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S UMMARY

The downward trend in global economic activity which prevailed for most of 2019 was reversed in the
last two months of the year. Global sentiment indicators in industry stabilised at close to neutral levels
in the August-December period, while those in services improved somewhat over the last two months
of the year. The increase in economic indicators at the end of 2019 was mainly due to the agree-

ment reached between the USA and China to sign a preliminary trade agreement aimed at reducing
protectionist measures. Despite the improvement in economic indicators, negative trends in global trade
and industrial production continued in the beginning of the fourth quarter of 2019. In November global
inflation declined to 1.8 per cent on an annual basis, reflecting its slowdown in developed economies.
In the fourth quarter of 2019 the European Central Bank made no changes to its monetary policy, while
the US FOMC cut in October the federal funds rate corridor by 25 basis points to 1.50-1.75 per cent.

Given the expected retention of low levels in global industrial output (in line with economic indicators
dynamics) and continuous year-on-year declines in international trade, external demand for Bulgarian
goods and services is expected to retain its weak growth over the first half of 2020.

Despite the limiting effect of the international environment on external demand for Bulgarian goods and
services, in the first eleven months of 2019 real goods exports rose from the same period of 2018. This
increase along with subdued imports dynamics and favourable terms of trade contributed largely to the
growth in the surplus on the combined current and capital account of Bulgaria’s balance of payments.
In the context of a continuous increase in economic activity and rising profits of corporations we project
a gradual increase in the primary income deficit as a share of GDP for the first half of 2020. This is
going to be the main driver of the expected decrease in the overall surplus on the current and capital
account on an annual basis as a share of GDP.

Retained favourable developments in the labour market and continued growth in labour income in the
absence of sufficiently safe alternatives to bank savings contributed to the retention of comparatively
high growth rates in non-government sector's deposits over the first eleven months of the year. Since
the end of the third quarter, the accelerating upward trend in credit growth to non-financial corporations
has been reinstated mainly driven by the increasing amount of regular corporate loans. The growth rate
of household credit continued to accelerate gradually, with housing loans contributing most significantly.

In line with expectations of a continued rise in labour income and a decrease in the unemployment
rate amid a preserved household propensity to save, non-government sector’s deposits are projected to
maintain their comparatively high growth rates in the first half of 2020. In the background of continued
high inflow of attracted funds in the banking system, favourable domestic macroeconomic environment
and low lending interest rates, growth in credit to corporations and households is also anticipated to
remain relatively high over the projection horizon.

In the third quarter of 2019 real GDP growth decelerated slightly on a quarterly basis, amounting to
0.8 per cent. Both domestic demand components and net exports contributed positively to the growth.

In the third quarter of 2019 the seasonally adjusted number of employed decreased by 0.1 per cent
quarter on quarter in the total economy due to agriculture, while employment in the industry and
services sectors increased. Amid enhanced demand for labour by corporations and limited supply, the
unemployment rate declined further, reaching 3.9 per cent, while compensation per employee rose by
0.6 per cent on a quarterly basis.

The consumer confidence indicator improved in the third quarter of 2019, while the business climate
indicator worsened, which was mainly attributable to more pessimistic expectations of managers in
industry. Positive consumer sentiments, favourable financing conditions, wage growth and concurrent
rises in household purchasing power are expected to continue favouring private consumption growth

in the first half of 2020. Government investments are projected to be an additional factor stimulating
economic activity, whereas the external environment will remain a source of uncertainty constraining the
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exports of goods and services and investment activity of corporations. Given these factors, quarter-on-
quarter real GDP growth is anticipated to vary between 0.5 and 0.6 per cent in the first and second
quarters of 2020.

At the end of 2019 annual inflation rose to 3.1 per cent on end-2018. Higher inflation in December was
due to a large extent to the substantial positive contribution of the food group influenced by higher
international food prices in euro and internal factors related to the spread of the African swine fever.
Higher international oil prices at the end of 2019 also contributed to higher inflation in the energy
products group compared with December 2018. The prices of the core HICP components continued

to increase though at slower rates than at the end of 2018, reflecting to a large degree the exhausted
base effects in the services group. Goods and services with administratively controlled prices and
tobacco products contributed further to overall inflation throughout the year. The forecast for a gradual
deceleration of overall inflation in the first half of 2020 reflects primarily market expectations of interna-
tional oil price developments. Food and core inflation are expected to have the main positive contribu-
tion to overall inflation in the first two quarters. Goods and services with administratively controlled
prices and industrial goods are expected to have a low positive contribution to overall inflation in early
2020.

This issue of Economic Review includes the BNB forecast of key macroeconomic indicators for the
2019-2021 period. It is based on the information published as of 20 December 2019 and employs
European Central Bank, European Commission and International Monetary Fund assumptions of global
economic developments and international commodity price dynamics as of 12 December 2019.

In line with the assumption for the global environment, the growth rate of external demand for Bulgar-
ian goods and services is lower in 2019 due to the downward dynamics in global trade, increased
uncertainty surrounding international trade conflicts and Brexit, the weaker economic activity in Turkey
and other major trade partners of Bulgaria. With the exhausted negative contribution of Turkey, in the
2020-2021 period external demand for Bulgarian goods and services is assumed to accelerate its
growth. In 2019-2021 petroleum product prices in US dollars are expected to decline from 2018, albeit
at a slowing pace. At the same time, the prices of non-energy products in dollars are expected to
decline in 2019 and subsequently to increase in 2020 and 2021.

In 2019 Bulgaria’s real GDP growth rate is projected to accelerate to 3.8 per cent, mainly reflecting the
positive contribution of net exports compared to its negative contribution in 2018. In 2020-2021 real
GDP growth is anticipated to stabilise at 3.5-3.6 per cent levels, driven by domestic demand growth,
and net exports to have a negative contribution to real GDP changes. Over the projection period, a
certain change is expected in the structure of domestic demand, involving an accelerating growth of
investments and a slowdown of the growth rate of private and government consumption. Implementa-
tion of large infrastructure projects by the government, acceleration of external demand growth set

out in ECB assumptions, as well as long-term downward trends in labour force and increased labour
costs are the driving factors for accelerating growth of investments, whereas the expected slowdown in
consumption will reflect the high household savings rates and limited employment growth in the context
of negative demographic processes. Compared with the forecast published in Economic Review, issue
2 of 2019, real GDP growth is expected to remain broadly unchanged in 2019 and 2020, and to be
higher in 2021.

Annual inflation is expected to gradually decrease its growth rate to 2.0 per cent by end-2020 and
1.7 per cent by end-2021, reflecting largely the projected dynamics in international euro oil and food
prices. The overall inflation forecast has been revised upwards for 2020 and downwards for 2021.

In line with assessments, risks to the macroeconomic forecast to lower real GDP growth, mainly
stemming from the external environment and potentially weaker than projected growth in demand for
Bulgarian goods and services. An internal factor creating an uncertainty to the outlook is the dynamics
of public investments co-financed by the EU and national budget. Risks to the inflation outlook point to
a higher than projected inflation, arising mainly from possibly higher inflation in energy products and
goods and services with administratively controlled prices. An additional risk to the macroeconomic
outlook stems from the stability of GDP data for which time series is revised by the NSI in the last
quarter of each year.
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1 . EXTERNAL ENVIRONMENT

The downward trend in global economic activity which prevailed for most of 2019 was reversed in the last two
months of the year. Global sentiment indicators in industry declined in June and July 2019 before stabilising
at neutral levels in the last five months of the year. At the same time, services economic indicators improved
somewhat over the last two months of the year. The improvement in economic indicators at the end of 2019
was mainly due to the agreement reached between the USA and China to sign a preliminary trade agree-
ment aimed at reducing protectionist measures. Despite the stabilisation and increase in economic indicators,
negative trends in industrial production and global trade continued in the beginning of the fourth quarter of
2019. In November global inflation declined to 1.8 per cent on an annual basis, reflecting its slowdown in
developed economies.

In the fourth quarter of 2019 the European Central Bank made no changes to its monetary policy, keeping
the forward guidance on reference rates unchanged. At the same time the US FOMC cut in October the
federal funds rate corridor by 25 basis points to 1.50—-1.75 per cent. Following the December meeting of the
Committee, the median of FOMC members’ individual forecasts about the expected level of the federal funds
rate pointed to expectations of maintaining the target rate at its current level in 2020 and increasing the refer-
ence rate by 25 basis points in 2021 and 2022.

Given the expected retention of low levels in global industrial output (in line with economic indicators dynam-
ics) and continuous year-on-year declines in international trade, external demand for Bulgarian goods and
services is expected to maintain its weak growth over the first half of 2020.

Current Business Situation

The downward trend in the composite global Global PMls

economic indicator (global PMI) which prevailed 5 5
for most of 2019 was reversed in the last two

months of the year. The improvement in eco- I 1
nomic indicators at the end of 2019 was mainly 1 %
due to the agreement reached between the USA 531 53
and China to sign a preliminary trade agreement 52 52
aimed at reducing protectionist measures. The 5 51
increase in the PMI indices gave positive signs ol /\ 0
about the global economic growth over the \/
fourth quarter of 2019. The reported improvement LRSI MMM AP B o8 o
of global PMI in November and December was ——  Global PMI

mainly driven by the services sector. Concur- Global PMI of services

. . —— Global PMI of manufacturin:
rently, manufacturing PMI remained close to the o

neutral limit of 50 points at the end of the year,
signalling a retention of global output at the
levels reached in October. There was divergent
dynamics across countries by end-2019: PMIs
improved in the USA and China, while in the
euro area the indices stabilised.

Source: JP Morgan.

After a gradual moderation in the industrial pro-
duction growth since the year start, in October
the index’s first year-on-year drop since February
2013 was recorded. The euro area, followed
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Global Industrial Production

(annual rate of change in volumes, per cent, contribution of individual
economies, percentage points)

6 6

B L L L L B L B S E2

2015 2016 2017 2018 2019
World industrial output
USA
Euro area
Other developed economies
China
Emerging markets in Asia (China excluded)
Other emerging markets

Source: CPB Netherlands Bureau for Economic Policy Analysis.

by Japan and the USA, contributed most to it.
World trade’ continued to accelerate its decline
on an annual basis in October 2019 due to

the continuous uncertainty ensuing from grow-
ing international trade conflicts in the first nine
months of the year. Trade in almost all regions
and mainly in emerging market economies and
the USA declined. Among emerging market
economies Asian countries contributed most
strongly to this decline, which may be explained
by the slower growth in China’s domestic
demand and the country’s role in the regional
value chains.

In November 2019 global annual inflation?
decreased by 0.2 percentage points in compari-
son to the level at the end of 2018, and reached
1.8 per cent. The decline was entirely driven by
the lower inflation in developed economies, while
in emerging market economies the growth rate
of consumer prices accelerated.

Given the expected retention of low levels in
global industrial output (in line with economic
indicator dynamics) and continuous year-on-
year declines in international trade, the external
demand for Bulgarian goods and services is
expected to maintain its weak growth over the
first half of 2020.

' CPB Netherlands Bureau for Economic Policy Analysis data
as of 21 December 2019.

2 Based on the World Bank data as of 10 January 2020.

World Trade

(annual rate of change in volumes, per cent, contribution of individual
economies, percentage points)

R LR e RARARRREES I

2015 2016 2017 2018 2019

—— World trade

 USA

B Euro area

EE  Other developed economies

s China
Emerging markets in Asia (China excluded)

mmm Other emerging markets

Source: CPB Netherlands Bureau for Economic Policy Analysis.

Inflation Measured through CPI

(per cent, annual rate of change, seasonally adjusted data)

4 4

34 3

24 2

1 b1

01— 0
2015 2016 2017 2018 2019

—— Global inflation
—— Inflation in developing countries
Inflation in developed countries

Notes: The World Bank measures the change of CPI in individual
groups as a weighted average of CPI changes in the countries of the
group. Real GDP based on purchasing power parity is used for calcu-
lating country weights. Groups include only World Bank Member States
classified by the World Bank as developing and developed countries.

Source: the World Bank.
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Euro Area

In the third quarter of 2019 quarterly growth

of euro area real GDP came to 0.2 per cent,

the same as in the second quarter of the year.
Private consumption had the main positive
contribution (by 0.3 percentage points) to GDP
growth, followed by government consumption and
gross fixed capital formation (by 0.1 percentage
point each). Net exports and inventories changes
contributed negatively to GDP change on a quar-
terly basis (by -0.1 percentage point each). On a
quarterly basis Spain, France and Italy matched
the previous quarter’s growth rate (0.4, 0.3 and
0.1 per cent, respectively), while that in Germany
accelerated to 0.1 per cent (against a fall of

0.2 per cent in the second quarter).

In the fourth quarter of 2019 the average val-
ues of euro area leading economic indicators,
including PMI and European Commission (EC)
indices were lower than in the previous quarter.
In general indices signalled a weak economic
activity in the euro area and a continuous fall in
manufacturing.

Labour market indicators stabilised over the
second half of 2019, with the unemployment
rate in the euro area reaching 7.5 per cent in
October and November. The downward trend in
employment growth, which started in 2019, con-
tinued in the third quarter of the year. Concur-
rently, consumer expectations of unemployment
rate over the next twelve months measured by
the EC consumer confidence index deteriorated
in the last quarter of 2019.

In December 2019 the euro area inflation meas-
ured by HICP accelerated to 1.3 per cent on an
annual basis against 1.0 per cent in November
and 0.9 per cent on average over the third
quarter of 2019. This dynamics reflected largely
price increases in energy products, HICP energy
component rising by 0.2 per cent on an annual
basis in December compared to the fall of

3.2 per cent in November and 0.6 per cent on
average in the third quarter. In December core
inflation, excluding food and energy products,
amounted to 1.3 per cent on an annual basis
(against 1.3 per cent in November and 0.9 per
cent in the third quarter).

In December 2019 the ECB revised upwards its
euro area real GDP growth projection for 2019
by 0.1 percentage point to 1.2 per cent, and
downwards its projection for 2020 by 0.1 per-

Contribution to the Change in Real GDP in the Euro
Area by Component

(per cent; percentage points; quarter-on-quarter)

25 25

-15 I T T T T T T T T T T T T -15
T T T T T T T T T T T T T T T T T T

2015 2016 2017 2018 2019

Changes in GDP

Government consumption

|
B Household consumption
-
-

Investment
Changes in inventories
Exports, net

Source: Eurostat.

Contribution to the Change in Real GDP in the Euro

Area by Country

(per cent; percentage points; quarter-on-quarter)
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Euro Area Unemployment Rate and Employment
Growth
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Note: The chart on unemployment in the fourth quarter of 2019 does
not include data for December.

Source: Eurostat.

centage point to 1.1 per cent. Growth expecta-
tions for 2021 remained unchanged at 1.4 per

cent, matching its forecast for 2022. According
to the ECB, risks to the projection still point to
a slower than expected growth, being less pro-
nounced than September 2019 estimates. Risks
are associated to geopolitical factors, growing

protectionism in international trade and the vul-
nerability of some emerging market economies.

The ECB euro area harmonized inflation fore-
casts for 2020 and 2021 was also revised to 1.1
and 1.4 per cent (against the previous projec-
tion of 1.0 and 1.5 per cent), reflecting mainly
the change in expected price developments of
energy products. In 2022 inflation is expected to
grow to 1.6 per cent. In the 2020-2022 period
core inflation is projected to accelerate, with
monetary policy measures, economic growth
sustainability and sustainable wage growth in the
euro area.

In the fourth quarter the ECB Governing Council
made no changes to the reference interest rates
and the forward guidance for changing these
rates in the future. Over the review period the
ECB Governing Council expected interest rates
to remain at their present or lower levels until
the inflation outlook robustly converge to a level
sufficiently close to but below 2 per cent, and
the resulting impact of this process on core
inflation dynamics.

In the Minutes of the 24 October monetary
policy meeting, the importance of reaching
consensus on monetary policy vision of the ECB
Governing Council was stressed and euro area

Euro Area Inflation Rate
(per cent, on an annual basis)
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Projections of the Annual Rate of Change
of Euro Area Real GDP
(per cent)

Institi-  Date of 2019 2020 2021

tion release latest  previous latest  previous latest  previous
ECB XI1.2019 1.2 1.1 1.1 1.2 14 14

EC X.2019 1.1 1.2 1.2 14 12
Sources: the ECB, the EC.

Projections of Euro Area Annual Inflation Rate
(per cent)

Institu-  Date of 2019 2020 2021

tion release latest  previous latest previous latest  previous

ECB X11.2019 1.2 1.1 11 1.0 14 15

EC X.2019 1.2 1.3 1.2 1.3 1.3

Sources: the ECB, the EC.

ECB Interest Rates, EONIA and Excess Liquidity in the
Euro Area Banking System

(per cent)
04

(EUR billion)

0.2

0.0

2000

r 1600

.02+

0.4+

] |

1200

r 800

\\’_’ 400

A=

B I B s B R S R AR

2015

2016

2017

Main refinancing rate (left scale)

EONIA (left scale)
Lending rate (left scale)
Deposit rate (left scale)
€STR (left scale)

Excess liquidity (right scale)

2018

o

2019

Notes: Between 15 March 2017 and 30 September 2019 €STR data
are on the pre-€STR interest rate (preliminary €STR).
Average EONIA and €STR values for the month.

Source: the ECB.

Economic Review @ 4/2019

12



governments were urged to contribute more by
fiscal stimulus to support the economic growth.
At its monetary policy meeting of 12 December
it was announced that a comprehensive review
of all aspects of monetary policy strategy
would be launched in January 2020, continuing
throughout the year.

As of 31 December 2019 the cumulative amount
of purchases under the Eurosystem’s extended
asset purchase programme totalled EUR 2579.5
billion, up EUR 9.7 billion on the end of 2018.
As of 31 December 2019 the excess liquid-

ity in the euro area banking system rose to

EUR 1711.6 billion against EUR 1702.5 billion at
the end of September and the Eurosystem bal-
ance sheet figure reached EUR 4692 billion.

Over the fourth quarter of 2019 the average
value of the €STR, the short-term euro area’s
money market rate, was -0.54 per cent. By
comparison, over the third quarter the average
€STR (preliminary) was -0.48 per cent. In the
fourth quarter the average EONIA, computed
since 2 October by applying a fixed spread of
8.5 basis points to the €STR®, was -0.46 per
cent compared to -0.38 per cent in the third
guarter. The trade volume of overnight deposits
in the unsecured money market decreased,
with its daily average over the same period
coming to EUR 30.8 billion (against EUR 37.5
billion in the third quarter). EURIBOR unsecured
deposit rates increased. On 31 December 2019
one-month deposit rates were -0.44 per cent
(against -0.46 per cent by end-September), while
six-month and twelve-month deposit rates were
-0.32 per cent and -0.25 per cent respectively
(against -0.39 per cent and -0.33 per cent by
end-September).

United States

Over the third quarter of 2019 US real GDP
grew by 0.5 per cent on a quarterly basis, as in
the previous quarter. Private consumption growth
moderated, but continued to make the main
positive contribution (0.5 percentage points) to
real GDP growth on a quarterly basis. Public
sector consumption and investment contributed
less, while net exports, changes in inventories

8 For further detail, see the box entitied Key Characteristics of
the €STR, the New Euro Unsecured Overnight Rate, Economic
Review, 3/2019.
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and private investment had a neutral contribution
to real GDP growth over the review period.

In the fourth quarter of 2019 the US lead-

ing economic indicators showed volatile and
diverse developments. Over the period ISM-PMI
manufacturing index remained slightly below
the 50-point threshold in December reaching its
lowest level since June 2009. This change of
the indicator signalled a significant slowdown

of activity in the manufacturing industry over
the quarter. In the same period ISM-PMI of
services remained over 50 points, its average
value being higher than the average value for
the third quarter. Consumer confidence indicator
saw divergent changes over the fourth quarter.
The Conference Board Consumer Confidence
Index matched its third quarter’s level, while

the equivalent University of Michigan Consumer
Sentiment Index indicated an increase. Average
values of both indicators for 2019 were lower
than in 2018. US household consumption and
retail sales in the fourth quarter grew at rates
close to those reported in the prior quarter. Data
on the construction sector showed an accelerat-
ing economic activity as compared with the third
quarter. Overall, mid-January 2020 data signal
GDP growth over the fourth quarter similar to
that of the third quarter.

Over the fourth quarter of 2019 the annual
inflation measured by the personal consump-
tion expenditure index (PCE) accelerated, but
remained slightly under the 2 per cent target
level of the US Federal Reserve System. In
November 2019 the annual inflation according to
this price index was 1.5 per cent, from 1.4 per
cent in October and 1.4 per cent in the third
quarter. Concurrently, core inflation (excluding
food and fuels) slightly decelerated on an annual
basis to 1.6 per cent against 1.7 per cent in
October and 1.7 per cent on average over

the third quarter. CPl data — the other key US
inflation indicator — pointed to an acceleration

in annual inflation to 2.3 per cent in December
from 2.1 per cent in November and 1.8 per cent
on average in the third quarter, resulting from
price increases in fuels, housing expenditure
and medical care. The annual growth rate of

the core PCE price index, excluding food and
energy products, stabilised at 2.3 per cent in
December for a third consecutive month, match-
ing the average in the third quarter. Preliminary
data for January 2020 reflecting expectations

US Manufacturing and Services ISM-PMIs and Real
GDP Growth (Quarterly)
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about the change in consumer prices in one

to five year horizon, which are part of the
consumer confidence index of the University of
Michigan, showed an increase both in short-term
and long-term inflation expectations.

The US labour market conditions improved
slightly in the fourth quarter of 2019 from the
previous period, but throughout the year employ-
ment growth slowed down significantly compared
with 2018. The average quarterly number of new
employees in the US non-agricultural sector in
the fourth quarter of 2019 increased on the third
quarter and was 191,000, which was considerably
lower than the average for 2018 (223,000). The
average US unemployment rate went down over
the fourth quarter to 3.5 per cent from 3.6 per
cent in the third quarter. The US participation rate
rose to 63.2 per cent on average in the fourth
quarter from 63.1 per cent in the third quarter

of 2019. Current employment data suggest that
over the fourth quarter of 2019 US labour market
conditions in the services sector remain favour-
able, while in the manufacturing they continue to
worsen.

Taking into account labour market developments
and increasing risks to US economic growth
and inflation, in October the US Federal Open
Market Committee (FOMC) decided to cut for
the third time the federal funds rate corridor by
25 basis points to 1.50-1.75 per cent. The Com-
mittee announced that it will make no changes
to its monetary policy unless the economic
environment changes significantly. At its last
meeting for 2019, held in December, the FOMC
decided unanimously to maintain the rate target
range. Decisions in October and December were
expected by market participants and they were
almost entirely reflected in financial asset prices
by the time of their announcement.

Following the December meeting of the Com-
mittee the median of FOMC members’ individual
forecasts about the expected level of the federal
funds rate showed a decrease by 25 basis
points for each year until the end of 2022
compared with their September 2019 forecast.
The median reflected the expectations of
maintaining the target rate at its current level of
1.50-1.75 per cent in 2020 and increasing the
reference rate by 25 basis points in 2021 and
2022. The estimate of the long-run equilibrium
level of federal funds rate remained unchanged

US Unemployment Rate and Number of New
Employees in the US Non-Farm Sector
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at 2.50 per cent or by 75 basis points above the
top of the target range for the reference rate.

China

Over the fourth quarter of 2019 China’s real GDP
grew by 6.0 per cent on an annual basis and by
1.5 per cent on a quarterly basis against 6.0 per
cent and 1.4 per cent respectively in the third
quarter. Dynamics by economic sector pointed to
a recovery of real growth rate of industrial output
to 6.9 per cent on an annual basis in December
against 6.2 per cent in November and 4.7 per
cent in October. Concurrently, economic activity
growth moderated to 6.6 per cent on an annual
basis, from 7.1 per cent in the third quarter.
Throughout 2019 China’s real GDP grew by

6.1 per cent against 6.6 per cent in 2018.

In November and December 2019 the average
values of services and manufacturing PMI in
China increased, signalling economic growth
stabilisation in the first quarter of 2020. In
November and December the values of manu-
facturing PMI came to 50.2 points following six
consecutive months below the 50-point threshold.
Sub-components of manufacturing PMI for new
export orders, new orders and current output
rose in December 2019 mainly due to the posi-
tive signals for trade negotiations between China
and the USA and the USA repealed introduction
of new duties planned for 15 December 2019.
Services PMI in the fourth quarter fluctuated
between 52.8 and 54.4 points, its average value
almost matching that of the third quarter.

In the fourth quarter of 2019 Chinese CPI rose
to 4.5 per cent on an annual basis, its dynam-
ics reflecting mainly the accelerated growth in
food prices. In November the annual inflation
rate of food component increased to 19.1 per
cent, while in December it decelerated minimally
to 17.4 per cent. High growth rates in food
prices over the fourth quarter of 2019 were
driven largely by the continuous price increase
in pigmeat — by nearly 100 per cent on an
annual basis. The growth rate of non-food prices
accelerated to 1.3 per cent on an annual basis
in December against 1.0 per cent in November
and 0.9 per cent in October.

Manufacturing and Services PMls and GDP Growth
(Quarterly) in China
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Fixed Capital Investment (Total) and in Selected
Sectors in China
(per cent, on an annual basis)
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Over the fourth quarter annual growth rate of
total investment in China’s economy slowed
down, reflecting investment growth moderation in
real estate.

In October and November annual growth of
house prices in China continued to slow down
due to weaker price rises in provincial centres,
while house prices in the largest four cities
accelerated slightly on an annual basis. The
major factor behind the slower house price rise
in provincial centres was prudential measures
undertaken in certain regions of China for
limiting the demand by the tightening of credit
conditions in mortgage lending.

In the fourth quarter of 2019 the People’s Bank
of China made no changes to its monetary
policy, but on 1 January 2020 it decided to cut
minimum required reserve rates of commercial
banks by 50 basis points to 12.5 per cent as
of 6 January. According to the assessment

of the Central Bank, this will increase banks’
lending capacity by some CNY 800 billion
(USD 115 billion®).

International Commodity Prices
Crude QI

In 2019 the Brent crude oil price declined
year-on-year. Over the fourth quarter of 2019
the Brent crude oil was traded at an average
price of USD 62.7 per barrel, down 7.0 per

* Referred to as the US dollar below.

House Prices in China
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cent (-4.1 per cent in euro) on the correspond-
ing period of 2018. Lower oil prices reflected
subdued global oil demand owing to the global
trade and industrial output downturn. The annual
decline in oil price over the fourth quarter was
curbed by factors such as the Saudi Arabia oil
refinery attacks, OPEC+ agreement reached at
the end of the year to deepen oil output cuts in
the first quarter of 2020° and market participants’
expectations of reaching a preliminary trade
agreement between the USA and China.

As of December 2019 market expectations of
oil prices for the first half of 2020 were lower
than the average price on international markets
in 2019 and accounted for USD 62.6 per bar-
rel. This is in line with the International Energy
Agency expectations of oil supply exceeding
global demand in early 2020 despite OPEC+
additional restrictions and weaker oil production
outlook for the USA, Brazil and Ghana.

Commodity and Food Prices

In 2019 international metal price index fell from
2018 level, showing divergent quarter-on-quarter
dynamics. In the fourth quarter of 2019 the

US dollar price index reported a 1.4 per cent
decline on an annual basis. This was driven by
the lower demand for metals due to weak global
industrial production and deepening trade con-
flict between the USA and China in the first nine
months of 2019. In the October-December 2019
period metal prices exhibited a slight increase
in euro compared with the corresponding period
of 2018, reflecting the euro appreciation vis-a-vis
the US dollar.

There was divergent dynamics across the
sub-components of the combined metal price
index on an annual basis over the last quarter
of 2019. Aluminium price dropped significantly
both in US dollars and euro due to the weak
worldwide demand for motor vehicles and
increased aluminium production in China thanks
to a lighter than expected local environmental
regulations. The price of copper, which is of key
importance to Bulgarian exports, also decreased
on an annual basis in US dollars and euro. Cop-

®On 6 December 2019 OPEC and Russia along with other
major non-OPEC producers agreed to cut oil output by

2.1 million barrels per day (instead of 1.2 million barrels), with
the deal coming into force on 1 January 2020 until end-March
2020.
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per depreciation reflected the slower industrial
production in China consuming about half of the
world copper production. On the other hand,
nickel prices rose significantly both in US dollars
and euro on an annual basis in the last quarter
of 2019. This dynamics was affected by market
participants’ concerns of lower supply after the
ban on nickel exports announced by Indonesia
came into effect earlier.

In the first half of 2020 market expectations of
metal prices are for annual decreases in both
dollars and euro.

Over the fourth quarter of 2019 food prices in
US dollars posted an annual growth of 5.8 per
cent (9.0 per cent in euro). The average food
price index in US dollars for 2019 decreased
compared to 2018. The meat showed sustainable
rise in the last three months of 2019, reflecting
the continued spread of African swine fever
worldwide®. Concurrently, the price of wheat,
which is essential for the Bulgarian exports

of goods, reported a slight fall in US dollars
on an annual basis over the last quarter of
2019. Potential factor behind this decline are
the expected high levels of the harvest in the
2019/2020 season.’

Market participants’ expectations of food prices
over the projection horizon point to a rise both
in US dollars and euro on an annual basis.

Based on the international commodity price
dynamics, developments in the terms of trade
in Bulgaria were positive in the first nine months
of 2019. Our assessment suggests that they

will remain positive until the end of 2019 and
will worsen in the first quarter of 2020. In the
second quarter of 2020 the terms of trade are
expected to turn positive again.

® The disease was registered in China in August 2018.

" For more details: Wheat Outlook, WHS-19L, December 12,
2019, USDA, Economic Research Service.
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2. FINANCIAL FLOWS, MONEY AND CREDIT

Despite the limiting effect of the international environment on external demand for Bulgarian goods and ser-
vices, in the first eleven months of 2019 real goods exports rose from the same period of 2018. This increase
along with subdued imports dynamics and favourable terms of trade contributed largely to the growth in the
surplus on the current and capital account of Bulgaria’s balance of payments. In the context of a continuous
increase in economic activity and rising profits of corporations we project a gradual increase in the primary
income deficit as a share of GDP for the first half of 2020. This is going to be the main driver of the expected
decrease in the overall surplus on the current and capital account on an annual basis as a share of GDP.

Retained favourable developments in the labour market and continued growth in labour income in the
absence of sufficiently safe alternatives to bank savings contributed to the retention of comparatively high
growth rates in non-government sector’s deposits over the first eleven months of the year. Since the end of
the third quarter, the accelerating upward trend in credit growth to non-financial corporations has been rein-
stated mainly driven by the increasing amount of regular corporate loans. The growth rate of household credit
continued to accelerate gradually, with housing loans contributing most significantly.

In line with expectations of a continued rise in labour income and a decrease in the unemployment rate
amid a preserved household propensity to save, non-government sector’s deposits are projected to maintain
their comparatively high growth rates in the first half of 2020. In the background of continued high inflow of
attracted funds in the banking system, a favourable domestic macroeconomic environment and low lending
interest rates, growth in credit to corporations and households is also anticipated to remain relatively high
over the projection horizon.

External Financial Flows
From January to November 2019 positive current Flows on Main Balance of Payments Accounts
account balance® rose significantly compared to (EUR million)
the respective period of 2018, reaching 9.9 per 2017 o01g  Onanannual basis
cent of the GDP. Surplus increase was mainly as of Novermber 2019
ari bv the trade bal hift f deficit Current account 1825.0 3002.2 5893.4
riven Dy the trage balance shilt from a detic Trade balance 7658 18580 520
to a surplus, the cher sub-items contributing to Services, net 30508 35606 40196
a lesser extent. Higher growth of real exports of Primary income, net 23162 6525 483
goods compared to that of real imports along Secondary income, net 18542 19521 19741
with favourable terms of trade for the Bulgarian Capital account 530.4 601.5 850.5
economy were the major factors behind the Financial account 24232 18832 28260
trade balance surplus. Change in trade flows Change in reserves 989 13616 4135
in real terms reflected primarily country-specific (per cent of GDP)
one-off factors. In the first eleven months of the o0 oo1g  Onanannual basis
year the surplus in services trade rose on the as of November 2019
corresponding period of 2018 reflecting both the Current account 85 5.4 9.9
favourable developments in prices and smaller Trade balance 19 33 0
. ; P P . Services, net 58 6.3 6.7
dgcllne |Q rgal expogts of serypes compared Primary income, net 44 49 01
with that in imports.” The deficit on the net Secondary income, net 35 35 33
Capital account 1.0 1.1 1.4
Financial account 4.6 34 4.7
8Th_e analysi_s of bala_nce of payments fllovlvs employs infor- Change in reserves 0.2 24 07
mation from its analytical reporting. Preliminary data. :
9 . . ) Note: Data in tables as of November 2019 are accumulated for the last
For a more detailed analysis of foreign trade flows and 12 months
services trade, see Chapter 3, Exports and Imports of Goods '
and Services Section. Source: the BNB.
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primary income item decreased in the Janu-
ary-November period mainly due to the lower
dividends paid and distributed profits to non-
residents. Net secondary income surplus slightly
increased in the period under review compared
to the first eleven months of 2018 owing to high-
er remittances by Bulgarians working abroad.

Positive balance on capital account rose in the
January-November 2019 period mainly as a
result of higher capital transfers received under
EU operational programmes.

Reflecting the above developments in cur-

rent and capital account flows, in November
2019 the total surplus accumulated for the last
12 months rose from December 2018, with trade
deficit decline contributing most substantially.

Over the first half of 2020 the current account
surplus is expected to shrink as a share of GDP
on an annual basis™ compared to November
2019, mainly due to the projected gradual
growth in the net primary income deficit. This
dynamics is expected to reflect the reported
accelerated gross operating surplus in the total
economy in 2019 compared to 2018. With the
progress of EU operational programmes imple-
mentation of the programming period ending

in 2020 the surplus on the capital account is
expected to increase further on an annual basis
as a percentage of GDP over the projection
horizon.

The financial account balance remained posi-
tive in the January-November 2019 period, with
foreign assets increasing much stronger than
foreign liabilities. All sectors contributed posi-
tively to the foreign assets developments. Other
sectors'' posted the highest increase in foreign
assets, acquiring long-term debt securities
issued by non-residents. General government
foreign assets also rose mainly as a result of
the transaction carried out by the government in
August in the context of an investment project
for the acquisition of a new type of fighter
aircraft for the amount of USD 1.2 billion. Banks
boosted their foreign assets mostly in the form

%1t should read the current and capital account balance for
the last four quarters.

"It should read sectors other than general government,
banks and the central bank.

Current and Capital Account Dynamics and
Contribution by Component (on an Annual Basis)
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of foreign currency and deposits'?. Over the
review period financial account foreign liabilities
increased only in other sectors reflecting mainly
the attracted direct investment. In November
financial account balance accumulated in the
last 12 months also remained positive.

Between January and November 2019 foreign
direct investment liabilities (reporting FDI inflows
into Bulgaria) slightly declined to EUR 1023.7
million on the corresponding period of 2018." In
November inflows on direct investment liabilities
accumulated for the last 12 months in Bulgaria
amounted to EUR 1.0 billion, remaining largely
unchanged from December 2018.

Reflecting balance of payments net current,
capital and financial account flows, Bulgaria’s
gross international reserves' accumulated in the
last 12 months increased by EUR 413.5 million
in November 2019. The international reserve cov-
erage of the average nominal imports of goods
and non-factor services over the last 12 months
came to 8.8 months in November, posting an
increase on 2018 (8.6 months).

In October 2019 Bulgaria’s gross external debt
rose by EUR 1313.7 million from the end of
2018 to EUR 34,469.5 million (57.9 per cent

of GDP). All sectors posted a debt increase
except for the general government sector, where
external debt repayments contributed most to
external debt fall. The share of long-term debt in
Bulgaria’s total gross external debt was 75.7 per
cent in October, a slight increase on the end of
2018.

Between January and October 2019 the exter-
nal debt held by Bulgarian residents increased
from the first ten months of 2018 amid main-
tained low interest rates in international financial
markets. New external debt increased over the
period reflecting both higher new external debt
of banks and increased intercompany lending.
The first ten months of the year saw a decline
in foreign debt interest payments compared with
the corresponding period of 2018, indicating that
terms for servicing external obligations of Bulgar-
ian residents remained favourable.

2 For a more detailed analysis of bank operations, see
Chapter 2, Monetary and Credit Aggregates Section.

'3 Preliminary data subject to revisions which usually show an
increase in foreign direct investment liabilities.

" Valuation adjustments and price revaluation excluded.

Direct Investment Liabilities by Type of Investment
(on an Annual Basis)
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Gross External Debt in October 2019

(EUR million)
Change
Amount Since for the last
December 2018 12 months
General government 5400.6 -140.3 -200.3
Central bank 0.0 0.0 0.0
Banks 48427 239.8 174.7
Other sectors 10 764.3 302.1 -222.9
FDI - intercompany loans 13 462.0 912.0 335.0
Total 34 469.5 13137 86.5

Note: For further information on individual institutional sectors, see the
Statistics section, External Sector/Gross External Debt sub-section of
the BNB website.

Source: the BNB.

Gross External Debt As a Share of GDP
(per cent of GDP)
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Source: the BNB.
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Monetary and Credit Aggregates

Continuous strong inflows of funds attracted from
residents in the banking system contributed to
the maintaining of a relatively high growth rate
of broad money in the first eleven months of
2019 accounting for 9.3 per cent in November
(8.8 per cent at the end of 2018). Broad money
growth was fostered by the continued favourable
labour market developments and further increase
in labour income including the accelerated
growth rate of gross operating surplus in the
total economy. Despite historically low interest
rates on deposits, the lack of sufficiently safe
alternatives to bank savings underpinned the
observed dynamics of monetary aggregate M3.
Low interest rates were a determining factor for
firms and households to continue to save mostly
in the form of overnight deposits. Quasi-money
continued to contribute to M3 growth though

to a lesser extent. The contribution of money
outside MFI to the total growth of broad money
remained stable throughout the year.

Non-government sector’s deposits'® continued
to occupy the bulk of the total amount of

funds attracted by banks, their share reaching
87.3 per cent on average for the first eleven
months of 2019. In November their annual
growth rate accelerated to 8.8 per cent (7.3 per
cent in December 2018). This dynamics was
mainly driven by non-financial corporation
deposits posting a rise of 11.4 per cent on an
annual basis as of November. The contribution
of household deposits remained relatively stable
throughout the year, their annual growth rate
reaching 8.3 per cent as of November. In the
first eleven months of the year both corporations
and households again preferred to save mostly
in national currency.

The effective implicit rate of minimum required
reserves'® remained at levels similar to the

1 Non-government sector’s deposits include deposits of
households, non-financial corporations and financial corpora-
tions. Deposits of households and non-financial corporations
(95.9 per cent on average for the last 12 months as of
November 2019) comprise the major share of all non-govern-
ment sector’'s deposits, and the analysis therefore is focused
on these two sectors.

'® According to Article 3 of BNB Ordinance No 21 on the
Minimum Required Reserves Maintained with the Bulgar-
ian National Bank by Banks, the rate of minimum required
reserves on funds attracted from residents is 10 per cent of
the reserve base, from non-residents 5 per cent and from
the state and local government budgets O per cent.

Annual Rate of Change in M3 and Contribution by
Component
(per cent, percentage points)

'10 \\\H\HH\‘\\\H\\HH‘\HH\\HH‘\HH\\HH‘\HH\HH '10
2015 2016 2017 2018 2019

M3
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Deposits with an agreed maturity up to 2 years

Overnight deposits
mmmm  Currency in circulation outside monetary financial institutions

Notes: The marketable instruments component is not shown on the
chart due to its insignificant contribution to broad money change. The
annual growth rate of M3 in November 2015 reflects the exhausted
base effect of KTB removal as a reporting unit from the monetary
statistics in November 2014.

Source: the BNB.

Annual Growth of Non-government Sector’s Deposits
and Contribution by Sector
(per cent, percentage points)
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previous year’s levels, reflecting the continued
high inflow of attracted funds from residents in
the banking system in the January to November
2019 period. In November it was 9.42 per

cent (9.40 per cent in December 2018) with
bank deposits with the BNB accounting for

8.44 percentage points in the fulfiiment of
minimum required reserves, and the remaining
0.98 percentage points forming recognised cash
balances.

The annual growth of reserve money slowed
down to 5.4 per cent in November (10.1 per
cent at the end of 2018). This dynamics largely
reflected the year-on-year decline in banks’
reserves due to reduction of banks’ excess
reserves. Banks’ excess funds over the required
minimum of reserve assets under Ordinance

No 21 continued to follow a gradual downward
trend in the first eleven months of the year and
in November this excess accounted for 23.6 per
cent of the minimum required reserves on an
average daily basis (33.1 per cent in December
2018). The ECB Governing Council’s decision of
September 2019 to cut the interest rate on the
deposit facility by 10 basis points to -0.50 per
cent leading to a decline in the interest rate

on banks’ excess reserves with the BNB to
-0.70 per cent, had no material effect on the
volume of excess reserves.'” Lower bank funds
in TARGET2 influenced to a much lesser extent
the decrease in bank reserves on an annual
basis as of November. Concurrently, minimum
required reserves’ amount continued to grow due
to a rise in deposit base.

In the first eleven months of the year the annual
growth rate of banknotes and coins in circulation
remained similar to that observed at the end of
the prior year, reaching 10.5 per cent in Novem-
ber (10.3 per cent at the end of 2018). Increas-
ing household labour income and maintained
high levels of demand for goods and services in
the economy favoured these developments.

Reserve currency (euro) transactions with the
BNB are banks’ main lev liquidity management
instrument under currency board arrangements.

7 The methodology for calculating interest rates on accounts
with the BNB was changed upon a resolution of the BNB
Governing Council effective from 4 October 2017. According
to this change the BNB applies on bank excess reserves
whichever is lower between 0 per cent and ECB deposit
facility rate reduced by 20 basis points.

Reserve Money
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In November 2019 the BNB net purchases of
euro from banks amounted to EUR 2.5 billion on
an annual basis.

Bank assets grew 8.0 per cent on an annual
basis in November 2019'®. The substantial
contribution of higher claims on non-government
sector and the significant support of increased
foreign assets underpinned the growth of bank
assets.

Favourable macroeconomic environment, low
lending rates and significant volume of borrowed
funds in the banking system contributed to the
maintaining of a relatively high growth rate of
credit to non-financial corporations and house-
holds™, accounting for 7.0 per cent year on year
at the end of November (7.7 per cent at the end
of 2018).

Following the slowdown in annual growth rate

of credit to non-financial corporations in the
March—August 2019 period due to lower amount
of bad and restructured loans and slower rise

in overdraft, the upward growth trend has been
resumed since the end of the third quarter,
reaching 5.4 per cent in November (5.4 per
cent at the end of 2018). Stronger growth over
the last months was largely driven by the ris-
ing volume of standard corporate loans. Loans,
excluding overdraft, continued to contribute most
significantly to the growth of loans to non-finan-
cial corporations. New” corporate loans followed
an upward trend in volumes®' since the begin-
ning of the year, with a further increase in the
share of loans in euro at the expense of loans in
national currency. In November 2019 the share
of euro loans was 55.6 per cent of total new
loans extended to non-financial corporations.

'® Data from the sectoral monthly reporting of other monetary
financial institutions were used.

¥ Loans represent the bulk of bank claims on the non-
government sector with a share of 97.5 per cent on average
for the last 12 months in November 2019, and the analysis
is therefore focused on them. In addition to loans, claims
include also repurchase agreements, securities other than
shares, and shares and other equity instruments. Non-
government sector’s deposits, in turn, include loans to
households, loans to non-financial corporations and loans to
financial corporations. The share of loans to households and
non-financial corporations in total loans to the non-govern-
ment sector accounted for 94.8 per cent on average in the
last 12 months as of November 2019 and therefore develop-
ments in these two sectors are addressed.

2 The terms ‘new’ and ‘newly extended’ hereinafter referred
to as the statistical category ‘new business’.

?'Based on 12-month moving average.

Currency Sales and Purchases between the BNB and
Banks (on a Monthly Basis)
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Annual Growth of the Credit to Non-financial
Corporations and Contributions of Individual Types of
Loans

(per cent, percentage points)

10 10
5 W5
0 N T T T 0
5 -5
10 -10
15 15
720HHHHH\‘HHHH\H‘HHHH\H‘\HHHHH‘HHHHH—20
2015 2016 2017 2018 2019

—— Loans to non-financial corporations
Loans, overdraft excluded
Overdraft
Note: The annual growth rate of non-financial corporations’ credit in
November 2015 reflects the exhausted base effect of KTB exclusion as
a reporting unit from monetary statistics since November 2014.

Source: the BNB.

25

Financial Flows, Money and Credit



Since the beginning of the second quarter

of 2019 the annual growth rate of loans to
households gradually accelerated accounting
for 9.5 per cent in November (11.2 per cent at
the end of 2018).%? Housing loans had the major
contribution with annual growth accelerating
further to 14.4 per cent in November (11.8 per
cent at the end of 2018). Concurrently, the con-
tribution of consumer loans remained relatively
stable from April to November. Other loans con-
tributed negatively to overall growth of house-
hold loans largely as a result of government
repayment of loans extended under the National
Programme for Energy Efficiency of Multi-family
Residential Buildings which exceeded the vol-
ume of new loans under this programme. New
consumer and housing loan volumes continued
to rise in the first eleven months of the year.?

Summarised weighted results of the bank
lending survey® in the third quarter of 2019
suggest that bank standards® remained almost
unchanged in approving credit applications of
corporations. Household credit standards were
eased somewhat for consumer loans and slightly
tightened for housing loans. Banks reported
further easing of credit conditions® for corpora-
tions and households in terms of interest rates
and interest rate spread. At the same time, both
consumer loans and loans for house purchase
reported an increase in the amount of the
required fees and commissions compared to
the previous quarter. Major factors behind the

2 The inclusion of a new reporting unit in monetary statistics
contributed significantly to higher growth rates of household
loans in the April to March 2019 period. As from April 2018,
the other monetary financial institutions sector includes

BNP Paribas Personal Finance S.A. — Bulgaria branch, with
balances reclassified from the sector of other financial inter-
mediaries. The reclassification results from BNP Paribas Per-
sonal Finance EAD specialised in lending being transformed
through merger into the new credit institution. Until March
2018, it was included in the sector of other financial interme-
diaries for the purposes of monetary statistics.

% Based on 12-month moving average.

 Bank Lending Survey in Bulgaria is carried out by the BNB
on a quarterly basis. Summarised results of the survey are
presented through weighting bank responses by their market
share in the relevant credit segment.

% Credit standards are understood as internal bank guide-
lines or criteria for loan approvals established prior to
negotiating the terms of extended loans. Credit standards
determine the type of the loan and collateral considered
admissible by banks, taking into account specific priorities
by sector, etc. Credit standards specify also all relevant con-
ditions to be met by a borrower.

% Credit conditions typically involve the reference interest
rate surcharge, the loan amount, conditions for its utilisation
and other conditions, fees and commissions, collateral or
guarantees to be provided by a borrower.

New Loans to Non-financial Corporations

(Monthly Volumes)
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Annual Growth of Household Credit and Contributions
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eased banks’ lending policy (lending standards
and conditions) over the quarter included high
liquidity and competition in the banking sector,
increasing volume and falling cost of attracted
funds, and lowered risk assessment. In particu-
lar, risk assessments reflected the overall mac-
roeconomic environment and business climate
improvement in the sectors with a large share
in the credit portfolio, increased borrowers’ sol-
vency and favourable prospects in the housing
market. Banks’ lower risk appetite was a factor
for tighter lending policies regarding small- and
medium-sized enterprises and households in the
qguarter. Banks’ expectations for the October—
December 2019 period are for slight easing of
lending standards for corporate and consumer
loans and a slight tightening of standards for
house purchase loans.

Demand for loans increased further in the third
quarter of 2019. According to the weighted bal-
ance of opinions, the needs of funds for invest-
ment, working capital and inventories needs
were the main reason behind the enhanced
demand for corporate loans. According to banks,
low interest rates coupled with the need of funds
for refinancing, restructuring or renegotiating
debts also made a significant contribution to
the higher demand for corporate loans. Major
factors behind rising demand for consumer
loans involved demand for financial resources
by households for purchasing current consump-
tion and durable goods, the low interest rates
and favourable macroeconomic environment.
The surge in demand for housing loans over
the quarter was mainly driven by households’
need of funds for purchasing first or additional
home, favourable housing market prospects and
the overall macroeconomic environment. Bank
expectations for the October—-December 2019
period are for a continuously increasing demand
for corporate and household loans.

In the first half of 2020 non-government sector’s
deposits are expected to accelerate further at
comparatively high rates. Projected maintenance
of positive trends in the labour market, coupled
with continued growth of labour income and
lower unemployment rate amid the lack of suf-
ficient safe alternatives to bank savings will
contribute to the expected developments in
household deposits. Concurrently, sustained
historic low interest rates will be a factor limit-

Changes in Demand and Credit Standards
(balance of opinions, percentage points)
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banks responding ‘decreased’ (‘significantly’ and ‘moderately’). All bank
responses are weighted by their market share in the relevant credit
segment.

Source: the BNB.
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ing somewhat non-government sector deposit
growth. In the light of continued high inflows

of attracted funds in the banking sector, a
favourable macroeconomic environment and low
lending interest rates, the growth of credit to
corporations and households is anticipated to
remain relatively high over the projection horizon.
Factors with a potentially limiting effect on credit
growth include maintained bank policies to sell
credit portfolios and to write-off non-performing
loans, and further increase in the countercycli-
cal capital buffer rate to 1.0 per cent from the
beginning of April 2020.

Interest Rates

The cut in the ECB deposit facility rate in
September impacted interbank money market
trends by the end of the third quarter of 2019.
This resulted in a decrease in the interest rate
on banks’ excess reserves with the BNB to
-0.70 per cent affecting interbank money market
trade. As of December LEONIA Plus index”’
accounted for -0.59 per cent, declining by 15
basis points from August. Traded volumes in
the lev interbank market rose in the second
half-year, mostly in the overnight transactions
segment.

Since 2 October 2019 the ECB started publish-
ing a new euro unsecured overnight rate, €STR,
which replaced EONIA. The ECB published
preliminary data on the index (pre-€STR) for

the period from 15 March 2017 to September
2019.%® Values of LEONIA Plus index are much
closer to those of the new €STR, than to EONIA.
In December the spread between LEONIA Plus
and €STR was negative, coming to -5 basis
points.

In the first eleven months of 2019 interest rates
on deposits denominated in levs and euro
remained at historically low levels. Concurrently,
interest rates on USD-denominated deposits
were characterised by significant volatility. In
November 2019 the average weighted inter-
est rate on new time deposits of non-financial
corporations and households was 0.2 per cent,

2" LEONIA Plus (LEv OverNight Interest Average Plus) is a
reference rate of unsecured overnight deposit transactions in
Bulgarian levs on the interbank market.

% For further details, see the box entitled Key Characteristics
of the €STR, the New Euro Unsecured Overnight Rate, Eco-
nomic Review, 3/2019.

Interbank Money Market Interest Rates (Monthly
Average Amount) on Overnight Deposits
(per cent, percentage points)
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declining by 9 basis points from the end of the
previous year. The decrease was driven almost
entirely by the interest rates on non-financial
corporations’ deposits in US dollars, while the
interest rates on household deposits remained
relatively stable in the period under review.

In November 2019 the breakdown by bank of
average weighted interest rates on new time lev
deposits of households showed an increase on
September in the number of banks with average
interest rate within ranges from 0.25 to 0.50 per
cent and from 0.75 to 1.00 per cent and a
decline in the number of banks with interest
rates ranging from 0.50 to 0.75 per cent and
above 1.00 per cent. The standard deviation
measuring the variation of interest rates offered
by banks remained relatively stable, reaching
0.29 per cent in November 2019.

Interest rates on new loans continued to
decrease slightly in the first eleven months, as
was the case for lev- and euro-denominated
loans to non-financial corporations and hous-
ing loans to households. At the same time,
consumer loan interest rates stabilised at levels
close to those by end-2018. Results from the
Bank Lending Survey for the third quarter of the
year show that major factors behind lending rate
developments were high liquidity and competi-
tion in the banking sector, increasing volume
and falling cost of attracted resources, and
lowered risk assessment by banks.

In November 2019 the interest rate on new loans
to non-financial corporations came to 3.4 per
cent for lev-denominated, and to 2.8 per cent for
euro-denominated, declining by 37 and 28 basis
points, respectively, on end-2018. On the other
hand, interest rates on new corporate loans in
US dollar rose to 4.4 per cent.”

From January to November 2019 the annual per-
centage rate of charge (APRC) on housing loans
to households continued to follow a slight down-
ward trend, reaching 3.5 per cent in November.*
This dynamics was driven to a large degree by
the interest rate component of charges, and,

to a lesser degree, by the implicit rate of non-
interest service charges. The annual percentage

® The above values of lending rates for non-financial corpo-
rations are weighted averages on a 12-month basis.

% Values indicating the APRC and interest rates are weighted
averages of the interest rates on household consumer and
housing loans on a 12-month basis.
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Interest Rates on New Loans to Non-financial
Corporations by Currency
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rate of charge in consumer loans fell slightly on
end-2018 to 9.9 per cent in November, entirely
driven by the implicit rate of non-interest service
charges.

In November the breakdown by bank of average
weighted interest rates on new housing loans

in euro showed an increase on September in
the number of banks with average interest rates
within the range from 3.0 to 4.0 per cent and

a decline in the number of banks with interest
rates ranging up to 3.00 per cent and from 5.00
to 6.00 per cent. The standard deviation reflect-
ing variation of interest rates offered by banks
went down by 33 basis points in November
compared to September, accounting for 0.85 per
cent.

Spreads between lending rates on new corpo-
rate and housing loans in Bulgaria and the cor-
responding euro area rates continued to contract
to reach in November historical lows of 164 and
150 basis points, res;pectively.31

In the first half of 2020 new time deposit and
lending rates are expected to remain at the
attained low levels with a possible slight decline.
The main factors behind the outlook for interest
rates include the high liquidity and continuous
inflow of borrowed funds in the banking system
and ECB’s expectations of keeping interest rates
at their present or lower levels to achieve a
sustainable inflation target in the euro area.

% Spreads are calculated as a difference between average
interest rates in Bulgaria and in the euro area in all maturi-
ties for the relevant type of loan, overall in national currency
and euro, weighted by the relevant volumes of new loans for
a 12-month period.

Interest Rates and APRC on Newly Extended
Household Loans
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Source: the BNB.
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In the last quarter of 2019 an auction for BGN-
denominated government securities with an origi-
nal maturity of 20 years was carried out, with
bids approved amounting to BGN 69.2 million. In
August the average weighted yield decreased by
4 basis points to 1.38 per cent compared with
the previous opening of the issue. In December
the long-term interest rate used for assessing
the degree of convergence reached 0.18 per
cent posting a decline of 17 basis points on the
end of the previous quarter.

Between September and December the yield
of Bulgarian long-term Eurobonds, issued in
international capital markets remained largely
unchanged. The spread between yields of
Bulgarian and German government securities
declined most substantially in the long end

of the maturity curve, reflecting the relatively
stronger increase in German government bond
yield. Spread narrowing between Bulgarian and
German long-term government securities could
be explained by favourable factors, specific for
Bulgaria such as country’s credit upgrade by a
leading international rating agency and continu-
ous demand for government securities exceed-
ing supply.

In the first half of 2020 Bulgarian government
bond vyield is expected to remain at the historic
lows given the continuous beneficial effect

of internal factors. Possible deterioration of
growth outlook for global economy coupled with
increased uncertainty in a global context could
be an additional factor for a decline in Bulgarian
government securities vyield.

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

Government revenue and expenditure policies
and budget financing operations affect the allo-
cation of liquidity among economic sectors.*

In the third quarter of 2019 a significant amount
of liquidity was redirected from the budget to
the external sector as a result of the expenditure
incurred in August under the Ministry of Defence
budget related to the investment project for the

% The division of economic sectors in this section of the
Economic Review is based on the information in the monthly
reports under the Consolidated Fiscal Programme and there-
fore does not match the sector classification used in the
National System of Accounts.

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

(per cent)
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Source: the BNB.
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acquisition of a new type of fighter aircraft in
the amount of USD 1.2 billion. The amount of
this payment exceeded significantly the regularly
received grants under EU programmes (BGN
585 million) and reimbursed funds under the

EU Common Agricultural Policy (BGN 429 mil-
lion). As a result liquidity of 4.5 per cent of

GDP was directed to the external sector in the
third quarter. EU budget contribution costs and
principal and interest payments to non-residents
had a comparatively weaker effect on the shift of
liquidity from the budget to the external sector
between July and September.

The budget had also a positive but very limited
effect on the non-government non-bank sector
liquidity (amounting to 0.6 per cent of GDP in
the third quarter) as a result of the minimum
excess of government non-interest expenditure
(excluding expenses for purchasing new military
equipment) over tax and non-tax revenue for

the period. In the third quarter of 2019 only the
financial sector (excluding the BNB) was a net
source of liquidity to the budget (1.6 per cent of
GDP for the quarter) mainly as a result of gov-
ernment securities issued in the domestic market
totalling BGN 600 million. The amount of the new
debt financing was significantly lower than the
liquidity redirected from the budget to the exter-
nal sector. Consequently, the government deposit
with the BNB decreased by BGN 1102 million at
the end of September (3.5 per cent of GDP for
the quarter) compared to end-June.

Based on monthly preliminary data of January
2020, it may be concluded that the decline
reported in the government deposit with the BNB
in the fourth quarter of 2019 (by BGN 1610 mil-
lion from September to BGN 8.1 billion at

the end of December) reflected the typical of
year-end redirection of liquidity from the budget
to the non-government non-bank sector due to
higher non-interest spending and payments from
the budget under the EU Common Agricultural
Policy.

Developments in financial flows generated in the
process of external and internal economic factor
interaction contributed to the decrease in gross
international reserves. By end-December 2019
the market value of international reserves (includ-
ing currency exchange rate and revaluation
adjustments), an asset on the BNB Issue Depart-
ment balance sheet, fell by EUR 0.2 billion from

The Effect of Consolidated Budget on Other Sectors’
Liquidity (Quarterly)

(share of GDP, per cent)
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the end of the previous year to EUR 24.8 billion
(BGN 48.6 billion). According to the currency
board principles, the decrease in international
reserves corresponds to a decrease in the BNB
Issue Department balance sheet liabilities. The
lower Issue Department liabilities reflected mainly
the decline in bank reserves, and in particular,
the reduction of banks’ excess reserves and, to
a much lesser degree, the lower government
deposit with the BNB. These effects were only
partly offset by the increase in the currency in
circulation and the Banking Department deposit.

In the first half of 2020 banks’ reserves at the
BNB are expected to continue following the
pattern of a slight decrease, which will be
determined by the dynamics of excess reserves.
The shift of free resources by banks for credit-
ing the non-government sector and the cut

in the ECB deposit facility rate in September
2019 to -0.5 per cent, which led to a decrease
in the interest rate on banks’ excess reserves
with the BNB to -0.7 per cent, may also add

to this effect. The dynamics of the government
deposit with the BNB will be mainly driven by
the expected positive budget balance in the first
half of 2020. The comparatively strong demand
for goods and services in the economy will help
maintain relatively high rates of growth in the
currency in circulation.
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3 . ECONOMIC ACTIVITY

In the third quarter of 2019 growth of real GDP decelerated slightly on a quarterly basis on the previous
quarter, amounting to 0.8 per cent. Both domestic demand components and net exports contributed positively
to the growth.

In the third quarter of 2019 the seasonally adjusted number of employed decreased by 0.1 per cent quarter
on quarter in the total economy due to agriculture, while employment in the industry and services sectors
increased. Amid enhanced demand for labour by corporations and limited supply, the unemployment rate
declined further, reaching 3.9 per cent, while compensation per employee rose by 0.6 per cent on a quarterly
basis.

The consumer confidence indicator improved in the third quarter of 2019, while the business climate indica-
tor worsened, which was mainly attributable to more pessimistic expectations of managers in industry. Posi-
tive consumer sentiments, favourable financing conditions, wage growth and concurrent rises in household
purchasing power are expected to continue favouring private consumption growth in the first half of 2020.
Government investments are projected to be an additional factor stimulating economic activity, whereas the
external environment will remain a source of uncertainty constraining the exports of goods and services and
investment activity of corporations. Given these factors, quarter-on-quarter real GDP growth is anticipated to
vary between 0.5 and 0.6 per cents in the first and second quarters of 2020.

Current Economic Environment Contribution to GDP Growth by Final Use Component
(per cent; percentage points; quarter-on-quarter)
In the third quarter of 2019 real GDP growth 5 5
slowed down from the previous quarter to 0.8 per 44 4
cent (seasonally adjusted NSI national account z - _ z
data). Stronger economic activity was driven by N _ L. REl 2 |,
the increase both in domestic demand compo- L f_ilﬁl 3N ELEENHNEBR.IW
nents and net exports. -1 = -
2 4 -2
Among domestic demand components govern- 3 -3
ment consumption contributed most to quarterly 47 4
growth of real GDP in the third quarter of 2019. ST T T T ] T T T T T T T T N
These developments corresponded to accelerated 2018 2016 21 oA
— GDP mmm Gross fixed capital
growth of government current wage, healthcare Net exports formation
and operating expenditure. Private consumption B Government consumption

. . : Note: Non-additive data due to direct chain-linking and seasonal ad-
Private COﬂSUI’ﬂptIOﬂ grOWth was underplnned by justment of GDP and its components; the contribution of the change in

the improved customer sentiment® and increased inventories has not been included.
labour income of households, as well as by the Sources: the NSI, BNB calculations.
enhanced demand for loans amid low interest
rates and active supply of lending resources by
banks. A factor limiting household consumption
was the persistently high savings rate. This pos-
sibly reflected the significantly improved financial
situation of high-income households®, which were

% BNB seasonally adjusted data on the consumer confidence
indicator are used.

84 European Commission seasonally adjusted data are used. For
details, see the Household Behaviour Section in Chapter 3.
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less inclined to consume and more inclined to
save than low-income households®.

Over the quarter investment in fixed capital
continued rising on a quarterly basis, though at
slower rates compared with the second quarter.
BNB estimates® indicate that this reflects mainly
the subdued dynamics of private investment,
while public investment recorded a substantial
increase. Potential factors limiting private invest-
ment growth over the quarter involved the eco-
nomic uncertainty in important trading partners
of Bulgaria, slower growth of external demand
for Bulgarian goods and services and the related
worsening of expectations of manufacturing firms
about future production activity.

Over the quarter net exports contributed posi-
tively to real GDP growth, reflecting the stronger
increase in goods and services exports than that
in imports.37

In the third quarter of 2019 the overall business
climate indicator remained above its long-term
average but the decline in the index over the
period signalled that the economy passed from
a phase of economic expansion to a phase of
downward dynamics. Concurrently, the business
climate dynamics showed divergent trends
across economic sectors. According to the
indicator constructed by the BNB retail trade is
still in the expansion phase, while manufacturing,
construction and services are in the phase of
downward dynamics.

The BNB’s estimates of the cyclical position of
the economy show that in the third quarter of
2019 the economic activity in Bulgaria continued
to exceed its potential level of production but
tending to narrow the gap.® This signals that

in terms of supply, part of the resources in the
economy are still employed above their potential
level, which is in line with the long-term trend
toward an unemployment decline, an increase in

% According to Eurostat’s estimate the propensity to consume
in 20 per cent of households with the highest and lowest
income accounts for 128.8 per cent and 57.7 per cent of their
disposable income.

% The analysis employs data from quarterly non-financial
accounts of the general government sector and reports on the
implementation of the Consolidated Fiscal Programme, pub-
lished by the NSI and the MF respectively.

5 For details, see Exports and Imports of Goods and Services
Section in Chapter 3.

% To estimate the potential output level and the cyclical posi-
tion of the economy a multivariate production function model,
Phillips Curve and Okun’s Law are used, presented in the
Economic Review, issue 1/2019.
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compensation per employee and high production
capacity utilisation.

In the fourth quarter of 2019 short-term economic
indicators dynamics give mixed signals about
developments in export oriented sectors and
mostly positive signals about domestic market
oriented sectors. Between October and November
2019 the nominal industrial turnover increased
both on a quarterly and annual basis reflecting
the simultaneous increase in prices and trading
volumes.*® External market volumes recorded

a substantial quarter-on-quarter rise, which is
indicative of a positive dynamics in exports of
goods in the fourth quarter of the year. Notwith-
standing, between October and December 2019
the business climate indicator deteriorated from
the third quarter as a result of more unfavour-
able assessments of managers in manufacturing,
while the remaining sectors (trade, construction
and services) reported an improvement in the
business climate’’. The pessimistic sentiment of
managers in manufacturing reflected worsened
expectations about future production activity, the
lower amount of external orders and the high
level of finished output inventories. The third quar-
ter of 2019 saw a quarter-on-quarter decline in
the turnover in services on transport, storage and
mail services at current prices, while the turnover
in services on information and communication®'
posted an increase. These developments make
firms more cautious in fixed capital investment in
the following quarters.

The NSI Consumer Survey of October 2019
showed an improvement in the composite
consumer confidence indicator from July 2019.%
Concurrently, in October and November 2019 the
retail trade turnover at constant prices continued
to increase both on a quarterly and annual
basis, which is a precondition to retain the posi-
tive contribution of private consumption to real
GDP growth in the following quarters™.

In the first half of 2020 real GDP growth is
expected to slow down quarter on quarter and
to vary between 0.5 and 0.6 per cent. As to

% For details on industrial turnover developments, see the
Behaviour of Firms Section in Chapter 3.

“O BNB seasonally adjusted data.
*TIn this chapter, information and communication, total.
“2 BNB seasonally adjusted data.

3 For more details on developments in nominal retail trade
turnover and household propensity to save, see the House-
hold Behaviour Section in Chapter 3.
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the structure of growth domestic demand is
expected to contribute strongly to economic
activity growth, while the contribution of net
exports will be negative as a result of projected
higher growth of imports of goods and services
than that of exports.** The positive consumer
sentiment, favourable financing conditions, wage
growth and concurrent rises in household pur-
chasing power are expected to continue favour-
ing private consumption growth in the first half
of 2020. Government investments are projected
to be an additional factor stimulating economic
activity, whereas the external environment will
remain a source of uncertainty curbing invest-
ment activity of corporations.

Exports and Imports of Goods and Services

Between January and October 2019 nominal
exports of goods increased by 4.2 per cent on
an annual basis and nominal imports of goods
decreased by 2.2 per cent.*’

According to non-seasonally adjusted national
account GDP data, real exports of goods rose
by 2.4 per cent on an annual basis between
January and September 2019 showing strong
fluctuations across quarters. The fluctuations
may be explained primarily by internal one-off
factors rather than by the worsened economic
environment accompanied by a decline in
growth of external demand for Bulgarian goods
and services. At the same time, real imports of
goods rose year on year by 1.0 per cent in the
January-September 2019 period, with growth
concentrated mainly in the first quarter.

The comparison of exports and imports of goods
in nominal and real terms suggests that global
price developments in the first nine months of
2019 contributed positively to growth of nominal
exports of goods and negatively to the change
in growth of nominal imports of goods.

Between January and October 2019 exports of
all commodity groups (excluding base metals)
grew nominally on an annual basis irrespective
of the worsened economic environment through-
out the year. The mineral products and fuels
group contributed most strongly to overall growth
of exported goods both in nominal and real

“ For details, see the Exports and Imports of Goods and Ser-
vices Section in Chapter 3.

“ Foreign trade data.

Net Exports of Commodity Groups by Use,
January — October 2019

Growth of ~ Growth
exports™  of imports™
(percent)  (per cent)

Balance Change*
(EUR million) (EUR million)

Consumer goods -24.6 -1733 59 9.1
Raw materials 195.3 580.7 1.6 4.2
Investment goods -1291.0 -247.2 1.4 47
Energy resources -38.1 1448.3 17.6 -27.2
Other exports -95.9 -6.4 16.0 10.3
Total -1254.3 1602.0 4.2 2.2

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

Source: the BNB.
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Real GDP Growth by Final Use Component

(%, quarter-on-quarter; seasonally adjusted data)
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Source: the NSI.

terms“®. This growth is rather of one-off nature
and may be explained by the low base in the
previous year, when a key sector company cut
significantly the production due to a scheduled
repair of production capaoities.47 In the January
to October 2019 period the group machines®
continued to play a significant role in growth of
exports both in real and nominal terms. By quar-
ter, growth of exports in the group slowed down
only in the second quarter of the year. By geo-
graphical breakdown, nominal exports data indi-
cate that lower rates reflected exports to non-EU
countries (mostly to Turkey), while exports to the
EU rose at double-digit rates. Over the January
to October 2019 period only exports of base
metals posted a year-on-year decline both in
nominal and real terms. The decline was mainly
ascribable to lower exports of copper and cop-
per products®. This dynamics reflected primarily
the effect of one-off factors related to temporary
stoppages of production in a key sector com-
pany®. Developments in exports of machines
and metals indicate that the slowdown of euro

“6 Real volumes of exports have been constructed under the
commodity groups of Standard International Trade Classifica-
tion (SITC) by using NSI data on export prices and nominal
values of exports under the SITC.

7 NSI data on production and supplies of oil and oil
products.

“In this chapter, it should read the machines, vehicles, appli-
ances, instruments and weapons group under the Combined
Nomenclature.

49 According to BNB calculations real volumes of imports
under the commodity groups of SITC based on NSI data on
import prices and nominal values of imports under SITC.

%0 For further details see p. 86-87 of the Aurubis Group’s
Annual Report 2018/2019.
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Exports by Commaodity Group, January—October 2019

Wood products, paper, ceramics and glass

Machines, vehicles, appliances, instruments and weapons
Mineral products and fuels

Base metals and related products

Animal and vegetable products, food, drinks and tobacco
Textiles, leather, clothing, footwear and other consumer goods
Chemical products, plastics and rubber

Total exports

* Change on the corresponding period of previous year.

Value Change*
(EUR million) (EUR million)
1171.0 48.9
6830.1 476.0
31243 483.0
35827 -686.5
3964.1 359.5
2917.8 45
33141 320.5

24904.0 1005.8

** Growth/contribution to growth of total exports over the period on an annual basis.

Source: the BNB.

area industrial production51 had no strong nega-
tive effect on Bulgarian exports.

Between January and October 2019 exports of
goods to EU Member States rose by 3.4 per
cent on an annual basis, with exports to Roma-
nia and Germany making the major contribution,
whereas exports to Italy declined significantly.
Exports to non-EU countries also increased by
5.8 per cent from January—October 2018 despite
the dramatic fall in exports to Turkey (attribut-
able almost entirely to exports of base metals).
Between January and October 2019 the share
of exported goods to EU Member States in total
exports of goods remained almost unchanged
from the corresponding period of 2018 at

67.1 per cent.

Between January and October 2019 nominal
imports of goods posted a decline on an annual
basis. The decline reflected primarily lower
imports of energy resources and, to a much
lesser extent, imports of raw materials. The
dynamics of nominal imports of energy resources
was mainly driven by lower real volumes.*® Metal
ores and non-ferrous metals, which according

to BNB calculations®™ posted a decline both in
nominal and real terms due to one-off factors™,
had the main negative contribution to lower
imports of raw materials.

o1 According to Eurostat seasonally adjusted data in January—
November 2019 the euro area industrial production decreased
by 1 per cent year on year against an increase of 1.1 per
cent on average in 2018.

%2 According to BNB calculations on real volumes of imports
under the commodity groups of SITC based on NSI data on
import prices and nominal values of imports under SITC.

%3 Real volumes of imports have been constructed under

the commodity groups of SITC by using NSI data on import
prices and nominal values of imports under SITC.

54 See footnote 49.
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Imports of goods from EU Member States rose
year on year by 4.7 per cent in the January-
October 2019 period. Imports from the Nether-
lands and Greece contributed most strongly to
growth. Concurrently, imports from non-EU coun-
tries decreased by 9.5 per cent on an annual
basis, with imports of mineral products and fuels
from Russia and Irag making the largest nega-
tive contribution to this dynamics. The share of
imports from the EU increased by 3.6 percent-
age points on the January—-October 2018 period
and reached 54.6 per cent.

Balance of payments data for November 2019
indicate a persistent upward trend in year-on-
year exports of goods and a decline in imported
goods in the fourth quarter of 2019.

In the first half of 2020 real exports of goods
are expected to further increase on an annual
basis, with growth accelerating mostly in the
second quarter of 2020 due to exhausted effect
of the negative one-off factors in exports of
metals. An additional factor accelerating export
growth compared to January-September 2019
will be the expected higher external demand
rise. Growth in real imports of goods in the first
half of 2020 is projected to accelerate compared
to the first nine months of 2019. This dynam-

ics will be driven by the discontinued decline

in imports of mineral products and fuels and
accelerated annual growth of investments. Taking
into account market sentiment on international
prices of goods®™, the year-on-year export and
import prices are expected to rise in the first
half of 2020, which will contribute positively to
the nominal change in foreign trade flows.

According to balance of payments data, in

the January—November 2019 period exports of
services increased on an annual basis, while
imports of services decreased from the January—
November 2018 period. According to national
account data between January and September
growth in exported services was attributable
only to the price component, while real volumes
posted a decline. The decline in imports of
services reflected both lower import prices and
lower real volumes.

Between January and November 2019 services
exports increased by 0.8 per cent year on

%5 For a more detailed analysis of market expectations of inter-
national commodity group prices, see the International Com-
modity Prices Section in Chapter 1.

Imports of Commodity Groups by Use,
January—October 2019

Valulel Changg* Growth™ igg%g%fgg
(EUR million) (EUR million) ~ (per cent) ooints)
Consumer goods 62622 521.3 9.1 1.9
Raw materials 9579.3 -423.1 -4.2 -16
Investment goods 73882 330.2 4.7 1.2
Energy resources 27752 -1039.0 -27.2 -39

Other imports 153.3 14.3 10.3 0.1
Total 26 158.3 -596.2 2.2 -
* Change on the corresponding period of previous year.

** Growth/contribution to total import growth over the period on an
annual basis.

Source: the BNB.
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Annual Change of Services Exports and Contribution
by Sub-component
(per cent, percentage points)
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Source: the BNB.

year in nominal terms due mainly to growth in
information® and technical services®’. Earnings
from visits of foreign nationals to Bulgaria rose
0.2 per cent on an annual basis. According to
NSI data the number of visits of foreign nation-
als to Bulgaria in the January—-November 2019
period increased by 1.1 per cent on the corre-
sponding period of 2018, with visits from Roma-
nia and Ukraine contributing most to growth.

Imports of services between January and
November 2019 declined by 7.7 per cent on an
annual basis, which was ascribable mainly to
lower imports of insurance and pension services
(due to temporary factors) and, to a lesser
extent, to lower imports of transport services.

In the first half of 2020 nominal exports of ser-
vices is expected to continue growing year on
year, and growth of imported services to recover
after the reported annual decline. This will be
driven by both price components and the pro-
jected rise in real trading volumes amid growing
external and domestic demand.

% |t should read telecommunications, computer and informa-
tion services subgroup.

It should read technical, trade-related, and other business
services subgroup.

Annual Change of Services Imports and Contribution
by Sub-component
(per cent, percentage points)
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Behaviour of Firms and Competitiveness

In the third quarter of 2019 real value added
growth in the total economy moderated to

0.6 per cent from the previous quarter, reflecting
mainly the slowdown in the services sector.

Real value added in industry went up by 0.7 per
cent on a quarterly basis (against 0.6 per cent
in the previous quarter) driven by both industry
and construction. These developments were

in line with short-term business statistics data,
where the industrial turnover and construction
production indices improved on the previous
quarter. As regards the geographical breakdown,
growth of the industrial turnover (at constant
prices) reflected the turnover both on interna-
tional and domestic markets. The construction
output index rise in July-September 2019 was

a result of the simultaneous increase in building
and engineering construction.

Services value added moderated its quarterly
growth rate to 0.4 per cent in the third quarter
of 2019 against 1.2 per cent in the previous
quarter. This reflected mainly the reported

value added fall in the professional, scientific
and technical activities sub-sector®® and lower
economic activity growth in real estate activities,
financial and insurance activities and public
services sectors compared with the previous
quarter. Over the same period the positive con-
tribution of the trade, transport, accommodation
and food service activities sub-sector to the
change in the real value added increased in
line with the short-term business statistics data,
reporting a quarterly increase in the turnover of
services (at current prices) on accommodation
and food service activities and wholesale and
retail trade®. Between October and November
NSI data on short-term business statistics on
output and turnover in industry, trade and con-
struction production gave mostly positive signals
of the change in the gross value added in the
corresponding sectors over the fourth quarter of
2019.

In the third quarter of 2019 employment in the
total economy slightly fell quarter on quarter

®8 This refers to the sub-sector of professional, scientific
and research activities; administrative and support service
activities.

% This refers to the sectors of wholesale trade, excluding

the trade of motor vehicles and motorcycles and retail trade,
excluding the trade of motor vehicles and motorcycles.

Value Added Growth in Real Terms and Contribution by
Sector

(per cent, percentage points, quarter-on-quarter; seasonally adjusted data)
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Note: Non-additive data on contributions due to direct seasonal adjust-
ment of value added and its components.
Sources: the NSI, BNB calculations.

Industrial Turnover Dynamics

(per cent, percentage points, quarter-on-quarter;
seasonally adjusted data)
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Note: Data for the fourth quarter of 2019 are for October and November.
Sources: the NSI, BNB calculations.

Construction Production Dynamics and New Buildings
Permits Issued

(number of buildings;
seasonally adjusted data)

(2015 = 100;
seasonally adjusted data
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Note: Data for the fourth quarter of 2019 are for October and November.
Sources: the NSI, BNB calculations.
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Dynamics of Nominal Retail Trade Volumes

(per cent, percentage points, quarter-on-quarter;
seasonally adjusted data)
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Sources: the NSI, BNB calculations.

according to seasonally adjusted NSI data.

The services sector contributed most strongly

to the change in employment over the quarter.
In the context of a continuing improvement of
economic activity in construction supported by
housing price rises and the large infrastructure
projects launched by the government, employees
in this sector also increased quarter on quarter.
Employees in agriculture went down, reflecting
the lower number of self-employed in the sector.
In the first half of 2020 employment is expected
to slightly increase driven by sustainable labour
demand and the expected wage rise.

In the third quarter of 2019 labour productivity
growth slightly decelerated on the previous quar-
ter, which was due to the services sectors and
construction. The productivity dynamics was a
result of slower growth in the value added over
the period, whereas the faster increase in hours
worked per person than that of employment had
a positive effect on productivity over the quarter.

Compensation per employee in nominal terms
decelerated on a quarterly basis in the third
quarter of 2019 reflecting lower growth in
services and the decline in compensations in
agriculture. Nevertheless, the steady labour
demand amid limited supply®® was sustained,
exerting upward pressure on wages. In the first
half of 2020 the growth rate of compensation per
employee is expected to accelerate as a result
of the higher minimum wage and wage rises in
some budget sectors.

 Labour demand is measured by companies’ expectations
about staff employment according to NSI survey of business
developments, and labour supply is measured by the unem-
ployment rate.

Contribution to Changes in the Number of Employed by
Economic Sector

(per cent, percentage points, quarter-on-quarter;
seasonally adjusted data)
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Note: Non-additive data on contributions due to direct seasonal adjust-
ment of the total amount and its components.

Sources: the NSI, BNB calculations.

Labour Productivity Developments (Value Added per

Employee)
(per cent, quarter-on-quarter; seasonally adjusted data)
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Compensation per Employee at Current Prices
(per cent, quarter-on-quarter; seasonally adjusted data)
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Unit Labour Costs
(2010 = 100; seasonally adjusted data)
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Sources: the NSI, BNB calculations.

The comparatively steady growth rate of labour
productivity coupled with slower growth of
compensation per employee resulted in lower
unit labour costs in the third quarter of 2019.
Developments across sectors were divergent: the
indicator declined in the sectors of services and
agriculture, while labour costs in industry rose.

In the third quarter of 2019 the gross operating
surplus slightly fell from the previous quarter
according to seasonally adjusted data. The
sector of services and agriculture contributed
negatively to growth in the operating surplus in
line with the slower increase in the value added.
The operating surplus in industry rose from the
previous quarter consistent with accelerated
turnover growth in industry.

In the third quarter of 2019 financing of firms
from sources other than the gross operating
surplus was diverse across sector, with foreign
direct investment and loans accounting for the
largest amount.

Fixed capital investment growth in the third
quarter of the year, improved labour productivity
and the high rate of production capacity utilisa-
tion were the major reason for the capital and
total factor productivity to retain their significant
positive contribution to growth of real GDP by
production factor. Despite the fall in employment,
labour also had a low positive contribution to
real GDP growth, reflecting the increased num-
ber of worked man-hours per employee.

Gross Operating Surplus at Current Prices
(billion BGN; seasonally adjusted data)
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Sources: the NSI, BNB calculations.

Financing Sources*
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Contribution of the Change in Production Factors to
GDP Growth

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

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

2015

| I v |
Agriculture, forestry and fishing -84 -03 -21 -13 56
Mining and quarrying; manufacturing; electricity,
gas, steam and air conditioning supply; water
supply; sewerage, waste management and
remediation activities 1125 14 02 37
Construction 33 02 07 27 -18
Wholesale and retail trade; repair of motor
vehicles and motorcycles; transportation and
storage; accommodation and food service
activities 40 08 13 -16 -13
Information and communication 1110 26 27 76
Financial and insurance activities 04 -39 51 -06 36
Real estate activities -6 19 19 10 32
Professional, scientific and technical activities;
administrative and support service activities 56 00 11 23 -06

Public administration, education, human health
and social work
activities 07 00 -01 -08 -21

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

extraterritorial organisations and bodies 25 27 07 21 -16
Gross value added, total for the economy 03 08 13 00 1.1
Source: NSI.

Household Behaviour

Positive labour market developments were
sustained in the third quarter of 2019 in the
context of improving consumer confidence and
increased household savings rates.

According to the Labour Force Survey con-
ducted by the NSI in the third quarter of 2019
labour supply measured by labour force®
increased. Concurrently, the economic activity
rate® reached the historically highest value,
reflecting both the increase in labour force and
the continuous downward trend in the working
age population.

The Labour Force Survey shows that in the third
quarter of 2019 the seasonally adjusted unem-

5" Labour force (currently economically active population) com-
prises persons aged 15 and older who provide the supply of
labour for the production of goods or services. Labour force
includes both employed and unemployed persons.

%2 The labour force participation rate is the proportion between
economically active persons (labour force) and population of
the same age.
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Unemployment Rate
(per cent, share of labour force)
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Seasonally adjusted data
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* NSI data.
** Employment Agency data.

Sources: NS| Labour Force Survey, Employment Agency, BNB calculations.

ployment rate® continued to decrease, reaching
3.9 per cent (according to non-seasonally
adjusted data: 3.7 per cent). Long-term unem-
ployed (unemployed for more than a year) and,
to a lesser extent, persons unemployed for less
than a year contributed most significantly to the
decline in the unemployment rate. At the same
time, average annual unemployment®* for 2019
dropped to 5.6 per cent, according to Employ-
ment Agency data (from 6.2 per cent for 2018).

Labour income decreased its growth rate in the
third quarter of 2019 (both annually according
to non-seasonally adjusted data on the wage bill
and quarterly according to seasonally adjusted
national accounts data).®®

The growth rate in private consumption also
decelerated over the third quarter of 2019 both
on an annual and quarterly basis, which was
consistent with developments in compensation
per employee. Costs of durable goods recorded
a lower contribution to the overall growth in final
consumption expenditure, according to national
account data. Data on retail trade turnover were
also consistent with above developments, with
turnover growth at current prices slowing down.
The group of household appliances, furniture

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

% The definition of unemployment rate according to Employ-
ment Agency data corresponds to that referred to in note 62,
but the analysis employs a constant rate of labour force com-
prising the number of persons in the respective age group
since the last census of population.

® For details, see Behaviour of Firms and Competitiveness
Section in Chapter 3.
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Retail Trade Turnover
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and other household goods and that of retail
trade in automobile fuels and lubricants made
the largest negative contributions to this change.

Slowing real growth in private consumption was
not in line with consumer confidence indicator,
which went up in October 2019 due to improved
household expectations of their financial position
and the overall economic situation in Bulgaria,
as reported in the NSI Consumer Survey. A com-
paratively large improvement was also observed
in consumers’ intentions to purchase or build

a house over the next 12 months which is in
line with monetary statistics data showing an
accelerated annual growth rate of housing loans
in October and November 2019.

The NSI Household Budget Survey shows that
the share of savings in household disposable
income increased strongly in the third quarter
of 2019. Households intending to increase their
savings in the following 12 months also retained
their high share (according to the NSI Consumer
Survey of July 2019). Savings increased in

the context of continuous growth in wages in
the total economy and a varying degree of an
improvement in households’ financial situation
across individual income groups.®® In the third
qguarter of 2019 household assets measured

by their net position in the banking system
remained at levels similar to those in the previ-
ous quarter, reflecting the simultaneous increase
in deposits and loans.

Over the first half of 2020 labour supply
measured by labour force is expected to rise
slightly, triggered by the expected acceleration
in income growth. The improved situation in the
labour market and maintenance of comparatively
low interest rates will further support consumer
expenditure, but its growth will be partly limited
by persistently high savings rates.

% According to European Commission data, in the fourth
quarter of 2019 households' assessments of their personal
financial situation increased in the population with the highest
incomes and decreased in the lowest income group using
most of the funds for consumption.

Household Propensity to Save and Expectations

(per cent; seasonally
adjusted data)

(BGN million; seasonally
adjusted data)
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Employment and Income Dynamics

2015
| I Il

(per cent, quarter-on-quarter; seasonally adjusted data)
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(per cent, quarter-on-quarter; seasonally adjusted data at constant prices)
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Fiscal Policy Effects on the Economy

In the first eleven months of 2019 the fiscal
policy had a positive effect on economic activity
in Bulgaria mostly in terms of government invest-
ments and government consumption.

By end-November consolidated fiscal programme
surplus was BGN 1300.8 million (1.1 per cent

of projected GDP).®” Compared with the same
period of previous year, a BGN 1596 million
decline was recorded in the budgetary balance,
with August one-off capital expenditure on
defence of USD 1.2 billion contributing signifi-
cantly to this.

As of November total budget revenue grew by
11.3 per cent, with moderation vis-a-vis the first
half year reflecting a lower growth rate of non-
tax and grant revenue.

The downward trend in annual non-tax revenue
growth in the second half of the year was mainly
driven by a lower increase in revenue into the
Electric Power System Security Fund's budget.®®
A significant drop was reported in the growth
rate of grants vis-a-vis the first half year, reflect-
ing a decelerated absorption of funds under EU
2014-2020 operational programmes.

Between January and November 2019 the
annual growth rate of tax revenue remained
relatively high (9.3 per cent), further underpinned
by the increased revenue from social and health
insurance contributions and value added tax
(both rising by 11.3 per cent as of Novem-

ber). The sustainable increase in this revenue
reflected strong domestic demand, favourable
labour market conditions and developments in
compensation per employee in the economy
which was also positively affected by legislative
amendments adopted in early 2019.%° Part of
these factors brought about a comparatively high
growth rate of personal income tax revenue to
9.3 per cent in November. The annual growth

" GDP forecasts of the Ministry of Finance for 2019 based on
the autumn macroeconomic forecast for the 2019-2022 period,
published in October 2019.

%8 | ower growth in Electric Power System Security Fund’s rev-
enue over the second half of 2019 reflected a decision taken
by the Energy and Water Regulatory Commission in July 2019
to cut the ‘obligation to society’ fee from BGN 36.75/MWh in
2018-2019 to BGN 19.57 in 2019-2020.

% Maximum social security income, minimum wage and

minimum social security income were raised from 1 January
2019.

Contributions 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: the MF, BNB calculations.
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rate of corporate tax revenue accounted for 4.1
per cent in November.

Revenue from indirect taxes recorded similar
growth rates to those of nominal private con-
sumption in the economy as of the end of the
January-September period. This growth was
triggered by the strong increase in VAT revenue
(annual growth of 9.0 per cent for the first nine
months), which offset the slowdown in excise
revenue growth.

The annual growth rate of total expenditure
under the consolidated fiscal programme for the
first eleven months of 2019 was 17.1 per cent.
Capital expenditure (8.0 percentage points), per-
sonnel costs (3.3 percentage points) and social
expenses (2.8 percentage points) contributed
most substantially to this growth. In August total
expenditure accelerated significantly from the
preceding month (19.5 per cent on an annual
basis in August against 10.8 per cent in July),
reflecting entirely one-off capital expenditure on
defence. Slowing growth in capital expenditure
in the following months was explained by the
gradual exhaustion of defence expenditure
effects. Excluding this one-off factor, capital
expenditure growth for the first eleven months of
the year would be maintained at comparatively
high levels driven mainly by increased national
investments (28.2 per cent year on year in
November). Concurrently, in November annual
growth in EU co-funded investment expenditure
(10.2 per cent) slowed down compared to the
first half of the year. CFP capital expenditure
dynamics suggests a comparatively strong influ-
ence of public investment on total investment
growth in the economy by the year end.”

In the first eleven months of 2019 the growth
rate of social payments accelerated gradually
triggered by the 5.7 per cent increase in pen-
sions from the beginning of July and strong
growth in health insurance payments’'. As a
result, social expenditure continued to contribute
positively to household disposable income
dynamics. Growth in personnel costs did not

70 Expenditure incurred under the Ministry of Defence budget
for acquiring a new type of fighter aircraft should not affect
general government’ investments. For further details, see Eco-
nomic Review, 3/2019, p. 51.

"' Based on MF Monthly Bulletin on Budget Performance and

Major Indicators under the Consolidated Fiscal Programme for
November 2019.

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

25 ; 25
One-off effect

-5 AR AR AR ARRRA RN ARRRARAS T 0
2015 2016 2017 2018 2019

—— Total growth

Staff and operating expenditure

Social and health insurance payments

Interest expenditure

Contribution to EU budget

Capital expenditure and net growth of state reserve

Subsidies

Notes: The one-of effect results from August 2019 payments under

the investment project ‘Acquiring a New Type of Fighter Aircraft’ to

the amount of USD 1.2 billion. In the Consolidated Fiscal Programme
reports of January 2016, staff costs include wage, insurance and other
remuneration expenditure, while in the reports for past periods, the
latter is included in the operating expenditure. To prevent data incon-
sistencies prior to and after January 2016 resulting from the methodo-
logical change, staff costs and operating expenditure are presented
aggregately in the chart and separately in the table Key Budget Indi-
cators Performance for 2018 and 2019.

Sources: the MF, BNB calculations.
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change substantially in November (14.0 per
cent), with operating expenditure posting mod-
eration in its growth (to 4.4 per cent). Reflecting
developments in personnel, operating and
healthcare costs, real government consumption
rose by 4.7 per cent in the first nine months.
Based on CFP budget performance data as of
November, government consumption is likely to
have a positive contribution to real GDP growth
over the fourth quarter of the year.

According to budget framework parameters

for 2020, it may be expected that the fiscal
policy will further exert a positive influence on
economic growth in the first six months of 2020.
Favourable dynamics in the labour market and
private consumption is expected to contribute to
maintaining comparatively strong growth in tax
revenue. Government’s plans for public sector
wage growth, including a continued increase in
teaching staff remunerations, coupled with the
minimum wage rise will help maintain a positive
contribution of government consumption to real
GDP growth.72 Social payments are expected

to increase further at rates similar to those of
November 2019. Their developments in the first
six months of 2020 will reflect mainly higher
health insurance expenses, social assistance
transfers and increased pensions since the
middle of 2019. With EU 2014-2020 project
implementation entering a more advanced stage,
higher absorption of funds under EU-funded
operational programmes could be expected.
National investment expenditure, mainly on
launching large projects, is anticipated to have
an additional positive effect on economic growth
over the first half of 2020. However, there is still
an uncertainty in the forecast of both EU co-
financed government investments and national
investments. Possible delays in implementation
of investment projects pose a potential risk for
lower than projected economic growth to be
recorded over the projection horizon.

"2 For further information, see here the Basic Parameters of
the 2020-2022 Budgetary Framework box.
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Key Budget Indicators Performance for 2018 and 2019

2018 2019
Consolidated fiscal programme January - November' January - November'

BGN million per cent’ BGN million per cent?
Total revenue and grants 35810 12.2 39 854 11.3
Tax revenue 29273 9.3 31988 9.3

incl. social security and health insurance contributions 8586 13.2 9560 11.3
Non-tax revenue 4834 24.6 5899 221
Grants 1703 36.8 1966 155
Total expenditure (incl. the contribution to EU budget) 32913 11.5 38 553 171
Staff 7859 11.2 8957 14.0
Operating expenditure 3527 71 3682 4.4
Interest 653 -14.0 607 -7.0
Social expenditure, scholarships 14 681 6.7 15585 6.2
Subsidies 2318 28.7 3064 322
Capital expenditure and government reserve growth 2881 43.1 5522 91.7
incl. capital expenditure 2 864 429 5495 91.8

Contribution to the budget of the European Union 994 218 1136 14.2

BGN millon (Bdgﬁrﬁﬁﬁi:) BGN million (é’gﬁ;’;mgz)
Budget balance, on a cash basis 2897 511 1301 -1596

2018 2019
Tax revenue under the state budget January - November® January - November®

BGN million per cent’ BGN million per cent’
Tax revenue 19772 7.8 21472 8.6
Corporate tax 1872 6.8 1949 4.1
Personal income tax 3359 10.2 3671 9.3
Value added tax 9302 8.3 10 356 11.3
Excise duties 4845 5.1 5088 50
Customs duties and taxes 213 22.3 213 0.4
Insurance premia tax 37 12.9 45 19.1
Other taxes 144 6.6 150 4.2

Note: The difference between the sum of individual components and total sum is due to rounding.

" Based on monthly reports on cash-based performance of the consolidated fiscal programme.

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

s Including also expenses on current and capital transfers, which in 2018 are presented in monthly reports on cash-based performance of the consoli-
dated fiscal programme as a separate item in the expenditure side of the budget.

4 Change of the budget balance on the same period of previous year.

° Based on monthly reports on cash-based implementation of the state budget.

Source: the MF.
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Main Parameters of the 2020-2022 Budgetary Framework

The updated medium-term budgetary forecast of the government for the 2020-2022 period1, which
complies with 2020 budget law parameters adopted by the National Assembly, provides for a bal-
anced budget on the consolidated fiscal programme (CFP) over the whole projection horizon. General
government budget balance (ESA 2010) used for the purposes of the deficit and debt procedure is
expected to be slightly negative in 2020 (-0.1 per cent of the projected GDP) and positive in 2021
and 2022 (0.5 per cent and 0.1 per cent of the GDP, respectively). Planned primary surpluses and
favourable differential between the projected nominal rate of GDP growth and the implicit interest rate
on public debt are expected to support a further decline in both government debt and general gov-
ernment consolidated debt over the 2020-2022 period.

When taking into account the MF estimates of gradually increasing positive deviations of economic
activity from potential output over the projection horizon, the change in structural budget balance
implies a slight stimulating effect of the fiscal policy on the economic activity in Bulgaria in 2020 and
2022, while in 2021 this effect is expected to be moderately restrictive. The budget objectives on cash
and accrual basis remained broadly unchanged in several consecutive updated medium-term budget
forecast preparation cycles, while maintaining full compliance with fiscal rules provided for in the Law
on Public Finances and EU framework for economic policy coordination.

The increase in CFP revenue in 2020 as projected in the updated medium-term budget forecast (by
7.6 per cent against its expected performance for 2019%) reflects MF assumptions of sustainable growth
of economic activity in Bulgaria and further progress in project implementation under EU operational
programmes of the 2014-2020 programming period. The main factors behind the projected tax and
social security revenue rises (by 7.1 per cent) are the domestic demand dynamics, labour income and
employment, while the contribution® of the positive budget effects of changes to social security policy
and minimum wage rises®, effective as of early 2020, is expected to be much lower. Discretionary meas-
ures in 2020 are expected to have a more significant budget impact on non-tax revenue as a result of
the toll system launch and one-off receipts from Sofia airport concession. This additional revenue effect
is expected to be largely offset by a decline in the revenue into the Electric Power System Security
Fund’s budget5, and therefore the increase in non-tax revenue for 2020 (5.5 per cent) is projected to be
more limited compared to the accelerated growth rates reported in the 2018-2019 period. The antici-
pated increase in revenue from grants by 21.2 per cent compared to the expected performance for
2019 implies an accelerated implementation of projects co-financed by the EU budget.

The updated medium-term forecast sets a minimum increase in total CFP expenditure by 1.9 per
cent for 2020 (including the contribution to EU budget) vis-a-vis the 2019 anticipated performance
reflecting, to a large extent, a base effect of one-off substantial expenditure under the Ministry of
Defence budget for the acquisition of a new type of fighter aircraft®. At the same time, the govern-
ment maintains its current priorities concerning both income policy, in particular education and social
and health and social security policy, and accelerated progress in the implementation of investment

" The updated medium-term budget forecast for the 2020-2022 period is drawn up in October 2019 as reasons to the 2020
draft State Budget Law and adopted by Decision No 631 of the Council of Ministers of 31 October 2019. To ensure compli-
ance with the parameters of 2020 final budget and tax laws adopted by the National Assembly, amendments to the updated
medium-term budget forecast were made and approved by Decision No 815 of the Council of Ministers of 30 December. This
box discusses government’s medium-term budget forecast parameters approved on 30 December 2019.

%2 The October 2019 budget revenue estimate for 2019 remained broadly unchanged in the updated medium-term budget
forecast approved on 30 December 2019.

® The calculated contribution is based on the estimate of the effects of discretionary measures under the updated medium-
term budget forecast on the general government revenue due to the lack of estimates of these effects on CFP tax and social
insurance revenue.

*As a result of the monthly minimum wage rise in Bulgaria from BGN 560 to BGN 610, effective as of 1 January 2020, the
minimum social security income for all self-employed also changed from BGN 560 to BGN 610, with only for registered farm-
ers and tobacco producers the minimum social security income increased from BGN 400 to BGN 420. Minimum social secu-
rity thresholds of employees for whom the threshold coincides with the minimum wage are also expected to rise.

® Pursuant to price decision of the Energy and Water Regulatory Commission in force as of July 2019 the ‘obligation to the
society’ fee has been reduced by 50 per cent.

€ If this one-off expenditure is netted out from the expected total CFP expenditure for 2019, the projected increase for 2020
would be significantly higher (6.8 per cent).
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projects financed by EU funds and exclusively by national funds. The growth in 2020 budget expendi-
ture will be mainly driven by the planned increase in social security and health insurance payments
(by 6.7 per cent or BGN 1.2 billion), which, in turn, reflects primarily changes in the amount of pen-
sions paid’ and, to a lesser extent, the increased funds for healthcare and household benefits and
allowances. In 2020 personnel costs are projected to increase by 9.3 per cent or BGN 0.9 billion
against the expected performance for 2019 with additional funds provided for both a continuance of
the policy of wage increases in education and a 10 per cent income rise in all other budget sectors.
As in 2017 and 2018, this updated medium-term budgetary forecast sets declines in other personnel
payments in 2020 (by 14.6 per cent against the expected performance for 2019) in order to partly
limit the funds necessary to implement the income update policy in the budget sector. All other CFP
current expenditure8 are projected to increase slightly in 2020 by BGN 0.2 billion against the expected
performance in 2019, while the increase in operating expenditure and contribution to the EU budget is
compensated, to a large extent, by the decline in subsidies due to the above changes in the Electric
Power System Security Fund’s budget.

Under the updated medium-term budgetary forecast the projected capital expenditure dynamics in
2020 (decline by 17.3 per cent or BGN 1.4 billion) reflects the higher one-off expenditure for defence
modernisation incurred in 2019. If the expected performance for 2019 is reduced by the amount of
this one-off expenditure, capital expenditure would increase by 12.4 per cent or BGN 0.7 billion in
2020. An increase is projected in both EU co-financed investments due to the advanced stage of pro-
ject implementation of the 2014-2020 programming period, and national capital expenditure (the one-
off effect of the higher expenditure for defence modernisation in 2019 being offset).

Maintaining a balanced budget position over the 2021-2022 period implies a limitation of budget
expenditure as a share of GDP to offset the expected decline in budget revenue to GDP ratio. Cur-
rent expenditure is mainly expected to be limited in the two years and capital expenditure to a lesser
degree in 2021.

The updated medium-term budgetary forecast of the government sets declines in the government
debt to GDP ratio from 18.6 per cent at the end of 2019 to 17.0 per cent at the end of 2022 and
the general government consolidated debt to GDP ratio from 20.4 per cent to 18.2 per cent over the
same period. The government seeks to couple the reduction in debt burden with an increase in fiscal
reserve funds by BGN 1.8 billion over the 2020-2022 period, which will allow for a BGN 2.2 billion
partial refinancing of bonds maturing in early 2023 and issued on international capital markets. In line
with MF issuing policy and the debt limits set out in the 2020 State Budget Law, the maximum amount
of the new government debt that can be assumed over the year is BGN 2.2 billion. This implies an
excess of the new debt over maturity debt payments for the year in compliance with the updated
medium-term budgetary forecast objective to accumulate additional funds in the fiscal reserve over
the medium term.

Risks to the achievement of the budgetary targets under the updated forecast for the 2020-2022
period continue to be mainly associated with economic and financial developments at a global and
EU-wide level. As in the previous updated medium-term budgetary forecast of the government (for the
2019-2021 period), concerns remain that in case of a less favourable international environment com-
pared to that in the MF macroeconomic forecast, tax and social security revenue would remain below
the estimated levels, thus hampering the achievement of government budgetary targets. In addition, the
2020 budgetary framework continues to provide for increases in the current expenditure including wage
costs and social payments, which are hard to reverse and would further limit the opportunities for budg-
etary consolidation amid continuously worsening international environment. Risks to the 2020 budgetary
framework could arise in implementing policies with an expected positive budget effect, which have
been postponed on several occasions since it was impossible to apply them in preceding years. Sofia
airport concession and projected declines in other staff payments are examples of such policies.

7 From 1 July 2020 pensions awarded by 31 December 2019 are projected to increase by 6.7 per cent and the minimum
monthly amount of old-age pension by 13.9 per cent to BGN 250.

8 Including EU budget contribution costs.
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4 . INFLATION

At the end of 2019 annual inflation rose to 3.1 per cent on end-2018. Higher inflation in December was due
to a large extent to the substantial positive contribution of the food group influenced by higher international
food prices in euro and internal factors related to the spread of the African swine fever. Higher international
oil prices at the end of 2019 also contributed to higher inflation in the energy products group compared with
December 2018. Core HICP components’ prices continued to increase though at slower rates than at the end
of 2018, reflecting to a large degree the exhausted base effects in the services group. Goods and services
with administratively controlled prices and tobacco products contributed further to overall inflation throughout
the year.

The forecast for a gradual deceleration of overall inflation in the first half of 2020 reflects primarily market
expectations of international oil price developments. Food and core inflation are expected to have the main
positive contribution to overall inflation in the first two quarters. Goods and services with administratively con-
trolled prices and industrial goods are expected to have a low positive contribution to overall inflation in early
2020.

At the end of 2019 annual inflation accelerated
to 3.1 per cent from the end of 2018 (2.3 per
cent in December 2018).” Price dynamics in
imported goods is among the major factors
behind domestic inflation. International fuel,
food and commodity prices and their spillover
through the supply chain have a strong impact
on price developments in Bulgaria. The group
of food and HICP core components had the
largest positive contributions to overall inflation
in December 2019, with the food group infla-
tion rate recording a significant increase from
the end of 2018 in line with higher international
euro food prices and internal factors associated

Inflation and Contribution of Major Commodity and
Services Groups to It
(per cent; percentage points; on an annual basis)

— |Inflation

Goods and services with administratively controlled prices
and tobacco products

with African swine fever spread”. Increased — gner.gypmd”m
. . . . . ervices
international oil prices by end-2019 contributed === Food

to higher inflation in the group of energy prod- = Indusirial goods

ucts, reaching 4.1 per cent in December (1 per
cent by end-2018). Slowing services inflation in
December was driven mainly by exhausted base
price effects in insurance connected with travel.
Goods and services with administratively con-
trolled prices also made a positive contribution
to inflation in December.

In November 2019 the annual rate of the total
producer price index (PPl) accelerated to 4.0
per cent in the domestic market, from 2.9

per cent in December 2018. In November the
economic sub-sector of production and distribu-

" The analysis in this Section employs NSI data on HICP.
" The disease was registered in Bulgaria in July 2019.

Notes: This structure corresponds to the Eurostat classification; tobacco
products and goods and services with administratively controlled prices
are presented separately. The index of goods and services with admin-
istratively controlled prices is calculated through the elementary aggre-
gates level in the consumer basket.

Sources: the NSI, BNB calculations.
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tion of electricity and heating’”® had the major
contribution to the increased producer prices on
an annual basis, which was consistent with more
expensive electricity and heating since 1 July
2019.”° The increase in year-on-year prices in
manufacturing between January and November
reflected largely production of food, beverages
and tobacco products. In addition, the end-use
classification shows that consumer non-durables
prices increased by 2.4 per cent in November
with the strongest contribution of the group of
processing and preserving of meat’’ (0.87 per-
centage points). These developments were in
line with higher inflation in the food group, which
rose to 6.2 per cent in December (from 3.1 per
cent by end-2018).

At the end of 2019 processed food inflation was
3.4 per cent, from 2.5 per cent by end-2018,
driven mainly by the group of food products not
elsewhere classified. Inflation in this group was
mainly triggered by ready-to-eat foods available
in food shops and supermarkets, reflecting
most likely price increases due to African swine
fever spread in Bulgaria. At the same time, the
positive contribution of bread and cereals to
processed food inflation declined throughout the
year.

S This refers to the group of production and distribution of
electricity, heating, and gaseous fuels

"® For details, see the EWRC press release of 1 July 2019.
" This refers to the sub-group of processing and preserving

of meat and production of meat products, excluding prepared
meals.

Rate of Change in Industrial PPl on the Domestic
Market and Contributions by Major Sub-sectors
(per cent; percentage points; on an annual basis)
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Rates of Change in Producer Prices on the Domestic
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Contribution of Major Sub-groups of Processed Food to
Overall Inflation
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Annual inflation in unprocessed food rose sig-
nificantly to 11.8 per cent in December 2019,
from 2.2 per cent in December 2018, largely
reflecting prices of meat and meat products. In
November pigmeat prices recorded essential
growth of 30.3 per cent on an annual basis
(from -4.4 per cent by end-2018), this group
contributing most significantly to non-processed
food inflation. Increased prices resulted from
reduced supply, and higher producer’® and
import prices reflecting African swine fever
spread worldwide and in Bulgaria. Vegetables
also had a strong positive contribution to non-
processed food inflation by end-2019, with their
price rises matching growth in producer prices’”
of these products.

At the end of 2019 core inflation which includes
services and non-food prices slowed down from
December 2018 to 1.8 per cent. Lower inflation
in the group of services was the driving factor to
the slowdown, whilst non-food goods registered
low positive inflation compared to the 0.5 per
cent deflation in December 2018.

Annual services inflation moderated to 2.9 per
cent at the end of 2019 (5.0 per cent in
December 2018), although this group retained its
essential positive contribution to overall inflation.
The continuing trend toward cheaper telecom-
munication services and insurance connected

"8 NSI data on producer prices and indices of agricultural
produce for the second quarter of 2019.

" See footnote 78.

Contribution of Major Sub-groups of Unprocessed Food
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Contribution of Services and Major Services
Sub-groups to Overall Inflation

(percentage points; on an annual basis)
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Sources: the NSI, BNB calculations.

with travel over the most of the year was the
main factor for observed downward dynamics

in this group. The negative contribution of insur-
ance connected with travel to inflation reflected
primarily the exhausted base effect of the sum-
mer of 2018 when its prices rose due to the
Supreme Court of Cassation’ decision to extend
the circle of persons entitled to claim compensa-
tion for death of a relative®. At the same time,
enhanced demand for insurance was observed
due to termination of an insurance company’s
activities in August®'. Catering services recorded
an accelerated annual rate of inflation from

the end of 2018, having the highest positive
contribution to overall inflation among services
components. This was attributable to the stronger
consumer demand vis-a-vis the end of 2018 and
upward dynamics in food prices.

Deflation observed in non-food goods since early
2010 was reversed in the beginning of 2019,
and inflation of 0.5 per cent on an annual basis
was registered in December (-0.5 per cent in
December 2018). The upward price dynamics

in non-food goods was mainly attributable to
slightly positive inflation in the motor vehicles
group. At the same time, non-durable goods
had a major positive contribution to non-food
inflation, whereas durable goods prices declined
further on an annual basis.

8 For details, see the SCC interpretative decision of 21 June
2018.

8 For details, see the Financial Supervision Commission press
release of 14 August 2018.

Contribution of Major Non-food Sub-groups (Excluding
Energy Products) to Overall Inflation
(percentage points; on an annual basis)
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Contribution of Major Sub-groups of Administratively
Controlled Prices and Tobacco Prices to Overall
Inflation

(percentage points; on an annual basis)
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In 2019 tobacco products and goods and
services with administratively controlled prices
continued to contribute positively to overall infla-
tion, with their annual growth rate at the end

of the year decelerating slightly to 2.1 per cent
(2.3 per cent in December 2018). This reflects
lower tobacco inflation unlike that in administra-
tively controlled prices which rose insignificantly.
The exhausted base effect of increased excise
duties on cigarettes in early 2018% was a deci-
sive factor for limiting the positive contribution
of tobacco products and inflation slowdown in
the group to 2.2 per cent by year’'s end (4.1 per
cent in December 2018). Of particular impor-
tance for higher inflation in administratively con-
trolled prices (2 per cent by end-2019 vis-a-vis
1.9 per cent in December 2018) was the Energy
and Water Regulatory Commission (EWRC) deci-
sion to raise the average electricity and heating
prices by 2.9 and 3.5 per cent, respectively.®
Medicines prices had also an essential contribu-
tion to inflation in this group.84 Increased prices

8 An increase in the specific tobacco excise duty from
BGN 101 to BGN 109 per 1000 cigarettes; a decrease of
the ad volarem excise duty from 27 to 25 per cent; and an
increase in the minimum overall excise duty (specific and
ad volarem) from BGN 168 to BGN 177 per 1000 cigarettes
became effective from early 2018.

8 See footnote 76.

% From 6 August 2019, amendments to the Ordinance on

Terms, Rules and Procedures for Regulation and Registration
of Prices of Medicinal Products entered into force. Fore more
information, see the document on the website of the National
Council on Prices and Reimbursement of Medicinal Products.

Expectations of Selling Prices in Industry, Retail Trade
and Services in the Next Three Months
(balance of opinions, per cent, 6-month moving average)

12 12
10 H10
8- r8
6 t6
4 ka4

0’/\‘ -0
VA4

\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\‘\\\\\\\\\\\'4
2015 2016 2017 2018 2019
Industry
—— Retail trade
—— Services

Note: Final results of the survey of business developments in the
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calculated as a difference between the relative shares of positive and
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Source: the NSI.
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of water and sewerage services in Bulgaria, as
approved by the EWRC,* were an additional
factor for accelerating inflation in this group.
EWRC’ decisions to decrease the regulated
natural gas price in the third and fourth quarters
of 2019 had a restricting effect on price rises in
this group.®

According to NSI business surveys, in Decem-
ber 2019 the majority of managers in services
(91.4 per cent), retail trade (89.9 per cent) and
industry (89.7 per cent) expect stagnation in
selling prices over the coming three months,
with balance of opinions in each of the three
sectors decreasing from the end of 2018. In
the sectors of services and retail trade, most
managers expecting certain changes in selling
prices project price increases.

In the third quarter of 2019 the annual growth
rate in the house price index remained close to
that of the end of 2018, reaching 5.4 per cent,
from 5.5 per cent at the end of 2018. Retention
of end-2018 growth rates was observed in both
existing and new houses. Despite their continu-
ous growth, over the recent years domestic
house prices have remained 14.4 per cent lower
than the maximum values recorded in the third
quarter of 2008.

House price growth was consistent with strongly
improved home purchase sentiment of house-
holds in the following 12 months.*” The annual
percentage rate of charge (APRC) on new hous-
ing loans continued to decline, reaching 3.6 per
cent in the third quarter of 2019 (against 3.9
per cent at the end of 2018),%° thus improving
further housing affordability. In the context of

an accelerated increase in labour income of
households, which creates conditions for savings
growth, attained low levels of new time deposit
rates were an additional factor for households

to look for alternative investment opportunities

in the form of real estate purchases. BNB-con-
structed indicator for the price-to-rent ratio which
compares the value of a property to the return

% For details, see the EWRC press release of 28 December
2018.

% For details, see the EWRC press releases of 28 June 2019
and 30 September 2019.

¥ The analysis employs NSI survey data on household senti-
ment for home purchase in the following 12 months.

% Values indicating APRC on housing loans to households are
averages weighted by the relevant volumes of new loans for a
12-month period.

Household Sentiment for Home Purchase in the
Following 12 Months
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Sources: the NSI, BNB calculations.

Price-to-Rent Ratio (percentage deviation from long-
term average value)
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Key Indicators of the Housing Market in Bulgaria
(per cent; year-on-year change)

Indicators

Price developments
House price index, total
New dwellings
Existing dwellings
Inflation (HICP)
House rentals, paid by tenants (HICP)
Lending

New housing loans
Annual percentage rate of charge on new housing loans (per cent, at the end of the
period)*

Housing loans balances
Construction and investment
Permits issued for the construction of new residential buildings (square meters)
Value added in construction (at average annual prices for 2015)
Constriction production index, building construction
Fixed investment; residential buildings™

Construction cost index for new buildings

2015

2.8
35
2.3
-11
0.7

38.6

6.4
0.8

13.0
43
8.9

-10.3

1.3

2016

7.0
6.4
7.3
-1.3
0.6

7.4

54
-15.3

48
-7.3
-16.1
102.1
0.8

2017

8.7
6.7
9.7
1.2
1.0

32.7

44
126

32.5
4.5
10.9
19.2
2.5

2018

6.6
57
7.0
2.6
1.9

14.9

39
18.4

39.0
1.4
2.6

2.2
2.9

55
6.1
53
3.0
2.4

71

39
0.5

61.1
3.9
1.4

25
2.0

2018

7.3
1.9
5.0
25
3.1

6.2

38
0.3

26.6
-19
10.2
05

47

50
7.5
3.8
2.8
37

9.7

37
0.2

54
6.6
7.8
0.2
5.2

5.4
58
5.1
22
33

14.8

3.6
13.6

5.4
3.2
9.8
0.2
45

* Values indicating the amount of the APRC on housing loans to households are averages weighted by the relevant volumes of new loans for a

12-month period.

** The high annual growth of fixed investment in 2016 is due to repayments under the Energy Efficiency of Multi-Family Residential Buildings National

Programme.

Sources: the NSI, the BNB, Eurostat.

it could earn as a financial asset® remained
above its long-term average value in the third
quarter of 2019. Estimates obtained on the basis
of a BNB macroeconomic model® suggest that
in the third quarter of 2019 residential property
prices in Bulgaria remained slightly above their
long-term equilibrium value dependent on funda-
mental factors, such as the income level, interest
rates on housing loans and FDI inflows.

¥ The price-to-rent ratio measures house price dynamics only
in terms of the return which a property could earn in its use
as a financial asset. The economic literature suggests that

in a long-term period this ratio is a fixed value which may
temporarily diverge from its long-term average value in indi-
vidual phases of the business cycle. Where this ratio is above
its long-term average value, this means that due to price
increases, the return on a house investment is lower than the
expected long-term average return, which signals overvalu-
ation. Housing prices reflect also factors other than return.
They relate to housing affordability (measured by the level

of income and interest rates on housing loans), FDI inflows
and other factors (households’ preferences to live in their own
house, internal migration to large cities). To reflect the impact
of part of these other factors, an economic model has been
constructed to provide an alternative estimate of undervalua-
tion/overvaluation of house prices.

% Additional information on this model is available in the the-
matic research Dynamics of House Prices in Bulgaria between
2000 and 2016, Economic Review, issue 1 of 2017.
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Firms’ behaviour in the construction sector was
also in line with house price dynamics. Higher
growth rates in housing prices compared to
construction costs in the third quarter of 2019 are
a precondition for enhancing economic activity in
the sector. Over the third quarter the construction
production index (building construction) acceler-
ated from the end of 2018, recording an increase
of 9.8 per cent (1.4 per cent by end-2018). For
the first nine months of the year, new dwellings
rose by over 30 per cent, according to residential
building statistics. Should these developments be
retained, house prices are expected to grow at
moderate rates in the following months.

Our forecast for a gradual deceleration in
overall inflation for the first half of 2020 vis-a-
vis December 2019 reflects primarily market
expectations of international oil price dynamics.
Food and commodity group, reported in the
core inflation are expected to make the main
positive contribution to overall inflation in the
first two quarters of 2020. Projected increases in
food prices reflect the expected strong growth
in international food prices in euro along with
price effects of swine fever spread in Bulgaria.
Our forecast of accelerating core inflation

stems primarily from expected higher inflation
in the group of services. Among the factors
contributing to the expected upward dynamics
in services prices are higher food prices having
an indirect effect on inflation in some services
groups and increased compensation of employ-
ees. Goods and services with administratively
controlled prices and industrial goods are antici-
pated to have a further low positive contribution
to overall inflation since early 2020.

Risks to the inflation outlook are assessed as
tilting upwards in the first half of 2020, arising
mainly from the groups of energy products and
goods and services with administratively con-
trolled prices. Higher than expected international
oil prices in euro would be a precondition for
higher inflation in energy products and in some
services groups and administratively set prices.

Actual and Equilibrium House Prices
(index 2015 = 100)
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Sources: the NSI, BNB calculations.

Construction Production Dynamics and New
Residential Building Permits Issued
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Rates of Change in Commodities and Services Prices and Their Contribution to Inflation

Annual rate of inflation Annual rate of inflation

as of December 2018 as of December 2019

(December 2017 = 100) (December 2018 = 100)

Inflation (per cent) 2.3 3.1
inflation rate contribution inflation rate contribution
by group (per  (percentage by group (per  (percentage

cent) points) cent) points)

Food 24 0.6 6.2 1.47
Processed food 2.5 04 3.4 0.54
Unprocessed food 2.2 0.2 11.8 0.93
Services 5.0 1.2 2.9 0.77
Catering 43 0.2 5.8 0.31
Transport services 3.6 0.1 19 0.06
Telecommunication services 2.4 0.1 -34 -0.17
Other services 6.7 0.8 44 0.56
Energy products 1.0 0.1 4.1 0.33
Transport fuels 0.4 0.0 55 -0.49
Industrial goods -0.5 -0.1 0.5 0.09
Goods and services with administratively controlled prices* 1.9 0.3 2.0 0.35
Tobacco products 41 0.2 2.2 0.09

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

Sources: the NSI, BNB calculations.
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5. BULGARIAN NATIONAL BANK FORECAST OF KEY
MACROECONOMIC INDICATORS FOR 2019-2021

The BNB forecast of key macroeconomic indicators is based on information published as of 20 December
2019. The forecast employs assumptions of the European Central Bank, the European Commission and the
International Monetary Fund on global economic developments and commodity price dynamics in interna-
tional markets prepared as of 12 December 2019.

In line with the assumption for the global environment, the growth rate of external demand for Bulgarian
goods and services is lower in 2019 due to the downward dynamics in global trade, increased uncertainty
surrounding international trade conflicts and Brexit, weaker economic activity in Turkey and other major trade
partners of Bulgaria. With the exhausted negative contribution of Turkey, in the 2020-2021 period external
demand for Bulgarian goods and services is assumed to accelerate its growth. In 2019-2021 petroleum
product prices in US dollars are projected to decline from 2018, albeit at a slowing pace. At the same time,
the prices of non-energy products in dollars are expected to decline in 2019 and subsequently to increase in
2020 and 2021.

In 2019 Bulgaria’s real GDP growth rate is projected to accelerate to 3.8 per cent, mainly reflecting the posi-
tive contribution of net exports compared to the negative contribution in 2018. In 2020-2021 real GDP growth
is anticipated to stabilise at 3.5-3.6 per cent levels, driven by domestic demand growth and a negative con-
tribution of net exports. Over the projection horizon, a certain change is expected in the structure of domestic
demand, involving an accelerating growth rate of investments and a slowdown of the growth rates of private
and government consumption. Implementation of large infrastructure projects by the government, accelera-
tion of external demand growth set out in ECB assumptions, as well as long-term downward trends in labour
force and increased labour costs are the driving factors for accelerating growth in investments, whereas the
expected slowdown in consumption will reflect retained high household savings rates and limited employment
growth in the context of negative demographic developments. Compared with the forecast published in Eco-
nomic Review, issue 2 of 2019, real GDP growth is expected to remain broadly unchanged in 2019 and 2020
and to be higher in 2021.

Annual inflation is expected to gradually decelerate to 2.0 per cent by end-2020 and 1.7 per cent by end-
2021, reflecting largely the projected dynamics in international euro oil and food prices. The overall inflation
forecast has been revised upwards for 2020 and downwards for 2021.

Risks to the macroeconomic outlook are assessed as oriented towards lower real GDP growth, mainly stem-
ming from the external environment and potentially weaker than projected growth in demand for Bulgarian
goods and services. An internal factor creating an uncertainty to the outlook is the dynamics of public invest-
ments co-financed by the EU and national budget. Risks to the inflation outlook are assessed as broadly
increasing, arising mainly from likely higher inflation in energy products and goods and services with admin-
istratively controlled prices. An additional risk to the macroeconomic forecast stems from the stability of GDP
data, for which time series is revised by the NSI in the last quarter of each year.

Forecast

The BNB forecast of key macroeconomic indicators is based on data published as of 20 December
2019. ECB, EC and IMF assumptions on global economic developments and international commodity
price dynamics as of 12 December 2019 are used in the analysis. Based on these assumptions, global
economic growth in 2019 is lower than in 2018 due to subdued global industrial production and invest-
ment in combination with the increased uncertainty surrounding foreign trade conflicts and Brexit. Given
the anticipated relatively weak growth in 2019, ECB and IMF forecasts for the remainder of the projec-
tion horizon point to a gradual acceleration in global economic activity, primarily due to emerging and
developing economies, excluding China. A less positive output gap in developed economies, retained
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downward trends in China’'s economic growth as a result of trade conflicts with the USA and continuous
rebalancing of the economy away from investments and exports toward consumption are expected to
be the limiting factors for the global growth in 2020-2021.

Expectations about external demand for Bulgarian goods and services in 2019 point to significant slow-
down in growth from 2018, mainly reflecting decreased demand by Turkey and, to a less extent, lower
growth in demand by Romania, some euro area countries and China. With the exhaustion of the nega-
tive contribution of Turkey, growth in external demand for Bulgarian goods and services is assumed

to accelerate in 2020-2021. The baseline scenario for external demand takes into account the impact
of foreign trade measures already implemented by the USA but does not include a further escalation
of international trade conflicts over the forecast horizon. As regards Brexit, the forecast includes an
assumption of an agreed withdrawal and negotiations on future trade relationships.

In 2019 energy prices declined on an annual basis in both US dollars and euro due to the weaker
global economic activity, decreased international trade and market participants’ concerns about poten-
tial negative effects of foreign trade conflicts on global economic activity. This average annual decline
in 2019, however, was partly limited by the significant price rise in energy raw materials at the close
of the year. The December 2019 agreement between OPEC and other non-OPEC producers on further
oil production cuts in the first quarter of 2020 was the driver for the increase. Assumptions of subdued
global demand in 2020-2021 will determine continuous oil price declines in dollars and euro.

Non-energy prices experienced divergent dynamics in both dollars and euro over 2019, reflecting the
appreciation of the US dollar against the euro. A decrease in dollars was recorded in both metal and
food prices. The fall in metal prices reflected factors such as the trade conflicts between the USA

and China and subdued growth of global industrial output. Prices were also affected by weaker global
demand. There was a divergent dynamics across index sub-components. High yields in the USA and
the EU had a negative effect on wheat prices. Concurrently, meat prices rose significantly, probably
reflecting the spread of African swine fever worldwide. Prices of non-energy products are expected to
increase both in US dollars and euro over the rest of the projection horizon. Food prices are forecast to
exhibit the most significant increase, which will be more strongly pronounced in 2020, after which food
prices are expected their growth to slow down.

In 2019 Bulgaria’s real GDP growth rate is projected to accelerate on 2018, reflecting mainly the posi-
tive contribution of net exports compared to its negative contribution in 2018. Growth in exports of
goods and services over 2019 is expected to slow down compared with 2018 amid weaker external
demand and a temporary decline in production of metals and petroleum products.91 Concurrently,
overall imports of goods and services is anticipated to decrease resulting both from projected slower
investment growth and lower imports of services due to temporary factors. The contribution of domestic
demand to real GDP growth in 2019 is expected to increase, reflecting stronger growth in private
consumption amid favourable labour market developments. The investment activity and government
consumption is projected to continue contributing positively to domestic demand growth in 2019. Higher
fixed capital investment will be mainly driven by the projected relatively strong rise in public invest-
ment reflecting both the implementation of projects co-financed by EU funds and higher government
investment. At the same time, the subdued external demand and the uncertain international environment
will be a factor limiting corporate investment activity. Given the observed rise in current budget expen-
ditures on wages, healthcare and, to a lesser degree, on maintenance in the January—-November 2019
period, the contribution of government consumption to GDP growth for the year is expected to remain
positive.

Between 2020 and 2021 real GDP growth is expected to stabilise at 3.5-3.6 per cent and to reflect
the increase in domestic demand, while net exports will have a negative contribution to the change in
the real GDP due to the projected higher growth of domestic demand compared with external demand
growth. Over the period, a certain change is expected in the structure of domestic demand, involving

" For details, see Chapter 3, Exports and Imports of Goods and Services Section.
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an acceleration of the growth rate of investments and a slowdown of the growth of private and govern-
ment consumption. High saving rates maintained by households and limited employment growth in the
context of negative demographic developments in Bulgaria will contribute to the private consumption
slowdown. The implementation of large infrastructure projects financed by the national budget and
higher absorption of EU funds in the final phase of the current EU funding cycle are expected to sup-
port investment activity. In addition, private investment growth is projected to be also supported by the
assumptions for accelerated growth of external demand and the long-term decrease in labour force and
an increase in labour costs. Following the reported strong increase in government non-interest expendi-
ture in January-November 2019, the growth rates of maintenance and health costs are expected to be
slower in 2020 and 2021, which will be the major factor behind the projected slowdown in government
consumption growth.

Expected stronger growth of exports of goods in 2019 compared with imports and the projected favour-
able terms of trade (measuring the change between prices of exported and imported goods) will result
in a significant decrease in the balance of payments trade deficit as a percentage of GDP compared
with 2018. This will be the main factor behind the projected strong rise in the current account surplus
as a percentage of GDP compared with 2018. The surplus is expected to gradually decrease as a
share of GDP in the rest of the projection horizon, reflecting primarily the higher deficit on the net
primary income account and the trade deficit. The strong economic activity in Bulgaria is expected to
boost corporate profits and payment of dividends to non-residents, which would result in a higher defi-
cit on the net primary income account over 2020 and 2021.

In 2019 total economy employment is expected to rise on an annual basis, with the services sector
again contributing the most. In 2020 and 2021 employment growth is projected to remain weak and

to subside due to negative demographic developments in Bulgaria. The increase in the labour force
participation rate, supported by the continuous increase in labour income and the average retirement
age, is projected to partly offset the decline in the working age population. The unemployment rate is
foreseen to decrease to 4.3 per cent on average in 2019 and to further decrease at slowing pace for
the rest of the projection horizon, reaching 3.8 per cent in 2021. Labour productivity growth is projected
to almost match that of real GDP due to the expected stabilisation in the employment level. Over 2019
the growth rate of compensation per employee is expected to moderate but to remain relatively strong.
In 2020 it is forecast to accelerate due to the undertaken measures for increasing remunerations in
the education sector and higher public sector wages projected in the 2020 budgetary framework. The
growth of total economy wages is projected to slow down in 2021 as a result of the expected slower
rise in the public sector wages and weaker labour productivity growth. Nominal unit labour costs are
expected to follow closely the dynamics of compensation per employee.

Annual inflation is expected to decelerate to 2.0 per cent by end-2020 and 1.7 per cent by end-

2021, reflecting mainly the expectations for the international euro oil and food price dynamics in euro.
Over the projection horizon, core HICP components are expected to have a significant and gradually,
increasing positive contribution to overall inflation mainly due to the upward dynamics of services prices
during the continuing process of nominal and real convergence. The food group is expected to have

a substantial though decreasing positive contribution to overall inflation mainly under the influence of
higher meat prices. Increases in the prices of electricity and heating as announced by the Energy and
Water Regulatory Commission (EWRC)% since the third quarter of 2019, as well as the increases in
water supply prices93 in 2020 are the major factors behind the expected low positive contribution of
administratively controlled goods and services prices to overall inflation.

Over the forecast period non-government sector’s deposits are expected to grow at an annual rate of
around 8.0 per cent. This dynamics will reflect the continued growth in household disposable income.
Despite historically low interest rates on deposits, we expect corporations and households to retain high

%2 For more details see the EWRC press release of 1 July 2019.
% For more details see the EWRC press release of 23 December 2019.
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savings rate. However, due to the lack of sufficiently safe alternatives of bank deposits, these savings
would contribute to the further increase in the resources attracted by banks. The sustained high inflow
of deposits in the context of enhanced competition in the banking sector, favourable macroeconomic
environment and persistently strong domestic demand amid low lending rates are projected to stimulate
credit activity. Over the projection horizon non-government sector’s credit is expected to grow at a rate
of around 7.5 per cent, with growth rates of household loans outpacing loans to non-financial corpora-
tions. Concurrently, the downward trend in the annual growth rate of financial corporations’ loans is
expected to continue. Factors which are likely to limit overall credit growth are banks’ policies to sell
credit portfolios and to write-off non-performing loans, and the measures undertaken by the BNB with
regard to the countercyclical capital buffer rate.

Forecast Revisions

Compared with the forecast published in Economic Review, issue 2 of 2019, real GDP growth is
expected to remain broadly unchanged in 2019 and 2020 and to be higher in 2021. This reflects mainly
changes in the assumptions about the external environment developments and fiscal policy parameters,
inclusion of newly available data, and revision of NSI national accounts data in October resulting in
changed composition of GDP growth over the forecast horizon.*

Slightly higher growth rate in real GDP over 2019 is attributable mostly to the stronger downward
revision in imports compared to exports of goods and services, which leads to a positive revision of
net exports’ contribution to GDP growth. The revision in exports reflects mainly the assumptions of
lower growth rates in external demand, while the weaker imports dynamics stems from changes in the
structure of projected GDP and the effect of temporary factors in the second and third quarters of the
year. Stronger than projected GDP growth vis-a-vis the previous projection is also driven by an upward
private consumption revision which reflects largely the lower growth rate in final consumption expendi-
ture of households in 2018 due to a revision of time series. The weaker external demand, increased
uncertainty surrounding the external environment and further deterioration of the business climate of the
industry in the second half of 2019 are the main factors behind the slight downside revision in private
investment growth. Compared to the previous projection, public investment is expected to have a lower
contribution to GDP growth in 2019 owing to a reallocation of part of expenditures for large infrastruc-
ture projects towards the end of the forecast horizon. The acceleration in public sector wage growth
and healthcare expenditures over the second half of 2019 is the main factor for the slight upward revi-
sion of government consumption to GDP growth.

Compared to the previous forecast, real GDP growth is expected to be lower in 2020 and higher in
2021, reflecting a revision in the composition of economic growth. For the two years of the projection
period the positive contribution of domestic demand to GDP growth is expected to increase, while
the less favourable external environment is expected to have a larger limiting effect on the exports of
goods and services. These developments are the drivers of the downward revision in the exports of
goods and services and the upward revision in imports, leading to a stronger negative contribution
of net exports to GDP growth. As regards domestic demand components, total investment growth in
the 2020-2021 period is revised upwards as a result of the expected further progress in implement-
ing infrastructure projects co-financed by EU and national funds. Private consumption in 2020-2021

is expected to grow faster compared to the previous forecast, reflecting more favourable financing
conditions of households and improved consumer confidence. An additional factor behind the upward
revision in both private and government consumption are public sector wage increases projected in the
2020 budgetary framework.

Revisions of expected overall inflation in 2020 and 2021 reflect mainly the changes in the assumptions
about international food and oil prices in euro over the projection horizon, with one-off factors in the

9 Revisions were published on the NSI website on 17 October 2019 according to the NSI schedule for statistical survey results and
refer to the period from the first quarter of 1995 to the second quarter of 2019. The revisions relate to additional data inputs within
the comprehensive annual statistical reporting and methodological changes.
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group of unprocessed food affecting food inflation in 2020%. The upward revision of projected core
inflation in 2020 reflects to a large extent the anticipated higher growth of private consumption, and the
indirect effects of higher than previously projected food prices on services’ prices. Downward revisions
of overall inflation in 2021 are mainly driven by assumptions of lower international oil and food prices
in euro. The downward revision of the assumptions for food and oil prices had both direct impact on
the projected lower inflation of food and energy products and indirect impact on the lower inflation of

services.

GDP and Inflation Forecast Revisions (20 December 2019 vis-a-vis 24 June 2019)

Forecast as of 20 December 2019

Annual rate of change, per cent

2018
GDP at constant prices 31
Private consumption 44
Government consumption 53
Gross fixed capital formation 54
Exports of goods and services 1.7
Imports of goods and services 57
HICP at end of period** 2.3
Core Inflation 2.5
Energy products 1.0
Food 24
Goods and services with administratively
controlled prices and tobacco products 2.3

2019 2020 2021
3.8 3.5 3.6
54 43 43
49 40 3.8
3.0 6.0 7.1
0.6 29 3.0
0.4 45 45

3.1 2.0 1.7
1.8 2.2 25
41 -4.9 -1.3
6.2 515 2.8

2.1 0.1 0.1

Forecast as of 24 June 2019

2018

3.1
6.4
47
6.5
0.8
3.7

2.3
25
1.0
2.4

2.3

2019

3.7
4.0
48
7.2
46
58

2.6
2.5
2.5
50

0.2

2020
3.6
39
3.5
53
3.4
4.0

1.9
2.1
2.7
45

0.1

2021
34
3.7
35
3.6
3.6
3.8

2.1
2.8
0.0
34

0.1

Revision (percentage points)

2018*

0.0
2.0
0.6
-1.1
2.5
20

0.0
0.0
0.0
0.0

0.0

2019
0.1
1.4
0.1

4.2

-4.0

6.2

05
0.7
1.6
1.2

1.9

2020 2021
0.1 0.2
0.4 06
05 0.3
07 35
05 -0.6
05 0.7
0.1 0.4
0.1 0.3
2.2 -1.3
1.0 0.6
0.0 0.0

* The forecast as of 20 December 2019 is based on NSI revised GDP data for the period between the beginning of 1995 and the second quarter of 2019.

** Actual data on inflation for 2019 is reported.
Source: the BNB.

Risks to the Forecast

The balance of risks to the baseline
scenario of the macroeconomic fore-
cast is assessed as oriented towards
lower real GDP growth, with major
risks stemming from weaker external
demand and lower public investment.

Assessments of the external demand
outlook point that risks of lower than
projected external demand prevail.
These risks arise from the possibility
for a lower economic growth in some
of Bulgaria’s most important trading
partners compared to the baseline
scenario, the UK leaving the EU
without a deal and the US and China
introducing further protectionist trade
measures.

% For more information, see Chapter 4.

Expected Annual Rate of Change in Real GDP

(per cent)

T Tt w‘ L w‘
2015 2016

‘u‘m‘\v‘\‘\‘u‘\v‘\‘u‘u‘\\," ‘u‘m‘w‘ T TuTw

2017

2018

2019

2020

2021

60%
40%

Note: The fan chart shows expert views of the forecasters on the uncertainty around the
projected value based on probability distribution. The reporting period includes revised GDP
growth estimates, with the latest reporting periods revised on fewer occasions, thus narrowing
the band. The middle band of the chart, depicted in the darkest colour, includes the central
projection and the probability distribution shows a 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 col-
our) are added to the middle band, there would be a 40 per cent coverage of the probability
mass. Thus, by adding each same colour couple of bands, the probability for the value to
fall there would be increased by 20 percentage points to reach 80 per cent. The probability
for the value to remain outside the coloured part of the chart is 20 per cent based on the

distribution chosen.
Source: the BNB.
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While risks to domestic demand for Expected Annual Rate of Change in Inflation at the End of the Period
public investment are assessed as (per cent)

balanced for 2019, possible subse- 6 6
quent delays in the implementation 5 ° 0%
of government investment projects 4 M 60%

co-financed by EU or national funds  ?]

| 3 40%

20%
continue to pose risks of lower |
domestic demand growth over the B
2020-2021 period. Domestic demand ] 0
higher than projected in the baseline ] B
maCrOeCOnOm|C forecast Would 5 R A A SR A R A R A A

o ] ¢ il 2015 2016 2017 2018 2019 2020 2021

matenahsg In .Case o a potenhg Notes: The fan chart shows expert views of the forecasters on the uncertainty around the
stronger rise in labour income in the projected value based on probability distribution. The middle band of the chart, depicted in

: the darkest colour, includes the central projection and the probability distribution shows 20 per
total economy, which may also result cent probability for the actual value to fall in this band in each of the quarters. If neighbouring

in higher growth rates of private bands (in the same brighter colour) are added to the middle band, there would be a 40 per
consumption Currently these risks 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
of higher than projected economic 80 per cent. The probability for the value to remain outside the coloured part of the chart is
growth are assessed as relatively 20 per cent based on the distribution chosen.

less likely than the downside risks. Source: the BNB.

An additional risk to the macroeco-
nomic outlook stems from the stability of GDP data for which time series are revised by the NSI in the
last quarter of each year.®

The uncertainty over the outlook for a particular indicator may be graphically illustrated by means of a
fan chart. Chart bands coloured with a specific colour set an interval in which with a certain probability
the projected value is expected to fall (for further details see the note to the chart on real GDP growth).
Each interval widens with the increase in the forecast horizon, reflecting the increasing uncertainty fur-
ther into the future. The fan chart on annual real GDP growth shows for example that with a probability
of 60 per cent it is expected to range from 2.5 to 4.5 per cent for the second quarter of 2020.

The risks to the inflation forecast are for higher projected values. Higher than projected international oil
prices in euro due to an escalation of the conflict between the USA and Iran could result in higher than
expected inflation in energy products, some services groups and goods and services with administra-
tively controlled prices. Risks to the food inflation forecast are assessed as balanced. Risks to the core
inflation forecast are assessed as balanced both in terms of household demand, as well as unit labour
costs.

The balance of risks regarding inflation is graphically shown in the fan chart, which suggests, for
example, that with a probability of 60 per cent annual inflation in consumer prices is expected to range
between 1.7 and 3.6 per cent during the second quarter of 2020.

With regard to the non-government sector’'s deposits and loans, risks of higher than projected growth
prevail. Higher than expected growth in labour income due to growing uncertainty in the external and
domestic environment could lead to an increase in the savings rate in the economy. If lending rates
continue to decrease, housing market prospects remain favourable and private consumption grows at a
higher rate than projected, there are risks for stronger than expected demand for loans by households.

% Revisions of historical data on GDP growth over the period from the beginning of 2015 to the second quarter of 2019 are pre-
sented in the fan chart of the annual rate of change of GDP.
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BNB Forecast of Key Macroeconomic Indicators for 2019-2021

(per cent)

Annual rate of change

GDP at constant prices
Private consumption
Government consumption
Gross fixed capital formation
Exports of goods and services
Imports of goods and services

HICP at end of period*
Core Inflation
Energy products
Food

Goods and services with administratively controlled prices and tobacco products

Employment
Unit labour costs
Labour productivity
Unemployment rate (share of labour force, per cent)

Claims on non-government sector
Claims on corporations™*
Claims on households

Deposits of the non-government sector

Share of GDP
Balance of payments current account
Trade balance
Services, net
Primary income, net
Secondary income, net

Annual rate of change
External assumptions
External demand
Average annual Brent oil price (in USD)*
Average annual price of non-energy products (in USD)*
Brent oil price at the end of period (in USD)*
Price of non-energy products at the end of period (in USD)*

* Actual data for 2019 is reported.
** Data refer to non-financial corporations.

Source: the BNB.

2017

35
3.8
43
3.2
58
7.4

1.8
0.3
6.9
2.7
2.6

1.8
8.7
1.7
6.2

45
1.5
6.1
6.2

35
-15
58
-4.4
35

6.9
23.5
7.9
22.7
5.4

Economic Review @ 4/2019

/0

2018

3.1
44
53
54
1.7
5.7

2.3
25
1.0
2.4
2.3

0.1
6.3
3.2
53

8.9
6.4
11.2
7.3

54
-3.3
6.3
-1.2
35

3.0
30.7
41
9.6
-1.1

2019

38
5.4
49
3.0
0.6
0.4

3.1
1.8
41
6.2
2.1

0.2
2.7
3.7
43

7.7
8.3
9.6
8.0

8.5
0.7
6.6
0.8
34

1.0
9.9
-3.6
-7.0

0.8

2020

35
43
4.0
6.0
29
45

2.0
2.2
-4.9
5.5
0.1

0.2
5.6
33
39

7.7
5.7
9.9
7.8

45
-1.4
6.4
-3.8
3.3

2.2
5.0
3.8
-4.4
5.1

2021

3.6
4.3
3.8
7.1
3.0
45

1.7
2.5
-1.3
2.8
0.1

0.1
4.0
3.6
3.8

7.7
59
10.0
79

34
-1.9
6.3
-4.0
3.1

2.8
-4.7
2.6
-3.1
2.3
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