of Consumer Prices in the euro
area, with preliminary data in October showing
a 0.0 per cent change on an annual basis. The

Contribution to Real GDP Growth in the Euro Area by
Component (Quarterly)
(per cent; percentage points)
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inflation decline continued to be driven largely
by the energy price falls. According to Eurostat
final data, in September the consumer prices fell
mostly in Cyprus (-1.9 per cent), Spain (-1.1 per
cent) and Slovenia (-1.0 per cent), and the high-
est inflation was in Malta (1.6 per cent), Portugal
(0.9 per cent) and Belgium (0.9 per cent).

The decline in international oil prices was among
the main reasons for the ECB to revise down-
wards in September its euro area average annual
inflation projection for 2015. Risks to the inflation
outlook were considered to lie on the downside.

Euro area unemployment continued to decline
slowly to 10.8 per cent in September, down by
0.2 percentage points on the end of the sec-
ond quarter. Greece (unchanged 25.0 per cent)
and Spain (down to 21.6 per cent) still reported
the highest unemployment rate over the last few
months. An increase in annual unemployment
was observed in Finland, Belgium, and France,
where the indicator rose between 0.1 and 0.6
percentage points in September 2015. Germany
and Malta still reported the lowest unemployment
levels at 4.5 per cent and 5.1 per cent, respec-
tively. The indicator of the expected unemploy-
ment over the next twelve months, included in the
EC consumer confidence index, shows worsening
consumer expectations concerning labour market
developments. In the July to October 2015 period
the average value of this sub-index went up to
15.8 points from 9.8 points in the second quarter.

On the basis of persistently low inflation in the
euro area, at its monetary policy meeting of

3 September, the ECB Governing Council empha-
sised its willingness to use all available instru-
ments within the limits of its mandate to achieve
a continuous upward trend of the indicator to
nearly 2 per cent. The ECB stated that the asset-
purchase programme provides sufficient flexibility
in terms of adjusting the size, composition and
duration of the programme. At the same meet-
ing, the ECB increased the PSPP issue share limit
from 25 per cent to 33 per cent, subject to veri-
fication on a case-by-case basis that this would
not create a situation in which the Eurosystem
would have blocking minority power, where this
limit would remain at 25 per cent. The decision
on the limit increase was taken in order to ensure
the smooth implementation of the programme in
the future.

Projections of the Annual Rate of Change

of Euro Area Real GDP

(per cent)
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In the period up to the ECB next meeting held
on 22 October, euro area inflation went down to
negative values. For this reason, the ECB Gov-
erning Council announced that at the next meet-
ing (3 December) when the updated euro area
economic growth and inflation forecast will be
presented, members will assess the need to take
additional monetary policy measures. To that end,
the relevant ECB committees would be mandated
to conduct a technical analysis and propose vari-
ous monetary policy instruments which might be
used.

The monthly volume of purchases under the
expanded APP of the ECB in July, August, Sep-
tember and October accounted for EUR 61.3
billion, EUR 51.6 billion, EUR 60.6 billion® and
EUR 63.7 billion, which was in line with the ECB’s
intention to temporarily frontload purchases before
the beginning of August and the beginning of
December, months over which financial market
activity is typically lower. On 30 October cumula-
tive amount of purchases under the PSPP, CBPP3
and ABSPP programmes came to EUR 393.6
billion, EUR 131.1 billion and EUR 14.6 billion,
respectively.

In its fifth Targeted Longer-Term Refinancing
Operation (TLTRO) conducted on 24 September,
EUR 15.6 billion was allotted to 88 banks which
participated in the operation (against previously
allotted EUR 73.8 billion among 128 banks). The
lower interest in the operation was likely to reflect
both the higher amount of allotted funds in the
previous targeted operations and the relatively
weaker demand for loans by the real sector.

As a result of ECB operations and programmes,
on 6 November 2015 the amount of excess
liquidity in the euro area banking system grew
to EUR 564.6 billion (against EUR 396.3 billion
by end-June 2015). On 6 November the ECB
balance sheet figure increased by 5.1 per cent
compared with end-June 2015 and reached
EUR 2.669 trillion.

Due to the increase in the excess liquidity,
between 1 July and 6 November 2015 the aver-
age value of the EONIA continued to fall to

-0.13 per cent (against -0.10 per cent in the sec-
ond quarter of 2015). Concurrently, the volume of
overnight deposits in euro area’s interbank market

* The values by end-September 2015 are after amortisation.
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trade continued decreasing as their daily aver-
age value between 1 July and 6 November was
EUR 15.7 billion (against EUR 20.6 billion in the
second quarter of 2015).

EURIBOR interest rates on interbank market
deposits continued to follow a downward trend.
On 6 November one-month interest rates reached
-0.12 per cent (-6 basis points on end-June),
and those with maturities of six and 12 months
fell to 0.0 per cent (-5 basis points on end-June)
and 0.10 per cent (-7 basis points on end-June).
Given the expectations for further rises in excess
liquidity in the banking system and the possible
decrease in the ECB deposit facility interest rate,
the downward trend in money market interest
rates is expected to be sustained.

The United States

In the second quarter of 2015 US real GDP
growth moderated to 2.7 per cent on an annual
basis from 2.9 per cent in the previous quarter.
Over the same period the US GDP quarterly
increase was 1.0 per cent against 0.2 per cent in
the first quarter of the year. Acceleration of quar-
ter-on-quarter growth in the second quarter was
largely due to the net exports recovery following
the significant decrease in the first quarter and
accelerating household consumption growth.

The first estimate of the US GDP change in the
third quarter shows a slowdown in economic
growth to 2.0 per cent on an annual basis and to
0.4 per cent on a quarterly basis.

In the third quarter of 2015 US leading economic
activity indicators exhibited volatile and diverse
dynamics.

Consumer confidence indicators underwent
divergent changes over the third quarter, though
remaining at comperatively high levels. Manufac-
turing and services ISM-PMIs also reported diver-
gent developments. Over the reviewed period the
ISM for services sector rose, while the negative
trend in the analogous indicator for manufactur-
ing sector was sustained. Positive dynamics was
observed in consumer expenditure and retalil
sales. The National Association of Home Builders
(NAHB) index also grew, indicating an accelera-
tion in housing sector recovery.

Economic data received at the beginning of the
fourth quarter show signals of acceleration in
US GDP growth. On 4 November the forecasting
model of the Federal Reserve Bank of Atlanta
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for economic growth over the current quarter
(GDPNow) points to a 2.3 per cent change in
GDP on a quarterly annualised basis in the fourth
quarter of 2015 which corresponds to an increase
of 0.6 per cent on a quarterly basis.

In the third quarter inflation indicators in the USA
increased slightly. In September the annual infla-
tion rate measured by the personal consumption
expenditure (PCE) deflator decreased to 0.2 per
cent after staying at the level of 0.3 per cent in
the previous four months, while the annual growth
rate of core inflation (excluding food and fuel
prices) remained unchanged at 1.3 per cent for a
second consecutive month. Over the same period
the annual growth rate of consumer price index,
the other measure of the US inflation, decreased
to 0.0 per cent from a 0.2 per cent growth in

the previous two months. Among this indicator’s
components, energy and particularly fuels contin-
ued to report the largest annual fall. The annual
growth rate of core inflation rose by 0.1 percent-
age point to 1.9 per cent in September.

In the third quarter of 2015 the expectations of
consumer price developments in the period of
one to five years, a component of the Univer-
sity of Michigan consumer confidence index,
remained relatively stable. In September 2015
inflation expectations in the period of up to one
year stayed at 2.8 per cent for a third consecu-
tive month and inflation expectations in the period
up to five years went up to 2.7 per cent for a
second consecutive month. In the fourth quarter
of 2015 and first quarter of 2016 US inflation is
expected to rise, but to remain below 2.0 per
cent on an annual basis.

In October unemployment reached 5.0 per cent,
the lowest level of this indicator since March
2008. At the same time, new jobs created in the
non-agricultural sector reached in October the
highest level since the year start (271,000), and
the average monthly level of employment in the
non-agricultural sector reached 206,000 persons.

At its meeting of 16 and 17 September, the US
Federal Open Market Committee (FOMC) decided
to keep the target range for the federal funds
rate unchanged within a 0.00 to 0.25 per cent
band, emphasising the role of the external envi-
ronment for the members to take this decision.

A new element in the Committee communication
was the inclusion of the comments in the press
release on potential negative effects of global
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economic and financial developments on the
economy and US medium-term inflation rates.

Individual forecasts of the Committee members
for the appropriate level of the main rate at the
end of 2015, 2016, 2017 and 2018 were revised
once again downwards, reflecting their expecta-
tions for an even smoother interest rate increase
as a result of slower than projected growth rates
of the US economy and inflation in June 2015.
However, projections showed once again that
most meeting participants anticipated that it
would be appropriate to begin raising the federal
funds rate as early as in 2015.

At its meeting of 27 and 28 October, the FOMC
expressed again its intention to start raising Fed-
eral Reserve rates before the end of 2015, and a
possible decision thereof is likely to be taken in
December. After the release of the 6 November
data on employment in the non-agricultural sector
for October, the probability of federal funds rates
to increase in December 2015 was 68 per cent,
based on exchange-traded futures contracts.

China

By end-September the People’s Bank of China
confirmed its GDP growth projection of 7.0 per
cent for 2015. The IMF did not change its
expectations for China’s economic growth and
in early October it retained its April projection
for GDP growth of 6.8 per cent in 2015 and 6.3
per cent in 2016.

Based on data of the National Bureau of Statis-
tics of China, China’s real GDP grew by 6.9 per
cent on an annual basis over the third quar-

ter of 2015 against 7.0 per cent in the previ-
ous two quarters. Quarter-on-quarter economic
growth came to 1.8 per cent, with services con-
tributing most to this, while industry and invest-
ment moderated.

In the third quarter services and manufacturing
PMIs reported slight and divergent develop-
ments. The downward trend in manufacturing
PMI in China was reversed, though remaining
below the 50 point threshold, while services
PMIs continued to indicate a rise in the eco-
nomic activity.

In September the annual growth of industrial
output slowed down to 5.7 per cent against
6.8 per cent at the end of the second quarter.
The 0.5 per cent contraction in car produc-
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tion on an annual basis was among the factors
behind the slower growth. Subsequently, the
Chinese authorities launched a tax relief for this
sector, reducing by half the sales tax on some
cars.

Over the third quarter the trend to a gradual
slowdown in the growth rate of investment was
sustained, with its annual growth rate coming
to 10.3 per cent in September. The main fac-
tor behind the growth moderation continued to
be the lower growth rate of investment in real
estate and industrial output.

In October the annual rate of change in con-
sumer prices slowed down to 1.3 per cent,
following a slight acceleration in consumer
inflation to 1.6 per cent in the third quarter
against 1.4 per cent in June. Real estate prices
also began to rise. The increase was observed
mainly in the four largest Chinese cities, where
supply decreased and absorption of unsold
land accelerated. However, producer prices
continued to follow their downward trend which
started in mid-2014, with a decrease reaching
-5.9 per cent in October 2015.

In late June a sharp and continuous adjustment
in Chinese stock market triggered concerns
about a further slowdown in economic activ-

ity. To mitigate the potential negative effects on
the economy, the authorities of China initiated

a series of administrative, monetary and fiscal
measures, including such intended to stimulate
investments in shares, infrastructure and bank
lending operations. After their introduction, the
major stock market indices in China stabilised.

In August and October 2015 the People’'s Bank
of China lowered twice one-year bank lending
and deposit interest rates by 25 basis points to
4.35 per cent and 1.50 per cent, respectively.
An additional measure to boost lending activity
was the reduction of the banks’ reserve require-
ments ratio by 50 basis points in August and
October to 17.5 per cent. The estimated effect
of the two measures is assessed at CNY 1400
billion (USD 212 billion) of available funds in
the banking system for new lending. In addition,
the central bank changed minimum reserve
requirements and the amount of banks’ funds
on minimum reserve requirements with the
central bank will be calculated on an average
monthly basis, instead of daily. These changes
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aimed at reducing the risks related to the pos-
sible deterioration of liquidity in the interbank
market, resulting in a decreased volatility of the
interest rate on seven-day repo transactions in
the interbank market.

As a result of the measures undertaken by the
central bank in August and September, the
annual growth of new loans was over 15 per
cent, with the annual growth rate of monetary
aggregate M2 accelerating over 13 per cent.

On 11 August the People’s Bank of China
changed the methodology of determining the
CNY/USD daily central exchange rate. After

the change the Yuan depreciated by around
4.0 per cent against the US dollar on the spot
market in the period to the end of the third
quarter. According to the new methodology,

the higher number of quotations will be used
for calculating the CNY/USD central exchange
rate by the primary dealers in China (onshore),
thus its value will approach the spot market
exchange rate in the over-the-counter market.
The central bank stated that this change was a
one-off adjustment and in the future, the central
exchange rate set on a daily basis would follow
more closely the market rate at the end of prior
day’s trading session.

In October the People’s Bank of China
announced that it would abandon the restric-
tions which the banks had to respect until now
in determining the interest rate on retail depos-
its. This change is an important part of the
financial sector reform in China. The removal of
the restriction is assumed to push up competi-
tion between credit institutions, which would
help to allocate resources more effectively in
the economy.

In the third quarter the downward trend in Chi-
na’s foreign exchange reserves deepened, and
they fell by USD 180 billion over the period.
Most likely, more serious decreases in interna-
tional reserves were driven by the central bank
interventions in the foreign exchange market

in order to limit the further depreciation of the
local currency against the US dollar after capi-
tal outflows from China. In October this trend
was reversed as China’s foreign exchange
reserves went up USD 11.4 billion to reach
USD 3.526 trillion, according to the People’s
Bank of China data.
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International Commaodity Prices

Crude Oil

In the second quarter of 2015 the crude ail
price increased on a quarterly basis reflecting
mainly the expectations for increased global
demand. In the third quarter, however, it fell fol-
lowing changed expectations due to concerns
about the slowdown in economic growth of
China, the world’s second largest oil consumer.
The oil supply continued to exceed global
demand, with higher oil production from OPEC
countries and Russia and the high level of world
oil inventories also contributing to oil price falls
in the reviewed period. Over the third quar-

ter of 2015 Brent crude oil was traded at USD
50.0 per barrel (USD 45.0 per barrel) on aver-
age, down 19.4 per cent on a quarterly basis
compared with the average value in US dollars
for the second quarter and 51 per cent on the
corresponding period of 2014. In the begin-
ning of the fourth quarter of 2015 the petroleum
price rose slightly on a quarterly basis due

to the growing concerns about US production
decreases and increased tensions in the Middle
East.

According to the International Energy Agency
(IEA), demand for petroleum products will
increase further in 2016, albeit at a lower rate
than in 2015. Concurrently, the first sign of more
pronounced moderation in non-OPEC countries’
production and of a decline in investment in

the oil sector appeared over the review period.
Growing demand and slowing supply gave
grounds to expect a trend to oil price rises from
the current levels.

Expectations based on crude oil futures prices
in September tended to move upward, which is
confirmed by the IEA projection, although the
rebalancing of demand and supply in global oil
markets will probably take place gradually. Oil
prices are expected to move within the range
of USD 50-60 per barrel in the fourth quarter of
2015 and first quarter of 2016.
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Major Raw Material and Food Prices

In the third quarter of 2015 international prices
in US dollars of major commodity groups con-
tinued to decline on both annual and quarterly
basis. Concurrently, reflecting the 16.1 per cent
year-on-year depreciation of the euro against
the US dollar, in the third quarter of 2015 cer-
tain price indices, such as the composite food
index, posted divergent dynamics in euro and
US dollars.

The metals price index published by the ECB
decreased by 16.9 per cent on an annual basis
(a decrease of 30.3 per cent in US dollar) in

the third quarter of 2015 and by 11 per cent

on a quarterly basis compared to the average
value in the second quarter of 2015. At the end
of the period the ECB index of metals moved
close to the values of the global financial crisis
in early 2009. This significant decline was pri-
marily driven by the concerns about a slowdown
in economic activity of China, which is a large
metal consumer. Additional factors having a
downward effect on metal prices were enhanced
global supply and inventories. The international
copper price in euro, which is a main sub-
component of Bulgaria’'s exports, also went down
significantly on both quarterly and annual basis
in the third quarter of 2015, reflecting again con-
cerns over decreased demand from China.

Expectations for prices of industrial metals (fer-
rous and non-ferrous, excluding precious metals)
in euro point to a slowing quarterly decline in
the fourth quarter of 2015 and price stabilisation
on a quarterly basis in the first quarter of 2016.

In the third quarter of 2015 the food price index
in US dollars decreased by 10.7 per cent on the
corresponding period of 2014. At the same time,
reflecting the depreciation of the euro against
the US dollar, the price of food in euro posted
an increase of 6.5 per cent. On a quarterly
basis, the average food price in the third quarter
of 2015 declined on the second quarter of 2015
both in euro and in US dollars. Over the period
under review, prices of all index sub-components
in US dollars went down on an annual basis
due to several factors, as increased global sup-
ply, falling energy prices and concerns that the
moderation in economic activity in the develop-
ing countries will have an adverse effect on
consumption of this group’s commodities. In
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the third quarter of 2015 the wheat price in
euro, which is of main importance for Bulgar-
ian exports, rose by 13.9 per cent on an annual
basis mainly due to depreciation of the euro
against the US dollar. Over the same period the
wheat price in US dollar dropped by 4.7 per
cent on an annual basis, reflecting the abundant
harvests in the northern hemisphere.

International food prices in euro are expected

to continue moderating quarter on quarter in the
fourth quarter of 2015 and to stabilise in the first
quarter of 2016.

Based on the expected dynamics of major raw
material and food prices, the estimation for the
projection horizon shows that the terms of trade
in Bulgaria will worsen compared to the first half
of 2015.
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2. Financial Flows, Money and Credit

The overall surplus of the BOP current and capital account increased significantly between January and
August 2015 on the same period of 2014. This reflected mainly the decline in the trade deficit and the capital
account surplus growth. In the fourth quarter of 2015 and first quarter of 2016 the current and capital account
surplus, as a share of GDP, is expected to shrink on an annual basis due to the decreased capital account
surplus and increased deficit on the primary income account.

As of September 2015 deposits attracted from residents in the banking system went up to BGN 2.5 billion
against end-2014, while the low credit demand and investment profitability outside Bulgaria contributed to
maintaining the high level of liquidity in the system. In the fourth quarter of 2015 and first quarter of 2016
declining interest rates on deposits are not expected to have a negative impact on the household savings
rate, and attracted funds in the banking system are expected to continue to grow. Growth of loans to the
non-government sector is projected to remain low, and it is expected to be around zero by end-2015 and
slowly to increase in the beginning of 2016. Interest rates on bank deposits and loans continued to follow a
downward trend, which is expected to be retained until the end of 2015 and in early 2016.

External Financial Flows

The overall surplus of the BOP current and
capital account increased significantly between
January and August 2015 on the same period
of 2014.° This was mainly due to both declines
in the trade balance deficit and increases in
funds received under EU programmes, espe-
cially in March and April, contributing to the
capital account surplus growth. The annual fall
of the trade balance deficit was determined by
the stronger growth of exports (9.1 per cent)
compared to that of imports (3.7 per cent),
reflecting the favourable terms of trade between
January and August 2015 and the exhausted
effect of one-off factors that limited real growth
rate of exported goods over the same period of
2014. In the first eight months of the year the
surplus in services trade balance shrank on an
annual basis due to a slight decline in exports
of services and growth in imports.®

°The analysis in this section is based on statistical data in
accordance with the balance of payments analytical report-
ing, compiled as of 17 April 2015 under the sixth edition of
the IMF Balance of Payments and International Investment

Position Manual (BPM®6).

® For a more detailed analysis of exports and imports of
goods and services, see Chapter 3.
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Flows on Balance of Payments Accounts
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AUIE 20 August 2015
Current account 765.2 495.2 1172.9
Trade balance -2890.7 27346 -1090.7
Services, net 27351 2530.0 1876.6
Primary income, net -14749 915.7 -987.6
Secondary income, net 2395.6 1615.6 13746
Capital account 469.3 959.6 883.7
Financial account 1421.6 -1627.3 -357.9
Changes in reserves -531.8 18104 3400.8
Source: BNB.
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Between January and August 2015 the primary

income deficit rose on the corresponding period
of 2014. In the second quarter of 2015 outflows
from dividends and distributed profit were con-

siderably higher compared to the same period

of the previous year, partly reflecting the gross

operating surplus growth.

Over the review period the secondary income
surplus rose, resulting from the higher inflows
to the general government sector linked to the
significant growth in grants received under the
EU programmes.

In the fourth quarter of 2015 and first quarter
of 2016 the balance of payments current and
capital account surplus, as a share of GDP,

is expected to shrink from the first half of
2015. This decline will be mainly driven by a
decrease in the capital account surplus due to
the expected lower receipts under the EU pro-
grammes and the increased deficit of primary
income account due to payments on the invest-
ment income item.

Between January and August 2015 the finan-
cial account balance was negative. Stronger
declines in assets than the reported decrease
in liabilities were observed over the same
period. Dynamics of financial account assets
and liabilities was mainly determined by banks’
operations, decreasing both their foreign assets
(in the form of currency, deposits and debt
securities) and foreign liabilities.”

Despite the new Eurobonds issued by the Bul-
garian government in March, overall liabilities of
the general government sector declined between
January and August 2015. This reflected repay-
ments made on government bonds, issued in
international capital markets, and on a bridge
bank loan disbursed at the end of 2014.

Direct investment liabilities are an important item
in the balance of payments financial account
as they reflect the foreign direct investment in
Bulgaria. Between January and August direct
investment liabilities came to EUR 965.4 million,

" A more detailed analysis of banks' behaviour is presented
in the Monetary and Credit Aggregates Section of Chapter 2.

Financial Account Dynamics and Contribution
by Component (on an Annual Basis)
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Source: BNB.

Banks’ Flows on Balance of Payments Financial Account
(million EUR)

2013 2014 January - August 2015

Direct investment

assets 18.1 35.0 -1.5
liabilities 109.1 106.1 122.3
Portfolio investment

assets 292.3 -309.4 -878.9
liabilities 67.0 -50.6 1.9
Other investment

assets 20075 12382 -1142.0
liabilities 8117 -295.6 -1395.6
Assets, total 2318.0 963.8 -2022.4
Liabilities, total -635.6 -240.1 -1271.4
Assets, net 29536 1203.9 -751.0
Source: BNB.

Direct Investment Liabilities by Type of Investment
(on an Annual Basis)
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with more substantial inflows observed in the
sub-item of debt instruments of the non-financial
sector.

In August 2015 BOP data® showed that
financial inflow and outflow dynamics boosted
international reserves to EUR 3400.8 million

on an annual basis. The international reserve
coverage of the average nominal imports of
goods and non-factor services over the last 12
months increased to 8.4 months (7.1 months by
end-2014).

In August Bulgaria’s gross external debt posted
a decline from December 2014. Decreased
inter-company loans had the major contribution
to this fall, reflecting the unilateral write-off of

a claim by a foreign creditor® and lower bank
debt. The share of the long-term debt in total
gross external debt expanded from the end

of 2014 mainly due to the new government
debt issued in international financial markets in
March.

In the context of declining international market
interest rates, both access to new external
financing and resident debt service improved
between January and July 2015. Over the
review period an annual increase was reported
in financial credit transactions declared by
non-residents along with a decrease in external
debt service costs paid by residents.

Monetary and Credit Aggregates

Monetary and credit aggregate developments
in the first nine months were driven by the

retained high savings rate of households and
increased resident deposits in the banking

system, comparatively weak demand for bank
loans and lack of investment alternatives out-
side Bulgaria amid declining euro area yields.

At the end of September the broad monetary
aggregate M3 rose by BGN 3.4 billion from the
end of 2014. The analysis of individual com-

8 Valuation adjustments and price revaluation excluded.

° See Gross External Debt, August 2015 publication on the
BNB website: http://bnb.bg/Statistics/StExternalSector/StGros-
sExternalDebt/index.htm?toLang=_EN

Gross External Debt in August 2015

(million EUR)
Change

Amount Since For the last
December 2014 12 months
General government 5909.8 -116.7 1151.0
Central bank 0.0 0.0 0.0
Banks 4185.8 -12814 -13771
Other sectors 117175 -267.4 -250.6
FDI: inter-company loans 135775 -2300.3 -2698.1
Total 35390.7 -3965.7 -3174.7

Source: BNB.

M3 and Contribution of Individual Components
(million BGN)
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ponents shows that increases were observed
mainly in overnight deposits and, to a lesser
degree, in money outside MFls, while quasi-
money posted only slight growth.

The structure of household deposits was influ-
enced by interest rate developments and the
expanded scope of deposit interest tax since
early 2015. Households deposited their savings
primarily into time deposits. On the background
of the overall downward trend in deposit rates,
more significant declines were observed in

the rates on deposits redeemable at notice
compared to other deposit rates, an incentive
for households to shift their savings increasingly
into longer-term deposits. Another depositing
option involved high-liquid overnight deposits.
As regards the currency structure of household
deposits, lev-denominated deposits contributed
most strongly to the overall growth.

Non-financial corporations, unlike households,
continued to direct their free funds mainly

in overnight deposits, while deposits with an
agreed maturity recorded a fall for the first nine
months of the year. The currency structure of
deposits of firms shows that lev-denominated
deposits had the major contribution to their
overall growth.

The effective implicit rate of minimum required
reserves reached 9.21 per cent in September, '
with bank reserves with the BNB comprising
8.05 percentage points, and the remaining

1.16 percentage points being formed by cash
holdings and funds on banks’ settlement
accounts in the TARGET2-BNB system.'" The
liquid asset ratio'® of the banking system rose
to 34.02 per cent, from 30.12 per cent at the
end of 2014. In September excess reserves on
banks’ minimum reserve accounts with the BNB
over the required minimum under Ordinance

1 According to Article 3, paragraph 1 of BNB Ordinance No 21,
the rate of minimum required reserves for funds attracted
from residents is 10 per cent of the deposit base, from non-
residents 5 per cent and from the state and local government
budgets 0 per cent.

"'See Article 4 of Ordinance No 21 of the BNB.
2. See Ordinance No 11 of the BNB.

Bank Deposits with the BNB
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No 21 came to 96.7 per cent on an average
daily basis (56.5 per cent in December 2014).

Over the first nine months reserve money
posted high growth, its rate of increase reach-
ing 25.0 per cent in September vis-a-vis
end-2014. Bank excess reserve growth and
increased banknotes and coins in circulation
had the major contribution to money supply
dynamics. In September the growth rate of
currency in circulation was 2.3 per cent from
end-2014.

Another instrument for banks to manage their
liquidity was foreign currency trading with

the BNB. Over the third quarter bank sales
exceeded purchases of foreign currency. As of
September net purchases of banks from the
BNB were EUR 2.5 billion for the last twelve
months.

Demand for loans by corporations and house-
holds remained weak despite the continued
decline in interest rates on bank loans. At the
same time, banks were cautious about their
lending policy and retained the high level of
some lending standards. In the first nine months
claims on the non-government sector declined
by 0.2 per cent from end-2014, reflecting mainly
the decreased credit to non-financial corpora-
tions and, to a lesser degree, lower household
loans. Net sales of loans by banks also pushed
down claims on the non-government sector.

Over the first nine months of 2015 the volume
of new loans to NFCs was lower than a year
earlier, though remaining at levels above BGN 1
billion on average for the last twelve months. As
regards the currency structure of new corporate
loans, the upward trend in lev-denominated new
loans was sustained at the expense of those
denominated in euro and US dollars. For the
last twelve months as of September, the share
of new lev-denominated corporate loans went
up to 43.2 per cent of total new loans extended
to non-financial corporations. Concurrently,

the share of loans denominated in euro fell to
54.2 per cent of all new loans, whereas that of
US dollar-denominated loans was 2.6 per cent.

Foreign Currency Purchases and Sales between

the BNB and Banks (on a Monthly Basis)
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Source: BNB.

Receivables from the Non-government Sector and
Contributions of Individual Sectors
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In September the pace of change in lending

to households came to -0.2 per cent on end-
2014, though from March a low growth rate
was observed on a monthly basis. Lending to
households in September dropped by 1.4 per
cent on an annual basis, this decline affecting
all categories, except for consumer loans which
has been recovering since March. In September
the strongest annual fall was recorded in other
loans and significantly lower declines in over-
drafts and housing loans. New loans to house-
holds showed an increase in volumes over the
first nine months, driven mainly by the upward
trend in housing loans followed by consumer
credit, to a lesser extent. Volumes in other
loans, however, remained broadly unchanged
from the end of 2014.

According to BNB quarterly lending survey
results, over the second quarter of 2015 banks
reported an increase in demand for loans by
corporations to meet the needs for working
capital and inventories, and greater demand by
households for consumer rather than housing
loans. Bank expectations for July—-September
show that demand for corporate, consumer and
housing loans will increase.

Over the second quarter banks eased their
corporate lending policy with regard to interest
rates and fees and commissions, while tighten-
ing standards for the maximum credit amount
and risk premiums. As for housing loans,

their standards were eased, while bank poli-
cies in the area of consumer loans remained
unchanged from the first quarter. Lower costs
of attracted resources and their increased
amount, enhanced competition from other banks
and lack of high-yield alternative investment
were the main factors contributing to easing
the credit standards, according to the survey.
Concurrently, the uncertain macroeconomic
environment, credit and collateral risks also
called for tightening. In the third quarter banks
expect their credit policy toward corporations
and households to be eased.

Over the fourth quarter of 2015 and first quar-
ter of 2016 funds attracted by residents are
expected to continue growing and liquidity to

Annual Growth of Loans to Households
and Contribution by Type of Loans

(per cent; percentage points)
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remain high. In the context of negative short-
term interest rates in the euro area and lack
of investment alternatives, banks are expected
to continue maintaining high excess reserves
on their accounts with the BNB. Until the end
of the year, no significant change in lending to
the non-government sector is anticipated, and
its annual growth rate may be around zero by
the end of 2015. From the first quarter of 2016,
expectations are for a slow increase in lending
to the private sector in line with the projected
gradual recovery of economic activity and
positive effects of relatively low lending interest
rates.

Interest Rates

In the first nine months, amid low credit demand
and limited alternatives for high-yield investment
in international markets, the continuous increase
in funds attracted from residents contributed

to the growth in banking system liquidity and
declines in money market rates. Interbank money
market interest rates decreased from December
2014 across all maturities, with longer-term
maturities posting stronger declines.

From the year start EONIA continued to follow
a downward trend with deepening negative
values, unlike LEONIA which retained its close
to zero levels. As a result of developments in
both indices, the positive spread between them
formed in August 2014 continued to widen,
reaching in September 15 basis points on
average.

Over the first nine months interbank three-
month deposit rates in the euro area and
Bulgaria continued to decline, turning negative
in the euro area since May."® Over the review
period the average three-month SOFIBOR and
SOFIBID, and EURIBOR indices decreased

at an even rate, thereby retaining the spread
between them. Downward developments were
also observed in longer-term interest rates in
the interbank money market. Six-month and

¥ The analysis is based on the average value between the
quotations of SOFIBOR and SOFIBID of unsecured three-
month deposits in levs.
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12-month deposit rates between December
2014 and September 2015 declined by 17
and 30 basis points, respectively.

Interest rate dynamics in new deposits to
households and non-financial corporations
remained on the downside. Compared to
December 2014, the cost of attracted funds
posted a decline in both sectors, with house-
hold deposit rates falling more significantly. In
September 2015 the average weighted interest
rate on new time deposits of non-financial cor-
porations and households accounted for 1.2 per
cent (2.1 per cent in December 2014).

Interest rates on new time deposits by type

of currency continued to follow a downward
tendency in all currencies: in September more
significant falls were recorded in lev and euro-
denominated deposits and lower in US dollar-
denominated deposits. The share non-financial
corporations and households’ deposits on
balances in foreign currency, the bulk of which
in euro, remained unchanged from end-2014,
reaching 42.7 per cent in September.

The distribution of interest rates on new time lev
deposits across banks shows that the average
rate was below 3 per cent. The number of banks
concluding new deposit agreements at a rate
within the 2 to 3 per cent band decreased at
the expense of the increased number of banks
offering rates of up to 1 per cent and within the
1 to 2 per cent band. Between May and Sep-
tember the average interest rate level dropped
by 13 basis points to 1.54 per cent and the
standard deviation contracted by 14 basis points
to 0.72 per cent.

The continuous weak credit activity in the con-
text of rising liquidity of the banking system
was the major factor behind progressively fall-
ing interest rates on new loans. The downward
dynamics in interest rates on new loans to
households and non-financial corporations was
consistent with the assumption of credit stand-
ard easing for interest rates, as shown in the
bank lending survey of the BNB. At the same
time, lending interest rate declines tended to
be lower than deposit rate falls. Compared with

Interbank Money Market Interest Rates
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the end of 2014, rates on loans to non-financial
corporations went down in the three major cur-
rencies: levs, euro and US dollars. In Septem-
ber interest rates on new lev and euro original
currency loans were 6.9 and 6.6 per cent,
while those on dollar-denominated loans came
to 7.8 per cent.

Over the first nine months the downward trend
in the annual percentage rate of charge (APRC)
on new household loans was retained in both
consumer and housing lending. From the year
start both interest and non-interest charges

on these loans decreased, with interest rate
declines contributing stronger to the APRC
drop. In September APRC on consumer loans
was 11.6 per cent and on housing loans 6.7
per cent.”” Between January and September
the decline in interest rates on consumer and
housing loans was 56 basis points and that in
the implicit rate of non-interest service charges,
18 and 16 basis points, respectively.

The breakdown of interest rates on newly
extended housing loans in euro shows that the
average interest rate did not exceed 8 per cent
in September. Compared to May, the number

of banks offering loans at a rate of 6 per cent
increased at the expense of the decreased
number of banks crediting at interest rates
within the 7-8 and 8-9 per cent band. Over the
same period, the average interest rate level fell
by 45 basis points to 5.84 per cent, and the
standard deviation remained unchanged.

In the last quarter of 2015, as in the first three
months of 2016, the downward trend in interest
rates is expected to continue.

In the context of relatively low supply of primary
government bond market over the third quarter,
yields on three and five-year government secu-

" The above values are weighted averages of the interest
rates on loans to non-financial corporations on a 12-month
basis.

* Values indicating APRC and interest rates are weighted
averages of the interest rates on household consumer and
housing loans on a 12-month basis.
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rities declined from 0.68 and 1.28 per cent in
May to 0.49 and 0.94 per cent in September.'®

By end-October the long-term interest rate in
the secondary government securities market
remained unchanged at 2.36 per cent. Between
April and October no transactions in the bench-
mark issue were concluded in the secondary
market due to the insignificant issued volume

in circulation and investor preferences in euro-
denominated government bond trading.

In line with EU yield government bond develop-
ments, all Bulgarian Eurobond yields increased
in most of the second quarter. Since mid-July,
however, this trend has reversed toward a mod-
erate decline and stabilisation."’

At the end of 2015 and early 2016 a slight
yield decline in the short end of the maturity
curve is expected along with stable yields of
medium and longer-term securities. Given the
significant volumes of maturing government
securities in December 2015 (BGN 782.4 mil-
lion), January 2016 (BGN 460.8 million) and
March 2016 (BGN 417.6 million), demand for
government securities in both primary and sec-
ondary markets is likely to increase.

®In the third quarter the MF organised three auctions (in
September) and did not approve the bids received for one
auction. As a result, the net issue was negative and cor-
responded to the full budget financing after issuing large
volumes of new Eurobonds in international capital markets
in March and given the expected accumulation of a budget
surplus for the first nine months.

7 Solely yields of securities maturing in 2017 posted a stable

downward trend since the year start which may be explained
by the low residual maturity of the issue.
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Financial Flows between the General
Government and the Other Sectors
of the Economy

Government revenue and expenditure policy
and budget financing operations affect the allo-
cation of liquidity among economic sectors.'®

In the second quarter inflows from the external
sector to the budget were 5.8 per cent of GDP
and included grants under EU programmes
(BGN 1194.1 million), which exceeded sig-
nificantly the negative external debt financing
(BGN 43.6 million) and the EU budget contribu-
tion (BGN 203.4 million) for the quarter. The
banking sector (excluding the BNB) again was
a net source of liquidity to the budget amount-
ing to 2.3 per cent of GDP over the quarter,
reflecting mainly the positive net issue of
government securities (BGN 150 million) for the
April to June period.™

Financial flows attracted from the external and
financial sector (excluding the BNB) were pri-
marily used to increase the government deposit
with the BNB (by BGN 1061.2 million for the
quarter). In April the excess of revenue over
expenditure of the BNB deposited in favour of
the budget was BGN 48.6 million, boosting the
net inflow of liquidity from the budget to the
BNB to BGN 1012.6 million.

Preliminary monthly data as of the beginning

of October 2015 indicate that in the third
quarter the government deposit with the BNB
(down BGN 806.4 million between July and
September) was the main source of liquidity for
the budget. Net flows from the external sector
will continue to be positive, though limited in
amount, and funds received on EU programmes
should exceed the period’s contribution to the
EU budget for the quarter and interest pay-
ments to non-residents, the bulk of which paid
on benchmark bonds maturing in 2024. As a

'® 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.

1 During the review period, no payments were made on
maturing government securities.
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result mainly of the negative net issue of gov- The Effect of Consolidated Budget on Other Sectors’
ernment securities in the domestic market, the Liquidity (Quarterly)

banking sector (excluding the BNB) is expected (share of GP. per cent)

to be a net beneficiary of liquid funds from the
budget. The main portion of the funds coming
from both the decreased government deposit
and the external sector is expected to be redi-
rected to the non-government non-bank sector.

Developments in financial flows generated in

the process of interaction between external T T R T T TR
and internal economic factors contributed to 2011 012 2013 2014 2015
the growth in international foreign exchange femm= Non-government non-bank sector

g g g B External sector
reserves. By end-September the market value Financial sector (the BNB excluded)

of international reserves® (assets on the Issue Government deposit with the BNB

Department balance sheet) rose by EUR 4569.3
million to EUR 20.1 billion (BGN 39.4 billion).
According to the currency board principles, the
increase in international reserves corresponded
to the increase in the Issue Department bal-
ance sheet liabilities.?’ Liabilities to banks

and to the government and other budget
organisations contributed most significantly to
the growth in the Issue Department balance
sheet, while currency in circulation had a lower
contribution.

Sources: MF, BNB.

In the fourth quarter of 2015 and first quarter
of 2016 international reserve developments will
be driven by the fall in the government deposit
resulting from expected end-year budget deficit
financing. Bank deposits with the BNB will
retain their comparatively high levels due to the
limited investment alternatives in Bulgaria and
abroad. Currency in circulation is projected to
post comparatively high growth with a tendency
toward a gradual slowdown.

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

2! According to Article 28, paragraph 1 of the Law on the
BNB, ‘the aggregate amount of monetary liabilities of the

BNB shall not exceed the lev equivalent of gross interna-
tional reserves, with the lev equivalent calculated on the

basis of the fixed exchange rate.
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3. Economic Activity

In the second quarter of 2015 quarterly growth of real GDP decelerated on the previous quarter,
accounting for 0.5 per cent.?? Over the same quarter government consumption and gross fixed capital
formation posted the highest growth. The change in inventories also contributed positively to the growth.
Private consumption retained its previous quarter’s level. Net exports contributed negatively to the growth
as the quarterly decrease in goods and services exports outstripped that in goods and services imports.

Short-term economic indicators over the third quarter of 2015 give mixed signs about economic develop-
ments. If the household sentiments remain positive and the labour market continues to recover, private
consumption may be expected to grow on a quarterly basis in the fourth quarter of 2015 and first quarter
of 2016. Positive sentiment and business expectations would result in an increase in private investments.
Government consumption is expected to rise at slow rates over the same period. Goods and services
imports are expected to increase at slightly higher rates than exports of goods and services. The above
mentioned component dynamics shows that in the fourth quarter of 2015 and first quarter of 2016 quar-
terly GDP growth is expected to remain close to that in the first half of 2015.

Current Economic Environment

In the second quarter of 2015 quarterly growth Contribution to GDP Growth by Final Use Component
of real GDP decelerated on the previous quar- (per cent, percentage points,

ter to 0.5 per cent, according to seasonally qiarter'on'quarter seasonally adjusted data)

adjusted NSI data.”® Among GDP sub-compo- ,

nents, government consumption experienced )

the strongest growth. Gross fixed capital forma- ; |

tion also went up quarter on quarter, driven by 0 M_;M

the significant growth rate of government in- 4
vestment. Changes in inventories also contrib- 5
uted positively to the growth. Private consump-
tion retained its previous quarter’s level. Net

AT W T W T T T T w

exports contributed negatively to the growth as 2011 2012 2013 2014 201
the quarterly decrease in goods and services — EDtP t

. . . ET exports
exports outstripped that in goods and services Final consumption

im ports. mmm Gross fixed capital formation

L . . Note: Non-additive data due to direct chain-linked and seasonal ad-
Short-term economic indicators over the third justment of GDP and its components; the contribution of the change

quarter of 2015 give mixed signs about eco- in inventories has not been included.
nomic developments. On the one hand, re- Sources: NSI, BNB calculations.
tail trade volumes posted quarter-on-quarter
declines in both second and third quarters.
On the other hand, there are preconditions to
expect an increase in household consump-
tion over the coming quarters: the indica-

tor of household confidence was retained at a

2 See Note 1.

% 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 programmes by
using automated set up for diagnostics and optimisation of
adjustment parameters.
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comparatively high level, growth in compensa-
tion per employee accelerated and the unem-
ployment rate continued to decline. Based on
these assumptions, in the fourth quarter of 2015
and first quarter of 2016 private consumption is
expected to rise on a quarterly basis.

The business climate indicator tracking busi-
ness sentiment went down in the third quar-

ter of 2015, though remaining at comparatively
high levels. In October this indicator increased,
with improvements observed in all sectors, ex-
cept for services. Positive sentiment and expec-
tations of firms amid retained high production
capacity utilisation give grounds to expect firms
to gradually recover their investment activity.
The uncertain economic environment continued
to be a limiting factor for the firms in all sec-
tors which is likely to increase the uncertainty
about their plans to hire personnel and invest
in the future. Private investment is projected to
recover in the context of positive business sen-
timent and expectations, as well as in a contin-
uous period of high production capacity utilisa-
tion in industry.

Government consumption is expected to rise
at low rates until the end of 2015 and in early
2016.

Goods and services imports are projected to
increase at slightly higher rates than exports of
goods and services.

Based on the above component dynamics,
in the fourth quarter of 2015 and first quarter
of 2016 quarterly GDP growth is expected to

Real GDP Growth by Component of Final Use

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

Business Climate and Consumer Confidence

30 0
12-month moving average
25 -10
el 20
-30

-40

-50

-60

Overall 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, per cent)

2011
—_— 2012
—_— 2013

100, Uncertain economic environment

Competition Insufficient
2014 demand
= Oct. 2015
Financial Shortage
difficulties of labour

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.

2012 2013 2014 2015
Qt Q@2 @ 4 Q@ 02 Q3 Q@ Qo Q@ Q@ o Qo Q2
Consumption 10 09 07 05 -41 i7 07 05 03 -03 03 11 00 041
incl.
Household consumption 20 06 01 -04 -22 07 -03 04 13 04 04 09 02 00
Final government consumption expenditure 47 62 08 -02 -03 49 34 25 75 19 -21 15 31 6.1
Collective consumption 06 07 05 16 12 08 09 -01 05 04 02 05 -04 00
Gross fixed capital formation 060 10 -02 -04 05 07 14 16 11 09 07 06 -01 04
Exports of goods and non-factor services 59 66 -14 08 58 13 33 -01 -22 22 -26 83 48 -39
Imports of goods and non-factor services 23 61 -04 01 35 12 18 -01 26 05 07 46 47 -16
Real GDP growth 0.1 01 -01 -02 05 01 07 06 0.1 0.3 04 04 09 05
Source: NSI.
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remain close to that in the first two quarters of
2015.

Based on quarterly developments, over the
fourth quarter of 2015 real annual growth is
projected to stay close to that in the second
quarter and to slightly moderate in the first
quarter of 2016. Net exports are expected to
have the largest positive contribution to the
growth followed by private consumption and
gross fixed capital formation.

The external environment remains a source of
uncertainty for the projection. Slower than ex-
pected growth rates in Bulgaria’s major trad-
ing partners would contribute to lower domes-
tic growth, while longer than expected reten-
tion of international oil prices at low levels may
have a positive contribution, thereby boosting
consumption and decreasing production costs
of corporations. If firms continue to invest cau-
tiously and the expected recovery of private
investment is postponed, that will result in lower
than expected economic growth.

Household Behaviour

In the second quarter of 2015 household con-
sumption remained weak, the household sav-
ings rate was retained relatively high and la-
bour supply decreased slightly. The gradual
unemployment drop and accelerating labour in-
come growth are expected to affect favourably
household consumption.

Employment remained at comparatively low
levels over the second quarter of 2015. The
growth rate of household income from remuner-
ation increased further (on an annual basis ac-
cording to non-seasonally adjusted data of the
wage bill and average wage per employee and
on a quarterly basis according to seasonally
adjusted national account data).?* Corporations’
expectations about the number of personnel
suggest a continuous recovery in labour de-
mand by corporations. However, in a period of
declining energy prices there are prerequisites
for increasing labour costs without distorting
competitive positions of the firms. These factors
are likely to contribute to boosting households’

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

Fan Chart of the Expected Annual Rate of Change of GDP
(per cent)
8

6 80%
60%

4 40%

20%

L L L LA LA LT
2011 2012 2013 2014 2015 2016
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.

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

Ak

S AT T BT
2011 2012

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

o

Tt T T T T
2013 2014 2015

Sources: NSI — SNA, BNB calculations.

Economic Activity Rate and Share of Discouraged
Persons

(per cent) (per cent)
5.0 69.6

68.8
45
68.0
67.1
4.0

66.3

35 65.5

P T T e T T T T T T T e T T T o T
2011 2012 2013 2014 2015

—— 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.

Economic Review @ 3/2015

36



labour income over a short-term horizon, affect-
ing consumption positively.

Household labour supply (as measured by the
guarterly changes of seasonally adjusted data
on labour force)25 continued to decrease in the
second quarter of 2015, according to the NSI
Labour Force Survey. The increase in the eco-
nomic activity rate,”® as in most of 2014, was
mainly driven by the fall of working-age persons
rather than labour force growth. The Labour
Force Survey shows that in the second quarter
of 2015 the seasonally adjusted unemployment
rate”’ continued its downward trend, reaching
10 per cent (according to non-seasonally ad-
justed data: 9.9 per cent).

The seasonally adjusted unemployment rate®
calculated using the Employment Agency data
also continued to decrease in the second and
third quarters of 2015, reaching 9.8 per cent
in September (9.2 per cent according to non-
seasonally adjusted data). Decreases were re-
corded in short-term unemployed persons (up
to one year), while the number of long-term un-
employed persons (those jobless for more than
a year) went up. According to the NSI Labour
Force Survey, in the second quarter of 2015
the share of long-term unemployment did not
change significantly, remaining at 6.3 per cent.

Seasonally adjusted national account data show
that household consumption in the second quar-
ter of 2015 was sustained on a quarterly basis.
In the second quarter retail trade turnover de-
clined compared to the first quarter, due to de-
creases in the groups of food, drinks, computer
and communication equipment, automobile fuels
and lubricants, according to seasonally adjusted
data.

Retail trade turnover data for the third quarter
of 2015 suggest that consumption will remain

% The labour force (currently economically active population)
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.

% The labour force participation rate is the proportion
between economically active persons (labour force) and the
population of the same age.

2" Unemployment rate is the proportion between the number
of unemployed and the labour force based on Labour Force
Survey data.

% The definition of unemployment rate according to Employ-
ment Agency data corresponds to that referred to in note 27,
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.

Unemployment Rate
(per cent of labour force)

Seasonally adjusted data

Mu\m\\v‘\\n\m\\v P T T T T T Tw T T
2011 2012 2013 2014 2015
Unemployment*
seeeeenns - Unemployment™

--------- Long-term unemployment*
* 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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—— Consumer confidence (right scale)
—— Private consumption (left scale)

Sources: NSI Consumer Survey and BNB calculations.

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

Qi
(per cent, on the previous quarter, seasonally adjusted data)
Employed 0.7
Nominal wage per employee* 17
Real wage per employee™ 2.1
Wage bill, nominal terms 1.0
Wage bill, real terms™* 1.4

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

Employed -2.3
Nominal wage per employee* 71
Real wage per employee™ 5.2
Wage bill, nominal terms 49
Wage bill, real terms™ 3.0

2012 2013 2014 2015
Q2 Q3 Q4 Q1 Q2 Q@ Q4 Q1 Q@ Q3 Q4 Q1 Q2
-10 01 -02 02 04 -02 -01 02 00 02 00 03 -01
21 23 15 35 05 07 05 -12 10 11 16 14 14
17 19 17 27 11 13 03 05 09 11 28 08 19
16 22 08 34 05 05 03 -13 12 10 15 17 15
11 18 10 26 11 10 01 04 11 11 26 12 19
35 -19 23 17 07 -01 07 03 03 07 01 08 02
79 85 83 123 86 62 66 00 02 09 37 561 57
60 54 53 99 74 69 77 19 15 21 56 69 64
58 76 55 98 80 53 56 -06 00 09 33 59 63
39 45 26 74 69 60 67 13 16 21 52 78 69

* 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 2013 2014 2015
Qf Q2 03 4 Q Q2 Q3 Q@ Q1 Q2 Q@ Q4 Q1 Q@ Qs
Retail trade turnover, excluding cars and motorcycles 59 <10 05 05 10 31 14 14 10 -010 19 09 00 -07 -13
incl.
Food, drinks and tobacco 15 09 00 15 -46 36 39 02 08 07 09 08 -17 -13 -13
Textile, clothing, footwear and leather 82 -48 23 35 22 46 63 -34 -36 18 31 -01 -52 01 -57
Household goods and home appliances 84 05 -24 08 14 27 24 24 00 06 15 25 12 10 11
Computers and communication equipment, efc. 33 14 00 -81 51 56 15 55 42 25 11 07 09 01 -20
Pharmaceutical and medical goods, cosmetics and toiletries 2.6 08 12 -46 72 53 43 17 -12 00 18 39 07 16 33
Non-specialised stores with different kinds of goods 86 -14 -13 12 05 117 46 -12 -12 04 03 01 00 -08 31
Automobile fuels and lubricants 51 02 13 09 -36 46 54 -08 13 -09 68 -11 62 -59 -36
Source: NSI Short-term Business Statistics.
weak. Over the same quarter, the retail trade Household Propensity to Save and Expectations
volumes at constant prices (seasonally adjusted (per cent) (milion 8GN
data) continue to decline against their aver- :
age level in the second quarter of 2015. This :
decline is expected to be temporary, given the 0 . 0
maintained higher value of the consumer confi- aéi?éggﬁfngbﬂifﬁéégfngifyeigﬁfféjs./v
dence indicator due to prevailing better expec- ol .
tations of households for the economic situa-
tion, their financial position and unemployment
reported in the NSI Consumer Survey” con- L B R TAATA I RATRATS M R Ta W T R
2011 2012 2013 2014 2015

ducted in October 2015.

% 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 following 12
months for the development of: financial position and savings
of households, the overall economic situation in Bulgaria and
unemployment (the latter with the sign reversed).

Household net position vis-a-vis banking system*

(quarterly change, seasonaly adjusted data, right scale)
Savings as a share of disposable income**

(seasonaly adjusted data, left scale)

Net borrowing/net lending as a share of disposable income**
(seasonaly adjusted data, left scale)

Economic situation expectations in the following 12 months**
(balance of opinions, left scale)

Financial position expectations in the following 12 months*
(balance of opinions, left scale)

* BNB data.
** NSI data.

Sources: NSI Household Budget Survey, NSI Consumer Survey; BNB.
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The household savings rate remained com-
paratively high in the second quarter of 2015.
The NSI Household Budget Survey data show
that the share of savings in household dispos-
able income retained its comparatively high lev-
els. A high share was also reported by house-
holds which intend to increase their savings in
the following 12 months (according to the Con-
sumer Survey of October 2015). Households’
net assets measured by their net position vis-
a-vis the banking system (BNB monetary statis-
tics) continued to increase in the second and
third quarters of 2015.

Consumer demand is expected to increase at
comparatively low rates, the household savings
rate to remain high and labour supply relatively
low in the fourth quarter of 2015 and first quarter
of 2016. Balanced risks to this projection relate
mainly to factors which would affect consumer
confidence, as employment and labour income.

Fiscal Policy Effects on the Economy

The consolidated state budget surplus
amounted to BGN 621 million as a result of the
significant tax revenue overperformance due to
the improved collectability.

In September 2015 total revenue growth (12 per
cent) moderated compared to the first quarter
reflecting the weaker tax revenue increase. Indi-
rect taxes continued to have a major contribu-
tion to the tax revenue rise. Their performance
continued to be significantly higher than in the
previous year, with slower VAT revenue growth
largely offset by the accelerated rise in excise
revenue. Given the relatively low growth rates of
nominal household consumption in the first half
of the year, the improved collectability contin-
ued to be the driving factor for the favourable
dynamics of indirect taxes.

Between January and September 2015 social
and health insurance had a relatively high posi-
tive contribution to the tax revenue dynamics.
This resulted from amendments to the 2015 State
Budget Law® of end-2014 and the improved col-
lectability. In addition, the accelerating growth

in compensation per employee in the economy
also added to higher social and health insurance

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

(per cent, percentage points)

2011 2012 2013 2014 2015
Total growth
Non-tax revenue
Tax revenue
mmm Grants

Sources: MF, BNB calculations.

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

—— Total growth of tax revenue
B Social security contributions
Direct taxes (excluding social security contributions)
Value added tax

B Other indirect taxes

Sources: MF, BNB calculations.
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contributions. EU grants also made a sizeable
contribution to the increase in total revenue.

In September 2015 total expenditure on consoli-
dated fiscal programme posted comparatively
low growth on an annual basis (2.1 per cent)
on the corresponding period of the previous
year (6.3 per cent). The downward trend in cur-
rent operating expenditure, subsidies and the
EU budget contribution remained unchanged,
while the capital expenditures and social pay-
ments continued to have a leading role for to-
tal expenditure growth. Social payments rose by
2.3 per cent in September 2015. In end-Sep-
tember government capital expenditure growth
was completely driven by higher investments
costs related to the implementation of pro-
grammes financed by the EU. The strengthened
utilisation of EU funds since 2014 continued

in 2015, whereby the level of these payments
broadly approached the average EU level.*!

In the second quarter of 2015 government con-
sumption had a positive contribution to real
GDP, with the effect of increased health insur-
ance payments between April and June out-
stripping the effect of decreased operating ex-
penditure and compensation of employees.

In the fourth quarter of 2015 and first quarter
of 2016 the tax revenue growth is expected to
slow down due to lower effects of increased
collectability. Provided that the current expendi-
ture dynamics is determined by the 2015 State
Budget Law parameters, the contribution of
government consumption to real GDP growth is
expected to be close to zero in the fourth quar-
ter of 2015. Similar growth in the government
consumption contribution is also expected for
the first quarter of 2016.

Finalisation of the programmes under the EU Co-
hesion Policy for 2007-2013 co-financed by the
EU Structural and Cohesion Funds with an ex-
penditure deadline by the end of 2015 will con-
tinue to be a major factor for increasing general
government investment until the end of the cur-
rent year. As a result, public investment is an-
ticipated to retain its decisive contribution to the
growth of total investment in the economy. In the
first quarter of 2016 government investments will
probably have a lower positive contribution to

%" The level of tranches received for Bulgaria was 80.6 per
cent, and the average level for EU was 87.0 per cent, based
on EC data as of September 2015.

Contribution of Major Groups of Expenditure

to Total Budget Expenditure Growth, Cumulatively
(on an Annual Basis)

(per cent, percentage points)

14

B . ! A i . S
2011 ‘ 2012 ‘ 2013 ‘ 2014 ‘ 2015

Total growth

Operating expenditure

Social and health insurance payments

Interest expenditure

Contribution to EU budget

Capital expenditure and net growth of state reserve

Subsidies

Wages and social security contributions

Sources: MF, BNB calculations.

Contribution of Government Consumption to Real
GDP Growth

(percentage points, on the previous quarter, seasonally adjusted data)
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mmm Collective consumption

B Government final consumption expenditure

Sources: NSI, BNB calculations.
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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 cent’ BGN cent! BGN cent’
Total revenue and grants 6576 68 7595 52 738 34
Tax revenue 5200 16 5980 3.7 589% 46
Corporate tax 453 24 496 102 219 139
Personal income tax 623 216 678 138 645 26
Value added tax 1617 -10.3 1869 3.5 2029 8.4
Excise 855 6.1 980 21 1162  -27
Customs duties 35 96 3B 241 42 54
Social and health insurance
contributions 139 58 1641 34 1644 60
Other taxes 21 216 281 45 165 03
Non-tax revenue 859 31 966 -260 874 202
Grants 518 2380 649 -306 616 -20.7
Total expenditure
(incl. the contribution to EU budget) 7450 7.1 7717 69 7868 50
Wages and social security
contributions 1396 37 1492 32 1471 33
Operating expenditure 1016 57 1145 29 1023 -0.3
Interest 199 -374 41 334 2711 -16
Social security, assistance and
social care 3375 108 3364 38 3388 58
Subsidies 329 57 510 502 291 46
Capital expenditure and state
reserve growth 786 495 951 173 1285 193
Contribution to EU budget 349 64 213 36 139 -351
differ- differ- differ-
million ence® milion ence® million ence®
BGN (million BGN (million BGN (million
BGN) BGN) BGN)
Budget balance on a cash basis 8747 770 1217 -9132 4826 -1272-

2015 2014 2015

04 Tl o @ o’ Sapemier

million  per. milion per. milion per. milion per milion per ~milion per
BGN cent? BGN cen? BGN cen BGN centt BGN cent! BGN cent’
7853 2429409 15 7795 185 8508 120 21556 1.2 24149 120
5953 18 23028 29 5937 142 6349 62 17075 33 18569 87
511 146 1679 81 464 24 545 98 1168 56 1239 6.1
652 64 2597 106 621 -02 735 84 1935 125 2017 43
1749 72 7264 14 1969 218 1977 58 5515 06 6083 103
1052  -12 4039 -04 950 111 1057 79 2987 0.1 3333 116
41 156 153 4.8 39 125 36 2.8 112 1.3 13 1.3
1768 102 6449 64 1625 164 1727 52 4681 48 5081 8.5
180 -95 847 08 269 217 272 -30 677 4.3 703 39
762 -261 3460 -124 1080 258 939 27 2698 -76 2838 5.2
1138 438 2921 100 778 503 1221 879 1783 -44 2742 538
9447 80 32482 68 7539 12 7875 2123039 63 23528 2.1
1659 33 6020 34 1415 14 1519 18 4359 34 43%2 08
1541 41 4725 06 1005 -11 1022 -108 3190 -10 298 6.3
69 1038 580 -158 263 318 47 152 511 220 630 234
3582 100 13709 75 3388 04 3504 42 10127 67 10364 23
421 -136 1551 95 401 219 378 258 1130 219 1067 -56
1920 131 4942 202 765 26 1202 263 3021 254 3462 146
255 361 95 22 302 -134 203 45 700 -63 624 -10.8
differ- differ- differ- differ- differ- differ-

milion ence® milion ence® milion ence® milion ence’ milion ence’ milion ence®
BGN (million BGN (milion BGN (million BGN (million BGN (million BGN (million
BGN) BGN) BGN) BGN) BGN) BGN)
15939 -5146-30729 -16320 2559 11306 6336 7553 -14832-11227 6215 2104.6

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.
3 Budget balance changes on the same period of previous year.

Source: MF.

the gross fixed capital formation due to the early
stage of the new programming period.

Behaviour of Firms and Competitiveness

In the second quarter of 2015 real value added
for the total economy moderated slightly to

0.5 per cent on a quarterly basis from 0.6 per
cent in the previous quarter. The services and
industrial sectors had the major contribution to
the growth.

In the second quarter of 2015 the gross value
added in industry rose by 0.6 per cent, ac-
companied by an increase of the real industrial
turnover component in the external market.

Over the second quarter value added in con-
struction dropped by 0.4 per cent on a quar-
terly basis, with an observed decline in both

Value Added Growth and Contribution by Sector
(per cent, percentage points, on the previous quarter)
15
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0.0
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R
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Total for the economy
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Agriculture

Construction

Services

]
]
_—
Note: Non-additive data on contributions due to direct seasonal ad-
justment of value added and its components.
Sources: NSI, BNB calculations.
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building and civil construction according to
the construction production index (at constant
prices).

In the services sector, value added growth ac-
celerated in the second quarter of 2015 on the
previous quarter. Real estate operations sub-
sector contributed mostly to the growth, while
professional and scientific activities® and trade,
transport, hotels and restaurants® had a less
significant contribution.

NSI data on short-term business statistics (turn-
over in industry, construction and trade) for

the third quarter of 2015 gave rather negative
signs for the change in gross value added over
tha same period. In the third quarter of 2015
nominal industrial turnover fall compared to

the second quarter was due to both the price
and the real component. Retail trade volumes
at constant prices also declined compared to
the second quarter of 2015. In the third quar-
ter of 2015 the construction production index
remained almost unchanged, despite the ob-
served increase in civil construction on the sec-
ond quarter.

The business climate indicator that measures
expectations and perceptions of corporations
sustained its relatively high level, decreasing
slightly in the third quarter and October 2015.
Expectations of the future economic activity

for the total economy kept their comparatively
constant level in the July-October 2015 pe-
riod. Over the same period, most of the sectors
continued to report higher expectations about
the number of personnel in the following three
months and increased staff shortage. This gives
indications that employment will continue recov-
ering gradually.

Investment activity of the private sector remained
subdued. According to national account data, in
the second quarter of 2015 total investment in
fixed capital posted a quarterly rise of 0.4 per
cent in real terms, driven mainly by government
investment developments.

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

% 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.

Industrial Turnover Dynamics

(per cent, percentage points, on the previous quarter,
seasonally adjusted data)
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Construction Production Dynamics and New Buildings
Permits Issued
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Expectations about Future Economic Activity
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After its significant decline in the first quarter
of 2015, gross operating surplus increased in
the second quarter on both quarterly and an-
nual basis. The rise was mainly due to value
added growth and to a lesser extent to increas-
ing profit margins. Services and industry had
the major positive contribution to gross operat-
ing surplus growth, while construction and agri-
culture contributed negatively.

Divergent dynamics was observed in the firm’s
financing sources other than gross operat-

ing surplus. In the industry sector, a decline in
bank loans and a rise in external obligations
other than intercompany loans were observed.
In services, however, increases were reported in
both bank loans and external obligations other
than intercompany loans.

Employment for the total economy (seasonally
adjusted national account quarterly changes)
went down slightly in the second quarter of
2015. A decline was recorded in services and
agriculture, while industry and construction in-
creased slightly. Given the gradual recovery
of economic activity and retained business in-
dicators of firms’ sentiment about the number
of personnel and business environment at a
comparatively high level, the slight decline in
the second quarter of 2015 may be seen as a
one-off effect and the employment is expected
to continue recovering in the fourth quarter of
2015 and first quarter of 2016.

Labour productivity in both industry and services
(excluding imputed rent) kept increasing gradu-
ally in the second quarter of 2015. The quarter-
on-quarter negative change of labour productiv-
ity in construction was a result of a decrease in
gross value added and lower increase in sec-
tor's employment from the previous quarter.

In the second quarter of 2015 compensation
per employee in nominal terms continued to
pick up on a quarterly basis and slightly ac-
celerated its growth rate on an annual basis as
in the previous quarter. A rise in compensation
per employee was recorded in all economic
sub-sectors. The financial and insurance activi-
ties and culture, sports and entertainment sub-
sectors® posted the strongest changes.

% The sub-sector of 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
according to A10 breakdown of economic activities.

Gross Operating Surplus at Current Prices
(billion BGN, seasonally adjusted data)
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Contribution to Changes in the Number of Employed
by Economic Sector

(per cent, percentage points, on the previous quarter,
seasonally adjusted data)
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Labour Productivity Developments

(Value Added per Employee)
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Gross Value Added Growth

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

2012 2013 2014 2015

Q1 Q2 Q@ Q4 Q1 Q@ Q3 Q4 Q1 Q2 Q@ Q4 Q1 Q2
Agriculture and forestry, hunting and fishing 14 -28 03 10 12 01 04 01 -07 15 27 03 05 -08
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 06
Construction 01 -03 -15 -87 76 -08 03 -16 07 05 04 05 -11 04
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 03
Creation and dissemination of information
and author products; telecommunications 21 02 02 04 05 00 12 04 01 01 02 -04 04 04
Finance and insurance activities 26 -79 31 53 06 35 -34 -18 22 13 -17 06 03 09
Real estate activities 39 18 -05 01 06 -01 09 01 -01 03 12 11 18 19
Professional activities and scientific research;
administrative and ancillary activities -103 -30 54 28 30 40 -39 43 17 03 13 09 15 15
General government; education;
healthcare and social services 09 -03 07 10 -04 04 13 08 00 02 -02 00 00 03
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 -01
Gross value added, total for the economy 04 01 -02 -04 05 03 08 09 01 04 04 03 06 05
Source: NSI.

Reflecting the stronger growth of compensa-
tion per employee than labour productivity, over
the second quarter nominal unit labour costs in
the total economy continued their upward trend,
slightly accelerating their growth rate. This indi-
cator fell in real terms in both industry and total
for the economy on a quarterly basis.

Decomposition of real GDP growth by produc-
tion factor suggests that the high capital con-
tribution was sustained in the second quarter
of 2015, due to high capacity utilisation. Given
the slow employment and labour productivity
dynamics, labour and total factor productivity
had almost a zero contribution to the economic
growth.

In the second quarter of 2015 the operating
surplus recovery and lower production costs of
firms for energy products are prerequisites for
employment to continue recovering and labour
costs to increase. In the context of relatively
positive sentiment and expectations of corpora-
tions and the high capacity utilisation, a longer
real growth trend is expected to stimulate in-
vestment activity in the fourth quarter of 2015
and first quarter of 2016.

Compensation per Employee at Current Prices
(thousand BGN; seasonally adjusted data)
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Unit Labour Costs
(2010 = 100; seasonally adjusted data)
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Industrial Production Index and Production Capacity
Utilisation in Industry

(per cent) (2010 = 100)
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Sources: NSI, BNB calculations.

Exports and Imports of Goods and Services

In the second and the beginning of the third
quarter of 2015 nominal exports and imports
of goods kept their year-on-year upward trend
from the beginning of the year, with nominal
exports of goods rising between January and
July 2015 by 9.4 per cent on an annual ba-
sis, and nominal imports of goods, by 5.4 per
cent.* According to non-seasonally adjusted
GDP data, real annual growth in exports of
goods came to 11.8 per cent in the first half
of 2015, while real imports of goods increased
by 5.3 per cent. Cross-checking the changes in
exports and imports of goods in nominal and
real terms showed that the dynamics in global
prices curbed nominal growth of international
trade flows in the first half of 2015.

In the fourth quarter of 2015 and first quarter
of 2016 real exports and imports of goods are
expected to continue rising on an annual ba-
sis, with growth rates reflecting external and
domestic demand dynamics. Annual growth of
goods exports is anticipated to continue to out-
pace that of imports. The further annual de-
cline of international prices of major commodity
groups will limit the nominal growth of exports
and imports, expecting trade balance deficit to
shrink as a share of GDP against the first half
of 2015.

According to balance of payments data, be-
tween January and August 2015 exports of ser-
vices decreased and imports of services grew

% Foreign trade data.

Contribution of Changes in Production Factors
to GDP Growth

(per cent; percentage points, on the previous quarter)
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Net Exports of Commodity Groups By Use,
January—July 2015

Balance, Change*, E;\E?r:i* Irrgv?/?ri*
milion EUR milionEUR 9 9

(percent)  (per cent)
Consumer goods 353.0 -35.1 6.2 8.2
Raw materials -244.6 49.7 12.7 11.1
Investment goods -947.3 24.3 16.3 1.0
Energy resources -1018.3 342.2 4.7 -14.1
Total -1905.6 384.4 9.4 54

* 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.

Export and Import Dynamics
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on the corresponding period of 2014. In the
first half year national accounts data show that
exports and imports of services in real term
rose on an annual basis, with services import
and export prices increasing from the corre-
sponding period of 2014.

Our expectations for the fourth quarter of 2015
and first quarter of 2016 point to a year-on-year
decrease in real exports of services, reflecting
partly the decline of tourists from Greece and
Russia. Concurrently, at the end of 2015 the an-
nual growth rate of services imports is antici-
pated to moderate against the first half of 2015
and likely to decline on an annual basis in the
first quarter of 2016 because of the high level
since early 2015.

In the first seven months of 2015 exports to EU
Member States increased by 10.1 per cent on
an annual basis in line with the improvement

of EU economic activity. Exports of machines®
and base metals had the most significant con-
tribution to the nominal exports of goods to

the EU, with exports to Germany and Romania
registering the biggest increase by geographi-
cal breakdown. Between January and July 2015
exports to non-EU countries rose by 8.3 per
cent on an annual basis, mainly due to the
larger exports to Turkey. By commodity group,
machines and animal and plant products®” con-
tributed mostly to the growth of exports to non-
EU countries. The share of goods exports to
EU Member States increased at the expense of
that to non-EU countries.

In the January-July 2015 period nominal ex-
ports of all commodity groups grew year on
year, with exports of machines having the most
significant positive contribution.

The observed growth rate of exported machines
in the last years continued in the first seven
months of 2015. Over the review period ma-
chines exports had the largest positive contri-
bution to the nominal growth of goods exports
to both EU countries and the rest of the world.
The group dynamics over the period was de-
termined by the increase in both the exported

% 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, food, drinks and tobacco group under the Combined
Nomenclature.

Export and Import Dynamics in Services
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quantities and in prices.® In the fourth quarter
of 2015 and first quarter of 2016 exports in the
group are expected to continue to rise on an
annual basis due to growing external demand,
and to be a main driving factor for total growth
of goods exports over the projected horizon.

Despite the year-on-year fall of international en-
ergy prices observed since the second half of
2014, nominal exports of energy products® re-
corded a slight annual increase between Janu-
ary and July 2015, thanks to the rise of ex-
ported physical volumes.*® In the fourth quarter
of 2015 and first quarter of 2016 the nominal
export growth rate in this group is expected

to be depressed by the slump of international
oil prices in euro and US dollars on an annual
basis.

In the first seven months of 2015 exports of
base metals®' increased on an annual basis,
ascribable to the increased exports to EU coun-
tries. The nominal growth of copper exports
grew compared to the same period of 2014,
with both prices of exported metals and larger
physical volumes of exports in the group42 hav-
ing a positive contribution. In the fourth quarter
of 2015 and first quarter of 2016 nominal ex-
ports in the group are expected to grow year
on year mainly due to the increased export
guantities. At the same time metals prices in
EUR are expected to decrease on an annual
basis, limiting nominal growth of exports in the
group and probably leading to its slowdown on
the first half of 2015.

Exports of animal and plant products exhibited
an annual increase in the January-July 2015
period which was attributable to the larger ex-
ports of cereals and oil seeds mainly to non-
EU countries. In the first seven months of 2015
nominal growth of exports in the group was

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

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

“© According to the Balance of Payments, October 2015,
p. 52, and using the quarterly export deflators of the mineral
fuels, oils and related products group under the SITC in the
first and second quarters of 2015.

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

“2 According to the Balance of Payments, October 2015,
p. 52, for the non-ferrous metals sub-group, and using the
quarterly export deflators for the precious metals and other
non-ferrous metals group under the SITC in the first and
second quarters of 2015.

Exports by Commodity Group, January—July 2015

* Contribu-
million C(?nanrl}gﬁ Growth™  tion**
EUR (per cent) (percentage
EUR) points)
Wood products, paper, ceramics
and glass 7115 523 79 04
Machines, vehicles, appliances,
instruments and weapons 32650 4872 175 39
Mineral products and fuels 1891.0 3.0 0.2 0.0
Base metals and related products 2 323.9 179.3 8.4 1.4
Animal and plant products, food,
drinks and tobacco 19707 2194 125 1.8
Textiles, leather, clothing, footwear
and other consumer goods 1767.3 33.1 1.9 0.3
Chemical products, plastics
and rubber 16172 1951 137 1.6
Total exports 13546.7 1169.4 9.4

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

Source: BNB.

Exports of Machines, Vehicles, Appliances,
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driven by the higher volumes, while the falling
international goods prices of this group limited
the nominal growth of exports in the group.43
In the fourth quarter of 2015 and first quarter
of 2016 group’s exports attributable to physi-
cal volumes are not expected to increase sig-
nificantly on an annual basis, which will reduce
the increase of nominal exports in the group.
Concurrently, deflationary trends in international
food prices will further limit nominal growth of
group’s exports.

Between January and July 2015 exports of
chemicals* increased to both EU countries and
the rest of the world on an annual basis. Ex-
ports of fertilisers and plastic products had the
most significant contribution in this group. Over
the same period physical volumes rose, while
prices remained almost unchanged.45 Over the
projected horizon the group’s exports are ex-
pected to continue increasing at rates close to
the current ones, driven by the growing external
demand.

According to balance of payments data, for the
January-August 2015 period exports of ser-
vices dropped by 1.7 per cent year on year,
with a decrease in most services groups. Over
the same period tourism earnings decreased by
4.4 per cent on an annual basis, with NSI data
showing a fall of nearly 8.7 per cent in foreign-
ers travelling for tourism compared to the cor-
responding period of 2014. The fall was mainly
due to a decrease in the visits from Greece,
Romania and Russia.

In the January-July 2015 period nominal im-
ports of goods (cif) registered a 5.4 per cent
increase on the corresponding period of the
previous year. Based on a comparison between
real and nominal annual growth of goods im-
ports in the first half of 2015, non-seasonally
adjusted GDP data show that nominal growth
was attributable to the increase of imported
physical volumes. Raw materials contributed
most significantly and investment goods, to a

“The quarterly export deflators for the cereals and mill
products and oil seeds and fruit sub-groups under the SITC
were used to estimate the price effect in the first and sec-
ond quarters of 2015.

* Chemical products, plastics and rubber group under the
Combined Nomenclature.

*The quarterly export deflators for the chemicals and
chemical products group under the SITC were used to
estimate the price effect in the first and second quarters of
2015.
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lesser extent, to nominal growth of goods im-
ports by use. In the first seven months of 2015
the increased imports of these goods may be
explained by the annual growth in private con-
sumption and gross capital formation during the
period considered.

Between January and July 2015 imports of
goods from EU Member States increased by
7.8 per cent year on year, with imports from
Germany contributing most positively. Non-EU
countries imports grew by 2.8 per cent on an
annual basis over the same period, with most
considerable increase in imports from China,
while imports from Russia fell significantly. Over
the review period the share of imports from EU
reached 52 per cent.

Nominal imports in the energy resources con-
tinued declining in the first seven months of
2015. Over the review period the annual decline
was driven by both year-on-year falling interna-
tional prices of energy resources’® and lower
imported physical volumes. Our expectations
for the fourth quarter of 2015 and first quarter
of 2016 point to an annual fall of oil prices in
US dollars and in euro, which will continue to
dampen the nominal change in imports of the

group.

In the January-July 2015 period imports of raw
materials group increased on an annual ba-
sis. The assessment of price changes suggests
that growth in nominal imports of the group is
due to higher imported quantities, while the de-
crease in international prices of most goods in
the group limited nominal growth of the group.*’
Imports of ores had the most positive contri-
bution for the period. Over the projected hori-
zon the growth rate of the group is expected to
narrow due to expected annual deceleration in
private investment in the fourth quarter of 2015
and their gradual recovery in early 2016.

In the first seven months of 2015 imports of
consumer goods rose year on year, with food,
drinks and tobacco, and pharmaceuticals and

6 According to the Balance of Payments, October 2015, p.
52, and using the quarterly import deflators of the mineral
fuels, oils and related products group under the SITC in the
first and second quarters of 2015.

" According to the Balance of Payments, September 2015,
p. 56, and the quarterly import deflators of the groups of
food and live animals, inedible (crude) materials (excluding
fuels); chemicals and chemical products and manufactured
goods classified chiefly by materials under the SITC in the
first and second quarters of 2015.

Annual Changes in Services Exports and
Contributions by Sub-component
(per cent; percentage points)
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Imports of Commaodity Groups By Use,
January—July 2015

* « Contribution™
milon EUR (i EURy (ot comy (POCTEG®
Consumer goods 31198 237.2 8.2 16
Raw materials 5880.0 585.2 11.1 40
Investment goods 3828.6 379.4 11.0 2.6
Energy resources 25514 -418.1 -14.1 2.9
Imports, total (cif) 15452.3 784.9 5.4

* 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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cosmetics groups having the largest contribu-
tion. In the first half of 2015 imports dynam-

ics of consumer goods corresponded to higher
year-on-year private consumption in Bulgaria.

In the fourth quarter of 2015 and first quarter
of 2016 imports of the group are expected to
grow at similar rates on an annual basis, im-
pacted by private consumption dynamics, which
are projected to remain close to the observed
in the first half of 2015.

In the January-July 2015 period nominal im-
ports of investment goods grew year on year
and had a significant positive contribution to
total imports growth. This increase was related
to both the higher imported physical volumes
and the annual price rise.”® Expectations for
imports in this commodity group incorporate a
slight moderation in the fourth quarter of 2015
and first quarter of 2016 due to the projected
annual deceleration in private investment in the
fourth quarter of 2015 and its gradual recovery
in early 2016.

According to balance of payments data, for the
January-August 2015 period imports of services
went up by 3.1 per cent year on year. Travel-
ling expenditure of Bulgarians increased most
considerably. According to NSI data, in the first
eight months of 2015 Bulgarians’ visits abroad
increased on an annual basis, with the most
significant increase in the number of visits to
Greece and Turkey.

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

In September 2015 the annual inflation was negative at -0.9 per cent, with the fall in transport fuel prices
contributing most to this, driven by falling international oil prices. Administrative prices of goods and ser-
vices had a positive contribution to the overall inflation in early 2015, mostly due to the increase in prices

of electricity for households at the end of 2014.

Deflation is expected to deepen temporarily in the fourth quarter of 2015, reflecting the lower oil prices
over the third quarter. However, the annual rate of decline of consumer prices is projected to start decreas-
ing in the first quarter of 2016. This will reflect mainly the declines in international oil prices in euro over
the third quarter of 2015 and the expected stabilisation afterwards.

The annual inflation, which has been nega-

tive since mid-2013, came to -0.9 per cent in
September 2015 (on -2.0 per cent in December
2014).° Since early 2015 the downward dynam-
ics in international prices of major raw materials
and fuels was the major source of a deflationary
effect. Foreign trade data suggest that the fall
in import prices was mainly driven by food and
mineral fuels groups,®® while finished industrial
products reported higher import prices. Between
January and September 2015 transport fuels had
the largest negative contribution to overall infla-
tion matching the reported average fall of 36.7
per cent in the petroleum price (in euro) over
the review period (in US dollars the petroleum
price decline was 48.1 per cent). Euro depre-
ciation (the reported decline over the first nine
months was 17.8 per cent on average against
the US dollar)*’ is a prerequisite for limiting the
downward trend in prices of durable goods in
Bulgaria.

In September 2015 administratively controlled
prices contributed positively to the overall infla-
tion rate due to the increased regulated price of
electricity for households by 10.1 per cent since
October 2014.

“ The analysis in this Section employs NSI data on HICP.

0 |mport data under the SITC. In the second quarter of
2015 year-on-year import prices in the food and live animals,
soft and alcohol drinks and tobacco, mineral fuels, oils and
related products, and chemicals and chemical products
groups reported a decline.

" For further details, see the research topic Potential
Effects of the USD/EUR Exchange Rate Change on the Bul-
garian Economy, Economic Review, 2/2015.

Annual Inflation and Contribution of Major Commodity

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

Toon T e T e o
—— Inflation
Goods and services with administratively controlled prices
and tobacco products
Energy products
Emm  Services
mmm  Foods
mmm  Industrial 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 elem-
entary aggregates level in the consumer basket.

Sources: NSI, BNB calculations.
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Between January and September 2015 the diffu-
sion index, showing the share of declining HICP
sub-indices on an annual basis, went down to
31.2 per cent against 40.9 per cent at the end
of 2014. This reflected mainly the lower share of
industrial goods, food and services with declin-
ing prices and suggested that since early 2015
deflation in Bulgaria tended to be driven, to a
larger degree, by products with a relatively high
weight in the consumer basket, as fuels. Pos-
sible indirect effects, a result of lower prices of
energy products, are a prerequisite for the dif-
fusion index to remain at a relatively high level
in the following months. Between January and
September 2015 the number of goods and ser-
vices with increasing prices continued to grow.
Given the comparatively low price rise (mostly
up to 1 per cent) and the small weights of
these goods in the consumer basket, the price
rise could not offset the negative contribution of
deflated goods and services.

The effect of international prices and the degree
of their spillover along the supply chain on
end-use consumer prices may be seen through
producer price developments. Over the first

nine months of 2015 domestic producer prices
continued to decrease on an annual basis. In
September 2015 the total producer price index
(PPI) reported a year-on-year decline of 2.1 per
cent (against 0.9 per cent at the end of 2014)
reflecting the negative contribution of prices
charged in the manufacturing which continued
to be driven mainly by lower production prices
of refined all products.52 Concurrently, the sub-
sector related to production of electricitys’3 had a
positive contribution to the annual rate of change
in producer prices as of September 2015, which
reflected administratively increased electricity
prices at the end of 2014.

By commodity group,® a decrease in prices of
energy products was reported between January
and September 2015, with a year-on-year price
fall reported also in intermediate consumption
goods in September. These products form a por-
tion of firms’ production costs which signal that
the downward dynamics of international prices of

%2 Production of coke and refined petroleum products.

5 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 for Major Goods and Services
Groups

(per cent, relative shares of declining HICP sub-indices
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petroleum and major raw materials will remain a
prerequisite for a decline in end-use consumer
prices in the following months. Gross operating
surplus growth reported in the second quarter of
2015 suggested that the decrease in prices of
energy products was sufficient to offset higher
unit labour costs over the period.”® Consequent-
ly, no strong upward pressure on end-use con-
sumer prices may be expected in the following
months.

Household consumer demand is another fac-

tor influencing firms’ pricing decisions. Since
mid-2014 NSI business surveys have reported

a lower number of firms pointing to insufficient
demand as a factor limiting their activity. How-
ever, this trend was more strongly pronounced
for firms which stayed relatively farther from end
users in the supply chain. The slowdown in retalil
trade volumes annual growth reported since
early 2015 and the projected slight consumer
demand improvement in the following months
give no ground to expect an upward pressure
on end-user prices. Most managers in industry,
services and retail trade expect that selling pric-
es in the following three months will be close to
their current levels. This policy probably reflects
the sustained uncertainty of firms about the eco-
nomic environment, competition and insufficient
demand despite the reported business climate
improvement in all sectors since early-2015.

In September 2015 core inflation accounted for
-0.2 per cent against -1.6 per cent by the end
of 2014, with the price dynamics of both non-

food goods and services groups contributing to
its lower negative rate.

Between January and September 2015 non-food
inflation was negative and reached -1.2 per
cent in September (against -2.2 per cent at the
end of 2014) driven by lower prices of durable
goods. The devaluation of the euro against the
US dollar was a factor for a deflation decrease
in this group. In September automobile, com-
puter and television equipment prices contin-
ued to have the largest negative contribution.
Since early 2015 non-durable prices tended to
increase on an annual basis reflecting the recov-
ering consumer demand and increasing import
prices of these goods.

%5 See Chapter 3.

Annual Rate of Change in Producer Prices on the

Domestic Market by Major Industrial Groupings

(per cent)
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As of September 2015 inflation in services
(excluding administratively controlled prices)
accounted for 0.5 per cent. Consequently, the
downward trend in the prices of this group

(-1.2 per cent at the end of 2014), which started
in early 2014, was reversed. This reflected both
the base effects of one-off price declines in
2014 in medical, dental®® and telecommunication
services, and the appreciation of catering, pack-
age holidays, cultural recreation services and
accommodation. In the March-September 2015
period transport services had a negative contri-
bution to overall inflation due mainly to lower air
transport prices, while indirect effects of lower
fuel prices on other types of transport remained
limited.

Since early 2015 inflation of energy products
was strongly negative impacted by the interna-
tional oil price declines started in the second
half of 2014.°” As of September 2015 transport
fuel prices decreased by 17.8 per cent on an
annual basis and had the largest negative con-
tribution to overall inflation (-1.46 percentage
points).

In the first nine months of 2015 inflation in
administratively controlled prices remained posi-
tive accounting for 1.6 per cent in September.
The increase in regulated price of electricity

for households by 10.1 per cent from October
2014 was the major factor behind the positive
contribution of this group. In 2015 the price of
the natural gas bought by Bulgargas went down,
reflecting the lower prices of alternatives to natu-
ral gas in international markets. This allowed for
the Energy and Water Regulatory Commission
(EWRC) to decrease the regulated heating and
natural gas prices in April and July 2015 but
their contribution to overall price dynamics was
relatively small. Medicals and other pharmaceuti-
cal products were another group following a
downward trend in prices since early 2015.

In September 2015 inflation in the group of
food accounted for 1.2 per cent (-0.7 per cent
at the end of 2014), reflecting higher prices

% From 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.

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

the second quarter the positive contribution of
processed food reflected mainly price rises in
the sugar and sugar confectionery®® and animal
and vegetable fats and oils groups. This was a
result of a turnaround of the downward trend in
the wholesale sugar price and increased import
prices of animal and vegetable fats and oils. As
of September 2015 unprocessed food posted

a slight rise on an annual basis reflecting the
positive contribution of the fruit and vegetables
groups. The continuous price decline since mid-
2014 in the meat and meat products group had
a dampening effect on the price rise of unpro-
cessed goods.

Inflation expectations for the fourth quarter of
2015 and first quarter of 2016 and uncertainty
related to the projection are presented in the fan
chart on the annual rate of change in the HICP.*
The projection is based on the assumption for

a fall in international food prices (in euro) in the
fourth quarter of 2015 and their stabilisation in
2016. Following the quarter-on-quarter decline

in petroleum prices (in euro) by 19.9 per cent
reported in the third quarter of 2015, the Brent
crude oil price is expected to stabilise in the
fourth quarter tending to gradually appreciate in
2016.

In the fourth quarter of 2015 inflation is expect-
ed to range between -1.7 per cent and -0.8 per
cent and in the first quarter of 2016 between
-0.9 per cent and 0.3 per cent.?® The slowdown
in the annual rate of decline in the consumer
price index in the beginning of 2016 will be
determined mainly by the projected decrease in
the negative contribution of fuels amid a slight
quarter-on-quarter increase in petroleum prices
(in euro).

Major risks to the outlook relate mainly to the
possible further decline in petroleum prices,
thereby the inflation rate will be lower than the
projected one. Further depreciation in some
goods and services may be expected as a

8 The full name of the group is: sugar, jams, honey, choc-
olate and confectionery.

% For further details, see Measurement and Presentation
of Uncertainty in Forecasting Economic Indicators, 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.

Monthly Rate of Change in the Prices of Brent Crude
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(per cent)

30

20

0‘\\/\/\[\,\/\(\?\\ A DS
WYY WS v \)(

=20 4

-30

2011 2012 2013 2014 2015

—— Brent crude oil price in euro
= A95 petrol price excluding VAT and excise duty in levs
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Rate of Change in Major Goods and Services Groups Prices and Their Contribution to Inflation

Inflation (per cent)

Food
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Catering services
Transport services
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Other services
Energy products
Transport fuels
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Goods and services with administratively controlled prices*
Tobacco products

Inflation
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as of September 2014
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by group,
per cent

-0.4
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-4.4
2.8
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0.7
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as of September 2015
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Annual inflation rate
as of September 2015
(September 2014 = 100)
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Contribution, Inflation rate Contribution, ~ Inflation rate  Contribution,

percentage by group, percentage by group, percentage
points per cent points per cent points
-0.09 1.6 0.41 1.2 0.31
-0.17 1.2 0.20 15 0.25
0.08 2.3 0.21 0.7 0.06
-0.66 -1.0 -0.25 0.5 0.12
0.02 1.0 0.06 15 0.09
-0.11 =71 -0.26 -1.9 -0.07
-0.34 -0.6 -0.03 -1.2 -0.05
-0.23 -0.2 -0.02 1.4 0.15
-0.39 7.2 -0.56 -16.6 -1.46
-0.38 -7.8 -0.55 -17.8 -1.46
-0.55 -1.8 -0.36 -1.2 -0.24
-0.21 -0.8 -0.13 1.7 0.29
0.03 0.5 0.02 0.7 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.

result of the decrease in the price of the natural
gas by the EWRC in the fourth quarter of 2015.°"
Corporate managers’ steady expectations of new
energy products price declines is a prerequisite
for stronger indirect effects on other commod-
ity and service groups in the following months.
Concurrently, as of August 2015 the EWRC
announced a change in energy pricing for cor-
porate customers resulting in an increase of the
energy price® which is a prerequisite to antici-
pate lower than expected deflation in the follow-
ing months. This effect will be alleviated by the
price decrease in the energy for non-household
customers by 2.5 per cent on average as from

1 November, reflecting the lowered price of natu-
ral gas in the fourth quarter of 2015.%

%" The Energy and Water Regulatory Commission (EWRC)
decreased natural gas and heating prices starting from Octo-
ber 2015.

%2 From August 2015, the amount of the public service
obligations levy on electricity bills for households and indus-
try will be equal. For further details, see the EWRC press
release: http://www.dker.bg/newsbg.php?n=2672

53 For further details, see the EWRC press release:
http://www.dker.bg/newsbg.php?n=2694

Fan Chart of the Expected Annual Inflation Rate
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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
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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