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Summary

In the fourth quarter of 2015 the global economic indicator declined, signalling an ongoing but
slower improvement in global economic activity on the previous quarter. Divergences continued to
be observed across geographic regions and the level of economic indicators pointed to a moderate
increase of euro area economic growth and weaker growth in the US and in developing economies.
Global inflation declined further due to the decrease in the price indices of both developed and
developing economies, underpinned by the continuous fall in international commodity prices and that
of crude oil in particular.

The divergence between the monetary policy cycles of the ECB and the Federal Reserve intensi-
fied at the end of 2015 when, on 16 December, the US central bank decided to increase the target
range for the federal funds rate by 25 basis points from 0-0.25 per cent to 0.25-0.50 per cent. This
decision was underpinned by the significantly improved labour market conditions in the USA and the
expectations of the members of the Federal Open Market Committee (FOMC) for reaching the 2 per
cent inflation objective over the medium term. The low inflation outlook in the euro area was the main
reason behind the decision of the Governing Council of the ECB, taken on 3 December, to decrease
the interest rate on the deposit facility by 10 basis points to a level of -0.30 per cent and to broaden
the scope and duration of the non-standard monetary policy measures.

The risks to global economic growth in the first half of 2016 are mainly related to the possibility of a
more pronounced slowdown in some developing economies’ growth, as well as to the uncertainty over
the effects stemming from the gradual monetary policy tightening in the U.S. If the downward trend

in international crude oil prices continues, this would create risks of lower than currently expected
global inflation. In the light of these risks the external environment will remain a source of uncertainty
to the development of the Bulgarian economy in the first half of 2016.

Between January and November 2015 the positive current and capital account balance posted an
increase from the same period of 2014 mainly due to the capital account surplus growth related to
the higher capital transfers under EU programmes. The increase in nominal exports of goods at a
rate higher than that of imports of goods contributed to a contraction of the trade balance deficit on
an annual basis between January and November 2015. The impact of the lower trade balance deficit
on the current account balance, however, was offset by the increase in the primary income account
deficit. In the first half of 2016 the capital account surplus is expected to decline, leading to a
decrease in the current and capital account surplus.

In 2015 deposits attracted from the non-government sector in the banking system followed an upward
trend despite the decreasing rates on deposits. Due to the weak lending in Bulgaria and lack of
investment alternatives, banks had very limited opportunities for realisation of the increased resources
and maintained high liquidity on their accounts with the central bank. For the first two quarters of
2016 we expect a retention of the high household propensity to save and a continuous growth in
funds attracted in the banking system. Growth in credit to the private sector is projected to increase
slowly in line with expectations of a gradual economic activity recovery. Deposit and lending rates are
expected to sustain their downward dynamics over the first half of 2016.

In the third quarter of 2015 the quarter-on-quarter growth of real GDP accelerated relative to the
previous quarter to reach 0.7 per cent mainly due to private consumption. Gross fixed capital forma-
tion also had a low positive contribution to this growth. Government consumption declined vis-a-vis
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the previous quarter. Net exports recorded a negative contribution to this growth as the quarterly
decrease in goods and services exports outstripped that in goods and services imports.

Short-term economic indicators for the fourth quarter of 2015 provide positive indications about the
economic developments. The anticipated continuous recovery of demand for goods and services,
retained low oil prices, positive sentiment of households and firms, together with industrial production
growth amid high capacity utilisation are expected to create conditions for boosting employment,
income and companies’ investment activities. Still, the high uncertainty is likely to continue to con-
tribute for more cautious investment and expenditure firm policy. Respectively, private consumption

is projected to grow quarter on quarter and private investment to remain low over the first half of
2016. Government investment is expected to decline on a quarterly basis. In real terms, exports of
goods and services are anticipated to increase at a slightly higher pace than imports of goods and
services. The described dynamics of the final use components indicates that in the first and second
quarters of 2016 quarterly GDP growth is expected to moderate slightly relative to the corresponding
quarters of 2015.

Annual inflation was negative in 2015 and amounted to -0.9 per cent at the end of the year. This
reflected mainly the decline in international oil prices which contributed to the significant drop in
transport fuel prices, as well as in some administratively controlled prices affected indirectly by fuel
prices. The economic environment in Bulgaria did not exert essential upward pressure on end-user
prices due to the weak increase in domestic demand and lower production costs of firms related to
price falls in intermediate consumption goods and lower nominal unit labour costs.

In the first half of 2016 inflation is expected to remain negative, but tending to gradually decrease its
rate of decline. It will be driven mostly by the projected slower declines in energy product prices and
price rises reflecting higher road fees and tobacco excise taxes as of early 2016.

At its meeting of 19 November 2015 the BNB Governing Council decided to publish the BNB forecast
for key macroeconomic indicators twice a year. To this end, this issue of the Economic Review is

the first to include a Section on the annual BNB forecast for the key macroeconomic indicators until
2017, prepared as of 15 December 2015.

The forecast foresees economic growth to slow down to 2.1 per cent in 2016, with lower govern-
ment investment acting as a specific factor for this year. In 2017 we expect the real GDP growth to
accelerate again to 2.8 per cent, with the projected stabilisation of global commodity prices in 2016,
deflationary trends in consumer prices in Bulgaria would be discontinued, and inflation would start to
accelerate slowly in 2017, provided that global price rise assumptions materialise.

The presented main forecast is an economically justified most probable (from the point of view of the
team preparing the projection) trajectory of future economic developments, with this trajectory being
surrounded by a number of other possible states of the economy which may materialise with a cer-
tain probability. These circumstances entail as a good practice in preparing and presenting forecast,
the main forecast to be accompanied by the relevant analysis and presentation of attendant risks.
Based on available information on external environment developments and the relevant domestic fac-
tors we assess the risks to the outlook for economic activity as balanced. There are risks for inflation
to be lower than projected, if international price dynamics is below our expectations.
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1 . External Environment

In the fourth quarter of 2015 the global economic indicator declined, signalling an ongoing but slower
improvement in global economic activity on the previous quarter. Divergences continued to be observed
across geographic regions and the level of economic indicators pointed to a moderate increase of euro area
economic growth and weaker growth in the USA and in developing economies. Inflation continued to decline
on a global scale, mainly due to the continued fall in international prices of the main commodity groups and

oil prices in particular.

The divergence between the monetary policy cycles of the ECB and the Federal Reserve intensified at

the close of 2015 when the US central bank by its decision of 16 December increased the target range

for the federal funds rate by 25 basis points. This decision was underpinned by the significantly improved
labour market conditions in the USA and the expectations of Federal Open Market Committee members for
achieving the 2 per cent inflation objective over the medium term. The low inflation outlook in the euro area
was the main reason behind the additional liquidity-providing measures adopted by the ECB.

Current Business Situation

In the fourth quarter of 2015 the global eco-
nomic indicator (global PMI) declined compared
with the previous quarter’s average level mainly
due to the services index dynamics. The
downward trend observed since early 2014
continued, although in the fourth quarter the
average value of the PMI index of manufactur-
ing was higher than that in the third quarter. In
the fourth quarter the PMI index for developed
economies, such as the euro area and the
USA, remained significantly above the neutral
limit of 50, while the index for developing
economies remained below that limit.

Divergent trends in economic activity in both
developed and developing economies were
also reflected in world trade growth across
regions. The major trend in world trade tended
downwards, but while the US and the EU had
a positive contribution to world trade dynam-
ics, external trade of developing countries
decreased.

Global inflation fell on an annual basis reach-
ing a level of 1.3 per cent in November. The
decrease of global inflation continued to be
driven mainly by the lower prices of major
commaodity groups (oil prices in particular) in
international markets. A regional breakdown
shows a decrease in inflation observed in both
developed and developing countries.

Global PMI
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In January 2016, the International Monetary
Fund revised downwards its forecasts for
global economic growth for 2016." The revi-
sion reflected mainly the expectations of

lower growth in developing economies. At the
same time, the economic growth forecast for
Bulgaria’s main trading partners from the euro
area for 2016 was revised upwards. Accord-
ing to the IMF, risks of lower growth for the
global economy mainly relate to a more size-
able contraction in growth in some developing
economies; the uncertainty regarding the effects
of the process of the ongoing increase in the
key US interest rates; a further fall in the prices
of raw materials; as well as to a possible new
escalation in geopolitical terms.

The external environment remains the main
source of uncertainty to the Bulgarian economic
developments in the first half of 2016. However,
current macroeconomic data signal favourable
economic activity developments in our main
trading partners in the euro area.

Euro area

Over the third quarter of 2015 the euro area’s
real GDP grew 1.6 per cent on an annual basis
(as in the second quarter). Economic growth
accelerated to 1.7 per cent in Germany, 0.8 per
cent in Italy and 3.4 per cent in Spain, while in
France it remained at its level of the previous
quarter of 1.1 per cent.

On a quarterly basis, euro area’s real GDP
growth moderated to 0.3 per cent from 0.4 per
cent in the previous quarter. The economic
activity slowdown was due to weaker growth

in Germany, Spain and Italy — down to 0.3 per
cent, 0.8 per cent, and 0.2 per cent respec-
tively, which was partly offset by the accel-
erating growth in France up to 0.3 per cent

on a quarterly basis. Most of GDP growth in
France was driven by the positive contribution
of the change in inventories (0.7 percentage
points). By Member States, Germany and Spain
remained the most sizeable contributors to the
quarterly GDP growth of the euro area in the
July-September period with 0.09 percentage
points growth for both.

' World Economic Outlook Update, International Monetary
Fund,19 January 2016.
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By GDP component, household consumption
(0.2 percentage points) and government con-
sumption (0.1 percentage point) continued to
contribute positively to the quarterly growth in
euro area economic activity. In contrast to the
second quarter when net exports contributed
most significantly to GDP growth, between
July and September net exports was the only
component with negative contribution to growth
(-0.3 percentage points). The contribution of
total investment to euro area economic growth
remained almost neutral.

The dynamics of euro area leading economic
indicators shows that GDP growth rate is likely
to accelerate slightly in the fourth quarter com-
pared with the previous one. The EC economic
sentiment index rose to 106.8 in December
against 105.6 in September 2015, while the
consumer confidence index increased to -5.7 in
December against -7.0 in September. The EC
business climate indicator for the euro area,
which is an indicator of the regional investment
activity, also reported an increase and came
to 0.41 in December from 0.34 in September.
In the fourth quarter the euro area PMI indices
reported an increase. In December the com-
posite PMI index reached 54.3 against 53.6

in September and manufacturing and services
PMIs increased to 53.2 and 54.2 respectively
from 52.0 and 53.7 in September 2015.

In December the ECB left its forecast for GDP
growth in the euro area for 2016 and 2017
broadly unchanged. The outlook for external
demand was revised downwards and that for
domestic demand — upwards.

Inflation in the euro area remained at very

low levels, with December data pointing to

a change in the HICP of 0.2 per cent on an
annual basis compared with 0.1 per cent
growth in the previous two months. Inflation
decline continued to be driven primarily by the
fall in energy prices. According to Eurostat’s
final data, consumer prices declined most
sizeably in Cyprus (-0.6 per cent), Slovenia
(-0.6 per cent) and Slovakia (-0.5 per cent),
while Belgium, Malta and Austria reported the
highest inflation: 1.4 per cent, 1.2 per cent and
1.1 per cent respectively.

Contribution to Real GDP Growth in the Euro Area
by Component (Quarterly)
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In December ECB revised downwards its euro
area average annual inflation forecasts for 2016
and 2017. The revision for 2016 was by minus
0.2 percentage points and was mainly due to
the expected fall in energy prices.

Euro area unemployment continued to decline
at a lower pace reaching 10.5 per cent in
November 2015. Over the recent months
Greece and Spain continued to report the high-
est unemployment rates — 24.6 per cent and
21.4 per cent, with a decline observed in both
countries. An increase in annual unemployment
was observed in Cyprus, Austria and Latvia,
where the indicator went up between 0.1 and
0.4 percentage points in November. Germany
and Malta continued to report the lowest
unemployment rates — 4.5 per cent and 5.1 per
cent respectively. The indicator of the expected
unemployment over the next twelve months
included in the EC consumer confidence index
showed worsening consumer expectations
about labour market developments. In the fourth
quarter the average value of this sub-index
increased to 18.0 points from 14.4 points in the
third quarter.

At its monetary policy meeting of 3 December
2015 the ECB decided to lower the deposit
facility rate by 10 basis points to -0.30 per
cent, with effect from 9 December 2015. Fur-
thermore, the following decisions with regard
to the non-standard monetary policy were
approved: to extend the asset purchase pro-
gramme (APP) and carry out monthly purchases
of EUR 60 billion to be extended until the end
of March 2017, or beyond, if necessary; to
reinvest the principal payments on the securi-
ties purchased under the APP as they mature,
for as long as necessary; to include, in the
public sector purchase programme (PSPP),
euro-denominated marketable debt instruments
issued by regional and local governments
located in the euro area; to continue to offer
ample liquidity by means of the full allotment
procedure in its regular refinancing operations,
i.e. the main refinancing operations (MROs)
and three-month longer-term refinancing opera-
tions (LTRO) at least until the end of 2017.
According to ECB estimates, the extended
APP together with the reinvestment of maturing
principle papers will boost the liquidity in the

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

(per cent)
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euro area banking system by EUR 680 billion
(6.5 per cent of euro area GDP) until 2019. The
size and the scope of the additional monetary
policy measures announced by the ECB were
less pronounced than expected by market
participants. As a result, euro area shares and
government bonds depreciated on 3 December,
and the euro appreciated by around 3 per cent
on the US dollar? and remained close to this
level amid substantial daily volatility.

The monthly volume of purchases under the
expanded APP of the ECB in September,
October, November and December accounted
for EUR 60.6, 63.7 62.6 and 50.3 billion, which
was in line with the ECB'’s intention to tempo-
rarily frontload purchases made before early
December when financial market activity is
typically lower. On 30 December the cumulative
amount of the purchases under the three asset
purchase programmes: PSPP, CBPP3 and ABSP
came to EUR 491.2 billion, EUR 143.3 billion
and EUR 15.3 billion respectively.

In its sixth Targeted Longer-term Refinancing
Operation (TLTRO) conducted on 11 December,
EUR 18.3 billion was allotted to 55 participat-
ing banks (EUR 15.6 billion allotted between
88 banks in the previous operation).

As a result of ECB operations and programmes,
on 15 January 2016 the amount of excess liquid-
ity in the euro area banking system increased

to EUR 650.1 billion from EUR 467.2 billion at
the end of September 2015. On 8 January 2016
the ECB balance sheet number went up 5.6 per
cent on end-September 2015 and came to

EUR 2.767 trillion.

Excess liquidity resulted in a further decline in
EONIA which reported an average of -0.17 per
cent for the 1 October 2015 — 18 January 2016
period (-0.12 per cent for the third quarter of
2015). Concurrently, the volume of overnight
deposits in euro area’s interbank market trade
continued decreasing as their daily average
value between 1 October and 18 January was
EUR 11.2 billion (against EUR 16.7 billion in the
third quarter of 2015).

?The national currency of the USA hereinafter referred to as
the US dollar.
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EURIBOR interest rates on interbank market
deposits continued to follow a downward trend.
On 18 January 2016 one-month interest rates
reached -0.22 per cent (minus 11 basis points
on end-September 2015), and those with
maturities of six and 12 months fell to -0.05 per
cent (minus 8 basis points on end-September)
and 0.05 per cent (minus 9 basis points on
end-September). 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
remain sustained.

Following its monetary policy meeting of

21 January 2016 the ECB Governing Council
confirmed that it is ready to use all its avail-
able monetary policy instruments to achieve

its inflation target of below but close to 2 per
cent inflation in the medium term and reiterated
that the key interest rates in the euro area will
remain at their current or lower levels for a
longer period of time. According to the ECB,
since the beginning of 2016 the risks related

to lower economic growth and lower inflation

in the euro area have increased due to height-
ened uncertainty of emerging economies growth
forecasts, the observed sizeable volatilities in
financial and commodity markets, as well as
due to geopolitical risks.

The United States

In the third quarter of 2015 US real GDP
growth moderated to 2.1 per cent on an annual
basis from 2.7 per cent in the previous quarter.
Over the same period the quarter-on-quarter
rate of change of GDP went down to 0.5 per
cent compared to 1.0 per cent in the second
quarter. The slowdown was mainly due to the
negative contribution of changes in inventories
and the weaker growth in net exports. House-
hold consumption and investment continued to
make a major positive contribution to the quar-
terly GDP growth in the July—-September period
by 0.5 and 0.15 percentage points respectively.

In the fourth quarter of 2015 the leading

US economic activity indicators saw mainly

downward movements with a clearly outlined
negative trend observed mainly in industrial

production indicators. The average levels of

ECB Interest Rates, EONIA and Excess Liquidity
in the Euro Area
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consumer confidence indicators declined, but
their values remained relatively high at the
end of the year. The average monthly rates of
change in consumer spending and retail sales
were also lower compared to the third quarter.
Similar developments were observed in the
ISM-PMIs of manufacturing and services which
reported only downward changes. At the end
of 2015 the ISM index for the services sector
remained markedly above the cut-off limit of 50,
whilst the comparable indicator for the manu-
facturing sector fell below this reference value,
pointing to weaker activity in the sector.

The US consumer price dynamics indicators
increased slightly in the fourth quarter of 2015.
In November the annual inflation rate measured
by the personal consumption expenditure defla-
tor (PCE) went up to 0.4 per cent from 0.2 per
cent in the past two months, while the annual
growth rate of the core inflation (excluding food
and energy prices) remained stable at 1.3 per
cent for the eleventh month in a row. In Decem-
ber the annual growth rate of US inflation
indicator — the consumer price index (CPI) —
accelerated to 0.7 per cent from 0.5 per cent
in November and 0.2 per cent in October.

The most sizeable growth by component was
recorded by housing expenditure, medical and
transport services, medical goods and food.
Energy and fuels in particular continued to
report a sizeable decline on an annual basis.
Core inflation rose by 0.1 percentage point to
2.1 per cent on an annual basis in December.

In the fourth quarter of 2015 and in early 2016
the expectations for consumer price changes
in one to five years horizon — a component of
the University of Michigan consumer confidence
index, reported relatively slight and divergent
movements. According to preliminary data for
January 2016, our inflation expectations for a
period of up to one year declined to 2.4 per
cent from 2.6 per cent in December, while
those for five years ahead went up to 2.7 per
cent from 2.6 per cent in December. In the first
and the second quarter of 2016 inflation in the
US is expected to remain below 2 per cent on
an annual basis, and the general price indices
are likely to decline due to the continued fall in
fuel and other commodity prices.

US Consumer Confidence Indices
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In the fourth quarter of 2015 US unemployment US Unemployment Rate and Number of New

rate remained stable at 5.0 per cent. Over Employees in the US Non-Agricultural Sector

the same period, the average number of new (fjr cent (payroll employment, thousi’;;’)
employees in the US non-agricultural sector 450
came to 284 thousand from 174 thousand in 400
the previous quarter.
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At its 15-16 December meeting the FOMC
decided unanimously to increase the target
range for the federal funds rate by 25 basis
points to 0.25 and 0.50 per cent respectively.
The decision was justified by the marked o 02 o e o0t
improvement in labour market conditions and Unemployment rate (it scal)

the confidence that inflation will rise to the ——  Average change in payroll employment in the non-agricultural sector
target rate of 2 per cent in the medium term. It e )

was outlined that future changes in the range

of the federal funds rate will be made on the
basis of current and expected changes in the
economic conditions and their impact on the
implementation of monetary policy objectives for
maximum employment and annual inflation rate
of 2 per cent, but most likely the federal funds
rate will remain under the long-term equilibrium
level for some time. The policy of reinvesting
proceeds from maturing Treasury securities

and mortgage-backed bonds on the Federal
Reserve’s portfolio in new similar instruments
remained unchanged.
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Source: Bureau of Labor Statistics.

Monetary Policy Normalisation in the United States

The economic recession in the United States which started at the end of 2007 and continued until mid-
2009' has brought about significant changes in the Federal Reserve’s monetary policy. Between Decem-
ber 2007 and October 2014, the US Federal Reserve System has undertaken a series of standard and
non-standard monetary policy measures. The standard expansionary monetary policy measures started
with the cut of the target federal funds rate in September 2007. The downward trend in the Federal
Reserve’s main interest rate continued just over a year. The latest cut was made in December 2008 by
setting the official federal funds rate target at a range of 0 to 0.25 per cent, where it remained unchanged
until December 2015. This is the longest period of keeping the target rate at such a low level after the res-
toration of the Federal Reserve Systems’ independence in 1951. The rapid depletion of the effectiveness of
standard monetary policy measures against the background of the ongoing economic recession in the US
called for the introduction of non-standard monetary policy measures, among which asset purchase pro-
grammes or the so called quantitative easingz, the first of which was announced by the Federal Reserve
at the end of November 2008. Over the period in which the Federal Reserve conducted non-standard
monetary policy measures, its balance sheet figure saw a five fold increase. Most of this increase was
realised after the end of the recession and was the result of the Federal Reserve System’s desire to fulfil
its mandate to return the economy to full employment and achieve price stability.

! According to the definition of recession by the Business Cycle Dating Committee of the National Bureau of Economic Research (NBER).

2 For more information on the Federal Reserve Systems’ measures in response to the financial crisis see the Federal Reserve System’s website:
http://www.federalreserve.gov/monetarypolicy/bst.htm
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Following the significant improvement in the US labour market conditions over the recent years and the
confidence of the members of the Federal Open Market Committee (FOMC)? that the Federal Reserve Sys-
tems’ inflation targets will be reached soon, at its meeting of 16 December 2015 the Committee decided
unanimously to commence the process of normalisation of the US monetary policy by raising the target
range for the federal funds rate by 0.25 percentage points to 0.25 — 0.50 per cent.

Target and Effective Federal Funds Rates

(per cent)
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The process of normalisation of the monetary policy is a sequence of actions whose implementation will
allow the Federal Open Market Committee (FOMC) to implement monetary policy in the same way it did
before the outbreak of the financial crises in 2007.* This sequence of actions is described in the ‘Policy

3 The Federal Open Market Committee is the main monetary policy body of the Federal Reserve System.

* For further information concerning the normalisation process see the Federal Reserve System’s website:
http://www.federalreserve.gov/monetarypolicy/policy-normalization.htm
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Normalization Principles and Plans’ published in September 2014. It presents an updated detailed plan®
whose implementation may be divided into two stages overlapping in time.

The first stage of normalizing the stance and conduct of monetary policy provides for a gradual increase
in the target range of the federal funds rate to more normal levels. According to the plan, the timing and
rates of increase in the target federal funds rate and other short-term interest rates will depend on the
information received on the US economic conditions and outlook. Under the plan of September 2014 and
the details on its implementation published in 2015, the current interest rate corridor of 25 basis points
will remain unchanged and the upper limit of this corridor will be determined by the interest on the excess
reserves of depository institutions with the Federal Reserve, while the lower limit will be determined by the
interest rate that will be paid by the Federal Reserve on the instrument for conducting overnight reverse
repurchase operations’. The overnight reverse repurchase operations tool® will be used, as not all financial
institutions participating in the US money market have the right to receive interest on their excess reserves
held with the Federal Reserve System®. Setting an upper and a lower limit of the interest rate paid by the
Federal Reserve to the market participants, entitled or not entitled respectively to receive interest on their
excess reserves, will create incentives for interest arbitrage in lending and borrowing of funds between
them. Thus, if there is enough competition between money market participants, the effective federal funds
rate’® should move near the middle of the corridor. Currently, the Federal Reserve System foresees to
cease the use of the overnight reverse repurchase operations as a monetary policy instrument when it is
no longer needed to control the federal funds rate.

The second stage of the process of normalisation of the US monetary policy provides for a gradual and
predictable decrease in the Federal Reserve System’s balance sheet. This stage will be realised mostly by
terminating the current policy for reinvestment of the proceeds from the maturing securities in the Federal
Reserve’s portfolio. The process of termination will start after the initial increase of the target interest rate
and the point where the reinvestment policy will be phased out will depend on the economic and financial
conditions, as well as the US economic outlook. Currently, the members of the FOMC do not foresee any
sales of agency mortgage-backed securities, as part of the process of normalisation, although in the long
run small sales may be possible to decrease or remove the residues of those securities from the Federal
Reserve’s balance sheet. In the long run, the members of the Committee intend to keep the volume of
securities on the Federal Reserve’s balance sheet no greater than necessary for the effective and efficient
implementation of the monetary policy, and foresee to limit the securities in the central bank’s portfolio
mainly to US treasuries. This will minimise the possible negative effects on the distribution of credit in the
different sectors of the economy.

Currently, the economists to the Board of Governors of the Federal Reserve expect the entire monetary
policy normalisation process in the USA to last about seven years''. Given that the normalisation process
details are subject to changes related to the economic and financial developments in the USA, this is an
estimate period.

° Minutes of the FOMC meeting of 16-17 September 2014. See http://www.federalreserve.gov/monetarypolicy/files/fomcminutes20140917.pdf

€ The first plan to provide general guidelines on the process of normalisation of the US monetary policy was published in the Minutes of

the FOMC of the 21-22 June 2011 meeting under ‘Exit Strategy Principles’. See: http://www.federalreserve.gov/monetarypolicy/files/fomc-
minutes20110622.pdf

” For monetary policy purposes, this instrument was adapted for use by a wider range of participants in the overnight money market.

8 For more information on the modus operandi and the effects of the application of this instrument see: ‘Overnight RRP Operations as a Mon-
etary Policy Tool: Some Design Considerations’, Finance and Economics Discussion Series 2015-010. Frost, Josh, Lorie Logan Antoine Martin,
Patrick McCabe, Fabio Natalucci, and Julie Remache (2015). Washington: Board of Governors of the Federal Reserve System, http://dx.doi.
org/10.17016/FEDS.2015.010.

° An up-to-date list of all counterparties that may participate in reverse overnight repurchase operations with the Federal Reserve can be found
on the website of the Federal Reserve Bank of New York: https://www.newyorkfed.org/markets/expanded_counterparties.html

% For more information on the effective federal funds rate see the website of the Federal Reserve Bank of New York: https://apps.newyorkfed.
org/markets/autorates/fed%20funds

" See Williamson S. (2015). ‘Monetary Policy Normalization: What's New? What's Old? How Does It Matter?’, Presentation of the Vice President
and Economist Federal Reserve Bank of St. Louis, slide 33, 28 May 2015
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China

According to data of the National Bureau of
Statistics of China, the real GDP growth for
2015 was 6.9 per cent — slightly below the
target of 7.0 per cent annual growth set by the
government. Over the review quarter China’s
GDP grew by 6.8 per cent on an annual basis
(6.9 per cent in the previous quarter). The
qguarter-on-quarter growth came to 1.6 per cent
in the fourth quarter as the trend towards a
gradual increase in the services sector activity
and a moderate growth rate of industrial output
remained unchanged. In the fourth quarter of
2015 the manufacturing PMI in China declined
further, but stayed below the neutral 50-point
level, while the services PMIs continued to
signal enhanced activity in this sector.

In the fourth quarter of 2015, inflation remained
almost unchanged compared to the July-Sep-
tember period, as food prices remained the
key positive contributor to consumer-price
index changes. The downward trend in pro-
ducer prices observed since mid-2014 was
discontinued and their annual rate of decline
stabilised at around 6 per cent. The continuous
deflation in producer prices together with the
still existing excess unutilized capacity were
the main factors with adverse effect on Chinese
economic activity.

In January 2016 the IMF confirmed its forecast
for China’ s economic growth of 6.3 per cent
in 2016 and 6.0 per cent in 2017. The slow-
down will come as a result of the rebalancing
process in the Chinese economy which largely
reflects the gradual decline in investment
activity.

On 30 November the IMF Board of Governors
decided to include the Chinese renminbi in

the basket of currencies which makes up the
special drawing rights (SDR). The decision will
enter into force as of 1 October 2016 and in
line with the new formula the weights of the
currencies in SDRs will be, as follows: US dollar
(41.73 per cent), euro (30.93 per cent), Chi-
nese renminbi (10.92 per cent), Japanese yen
(8.33 per cent) and pound sterling (8.09 per
cent). As a consequence of the inclusion of the

Quarterly and Annual Rate of Change of China’s GDP
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Chinese renminbi, the share of the euro in the
basket of currencies which makes up the SDRs,
fell by 6.5 percentage points from its previous
share of 37.4 per cent.

At the end of 2015 the China Foreign Exchange
Trade System (CFETS) to the People’s Bank of
China published a CNY effective exchange rate
index based on the basket of 13 currencies.
According to the CFETS communication, the
new index will reflect the national currency’s
relative strength more accurately than the
CNY/USD exchange rate. At the same time,
this gives a sign that the People’s Bank of
China will rather monitor the stability of the
exchange rate for the yuan against the basket
of currencies than the stability of the CNY/USD
exchange rate.

In the fourth quarter of 2015 the downward
trend in China’s foreign exchange reserves
deepened and they fell to USD 184 billion.
China’s international reserves went down

to USD 5183 billion in 2015. This sharp fall
reflected largely the central bank’ s interven-
tions on the foreign exchange market aimed at
curbing the further depreciation of the national
currency resulting from the flight of capital from
China.

The expected slowdown in the rate of Chinese
economic growth is likely to result in a mod-
erating growth in our main trading partners

and thus to contribute to a weaker demand for
Bulgarian goods and services. Weaker Chinese
growth will contribute to lower demand for
major commodities and crude oil, which will put
downward pressure on their prices in interna-
tional markets. This would mean a longer period
of deflation for the Bulgarian economy related
to lower international prices of commodities and
fuels.
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Share of Currencies in the China Foreign Exchange
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CNY/USD Exchange Rate and CNY Effective
Exchange Rate Index
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International Commodity Prices

Crude Oil

In the fourth quarter of 2015 the price of

Brent crude oil continued to decline, reaching
USD 43.3 per barrel on average for the period
under review. The main factor behind this

price fall remained the excess global oil sup-
ply, mainly due to the higher oil production of
OPEC member states which continue to protect
their market share. The impact of the lower
crude oil prices on global crude oil production
is becoming increasingly clear and in Decem-
ber 2015 the non-OPEC crude oil production
slowed down on an annual basis which could
be a sign that OPEC’s policy of maintaining
their market share results in crowding out the
competitors from the market. OPEC crude oil
production increased further and since the
beginning of 2016 Iran is expected to start
exporting petroleum products when most of the
economic sanctions against the country would
be repealed.

According to International Energy Agency (IEA)
data there is still excess supply of crude

oil regardless of the increased demand for
petroleum products observed since mid-2014
when the oil price started to fall. The agency’s
expectations point to a lower world demand

for crude oil in the first half of 2016 compared
to the one reported in the second half of 2015
due to the weaker economic growth in develop-
ing economies.
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Oil price expectations for the first half of 2016,
based on crude oil futures prices in December,
were changed upwards to USD 40-45 per
barrel.

Major Raw Material and Food Prices

In the fourth quarter of 2015 prices in US dol-
lars of major commodity groups in international
markets continued to decline on both annual
and quarterly basis. Concurrently, reflecting the
12.3 per cent year-on-year depreciation of the
euro against the US dollar, in the fourth quarter
of 2015 certain price indices experienced diver-
gent dynamics in euro and US dollars.

The metals price index published by the ECB
decreased by 19.6 per cent on an annual basis
(down 29.5 per cent in US dollar) in the fourth
quarter of 2015 and by 8.6 per cent on the
previous quarter. The decline reflected both

the high level of inventories and the decel-
erating growth of demand from China which
consumes half of the world’s metal production.
For the same reasons, the price of copper in
international markets, copper being a main
subcomponent of Bulgaria’s exports, decreased
significantly on both quarterly and annual basis
in the fourth quarter of 2015 both in euro and
US dollar.

Expectations for industrial metals prices in euro
point to a moderating quarterly decline in the

first half of 2016, as supply is projected to con-
tinue to exceed demand over the same period.

In the fourth quarter of 2015 the food price
index in US dollars decreased by 9.0 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 3.9 per cent. On a
quarterly basis, the average food price in the
fourth quarter of 2015 declined on the third
quarter of 2015 both in euro and in US dollars.
Over the review period, US dollar prices of all
index sub-components went down on an annual
basis as a result of the weaker demand for
these goods worldwide. In the fourth quarter
of 2015, the wheat price in euro, which is

of primary importance for Bulgarian exports,
went down by 2.2 per cent (against a decline
of 14.1 per cent of the price in US dollar)
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reflecting the expected abundant harvest in the
main producer countries, as well as the global
increase in stocks.

International food prices in euro are expected
to start to increase gradually on a quarterly
basis in the first half of 2016, but to remain
lower than the ones recorded over the same
period of 2015.

Based on our expectations for the major raw
material and food price dynamics for the pro-
jection horizon, it may be concluded that the
terms of trade in Bulgaria will remain favourable
in the first half of 2016.

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

Between January and November 2015 the positive current and capital account balance posted an increase
from the same period of 2014, reflecting mainly the capital account surplus growth as a result of higher
capital transfers under EU programmes. In the first half of 2016 the capital account surplus is expected to
decline which will result in a contraction in the current and capital account surplus.

Over 2015 attracted funds from the non-government sector in the banking system followed an upward trend
despite the decreasing deposit rates. Given the weak domestic demand for loans and lack of alternative
investments, opportunities for banks to use the increased resources were quite limited and they maintained
high liquidity on the accounts with the BNB. In the first two quarters of 2016, we expect a retention of the
high household propensity to save and continuous growth of the funds attracted in the banking system.
Growth in credit to the private sector is projected to increase slowly in line with expectations of a gradual
economic activity recovery. Deposit and lending rates are expected to sustain their downward dynamics over
the first half of 2016.

External Financial Flows

Nominal exports of goods increased at a higher
rate than imports of goods thus contributing to
a contraction of the trade balance deficit on an

Current and Capital Account Dynamics and
Contribution by Component (on an Annual Basis)
(million EUR)
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demand for Bulgarian goods and services Balance on rade
in 2015, the wearing off of the one-off effect W Primary income, net
of specific factors limiting exports in 2014° Source: BNB.
contributed positively to the increase in the
physical volume of exports, while falling prices
led to the retention of their nominal growth. The
weak private consumption and private invest-
ment dynamics had a dampening effect on real
imports and in combination with the favourable
terms of trade contributed to a lower nominal
annual growth of imports of goods (2.1 per
cent) compared to that of exports of goods
(6.1 per cent). As a result of these develop-
ments trade deficit contracted significantly on

transfers under EU programmes.

% For more details see Economic Review, 2/2014, p. 36.

Economic Review ® 4/2015 24




an annual basis in the January-November 2015 Flows on Balance of Payments Accounts

period. (million EUR)
January -
Lower inflows under the travel sub-item for 2013 2014 November
the January-November 2015 period compared 2015
. . . Current account 765.2 495.2 789.5
to those in the corre.sporlwdmg period of 2014. Trade balance 8907 7346 657
related to the reduction in the number of tourists Senvices, net 2735 1 25300 2509.4
mainly from Russia and Greece. At the same Primary income, net 44749 9157 15747
time, Bulgarian citizens’ trips abroad increased. Secondary income, net 2395.6 1615.6 1480.4
As a result, the positive balance on services® Capital account 469.3 959.6 1207.6
decreased. Financial account 1421.6 -1627.3 -1374.6
Changes in reserves -531.8 1810.4 4048.2

The trend towards an increase in the gross
operating surplus of the total economy was a
prerequisite for the higher outflows reported
under the dividend and distributed profit item
for the January—-November 2015 period. These
developments together with the outflows under
the reinvested earnings item played a decisive
role for the sizeable increase in the primary
income account deficit posted on the corre-
sponding period of 2014.

Source: BNB.

Over the review period the surplus in the sec-
ondary income item went down on an annual
basis. The flow dynamics of this item reflected
the higher payments on the contribution to the
EU budget, which were only partly offset by the
increase in the proceeds to the general govern-
ment sector under EU programmes”.

As a result of the outlined developments, the
current account balance remained positive for
the January to November 2015 period, with the
surplus in the item going down slightly on the
corresponding period of 2014 mainly due to the
higher primary income account deficit.

In the first half of 2016 we expect the current
account surplus to remain close to its current
level as a share of GDP, while maintaining the
trends observed so far related to the decrease
in the trade balance deficit together with the
contracting positive services balance and
widening deficit in the primary income item

as a percentage of GDP. The nominal exports
dynamics will be determined by our expecta-

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

°In November 2015 a contribution of BGN 251.1 million was
made to the EU budget at the cost of the significantly lower
amount due in December (BGN 10.6 million according to
Ministry of Finance estimates).
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tions for improved economic activity in our main
trading partners of the euro area and hence,

for an increase in the demand for Bulgarian
goods. At the same time, the recovery in private
consumption and private investment growth will
contribute positively to the increase in nominal
imports, while lower government investment

will act as a deterrent to its growth. Maintain-
ing favourable terms of trade for the Bulgarian
economy will be another factor expected to
contribute to the decline in the trade balance
deficit. In the first half of 2016 the services bal-
ance is expected to contract as a share of GDP
due to the lower tourism revenue related to the
economic challenges in countries important for
Bulgaria’s tourist sector. We expect an increase
in the primary account deficit due to disburse-
ments in the investment income sub-item related
to the projected higher gross operating surplus
in the economy. Over the projected horizon the
capital account surplus is expected to contract
and as a result the current and capital account
surplus to decline as a share of GDP.

Over the January-November 2015 the financial
account was negative, and its balance was
largely determined by banks operations and

by the inflow of direct investment to Bulgaria.
As regards bank transactions, net assets were
negative due to the more pronounced decline in
banks’ foreign assets than that in their foreign
liabilities®.

In the January to November 2015 period direct
investment liabilities (reporting direct investment
in Bulgaria) came to BGN 1416.4 million. Signifi-
cant inflows were reported in the equity capital,
excluding reinvested earnings item of the non-
financial sector and less significant ones in the
reinvested earnings sub-item of other MFls and
other sectors.

Over the review period the financial account
balance was also influenced by government
transactions. Despite the Eurobonds issue in
March 2015, general government liabilities
for the January—November 2015 period fell
reflecting repayments made on government

® A more detailed analysis of banks' activities 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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Banks’ Flows on Balance of Payments Financial Account
(million EUR)

2013 2014 January - November

2015
Direct investment
assets 18.1 35.0 2.5
liabilities 109.1 106.1 191.5
Portfolio investment
assets 292.3 -309.4 -873.7
liabilities 67.0 -50.6 2.8
Other investments
assets 2007.5 1238.2 -1776.6
liabilities -811.7 -295.6 -1627.5
Total assets 2318.0 963.8 -2652.8
Total liabilities -635.6 -240.1 -1438.8
Net assets 2953.6 1203.9 -1214.0

Source: BNB.
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bonds issued in international capital markets
and on a bridge bank loan disbursed at the
end of 2014.

The positive net flows on the current and capital
account, as well as the flow of funds to the
financial account for the first eleven months of
2015 led to an increase in international reserves
of EUR 4048.2 million (based on BoP data).”

In November 2015 the international reserve
coverage of the average nominal imports of
goods and non-factor services over the last

12 months went up to 8.4 months (7.1 months
by end-2014).

In October 2015, Bulgaria’s gross external debt
decreased on the end of 2014. This decline was
largely due to the contraction of debt under
inter-company loans, reflecting the unilateral
write-off of a claim by a foreign creditor®. The
decline in bank debt also played an important
role for the contraction of gross external debt.
The share of long-term debt in Bulgaria’s total
gross external debt increased mainly as a result
of the government debt issue in March 2015
and came to 77.3 per cent in October.

Amid declining international financial market
interest rates in the January to October 2015
period, the trend towards an improved access
to new external financing and resident debt ser-
vice remained sustained. 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

In 2015 the continuous high propensity of
households to save and the ongoing increase in
deposits of non-government sector in the bank-
ing system, as well as the low credit activity in
Bulgaria played a key role for the monetary and
credit aggregates dynamics.

" Valuation adjustments and price revaluation excluded.

8 See Gross External Debt, October 2015 on the BNB web-
site: http://bnb.bg/Statistics/StExternalSector/StGrossExternal-
Debt/index.htm

Direct Investment Liabilities by Type of Investment
(on an Annual Basis)
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Gross External Debt in October 2015

(million EUR)
Change
Amount  since December For the last
2014 12 months
General government 5639.9 -386.6 7281
Central bank 0.0 0.0 0.0
Banks 4034.6 -1432.7 -1668.8
Other sectors 11932.7 -52.3 -57.3
FDI: Intercompany loans 12 718.1 -3159.7 -3265.6
Total 343252 -5031.2 -4 263.6
Source: BNB.

M3 and its Contribution by Component
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In December 2015 the broad monetary aggre-
gate M3 grew by BGN 6.0 billion — up 8.8 per
cent on end-2014. Despite the continuous
decrease in interest rates on deposits, non-
government sector funds® in the banking system
followed and upward trend throughout 2015.
Attracted funds dynamics was driven mainly

by the increase in overnight deposits and to a
lesser extent by the increase in money outside
MFls and that in deposits with agreed maturity.
Despite the continuous decrease in interest
rates on deposits, non-government sector funds
in the banking system followed and upward
trend throughout 2015. Households preferred to
save mainly in time deposits which — given the
general cut in interest rates — still are a source
of some yield™, and in highly liquid overnight
deposits. In 2015 the trend of depositing

most of households funds in national currency
continued.

Non-financial corporations’ deposits went up to
BGN 18.2 billion at the close of 2015, posting
a 18.7 per cent growth on December 2014.
Unlike households, firms preferred overnight
deposits, while their deposits with agreed matu-
rity reported a decline on December 2014. As
regards the currency structure of corporations’
deposits, lev deposits contributed more to their
growth since mid-2015.

As a result of the increase in the funds attracted
from residents, the effective implicit minimum
required reserve ratio reached 9.28 per cent in
December'" with commercial banks’ deposits
with the BNB comprising 8.13 percentage points
and the remaining 1.15 percentage points were
in the form of recognised cash balances and

o Non-government sector’s deposits include deposits of
households, of non-financial corporations and of financial
corporations. Household deposits occupied the largest share
(68 per cent on average for 2015) followed by those of non-
financial corporations (27 per cent on average for 2015);
hence, the analysis is focused on these two sectors.

°0n the background of the overall downward trend in
deposit rates, in 2015 more significant declines were
observed in the rates on deposits redeemable at notice com-
pared to other deposit rates, an incentive for households to
shift their savings increasingly into longer-term deposits.

" According to Article 3 of BNB Ordinance No 21, the rate
of minimum required reserves of funds attracted from resi-
dents is 10 per cent of the deposit base, from non-residents
5 per cent, and from the state and local government budg-
ets O per cent.

Deposits of Non-financial Corporations
and Households
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funds on banks’ settlement accounts in the
TARGET2-BNB system'?.

The sizeable increase in banks reserves in 2015
contributed most to reserve money growth which
reached 43.0 per cent on an annual basis in
December. Banknotes and coins in circulation
contributed less to the change in the monetary
base whose annual rate of increase reached

9.8 per cent at the end of 2015.

Growing deposits in the banking system
together with lower demand for loans by both
firms and households were the drivers behind
the strengthening of commercial banks’ liquidity
position. The measures introduced by the BNB
in early 2015 to address banks with Greek
equity holdings also contributed to the increase
in banking system liquidity'®. By end-November
2015 the liquid asset ratio™ of the banking sys-
tem went up to 34.80 per cent from 30.12 per
cent at the end of 2014. The lack of alterna-
tives for liquidity surplus disposal abroad due
to decreasing and even negative returns in the
euro area was the reason behind the increase
of bank funds on their accounts with the BNB.
Excess reserves on banks’ minimum reserve
accounts with the BNB over the required
minimum under Ordinance No 21 came to
127.8 per cent on an average daily basis in
December 2015 (56.5 per cent in at the end of
2014).

On 26 November 2015 the BNB Governing
Council approved the new Ordinance No 21 on
the Minimum Required Reserves Maintained by
Banks which entered into force on 4 January
2016." The new ordinance introduces a defini-
tion of bank excess reserves'® and applies a
negative interest rate on excess reserves where
the ECB deposit facility rate is negative and a
zero interest rate where the ECB deposit facility

2.See Article 4 of Ordinance No 21 of the BNB.

' See BNB Precautionary Measures to Counteract Exter-

nal Risks to Bulgaria’'s Banking System, Economic Review,
2/2015, p. 28.

'* See Ordinance No 11 of the BNB.

S This Ordinance is published in the State Gazette, issue 94
of 4 December 2015.

'8 Under Article 5, paragraph 1 of the new Ordinance No 21,
excess reserves are defined as excess of the holdings in

reserve assets by more than 5 per cent over the amount of
the reserve requirement.
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rate is positive or zero. The new ordinance also
removes the recognition of banks’ funds in the
TARGET2-BNB national system component as
reserve assets. With the enforcement of the new
ordinance, bank deposits with the BNB posted a
decline between 4 and 20 January 2016 follow-
ing the decrease in their excess reserves.

Another instrument used by banks to manage
their liquidity was foreign currency trading
with the BNB. Over the year bank euro sales
exceeded purchases, this trend dominating
reserve currency trading between banks and
the BNB. As of December net purchases of
banks were EUR 1.7 billion for the last twelve
months.

In 2015 lending was subdued, reflecting reten-
tion of weak loan demand and reluctance of
firms and households to assume new obligations
amid still uncertain economic environment. At
the same time, banks continued to follow rather
cautious credit policies. In December the amount
of claims on the non-government sector fell by
1.6 per cent on end-2014. Banks’ claims on
both non-financial corporations and households
also exhibited year-on-year declines (-1.6 and
-1.3 per cent, respectively). Net sales of loans
by banks also affected dynamics of claims on
the non-government sector.

The volume of new loans to non-financial cor-
porations decreased from the previous year,'’
though remaining at a level above BGN 1 billion
for the last 12 months. By currency, new corpo-
rate loans in levs sustained their upward trend
amid declining shares of loans denominated

in euro and US dollars. In November newly
extended lev loans to corporations occupied
45.6 per cent on average in total new corporate
loans for the last 12 months. Loans denominated
in euro declined to 52.1 per cent and those in
dollars fell to 2.3 per cent.

In 2015 loans to households tended to gradually
slowdown their rate of decline, reaching -1.3 per
cent on an annual basis. The category of loans
for housing purposes had the main contribution
to the negative growth in household lending.

7 The terms ‘new’ and ‘newly extended’ are hereinafter
referred to as the statistical category ‘new business’.
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Overdrafts and other loans also declined, while
consumer credit displayed a slight positive
contribution during most of the year. New loans
to households recorded a tendency toward
increasing the volumes. Positive developments
were due to the rising volumes of new housing
and consumer loans. Other loans, however,
experienced no essential changes from previous
year’s levels.

According to the results of the BNB quarterly
lending survey, demand for loans by both
corporations and households enhanced over the
third quarter. Financing needs of firms for inven-
tories and working capital, as well as for invest-
ment purposes were among the factors contrib-
uting to the accelerated demand for corporate
loans. Concurrently, households showed stronger
interest in loans for consumption purposes.
Corporate lending policy of banks remained
unchanged. As regards household lending, more
significant easing in credit standards was regis-
tered in consumer loans. The cost and volume
of attracted resources, as well as enhanced
competition from other banks were the factors
which helped banks ease funding conditions,
according to the survey results. However, credit
and collateral risks, and to a lesser degree, the
macroeconomic environment have contributed

to the tightening of standards. Between October
and December 2015 banks expect that demand
for loans by corporations and households will
continue to enhance and standards to be eased
for corporate and consumer loans, while remain-
ing broadly unchanged for housing loans to
households.

Non-government sector’s deposits are expected
to grow further in the first half of 2016, with
liquidity in the banking system remaining high.
Expected dynamics is related to the likely
retention of the high savings rate of households
despite further declining deposit rates.

In the context of negative short-term interest
rates in the euro area and lack of investment
alternatives, banks are expected to continue
maintaining comparatively high deposits with
the BNB. A factor driving declines in bank
excess reserves with the BNB was the new
Ordinance No 21 which introduces an interest
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rate on the reserves since early 2016 (cur-
rently, this rate is negative and equal to the
ECB deposit facility rate) which could provide
a further incentive for banks to seek alternative
sources of profitability.

In the first two quarters lending to the private
sector is projected to rise slowly in line with
expectations of a gradual recovery in economic
activity. The ongoing downward trend in lending
interest rates is projected to affect positively
lending to corporations and households. At the
same time, sales of credit portfolios by banks
may have a dampening effect on the nominal
credit growth.

Interest Rates

In 2015 traded volumes in the lev money mar-
ket declined significantly from the previous year
due to higher liquidity in the banking system
and weak credit activity. The subdued activity

in the interbank money market in tandem with
interest rate conditions in the euro area were
the driving factors for the decrease in interest
rates across all maturity sectors traded between
banks over the year.

In 2015 the spread between LEONIA and
EONIA which was close to zero at the end of
2014 expanded gradually to reach 21 basis
points in December 2015. This reflected the
deepening decline in EONIA after the negative
values attained in the last quarter of 2014 and
retention of LEONIA at a close to zero level.
The retained level of overnight deposit rates in
Bulgaria reflected the fact that banks were able
to keep excess holdings on their BNB accounts
at a zero interest rate. In December the EONIA
decline deepened further following new cuts of
deposit facility rates by the ECB.™

In the last 12 months interest rates on three-
month interbank deposits in both Bulgaria

and the euro area continued to follow a long-
term downward trend.'® Reflecting the steady

'® On 3 December the ECB Governing Council decided to
cut the deposit facility rate by 10 basis points to -0.30 per
cent, with effect from 9 December 2015.

¥ The analysis is based on the average value of SOFIBOR

and SOFIBID quotes for unsecured three-month deposits in
levs.

Changes in Credit Conditions
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Note: These charts present banks’ balance of opinions defined as

a difference in percentage points between the percentage of banks
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All opinions are weighted by the bank’s market share in the relevant
credit segment. Expectations are shown in the charts by shifting the
data a quarter forward.

Source: BNB.
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decline in both indices during the year, their
spread was sustained at a level close to that
at the end of 2014. Similar developments
were observed in longer-term interbank market
rates. Six-month and 12-month deposit rates
decreased by 24 and 49 basis points, respec-
tively, compared to December 2014.

Since early 2016, following the introduction of a
negative rate on bank excess reserves with the
BNB, LEONIA and the average SOFIBOR and
SOFIBID quotes for unsecured lev deposits of
up to three weeks remained negative.

Further increasing funds attracted from resi-
dents and interest rate conditions in interbank
money markets in Bulgaria and the euro area
were the incentives for banks to continue
decreasing deposit rates in 2015. In November
the average weighted interest rate on new
time deposits of non-financial corporations

and households accounted for 1.1 per cent
(2.1 per cent in December 2014). Interest rates
decreased in new deposits of both households
and non-financial corporations, the former
tending to decline more significantly. In both
sectors, stronger decline rates were recorded in
the first seven months of the year.

Broken down by currencies, over 2015 down-
ward tendencies were observed in both lev and
euro and US dollar denominated new deposits.
Compared to the end of 2014, the decline

was more pronounced in the cost of attracted
funds in levs and euro rather than in dollars. In
December the share of foreign currency depos-
its, the bulk of them in euro, dropped slightly
from the end of 2014, reaching 41.4 per cent
(42.3 per cent in December 2014).

The variation of interest rates across banks
shows that the average interest rate at which
banks borrow new time deposits from house-
holds in levs was 1.46 per cent in November,
falling by 8 basis points from September 2015.
The standard deviation contracted by 7 basis
points to 0.65 per cent. Over the review period
the number of banks offering time deposit rates
in the 1 to 2 per cent band increased, while
that of banks with rates of up to 1 per cent
and within 2 to 3 per cent band decreased.

Interbank Money Market Interest Rates
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Declining costs of attracted bank funds and
rising banking system liquidity along with
strengthened competition among banks amid
still low demand for borrowings were the main
factors behind the decrease in lending interest
rates over the year. In 2015 declines were reg-
istered in interest rates on newly extended ley,
euro and dollar loans to corporations. Foreign
currency lending displayed a more pronounced
downward dynamics compared to the end of
2014. In November 2015 interest rates on loans
denominated in dollars and euro were 7.5 and
6.6 per cent, respectively, and in levs 6.5 per
cent.”

The cost of borrowing for households also
followed a downward tendency over the year.

In November APRC on consumer loans was
11.5 per cent and on housing loans 6.5 per
cent’’ (12.4 and 7.4 per cent in December
2014). Both categories of loans posted declines
in their interest and non-interest costs compared
to the previous year, the former declining more
strongly. Since early 2015 declines in interest
rates on consumer and housing loans were 67
and 70 basis points and that in the implicit rate
of non-interest service charges 16 and 18 basis
points, respectively. Starting from the middle

of 2015 the implicit rate of non-interest service
charges increased slightly in the structure of
consumer credit.

In November the average interest rate on new
housing euro loans rose by 17 basis points
from September to 6.02 per cent, according to
the breakdown by bank. The standard deviation
fell by 20 basis points to 0.74 per cent. Over
the review period the number of banks offer-
ing lending rates in the 6 to 7 per cent band
increased at the expense of banks extending
loans at up to 6 per cent rates. The number of
banks whose rates on housing loans in euro
moved within the 7 to 8 per cent band stayed
unchanged from September 2015.

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

' Values indicating APRC and interest rates are the weighted
average of the interest rates on household consumer and
housing loans on a 12-month basis.

Interest Rates on New Time Deposits
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Note: The average interest rate is calculated for all sectors, maturities
and currencies weighted by the relevant volumes of new deposits.
Source: BNB.
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Developments in interest rates on new time
deposits are likely to remain on the downside

in the first two quarters of 2016. The continuous
decline in the cost of funds attracted from resi-
dents will be driven by the retention of the high
household savings rate in the context of low
and even negative rates in the short-term inter-
bank market segments in both Bulgaria and the
euro area. The low cost of borrowings will drive
the continued decline in interest rates on new
loans extended in the first half of 2016. The new
Ordinance No 21 which introduces a negative
interest rate on bank excess reserves (equal to
the ECB deposit facility rate) may have an addi-
tional downward effect on these rates, provided
banks are likely to assume credit risk.

By end-2015 primary market yields on ten and
five-year government bonds declined from
2.48 and 0.97 per cent in October to 2.34 and
0.79 per cent in December. This drop may be
explained by the increased financial sector
liquidity as a result of significant volumes of
maturing treasury bills in early December.??

Government bond rate dynamics was divergent
in the fourth quarter, with short-time rises across
all maturities observed in November on both
primary and secondary markets due to com-
paratively low interest on the part of investors
and their preferences to invest in the second-
ary market of Bulgarian government securities
issued in international capital markets.

Following a temporary increase in November in
line with government securities primary and sec-
ondary market developments, by end-December
the long-term interest rate in the secondary
bond market reached 2.43 per cent.

All Bulgarian Eurobond yields declined in the
last quarter in sync with the moderate drop

of government bond yields in the euro area,
though reflecting also the narrowing spread
relative to the German benchmark bonds. This
trend was more pronounced in bonds maturing
in 2017 and 2022. In January 2016 yields of
securities maturing in 2017 became negative.

2 Twelve-month treasury bills of BGN 775.8 million matured
in December. In the last quarter the net issue of government
securities was negative at BGN 214.8 million.

Interest Rates on New Loans to Non-financial
Corporations by Currency
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Over the first half of 2016 Bulgarian govern-
ment bond yields are expected to continue
declining, with demand likely to increase under
the influence of significant volumes of maturing
government securities (BGN 845.5 million) and
a high level of excess reserves in the banking
system.

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

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

Over the third quarter the external sector
represented an important source of funds for
the consolidated government budget. In this
quarter, as in the previous, EU fund inflows
(BGN 729.3 million or 3.1 per cent of GDP for
the quarter) had a strong contribution to the
increase in liquidity. These funds exceeded the
amount of external sector allocations intended
mainly for interest payments on government
debt instruments held by foreign investors rather
than for Bulgaria’s contribution to the EU budg-
et.?* Hence, the net inflow of resources from the
external sector to the budget came to 2.3 per
cent of GDP for the quarter.

Following government operations on budget
financing between July and September, the
financial sector (BNB excluded) was a ben-
eficiary of liquidity. Net allocations comprised
4.8 per cent of GDP, mainly due to the net
negative issue of domestic government securi-
ties (BGN -1009.5 million) and interest payments
on government debt instruments to residents.
Budget financing policy led to a decrease in
government and budget organisations’ deposits
with the BNB by 3.4 per cent of GDP for the
third quarter.

% 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.

*The major portion of interest expenses included coupon
payments on Eurobonds maturing in 2017 and 2024.

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

T T T T
Up to 6% From 6% to 7% From 7% to 8% From 8% to 9% Over 9%
Interest rate

November 2014
September 2015
November 2015

Source: BNB.

Interest Rates on Ten-Year-and-Six-Month
Government Securities on the Primary
and Secondary Markets

(per cent)

2011 2012 ! 2013 ! 2014 ! 2015

—— Long-term interest rate for assessment of the degree of convergence
Average annual yield attained in the primary market

Source: BNB.

Economic Review ® 4/2015

36



Available monthly data of mid-January 2016 and
preliminary MF estimates of consolidated fiscal
programme implementation for 2015 suggest
that in the last quarter of 2015 the external
sector will continue to be a net source of liquid-
ity for the consolidated government budget.
This was confirmed by the funds received
under the EU Structural Funds and Cohesion
Fund (BGN 575.7 million between October and
December) which exceeded the contribution
paid to the EU budget (BGN 321.9 million) and
repayments on external loans.

In the last quarter the government issuing policy
led to a transfer of liquidity to the financial sec-
tor (the BNB excluded), reflecting the negative
domestic government bond issue at BGN 214.8
million.

The MF preliminary data show that the deficit
was BGN 2.9 billion in the fourth quarter. The
negative budget balance suggests significant
reallocations of liquidity from the budget to

the non-government non-bank sector through
decreasing the government and budget
organisations’ deposits with the BNB by

BGN 3129 million from the end of September to
the end of December 2015.

Developments in financial flows generated in
the process of external and internal economic
factors interaction contributed to the growth in
international foreign exchange reserves. By end-
2015 the market value of international reserves®™
(assets on the Issue Department balance sheet)
rose by EUR 3.8 billion on an annual basis to
EUR 20.3 billion (BGN 39.7 billion). According
to the currency board principles, the increase
in international reserves corresponded to the
increase in the Issue Department balance sheet
liabilities.?® Liabilities to banks and banknotes,
as well as coins in circulation, though to a
much lesser extent, had the major contributions
to the overall year-on-year rise in liabilities as of
end 2015.

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

% 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 determined on the
basis of the fixed exchange rate.

Effect of Consolidated Budget on Other Sectors’
Liquidity (Quarterly)
(share of GDP)
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In the first half of 2016 banks’ funds with the
BNB are expected to remain at comparatively
high levels, tending to decrease. The govern-
ment deposit value will reflect the government
issuing policy and achieved budget balance.
Currency in circulation is expected to post com-
paratively high growth with a tendency toward a
gradual slowdown.

Economic Review ® 4/2015

38



3 ‘ Economic Activity

In the third quarter of 2015 quarterly real GDP growth accelerated relative to the previous quarter to reach
0.7 per cent. Private consumption contributed most significantly to growth. Gross fixed capital formation had
a low positive contribution to this growth. Government consumption declined vis-a-vis the previous quarter.
Net exports recorded a negative contribution to real GDP growth as the quarterly decrease in goods and
services exports outstripped that in goods and services imports.

Short-term economic indicators over the fourth quarter of 2015 give positive signs about the economic
development. The anticipated continuous recovery of demand for goods and services, retained low oil
prices, positive sentiment of households and firms together with industrial production growth amid high
capacity utilisation are expected to create conditions for employment, income and companies’ investment
activities increase. Still, the high uncertainty is likely to continue to contribute to a more cautious invest-
ment and expenditure policy of the firms. Accordingly, private consumption is projected to grow quarter
on quarter and private investment to remain low over the first half of 2016. Government investment is
expected to decline on a quarterly basis. In real terms, goods and services exports are projected to
increase at slightly higher rates than imports of goods and services. The described dynamics of the final
use components indicates that in the first and second quarters of 2016 quarterly GDP growth is expected

to moderate slightly relative to the corresponding quarters of 2015.

Current Economic Environment

In the beginning of 2015 real GDP growth
reflected mainly the high real growth of goods
and services exports (resulting in a strong posi-
tive contribution of net exports) and the weak
domestic demand. Throughout the year the con-
tribution of net exports began to decrease grad-
ually, while final consumption and fixed capital
investments increased their growth. In the third
quarter of 2015 quarterly growth of real GDP*
was 0.7 per cent. Among GDP sub-components,
private consumption had the strongest contribu-
tion. Fixed capital investment and changes in
inventories also had a slight positive contribution
to the growth. Government consumption declined
over the period. Reflecting the stronger quarterly
decline in exports than in imports of goods and
services, net exports also had a negative contri-
bution to the growth.

Indicators tracking firms and households’ senti-
ment (NSI business climate and consumer
confidence) remained at comparatively high

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

Contribution to GDP Growth by Final Use Component

(per cent, percentage points, quarter-on-quarter,
seasonally adjusted data)
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levels over the fourth quarter. In December the
business climate indicator picked up, according
to seasonally adjusted data, with improvements
observed in all sectors, excluding services. In
October and November the real component

of industrial turnover on the external market
improved along with increased retail trade vol-
umes compared with the average level in the
third quarter.

In the first half of 2016 driving factors for firms’
investment activity will be their improved activ-
ity sentiment in the following months, low oil
prices and the continued period of maintaining
comparatively high capacity utilisation in industry.
At the same time, the continuous uncertainty in
the external environment is likely to force firms
to adopt more moderate plans for their future
development. The contradictory nature of indi-
cators give grounds to expect retention of low
private investment. The increase in consumer
confidence, as observed in the NSI survey, and
its further rise in the second and third quarters
of 2015 suggest that the quarterly growth of pri-
vate consumption is expected to continue in the
first two quarters of 2016.

Government consumption and public investment
are anticipated to pick up over the fourth quar-
ter, based on preliminary data on consolidated
fiscal programme implementation as of Decem-
ber 2015. In performing 2016 State Budget Law
parameters, government consumption is expect-
ed to post a slight quarter-on-quarter decline

in early 2016, compared to its higher levels

at the end of 2015, though increasing slightly
on an annual basis. Government investment is
projected to limit GDP growth in the first half of
2016 and decrease as a result of anticipated
delayed start-up of new investment projects for
the 2014-2020 programme period.

In the beginning of 2016 goods and services
exports are expected to increase at slightly high-
er rates than imports of goods and services.

Based on these component developments, in
the first two quarters of 2016 quarterly real GDP
growth is likely to be weaker than that in 2015,
with the slowdown likely to affect the annual
growth, as well.

The external environment remained a source
of uncertainty for the projection. Slower than
expected growth rates in Bulgaria’s major

Business Climate and Consumer Confidence
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Real GDP Growth by Component of Final Use

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

2012
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Consumption 08 09 03 00
incl.

Household consumption 10 1.1 01 -04

Government final consumption expenditure 41 63 21 19

Collective consumption 02 03 07 13
Gross fixed capital formation 00 17 -06 -09
Exports of goods and non-factor services 82 94 00 -01
Imports of goods and non-factor services 46 95 12 26
Real GDP growth 01 00 -02 -01

Source: NSI.

trading partners would contribute to a lower than
projected domestic growth, whereas stronger
declines in oil prices and their prolonged reten-
tion at low levels could stimulate consumption
and reduce production costs of firms, thereby
increasing growth beyond the expectations.

If firms continue to invest cautiously and the
expected recovery of private investment is post-
poned, lower than expected economic growth
would be observed. Risks in both directions exist
also to public investment.

Household Behaviour

In the third quarter of 2015 household consump-
tion increased its growth rate, although the
household savings rate remained at compara-
tively high levels and labour supply decreased
slightly. Employment growth continued to be
subdued. During most of 2015 the growth rate of
household income from remuneration increased
at lower rates compared with 2014 (both annu-
ally according to non-seasonally adjusted data
on wage bill and average wage per employee
and quarterly according to seasonally adjusted
national account data).?® Corporations' expecta-
tions about the number of personnel suggest a
continuous recovery of labour demand by firms
in most sectors. Concurrently, in a period of
declining energy prices there are preconditions
for increasing labour costs without distorting
competitive positions of the firms. These factors

2 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.
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are likely to contribute to increasing households’
labour income over a short-term period, affecting
positively consumption.

The NSI Labour Force Survey shows that in the
third quarter labour supply by households was
low (measured by quarterly changes in seasonally
adjusted data on labour force®). The increase in
the economic activity rate® throughout most of
the year was mainly driven by declines in work-
ing-age persons. Over the third quarter the mar-
ginal decline in the economic activity rate (sea-
sonally adjusted data) reflected, to a large extent,
the decrease in labour force in this quarter. The
number of discouraged persons continued to go
down in the third quarter of 2015.

The Labour Force Survey shows that in the third
quarter the seasonally adjusted unemployment
rate®’ continued to decrease, reaching 9 per
cent (8.3 per cent according to non-seasonally
adjusted data) and reflecting mainly the lower
number of longer-term unemployed persons (job-
less for more than a year). As a result, the share
of long-term unemployed came to 5.6 per cent
of labour force. The seasonally adjusted unem-
ployment rate®* calculated using the Employment
Agency data also contracted slightly in the third
and fourth quarters of 2015, reaching 10 per
cent in December (9.9 per cent according to
non-seasonally adjusted data).

Seasonally adjusted national account data show
that household consumption in the third quarter
rose by 0.7 per cent on a quarterly basis. Though
declining compared to the second quarter
according to seasonally adjusted data, retail trade
volumes increased again in the first two months
of the fourth quarter. Concurrently, the consumer
confidence indicator went up according to sea-
sonally adjusted data due to maintained better
expectations of households for the economic

% The labour force (currently economically active population)
comprises persons aged 15 and older who provide the sup-
ply of labour for the production of goods and services dur-
ing a specified time-reference period. 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.

% The unemployment rate is the ratio between the number
of unemployed and the labour force based on Labour Force
Survey data.

% The definition of the unemployment rate according to the
Employment Agency corresponds to that referred to in foot-
note 31, 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
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situation and their financial position, according to
the NSI Consumer Survey® conducted in Octo-
ber 2015. In the context of low oil prices, rising
labour income and improved consumer confi-
dence, it is expected household consumption to
recover further in the first half of 2016.

The household savings rate remained compara-
tively high in the third quarter of 2015. The NSI
household budget survey shows that the share
of savings in household disposable income
retained its comparatively high levels. The share
of households, which intend to increase their
savings in the following 12 months, remained
also high (according to the Consumer Survey of
October 2015). Net assets of households meas-
ured by their net position vis-a-vis the banking
system (BNB monetary statistics) continued to
increase over the third quarter.

In the first and second quarters of 2016 con-
sumer demand is projected to increase, the
household savings rate to remain high and
labour supply to be relatively low. The risks to
this projection are balanced and relate mainly to
factors which could affect consumer confidence,
as employment and labour income.

% Final results of the Consumer Survey represent balances
of opinions calculated as a difference between the relative
shares of positive and negative opinions on raised issues.
The composite consumer confidence indicator is calculated
as the arithmetic mean of expectation balances in the fol-
lowing 12 months for the development of: financial position
and savings of households, the overall economic situation
in the country and unemployment (the latter with the sign
reversed).

Retail Trade Turnover

(per cent, quarter-on-quarter; seasonally adjusted data at constant prices)
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-4.6

2.2

14
5.1

72
05

-3.6

Household Propensity to Save and Expectations

(per cent, seasonally adjusted data) (million BGN;
seasonally adjusted data)

15

0 ——

As of November 2014 KTB was excluded V'
as a reporting unit from monetary statistics. :

T T W T W T W

2011 2012 2013 2014 2015

Household net position vis-a-vis banking system*

(quarterly change, right scale)

Savings as a share of disposable income** (left scale)
—— Net borrowing/net lending as a share of disposable income** (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.

1500

-1500

-3000

Sources: NSI — Household Budget Survey, Consumer Survey; BNB.

2013 2014 2015

Oct.-

Il Il % I I % Il I Nov.
31 14 14 10 01 19 09 00 07 -11 07
36 39 02 08 07 09 08 -17 -13 08 -02
46 63 -34 -36 18 31 01 -H52 01 50 06
27 24 24 00 06 15 25 12 10 11 00
56 15 55 42 25 11 07 09 01 -21 33
53 43 17 12 00 18 39 07 16 32 00
17 46 12 12 04 03 01 00 08 25 -09
46 -54 08 13 09 68 -11 62 59 35 23
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Employment and Income Dynamics

2012

Il Il
(per cent, quarter-on-quarter; seasonally adjusted data)
Employment 06 -17 10
Nominal wage per employee* 16 21 23
Real wage per employee™ 05 21 16
Wage bill, nominal terms 09 16 23
Wage bill, real terms™* 02 16 16
(per cent, on corresponding quarter of previous year, non-seasonally adjusted data)
Employment 23 35 -19
Nominal wage per employee* 71 79 85
Real wage per employee™ 51 60 53
Wage bill, nominal terms 49 58 76
Wage bill, real terms™ 30 39 45

2013 2014 2015

02 -01 00 00 01 01 01 02 00 01 00 00
15 31 08 08 13 16 13 14 07 -06 06 02
14 30 12 12 17 23 17 17 13 -08 04 00
08 30 07 06 13 14 17 12 08 -01 08 06
06 29 10 10 17 20 20 15 14 03 05 05

23 -7 07 01 -07 03 03 07 01 08 02 02
82 123 86 62 66 35 43 73 73 13 09 -01
53 99 74 69 77 54 61 85 92 31 1.5 09
55 97 80 53 56 29 45 72 69 21 14 13
26 74 69 60 67 48 63 85 88 39 20 22

* The wage is calculated according to NSI data (SNA), with social security contributions paid by the employer deducted from the compensation per

employee. The difference is divided by the number of employees.
**Data deflated by HICP.
Sources: NSI — SNA, BNB calculations, Eurostat.

Fiscal Policy Effects on the Economy

As of end-November consolidated fiscal pro-
gramme balance was negative at BGN 406.4
million, with budget deficit projected to rise

to BGN 2287.0 million (2.6 per cent of GDP),
according to MF preliminary forecasts. The con-
centration of 23.4 per cent of annual expenditure
in the last two months of the year (of which

14.7 per cent in December only) was the major
factor for the reversal of the trend of accumu-
lating budget surpluses in the first ten months
of 2015. At the same time, the reported deficit
in December was below the projection under
both the initial and updated budget framework
(approved by the National Assembly at the end
of 2015)* with an improvement of 1.1 percent-
age points of GDP being recorded against 2014,

In 2015 higher government investment was the

major fiscal policy transmission channel for the

economic growth. The government consumption
contribution to GDP growth was negative for the
first nine months.

Despite slower rates of growth in indirect taxes
and grants at the end of 2015, revenue under

% n the Transitional and Final Provisions of the Republic of
Bulgaria 2016 State Budget Law published on 8 December
2015, the government budget for 2015 was also updated,
with the new estimates in justification to the Law showing a
CFP deficit of 3.3 per cent of GDP.

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

(per cent; percentage points)
22

2011 2012 2013

2014 2015

Total growth

mmm  Non-tax revenue
Tax revenue
Grants

Sources: MF, BNB calculations.
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these items surpassed estimates in the updated
projections, with overperformance of total rev-
enue reaching 1.9 per cent in 2015 (MF prelimi-
nary data). Measures to enhance tax collection
and growth in compensation of employees,
gross operating surplus and private consumption
contributed to the substantial increase in all cat-
egories of tax revenue, with indirect taxes and
social security contributions adding most signifi-
cantly to the total revenue growth.

Strong developments in the revenue side of the
budget helped boost the national co-financing to
implement to the widest extent possible all pro-
jects under the 2007-2013 financial framework,
as 2015 was the last possible year for their
implementation. This led to accelerating growth
in capital expenditure throughout the whole year
and their increased contribution to total invest-
ment growth, particularly in the second half of
2015.

Social payments increased their growth rate
over the second half as a result of the pension
indexation by 1.9 per cent since 1 July. Subsidy
expenditure fell by 0.4 per cent between Janu-
ary and November.

The steady downward trend in operating costs
over the first eleven months was the main factor
driving declines in real government consumption
over the third quarter. Between July and Septem-
ber year-on-year compensation of employees
also decreased, thereby amplifying the negative
contribution of government consumption to GDP
growth (-0.2 percentage points). Despite the par-
tial progress in optimising wage expenses in the
public sector over 2015, several one-off factors
pushing up these expenses called for an update
in annual compensation estimates in December
2015. Higher payments on wages at the end of
the year are likely to prompt positive growth in
government consumption in the last quarter.

Budget revenue performance in the first two
quarters of 2016 will reflect the increased tobac-
co and fuel excise duties and higher minimum
insurance thresholds and minimum wage (see
the box Basic Parameters of the 2016 Law on
the State Budget of the Republic of Bulgaria and
of the Updated Medium-term Budget Forecast
for the 2016-2018 Period). It is likely that higher
cash VAT receipts will be observed in early 2016

Contribution of Major Tax Groups to Tax Revenue
Growth, Cumulatively

(on an Annual Basis)

(per cent; percentage points)

22

2011 ‘ 2012 ‘ 2013 2014 ‘ 2015

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

B Other indirect taxes

Sources: MF, BNB calculations.

Contribution of Major Groups of Expenditure to Total
Expenditure Growth, Cumulatively

(on an Annual Basis)

(per cent; percentage points)

14

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.
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as a result of higher end-year expenditure. At
the same time, significant grant payments may
be expected to reimburse expenses made after
31 October 2015 under EU-funded programmes.

Public investment is expected to contribute most
strongly to the slowdown in economic activity
over the first half of 2016. MF estimates of Octo-
ber 2015 show that public investment in 2016
will be lower than the levels attained in 2015.

In performing 2016 State Budget Law param-
eters, in the first half year current government
expenditure is expected to post a slight positive
contribution to GDP growth mainly in terms of
projected low growth of government consumption
and, to a lesser degree, social payments sup-
porting disposable income.

Contribution of Government Consumption
Components to Real GDP Growth

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

Revenue, Expenditure and Budget Balance on the Consolidated Fiscal Programme for 2014-2015

2014
Consolidated Fiscal Programme ﬁj)gggﬁ%ejr
million o2
BGN
Total revenue and grants 29409 15
Tax revenue 23028 29
Corporate tax 1679 8.1
Personal income tax 2597 106
Value added tax 7264 14
Excise 4039 -04
Customs duties 153 48
Social and health insurance contributions 6449 6.4
Other taxes 847 08
Non-tax revenue 3460 -12.4
Grants 2921 100
Total expenditure
(incl. the contribution to EU budget) 32482 6.8
Wages and social security contributions 6020 34
Operating expenditure 4725 0.6
Interest 580 -15.8
Social security, assistance and social care 13709 75
Subsidies 1551 95
Capital expenditure and state reserve growth 4942 20.2
Contribution to EU budget 955 22
difference®
million BGN  (million
BGN)
Budget balance, on a cash basis -30729 -1632.0

Note: The difference between the sum of individual components and total sum is due to rounding.
' Based on monthly reports on the implementation of budget 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: BNB.
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2015 2014 2015
| I M January - January -
November November
million o2 million o2 million o2 million o2 million o2
BGN ° BGN ° BGN ° BGN ? BGN °
7795 185 163031 15.1 7859 64 26738 16 29076 87
5937 142 122860 9.9 6282 6.6 21023 37 22510 71
464 24 10085 6.3 230 50 1343 54 1449 79
621 -02 13492 44 671 40 2376 1.7 2493 49
1969 218 39463 132 2136 53 6850 15 7199 51
950 111 2006.7 94 1326 151 3720 06 4125 109
39 125 754 76 38 94 139 27 144 31
1625 164 33518 104 1729 52 5794 53 6268 8.2
269 217 548.1 7.6 152 -75 801 17 832 4.0
1080 258 20189 107 832 48 3204 -12.0 3423 68
778 503 19982 713 744 20.8 2511 46 3143 252
7539 12 15413.0 1.6 8116 3.1 28339 54 29 483 4.0
1415 14 29344 16 1460 -0.8 5415 33 5462 0.9
1005 -1 20351 -59 959 6.3 3941 19 3698 6.2
263 318 3096 29.0 321 184 534 -20.7 656 229
3388 04 68919 23 3472 25 12393 70 12639 20
401 219 7790 -7.0 288 -12 1294 56 1289 04
765  -26 19577 127 1498 166 3951 19.2 4803 215
302 -134 5053 -10.0 19 -14.1 810 -28 936 155
difference® difference’ difference® difference® difference’
milionBGN ~ (million ~ million BGN  (million ~ million BGN  (million  million BGN ~ (million  million BGN  (million
BGN) BGN) BGN) BGN) BGN)
2559  1130.6 8900 18856 -257.0 2256 -1600.7 -1028.7  -406.4 11943




Basic Parameters of the 2016 Law on the State Budget of
the Republic of Bulgaria and of the Updated Medium-term Budget Forecast
for the 2016—2018 Period

According to the State Budget Law for 2016 and latest government‘'s medium-term budget forecast of October
2015, the target for cash deficit of the consolidated fiscal programme for 2016 is BGN 1800 million (2.0 per cent
of GDP projection). Budget balance is projected to improve on account of both higher total revenue and grants as
a share of GDP (from 36.8 to 37.4 per cent) and lower total expenditure as a share of GDP (from 40.2 to 39.4 per
cent).

As regards budget revenue, growth in tax and non-tax revenue (by 5.1 and 23.8 per cent compared to the
expected outcome for 2015) is expected to entirely compensate declines in grants (by 23.0 per cent vis-a-vis 2015).
The increase in minimum insurance thresholds across major economic activity and occupational groups (by 8.6 per
cent on average) and in minimum wage is projected to have a positive effect on tax revenue performance.1 Higher
excise duties on cigarettes and fuels are anticipated to exert a positive, though comparatively limited, effects on
indirect tax revenue growth. The increase in excise duties and in road fees (since 1 January 2016) will directly affect
the inflation rate throughout the year. Similar to the 2015 budget framework, planned tax in 2016 involve positive
budget effects of applying measures to improve tax collection and counteract the shadow sector and tax evasion.

The planned strong growth of non-tax revenue results mainly from projected one-off receipts of Sofia airport con-
cession and, to a lesser extent, from increased road fees and non-financial asset sales. Estimated long-term budget
projections of declining grants revenue in 2016 may be explained by the finalisation of the projects in 2015 under
the 2007-2013 financial framework and still early stage of implementation of projects on operational EU programmes
for the new funding period 2014-2020.

In 2016 projected declines in total expenditure (including the EU budget contribution) as a share of GDP is driven
by lower capital expenditure given the expected absorption rate of EU funds. Other factors are the projected con-
solidation of current operating expenditure and lack of allocated reserves for structural reform and/or additional fis-
cal measures as compared to the amended budgetary framework for 2015.

In 2016 social payments would have the largest contribution to current non-interest expenditure growth, driven
primarily by the projected increase in pension expenditure as a result of the 2.5 per cent indexation from 1 July
according to the Swiss rule, as well as the increase in minimum pensions for retirement and for old age. As pointed
out in the Motives to the State Social Security draft budget law for 2016, the estimated effect of these measures on
pension expenditure would be BGN 120 million. In addition, it will be influenced by the expected higher number of
pensioners in 2016, given the more gradual rise in the retirement age (by two instead of four months) and the pos-
sibility of early retirement since 2016 (up to 12 months), with the effect on the expenditure side of the budget esti-
mated at BGN 64.5 million. Health insurance payments and wage expenses are also likely to increase moderately.3

Under the updated medium-term budget forecast for the 2016-2018 period, in 2017 and 2018 budget deficit is
projected to decrease as a share of GDP (by 0.6 and 0.4 percentage points respectively), with the budget balance
likely to improve largely through reductions in total expenditure. The ratio of government debt to GDP is projected to
increase from 27.2 per cent in November 2015 to 28.9 per cent in 2018.

The budgetary framework for 2016 and projected fiscal consolidation in the medium-term budget forecast show
government's intention to adhere to the limitations set in the Stability and Growth Pact. Fiscal consolidation, in its
turn, will limit the growth in the government debt. The projected concentration of higher consolidation efforts in 2016
is a positive step, given the existing uncertainty surrounding external environment developments.

Risks to the 2016 State Budget Law implementation stem from a possible materialisation of a more unfavour-
able revenue scenario compared to the MF forecast, including in the case of continuous declines in oil and energy
prices in international markets. Calculations presented in the research topic Economic and Financial Effects of Qil
Price Declines, Economic Review, 4/2014, illustrate that the expected net budget effect of decreased oil prices
is negative, with the expected VAT revenue decline exceeding both savings in the budget expenditure side and
higher fuel excise and other tax that could be associated with revenue stimulating effect of lower energy prices on
economic activity. Risks could arise in case of underperforming expected revenue from Sofia airport concession
and a deviation from projected levels of current non-interest expenditure for the year. In this respect, a conservative
approach is required, with no budget expenses made in full amount until the final confirmation of one-off non-tax
revenue proceeds. In the medium term, risks to the budgetary framework could stem from slowly progressing struc-
tural reforms in the energy and transport sectors.

' Minimum wage was set at BGN 360 since 1 January 2015, BGN 380 since 1 July 2015 and BGN 420 since 1 January 2016.

2 According to the updated medium-term budget forecast for the 2016-2018 period, the changed EC funding approach on pre-financing and
annual clearance of accounts under operation at EU programmes would contribute to EU grants’ decline.

3 National Health Insurance Fund's budget law for 2016 provides for a BGN 210 million rise in pharmaceutical expenditure, with concomitant lower
expenses on other activities, with net effect on boosting total health insurance payments by BGN 129 million.
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Behaviour of Firms and Competitiveness

In the third quarter of 2015 real value added for
the total economy slightly moderated to 0.2 per
cent on a quarterly basis from 0.3 per cent in
the previous quarter. All economic sectors con-
tributed positively to value added growth.

Gross value added growth in industry moder-
ated in the third quarter of 2015 to 0.6 per cent
(against 1.4 per cent in the second quarter). The
industrial turnover indicator of the NSI short-term
statistics reported a decline for the same period
on a quarterly basis both in the domestic and
external market.

In construction value added increased by

0.2 per cent on a quarterly basis in the third
quarter of 2015. Positive developments in the
sector were also supported by data on the con-
struction production index (at constant prices),
showing an increase in civil construction and a
slower decline in building construction. A slight
increase in the number of new dwellings permits
issued occurred.

Services value added continued to increase

in the third quarter of 2015, with general
government,® trade, transport, hotels and
restaurants,® and professional activities and sci-
entific research®” sub-sectors contributing posi-
tively to growth over the review period.

Data available on turnovers in industry, con-
struction and trade for the October-November
2015 period from the NSI short-term business
statistics indicate value added growth in the
fourth quarter. The increase in the average
nominal industrial turnover average for the Octo-
ber—-November 2015 period on a quarterly basis
was entirely due to the real component of sales
on the external market, while the decline in the
real component of sales on the domestic market
continued to moderate. Retail trade volumes (at
constant prices) went up compared with the
third quarter of 2015. The construction produc-

% Public administration and defence; compulsory social secu-
rity; education; human health and social work activities sub-
sector by A10 breakdown of economic activities.

% Wholesale and retail trade; repair of motor vehicles and
motorcycles; transportation and storage; accommodation and
food service activities sub-sector by A10 breakdown of eco-
nomic activities.

57 professional, scientific and technical activities; administra-
tive and support service activities sub-sector by A10 break-
down of economic activities.

Value Added Growth and Contribution by Sector

(per cent, percentage points, quarter-on-quarter, seasonally adjusted
data)
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—— Total for the economy
B Industry
= 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.

Industrial Turnover Dynamics

(per cent, percentage points, quarter-on-quarter, seasonally adjusted
data)
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—— Industrial turnover at current prices
Real component (external market)
Real component (domestic market)
Price component (domestic market)
Price component (external market)

Sources: NSI, BNB calculations.
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tion index remained close to its previous levels.
These developments suggest a further recovery
of domestic demand in the fourth quarter.

Firms’ expectations and sentiment measured

by the business climate indicator retained their
upward trend since the last quarter of 2014 in
the fourth quarter of 2015. Expectations of the
future economic activity for the total economy
continued their gradual increase in the October—
December 2015 period. Over the same period
the increased expectations for the number of
personnel in following three months, more clearly
pronounced in the sectors of industry and trade,
and the higher staff shortage was sustained.
These developments give positive signs that
employment will continue recovering gradually.

According to national account data, in the third
quarter of 2015 investment in fixed capital went
up by 0.1 per cent in real terms on a quarterly
basis. This growth was mainly attributable to the
capital expenditure on the consolidated fiscal
programme, while according to BNB calculations
(based on national account data and quarterly
general government non-financial accounts
published by the NSI) private investments went
down.

Despite the divergent quarterly dynamics since
early 2015 the gross operating surplus remained
close to the 2014’s level. In the third quarter of
2015, the indicator decreased again both on

a quarterly and annual basis with trade and
industry sub-sectors having the main negative
contribution.

In the third quarter of 2015 employment in the
total economy almost matched the levels of the
previous two quarters, while in most economic
sectors the indicators posted an increase.
Employment went down only in the agricultural
sector. Given the economic activity recovery
and higher economic indicators reflecting the
expectations of enterprises about the number of
personnel, employment is expected to continue
gradually recovering in the first half of 2016.

As a result of stabilised employment and higher
gross value added, labour productivity contin-
ued to grow on a quarterly basis in the July-
September 2015 period at rates similar to those
reported since early 2014. Labour productivity
posted an increase in most sectors, while the
decline in construction was discontinued.

Construction Production Dynamics and New Buildings
Permits Issued

(number of buildings;
seasonally adjusted data)

(2010 = 100;
seasonally adjusted data)
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Sources: NSI, BNB calculations.

Expectations about Future Economic Activity
(balance of opinions, per cent; seasonally adjusted data)
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The growth rate of nominal compensation per
employee slowed down both on a quarterly
basis in the third quarter of 2015 and on an
annual basis. This reflected lower wages in most
services sub-sectors, while in agriculture, con-
struction and trade they continued to increase.

Given the stronger labour productivity growth
compared with that in compensation per
employee, nominal unit labour costs in the total
economy posted a slight decrease in the third
quarter of 2015 against the previous quarter
and on an annual basis. This indicator increased
in real terms on a quarterly basis both in most
economic sectors and in the total economy.

As a result of the sustained high capacity
utilisation in 2015 the capital and total factor
productivity continued its positive contribution
to real GDP growth as production factors in the
third quarter. Almost zero contribution of labour
reflects mainly the weak employment dynamics.

The recovery of economic activity and improve-
ments in firms’ sentiment and expectations in
the context of sustained high capacity utilisation
amid low oil prices, are expected to contribute
to a longer real growth trend. However, the
uncertain economic environment still remains an
important factor limiting the investment activ-

ity of firms. As a result private investments are
expected to remain weak in the first and second
quarters of 2016.

Labour Productivity Developments
(Value Added per Employee)

(per cent, quarter-on-quarter; seasonally adjusted data)
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Contribution to Changes in the Number of Employed
by Economic Sector

(per cent, percentage points, quarter-on-quarter, seasonally adjusted
data)
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Unit Labour Costs
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Industrial Production Index and Production Capacity
Utilisation in Industry
(per cent)
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Note: Data on industrial production index for the fourth quarter of
2015 is an average for the October to November period.
Sources: NSI, BNB calculations.

Gross Value Added Growth

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

Agriculture, forestry, hunting and fishing 2.1
Mining and quarrying, manufacturing, production and distribution of

electricity, gas and water 0.6
Construction -1.2
Trade, repair of motor vehicles and motorcycles, transport, storage and

mail services, hotels and restaurants 16
Creation and dissemination of information

and author products; telecommunications 2.1
Financial and insurance activities 2.6
Real estate activities -0.6
Professional activities and scientific research;

administrative and ancillary activities 2.9
Public administration, education,

human health and social work activities 19
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 1.2
Gross value added, total for the economy -0.5

Source: NSI.

Exports and Imports of Goods and Services

Over the January to October 2015 period nomi-
nal exports of goods picked up by 5.9 per cent
on an annual basis, while nominal imports of
goods by 1.1 per cent.*® According to non-sea-
sonally adjusted GDP data real annual growth
in exports of goods came to 9.7 per cent in the
first three quarters of 2015, while real imports
of goods increased by 5.1 per cent. Cross-
checking the changes in exports and imports of
goods in nominal and real terms showed that
the dynamics in global prices limited nominal

% Foreign trade data.

(2010 = 100; seasonally adjusted data)
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to GDP Growth
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Net Exports of Commodity Groups by Use,
January—October 2015
Exports Imports
Balance Change*
c : o ~  Growth™,  growth*,
million EUR  million EUR per cent oer cent
Consumer goods 5243 -38.0 6.5 8.2
Raw materials -169.5 -190.7 58 8.3
Investment goods -1374.0 382.2 15.7 3.3
Energy resources -1313.4 698.5 9.2 -20.8
Other imports -70.9 33 22.5 29
Total -2403.6 855.3 5.9 1.1

* Balance change on the corresponding period of previous year.
** Exports/imports growth for the period on an annual basis.

Source: BNB.
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growth of international trade flows in the first
nine months of 2015.

The dynamics of nominal exports and imports
of goods by quarter was divergent: exports and
imports went up in the first half of the year,
while in the third quarter they decreased on an
annual basis. This decline was due to deflation-
ary trends in international prices, while total
exported and imported physical volumes posted
an increase. Exports of energy products® to
non-EU countries contributed most significantly
to the decline in nominal exports of goods in the
third quarter of 2015. Exports of iron, steel and
copper had the largest negative contribution.
Nominal imports of goods in the third quarter

of 2015 was adversely affected by imports of
energy resources and investment goods.

In the first half of 2016 real exports and imports
of goods are expected to further grow against
the first half of 2015, with faster growth of
exports compared with imports being sustained.
The dynamics of real exports will comply with
the expectations for an increase in external
demand, while real imports of goods will reflect
the projected increase in consumption and pri-
vate investments in Bulgaria. Falling international
prices of major commodity groups will continue
to subdue the dynamics of exports and imports
in nominal terms. Favourable terms of trade are
expected to be sustained. As a result growth of
nominal exports is anticipated to outstrip that of
imports, decreasing the trade balance deficit as
a percentage of GDP.

According to the balance of payments data for
the January—-November 2015 period exports and
imports of services rose on the correspond-

ing period of 2014. The national account data
for the first nine months of 2015 suggest that
this reflects both higher physical volumes and
increased prices of exports and imports of
services.

In the first half of 2016 real exports of services
is expected to decrease against the first half-
year of 2015 as a result of lower income under
the Travel sub-item due to a slowdown in the
economic activity of trading partners important
for Bulgaria’s tourist sector. On the other hand,
real imports of services are expected to increase

% In this chapter it should read mineral products and fuels
group under the Combined Nomenclature.
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on an annual basis in line with the increasing
domestic demand.

Between January and October 2015 exports

of goods to EU Member States increased by
9.0 per cent on an annual basis in line with the
improvement of EU economic activity. Exports

to Germany, ltaly and Belgium contributed most
markedly to this growth. Exports of machines™®
and chemical products*' contributed most signifi-
cantly to the dynamics of exports to EU Member
States by commodity group. Between January
and October 2015 exports to non-EU countries
rose by 0.8 per cent on an annual basis, with
the strongest growth observed in exports to the
USA. Growth in exports to non-EU countries was
limited due mainly to lower exports of petroleum
products as a result of low international prices.
The share of exports to EU Member States
increased at the expense of that to non-EU
countries.

In the January—October 2015 period nominal
exports of all commodity groups under the Com-
bined Nomenclature posted an increase on an
annual basis, with the exception of petroleum
products, with exports of machines and chemi-
cal products having the most significant positive
contribution.

Between January and October 2015 exports

of machines increased on an annual basis,
reflecting both increased exported volumes
and higher prices.42 A significant increase in
nominal exports of the group was observed to
non-EU countries and to a lesser extent to EU
countries. Exports of machines are expected to
continue growing in the first half of 2016 driven
by strengthening external demand and the high
share of the group in total Bulgaria’'s exports.

Between January and October 2015 nominal
exports of energy products posted a decrease
on an annual basis due to lower international
prices of petroleum products. Concurrently, over
the review period exported physical volumes

“91n this chapter it should read the machines, vehicles,
appliances, instruments and weapons group under the Com-
bined Nomenclature.

“T'In this chapter it should read mineral products and fuels
group under the Combined Nomenclature.

“2The quarterly export deflators for the machines, equipment
and vehicles group under the Standard International Trade
Classification (SITC) were used to estimate the price effect in
the first nine months of 2015.
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Exports by Commodity Group, January—October 2015

« « Contribu-
Million (imgﬁ G'(Ogg‘ tion**
EUR EUR) e (percgntage
points)

Wood products, paper, ceram-
ics and glass 1018.6 749 7.9 0.4
Machines, vehicles, appliances,
instruments and weapons 4656.5 684.2 17.2 3.7
Mineral products and fuels 26696 -199.3 -6.9 -11
Base metals and related
products 3146.4 54.2 1.8 0.3
Animal and vegetable products,
foods, drinks and tobacco 30827 116.2 3.9 0.6
Textiles, leather, clothing,
footwear and other consumer
goods 2546.2 73.4 3.0 0.4
Chemical products, plastics
and rubber 23578 288.1 13.9 16
Total exports 194776 1091.7 5.9

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

Source: BNB.
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rose compared with the January—October 2014
period.” In the first half of 2016 the downward
dynamics of international prices of petroleum
products are expected to continue limiting nomi-
nal exports of the group.

Exports of base metals™ went up on an annual
basis between January and October 2015,
reflecting both price increases and exported
physical volumes™®. By geographical breakdown
increased exports of metals was attributable to
exports to EU Member States. Over the review
period exports of copper contributed most sig-
nificantly to growth of the group, while exports
of iron and steel reported a decline. In the first
and second quarters of 2016 nominal exports of
metals are projected to further increase driven
by growth in exported physical volumes. Con-
currently, nominal growth will be limited by the
expected decline (on an annual basis) in inter-
national metal prices in euro.

Between January and October 2015 exports of
animal and plant products46 increased both to
EU countries and the rest of the world on an
annual basis. The increase of exports in the
group was due to higher exported volumes,
while falling international prices of goods in
this group had a dampening effect.” Over the
projection horizon nominal exports of the group
is expected to retain its upward trend driven by
higher external demand, while growth will be
held back by the expected decline in interna-
tional food prices.

Between January and October 2015 exports of
chemical products48 rose markedly on an annual
basis, with exports of fertilisers and plastic

3 According to the Balance of Payments, November 2015,
p. 52, and using the quarterly export deflators of the mineral
fuels, oils and related products group under the SITC in the
first nine months of 2015.

“1n this chapter it should read the base metals and their
products group under the Combined Nomenclature.

“* According to the Balance of Payments of Bulgaria, Novem-
ber 2015, p. 52, for the non-ferrous metals sub-group using
the quarterly export deflators for the precious metals and
other non-ferrous metals group under SITC in the first nine
months of 2015.

“81n this chapter it should read the animal and plant prod-
ucts, food, drinks sand tobacco group under the Combined
Nomenclature.

“"The quarterly export deflators for the cereals and mill
products subgroups under the SITC were used to estimate
the price effect in the first nine months of 2015.

“® The chemical products, plastics and rubber group under
the Combined Nomenclature.
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products contributing most substantially to this
growth. Both higher prices and larger physical
volumes contributed positively to the group.*
Exports of chemical products to EU Member
States exhibited stronger growth. In the first and
second quarters of 2016 exports in the group
are expected to continue growing on an annual
basis at rates close to reported ones due to
higher external demand.

According to balance of payments data,
between January and November 2015 exports
of services rose by 1.0 per cent year on year
despite the reported decrease in transport and
travel sub-groups. Over the review period earn-
ings from tourism decreased by 3.8 per cent
on an annual basis, with NSI data reporting a
fall of nearly 6.7 per cent in foreigners travel-
ling for tourism in Bulgaria compared with the
corresponding period of 2014. The decline was
mainly due to a smaller number of visits from
Romania, Russia and Greece.

Between January and October 2015 nominal
imports (CIF) of goods posted an increase of
1.1 per cent on the corresponding period of
2014. Based on a comparison between real and
nominal annual growth in imports of goods for
the first nine months of 2015, non-seasonally
adjusted GDP data show that this growth was
attributable to the increase in imported physi-
cal volumes. Raw materials contributed most
markedly to nominal growth of imports of goods
by use, with their growth matching the annual
increase in industrial output.

Between January and October 2015 imports of
goods from EU Member States increased by
5.8 per cent year on year, with imports from
Germany having the largest positive contribu-
tion. On the other hand, imports from non-EU
countries over the review period went down by
3.6 per cent against the corresponding period
of 2014 reflecting mainly the negative contribu-
tion of imports from Russia. Between January
and October 2015 the share of imports from EU
Member States went up to 52.4 per cent.

Nominal imports of energy resources went down
on an annual basis between January and Octo-
ber 2015. Lower nominal imports of the group

“The quarterly export deflators for the chemicals and chem-
ical products group under SITC were used to estimate the
price effect in the first nine months of 2015.
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Imports of Commodity Groups by Use,
January—October 2015

Change*  Growth™ Contribution

millon EUR ilion EUR) ~ (per cent) (peggfnqgge
Consumer goods 45724 3471 8.2 16
Raw materials 8197.7 631.3 8.3 29
Investment goods 54875 177.2 33 08
Energy resources 3518.1 -922.3 -20.8 -4.3
Other imports 105.5 3.0 29 0.0

Imports, total (cif) 21881.2 236.4 1.1

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

Source: BNB.
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was due to falling international prices of energy
resources,”® while physical volumes increased
on the corresponding period of 2014. In the first
half of 2016 nominal imports of energy products
are expected to be further limited by the pro-
jected decline in petroleum prices both in US
dollars and in euro.

Between January and October 2015 imports of
the raw materials group posted the most signifi-
cant increase on an annual basis in total imports
by use. The assessment of price changes sug-
gests that this growth was due to higher import-
ed volumes, while decreasing international prices
of most goods limited imports of the group.51

In the first two quarters of 2016 imports of raw
materials are anticipated to further increase
driven by higher private investment and exports
of goods for production of which imported raw
materials are used.

Imports of consumer goods were also essentially
important for growth in total nominal imports.
Despite the weak annual growth of consumer
demand nominal imports of the group posted

a year-on-year increase between January and
October 2015. Food, drinks and tobacco, and
pharmaceuticals and cosmetics sub-groups had
the largest contribution to growth. Over the pro-
jected horizon, the group’s nominal imports are
expected to continue increasing at steady rates
driven by the anticipated increase in private
consumption.

Between January and October 2015 nominal
imports of investment goods grew on an annual
basis. This increase reflected both the higher
imported physical volumes and the year-on-year
price rise.”® Imports of the group are projected
to retain their growth rates in the first half of
2016 in line with the recovery in the annual rate
of growth in private investment.

0 According to the Balance of Payments, November 2015,
p. 52, and using the quarterly import deflators of the mineral
fuels, oils and related products group under the SITC in the
first nine months of 2015.

" 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 were used to
estimate the price effect in the first nine months of 2015.

2 The quarterly import deflators for the machines, equipment
and vehicles group under SITC were used to estimate the
price effect in the first nine months of 2015.
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According to balance of payments data,
between January and November 2015 imports
of services went up by 1.9 per cent year on
year. Imports of other business services posted
the strongest growth. Travelling expenditure of
Bulgarian residents exhibited a year-on-year
increase over the review period. According to
NS| data, over the review period Bulgarians’
visits abroad increased on an annual basis, with
the most significant increase in the number of
visits to Greece and Turkey.
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4. Inflation

Annual inflation was negative in 2015 and amounted to -0.9 per cent at the end of the year. This reflected
mainly declining international oil prices which contributed to the significant drop in transport fuel prices and
in some administratively controlled prices affected indirectly by fuel prices. The economic environment in
Bulgaria did not exert essential upward pressure on end-user prices due to the weak increase in domestic
demand and lower production costs of firms related to price falls in intermediate consumption goods and

lower nominal unit labour costs.

In the first half of 2016 inflation is expected to remain negative but tending to gradually decrease its rate
of decline. It will be driven mostly by the projected slower declines in energy product prices and price rises
reflecting higher road fees and tobacco excise taxes since early 2016.

The deflationary effect of the external environ-
ment, reflecting the downward dynamics of
international prices of goods and commodities,
was the main factor influencing the annual infla-
tion in 2015. By the end of 2015 the annual
inflation was -0.9 per cent (against -2.0 per cent
in December 2014).%® Prices of goods imported
in Bulgaria retained the trend which started in
early 2013 toward a year-on-year decline thus
prompting a decrease in total domestic producer
price index and end-use consumer prices.”* The
depreciation of the euro against the US dollar by
16.5 per cent on average in 2015 partly counter-
acted the downward trends in prices of imported
goods.”

In 2015 inflation in energy products was strongly
negative which corresponded to the reported
decline of 36.3 per cent on average in interna-
tional oil prices for the review period (in terms of
US dollars the decline in petroleum prices was
47 1 per cent). As of December transport® fuel

% The analysis in this section employs NSI data on HICP.

% Based on import data under the Standard International
Trade Classification (SITC) a stronger year-on-year decline

in the first nine months of 2015 was reported in the groups
of food and live animals and mineral fuels, oils and related
products and a lower decline in the groups of chemicals and
chemical products and manufactured goods classified chiefly
by materials.

% For more information see the research topic entitled Poten-

tial Effects of the USD/EUR Exchange Rate Change on the
Bulgarian economy, Economic Review, 2/2015.

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

Annual Inflation and Contribution of Major Commodity
and Services Groups to It
(per cent; percentage points)

2011 ! 2012 ! 2013 ! 2014 ! 2015
—— Inflation
Goods and services with administratively controlled prices
and tobacco products
Energy products
Services
Foods
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 el-
ementary aggregates level in the consumer basket.

Sources: NSI, BNB calculations.
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prices decreased by 10.5 per cent on an annual
basis and had the largest negative contribution
to overall inflation (-0.81 percentage points). The
decline in services related to heating and gas
supply which are indirectly affected by petroleum
prices, added to the negative contribution to
inflation in the group of goods and services with
administratively controlled prices.

In 2012 the overall producer price index on

the domestic market to a large extent followed
the pattern of international price dynamics. The
index posted a further year-on-year decrease
and accounted for -3.8 per cent in November
2015 (against 0.9 per cent at the end of 2014).
Prices in the manufacturing subsector had a
significant negative contribution to the change
in total producer price index which was due
mostly to lower prices in production of refined oil
products.”” The subsector related to production
of electricity and heating58 also had a nega-
tive contribution to the annual rate of change in
producer prices as of November 2015, consist-
ent with the price fall of imported natural gas
recorded in 2015.%°

Concurrently, producer prices on the domestic
market related to production of consumer non-
durables started to gradually increase since
mid-2015 driven by higher prices of food® and
partly clothes. In December 2015 the inflation

in the group of food accounted for 0.9 per

cent (-0.7 per cent at the end of 2014), reflect-
ing the hikes in processed and unprocessed
food prices. Processed food prices contributed
positively to overall inflation since the second
quarter of 2015, reflecting the upward dynamics
of producer prices in the group. By December
2015 the sugars and sugar confectionary®’ and
animal and vegetable fats and oils groups had
the largest positive contribution to inflation. This
was attributable to the higher wholesale sugar
price by 17 per cent on average in 2015 and
increased import prices of animal and vegetable
fats and oils in the first nine months of the year.

5" Production of coke and refined petroleum products.
%8 Production and distribution of electricity, heating and gas.

* The administratively reduced price of electricity for non-
household customers from 1 November 2015 contributed
to lower prices in this group. For more Information see the
EWRC press release:
http://www.dker.bg/newsbg.php?n=2694.

9 NSI data on agricultural accounts (first estimate)
o Sugar, jams, honey, chocolate and confectionery.
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As of December 2015 unprocessed food prices
slightly increased on an annual basis which
reflected the positive contribution of fruits and
vegetables groups. The ongoing price decline in
the meat and meat products group since mid-
2014 driven by the fall in import prices and pro-
ducer prices in agriculture was a drag on price
increases of unprocessed food.

Producer prices of durable goods on the domes-
tic market reported low positive year-on-year
growth in 2015, but did not affect final prices of
non-food goods which exhibited negative infla-
tion reaching -1.4 per cent in December (against
-2.2 per cent at the end of 2014). In the group
of durable goods since early 2014 the annual
rate of decline in automobile prices remained
relatively high, while television and computer
equipment, furniture and furnishings reported a
relatively lower depreciation.

Lower producer prices of energy products in
2015 and lower producer prices of intermediate
goods in the second half of the year,%® which
form a significant portion of firms’ production
costs, signal that downward dynamics of inter-
national petroleum and commodity prices will
remain a factor for a decline and/or stabilisation
of end-use consumer prices in the following
months. Labour cost policies of firms impacted
consumer price dynamics. According to national
accounts data unit labour costs in the total
economy went down by -1.4 per cent in nominal
terms in the first nine months of the year, which
was also a prerequisite for a stabilisation and/or
decline in end-use consumer prices.

Core inflation was negative in 2015, with the
decline tending to discontinue at the end of
the year. As of December 2015 the deflation in
the main components of the HIPC index slowed
down to 0.3 per cent compared with 1.6 per
cent at the end of 2014. The price dynamics
both in the group of non-food goods and that
of services contributed to the lower negative
core inflation. In the second half of 2015 the
downward trend in services prices, which had
started in early 2014, was reversed. In Decem-
ber 2015 inflation in the services group (exclud-
ing administratively controlled prices) accounted

2 These are intermediate consumption goods, energy prod-
ucts, investment products, durable consumer goods and
non-durable consumer goods.
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for 0.5 per (against -1.2 per cent by end-2014).
This reflected mainly exhausted base effects

of one-off price declines in 2014 of medical,
dental® and telecommunication services,* and
the appreciation of catering and services related
to package holidays, accommodation, cultural
recreation services and accommodation. By the
end of 2015 telecommunication services reported
a slight year-on-year decrease consistent with
the long-term downward trend in prices of this
group. Since April 2015 transport services have
contributed negatively to overall inflation, reflect-
ing mainly lower prices in air transport, while
the indirect effects of lower fuel prices on other
types of transport remained limited.

In the first nine months of 2015 inflation in
administratively controlled prices remained posi-
tive and then it became negative amounting to
-0.7 per cent in December on an annual basis.
The exhausted effect of the increase in regu-
lated price of electricity for households by 10.1
per cent as of October 2014 contributed to this
effect. Concurrently, in 2015 the price of the
natural gas sold by Bulgargas was decreased in
four consecutive quarters by a total of 31.2 per
cent, which reflected lower prices of fuels
alternative to natural gas on international mar-
kets. This was a reason for EWRC to decrease
regulated prices of heating and natural gas in
April, July and October 2015. As a result, these
groups had a negative contribution to overall
price dynamics at the end of the year. Medicines
prices® also exhibited a downward trend since
the year start.

As of December 2015 the diffusion index, show-
ing the share of groups of goods and services
with declining prices on an annual basis, slightly
went down to 35.5 per cent against 40.9 per
cent at the end of 2014. In administratively
controlled prices the sub-groups with declining
prices increased, which reflected indirect effects
of lower energy prices. This is a prerequisite for
the diffusion index to remain at a relatively high
level in the following months. In 2015 the num-

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

% As of July 2014 the price caps for data downloads in all
EU Member States were cut.

® Medicals and other pharmaceutical products.
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ber of goods and services with increasing prices
continued to slowly grow, but prices rose at a
relatively slow pace (mostly up to 1 per cent).
Therefore, the increase in these prices is insuffi-
cient to offset the negative contribution of goods
and services with declining prices.

According to the NSI business survey, in
December 2015 most managers in industry,
services and retail trade expect that selling
prices in the following three months will remain
unchanged. The balance of opinions in the ser-
vices sector was slightly negative in the second
half of 2015 due to the larger share of manag-
ers expecting price declines as compared with
those expecting prise rises. Managers' sentiment
gives no ground for expecting an upward pres-
sure on selling prices in the following months,
which is likely to reflect both lower production
costs and the ongoing uncertainty of firms about
the economic environment, the competition

and insufficient demand. Domestic consumer
demand exerted no inflationary pressure.®® Real
retail trade volumes, an indicator of consumer
demand, followed the downward trend in annual
growth between January and November 2015
amid a simultaneous price decline. This trend
was more strongly pronounced in food®” and
fuel®® trade, which exhibited a decline in physi-
cal volumes at the end of the review period.
Concurrently, non-food goods69 and trade in non-
specialized stores’® reported year-on-year growth
between October and November 2015.

At the end of the first quarter of 2016 infla-

tion is projected to range from -0.6 per cent to
-0.3 per cent and in the middle of 2016 between
-0.6 per cent to 0.6 per cent.”’ The forecast is
based on the assumption for a slight increase in
international food prices (in euro) in the first half
of 2016 compared with end-2015 and a decline
on an annual basis. Administratively controlled

% See Chapter 3.

7 Retail trade in food, drink and tobacco products.

%8 Retail trade in automobile fuels and lubricants.

% Retail trade in non-food goods (excluding automobile fuels
and lubricants).

7° Retail trade in non-specialized stores with different kinds
of goods.

" 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 (see here BNB Projections of Major
Macroeconomic Indicators for 2015-2017).

Diffusion Index of Major Goods and Services Groups

(a) relative shares of declining HICP sub-indices

on an annual basis
(per cent)
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(b) relative shares of declining HICP sub-indices

on an annual basis
(per cent)
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Sources: NSI, BNB calculations.

Selling Prices Expectations in Industry, Retail Trade

and Services over the Next Three Months
(balance of opinions, per cent, 6-month moving average)
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Economic Review @ 4/2015

62



prices are expected to have a positive contribu-
tion to overall inflation, reflecting higher road

fees and tobacco excise duties since early 2016.

Core inflation will have a low positive contribu-
tion to overall inflation in line with projected
growth of household consumer expenditure amid
the continuous improvement of the labour market
and growth of compensation per employee.

There are risks of lower than projected annual
inflation which stem mostly from a possible fur-
ther decline in petroleum prices at rates faster
than expected. Further price decline in some
goods and services may be expected as a
result of EWRC reduction in the regulated price
of the natural gas in the first quarter of the
year.72 Corporate managers’ steady expectations
for new cuts in prices of energy resources is a
prerequisite for occurrence of stronger indirect
effects on other groups of goods and services.
As of April 2016 roaming fees in EU Member
States will be gradually cut initiated by the Euro-
pean Commission which is a prerequisite for a
further reduction in prices of telecommunication
services.

"2 For more details see the EWRC press release.
http://www.dker.bg/newsbg.php?n=2729

Annual Growth Rate of Nominal Turnover

(a) Retail trade, except of motor vehicles and motorcycles

(per cent, on an annual basis, seasonally adjusted data)
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—— Growth rate
B Price component
Real component

(b) Retail trade in food, drink and tobacco products

(per cent, on an annual basis, seasonally adjusted data)
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(c) Retail trade in non-food goods (excluding automobile
fuels and lubricants)

(per cent, on an annual basis, seasonally adjusted data)
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Rates of Change of Major Goods and Services Groups Prices and Contribution of these Groups to Services

Accumulated inflation Accumulated inflation Annual Rate of Inflation as of
as of December 2014 as of December 2015 December 2015
(December 2013 = 100) (December 2014 = 100) (December 2014 = 100)
Inflation (%) 2.0 -0.9 -0.9

Rate of infla- ~ Contribution, ~ Rate of infla- ~ Contribution, ~ Rate of infla- ~ Contribution,
tion by group  percentage  tion by group  percentage  tion by group  percentage

(per cent) points (per cent) points (per cent) points

Food -0.7 -0.19 0.9 0.22 0.9 0.22
Processed food -0.7 0.12 1.2 0.20 1.2 0.20
Unprocessed food 0.8 -0.07 0.3 0.02 0.3 0.02
Services -1.2 -0.30 0.5 0.12 0.5 0.12
Catering services 0.9 0.05 16 0.09 1.6 0.09
Transport services 2.4 0.09 -3.6 -0.13 -3.6 -0.13
Telecommunication services 1.7 -0.37 -1.3 -0.06 -13 -0.06
Other services 0.6 -0.07 2.0 0.23 2.0 0.23
Energy -13.9 -1.28 -10.5 -0.81 -10.5 -0.81
Transport fuels -14.8 -1.27 -7 -0.83 -7 -0.83
Industrial products 22 -0.43 -1.4 -0.28 -1.4 -0.28
Goods and services with administratively controlled prices* 1.2 0.20 -1 -0.17 -1 -0.17
Tobacco products 1.0 0.04 0.6 0.02 0.6 0.02

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

Sources: NSI, BNB calculations.
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5 . Bulgarian National Bank Forecast of Key
Macroeconomic Indicators for 2015-2017"

Global economic growth started to slow down in 2015 as a result mainly of lower growth in developing
economies. In 2016 and 2017 growth in developing economies is expected to rise, pushing up global growth.
Significant declines in international commodity prices, especially in crude oil prices in 2015 were due to
sustained high production and inventories amid weakening demand. Downward price trends are projected to
be reversed no earlier than the second half of 2016 under the influence of recovering growth in developing
countries. International commodity prices may be expected to begin rising in 2017.

Over 2015 economic activity in Bulgaria accelerated, and real GDP growth is expected to reach almost 3 per
cent. In 2016 growth will slow down to 2.1 per cent, with lower government investments acting as a specific
factor for this year. In 2017 a new acceleration in real GDP growth to 2.8 per cent is forecasted. Risks to this
outlook are assessed as broadly balanced.

Due to the open character of the Bulgarian economy and significant commodity and fuel imports, interna-
tional price developments have a substantial effect on domestic prices. With the projected stabilisation of
global commodity prices in 2016, deflationary trends in consumer prices would be discontinued, and inflation
would start to accelerate slowly in 2017, provided that global price rise assumptions materialise. There are
risks for inflation to be lower than projected, if international price dynamics is below our expectations.

Forecast

The trend of slowing growth in China and developing economies, which were negatively affected by
strong commodity price declines, continued in 2015, resulting in lower global growth than in the previ-
ous year. Based on ECB and IMF forecasts on world economic outlook, in 2016 and 2017 global eco-
nomic growth is expected to accelerate slightly in line with higher growth in developing countries and
moderate increases in US and euro area GDP.

Demand for commodities and fuels contracted in 2015 following the economic activity slowdown in
developing economies, especially China. The high level of inventories and output led to a decline in
their prices throughout 2015. These trends are expected to continue in the first half of 2016, with inter-
national prices of commodities and fuels likely to stabilise only in the second half year under the influ-
ence of increasing demand amid higher growth in developing countries. More notable rebalancing of
demand and supply in commodity markets, which may lead to a rise in energy and non-energy product
prices, may be expected in 2017.

Bulgaria’s economic growth accelerated substantially in 2015, exports contributing most significantly (a
positive contribution to real growth of about 1.7 percentage points) despite the slowing global economic
growth. Government investment was another important GDP component with a positive contribution to
the 2015 growth, reflecting implementation of EU-funded projects concentrated from 2013 to 2015 for
the 2007-2013 programme period. Slower growth in disposable income as a result of a lower increase
in compensation per employee amid very weak employment growth was a factor behind low growth
rates of private consumption and its insignificant contribution to real GDP growth for 2015.

Domestic demand will drive economic activity developments in 2016 and 2017. Private consumption

will continue to rise amid increased real disposable income and will be a key factor for growth. An
important assumption in this forecast is that private investment will discontinue its downward trend and
start to recover as a result of both high levels of capacity utilisation and positive effects of public invest-
ment on growth. A specific factor for 2016 contributing to the economic growth slowdown will be lower

' This projection is based on data as of 15 December 2015.
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year-on-year government investment (its volume under the BNB forecast is consistent with MF estimates
as of October 2015). The projected private investment growth in 2016 would not be sufficient to compen-
sate for the lower volume of government investment and will therefore lead to a decline in gross fixed
capital formation in real terms. In 2017 this effect is likely to fade away, and total investment to increase
due to both continuing growth in private investment and increased government investment.

In 2016 and 2017 the positive contribution of net exports to GDP growth is expected to gradually contract
compared with its relatively high level in 2015. Real export growth in 2016 is anticipated to slow down
compared with the previous year before it starts to accelerate consistent with the dynamics of external
demand for Bulgarian goods and services. Imports of goods and services will also slow down in 2016
and will recover its rate of real growth in 2017 along with gradually accelerating domestic demand.

Given the above assumptions, economic growth is expected to moderate to 2.1 per cent in 2016 and
to accelerate again to 2.8 per cent in 2017.

If the forecast of international price dynamics materialises, the terms of trade (measuring the change in
export prices against import prices) are expected to remain favourable for Bulgaria in the 2016-2017
period and to contribute to lower balance of payments trade deficit. On the other hand, given the
worsening economic activity in trading partners important for Bulgaria’s tourist sector such as Russia
and Greece, revenue from exports of services are expected to be lower in 2016 and correspondingly
the positive balance on services to decrease as a share of GDP. With the recovery of economic activ-
ity in Bulgaria companies’ profits will start to increase which may boost payment of dividends and
distributed profit to non-residents, and correspondingly increase the deficit of the balance of payments
primary income account. In the 2016-2017 period net secondary income will remain almost unchanged.
Between 2016 and 2017 the balance of payments current account will remain positive and as a share
of GDP will hover around 2015 values.

Employment will continue to increase in 2016 though at a slower pace than in 2015 due to the slow-
down in economic activity. Companies will remain cautious in opening new jobs, optimising their labour
costs. In 2017 employment growth is expected to slightly accelerate. In 2016 and 2017 the unemploy-
ment rate is expected to decline further. Given the expected slow employment growth, labour productiv-
ity will largely follow the pattern of the real GDP dynamics. With the acceleration of compensation per
employee growth to the rate of labour productivity growth unit labour costs are expected to grow by
around 2 per cent in 2016 and 2017.

The expected stabilisation of international prices of crude oil, food and commodities as of mid-2016
will contribute to the turnaround of the deflationary trend in the harmonized index of consumer prices

in Bulgaria, and the annual inflation is anticipated to reach 1 per cent by the end of 2016. Following
the international price dynamics inflation in Bulgaria will continue to slowly increase until the end of
2017. The rise in some administratively controlled prices, reflecting changes in tax legislation, will have
a positive contribution to inflation. The forecast takes into account the impact of higher road fees since
early 2016 and the rise in tobacco excise duties in the 2016 and 2017. Core inflation is expected to
reverse its deflationary trend due to the positive contribution of services prices. Services inflation will be
driven by consumer expenditure of households in the context of ongoing labour market improvement
and increased real disposable income.

The expectations for the high savings rate of households to be sustained despite declining deposit
interest rates will contribute to further growth of deposits to the non-government sector and keeping
high liquidity in the banking system. In the 2016-2017 period the annual rate of private sector deposit
growth is projected to range between 5 and 6 per cent. The projected smooth acceleration of private
consumption and private investment will contribute to the gradual recovery of credit growth in the
2016-2017 period. The continuous decline in lending rates, driven by a deposit inflow in the banking
system and interest rate conditions in the euro area, is expected to have a positive effect on demand
for loans by non-financial corporations and households. The negative interest rate on banks’ excess
reserves with the BNB will have some additional impact pushing down deposit rates and consequently
lending rates.
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Risks to the Qutlook

Risks to this outlook of economic growth are balanced. The risk of slower than projected global
economic growth in the 2016-2017 period is offset by the possibility of domestic demand private
components increasing more dynamically as compared with the baseline scenario. Higher economic
growth in 2016 and 2017 is also possible in case of international environment improvement, weakening
of geopolitical tensions, or higher than projected growth in the euro area and in developing countries.
Growth may be also higher if domestic demand increases at higher than projected pace, reflecting
both the stronger increase in private consumption and private investment, and eventually lower than
expected public investment decline in 2016.

Uncertainty to the outlook for a particular indicator may be graphically illustrated by means of the so-
called fan chart’. Chart bands set an interval in which with a certain probability the projected value is
expected to fall (for further details see the note to the chart on GDP growth). Each interval widens with
the increase in the forecast horizon, reflecting the increasing uncertainty further into the future. The fan
chart on the annual GDP growth in 2015 shows that growth is most likely to range from 1 per cent to
3 per cent.

However, risks to the inflation forecast are shifted to lower inflation compared with the baseline sce-
nario. The main factor impacting the inflation is the rate of change in international commodity and fuel
prices. In particular, fuel prices may continue to decline faster than expected or for a longer period of
time. As a result, besides direct deflationary effects second-round deflationary effects will also occur
due to a decline in production costs. Uncertainty to the outlook relates to possible changes in some
administratively controlled prices due to side effects of falling oil prices (heating and gas supply). The
balance of risks to inflation is graphically shown in the fan chart below.

The external environment, and notably the economic activity in Bulgaria’s major trading partners,
remains the major source of uncertainty to the balance of payments projection. If the external demand
for Bulgarian goods and services is lower than projected a higher trade balance deficit and lower
surplus on the services balance may be expected,

which will result in a lower current account balance.  Fan Chart of the Expected Annual Rate of Change

of GDP
Risks to the monetary sector outlook relate to
lower than expected economic growth and weaker 8
than expected decrease in interest rates on funds s 6%
extended by commercial banks which will result in 60%
a slower recovery of loans to the private sector. ) - 40%
2
BNB Forecasting Function 0 —
One of the key central bank activities, supporting 2
decision-making and preparing positions on the A T T T T T T
economic policy, is forecasting of key macroeco- 2011 2012 © 2013 © 2014 2015~ 2016 2017

nomic indicators describing the country‘s economic Note: The fan chart shows the expert views of the forecasters on the
uncertainty surrounding the projected value based on a probability

development. ThrOUgh this aCUV'ty central banks distribution. The reporting period shows revisions of GDP growth esti-
obtain an up—to—date view of both the expected mates. The middle band of the chart, depicted in the darkest colour,

. . . includes the central projection and the probability distribution shows 20
economic developments and risks to their future per cent probability for the actual value to fall in this band in each of

dynamics_ USUaHy central bank forecasts are based the quarters. If neighbouring bands (in the same brighter colour) are
. . added to the middle band, there would be a 40 per cent coverage
on macroeconomic models the results of which are of the probability mass. Thus, by adding each same colour couple of

supplemented by expert estimates. The models bands, the probability for the value to fall there would be increased

. link \ h d by 20 percentage points to reach 80 per cent. The probability for the
represent major lin ages In the economy an value to remain outside the coloured part of the chart is 20 per cent
experts add specific information and knowledge based on the distribution chosen.
which is difficult to be formalised within a model. Source: BNB.

2The use of fan charts is discussed in details in the box entitled ‘Measurement and Presentation of Uncertainty in Forecasting Eco-
nomic Indicators’, Economic Review, 1/2012.
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Fan Chart of the Expected Annual Rate of Change
in Inflation at the End of the Period
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Note: The fan chart shows the expert views of the forecasters on the
uncertainty surrounding the projected value based on a probability dis-
tribution. 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 a 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.

Supplementing of the results of the macroeconomic

model by expert analysis allows for preparing realis-
tic views of future economic development taking into
account the uncertainty surrounding the forecast.

Central bank forecasting is aimed mainly at provid-
ing clear and consistent story of the most probable
future economic developments. The forecast is an
economically justified most probable (from the point
of view of the forecasting team) trajectory of future
economic developments, with this trajectory being
surrounded by a number of other possible states of
the economy which are likely to materialise with a
certain probability. These circumstances require as a
good practice in preparing and presenting forecasts
the main forecast (baseline scenario) to be accom-
panied by an analysis identifying the attendant risks.
Risks may, on a case-by-case basis, be described
or presented verbally or graphical|y3, and in case of
higher degree of uncertainty — in the form of alterna-
tive scenario of future economic developments.

Similar to other central banks, BNB macroeconomic
forecast is a result of a macroeconomic model
used and an expert estimate of the most probable

Forecast of Key Macroeconomic Indicators

for 2015-2017

(annual rate of change)
GDP at constant prices
Private consumption
Government consumption
Gross fixed capital formation
Exports (goods and services)
Imports (goods and services)

HICP at end period*
Core Inflation
Energy
Food

Goods and Services with Administratively
Controlled Prices and Tobacco Products

Employment
Unit Labour Costs
Labour productivity

Unemployment Rate (share of labour
force)

Claims on Non-government Sector
Claims on Corporations
Claims on Households

Deposits of the Non-government Sector

*

% of GDP
Balance of Payments Current Account
Trade Balance
Services, net
Primary Income, Net
Secondary Income, Net

(annual rate of change)
External Assumptions
External demand
Average Annual Brent QOil Price (in USD)*

Average Annual Price of Non-energy
Products (in USD)*

Brent Oil Price at the End of Period (in
UsSD)

Price of Non-energy Products at the End of

Period (in USD)*
Reporting data for 2015.
Source: BNB.
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scenario of future economic developments in Bulgaria. The forecasting model used by the BNB employs
data of quarterly frequency and belongs to the group of macroeconometric forecasting models. It is the
BNB’s major tool for preparing forecasts and simulations of effects of economic shocks. The system of

% Fan charts published in the Economic Review are one of the standard ways for graphical presentation of risks to a particular

forecast.
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equations in the model is based on the assumption of available long-term and short-term behavioural
economic relationships. It is considered that irrespective of the short-term economic shocks the mac-
roeconomic variables follow their own long-term dynamics, which is ensured in the model through the
so-called Error correction mechanism.”

The first version of the model was created in 2008°. The model has been continuously developed by
adding new information in order to more comprehensively take account of behavioural relationships in
the economy. Linkages in the model describe main economic mechanisms in the Bulgarian economy
and its interaction with major trading partners. The model consists of six interacting blocks: the real
sector, consumer prices (inflation), labour market, external sector, fiscal sector and monetary sector.
Major linkages between the blocks are shown in Figure 1 below. The model is solved simultaneously for
all blocks and the results are subject to an in-depth expert analysis, which is to be incorporated in the
final version of the forecast of key economic indicators.

Main Blocks and Linkages in the BNB Forecasting Model

r—— N i
Energy products P
inflation Price 3M EURIBOR, Yield on
ange rate Government Securities
Inflation
00 O
S External
o sector
Labour ¢
market
D Rea | po port, Fo
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S DP, GDP Foreign currency
Private sector Public sector deflator, Private reserves,
\wages, wages, Social — 0 ptio Banks’ foreign
Unemployment security edit to household e e assets and
rate contributions Felsifies
ansfers to household
-
N\
N
H Government financing
Fiscal TN Monetary
sector sector
Government financing,
Net transfers

Source: BNB.

* Error correction models play an important role in economic literature. One of the main articles on this topic is: Engle, R. and C.
Granger (1987). ‘Co-integration and error correction: representation, estimation, and testing’, Econometrica, (55).

®The first version of the quarterly forecast model presented at a conference on the Forecasting Models and Procedures of EU
Central Banks on 23 April 2008 in Sofia is published on the BNB website at: http://www.bnb.bg/bnbweb/groups/public/documents/
bnb_download/p_e_sc_annual_conf_2008_a5_bg.ppt
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This process can be divided into four stages: The first stage starts after the publication of the first NSI
official estimates on Bulgaria’s quarterly GDP and includes the preparation of data and the working
environment of the model. At this stage external assumptions of the model are specified as forecasts
based on information from external institutions (e.g. the ECB or IMF) about the external demand for Bul-
garian goods and services® and the dynamics of prices of major commodity groups. Technical assump-
tions which will be reflected in the forecast are specified, e.g. assumptions of no policy change in
particular parameters of the economic policy, exchange rates of the Bulgarian lev against the US dollar
and SDR, and the gold price, which are fixed at their average value for a period of ten days prior to
data loading in the model. The assumptions about EURIBOR are based on the average price of futures
contracts with various maturities for a period of ten days prior to data loading in the model. Experts
prepare a macroeconomic analysis intended to identify (in the context of the current external economic
situation) the initial conditions, in which the Bulgarian economy is at the time of preparing the forecast.
The general framework of the forecast baseline scenario is specified and in case of high uncertainty
also a framework of an alternative scenario. Usually, alternative scenarios are based on material risks
established by experts which cannot be encompassed by the baseline scenario.

At the second stage the model loaded with data is solved and experts analyze the results. In view of
the imperfections of macroeconomic models mentioned above, at this stage the solution of the model is
subject to an expert analysis in order to correct the results in such a way as to reflect also the view of
the team preparing the forecast of expected economic developments.

The third stage relates to the description of the forecast presenting a consistent story of future develop-
ments in the Bulgarian economy. The description includes the factors which are expected to drive future
developments and risks that may prompt a deviation of reported indicators from their forecast value.

The final stage starts after publishing of reporting data which are compared with forecast values of
the corresponding macroeconomic indicators. Experts discuss the factors responsible for deviations
of indicators from the forecast, and if deemed necessary, they re-estimate behavioural linkages in the
macroeconomic model.

8 External demand is measured by weighting real imports of Bulgaria’s major trading partners.

Economic Review @ 4/2015 70



	kor e4
	EcReview 4-2015
	Contents
	Charts
	Tables

	Summary
	1. External Environment
	Current Business Situation
	Monetary Policy Normalisation in the United States
	International Commodity Prices

	2. Financial Flows, Money and Credit
	External Financial Flows
	Monetary and Credit Aggregates
	Interest Rates
	Financial Flows between the General Government and the Other Sectors of the Economy

	3. Economic Activity
	Current Economic Environment
	Household Behaviour
	Fiscal Policy Effects on the Economy
	Behaviour of Firms and Competitiveness
	Exports and Imports of Goods and Services

	Basic Parameters of the 2016 Law on the State Budget of the Republic of Bulgaria and of the Updated 
	4. Inflation
	5. Bulgarian National Bank Forecast of Key Macroeconomic Indicators for 2015–2017
	Forecast
	Risks to the Outlook  
	BNB Forecasting Function





