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Summary

In the first quarter of 2016 the global economic indicator declined again, signalling a slow improve-
ment in the global economic activity. The worsened indicator of the international situation was largely
due to the decrease in the services index. In contrast to the last quarter of 2015, the decline in the
global economic indicator was entirely due to worsened economic activity expectations in developed
economic regions, such as the USA, the euro area and Japan. Economic indicators, reflecting the
economic activity in the developing countries, stabilised. This was mainly attributable to the moderate
improvement of China’s indicators at the end of the first quarter, which largely reflected the effect of
stimulus measures initiated by the government and the People’s Bank of China.

Global inflation remained relatively stable in the first months of 2016. The effect of the continued fall
in international prices of main commodity groups throughout the review period was partly offset by
depreciated currencies of some developing economies, which pushed up inflation in these countries.
However, inflation in developed economies remained very low which prompted a launch of a series of
additional monetary policy measures by the ECB and the Bank of Japan.

Worsening of global economic indicators in the beginning of 2016 was a reason for the ECB and the
European Commission to revise downwards their euro area real GDP growth projections for 2016. The
expected lower growth is likely to result in slower annual growth of external demand for Bulgarian
goods and services in the third and fourth quarters of 2016.

In Bulgaria, the current and capital account surplus posted a year-on-year increase in 2015, and

this trend was sustained in early 2016. The contracted trade deficit and higher capital account sur-
plus were the main factors behind these developments. The lower trade deficit reflected both higher
real growth in exports as compared with imports and favourable terms of trade over the period. The
higher capital account surplus was a result of the increase in capital transfers received under EU pro-
grammes. The year-on-year increase in the current and capital account surplus at the close of 2015
and in early 2016 was partly limited by increasing outgoing payments on the investment income. In
the second and third quarters of 2016 the current account surplus is expected to increase as a share
of GDP compared to its 2015 level, due mainly to a further contraction in the trade balance deficit,
and the capital account surplus is anticipated to start decreasing. As a result of these developments,
the overall current and capital account balance will slightly increase as a share of GDP.

In early 2016 the upward trend in funds attracted from the non-government sector in the banking
system was sustained despite the further decrease in deposit rates. As of February 2016 deposits of
households and non-financial corporations reported year-on-year growth by 6.7 per cent and 14.3 per
cent, respectively. Lending remained low reflecting not only the weak demand but also the measures
initiated by banks to optimise their balance sheets in 2015 and in early 2016. In the second and third
quarters of 2016 funds attracted from the non-government sector are anticipated to continue growing
due to the sustained high propensity of households to save. The expectations of a further decline in
claims on the non-government sector on an annual basis are driven by materialisation of risks related
to low lending activity in early 2016 and additional sales of credit portfolios by banks, which hold
back nominal growth of credit to the private sector. In the context of a recovering economic activity
and a continuous decrease in lending rates, the rates of decline in claims on the non-government sec-
tor are expected to gradually subside. Interest rates on new time deposits are projected to continue to
decrease slowly over the projection horizon, which coupled with the high banking system liquidity will
contribute to a further decline in lending rates.
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In the fourth quarter of 2015 real GDP increased by 0.7 per cent. Over this quarter net exports con-
tributed most to growth reflecting the stronger exports than imports growth in goods and services in
real terms on a quarterly basis. Private consumption and gross fixed capital formation also had a posi-
tive contribution to growth.

Short-term economic indicators over the fourth quarter of 2015 and the first quarter of 2016 pro-

vide mainly 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 the high capacity utilisation rate will create conditions for boosting employment and com-
panies’ investment activities. Still, the high uncertainty surrounding the international situation is likely
to continue to contribute to a more cautious investment and expenditure policy of the firms. Private
consumption is projected to grow quarter on quarter and private investment to remain low over the
second and third quarters of 2016. We expect government investment to decline on an annual basis
over this period due to the delayed start-up of new investment projects financed by the EU funds in
the new programming period 2014-2020. In real terms, exports of goods and services will increase at
a slightly higher pace than imports of goods and services. The described dynamics of the final use
components indicates that in the second and third quarters of 2016 quarterly GDP growth is expected
to moderate slightly relative to the rates observed in the corresponding quarters of 2015.

In the first quarter of 2016 the decrease in end-use consumer prices accelerated and inflation reached
-1.9 per cent in March (-0.9 per cent at the end of 2015). This reflected mainly the decline in inter-
national oil prices which contributed to the significant drop in transport fuel prices, as well as in the
prices of transport services and some administratively controlled prices affected indirectly by fuel
prices. Lower import and domestic prices of certain agricultural products contributed to the deflation
reported in the food group in March, while the strengthening in the long-term downward trend in the
prices of telecommunication services contributed to the deflation in the services group. Prices in other
major groups of goods and services remained stable.

In the second and third quarters of 2016 inflation is expected to remain negative, which will be driven
mainly by the fall in international fuel, food and commodity prices in the beginning of 2016.
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1 . External Environment

In the first quarter of 2016 the global economic indicator continued to decline mainly driven by the drop in the
services index. Across regions, expectations about economic activity worsened mostly in advanced econo-
mies, particularly in the USA. Global inflation remained relatively stable. The effect of the continued fall in
international prices of main commodity groups throughout the review period was partly offset by depreciated
currencies of some developing economies, which pushed up inflation in these countries. However, inflation in
developed economies remained very low which prompted a launch of a series of additional monetary policy

measures by the ECB and the Bank of Japan.

The ECB and the EC revised downwards their euro area GDP growth projections for 2016. The expected
lower growth is likely to result in slower annual growth of external demand for Bulgarian goods and services

in the third and fourth quarters of 2016.

Current Business Situation

In the first quarter of 2016 the global economic
indicator (global PMI) declined from the average
level of the previous quarter due mainly to the
services index decline and, to a lesser degree, to
the industrial production index. Lowered expecta-
tions of the global business situation in the first
three months of 2016 reflected entirely declines in
economic indicators of developed economies, sig-
nalling economic growth moderation in the USA,
euro area and Japan.

In the beginning of 2016 world trade volumes
tended further to moderately increase on an
annual basis. This growth was fuelled by both
developing and developed economies, with

a stronger rise observed in foreign trade of
the euro area. The US trade volume, however,
declined significantly.

In early 2016 global inflation stayed close to
that of end-2015, reaching 1.4 per cent in Feb-
ruary 2016 (against 1.5 per cent in December
2015). By region, a slight slowdown in inflation
rates was recorded in developing countries
amid declining international commodity prices,
which was partially offset by the depreciation of
their national currencies. Inflation in developed
countries was positive and low in February 2016
(0.4 per cent) retaining its level of end-2015.

External environment will continue to be a
source of uncertainty for the development of

Global PMls

60

457

0 e e L L L L L [T

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

Source: JP Morgan.

World Trade

(annual rate of volume growth, per cent)

2012 2013 2014 2015 2016
—— World trade
— USA

Euro area

Source: CPB Netherlands Bureau for Economic Policy Analysis.

External Environment



the Bulgarian economy in the third and fourth
quarters of 2016. Current economic indicators in
the euro area indicate moderation in the growth
which could be reflected in external demand for
Bulgarian goods and services over the third and
fourth quarters of 2016.

Euro Area

Over the fourth quarter of 2015 euro area real
GDP grew by 0.3 per cent on a quarterly basis,
as in the previous quarter. Real GDP remained
unchanged in Germany (0.3 per cent), France
(0.3 per cent) and Spain (0.8 per cent), while
moderating in ltaly to 0.1 per cent and acceler-
ating in the rest of the euro area.

Against the background of the weaker external
environment, euro area net exports in the fourth
quarter were again the only component with a
negative contribution to GDP growth (by -0.3
percentage points). Growth was observed in
total euro area investment, which had the high-
est positive contribution to the quarterly growth
of economic activity in the euro area (0.3 per-
centage points). This development was largely
due to the increase in public and private invest-
ment in Germany.

Over the first months of 2016 the dynamics of
euro area leading economic indicators, includ-
ing PMIs and EC indices, shows that euro area
growth in the first quarter is likely to slow down
from the previous period. The average value of
PMIs in the first quarter remained lower than the
average value for the preceding quarter, indicat-
ing a moderation in economic activity in both
manufacturing and services sectors.

The slow, but sustainable, improvement of the
labour market in the euro area continued in

the first months of 2016. In February euro area
unemployment declined to 10.3 per cent. How-
ever, the indicator of the expected unemploy-
ment level over the next twelve months included
in the EC consumer confidence index showed

a slight deterioration in consumer expectations
about labour market developments. Over the
recent months Greece and Spain continued to
report the highest unemployment rates at 24.0
and 20.4 per cent, respectively, with a moderate
decline of this indicator observed in both coun-
tries. An increase in annual unemployment was

Inflation Measured through CPI
(per cent, annual rate of change, seasonally adjusted data)
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reported in ltaly and Portugal, where it went up
by 0.1 and 0.2 percentage points, respectively.
Germany recorded the lowest unemployment
level at 4.3 per cent.

In March the ECB revised downwards its fore-
cast for GDP growth in the euro area for 2016
and 2017 vis-a-vis the December 2015 forecast,
reflecting expectations of slowing growth in the
global economy.

Inflation in the euro area remained at very low
levels, with Eurostat data pointing to retention
of the annual HICP level in March compared
with a decline of 0.2 per cent in February. HICP
inflation was mainly driven by decreased energy
prices, while growth in services and non-pro-
cessed foods prices accelerated. According to
final Eurostat data, in March the consumer price
index fell most significantly in Cyprus (-2.2 per
cent) and Spain (-1.0 per cent), while inflation
was highest in Belgium (1.6 per cent) and Malta
(1.0 per cent).

The ECB and the EC revised downwards their
euro area average annual inflation forecasts

for 2016 and 2017. The revision for 2016 was
more essential and reflected mainly expectations
about a drop in the prices of energy products
included in HICP.

At its monetary policy meeting of 21 January
2016, the ECB made no changes to its inter-
est rate policy and kept unchanged rates on
the main refinancing operations, deposit facility
and marginal lending facility at 0.05, -0.30 and
0.30 per cent, respectively. More unfavourable
economic and financial conditions in the euro
area over the first months of 2016 and ECB
forecasts of inflation and growth which were
revised negatively gave grounds for the Bank
to decide at its 10 March meeting to cut inter-
est rates on the main refinancing operations
and marginal lending facility by 5 basis points
each to 0.0 and 0.25 per cent, respectively,
along with reducing the deposit facility rate by
10 basis points to -0.40 per cent. In addition,
the ECB took a decision to enhance its set of
non-standard monetary policy measures.

Euro Area Consumer Confidence Indices
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Projections of Annual Inflation in the Euro Area Euro Area Inflation Rate
(per cent) (per cent, change on the same period of previous year)

Institution 30 A

ECB

Sources: ECB, EC.
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ECB Monetary Policy Measures Adopted
at the Monetary Policy Meeting of 10 March 2016

Further monetary accommodation measures announced after the Governing Council meeting held on

10 March 2016 were justified by the need to accelerate inflation. In addition to the decrease in the interest
rate on the deposit facility by 10 basis points to -0.40 per cent and the cuts in both the main refinancing
operations rate and the marginal lending facility rate by 5 basis points each to 0.0 and 0.25 per cent,
respectively (effective as of 16 March 2016), these measures also included:

1) Expansion of the monthly purchases under the asset purchase programme to EUR 80 billion from EUR
60 billion since April 2016. To ensure continuous and smooth implementation of asset purchases, the

ECB Governing Council decided to increase the share of purchased euro-denominated bonds issued by
international organisations and supranational development banks from 33 to 50 per cent of the volume of
each issue and of total outstanding securities of each issuer. In addition, starting from early April 2016, the
share of monthly purchases of these bonds under the PSPP was reduced from 12 to 10 per cent, while
the share of the ECB in the purchases under the PSPP was raised from 8 to 10 per cent.

2) Inclusion of investment grade euro-denominated bonds issued "by non-bank corporations established in
the euro area in the list of assets that are eligible for regular purchases. Purchases of such securities will
be included in a new Corporate Sector Purchase Programme (CSPP) which is expected to start towards
the end of the second quarter of 2016.

3) Launching a new series of targeted longer-term refinancing operations (TLTRO Il) which will be con-
ducted on a quarterly basis, starting from June 2016 to March 2017, each operation with a maturity of four
years. The interest rate on the TLTRO Il will be equal to the interest rate on the main refinancing opera-
tions, with an additional opportunity being provided for reducing the rate if new loans extended by banks
exceed a certain volume criterion. The size of the reduction in the interest rate will be graduated linearly
depending on the percentage by which a counterparty exceeds its benchmark stock of eligible loans. The
rate may be reduced at most to the level of the deposit facility rate effective as of the date of conducting
the operation. As regards the previous outstanding TLTROs, the Governing Council decided to introduce
an additional voluntary repayment possibility for the funds obtained during these operations, and the set-
tlement will be performed in June 2016, coinciding with that of the first TLTRO Il operation. This will allow
banks to roll over their old loans under the TLTROs into new loans under TLTRO Il which will be imple-
mented under more favourable financial conditions.
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As of 8 April 2016 the cumulative amount of the
assets purchased under the three asset pur-
chase programmes (PSPP, CBPP3 and ABSPP)
came to EUR 670.8 billion, EUR 166.8 billion
and EUR 19.2 billion, respectively. In addi-
tion, EUR 7.3 billion was allotted in the seventh
Targeted Longer-Term Refinancing Operation
conducted on 24 March. As a result of ECB
operations and programmes, as of 8 April the
amount of excess liquidity in the euro area
banking system increased to EUR 743.5 billion
from EUR 660.8 billion at the end of December
2015. The ECB balance sheet figure reached
EUR 2.953 ftrillion.

The increased amount of excess liquidity
resulted in a further decline in EONIA which
reported an average value of -0.26 per cent for
the 4 January — 8 April 2016 period (-0.16 per
cent for the fourth quarter of 2015). The volume
of overnight deposits traded in the euro area’s
interbank market increased slightly as their
daily average value between 4 January and 8
April 2016 came to EUR 13.8 billion (against
EUR 11.1 billion in the fourth quarter of 2015).

EURIBOR interest rates on interbank market
deposits continued to follow a downward trend,
their value declining in all maturity sectors to a
negative territory. As of 8 April 2016 one-month
interest rates reached -0.34 per cent (-13 basis
points from end-December 2015), and those
with maturities of six and 12 months fell to

-0.13 per cent and -0.01 per cent, respectively
(by -9 and -7 basis points, respectively, vis-a-vis
end-December).

The United States

In 2015 US real GDP rose by 2.4 per cent, as

in 2014. Over the fourth quarter of 2015 growth
slowed down to 0.3 per cent on a quarterly basis
(0.5 per cent in the previous quarter), reflecting
mainly the decline in total investment and lower
growth in government consumption.

Economic data released in early April 2016 in-
dicate a moderation in US real GDP growth. In
the first quarter of 2016 divergent changes in
US leading economic indicators were observed.
Industrial production indicators displayed an up-
ward trend after the strong decline in the previ-
ous quarter, while most other leading indicators

Allocation of Funds on ECB Targeted Longer-Term
Refinancing Operation (TLTRO)
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ECB Interest Rates, EONIA and Excess Liquidity
in the Euro Area Banking System
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of economic activity either decreased slightly,

or stabilised. The ISM-PMI of services showed a
volatile pattern, its average value between Janu-
ary and March remaining above the cut-off limit
of 50, though lower than the average value for
the previous quarter. While consumer confidence
indicators also underwent mostly a downward
change over the first quarter, the average value
of both major indicators remained at a relatively
high level. The monthly growth rate of consumer
expenditure was positive in January and Febru-
ary, even though it did not follow developments
in retail sales which decreased over the period.

Inflation measured by the personal consumption
expenditure deflator(PCE)" went up in the fourth
quarter of 2015 and in January 2016. However,
this trend was discontinued in February amid
declining fuel prices. In January and February
the annual growth rate of core inflation (exclud-
ing food and fuel prices) stabilised at 1.7 per
cent.

US labour market conditions continued to
improve in the first quarter. Unemployment
remained close to the level of 5 per cent, and
the average quarterly number of new employees
in the US non-agricultural sector was 209,000.

At its 15-16 March 2016 meeting, the FOMC
decided to left unchanged the monetary policy,
retaining the current federal funds rate cor-
ridor of 0.25-0.50 per cent. This decision was
justified by the still low inflation rate and risks
surrounding GDP growth and stemming from
expectations of adverse developments in the
global economy.

Individual forecast releases of the FOMC mem-
bers about adequate federal funds rate levels at
the end of 2016, 2017 and 2018 and the long-
run equilibrium level were revised downwards
reflecting their preferences of a more gradual
rise in interest rates. FOMC members expect
that inflation will reach the target of 2 per cent
in the next two to three years.

' Dynamics of this index is taken into account by the
Federal Reserve System in making its monetary policy
decisions.

Contribution to US GDP Growth by Component
(Quarterly)
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US Manufacturing and Services ISM-PMIs and GDP
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US Consumer Confidence Indices
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US Inflation Rate
(per cent, on an annual basis)
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China

In the first quarter of 2016 China’s GDP rose by
6.7 per cent on an annual basis from 6.8 per
cent in the fourth quarter of 2015, while increas-
ing by 1.1 per cent on a quarterly basis driven
mainly by investment in real estate and infra-
structure and, to a lesser extent, by services.
Mid-April data show that economic growth
stabilisation in China over the first months of
2016 was largely due to enhanced lending

and activated investment programmes of the
government.

In the first quarter manufacturing and services
PMIs displayed similar developments: a decline
in January and February and a rise in March.
The main reason behind this dynamics was the
Chinese new year holidays. Despite the seasonal
fluctuations, data derived from PMI components
show expectations of stabilisation and even ac-
celeration of economic growth under the influence
of monetary and fiscal stimuli. Public investment
in infrastructure and real estate prompted growth
in industrial production which accelerated on an
annual basis to 6.8 per cent in March. Among
the sub-sectors, production of cement and steel
increased most significantly.

In the first quarter of 2016 China’s inflation rate
accelerated on an annual basis to 2.3 per cent
largely due to the higher food prices. Food
price rises reflected primarily seasonal factors
related to the Chinese New Year. The increase
in real estate prices also accelerated in the first
quarter of 2016, which was most pronounced in
large cities.

US Unemployment Rate and Number of New
Employees in the US Non-Agricultural Sector
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The policy pursued by the People’s Bank of
China also contributed to economic growth sta-
bilisation in the first quarter of the year through
stimulating credit activity. The central bank cut
the rate on its minimum reserve requirements of
commercial banks by 50 basis points to 17 per
cent, with its approximate effect estimated at
CNY 700 billion growth (USD 107 billion) in

the banking system funds used to extend new
loans.

In the first quarter of 2016 the downward trend
in China’s foreign exchange reserves began to
slow down, and they rose by USD 10.3 billion to
USD 3.21 trillion. The central bank contributed
to this development through introducing stringer
capital control and limiting renminbi depreciation.

At the Fourth Session of the 12th National Com-
mittee of the Chinese People’s Political Consul-
tative Conference held in early March, Chinese
Premier Li Kegiang announced targeted annual
economic growth of 6.5 to 7.0 per cent in 2016.
In addition, Chinese authorities declared that

a comparatively more expansionary monetary
policy would be pursued throughout the current
year, and the government would introduce meas-
ures to stimulate the real estate market through
fostering mortgage lending.

China’s Price Indices
(annual rate of change, per cent)
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= Consumer price index
Producer price index
GDP deflator

Source: National Bureau of Statistics of China.

Total Investment in Fixed Capital and in Selected
Sectors in China
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House Prices in China
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International Commodity Prices

Crude Oil

In the first quarter of 2016 the average crude oll
price continued to decline on both quarterly and
annual basis, reaching USD 34.4 per barrel. This
decline was due to the continued global excess
supply driven by both the increased OPEC
crude oil production and subdued demand as a
result of higher temperatures in the winter sea-
son. Since mid-February a volatile increase in
Brent prices has been observed, reflecting lower
supply by Iraqg, Nigeria and United Arab Emir-
ates along with slower than expected growth in
Iran’s exports. Expectations that major oil-pro-
ducing countries would reach an agreement at
the Doha meeting on 17 April to retain their pro-
duction at the January 2016 level also pushed
up oil prices. However, negotiating countries
failed to reach an agreement, thereby prompting
another oil price declines.

According to the International Energy Agency
(IEA), there are still global excess supplies of
crude oil. In the second and third quarters of
2016 IEA estimates show an increase in world-
wide demand for crude oil which in combination
with a certain decline in oil output in non-OPEC
countries would lead to a price rise above the
level of the first quarter of this year.

Oil price expectations in the second and third
quarters of 2016, based on crude oil futures
prices in March, i.e. prior to the Doha meet-
ing in April, pointed to its increase to a level of
USD 40-45 per barrel.

Major Raw Material and Food Prices

In the first quarter of 2016 the metals price
index published by the ECB and measuring
metal prices in euro decreased by 20.0 per
cent on an annual basis (down 21.7 per cent in
US dollars) and by 1.2 per cent on a quarterly
basis. This drop was due to the weaker, not yet
recovered demand by China which is the main
consumer of metals in the world, as well as to
the higher level of global inventories. In March
the increase in China’s public investment in
infrastructure and real estate started to exert an
upward pressure on the prices of major indus-
trial metals (ferrous and non-ferrous, excluding
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precious metals). Given the measures to stimu-
late China’s economic growth, a quarter-on-quar-
ter slowdown in the decline rate of major metal
prices in euro, including copper, is expected in
the second and third quarters of 2016.

In the first quarter of 2016 the food price index
in euro decreased by 4.8 per cent (down 6.9
per cent in US dollars) from the corresponding
period of 2015 reflecting the increasing global
supply. Over the period euro prices of all index
sub-components declined on an annual basis. In
the first quarter of 2016 the annual decrease in
wheat prices was 16.0 per cent (down 17.9 per
cent in US dollars), reflecting both the high
level of inventories worldwide and expected
good harvests in the USA and the EU. This out-
look is a major factor for the expected quarter-
on-quarter decline in international food prices
in euro over the second and third quarters of
2016. Nonetheless, this decline is expected to
moderate due to the weaker estimates of the
new crop in India and Australia.

Based on our projection of major raw material
and food price dynamics, it is expected that
over the second half of the year the terms of
trade in Bulgaria will improve compared to the
first half of 2016.

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

The upward trend in the current and capital account surplus recorded in 2015 was sustained in early 2016.
In the second and third quarters of 2016 the current and capital account surplus is expected to increase
as a share of GDP, reflecting the rise in the current account surplus due mainly to a further contraction of
the trade balance deficit, which will offset the expected lower capital account surplus.

In early 2016 funds attracted from the non-government sector in the banking system continued to increase
driven by the high savings rate, a trend which is expected to be sustained in the following quarters.
Lending remained low reflecting the weak demand and the measures initiated by banks to optimise their
balance sheets in the past year and in the first two months of 2016. This pertains mostly to the asset
quality review carried out in all banks in Bulgaria. In the context of a recovering economic activity and a
continuous decrease in lending rates, the decline in claims on the non-government sector is expected to
gradually subside. Interest rates on new time deposits are projected to continue to decrease slowly over
the projection horizon, which coupled with the high banking system liquidity will contribute to a further
decline in lending rates.

External Financial Flows

The current and capital account surplus posted Current and Capital Account Dynamics and
a year-on-year increase in 2015, and this trend Contribution by Component (on an Annual Basis)
was sustained in early 2016. The lower trade (million EUR)

8000

deficit and higher capital account surplus were
the main factors behind this dynamics. The lower
trade deficit reflected both higher real growth in
exports as compared with imports and favour-
able terms of trade over the period. The higher
capital account surplus was a result of the in-
crease in capital transfers received under EU B S
programmes. The year-on-year increase in the 2012 2013 2014 2015 2016
current and capital account surplus at the close
of 2015 and in early 2016 was partly limited by
increasing outgoing payments on the investment
income.
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Despite slower growth of external demand for

Bulgarian goods and services and decreasing

international prices of major commodity groups,
nominal exports of goods steadily increased on
an annual basis in 2015 and in early 2016, with
exports of investment goods having the largest
positive contribution.? Concurrently, the increase
in nominal imports was limited by the moderate

Source: BNB.

2 The wearing off of the one-off effect of specific factors lim-
iting exports in 2014 contributed positively to the increase in
the physical volume of exports in 2015. With the completion
of the repair works and construction of new oil production
capacities in 2015, the sector’s activity was recovered.
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domestic demand and decreasing international Flows on Balance of Payments Accounts

prices of major commodity groups. As a result of (million EUR)

these developments, in February 2016 the trade o014 2015 JFaenbL:ﬁ;Vry—
deficit continued to contract on an annual basis. 2016

As of February 2016 the surplus in the services Current account 8646 609.0 1683

trade balance accumulated in the last 12 months ;r;i?cz:lilcte ; ij ;3;22 :;2

slightly went down on the end of 2015, with a Primary iyncome, et _988:6 y 817:9 _55:9

stronger decrease in nominal imports of services Secondary income, net 1 6156 16400 1605

reported in the first two months as compared Capital account 950.6 1418.0 1781

with the year-on-year fall in imports of services. Financial account 20873 9387 12504

In February earnings from tourism posted a de- Changes in reserves 1807.3 37297 -775.0

cline on an annual basis, reflecting the lower Source: BNB.
number of tourists from Romania, Russia and
Greece. The fall was offset by stronger exports
of other business services.?

Accelerated economic growth in Bulgaria and
the increased gross operating surplus of the
total economy were the major reasons behind
higher outflows under the reinvested profit, and
dividend and distributed profit items in 2015,
which resulted in a significant increase in the
deficit under the primary income item. The Feb-
ruary 2016 data suggest that the deficit on the
account accumulated over the last 12 months
contracted compared with that reported in De-
cember 2015 due to lower income outflows from
direct investments in the first two months of
2016 compared with the corresponding period of
2015.

In 2015 and early 2016 the secondary income
account surplus displayed an upward trend on
an annual basis due mainly to the accelerated
utilisation of funds under finishing EU operational
programmes with an implementation period be-
tween 2007 and 2013.

In the second and third quarters of 2016 the
current account surplus is expected to increase
as a share of GDP compared to its 2015 level.
Current developments associated with a contrac-
tion in the trade balance deficit and a decrease
in the services balance surplus as a share of
GDP are anticipated to be sustained. The capi-
tal account and secondary income account sur-
pluses are projected to start decreasing as a
share of GDP due to a completion of the 2007-
2013 programming period and still early stages
of implementing the operational programmes

% For a more detailed analysis of exports and imports of

goods and services, see Chapter 3.
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financed by EU funds for the 2014-2020 pro-
gramming period. As a result of the develop-
ments described above, the positive current and
capital account balance is expected to slightly
grow as a percentage of GDP in the second
and third quarters of 2016 compared with 2015.

In 2015 the financial account was negative, with
the assets on the account decreasing stronger
than liabilities. This was largely ascribable to
banks’ transactions and the inflow of foreign di-
rect investment in Bulgaria. In 2015 banks’ for-
eign assets exhibited a stronger decline than
their foreign liabilities. As a result, the flow of
banks’ net assets was negative amounting to
BGN 1501 million. In early 2016 the financial ac-
count reported a positive balance, reflecting the
significant fall in banks’ liabilities in the form of
other investment.”

In 2015 liabilities on foreign direct investment
(reporting the inflow of foreign direct investment
in Bulgaria) remained at 3.6 per cent of GDP,
with the share of the equity capital sub-item re-
cording an increase. Foreign direct investment
inflow was weaker in the first two months of
2016 compared with the corresponding period of
2015.°

The financial account balance was also influ-
enced by government transactions. Despite the
new external debt issued in March 2015, general
government sector liabilities for 2015 went down
reflecting repayments made on government
bonds issued in international capital markets and
on a bridge bank loan disbursed at the end of
2014. In early 2016 this trend was sustained,
and general government sector foreign liabilities
continued to decrease.

Positive net flows on the current and capital
account, as well as the inflow of funds on the
financial account led to an increase in gross
international reserves to EUR 3729.7 million in
2015 according to the balance of payments
data.® In February 2016 gross international re-
serves posted an increase by EUR 2554.2 mil-
lion for the recent 12 months. In February 2016
the international reserve coverage of the average

* A more detailed analysis of banks' activities is presented in
the Monetary and Credit Aggregates section of Chapter 2.

® Preliminary data subject to revision.
© Valuation adjustments and price revaluation excluded.

Financial Account Dynamics and Contribution
by Component (on an Annual Basis)
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Banks’ Flows on Balance of Payments Financial Account
(million EURY)

January -
2014 2015 February
2016
Direct Investment
assets 279 08 0.6
liabilities 106.1 2755 0.0
Portfolio Investment
assets -309.4 -787.0 206.0
liabilities -50.6 1.4 1.8
Other investments
assets 1085.5 -2023.0 9254
liabilities -2354 -1586.7 2022
Total assets 804.1 -2810.8 11308
Total liabilities -179.9 -1309.8 -200.3
Net assets 983.9 -1501.0 1331.1
Source: BNB.
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nominal imports of goods and non-factor ser-
vices remained high (8.4 months) over the last
12 months, posting an increase against February
2015 (7.3 months).

In January 2016, Bulgaria’s gross external debt
decreased on the end of 2015, particularly the
external debt of banks and the government.
The decrease in the government external debt
reflected mainly residents’ purchases of Bul-
garian government securities issued in interna-
tional markets from non-residents.” The share of
long-term debt in Bulgaria’s total gross external
debt remained unchanged on end-2015 and ac-
counted for 77.1 per cent.

In the context of a continued interest rate de-
crease in international financial markets, in early
2016 favourable conditions for taking up foreign
debt from Bulgarian residents were sustained.
This was evidenced by an annual increase of
about 7 per cent in financial credit transac-
tions declared by non-residents and a rise in
the share of long-term loans to 49.3 per cent
against 29.3 per cent in January 2015.

Monetary and Credit Aggregates

Monetary and credit aggregates dynamics in the
first two months of 2016 reflected the continued

increase in funds attracted from the non-govern-
ment sector amid yet weak lending activity. Fac-
tors impacting the dynamics of lending were the
weak demand and optimisation of credit portfo-

lios by banks.

The annual growth rate of M3 broad monetary
aggregate accounted for 7.1 per cent in Febru-
ary 2016. As in 2015, overnight deposits con-
tinued to have the strongest contribution to M3
growth, with money outside MFls and deposits
with an agreed maturity of up to two years hav-
ing a relatively lower contribution.

In early 2016 the upward trend in funds attracted
from the non-government sector® in the bank-

" Government Debt Management Bulletin, the Ministry of
Finance, February 2016 http://www.minfin.bg/bg/statistics/1

8 Non-government sector’s deposits include deposits of
households, non-financial corporations and financial corpora-
tions. Deposits of households and non-financial corporations
occupied the largest share in deposits of the non-govern-
ment sector (95 per cent on average for 2015) and therefore
the analysis is focused on these two sectors.

Direct Investment Liabilities by Type of Investment
(on an Annual Basis)
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Gross External Debt in January 2016

(million EUR)
Change
Amount - 0n D2eoc1e5mber Last 12 months

General government 5468.8 -107.5 -161.1
Central bank 0.0 0.0 0.0
Banks 40184 -108.0 -1325.8
Other sectors 117284 -75 -252.2
FDI: Intercompany loans 12636.3 -16.1 -3258.9
Total 33851.8 -239.2 -4 998.0
Source: BNB.

M3 and lts Contribution by Component
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chart due to its insignificant contribution to broad money growth.

Source: BNB.
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ing system was sustained. In February 2016
household deposits posted year-on-year growth
of 6.7 per cent amounting to BGN 42.9 billion,
remaining the major source of attracted funds
growth. In the first two months of 2016 house-
holds’ preferred form of saving funds changed,
due mainly to lower deposit rates. While in 2015
savings were channelled mainly to time deposits,
overnight deposits were the preferred ones in the
first months of 2016. In terms of currency struc-
ture, households retained their preference of de-
positing mostly in national currency.

Deposits of non-financial corporations posting a
14.3 per cent annual increase in February 2016
reached BGN 17.7 billion. While in 2015 growth
was driven by the increase in overnight deposits
amid the negative contribution of deposits with
an agreed maturity, since early 2016 both over-
night deposits and time deposits of non-financial
corporations exhibited an increase. The higher
contribution of lev deposits to total growth of
funds attracted from corporations observed since
mid-2015 was sustained.

As a result of the increase in the funds attracted
from residents, the effective implicit rate of mini-
mum required reserves reached 9.32 per cent in
March 2016.° Commercial banks’ deposits with
the BNB comprised 8.29 percentage points of
the required reserves and the remaining 1.03
percentage points were in the form of recog-
nised cash balances.™

In February 2016 the growth rate of reserve
money accounted for 14.8 per cent (43.0 per
cent in December 2015). This was a result of
both the faded base effect, due to a strong in-
crease in bank reserves started at the end of
2014, and decreased banks’ deposits with the
BNB in early 2016. Banks’ funds with the BNB
went down due to a decline in excess reserves,
reflecting the amendments to new Ordinance

® According to Article 3 of the new BNB Ordinance No 21
on the Minimum Required Reserves Maintained with the
Bulgarian National Bank by Banks, effective as of 4 Janu-
ary 2016, the rate of minimum required reserves on funds
attracted from residents remains at 10 per cent of the
deposit base, from non-residents 5 per cent and from the
state and local government budgets O per cent.

% Article 4 of the new BNB Ordinance No 21 (effective as
of 4 January 2016) removes the recognition of banks’ funds
in the TARGET2-BNB national system component as reserve
assets.

Annual Growth of the Non-government Sector
Deposits and Contributions by Sector
(per cent, percentage points)
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No 21," concerning the interest rate conditions
on banks’ excess reserves with the BNB. In ac-
cordance with the new ordinance, the BNB ap-
plies on the excess reserves the interest rate
on the deposit facility of the ECB when this in-
terest rate is negative. In early 2016 the inter-
est rate was -0.30 per cent and as of 16 March
it was cut to -0.40 per cent. Excess funds on
banks’ minimum reserve accounts with the BNB
over the required minimum under Ordinance No
21 came to 93.5 per cent on an average daily
basis in March 2016 (127.8 per cent in Decem-
ber 2015).

Banknotes and coins in circulation, increasing
by 11.8 per cent in February 2016 on an annual
basis (9.8 per cent in December 2015), contin-
ued to have a positive contribution to the annual
growth of reserve money.

The upward trend in the banking system liquidity
was sustained. In February 2016 the liquid asset
ratio'® accounted for 37.59 per cent (36.71 per
cent in December 2015).

Banks managed their liquid resources mostly
through foreign currency trading with the BNB.
In January 2016 reserve currency trade between
banks and the BNB retained its 2015 trend of
banks being a net purchaser, while in February
and March banks’ sales of euro exceeded pur-
chases. In March 2016 net purchases of banks
from the BNB amounted to EUR 0.7 billion for
the last 12 months.

In February 2016 bank loans to non-financial
corporations and households went down by

1.9 per cent on an annual basis. The reluctance
of corporations and households to assume new
debt obligations amid still uncertain economic
environment and prudent lending policy contin-
ued to determine the weak lending activity in

""New BNB Ordinance No 21 on the Minimum Required
Reserves Maintained with the Bulgarian National Bank by
Banks entered into force on 4 January 2016. With the new
Ordinance No 21, a definition of ‘excess reserves’ of banks
held with the BNB is introduced. In addition, in accordance
with the new ordinance, the BNB applies on the excess
reserves the interest rate on the deposit facility of the ECB
when this interest rate is negative. The zero interest rate
remains applicable to excess reserves when the interest rate
on the deposit facility of the ECB is positive or zero. In the
new ordinance, the recognition of banks’ funds in accounts
in the TARGET2-BNB national system component as reserve
assets was discontinued. For further details, see Economic
Review, 4/2015, p. 29-30.

'2See Ordinance No 11 of the BNB.
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the first two months of 2016. In addition to these
factors, the decline in the bank lending reflected
measures initiated by banks in 2015 and early
2016 to optimise their credit portfolios. As a re-
sult, bad and restructured loans exhibited a
decrease.

Loans to non-financial corporations went down
by 2.0 per cent on an annual basis in February
2016. Over the first two months of 2016 the vol-
ume of new loans™ to non-financial corporations
almost matched the 2015 level and in Febru-
ary 2016 amounted to BGN 1.1 billion on aver-
age for the last 12 months. The share of newly
extended lev loans to corporations slightly de-
creased from the previous year to 45.0 per cent
on average in recent twelve months, while that
in euro and US dollars increased to 52.4 per
cent and 2.6 per cent.

In the first two months of 2016 the decline in
claims on households accelerated on an annual
basis compared with the second half of 2015
accounting for 1.7 per cent in February 2016.
The upward trend in new loans to households
was sustained: housing and consumer loans had
a positive contribution and other loans retained
their level.

According to the results of the BNB quarterly
lending survey, demand for loans by both cor-
porations and households enhanced over the
last quarter of 2015. A stronger interest was ob-
served in long-term bank resources, while house-
holds exhibited an enhanced interest in housing
loans. Over the review period bank standards on
corporate loans remained unchanged compared
with the previous quarter. The lending policy to
households was eased, with the ease of stand-
ards being stronger pronounced in consumer
loans. Lower costs of attracted resources and
their increased amount, along with enhanced
competition among banks were the main factors
contributing to the ease of the lending policy,
according to the survey. The lack of high-yield
alternative investment contributed to this effect to
a lesser extent. Banks reported that the state of
macroeconomic environment and business cli-
mate in the fourth quarter in industries with large
shares in their credit portfolio also favoured their

¥ The terms ‘new’ and ‘newly extended’ are hereinafter
referred to as the statistical category ‘new business’.
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lending policy. Concurrently, credit and collat-
eral risks continued to contribute to tightening

of credit standards. Banks’ expectations for the
first quarter of 2016 point to a further increase
in demand for loans by households and non-
financial corporations. Concurrently, they suggest
a stronger ease of consumer and housing credit
standards and a weaker ease of corporate credit
standards.

In the second and third quarters of 2016 funds
attracted from the non-government sector in

the banking system are anticipated to continue
growing as the high propensity of households

to save was sustained. In the context of recov-
ering domestic demand and a continuous de-
crease in lending rates, the decline in claims on
the non-government sector is expected to gradu-
ally subside over the projection horizon.

Interest Rates

Interbank money market rates posted a de-
crease in all maturities in the beginning of the
year. An important factor behind the interest rate
decrease was the enforcement of the new Or-
dinance No 21 on 4 January 2016. As of early
2016 the BNB applies the ECB deposit facility
rate on banks’ excess reserves, thereby accel-
erating the transmission of the ECB’s monetary
policy on interbank money market quotations in
Bulgaria' (see the research topic entitled The
Effect of the ECB Monetary Policy on Interest
Rates in Bulgaria). Since early 2016 the decline
in the average values between bid and offer
guotations of unsecured deposits in all maturi-
ties traded in the interbank money market ac-
celerated. In the first quarter of 2016 interest
rates in maturities of up to two months became
negative. The accelerated decline in the inter-
est rates on three-month interbank deposits led
to narrowing of the spread with the analogues
euro area index to 23 basis points. Six-month
and twelve-month deposits exhibited a decline
on December 2015 by 38 and 50 basis points,
respectively.'®

" For further details on the ECB interest rates and euro area
interbank money market, see Chapter 1.

® The analysis in the paragraph is based on the aver-

age value of SOFIBOR and SOFIBID quotes for unsecured
deposits in levs of various maturities traded in the interbank
money market.
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a) corporate loans
(balance of opinions, percentage points)
40

S S R SO S b -

2010 2011 2012 2013 2014 2015 2016
— Expected change in the following quarter
Change in the review quarter on the previous quarter

b) consumer loans
(balance of opinions, percentage points)
40

L S S R SO S b -

2010 2011 2012 2013 2014 2015 2016
= Expected change in the following quarter
Change in the review quarter on the previous quarter

¢) housing loans
(balance of opinions, percentage points)
40

L O R s SR e

N

2010 2011 2012 2013 2014 2015 2016
— Expected change in the following quarter
Change in the review quarter on the previous quarter

Note: These charts present banks’ balance of opinions defined as

a difference in percentage points between the percentage of banks
responding ‘tightened' (‘considerably’ and ‘somewhat’), and the per-
centage of banks responding ‘eased’ (‘considerably’ and ‘somewhat’).
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.

Economic Review e 1/2016

26



However, the spread between EONIA and
LEONIA depends not only on the ECB monetary
policy but also on the current state of Bulgaria’s
money market: a small number of transactions in
small volumes. This explains the strong fluctua-
tions recorded in LEONIA and in the spread ac-
cordingly. In February 2016 the spread narrowed
compared with December 2015, amounting to
16 basis points. By the end of the first quar-

ter it again widened to reach 28 basis points.
This reflected the retained LEONIA’s level at
0.00 per cent (from the last transaction at the
end of February due to lack of transactions in
March 2016'%) amid further EONIA fall, a result
of another cut in the ECB deposit facility rate in
March."”

Further growth of funds attracted from the non-
government sector amid low interest rates and
limited investment alternatives continued to push
down deposit rates. In February 2016 the aver-
age weighted interest rate on new time depos-
its of non-financial corporations and households
accounted for 1.1 per cent (1.2 per cent in De-
cember 2015). Interest rates on new time depos-
its of households continued to decrease, while
those of financial corporations reported at the
close of the previous year remained unchanged.

Compared with end-2015, interest rates on de-
posits in levs and euro went down, while those
in US dollars exhibited a slight increase. In Feb-
ruary 2016 the share of funds attracted from
households and non-financial corporations in
foreign currency, the bulk of them in euro, ac-
counted for 41.5 per cent matching the level
reported at the end of 2015.

The variation of interest rates across banks
shows that the average interest rate at which
banks attract new time deposits from households
in levs between end-November 2015 and end-
February 2016 contracted by 4 basis points, ac-
counting for 1.41 per cent. The standard devia-

% In line with Chapter 2, Article 8 of the Rules and Proce-
dures for Preparing LEONIA Reference Index, where on a
particular business day no transactions are concluded in the
interbank market for providing unsecured overnight deposits
by banks supplying data for LEONIA, the BNB publishes the
previous business day’s value of LEONIA index. Due to lack
of transactions in the 1-30 March 2016 period, the value of
LEONIA index was equal to its value of the date when the
last transaction was concluded, i.e. 29 February 2016, which
was 0.00 per cent.

" See Chapter 1.
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tion also fell by 4 basis points to 0.61 per cent.
Over the review period the number of banks
offering time deposit rates of up to 1.5 per cent
increased, while banks offering rates of over
1.5 per cent decreased.

The retained downward dynamics in lending
rates in early 2016 continued to be driven by
the low cost of attracted funds and high liquid-
ity in the banking system. Enhanced competition
in the banking system also encouraged banks to
offer more favourable lending rates.

In the first two months of 2016 interest rates on
new loans to non-financial corporations contin-
ued to decrease on both lev loans and loans
denominated in euro and US dollars. Compared
with end-2015, the decline was stronger pro-
nounced in loans denominated in levs and US
dollars, and in February 2016 interest rates on
these loans accounted for 6.1 per cent and

6.6 per cent, respectively. The interest rate on
transactions in euro slightly decreased to 6.4 per
cent.'

Since early 2016 the downward dynamics in

the cost of loans for households has been also
sustained. In February 2016 APRC on consumer
loans was 11.4 per cent and on housing loans
6.3 per cent.” The trend observed since August
2015 was sustained: the decrease in the cost of
consumer loans reflected the decrease in inter-
est expenditure and the increase in the implicit
rate of non-interest service charges. The fall in
APRC on housing loans continued to reflect the
decline in both interest rate and non-interest
rate components of charges. In February 2016
the average interest rate on new housing euro
loans went down by 13 basis points from end-
November 2015 to 5.89 per cent, according to
the breakdown by bank. The standard devia-
tion fell by 4 basis points to 0.70 per cent. In
line with the downward trend in lending rates
compared with November 2015, the number of
banks extending loans at an interest rate up to
6 per cent increased, while the number of banks
extending new housing loans at higher interest
rates decreased.

'® 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.
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Interest rates on new time deposits are expected
to continue slightly decreasing in the second
and third quarters of 2016. The downward trend
is expected to be sustained due to the pro-
jected further increase in funds attracted in the
banking system and money market conditions in
both the euro area and Bulgaria. The retention of
the downward trend in the interest rates on new
loans over the projected horizon will depend

on the cut in interest rates on attracted funds
amid high liquidity in the banking system. The
introduction of a negative interest rate on bank
excess reserves with the BNB since early 2016
also could contribute to the decrease in lending
rates, provided banks are likely to assume credit
risk.

In the first quarter of 2016 the yield of Bulgarian
government securities auctions on the primary
market decreased. Demand for government se-
curities exceeded supply but the investor interest
was weaker compared with the same period of
the previous year. This was probably attributable
to the option provided for by the 2016 State
Budget Law for issuing government securities
on international capital markets in the amount

of BGN 3.9 billion and the preference of some
Bulgarian investors to purchase securities of this
issue.

The average annual yield of government securi-
ties with a maturity of ten years and six months,
and three years at the auctions conducted in
the first quarter was the lowest in the respec-
tive maturity segment since 2000, accounting to
2.58 per cent and 0.36 per cent, respectively.
The vyield of government securities with a matu-
rity of ten years and six months attained in Jan-
uary was also significantly lower than the yield
upon the first opening of the benchmark issue in
January 2015 (8.09 per cent).

The yield of the benchmark issue with a maturity
of ten years and six months placed in January
2015 on the secondary market, which was used
as a reference for assessing the degree of con-
vergence, declined somewhat at the end of the
quarter compared with February (from 2.67 per
cent to 2.66 per cent).

On 14 March 2016 the Ministry of Finance
successfully issued a new double tranche of
Eurobonds: seven-year (1.9 per cent coupon)
government securities amounting to EUR 1.144
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billion and 12-year (3.0 per cent coupon) gov-
ernment securities amounting to EUR 850 mil-
lion. The average annual yield at issue was
2.156 per cent on seven-year and 3.179 per
cent on 12-year government securities. Com-
pared with the triple tranche of Eurobonds with
a maturity of seven, 12 and 20 years placed

in March 2015, the yield attained in March
2016 on seven-year government securities went
down by 23 basis points, while that on 12-year
government securities increased by 45 basis
points. The lower yield of newly issued seven-
year bonds reflected the higher investor de-
mand for government securities in the shorter
maturity segment of the debt curve.

The new ECB monetary policy measures an-
nounced in March 2016 had an effect on the
debt market at the end of the first quarter of
2016 resulting in a decrease in the yield of
both government securities of euro area coun-
tries and all Bulgarian Eurobonds. Concurrently,
since early 2016 the spread between Bulgarian
Eurobonds maturing in 2017 and the German
benchmark securities has narrowed.

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

Government revenue and expenditure policy and
budget financing operations affected the alloca-
tion of liquidity between economic sectors.?

In the fourth quarter of 2015 the net inflow of
funds from the external sector to the budget ac-
counted for about 2.5 per cent of GDP for the
quarter, with the bulk of it including current and
capital grants received under the EU Structural
and Cohesion Funds.

In the third quarter of 2015 the government’s
fiscal policy had no significant effect on the
distribution of liquidity resources to the non-
government non-bank sector, but at the close of
the year a significant portion of the budget re-
sources was distributed to this sector. Investment
expenditures on projects of the 2007-2013 pro-
gramming period completed at the end of 2015,

2 For more details on financial flows between the budget
and other sectors, see Economic Review, May 2004, p. 28.
The sign ‘+’ of the respective financial flow indicates that
as a result of its operations the budget provided net funds
to the respective sector, while the sign ‘- means that the
budget withdrew net funds from the respective sector.
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which was co-financed with the EU funds, in-
creased. A portion of these expenditures was
financed by EU funds, and the costs incurred
within the national co-financing were reflected in
a decrease of the government deposit with the
BNB. In the fourth quarter the financial sector
(the BNB excluded) was a net beneficiary of li-
quidity from the budget, though in a low amount,
as maturing government securities (BGN 776
million) exceeded insignificantly the volume of
government securities issued on the primary
market (BGN 562 million nominal value).

Based on monthly preliminary data of mid-April
2016, it may be concluded that in the first quar-
ter of the year the external sector will be the
main source of liquidity for the consolidated
state budget. Operations on net debt financ-
ing, mainly as a result of the issue of Eurobonds
on international capital markets and the funds
received from the EU in the first quarter, con-
tributed to this effect. As of March 2016 funds
under the EU Structural and Cohesion Funds

on both the previous (2007-2013) and the new
financial frame (2014-2020), totalling BGN 993
million, were received. Funds attracted from the
external sector and the expected budget surplus
for the period, to a lesser extent, were the fac-
tors behind the increase in the government de-
posit with the BNB by BGN 4792 million in the
first quarter of the year.

As a result of the government issuing policy in
the external and domestic market, in the first
qguarter of 2016 the financial sector (excluding
the BNB) is also expected to be a source of
liquidity for the budget. The significant volume
of the issue acquired by this sector in interna-
tional capital markets in March®' is expected to
exceed the net negative issue of government
securities in the domestic market (amounting to
BGN 450.5 million).

Developments in financial flows generated in the
process of external and internal economic factor
interaction contributed to growth in international
foreign exchange reserves. In March 2016 the
market value of international reserves (assets on
the Issue Department balance sheet) rose from

2'In line with the press release of the Ministry of Finance of
15 March 2016, Bulgarian investors acquired 33 per cent of
the issue’s volume with a maturity of seven years and 25 per
cent of the issue’s volume with a maturity of 12 years.
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the previous year by EUR 1.1 billion amounting
to EUR 21.4 billion (BGN 41.8 billion). According
to the currency board framework principles, the
increase in international reserves corresponded
to the increase in the Issue Department bal-
ance sheet liabilities. Liabilities dynamics in the
first quarter of 2016 was mainly driven by the
increased obligations to the government and
budget organisations due to the issue sold in in-
ternational capital markets, reduced liabilities to
banks and banknotes and coins in circulation.

In the second and third quarters of 2016 banks’
funds with the BNB are expected to remain at
comparatively high levels, tending to decrease
somewhat. The dynamics of the government de-
posit with the BNB will reflect mainly the govern-
ment issuing policy on the domestic market and
the budget balance over the projection horizon.
Currency in circulation is expected to continue
growing with a tendency toward a gradual slow-
down in the annual growth rate.
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3. Economic Activity

In the fourth quarter of 2015 real GDP increased by 0.7 per cent. Over this quarter net exports contributed
most to growth reflecting the stronger exports than imports growth in goods and services in real terms on
a quarterly basis. Private consumption and gross fixed capital formation had also a positive contribution to

growth.

Short-term economic indicators over the fourth quarter of 2015 and the first quarter of 2016 give mainly
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 the high
capacity utilisation rate will create conditions for boosting employment and companies’ investment activi-
ties. Still, the high uncertainty surrounding the international situation is likely to continue to contribute to

a more cautious investment and expenditure policy of the firms. Quarterly GDP growth in the second and
third quarters will slightly moderate from the corresponding quarters of 2015 due to lower government
investment, yet slow growth rate of private investment and lower positive contribution of net exports to GDP

growth.

Current Economic Environment

In the fourth quarter of 2015 quarterly growth®
of real GDP accounted for 0.7 per cent, with
net exports having the main positive contribution
to it due to a stronger increase in exports of
goods and services compared to import growth.
Growth of private consumption and public
investment accelerated gradually throughout the
year, and in the fourth quarter also contributed
positively to overall growth. Government con-
sumption did not contribute significantly to the
real GDP change.

Indicators tracking firms and households’ senti-
ment (NSI business climate and consumer confi-
dence) remained at comparatively high levels in
early 2016. In March the business climate indi-
cator picked up, with improvements observed in
all sectors, excluding services. Expectations of
the future economic activity for the total econ-
omy continued to suggest positive sentiment.

In the second and third quarters of 2016 invest-
ment activity of corporations is expected to re-
main weak due to the dampening effect of the

2 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, quarter-on-quarter percentage points,
seasonally adjusted data)
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uncertain economic environment. On the other
hand, conditions for recovering the investment
activity of corporations and employment are cre-
ated by the increasing demand amid positive
sentiment of corporations, low petroleum prices
and a continued period of high production ca-
pacity utilisation in industry. The improvement of
the labour market and more optimistic consumer
sentiment reported in January 2016 in the NSI
survey are expected to be reflected in further
growth of quarterly private consumption in the
second and third quarters of 2016.

Government investment is projected to have a
negative contribution to GDP growth in the first
quarter of 2016 and to continue decreasing

in the second and third quarters of 2016 as a
result of the delayed initiation of new invest-
ment projects financed by EU funds in the new
2014-2020 programming period. Government
consumption is projected to have a low positive
contribution to growth.

In the second and third quarters of 2016 goods
and services exports are expected to increase
at slightly higher rates than imports of goods
and services.

Based on these component developments, in
the second and third quarters of 2016 quarterly
real GDP growth is anticipated to be weaker
than that in 2015, with the slowdown likely to
affect also annual growth.

The external environment remains a source of
uncertainty. Slower than expected growth rates
in Bulgaria’s major trading partners would con-
tribute to lower than projected domestic growth,
whereas stronger declines in oil prices and their
prolonged retention at low levels could stimu-
late consumption and reduce production costs
of firms, thereby increasing growth beyond the
expectations. If firms continue to invest cau-
tiously, and the expected recovery of private
investment is postponed, lower than expected
economic growth would be observed. Risks in
both directions exist also to public investment.

Business Climate and Consumer Confidence

(per cent) (per cent)
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Sources: NSI, BNB calculations.

Expectations about Future Economic Activity
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Factors Limiting Economic Activity of Corporations

(relative share of all corporations, per cent)
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try, construction, trade and services).

Sources: NSI, BNB calculations.
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Real GDP Growth by Component of Final Use

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

2013 2014 2015

| 11 e | | VA | | 1Y)
Consumption 05 00 -02 -01 49 -16 -13 08 01 07 10 09
incl.
Household
consumption 12 02 03 03 18 02 02 01 -04 03 07 06
Government final
consumption ex-
penditure 26 33 -32 25 42 -12 12 71 53 39 -31 -06
Collective
consumption 01 15 28 13 -02 -1.0 30 -13 09 02 05 04
Gross fixed
capital formation 14 00 21 22 14 04 -02 -09 04 04 06 11

Exports of goods and
non-factor services 58 19 14 11 -50 45 -25 73 40 -32 -19 56

Imports of goods and

non-factor services 27 40 37 -43 19 -09 06 38 30 -27 08 39
GDP 05 02 07 04 01 06 04 06 09 06 07 07
Source: NSI.

Household Behaviour

In the fourth quarter of 2015 household con-
sumption continued to improve amid retaining
the high savings rate. According to national
accounts data, employment continued to slightly
increase in the fourth quarter of 2015, indicat-
ing an increase in most economic sectors. The
growth rate of household income from remunera-
tion accelerated in the fourth quarter of 2015
as compared with the changes observed in the
previous three quarters of the year (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).?

Based on Labour Force Survey, in the fourth
quarter of 2015 labour supply by households
remained low due to a quarterly decrease in
labour force in the second half of 2015.*" The
increase in the economic activity rate® in the
fourth quarter and in most part of 2015 was
driven mainly by the fall in the number of work-
ing-age persons. The number of discouraged

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

% The labour force (currently economically active popula-
tion) comprises persons aged 15 and older who provide

the supply of labour for the production of goods and ser-
vices. 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.

Fan Chart of the Expected Annual Rate of Change
of GDP

(per cent)
8
6 80%
60%
41 40%
20%
2,
0 ; ; ; ; ;
_2 4
74 \‘H‘H\‘\\"\‘H‘H\‘W‘\‘H‘H‘W‘\‘H‘H‘W \‘H‘H\‘W‘\
2012 2013 2014 2015 2016 2017

Note: The fan chart shows the expert views of the forecasters on the
uncertainty surrounding the projected value based on a probability
distribution. The reporting period shows revisions of GDP growth
estimates. The middle band of the chart, depicted in the darkest
colour, includes the central projection and the probability distribution
shows 20 per cent probability for the actual value to fall in this band
in each of the quarters. If neighbouring bands (in the same brighter
colour) are added to the middle band, there would be 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 prob-
ability for the value to remain outside the coloured part of the chart is
20 per cent based on the distribution chosen.

Source: BNB.

Employment and Nominal Wage Bill
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persons continued to go down in the fourth
quarter of 2015.

Based on Labour Force Survey seasonally
adjusted data, in the fourth quarter of 2015 the
unemployment rate® continued to decrease,
reaching 8.7 per cent (7.9 per cent according
to non-seasonally adjusted data) and reflecting
mainly the lower number of longer-term unem-
ployed persons (jobless for more than a year).
As a result, the share of long-term unemployed
persons went down to 4.7 per cent of labour
force (according to seasonally adjusted data).
The seasonally adjusted unemployment rate®’
based on the Employment Agency data also
decreased slightly in the fourth quarter and
the first three months of 2016 to reach 9.3 per
cent (9.9 per cent according to non-seasonally
adjusted data) in March 2016.

The adjusted national account data show that
household consumption in the fourth quarter
rose by 0.6 per cent on a quarterly basis. Retail
trade volumes also increased on a quarter-
on-quarter basis. Early 2016 saw positive indi-
cations for consumption development. In the
first two months of 2016 retail trade volumes
increased further compared to the average in
the fourth quarter of 2015, with the group of
food, drinks and tobacco contributing most to
this growth. Concurrently, the consumer confi-
dence indicator went up due to prevailing better
expectations of households for their financial
position and the level of unemployment reported
in the NSI Consumer Survey.?®

The household savings rate increased slightly
in the fourth quarter of 2015 and remained
comparatively high. The NSI Household Budget
Survey data show that the share of savings

% Unemployment rate is the proportion 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 27, but using a constant rate of labour force comprising
the number of persons in the respective age group since the
last census of the population.

# Final results of the Consumer Survey represent balances
of opinions and are calculated as a difference between the
relative shares of positive and negative opinions on raised
issues. The composite consumer confidence indicator is
calculated as the arithmetic mean of expectation balances

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

Unemployment Rate
(per cent, share of the labour force)

Seasonally adjusted data
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Unemployment*
Unemployment™

Long-term unemployment*

* NSI data.
** Employment Agency data.

Sources: NSI — SNA, Employment Agency, BNB calculations.

Private Consumption and Consumer Confidence
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in household disposable income continued

to increase. The share of households, which
intend to increase their savings in the follow-
ing 12 months, remained also high (according
to the Consumer Survey of January 2016). Net
assets of households measured by their net
position vis-a-vis the banking system (BNB mon-
etary statistics) continued to increase over the
fourth quarter.

Against the background of low energy product
prices and recovering demand for goods and
services, there are preconditions for increasing
firms’ labour costs without distorting their com-
petitive positions. Hence, corporations’ expecta-
tions about the number of personnel reflect the
continuous recovery of labour demand by firms
in most sectors. In the short term, these factors
are likely to contribute to employment growth
and higher labour income, which is expected to
support household consumption. In the second
and third quarters of 2016 consumer demand
is projected to increase, the household sav-
ings 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 employ-
ment and labour income.

Employment and Income Dynamics

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

Employees 0.1
Nominal wage per employee* 3.1
Real wage per employee*™ 2.7
Wage bill, nominal terms 3.0
Wage bill, real terms™ 2.7

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

Employees -1.7
Nominal wage per employee* 12.3
Real wage per employee™ 9.9
Wage bill, nominal terms 9.7
Wage bill, real terms™* 7.4

Household Propensity to Save and Expectations

(per cent, (million BGN;
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15 - 1500
0 0

As of November 2014 KTB was excluded — 7 :
as a reporting unit from monetary statistics.

-1500

-30 T T T -3000

' ‘ Fa T
2012 2013 2014
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.

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

2013

60 00 01 0Ot 01 02 00 01 00 00 01
o8 08 13 16 13 14 07 06 06 02 18
14 09 14 26 19 19 07 08 07 09 17
67 06 13 14 17 12 08 -01 08 06 21
13 08 13 24 22 18 08 04 09 14 20

67 01 -7 03 03 07 01 08 02 02 03
86 62 66 35 43 73 73 13 09 01 37
74 69 77 54 61 85 92 31 15 09 48
80 563 56 29 45 72 69 21 14 13 50
69 60 67 48 63 85 88 39 20 22 61

* 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.

37

Economic Activity



Retail Trade Turnover
(per cent, quarter-on-quarter; seasonally adjusted data at constant prices)

2013 2014 2015 2016

R T [T 2 T V2O TR R TR VA

February
Retail trade, excluding motor vehicles and motorcycles 09 42 041 1.1 74 08 11 00 03 -01 -01 05 1.0

incl.

Food, drinks and tobacco products 46 37 33 05 198 13 10 -14 06 -03 -11 -06 17.3
Textile, clothing, footwear and leather 03 74 60 23 00 47 38 -26 -74 21 03 24 6.8
Household appliances, furniture and other household goods 16 26 20 20 09 07 04 21 24 02 04 -4 0.3
Computer and communication equipment 114 -08 -28 85 -36 -32 -13 -01 07 -06 -06 -07 -139
Pharmaceutical and medical goods, cosmetics and toiletries 57 56 45 24 38 1.0 16 35 26 07 1.3 1.7 0.6
Unspecialised shops with different kinds of goods 49 135 32 06 19 21 14 29 20 13 05 -19 -1.6
Automobile fuels and lubricants 42 56 52 -13 58 -12 93 -30 52 -54 29 741 6.0

Source: NSI, short-term business statistics.

Fiscal Policy Effects on the Economy

Quarterly data on consolidated fiscal programme
performance show that the cash-based budget
deficit for 2015 came to BGN 2484 million (2.9
per cent of GDP). The general government ESA
2010 deficit was BGN 1774 million (2.1 per cent
of GDP).

In 2015 fiscal policy affected economic activity
mainly through public investment made, which
had a significant contribution to the growth in
gross fixed capital formation overall in the econ-
omy for a third consecutive year. 2015 was the
last year of implementation of projects from the
2007-2013 EU programming period and this
was the reason behind the sizeable increase in
government sector investment in real terms. At
the same time, current government expenditure
in 2015 had a positive, though limited, con-
tribution to the increase in domestic demand
due both to the slight increase in government
consumption and the moderate increase in the
transfers to households.

The first two months of 2016 saw buoyant gov-
ernment revenue growth largely due to windfall
revenue from indirect tax receipts in January.
On the one hand, these could be explained

by the early 2016 receipts from VAT on higher
public expenditure payments in December 2015,
and, on the other hand, by the one-off higher
receipts from excise duty resulting from the
excessive stockpiling in the commercial network
of cigarettes subject to excise taxes prior to

Contribution of Major Groups of Revenue to Growth
in Total Revenue and Grants, Cumulatively

(on an Annual Basis)

(per cent; percentage points)
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Sources: MF, BNB calculations.
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the early 2016 tax rate increase.”® The advance
payments under the 2014-2020 financial frame-
work also contributed to budget revenue growth.

Between January and February 2016 budget
expenditure went down by 5.4 per cent mainly
due to the almost complete lack of investment
under the new EC operational programmes.
Interest expenditure also reported a sizeable fall
on an annual basis resulting from the high pay-
ments made in the previous year when the last
interest payment on USD-denominated global
bonds was effected. Operating expenditure,
subsidies and the contribution to the EU budget
also reported a decline.

In February social payments went up 5.9 per
cent on an annual basis, reflecting mainly
higher healthcare spending. Compensation of
employees reported an annual increase of 2.2
per cent, with the more significant rise in wage
expenses in municipality budgets and social
insurance being offset somewhat by the low
growth in wage expenses in the state budget.

The dynamics of current non-interest govern-
ment expenditure in early 2016 indicates that in
the first quarter of 2016 government consump-
tion will have a low positive contribution to GDP
growth. The effect of the higher health care and
wage expenditure (comprising 67 per cent of
the nominal government consumption for 2015)
will probably outstrip the effect of the decrease
in operating expenditure.

According to preliminary data and MF estimates,
CFP balance in the first quarter of 2016 was
positive (BGN 1856.0 million or 2.1 per cent of
GDP) largely due to higher tax revenues and
grants, and the sizeable reduction of capital
expenditure. Budget revenue performance in
the second and third quarters of 2016 will con-
tinue to be positively influenced by the regu-
latory changes in force as of early 2016 (the
increased tobacco and fuel excise duties and
higher minimum insurance thresholds and mini-
mum wage) and by the expected acceleration

2 According to the monthly bulletin of the Ministry of Finance
for January 2016, significant growth is reported in the excise
duty on tobacco products released for consumption in the
tax period for December 2015 to which the 2015 tax rates
were applied. Since the beginning of 2016 the overall mini-
mum excise duty on cigarettes was increased from BGN 148
to BGN 161 per 1000 cigarettes.

Contribution of Major Tax Groups

to Tax Revenue Growth, Cumulatively
(on an Annual Basis)

(per cent; percentage points)
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of the annual growth of private consumption and
compensation per employee.

The MF estimates set out in the Convergence
Programme for the 2016-2019 period and the
report on the Consolidated Fiscal Programme
for the first two months of the year confirm the
expectations of a significant reduction in public
investment in the second and third quarters of
2016. This dynamics will contribute to a con-
traction of gross fixed capital formation in total
economy during this period.

Based on the current government expenditure
dynamics observed in the beginning of the year
and the parameters laid down in the 2016 State
Budget Law, we expect public consumption

to have a limited positive contribution to GDP
growth in the second and third quarters of the
year.

Revenue, Expenditure and Budget Balance on the Consolidated Fiscal Programme for 2015-2016

Consolidated Fiscal Programme |

million ~ per_ million
BGN cent BGN
Total revenue and grants 77951 185 85084
Tax revenue 59374 142 63487
Corporate tax 4638 24 5446
Personal income tax 6212 02 7349
Value added tax 19694 218 19769
Excise 9498 111 10569
Customs duties 394 125 36.1
Social and health insurance contributions 16247 164 17272
Other taxes 2601 217 2721
Non-tax revenue 10798 258 9391
Grants 7779 503 12206
Total expenditure
(incl. the contribution to EU budget) 75392 12 78748
Wages and social security contributions 14152 14 15193
Operating expenditure 10048 1.1 10218
Interest 2628 318 46.8
Social security, assistance and social care 33883 04 35036
Subsidies 4007 219 3784
Capital expenditure and state reserve growth 7654 26 12016
Contribution to the EU general budget 3019 -184 2034
million dif;?ﬁ‘giea million
BN gan)
Budget balance, on a cash basis 2559 11306 6336

Contribution of Government Consumption
Components to Real GDP Growth
(percentage points, quarter-on-quarter,
seasonally adjusted data)
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Sources: NSI, BNB calculations.
2015 2015 2015 2016
I Il v January - January - January -
December February February
per milion per milion per milion per milion per milion per
cent BGN cen BGN cent® BGN cent BGN cen’ BGN cent’
120 78587 6.4 8051.1 25 322134 95 47616 133 55194 159
62 62823 66 6287.2 56 248556 79 3802 184 42338 100
98 2303 50 6217 216 18604 108 765 451 556 213
8.4 6705 40 704.6 81 27312 52 3984 -143 4276 73
58 21363 53 16573 -52 77400 65 15037 295 16974 129
79 13269 1561 11924 134 45250 120 6506  10.6 7871 210
2.8 378 94 457 106 159.0 38 260 116 259 03
52 17291 52 1866.1 56 69471 77 10727 225 11074 32
3.0 1524 75 1993 104 892.9 54 1224 428 132.7 8.5
2.7 8322 48 8590 128 37101 72 6696  22.0 7754 158
879 7442 208 9049 -205 36477 249 2418 -39.9 5103 1111
21 81156 31 111679 182 346976 6.8 48671 05 46041 -5.4
18 14506 08 16889 18 60830 11 9417 30 9625 22
108 9586 63 14938 31 44790 52 6161 04 5869 47
152 3206 184 682 13 6983 204 2158 301 1168 -459
42 34721 25 35773 01 139412 17 22131 06 23431 59
258 2879  -12 5944 413 16614 71 2048 -45 1848 98
263 14978 166 34234 783 68882 304 4493 59 2304 487
45 1192 <141 3219 265 9464 09 2263 -174 1797 206
diffe(encea million diﬁe(e_nce3 million differences million d\'ffere_nceg million differencea million diﬁe(gncez
(million BGN (million (million (million (million BGN (million
BGN) BGN) BGN) BGN) BGN) BGN)
7563 -257.0 2256 -3116.8 -1522.8 -24842 5887 -1055 5827 9152 10208

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

Source: BNB.
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Behaviour of Firms and Competitiveness

In the fourth quarter of 2015 real value added
growth rate in total economy accelerated slightly
to 0.3 per cent on a quarterly basis from

0.2 per cent in the previous quarter. All eco-
nomic sectors, excluding the agricultural one,
contributed positively to value added growth.
Gross value added in industry increased to

1 per cent in the fourth quarter of 2015 (0.6 per
cent in the third quarter). The real component
of industrial turnover indicator of the NSI short-
term statistics also reported an increase in the
fourth quarter of 2015 in both the domestic and
external markets. In construction, value added
rose by 1.6 per cent in the fourth quarter of
2015. Although the data on the construction
production index (at constant prices)SQ reported
a decline in both civil and building construction
in the same quarter, the indicator was revised
upwards for the period starting from the begin-
ning of 2014. The review period saw a slight
increase in the number of new dwellings per-
mits issued. Services value added continued

to increase in the fourth quarter of 2015, with
financial and insurance activities, real estate
activities and professional, scientific and techni-
cal activities®' sub-sectors contributing positively
to growth over the review period.

Available data on the turnover indices in indus-
try and trade for the January-February 2016
period from the NSI short-term business sta-
tistics indicate that value added should have
grown in the first quarter of 2016, while the
construction production index declined. On aver-
age, between January and February 2016, the
volume of sales in industry in both the domestic
and external markets increased compared with
the average for the fourth quarter of 2015. Over
the January-February 2016 period retail trade
volumes (at constant prices) also went up on
the 2015 fourth-quarter average. These develop-
ments suggest a further recovery of domestic
demand in the first quarter of 2016.

“n early 2016 construction production indices for the previ-
ous year are recalculated on the basis of the comprehensive
annual data from the structural business statistics.

5" Professional, scientific and technical activities; administra-
tive and support service activities sub-sector according to
A10 breakdown of economic activities.

Value Added Growth and Contribution by Sector

(per cent; percentage points, quarter-on-quarter;
seasonally adjusted data)
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Industrial Turnover Dynamics
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Corporations’ investment activity remained sub-
dued. According to national accounts data and
BNB calculations (based on national accounts
data and quarterly non-financial accounts of

the general government sector published by
the NSI) the overall increase in fixed capital
investment of 1.1 per cent in real terms on a
quarterly basis in the fourth quarter of 2015
was due to the higher capital expenditure on
the consolidated fiscal programme, while private
investment decreased. Gross operating surplus
also declined in the second half-year, with the
agricultural sector and industry having the main
negative contributions to this fall in the indicator
in the fourth quarter of 2015.

Corporations’ policy regarding the staff head-
count remained prudent. In the fourth quar-

ter of 2015 employment in the total economy
increased slightly, with the agricultural sector,
as well as the information and communication
sector and public services being the main posi-
tive contributors to this growth. The continuous
increase in corporations’ employment expecta-
tions in the following three months, and the
recovery of economic activity give grounds

to project that employment will continue to
increase gradually in the second and third quar-
ters of 2016.

As a result of stabilised employment and higher
gross value added, labour productivity contin-
ued to grow on a quarter-on-quarter basis in the
fourth quarter of 2015. The indicator posted an
increase in all sub-sectors.

The nominal compensation per employee accel-
erated on both a quarterly and annual basis in
the fourth quarter of 2015. This reflected higher
wages in industrial sub-sectors and most ser-
vices sub-sectors, unlike the agricultural sector
and trade where wages declined.

Given the weaker labour productivity growth
compared with that in compensation per
employee, nominal unit labour costs in indus-
try and in the total economy posted a slight
increase in the fourth quarter of 2015 on both
a quarterly and annual basis. This indicator
declined in real terms in the total economy, but
went up in industry.

Due to the sustained high capacity utilisation
rate in 2015, the production factor and total

Construction Production Dynamics and New Buildings
Permits Issued
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factor productivity capital continued to be the
main positive contributors to real GDP growth in
the fourth quarter of 2015. The low contribution
of labour reflects mainly the weak employment
dynamics.

The recovery of economic activity and improved
sentiment and expectations of firms in the con-
text of sustained high capacity utilisation amid
low oil prices are expected to contribute to a
long-lasting trend toward real growth. However,
the uncertain economic environment still remains
an important factor limiting the investment activ-
ity and expenditure policy of firms. As a result,
private investment and employment growth are
expected to remain weak in the second and
third quarters of 2016.

Compensation per Employee at Current Prices
(thousand BGN; seasonally adjusted data)
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Gross Value Added Growth

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

Agriculture, forestry, hunting and fishing
Mining and quarrying, manufacturing, production and distribution of electricity,
gas and water

Construction

Trade, repair of motor vehicles and motorcycles, transport,

storage and mail services, hotels and restaurants

Creation and dissemination of information

and author products; telecommunications

Financial and insurance activities

Real estate activities

Professional activities and scientific research;

administrative and ancillary activities

Public administration, education,

human health and social work activities

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

Gross value added, total for the economy

Source: NSI.

Exports and Imports of Goods and Services

In 2015 nominal exports and imports of goods
picked up by 5.2 per cent and 1.1 per cent on
an annual basis, respectively.32 According to
non-seasonally adjusted GDP data, in 2015 real
annual growth in exports of goods came to 8.4
per cent on an annual basis, while real imports
of goods increased by 5.2 per cent. Cross-
checking the changes in exports and imports of
goods in nominal and real terms shows that the
dynamics in global prices contributed negatively
to the nominal growth of international trade
flows in 2015.

External trade dynamics by quarter was diver-
gent. Following the sizeable increase in interna-
tional trade flows on an annual basis in the first
half of 2015, the third quarter saw a moderation
in the real growth of exports and imports, while
the nominal one reported a decline due to the
fall in international prices. In the fourth quarter
of 2015 the annual growth of international trade
flows accelerated influenced by the increasing
physical volumes and the lower decline of inter-
national prices on an annual basis. In nominal
terms, the recovery was more pronounced in
exports than in imports. The late 2015 trend
toward an increase in nominal exports remained
sustained in early 2016, while nominal imports
declined on an annual basis.

% Foreign trade data.
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14 -08 21 -09 19 39 -20 13 05 -07 10 -27

03 02 01 15 03 08 06 11 03 14 06 10
12 12 -08 -22 02 -08 01 07 06 00 02 16

07 00 10 02 01 04 05 09 13 15 00 00
07 25 -22 20 02 27 -28 04 13 -02 -0 17

03 04 -03 00 02 00 13 09 04 04 00 06

08 43 12 17 21 05 01 06 08 10 06 12

09 05 29 35 2565 19 12 13 -11 -10 -10 15
07 02 13 04 03 07 -01 08 02 03 02 03

Net Exports of Commodity Groups by Use,
January—-December 2015

Balance, ~ Change®, gEré@?;ts Jg\r:’ct)r:ts

million EUR  million EUR oer centy oer cent’
Consumer goods 558.2 -63.5 7.3 94
Raw materials -257.8 -307.9 4.0 7.4
Investment goods -1725.3 548.5 16.4 24
Energy resources -1650.7 679.2 -12.0 -19.6
Other exports -86.7 2.3 23.3 46
Total -3162.3 858.2 5.2 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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In the second and third quarters of 2016 real
growth of exports and imports of goods is
expected to increase on an annual basis, with
the faster exports than imports growth being
sustained, which will contribute to the contrac-
tion of the trade deficit as a per cent of GDP.
Real exports dynamics will comply with the
expectations about the external demand for
Bulgarian goods, while real imports of goods
will reflect mainly the projected increase in con-
sumption in Bulgaria. Falling prices of major
commodity groups in the international market
will continue to subdue exports and imports
dynamics in nominal terms — a trend that will be
more pronounced in exports of goods.

According to the balance of payments data, in
2015 exports and imports of services rose on
2014. The 2015 national accounts data indicate
that as regards exports of services this is the
result mainly of increased real volumes, while

in the imports of services the increase in prices
had a leading role. In the fourth quarter of 2015
nominal exports of services reported a sizeable
growth on an annual basis due to the higher
real volumes, while nominal imports remained
almost unchanged, and the imported real vol-
umes decreased. The early 2016 is character-
ised by a decline in the exports and imports of
services on an annual basis, but the data are
preliminary and subject to revision.

In the second and third quarters of 2016 real
exports of services is expected to increase on
an annual basis, but the growth will be limited
due to the lower income under the travel sub-
item resulting from a slowdown in the economic
activity in key trading partners for Bulgaria’'s
tourist sector. On the other hand, real imports of
services are expected to decrease on an annual
basis.

In 2015 exports of goods to EU Member States
increased by 7.9 per cent on an annual basis in
line with the improvement of EU economic activ-
ity. Exports to Germany, ltaly and Romania con-
tributed most markedly to this growth. Exports of
machines® and chemical produots34 contributed
most significantly to the dynamics of exports

% 1n this chapter, it should read the machines, vehicles,
appliances, instruments and weapons group under the Com-
bined Nomenclature.

% 1n this chapter, it should read chemical products, plastics
and rubber under the Combined Nomenclature.
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to EU Member States by commodity group. In
the course of 2015 annual nominal growth of
exports to EU Member States moderated and

in January 2016 posted a decline on January
2015. This decline reflected mainly the falling
international prices of major export commod-

ity groups, such as energy and metals. In 2015
exports to non-EU countries rose by 0.6 per
cent on an annual basis, with the strongest
growth observed in exports to the USA. The
annual growth of exports to non-EU countries
recovered at the end of 2015 and in early 2016,
following a drop observed in the third quarter
of 2015, with the higher exports of machines
being the main factor behind the recovery. In
2015 the share of exports to EU Member States
increased at the expense of that to non-EU
countries.

Nominal exports of all commodity groups under
the Combined Nomenclature excluding energy
products® and metals® posted an increase

on an annual basis in 2015. In January 2016
exports of energy products and metals con-
tinued to decline on an annual basis, with the
exports of food products also contributing nega-
tively to total exports of goods.37 The exports of
machinery and chemical products had the most
sizeable positive contribution to overall exports
growth in 2015 and early 2016.

In 2015 and the beginning of 2016 exports of
machines increased on an annual basis, reflect-
ing both higher exported volumes and higher
prices.®® A sizeable increase in the nominal
exports of this group was observed in both
exports of EU and non-EU countries. Exports of
machines are expected to continue to increase
sustainably in the second and third quarters of
2016 driven by enhanced external demand.

In 2015 nominal exports of energy products
posted a decrease on an annual basis due to
lower petroleum product prices in international

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

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

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

% The 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
2015.

Geographical Breakdown of Exports of Goods

Other Other
Asia 5.6% Asia 6.8%
11.6% 10.3%
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Ame;\ca America
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Source: BNB.

Exports by Commaodity Group, January—December 2015

. Change*  Growth** antnBu-
Million (milion (per tion
EUR EUR) cent) (percgntage
points)

Wood products, paper, ceram-
ics and glass 12134 110.5 10.0 05
Machines, vehicles, appliances,
instruments and weapons 5658.8 859.1 17.9 39
Mineral products and fuels 31020  -346.0 -10.0 -1.6
Base metals and related
products 36633 -4.5 0.1 0.0
Animal and vegetable products,
foods, drinks and tobacco 37473 52.5 1.4 02
Textiles, leather, clothing,
footwear and other consumer
goods 3064.8 147.0 50 0.7
Chemical products, plastics
and rubber 2798.7 324.8 13.1 15
Total exports 232483 11433 5.2

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

Source: BNB.

Exports of Machines, Vehicles, Appliances,
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(million EUR)

400

350

12-month moving average

300
250
2004
1501

100

507

0 \ \
2012 2013 2014 2015 2016
Exports to the EU

Exports to non-EU countries

Source: BNB.

Economic Review ® 1/2016

46



markets. Concurrently, exported physical vol-
umes rose on 2014.*° The decline in nominal
terms continued also in January 2016, with
both exports to EU Member States and non-EU
countries reporting a fall on an annual basis. In
the second and third quarters of 2016 exported
volumes are expected to continue to increase,
but the falling international prices of petroleum
products on an annual basis will limit nominal
exports in this group.

In 2015 exports of base metals remained at

a level close to that reported in 2014. The
second half year was characterised by lower
exports compared with the corresponding period
of 2014. The trends of the second half year
reflected both the fall in prices and in exported
physical volumes.”’ In January 2016 nominal
exports of metals continued to decline on an
annual basis, with both prices and exported
physical volumes going down.*' By geographi-
cal breakdown, the reduction in the exports of
metals in 2015 and early 2016 was due mainly
to the lower exports to non-EU countries. In the
second and third quarters of 2016 the nominal
exports of metals is expected to go down on

an annual basis due to the annual fall in metal
prices in euro and US dollars in international
markets and to the lower exported volumes as a
result of the excess metal supply worldwide.

The nominal exports of animal and plant prod-
ucts increased in 2015, though in the third and
fourth quarter of the year it reported a decline
on an annual basis due to the lower exported
physical volumes.** The drop in this group’s
exports continued in January 2016. In nomi-
nal terms, declines on an annual basis were
reported in both exports to EU Member States
and non-EU countries. Over the projection hori-
zon, nominal exports of the group is expected
to sustain its upward trend driven by higher

% According to the Balance of Payments of Bulgaria, January
2016, p. 56 and using the quarterly export deflators of the
mineral fuels, oils and related products group under Stand-
ard International Trade Classification (SITC) in 2015.

““ The quarterly export deflators for the precious and other
non-ferrous metals under SITC were used to estimate the
price effect in the third and fourth quarters of 2015.

“! According to the Balance of Payments of Bulgaria, Febru-
ary 2016, p. 53.

*2The quarterly export deflators for the food and live animals

group under SITC were used to estimate the price effect in
2015.
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external demand. Growth, however, will be held
back by the expected decline in international
food prices.

In 2015 and early 2016 exports of chemical
products® rose markedly on an annual basis,
with exports to EU Member States contributing
most substantially to this growth. Plastic prod-
ucts, fertilisers and medicines were the sub-
groups with the most marked contribution to the
growth in the exports of chemicals. Both larger
physical volumes and higher prices contributed
positively to the nominal growth of exports in
this group.44 In the second and third quarters
of 2016 exports in the group are expected to
continue growing on an annual basis at rates
close to the ones reported in the fourth quarter
of 2015 due to higher external demand.

According to balance of payments data, exports
of services rose by 6.1 per cent in 2015 despite
the reported decrease in earnings from tourism.
Other business services and in particular tech-
nical®® and consultant services® had the most
substantial positive contribution to the growth of
exports of services. In 2015 earnings from tour-
ism decreased by 3.6 per cent, with NSI data
reporting a fall of nearly 5.8 per cent in foreign-
ers travelling for tourism in Bulgaria compared
with 2014. The decline was mainly due to a
smaller number of visits from Romania, Russia
and Greece. In the beginning of 2016 exports of
services declined markedly on an annual basis
in all sub-items except for the travel sub-item.*’

In 2015 nominal imports (CIF) of goods posted
an increase of 1.1 per cent on 2014. The com-
parison between the real and nominal annual
growth of imports of goods for 2015 based on
non-seasonally adjusted GDP data shows that
this growth was attributable to the increase

in imported physical volumes. Raw materials
contributed most markedly to nominal growth

of imports of goods by use, with their growth
matching the annual increase in industrial turno-

*3The chemical products, plastics and rubber group under
the Combined Nomenclature.

“ The quarterly export deflators for the chemicals and chem-
ical products group under SITC were used to estimate the
price effect in 2015.

“ Technical, trade-related, and other business services.
“6 Professional and management consulting services.
" Preliminary data subject to revision.
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Imports of Commodity Groups by Use, January—
December 2015

millon EUR (mﬁ\?&?%ﬁ) greorvfzm) C@Zﬁﬂﬁﬁiﬁ;ﬂe

points)
Consumer goods 5594.8 480.4 9.4 1.8
Raw materials 9740.6 669.3 74 2.6
Investment goods 6733.3 157.2 24 0.6
Energy resources 42134 -1027.7 -19.6 -3.9
Other imports 1285 5.6 46 0.0
Total imports (cif) 26 410.5 284.9 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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ver and production. Consumer goods also were
of great importance for imports dynamics in
2015. Although total imports of goods grew in
2015, the second half year saw a decline on
an annual basis. The beginning of 2016 gives
indications that this trend will be sustained, with
exports of raw materials and energy resources
having the most sizeable negative contribution
which could be explained by the falling interna-
tional prices of major commodity groups.

In 2015 imports of goods from EU Member
States increased by 5.7 per cent on an annual
basis and by the close of the year the annual
growth rate accelerated. Imports from Germany
and ltaly had the largest positive contribution
to this growth. January 2016 saw a decline in
imports from EU Member States, largely due to
the drop in imports from Germany and Greece.
Imports from non-EU countries recorded a 3.6
per cent fall in 2015 compared with 2014, this
dynamics being underpinned mainly by imports Imports of Energy Resources
from Russia. The downward trend in imports (million EUR)

from non-EU countries from the second quarter .
of 2015 continued in the beginning of 2016, and

600 4
550

Russia still had the largest negative contribu- 500
tion thereto. Imports from this country is made 4507:.: -
up almost entirely of petrol products, and the a0

reported decline was due to the falling inter- %07
national prices thereof. In 2015 and the begin- 1
ning of 2016 the share of imports from the EU . ‘
grew on an annual basis and in January 2016 2012 2013 2014 2015 2016
reached 50.5 per cent. Source: BNB.

12-month moving average

250

In 2015 an annual decline was reported only in
the imports of energy resources and by the end
of the year it moderated — a trend that remained
sustained also in early 2016. The registered
drop in imports of energy resources in both
2015 and 2016 was due to the falling interna-
tional prices of petrol products,48 while physical
volumes reported an increase. Reflecting the
expectations of a continuous annual decline in
the price of petrol in US dollars and in euro, the
nominal imports of energy products will remain
subdued in the second and third quarters of
2016.

8 According to the Balance of Payments, January 2016,
p. 56, and February 2016, p. 53 and using the quarterly
import deflators of the mineral fuels, oils and related prod-
ucts group under the SITC in 2015.
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Imports of the raw materials group grew on an
annual basis in 2015 and was of key impor-
tance to the overall growth of imports of goods.
However, the fourth quarter of 2015 saw moder-
ate imports growth in the group, and in January
2016 imports declined. The assessment of price
changes shows that the growth in the group

in 2015 reflected the higher imported volumes,
while the falling prices of most goods had a
limiting effect on this group’s imports.*® In the
second and third quarters of 2016 imports of
raw materials are expected to continue to be
limited by the decreasing international prices of
major commodity groups.

Imports of consumer goods registered size-
able annual growth in 2015. Food, drinks and
tobacco contributed most to it, and the phar-
maceuticals and cosmetics sub-group continued
to play a major role. In early 2016 this group’s
imports continued to grow, albeit at lower
annual growth. Imports of the group are pro-
jected to grow in the second and third quarters
of 2016 driven by the expected increase in pri-
vate consumption.

In 2015 nominal imports of investment goods
increased on 2014 reflecting both the higher
physical volumes and the year-on-year price
rise.®® Imports of vehicles had the largest con-
tribution to the growth in this group. Throughout
2015 the imports dynamics of this group was
divergent and in the second half year imports of
investment goods declined on an annual basis.
A similar trend was observed also in Janu-

ary 2016, with the imports of other investment
goods having the largest contribution thereto. As
a result of the expected investment dynamics,
our projections for the second and third quar-
ters of 2016 point to low dynamics of invest-
ment goods’ nominal imports.

According to balance of payments data, ser-
vices imports saw a 5.3 per cent year-on-year
rise in 2015, with imports of services related to

* 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 2015.

* The quarterly import deflators for the machines, equipment

and vehicles group under SITC were used to estimate the
price effect in 2015.
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maintenance and repair services reporting the
most sizeable increase on 2014. At the same
time, the increase in expenditure on residents’
travel played an essential role for the imports
of services dynamics. According to NSI data,
Bulgarians’ visits abroad increased on an annual
basis, with the visits to Greece and Turkey hav-
ing the most significant contribution to this. The
beginning of 2016 gives indications of lower
nominal imports of services. However, Bulgarian
residents’ travel expenditure continue to grow.

Annual Change of Imports of Services and
Contributions by Sub-components
(per cent, percentage points)
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4. Inﬂation

In the first quarter of 2016 the decrease in end-user prices accelerated, and inflation reached -1.9 per cent
in March (-0.9 per cent at the end of 2015). This reflected mainly the continuing decline in international oil
prices which contributed to the significant drop in transport fuel prices, as well as in the prices of transport
services and some administratively controlled prices affected indirectly by fuel prices. Lower import and
domestic prices of certain agricultural products contributed to the deflation reported in the group of foods
in March, while the strengthening in the long-term downward trend in the prices of telecommunication ser-
vices contributed to the deflation in the services group. Prices in other major groups of goods and services

remained stable.

In the second and third quarters of 2016 inflation is expected to remain negative, which will be driven
mainly by the fall in international fuel, food and commodity prices in the beginning of 2016.

In the first quarter of 2016 end-user prices con-
tinued to follow a downward trend, their rate of
change reaching -1.9 per cent in March (-0.9 per
cent at the end of 2015).°" Enhanced deflation in
early 2016 reflected mainly the stronger deflation-
ary impact of international prices and, to a lesser
degree, internal factors.

The early 2013 downward trend in the prices of
goods imported into Bulgaria was sustained dur-
ing the fourth quarter of 2015, driven mainly by
lower fuel and commodity prices in international
markets.” In March 2016 the annual decline in
global oil and food prices in euro was 30 and
5.4 per cent, respectively. This appears to be a
precondition for declines in the overall indices
of domestic producer prices and end-user con-
sumer prices.

The total producer price index (PPI) in the do-
mestic market continued decreasing on an an-
nual basis, its rate of decline reaching 4.0 per
cent in February. The sub-sectoral breakdown
shows that prices in manufacturing had a sig-
nificant negative contribution to the change in
the total producer price index, reflecting mostly
lower producer prices of refined oil products and
metals.”® This trend was transmitted through the
supply chain on end-user consumer prices so

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

%2 Import data under the Standard International Trade Classifi-
cation (SITC).

% Production of coke and refined petroleum products, and
production of basic metals.

Annual Inflation and Contribution of Major
Commodities and Services Groups to It
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that transportation fuels recorded a considerable
drop of 17.4 per cent in March 2016, displaying
the largest negative contribution to the change
in end-user consumer prices (-1.17 percentage
points).

In February the sub-sector related to the pro-
duction of electricity, heating and gas54 also
had a negative contribution to the annual rate
of change in producer prices, consistent with
the continuous price decreases of imported
natural gas. Lower prices of imported natu-

ral gas which reflect indirectly global oil prices
gave grounds for the Energy and Water Regu-
latory Commission (EWRC) to cut the end price
of natural gas since 1 January 2016.%° This,

in conjunction with the three consecutive cuts
in heating prices in April, July and October
2015, accounted for the negative contribution of
administratively controlled prices to the overall
inflation over the first quarter of 2016.

In the first two months of 2016 main industrial
groupings reported lower prices on an annual
basis not only for energy products but also for
intermediate consumption products which are a
component of firms’ production costs. The contin-
ued downward dynamics in oil prices and major
raw materials in international markets over the
following months will continue to be a factor for
the retention and/or decrease in end-use con-
sumer prices. Concurrently, producer prices on
the domestic market related to the production of
consumer non-durables retained their mid-2015
upward trend under the influence of increased
prices in processed food,”® drinks and tobacco
products, and partly clothes. Higher domestic
producer prices of processed food were passed
on end-user consumer prices of processed food
which posted annual growth of 1.4 per cent as
of March 2016.

Over the same period unprocessed food prices
significantly decreased on an annual basis

(-4.5 per cent), which was due to the negative
contribution of vegetables and meat and meat

% Production and distribution of electricity, heating and gas.
% For more information, see: http://www.dker.bg/newsbg.
php?n=2729

% The groups of manufacture of other food products and
manufacture of oils and fats had stronger positive contri-
butions to the growth of food producer prices in February,
while prices in the group of processing and preserving of
meat contributed negatively.

Rate of Change in Manufacturing PPl and HICP

(per cent, on an annual basis)
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products groups, thus adding to the food defla-
tion. Vegetable prices reflected seasonal fac-
tors, climatic conditions in Bulgaria and imported
product prices, resulting in price movements
within a relatively wide range for short periods.
The decrease in vegetable prices since early
2016 followed the pattern of domestic producer
prices in agriculture® at the end of 2015 and
lower import prices on commodity exchanges in
Bulgaria.”® The ongoing price decline in the meat
and meat products group since mid-2014 driven
by the drop in import and producer prices was
an additional factor for deflation in end prices of
unprocessed food.

Producer prices of durable goods on the domes-
tic market reported low positive year-on-year
growth in the first two months of 2016 without
affecting end prices of non-food goods which
exhibited negative inflation at -1.7 per cent

in March (against -1.4 per cent at the end of
2015). The annual decrease in consumer prices
of non-food goods in the first three months of
2016 was due to downward developments in
durable prices unlike non-durable prices post-
ing low positive growth. In the group of dura-
ble goods, a comparatively high annual rate of
decline since early 2016 was again observed

in automobile, computer and television equip-
ment, furniture and furnishings prices. This corre-
sponded to the subdued dynamics of their trade
volumes whereby the link between producer
prices and end-use prices is ensured. Monthly
NSI data on retail trade turnover show a slight
increase in consumer demand between Janu-
ary and February 2016, with the group of food,
drinks and tobacco products posting the largest
positive contribution unlike trade in non-food*
goods recording a slight decline on an annual
basis. Durable goods had a positive contribu-
tion to HICP developments over the first quarter
of 2016, reflecting the increase in clothing prices

*"NSI data on price indices of agricultural produce.

% Based on State Commission on Commodity Exchanges
and Market-places data.

% Within the non-food group, declines in trade volumes at
constant prices were reported in trade in household appli-
ances, furniture and other household goods, and com-

puter and communication equipment and other consumer
goods for the January to February 2016 period, unlike the
increased volumes observed in textile, clothing, footwear and
leather, and pharmaceutical and medical goods, cosmetics
and toiletries.

Rate of Change of Food Price Index
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amid higher producer prices and accelerating
turnover of retail trading in these goods.

In the first quarter core inflation (including ser-
vices and non-food prices) was negative reach-
ing -1 per cent in March (from -0.4 per cent at
the end of 2015). In addition to the downward
non-food price dynamics, accelerating deflation
in core HICP components reflected the defla-
tionary process in the group of services since
early 2016. In March services inflation (exclud-
ing administratively controlled prices) came to

-0.5 per cent (0.5 per cent at the close of 2015).

This reflected the price drop in transport ser-
vices as a result primarily of lower prices in

air transport, while indirect effects of lower fuel
prices on other types of transportation remained
limited. The accelerated long-term trend toward
cheaper telecommunications services and lower
auto insurance prices were additional factors
which contributed to forming deflation in the
group of services as of March 2016. Catering
prices displayed low positive inflation throughout
the first quarter in line with reported growth in
the prices of processed food.

Higher fees and excise duties introduced since
the beginning of the year exerted an upward
pressure on the overall inflation. The 47.7 per
cent increase in road fees had a 0.1 percentage
point contribution to annual inflation, although it
was insufficient to compensate the negative con-
tribution of administratively controlled prices of
heating and gas supply. Higher excise duties

on cigarettes predetermined the acceleration of
tobacco inflation to 1.7 per cent in March 2016.
When the stocks of cigarettes at old prices run
out the commercial network, it may be expected
higher inflation in this group over the following
months. Medicines prices followed a downward
year-on-year trend since the year start.

In March 2016 the diffusion index, showing the
share of groups of goods and services with de-
clining prices on an annual basis, rose slightly
to 36.6 per cent against 35.5 per cent at the
end of 2015. This reflected the increased num-
ber of food and non-food sub-groups with de-
clining prices and corresponded to the deflation
recorded in these groups in March 2016. Re-
taining the diffusion index at comparatively high
levels gives signals that in the following months

Annual Growth Rate of Nominal Retail Trade
(Excluding Automobile and Motorcycle Trade) and
Selected Sub-sectors

(per cent; working-day adjusted data)
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we can expect downward dynamics in consumer
prices over the coming months. In the first quar-
ter of 2016 the number of goods and services
with rising prices was sustained, and that of
groups with growth of prices by more than 1 per
cent increased. Due to the small weight of these
groups in the consumer basket, the increase in
their prices failed to offset the negative contribu-
tion of goods and services with deflation.

According to the NSI business survey, in March
2016 most managers in industry, services and
retail trade expect that selling prices will remain
unchanged in the following three months. The
balance of opinions in the services sector con-
tinued to be slightly negative due to the larger
share of managers expecting price declines as
compared with those expecting prise rises. Man-
agers’ sentiment gives no ground to expect an
upward pressure on selling prices in the follow-
ing months, which is likely to reflect both lower
production costs due to lower intermediate con-
sumption goods prices and the ongoing uncer-
tainty of firms about the economic environment,
competition and insufficient demand. The NSI
business survey shows that insufficient demand
continues to be a limiting factor for retail trade
firms’ activities. Since these firms are closer to
end users along the supply chain, there are indi-
cations of subdued price dynamics in consumer
prices over the coming months. Labour cost pol-
icies of firms impacted consumer price dynam-
ics. According to national accounts data, unit
labour costs in the total economy rose slightly
by 1.1 per cent in nominal terms over the fourth
quarter of 2015, declining by 0.7 per cent on
average for the year. In addition to declining
prices of fuels, food and raw materials, the cau-
tious labour cost policy pursued by firms is a
reason for managers to expect retention of sell-
ing prices at comparatively low levels in the fol-
lowing months.

Inflation expectations for the second and third
quarters of 2016 and related uncertainty are pre-
sented in the fan chart on the annual rate of
HICP changes.” Inflation is anticipated to remain
negative over the following two quarters. This
will reflect the significant drop in international

€ For further details, see the box entitted Measurement and
Presentation of Uncertainty in Forecasting Economic Indica-
tors, Economic Review, 1/2012.
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oil prices in early 2016 and our expectations of
their slow recovery over the second half of the
year. International food prices are expected to
decline on both quarterly and annual basis in
the next two quarters, pushing down domestic
food and catering prices.

Core inflation is expected to have a low negative
contribution to the overall inflation in the follow-
ing months under the influence of indirect effects
of lower fuel prices and projected slow recovery
of household consumer expenditure along with
the conservative expenditure policy maintained
by firms. As from April 2016 the European Com-
mission began to cut gradually roaming costs in
EU Member States which is a prerequisite for a
further reduction in prices of telecommunication
services.

Major risks to the outlook relate largely to the
possibility that international oil prices will continue
to decrease faster than expected. The quality of
agricultural harvests in Bulgaria and the region
will be another important factor which is likely

to affect domestic food prices over the follow-
ing months. Further price declines in some goods
and services may be expected as a result of the
cuts in regulated natural gas, heating and elec-
tricity prices applied by the EWRC since 1 April
2016.%" Higher tobacco excise duties since early
2016 and the announced increase of urban trans-
port tickets in Sofia since June will continue to
push up the administratively controlled prices.

" For more details, see the EWRC press release. http://www.
dker.bg/newsbg.php?n=2760

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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Rates of Change in Major Goods and Services Groups Prices and Contributions of These Groups to Inflation

Accumulated inflation Accumulated inflation Annual rate of inflation as of
as of March 2015 as of March 2016 March 2016
(December 2014 = 100) (December 2015 = 100) (March 2015 = 100)
Inflation (per cent) -0.3 -1.3 -1.9

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 1.8 0.48 0.2 0.05 -0.8 -0.21
Processed food 0.3 -0.05 0.1 -0.01 1.4 0.23
Unprocessed food 5.8 0.52 0.8 0.06 -4.5 -0.44
Services -1.2 -0.31 2.2 -0.58 0.5 -0.15
Catering services 0.2 0.01 0.6 0.03 19 0.1
Transport services -89 -0.33 71 -0.27 -16 -0.07
Telecommunication services 0.1 0.00 24 -0.13 -3.6 -0.19
Other services 0.1 0.01 -19 -0.21 0.1 0.01
Energy products -3.2 -0.25 -10.7 -0.62 -17.4 -1.17
Transport fuels -3.4 -0.24 -11.8 -0.61 -19.4 -0.26
Industrial goods -1.1 -0.23 -1.4 -0.32 -1.7 -0.38
Goods and services with administratively controlled prices* 0.0 0.00 0.5 0.09 0.5 -0.08
Tobacco products 0.1 0.01 1.3 0.06 1.7 0.08

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

Sources: NSI, BNB calculations.
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Research Topics

The Effect of the ECB Monetary Policy on Interest Rates in Bulgaria

The currency board framework in Bulgaria, under which the exchange rate of the lev is fixed to
the euro, ensures the accomplishment of the major central bank’s goal of maintaining price stability
in the economy. The fixed exchange rate of the lev vis-a-vis the euro, eliminating the lev exchange
rate volatility, allows for euro area interest rate changes to have a strong impact on interest rates
in Bulgaria. The currency board framework presupposes a direct transmission of the ECB’s mon-
etary policy to Bulgaria’s economy. The banking system is an instrument for the transmission, with
the ECB’s monetary policy transmission being facilitated not only by the monetary regime but also
by the substantial market share of EU foreign banks and bank branches' in Bulgaria.

The negative interest rates applied by the ECB on its deposit facility since mid-2014 and the
non-standard monetary policy measures implemented due to the low euro area inflation, which is
under the inflation target, prompted a decrease in all euro area interest rates. The present analysis
aims to follow how changes in the ECB monetary policy, resulting from the negative interest rates
applied to the deposit facility from 2014 until March 2016, spilled over interbank money market
rates, deposit and lending rates in Bulgaria2 under the currency board framework.

Between June 2014 and March 2016 against the background of a very low inflation rate, the ECB
launched a series of standard and non-standard monetary policy measures intended to decrease
interest rates, thus encouraging lending in the euro area. Higher domestic demand should have

put an upward pressure on inflation, thus accelerating the achievement of the ECB inflation target:

e |In June 2014 the ECB cut interest rates on its main refinancing operations by 10 basis points
to 0.15 per cent, interest rates on the marginal lending facility by 35 basis points to 0.40 per
cent and applied a negative interest rate on the deposit facility of -0.10 per cent, down 10 basis
points.3 The ECB implemented additional measures to provide liquidity, including targeted longer-
term refinancing operations (TLTROs) intended to boost lending to the euro area non-financial
private sector by providing longer-term refinancing to banks under favourable conditions. Under
this programme, banks might borrow funds from the ECB at an initial amount of up to 7 per cent
of loans extended to the non-financial private sector (housing loans to households excluded) at
two consecutive auctions in September and December 2014. Between March 2015 and June
2016 banks are allowed to borrow additional funds under this programme at three-monthly inter-
vals. The programme became the major tool for the ECB to provide liquidity to euro area banks
and gradually replaced the preceding programme of three-year longer-term refinancing opera-
tions (LTRO).

¢ In September 2014 the ECB cut the interest rates on its main refinancing operations, the mar-
ginal lending facility and the deposit facility by 10 basis points each to reach 0.05 per cent,
0.30 per cent and -0.20 per cent, respectively. In addition, the ECB announced an Asset-Backed
Securities Purchase Programme (ABSPP) and a new (third in row) Covered Bond Purchase

! By the end of 2015 the market share of EU foreign banks and branches in the assets of Bulgaria’'s banking system

accounted for 75.1 per cent.

2 For a more detailed analysis of the ECB measures and their effect on Bulgaria’s banking system until 2014, see The
Effect of 2014 ECB Monetary Policy Measures on the Euro Area Financial Market and Bulgaria's Banking System, Economic
Review, 3/2014.

% In addition to the deposit facility, the negative interest rate was also applied to: (i) banks’ average reserve holdings in
excess of the minimum required reserves; (ii) general government sector deposits held with the Eurosystem that exceed
certain thresholds; (iii) Eurosystem reserve management services accounts if by the date of enforcement of the decision
they have not been remunerated; (iv) participants’ account balances in TARGETZ2; (v) non-Eurosystem NCB balances (over-
night deposits) held in TARGETZ2; (vi) other accounts held by third parties with Eurosystem central banks, provided by the
date of enforcement of the decision they have not been remunerated at the deposit facility rate.
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Programme (CBPP3), with securities issued by euro area banks. The implementation of the pro-
grammes started in the fourth quarter of 2014.

e |In January 2015 the ECB announced a new package of non-standard monetary policy measures
expanding the scope of asset purchases (Expanded Asset Purchase Programme, APP) to include
bonds issued by euro area central governments, agencies and European institutions (a new pro-
gramme: Public Sector Purchase Programme, PSPP). The total volume of monthly purchases of
public and private financial instruments was projected to amount to EUR 60 billion, and purchases
are intended to be carried out until at least September 2016." Purchases under the Public Sector
Purchase Programme started in March 2015.

¢ In December 2015 the interest rate on the deposit facility was further cut by 10 basis points
to -0.30 per cent. As regards the non-standard monetary policy measures, the ECB Governing
Council decided: (i) to extend the duration of the extended asset purchase programme (APP) until
at least March 2017; (ii) to reinvest the funds from securities purchased under the APP as they
mature, for as long as necessary; (iii) to include in the Public Sector Purchase Programme (PSPP)
purchases of euro-denominated marketable debt instruments issued by euro area regional and
local governments; (iv) 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 operations (LTRO) at least until the end of 2017.

e In March 2016 the ECB decided to launch a new package of additional monetary policy meas-
ures. As part of it, the ECB cut interest rates on its main refinancing operations by 5 basis points
to 0.00 per cent, on the marginal lending facility by 5 basis points to 0.25 per cent and on the
deposit facility by 10 basis points to -0.40 per cent. The amount of monthly purchases under the
extended Asset Purchase Programme was raised to EUR 80 billion starting from April 2016. A
new Corporate Sector Purchase Programme (CSPP) was added for purchase of investment-grade
bonds issued by non-bank corporations established in the euro area. The programme will start
in June 2016. In addition, the ECB announced that in June 2016 it planned to launch a second
programme of targeted longer-term refinancing operations (TLTROs-Il), including a series of four
targeted longer-term refinancing operations, each with a maturity of four years. Under this pro-
gramme each bank’s borrowing allowance shall equal up to 30 per cent of its loans to the non-
financial private sector (housing loans to households excluded) as of 31 January 2016 less the
amount of previously borrowed and still outstanding funds under the first two TLTROs conducted
in 2014. The interest rate to be applied to amounts borrowed under TLTROs-II equals the main
refinancing operations rate. The interest rate may be decreased to the deposit facility rate pro-
vided banks increase the net amount of loans to the non-financial private sector (housing loans
to households excluded) by more than 2.5 per cent in the 1 February 2016 — 31 January 2018
period.

The transmission of the ECB monetary policy on the monetary conditions in Bulgaria leads first to

a change in short-term money market interest rates. From June 2014 to the end of 2015, with the
introduction of negative interest rates on the ECB deposit facility, the interbank market rates in the
euro area tended to decline faster than those in the Bulgarian money market. This resulted in a
gradual increase in the spreads between the interest rates on unsecured deposits with a maturity of
up to six months in Bulgaria and in the euro area. The spreads between the interest rates on unse-
cured deposits with a maturity of over six months declined further. At the end of 2015 euro area
money market interest rates reached a negative territory, including for transactions with a maturity of
up to six months, while the quotations on the Bulgarian money market remained positive.

The slower decline in the interest rates on deposits with a maturity of up to six months and the
increase in their spreads with the respective quotations on the euro area money market was largely
due to the differences in the policies in Bulgaria and in the euro area with regard to the remunera-
tion of banks’ excess reserves. With the introduction of the negative deposit facility interest rate

* See Details on ECB Public Sector Purchase Programme, Economic Review, 1/2015.
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by the ECB, euro area banks started to pay
interest to the ECB for the funds maintained
under the deposit facility and for their excess
reserves, while banks operating in Bulgaria
had the opportunity to maintain excess
reserves with the BNB without having to pay
interest as the interest rate on excess reserves
in Bulgaria was set at 0 per cent. The weak
credit activity and the sustained high rate of
growth in deposits from residents increased
bank quuidity.5 Banks in Bulgaria found it
more rational to keep a substantial portion of
their holdings on their accounts with the BNB,
rather than in deposit products offered in the
euro area money market. The difference in the
remuneration of the excess reserves in Bul-
garia and the euro area also created arbitrage
opportunities which helped avoid the negative
interest rates in the euro area money market.
The low interest rates on deposits in levs and
in euro on the Bulgarian money market had an
impact on the volumes of the interbank market
trading in levs and euro in Bulgaria which fell
rapidly since the second half of 2014, with a
substantial increase in the transactions in US
dollars being observed.

In December 2015 bank deposits with the BNB
in excess of the minimum requirement reached
127.8 per cent on average, or BGN 7.6 billion
compared to 56.5 per cent, or BGN 3 billion

in the corresponding month of 2014. Further-
more, banks reduced their net foreign assets®
and increased the purchases of government
securities issued by the Bulgarian government.
The increase in banks’ reserves as part of the
liabilities of the BNB Issue Department resulted
in an increase in BNB’s international reserves.

In order to facilitate the transmission mecha-
nism of the ECB policy on the Bulgarian
economy, at the end of 2015 the BNB Govern-
ing Council adopted a new Ordinance No 21
on the Minimum Required Reserves Maintained
by Banks which entered into force on 4 Janu-
ary 2016. The main new provisions in the latter
are the introduction of a definition for banks’
excess reserves with the BNB and the appli-
cation of the ECB deposit facility interest rate

Money Market Interest Rates in Bulgaria and the
Euro Area (Daily Data)
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° The payout of guaranteed deposits at KTB which were split between the other banks in the banking system had an

additional effect thereto.

® The supervisory measures taken by the BNB (see the box BNB Precautionary Measures to Counteract External Risks
to Bulgaria’s Banking System, Economic Review, 2/2015) also contributed to the decrease in banks’ net foreign assets

in 2015.
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With the entry into force of the new Regula- Sources: BNB and ECB.

tion No 21 on 4 January 2016, the quotations

in levs in the interbank market in Bulgaria

decreased sharply. In April quotations with a maturity of three months reached negative levels
(from 29 basis points in December 2015 to -4 basis points in the first half of April 2016). Over the
same period the spreads between the quotations in the euro area money market also contracted,
with that of unsecured deposits with a maturity of three months going down from 42 basis points
to 21 basis points. A decline in the spreads was reported also in the quotations with a maturity of
over three months. Upon the entry into force of the new Ordinance, bank reserves in excess of the
required minimum contracted, with its average daily level in the maintenance period in March 2016
dropping by BGN 2 billion from the average daily level in the December 2015 maintenance period.

ECB policy coupled with the relatively high growth of attracted funds in the Bulgarian banking

system, has a bearing also on the interest rates on new deposits which reached a historical low in
late 2015 and early 2016.” The lower cost of funds attracted by banks and the decline in the quo-
tations of the interbank market in Bulgaria and in the euro area contributes, albeit with some delay,
to the decrease in lending rates.? This channel will have a limited impact on the further decrease in

7 See Sub-section Interest Rates of Section 2.

8 Lending rates in Bulgaria are usually formed by using a benchmark (such as SOFIBOR, EURIBOR, efc.) and a mark-up for
the credit risk of the customer. The provisions regarding consumer and housing loans are laid down in the amended Law on
Consumer Credit, effective as of 23 July 2014.
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Interest Rates on Deposits with an Agreed Maturity
in Bulgaria and the Euro Area

Non-financial corporations

Interest Rates on Loans in Bulgaria and the Euro
Area
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and in euro, and the values for the euro area are the 12-month
weighted averages for deposits vis-a-vis households and non-finan-
cial corporations.

Sources: BNB and ECB.

lending rates, and towards the year-end is likely
to be exhausted, as in the event of a negative
value, the banks using SOFIBOR and EUROBOR
quotations as a reference rate usually assume
the latter as nil. A downward trend was reported
also in the spreads between lending rates in
Bulgaria and the euro area on both loans to
non-financial corporations and loans to house-
holds which reflects the gradual decline in the
risk premium in the economy.

In the current phase of the interest rate cycle,
a key contributor to the further decline in inter-
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Note: Values for Bulgaria are the 12-month weighted averages for

loans in levs and euro and those for the euro area are the 12-month
weighted averages for loans in euro.

Sources: BNB and ECB.

est rates on loans in Bulgaria will be the economic growth and financial stability which — all other
things being equal — would lead to a decline in borrowers’ risk premium.
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