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S UMMARY

In the second quarter of 2025, real global GDP growth accelerated to 0.7 per cent on a quarterly basis,
driven by temporary factors related to increased volatility in net exports and inventories of leading econo-
mies, as a result of changes in US foreign trade policy. PMI data on manufacturing and services point to
accelerated growth in the third quarter of 2025. In view of Bulgaria’s strong integration into global trade,
this set of factors is likely to have a positive impact on real exports of Bulgarian goods and services in
the third quarter of 2025, which decreased due to country-specific factors in the first half of 2025.

Commodity price dynamics in international markets over the third quarter of 2025, resulting mainly in a
continuous year-on-year decline in energy and food prices, coupled with the structure of the Bulgarian
economy and foreign trade, is a precondition for emergence of favourable terms of trade for Bulgaria dur-
ing this period, thus contributing to reduce the trade balance deficit. Despite declining energy commodity
and food prices, global annual inflation accelerated in the third quarter of 2025 in both developing and
advanced economies.

In September 2025, the US Federal Reserve System lowered the target range for the federal funds rate
by 25 basis points to 4.00-4.25 per cent, the decision being motivated by the increased risks to US
labour market developments. Taking into account the inflation dynamics in the euro area and the pros-
pects for its stabilisation around the target, in the second quarter the ECB Governing Council kept the
interest rates on the deposit facility, the main refinancing operations and the marginal lending facility
unchanged at 2.00 per cent, 2.15 per cent and 2.40 per cent, respectively.

The current and capital account deficit for the last 12 months as of July 2025 amounted to 2.2 per cent
of GDP, against a surplus of 0.1 per cent of GDP as of December 2024, mainly reflecting the deteriora-
tion in the current account balance due to the increase in trade deficit. For the last 12 months as of July
2025, Bulgaria was a net recipient of funds from the rest of the world. During this period the amount of
net receipts exceeded significantly the current and capital account deficit and the financial account bal-
ance was negative at 8.4 per cent of GDP. As of July 2025, Bulgaria’s gross international reserves posted
a EUR 5.7 billion increase as a result of flows on current, capital and financial account of the balance of
payments over the last 12 months.

In the July-August period, the annual growth of non-government sector’s deposits accelerated to 11.8 per
cent (10.1 per cent at the end of 2024). The reported higher growth was probably driven by campaigns
launched by certain commercial banks to deposit free cash balances in levs without a fee to automati-
cally convert them into euro following Bulgaria’s accession to the euro area from the beginning of 2026.
In the first eight months of the year, household credit growth remained close to that at the end of 2024
(20.8 per cent), with housing loans contributing most to this effect. The main factors supporting growth

in these loans were the rising labour income, the persistence of very low interest rates as well as the
high liquidity and sound capital position of banks. The results of the BNB Bank Lending Survey show
unchanged standards for housing loans in the second quarter of 2025 after the significant tightening of
these standards reported in the last quarter of 2024 and a further tightening in the first quarter of this
year. The tightening of standards may be linked to the requirements introduced by the BNB for indicators
of credit standards in extending and renegotiating loans secured by residential real estate, effective since
the beginning of October 2024.

In the second quarter of 2025, annual growth of economic activity accelerated to 3.5 per cent (from 2.9
per cent in the previous quarter), mainly driven by the decrease in imports of goods (by 0.2 per cent)
and the significant acceleration in government consumption growth (up 16.3 per cent). By component,
private consumption continued to contribute significantly, rising by 6.9 per cent on an annual basis in real
terms, underpinned by employment growth and household disposable income growth, while the contribu-
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tion of net exports remained negative (-3.1 percentage points compared to -5.4 percentage points in the
first quarter). Gross value added rose by 2.6 per cent on an annual basis in the second quarter, with only
services sector contributing positively. Labour market conditions remained very tight in the second quarter
of 2025. Employment rose by 3.7 per cent year on year, while labour shortages continued to increase to
historically high levels. These factors resulted in an increase in nominal compensation per employee by
18.5 per cent on an annual basis in the second quarter of 2025.

Short-term indicators provided divergent signals about economic activity by sector in the third quarter
of 2025. Some of the indicators which monitor firms’ current production activity were positioned below
their long-term values, while retail trade turnover increased on an annual basis and household sentiment
remained at historically high values. This is a prerequisite for a slight acceleration in quarterly real GDP
growth in the third quarter of 2025, with estimates suggesting that private consumption will continue

to play a key role in GDP growth. At the end of 2025 and early 2026, real GDP growth is projected to
continue to be supported mostly by domestic demand, while the negative contribution of net exports is
expected to contract at the end of the year and start contributing positively to the economic activity in
early 2026.

Annual inflation measured by the Harmonised Index of Consumer Prices (HICP) came to 3.5 per cent in
August 2025, from 2.1 per cent at the end of 2024, with the groups of food and services contributing
most to the acceleration, where annual inflation in recent months remained at rates of around 6-7 per
cent. Rising unit labour costs and strong private consumption, which enabled firms to pass on higher
production costs to final consumers, were the main factors behind inflation acceleration. After the tempo-
rary slowdown in growth rates, annual inflation started to accelerate again in the third quarter, reaching
3.5 per cent on average in the July-August period, from 2.9 per cent in the second quarter of 2025. The
acceleration of inflation was mainly due to the slower rate of price falls in energy products, as well as the
stronger price growth observed in the groups of food and administratively controlled prices. Inflation is
expected to rise further in the second half of 2025, before moderating at the beginning of 2026.
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1 . EXTERNAL ENVIRONMENT

1.1. Current Business Situation

Global Environment

In the second quarter of 2025, real global GDP
growth accelerated to 0.7 per cent, from 0.5 per
cent in the previous quarter. Economic growth
acceleration mainly reflected one-off effects relat-
ed to increased volatility in net exports and inven-
tories of leading economies due to changes in
US foreign trade policy. Data on global PMI ser-
vices and manufacturing indicate an acceleration
of growth in the third quarter of 2025. Services
reported a significant increase in economic activ-
ity due mainly to business services and financial
services. Manufacturing exhibited volatility on an
upward trend compared with the second quarter.

Changes in US foreign trade policy also resulted
in the dynamics of world trade volume, whose
annual growth accelerated in the first quarter of
2025 due to increased orders before higher tariffs
on US imports entered into force, while in the
second quarter there was a gradual slowdown in
growth as a result of the entry into force of part
of the new tariff rates. In June, annual growth in
world trade volumes was 3.1 per cent against 6.7
per cent in March 2025.

Global inflation intensified in July and August
2025 due to accelerated consumer price growth
in both developing economies and advanced
economies.

International Commodity Prices

In the third quarter1 of 2025, the Brent crude oil
price in US dollars® increased quarter on quarter
to USD 69.6 per barrel (2.6 per cent), while the
price of the commodity in euro decreased slightly
(by 0.2 per cent to EUR 59.7 per barrel). Oil
price fell on an annual basis in both US dollars
(by 13.2 per cent) and euro (by 18.2 per cent).
The main factor behind this decline was the deci-

! Data available as of August 2025.
2 Hereinafter referred to as the US dollar.
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Inflation Measured through CPI
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sions of the OPEC+ countries to gradually ease
production limits and to increase production in
non-OPEC+ countries.

In the third quarter of 2025, natural gas price

in the European market decreased year on year
by 1.0 per cent in US dollars and 6.6 per cent

in euro and continued to decline on a quarterly
basis (by 4.1 per cent in US dollars and 6.7 per
cent in euro). The main contributors to the decline
in natural gas prices included the higher base as
a result of the high risk premium in the third quar-
ter of 2024, the high filling levels of gas storage
facilities in Europe®, as well as increased imports
of liquefied natural gas from the United States,
which reduced security of supply concerns.

In July—August 2025, the average metal and
mineral price index rose by 4.7 per cent on an
annual basis in dollars and declined by 1.8 per
cent in euro. The increase in the index reflected
mainly the positive contribution of aluminium and
copper price hike. The price of copper, which is
of key importance for Bulgarian exports rose as a
result of increased demand related to the risks of
changes in US foreign trade policy.

In the same period, the total food price index
recorded an annual decrease of 4.6 per cent in
dollars (10.6 per cent in euro). Lower prices of
rice and soybean contributed most to the decline
in the overall food price index. The decline in
wheat price, which is essential for Bulgarian food
exports, was mainly due to increased global sup-

3According to GIE (Gas Infrastructure Europe) data, on 31
March European gas storage capacity was filled to 77.7 per
cent, compared to an average of 86 per cent as of the same
date in the period 2019-2024.
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ply, lower demand from leading importers in Asia
and North Africa, as well as higher harvests in the
EU and Russia.

The United States

US real GDP recorded quarter on quarter growth
of 0.9 per cent in the second quarter of 2025,
compared with a decline of 0.2 per cent in the
first quarter. The recovery in growth in the second
quarter was largely due to the fall in imports,
which resulted in a significant positive contribu-
tion of net exports, coupled with accelerated con-
sumer spending. The strong positive contribution
of net exports was partially offset by the signifi-
cant decline in inventories. Investment contributed
positively to growth in the second quarter, which
was lower than in the previous quarter, while
investment and public sector consumption had a
slightly negative contribution.

The main US labour market indicators deteriorated
somewhat in the third quarter of 2025. The num-
ber of employees in the non-agricultural sector
increased by a total of 101 thousand in July and
August (against an increase of 164 thousand jobs
in the second quarter of 2025). The ratio of new
jobs advertised to the number of unemployed per-
sons fell in July to 0.99, from 1.05 in June, as for
the first time since April 2021 it was below one.
The unemployment rate rose to 4.3 per cent in
August from 4.2 per cent in the second quarter.

In the third quarter of 2025, annual consumer
price inflation slightly increased, remaining above
the 2 per cent target set by the US Federal
Reserve System. In July, the annual rate of change
in the price index of individual consumer expendi-
ture reached 2.6 per cent, compared to an aver-
age of 2.4 per cent in the second quarter. Annual
growth of the core personal consumption expendi-
ture index, excluding food and energy products,
went up to 2.9 per cent in July, from 2.7 per cent
on average in the second quarter of 2025. The
increase was mainly due to higher prices of finan-
cial services and certain durable goods.

In September 2025, the US Federal Open Market
Committee (FOMC) lowered the federal funds rate
target by 25 basis points to a range of 4.00 to
4.25 per cent. The decision was motivated by the
increased risks to labour market developments.

In September 2025, the Committee members’
summarised forecasts showed a moderate
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improvement in expectations for economic growth
and sustained medium-term inflation and unem-
ployment dynamics. The median of expectations of
the federal funds rate was revised downwards by
25 basis points for 2025, 2026 and 2027 to 3.6
per cent, 3.4 per cent and 3.1 per cent respec-
tively. The estimate of the long-run equilibrium
level of the federal funds rate remained at 3.00
per cent.

China

China’s real GDP rose by 1.1 per cent on a quar-
terly basis in the second quarter of 2025, from 1.2
per cent in the previous quarter. The main factor
behind the growth slowdown was the high base
for the previous two quarters, when a stronger
increase in exports was observed driven by the
forthcoming entry into force of new US tariffs.

In the third quarter of 2025, economic indicators
(PMlIs) continued to evolve with volatility around
the neutral limit of 50 points. The activity in the
services sector was higher, while indicators in
manufacturing signalled a continuing stagnation.

In August 2025, an annual consumer price defla-
tion of 0.4 per cent was recorded in China,
compared with an inflation rate of 0.0 per cent

on average in the second quarter. The decline in
consumer prices was mainly due to the fall in food
prices, while core inflation accelerated further to
0.9 per cent on an annual basis in August com-
pared to 0.6 per cent on average in the second
quarter.

The downward trend in house prices in China
persisted in the third quarter of 2025. In August,
the annual decline in residential property prices in
larger cities decelerated to -0.9 per cent, from -1.7
per cent on average in the second quarter.

In August, the Chinese authorities announced
measures to support consumer demand in the
form of a government-financed discount of 1 per-
centage point on the interest rate on consumer
loans and service sector business loans.

In the third quarter of 2025, the People's Bank of
China left unchanged its monetary policy.

Euro Area

Euro area real GDP decelerated to 0.1 per cent
on a quarterly basis in the second quarter of

US Unemployment Rate and a Monthly Change in the
Number of New Employees in the US Non-agricultural
Sector

(per cent) (new employees, thousand)
14 2500
12 2000
10 1500
8 1000
6 500
+JILT sl ‘ L L e
2 -500
T T T T T T 1000

2016 2017 2018 2019 2020 ‘ 2021 ‘ 2022 2023 2024 ‘2025

—— Unemployment rate (left scale)

New em \oyees in the non-agricultural sector in the corresponding month
total (rignt scale)

Note: The number of new employees in the non-agricultural sector in
April and June 2020 is not evident in the chart, coming to 20,471 and
4631 thousand.
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China’s Inflation Rate
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Source: National Bureau of Statistics of China.

2025, from 0.6 per cent in the first quarter. The
main components of final consumption expenditure
excluding investment and net exports had a posi-
tive contribution to the quarterly change in GDP.

In Germany and ltaly, which are Bulgaria’s major
trading partners in the EU, real GDP fell by 0.3
per cent and 0.1 per cent on a quarterly basis in
the second quarter of 2025.

Data on euro area economic indicators, includ-
ing PMlIs as of end-September 2025, suggest

that quarterly real GDP growth rate in euro area
remained subdued in the third quarter of 2025.
PMIs reported a slight acceleration in economic
activity in services, while according to the assess-
ment of corporate managers in manufacturing the
decline in sector’'s activity continued to slow down.

Labour market conditions in the euro area
remained comparatively favourable in the third
quarter of the year. The unemployment rate
remained at historically low levels, falling to 6.2
per cent in July, from 6.3 per cent in the second
quarter. Employment growth tended to slow down
further, increasing by 0.6 per cent on an annual
basis in the second quarter of 2025, compared to
the 0.8 per cent growth in the previous quarter.

In the third quarter of 2025, annual consumer
price inflation in the euro area remained relatively
stable. In August 2025, it came to 2.0 per cent,
as high as its average in the second quarter of
the year. Core inflation, excluding food and energy
products, also slowed down to 2.3 per cent on an
annual basis in August 2024, compared to 2.4 per
cent in second quarter of 2025.

Reserve Requirement Ratio in China
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Taking into account inflation dynamics in the euro
area and the prospects for its stabilisation around
the ECB'’s inflation target, in the third quarter of
2025 the ECB Governing Council kept the refer-
ence interest rates unchanged at 2.00, 2.15 and
2.40 per cent, respectively, for the deposit facility,
main refinancing operations and marginal lending
facility.

Euro area money market interest rates in the third
quarter of 2025 remained largely unchanged

from the end of the second quarter, reflecting the
maintenance of key ECB interest rates. The aver-
age value of the €STR benchmark overnight rate
reached 1.92 per cent over the quarter, compared
to 2.17 per cent in the second quarter of 2025.

German government bond yields increased in

the period from 1 July to 25 September, rising by
18 basis points to 2.04 per cent in the two-year
maturity sector and by 17 basis points to 2.77 per
cent in the ten-year maturity sector. Major factors
behind the increase in German government bond
yields in the third quarter were the decline in mar-
ket expectations of lower key ECB interest rates in
September, as well as market participants’ expec-
tations of an increase in German government bond
issues in view of the need to finance infrastructure
and defence expenditures.

1.2. Impact on the Bulgarian Economy

Bulgarian goods exports dynamics in the first half
of 2025 did not follow that of economic activity
and external demand by Bulgaria’s major trading
partners, with Bulgarian exports declining on an
annual basis, while global trade and euro area
economic activity recorded accelerated annual
growth. This divergent dynamics was due to
country-specific factors related to planned repair
activities in key export-oriented enterprises in

the second quarter. With the completion of these
repairs in the third quarter and given the signs of
an acceleration in economic activity in Bulgaria’s
major trading partners in the euro area, exports
can be expected to return to year-on-year growth.
The risks of less favourable developments related
to possible changes in the US foreign trade policy
appear to be considerably more limited than at
the beginning of the year due to their partial
materialisation, which gives exporters greater
predictability and is also likely to contribute to the
increase in Bulgarian exports of goods.

Manufacturing and Services PMIs and Change in Euro
Area Real GDP
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Commodity price dynamics in international markets
over the third quarter of 2025, resulting mainly in
significant year-on-year declines in oil and food
prices, coupled with the structure of the Bulgarian
economy and foreign trade and domestic price
developments, mainly in terms of labour costs, indi-
cate the emergence of favourable terms of trade

in the third quarter of 2025, thus contributing to
reduce Bulgaria’s trade balance deficit.

The four key interest rate cuts made by the ECB in
the first half of 2025 resulted in improved financing
conditions of the Bulgarian government and non-
financial corporations in Bulgaria. Changes in euro
area money market interest rates were passed on
relatively rapidly to interbank money market rates in
Bulgaria in line with the principles of the functioning
of the currency board. Concurrently, the transmission
from the ECB's key interest rate cut to interest rates
on housing and consumer loans in Bulgaria was very
weak, as it had been in the preceding upward phase
of the interest rate cycle, reflecting mainly country-
specific factors.

ECB Interest Rates, EONIA, €STR and Excess
Liquidity in the Euro Area Banking System
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2 . EXTERNAL FINANCIAL FLOWS

2.1. Balance of Payments and Foreign Trade

Between January and July 2025, the current and
capital account balance posted a deficit of EUR
1.8 billion (1.7 per cent of GDP), implying a need
of external financing of the economy. The financial
account balance over the period was negative at
EUR 3.2 billion (3.0 per cent of GDP) due to the
lower amount of newly acquired foreign assets

of Bulgarian residents compared to their newly
incurred liabilities. As a result of these develop-
ments, Bulgaria's gross international reserves rose
by EUR 0.9 billion (0.8 per cent of GDP) between
January and July 2025 (from a decline of EUR
5.7 billion in the same period of 2024). As of July
2025, the amount of gross international reserves
remained high according to indicators commonly
used in practice, covering the nominal imports of
goods and services” for a period of 9.0 months
(8.9 months in December 2024). The ratio of
international reserves® to Bulgaria’s short-term
external debt amounted to 3.9 times in June 2025
(compared to 4.3 times in December 2024).

Current Account and Capital Account

The current and capital account deficit for the
last 12 months as of July 2025 reached 2.2 per
cent of GDP, compared to a surplus of 0.1 per
cent of GDP as of end-2024. This was mainly due
to the deterioration in the current account, whose
deficit reached 3.4 per cent of GDP in the last
12 months as of July 2025 (against 1.6 per cent
of GDP as of December 2024) mainly as a result
of the increasing trade deficit. At the same time,
the capital account surplus fell to 1.2 per cent

of GDP in the last 12 months as of July 2025
(from 1.7 per cent of GDP as of December 2024)
mainly due to lower incoming capital transfers

to the general government sector in the form of
investment grants.

* Calculated for the last 12 months as of July 2025.

® The analysis is based on gross international reserves on the
BNB Issue Department balance sheet. The market value of
international reserves includes changes stemming from trans-
actions, valuation adjustments and price revaluation.

Current and Capital Account Flow Dynamics and
Contribution by Components
(per cent of GDP)
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Nominal GDP data for the last four quarters, through the second quar-
ter of 2025 inclusive, are used in calculating the GDP ratio for July
2025.

Sources: BNB, NSI, BNB calculations.
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Trade Balance and Foreign Trade in Goods

Between January and July 2025, the trade deficit
widened on an annual basis owing to a combi-
nation of a decline in nominal exports of goods
of 4.4 per cent and growth of nominal imports

of goods of 4.2 per cent. According to national
accounts data available until the end of the sec-
ond quarter of 2025, this dynamics has evolved
amid favourable terms of trade®, with real exports
of goods declining by 5.3 per cent year on year
in the first half of 2025, while real imports of
goods increased by 2.9 per cent.

According to BNB calculations based on detailed
foreign trade data in real terms under the Stand-
ard International Trade Classification (SITC)” the
weak exports of goods in the first six months of
2025 are largely due to country-specific factors.
Petroleum products and non-ferrous metals con-
tributed most to the lower exported real volumes.
The decrease in exports of these groups can be
explained by repairs in key Bulgarian enterprises
in the field of oil processing and metallurgy.
Year-on-year growth in real imports of goods in
the first half of 2025 was broad-based by com-
modity group, reflecting increased uncertainty in
global trade amid trade and geopolitical conflicts
at the beginning of the year and strong domes-
tic demand in Bulgaria, but its dynamics varied
across quarters. Imports of goods increased sig-
nificantly in the first quarter of 2025, with imports
of natural gas contributing most (possibly due to
market expectations of commodity price rises and
higher usage needs in the winter months). In the
second quarter, however, total imports of goods
posted a slight decline on an annual basis due
entirely to lower imports of petroleum products
and metal ores, which is likely to be related to
repair activities in key enterprises over the period.

As a result of these developments, the trade
balance deficit for the last 12 months as of July
2025 widened to 6.9 per cent of GDP, from

4.9 per cent of GDP in December 2024.

® Favourable terms of trade in the first half of 2025 result in a
stronger year-on-year price increase in exports of goods than
in imports of goods, according to non-seasonally adjusted
GDP data.

” Real volumes of exports and imports of commodity groups
have been constructed under the Standard International Trade
Classification (SITC) by using NSI data on export and import
prices of the relevant commodity groups under the SITC and
Eurostat data on nominal values of exports of the same com-
modity groups under the SITC.

Nominal Exports and Imports of Goods Dynamics
(Balance of Payments Statistics Data)
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Balance on Trade in Services

The surplus on trade in services for the last 12
months as of July 2025 amounted to 7.4 per cent
of GDP, remaining unchanged from the end of
2024,

Between January and July 2025 services exports
picked up by 3.4 per cent on an annual basis,
driven mainly by revenue from travel and informa-
tion services. According to NSI data, the number
of visits of foreign nationals to Bulgaria increased
on an annual basis by 1.4 per cent in the first
seven months of 2025, with visits from Romania,
Greece and Turkiye contributing most significantly
to this effect.

Nominal imports of services between January
and July 2025 increased by 1.1 per cent on an
annual basis, mainly due to higher expenditure
on travel abroad of Bulgarian residents (up by
17.5 per cent on an annual basis) and higher
imports of transport services.

Net Primary Income Account and Net Secondary
Income Account

The deficit under the net primary income item
decreased slightly between January and July
2025, driven by higher inflows related to compen-
sation of employees and other primary income.
As a result, for the last 12 months as of July
2025, net primary income deficit was 4.8 per cent
of GDP, against 5.1 per cent of GDP in Decem-
ber 2024.

The surplus on the net secondary income item
for the last 12 months amounted to 0.9 per
cent of GDP as of July 2025, remaining broadly
unchanged from 1.0 per cent of GDP in Decem-
ber 2024.

Financial Account and International Investment Position

As of July 2025, the financial account balance for
the last 12 months was negative at EUR 9.0 bil-
lion (8.4 per cent of GDP) against a positive
balance of EUR 0.1 billion (0.1 per cent of GDP)
as of December 2024, driven mainly by newly
incurred liabilities to non-residents. In the first
seven months of 2025, a lower amount of newly
acquired foreign assets by Bulgarian residents
compared to the same period of 2024 and a sig-
nificant increase in the amount of newly incurred
liabilities to non-residents compared to January-
July 2024 were recorded. The lower increase

Imports of Commodity Groups by Use, Contribution to
the Overall Rate of Change by Sub-components
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Annual Change of Exports of Services and Contribution
by Sub-components

(per cent, percentage points)
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in newly acquired foreign assets of Bulgarian
residents in the January-July 2025 period com-
pared to the same period of the previous year
was mainly due to portfolio investment in the form
of debt securities of banks and other financial
corporations, while the increase in liabilities was
mainly related to the issuance of long-term gen-
eral government debt securities.

Between January and July 2025, the inflow of
attracted direct investment (liabilities) in Bulgaria
amounted to EUR 1.9 billion®, compared with
EUR 1.6 billion over the same period of 2024.
This increase was mainly in reinvested earnings
of non-financial corporations. The sectors that
attracted the largest share of foreign investment
in the first half of 2025 were financial and insur-
ance services and wholesale and retail trade.

Bulgaria’s FDI° amounted to 61.6 per cent of
GDP at the end of the first quarter of 2025
(against 61.0 per cent at the end of 2024), but
in the longer term the downward trend as a ratio
to GDP compared to its peak levels before the
global financial crisis continued.

As a result of balance of payments movements
and changes due to valuation adjustments and
price revaluations, Bulgaria’s international invest-
ment position deficit rose to 4.9 per cent of GDP
at the end of the first quarter of 2025, compared

® Data for 2024 and 2025 are preliminary and subject to
revision.

° The latest available data from March 2025 on the interna-
tional investment position has been used.

Annual Change of Imports of Services and Contribution
by Sub-component
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Financial Account Flow Dynamics and Contribution by
Components
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with 3.7 per cent of GDP at the end of 2024.
These developments resulted from a combina-
tion of a decline in Bulgarian residents’ foreign
assets (mainly in the form of central bank reserve
assets) and an increase in liabilities to non-resi-
dents (in the form of equity capital and reinvested
earnings). At the same time, the most recent
balance of payments data point to a further dete-
rioration of the international investment position
balance in the second quarter of 2025, given
Bulgarian debt securities issuance in international
markets over the period.

2.2. BNB International Reserves

At the end of August 2025, the market value of
Bulgaria’s international reserves (including valu-
ation adjustments and price revaluations) was
EUR 42.8 billion (BGN 83.7 billion), an increase
of EUR 5.6 billion (BGN 10.9 billion) on an annual
basis. The amount of gross international reserves
reflects the dynamics of financial flows generated
in the process of external and internal economic
factors interaction and corresponds to the BNB
Issue Department balance sheet liabilities accord-
ing to the currency board principles in Bulgaria.
The increase in liabilities to government and
budget organisations, driven mainly by govern-
ment bond issuance on international capital mar-
kets in July 2025, had a major contribution to the
increase in Issue Department liabilities compared
to the increase in Issue Department liabilities. The
increase in bank reserves, which was mainly driv-
en by minimum reserve requirements as a result
of the increase in the reserve base, played a rela-
tively minor role in the increase in the liabilities of
the Issue Department. As of end-June 2025, BNB
international reserves were 38.1 per cent of GDP
(40.5 per cent of GDP at end-December 2024).

2.3. External Debt

In June 2025, Bulgaria’s gross external debt
amounted to EUR 53.0 billion (49.5 per cent of
GDP), rising by EUR 3.9 billion from December
2024. The increase in the debt was most pro-
nounced in long-term general government debt
securities given the government debt issuance in
international markets in May 2025. As of June 2025,
the share of long-term debt in total gross external
debt remained broadly unchanged from December
2024 at around 80 per cent.

Bulgaria’s International Investment Position

(per cent of GDP)
60

01
201

0
201
-401-
60 1-
801

-100 T T

2016 2017 2018 2019 2020 2021 2022 2023 2024 'ggécsh

— International investment position, net EEE  Portfolio investment, net
Financial derivatives, net B Reserve assets

mmm Other investment, net mmm  Direct investment, net

Sources: BNB, NSI, BNB calculations.

Liabilities Structure of the BNB Issue Department
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3. MONEY AND CREDIT

3.1. Monetary and Credit Aggregates

Deposits of the Non-government Sector

After relatively stable growth in non-government
sector’s deposits' in the first and second
quarters of 2025, annual growth accelerated in
July-August, reaching 11.8 per cent (10.1 per
cent at the end of 2024 and 10.0 per cent in
June 2025). In the third quarter, both household
and non-financial corporations sectors reported
higher growth in deposits. The upward dynam-
ics of deposits in this period was supported by
promotion campaigns launched by some banks to
deposit free cash holdings in levs without a fee
for automatic conversion into euro following Bul-
garia’s accession to the euro area in early 2026.

At the end of August 2025, annual growth of
household deposits accounted for 12.7 per cent
(11.8 per cent in December 2024). Rising labour
income, households’ persistent preferences to
maintain some of their free funds mainly in the
form of deposits in the banking system, and the
more intensive deposit of free cash holdings in
the period prior to Bulgaria’s accession to the
euro area were major factors affecting household
deposit growth. As regards the maturity structure
of deposits in this sector, between January and
August 2025 the largest contribution of over-
night deposits was retained owing to low interest
rates on new time deposits. The contribution of
deposits with an agreed maturity was significantly
smaller over this period. As regards the currency
structure, in the first eight months of the year
households retained their preference for saving
primarily in levs, with deposits in local currency
continuing to be the most significant contribu-
tor to the annual growth rate of deposits in the
sector. At the same time, since the end of the

' Non-government sector's deposits include deposits of
households, non-financial corporations and financial corpora-
tions. Deposits of households and non-financial corporations
comprised the major share of all non-government sector’s,
deposits (97.1 per cent on average for the last 12 months
as of August 2025) and, therefore, the analysis is focused on
these two sectors.

Annual Growth of Non-government Sector’s Deposits
and Contribution by Sector

(per cent, percentage points)
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Annual Growth of Household Deposits and Contribution
by Currency

(per cent, percentage points)
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Source: BNB.

second quarter the contribution of foreign cur-
rency deposits (mainly in euro) also increased
somewhat, remaining, however, significantly lower
than that of deposits in domestic currency.

At the end of August 2025, the annual growth of
non-financial corporations’ deposits accounted for
9.9 per cent (7.0 per cent at the end of Decem-
ber 2024). Data by sector of economic activ-

ity show that real estate activities, professional
activities and research and construction were
crucial for corporate deposit growth in the second
quarter of the year. Between January and June
deposits with an agreed maturity contributed most
to total corporate deposit growth, while in the
third quarter of 2025 the contribution of deposits
with an agreed maturity started to decrease at
the expense of increased overnight deposits. As
regards the currency structure of deposits in the
sector, the contribution of lev deposits increased
in the first eight months of the year, more signifi-
cantly in July and August.

The annual growth of the broad monetary
aggregate M3 slowed down, accounting for 8.0
per cent at the end of August (8.7 per cent in
December 2024). Between January and August
2025, a clear downward trend was recorded

in the contribution of money outside monetary
financial institutions to broad monetary aggregate
growth, and since the end of the second quar-
ter this contribution turned negative. Overnight
deposits posted an increase from the end of
2024, which was more significant and concen-
trated in the third quarter of the year and may be
linked to the deposit of free cash in the banking

Annual Growth of Non-financial Corporations’ Deposits
and Contribution by Deposit Type

(per cent, percentage points)
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system for the purpose of automatically convert-
ing them into euro from the beginning of 2026.

Reserve Money

In August 2025, reserve money posted a decline
of 0.6 per cent from the same period of 2024.
The downward dynamics was entirely driven by
the significant decrease in currency in circulation
in the period from the beginning of 2025, its con-
tribution to the annual change in reserve money
turning negative from the end of the second quar-
ter of the year to reach -3.8 percentage points at
the end of August.

Over the first eight months of 2025, banks’
deposits with the BNB decreased from the end of
2024, as a result of a decline in excess reserves
and banks’ funds in the TARGET-BNB system after
typically higher levels at the end of each calen-
dar year, where a more substantial and temporary
increase was reported, particularly in excess
reserves. In August 2025, banks’ funds main-
tained at the BNB in excess over the required
minimum of reserve assets under Ordinance

No 21 was 2.3 per cent of minimum required
reserves on an average daily basis, from 3.0 per
cent of MRR in December 2024. Between January
and August 2025 there was an upward dynamics
in minimum reserve requirements as a result of
an increasing reserve base. In August 2025, the
effective implicit ratio of the MRR was 11.72 per
cent (11.77 per cent in December 2024), as bank
deposits with the BNB comprised 10.84 percent-
age points in minimum required reserves, and

the remaining 0.89 percentage points were in the
form of recognised cash balances.

In the first eight months of the year, annual
growth of currency in circulation followed a clear
downward trend, which accelerated at the end
of the second and third quarters of the year. At
the end of June, currency in circulation fell from
-0.3 per cent on an annual basis and at the
end of August the decline increased to -6.2 per
cent (against an annual growth of 5.5 per cent
in December 2024). The factors determining the
decline in currency in circulation included the
pre-conversion of cash holdings by economic
agents before the accession to the euro area in
early 2026 and the more intensive deposit of free
cash holdings in the banking system since the
beginning of the third quarter.

Reserve Money
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Foreign Currency Purchases and Sales between the Foreign Currency Purchases and Sales between the
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of August 2025, the bulk of net currency sales by
commercial banks to final customers continued to
be targeted to legal entities, amounting to EUR
5.4 billion in the last 12 months as of August
2025. In the first eight months of the year net
volumes of sold currency (mainly euro) by banks
to individuals continued to increase, with individu-
als purchasing net EUR 1.8 billion from banks in
the last 12 months as of August 2025.

Credit to the Non-government Sector

Over the period January—August 2025, the annual
growth of total credit to non-government sector
slowed down to 14.2 per cent by end-August
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(15.0 per cent by end-December 2024). The
downward dynamics reflected the lower rate of
growth of credit to non-financial corporations,
while the growth of credit to households remained
unchanged in August compared to the end of
2024.

Annual growth of credit to non-financial corpora-
tions decelerated to 8.0 per cent by end-August
2025 (10.1 per cent in December 2024). These
developments reflected the slowdown in corporate
overdraft growth in the second and third quarters,
accounting for 9.9 per cent in August (291.0 per
cent in December 2024). A possible factor behind
the lower growth of overdraft is the decrease in
accumulated inventories in the economy in the
first half of the year reported according to NSI
preliminary data on the economic activity in Bul-
garia. Growth of credit excluding overdraft accel-
erated to 6.9 per cent at the end of the first eight
months of the year (4.3 per cent by end-2024).
BNB quarterly bank lending survey shows that the
need to provide financial resources for investment
purposes was one of the main factors behind the
higher demand for loans by firms between the
last quarter of 2024 and the end of the first half
of 2025. An additional factor behind the stronger
demand for corporate loans, according to the
survey results, is interest rates. This factor can be
linked to the decline in interest rates on corporate
loans (excluding overdrafts) observed in 2024,
which continued in 2025 in the context of the
downward phase of the euro area interest rate
cycle. Data on loans by sector of economic activ-
ity show that by the end of the second quarter of
2025 real estate activities, construction and manu-
facturing sectors had the largest contribution to
the annual growth of corporate loans. As regards
the volumes of new corporate loans, a slight
upward trend was observed between January and
August 2025."

In the first eight months of the year, the annual
growth rate of credit to households remained
close to that reported at the end of 2024, reach-
ing 20.8 per cent in August. Housing loans
continued to be the main contributor to total
household sector credit growth, with their annual
growth rate slightly accelerating from the middle
of the second quarter to reach 27.4 per cent at
the end of August (26.3 per cent in December
2024). The results of the Bank Lending Survey

""Based on 12-month moving average.
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show unchanged lending standards for housing
loans in the second quarter of 2025 after the
significant tightening of these standards reported
in the last quarter of 2024, and a further tighten-
ing in the first quarter of this year. Tightening of
credit standards for housing loans by banks may
be linked to the BNB requirements for indicators
of credit standards in extending and renegotiating
loans secured by residential real estate, effective
since the beginning of October 2024.'% Annual
growth of consumer loans tended to slow down
to 13.6 per cent in August 2025 (14.9 per cent in
end-December 2024).

Rising labour income and retained interest rates
on housing loans at historically low levels con-
tinued to contribute to household credit growth.
According to the results of the bank lending
survey for the first two quarters of 2025, the main
factors supporting demand for housing loans
were households’ needs for first and additional
home purchases, prospects for housing market
developments and interest rates. On the supply
side, household credit growth continued to be
underpinned by high liquidity in the banking sys-
tem and stable capital position of banks. In terms
of volumes of new housing loans, the upward
trend in volumes was observed over the first eight
months of the year'. Dynamics of new consumer
loan volumes over the review period was also
upward.

Bank Lending Survey

The weighted results of the bank lending survey'*
in the second quarter of 2025 indicate tightening

'2In the course of the assessment of lending secured by
residential real estate, which indicates a potential build-up of
medium-term risks to the banking system, on 11 September
2024 the BNB Governing Council adopted requirements on
indicators of credit standards in extending and renegotiat-
ing loans secured by residential real estate. These require-
ments concern borrowers and aim at ensuring for prevention
purposes the resilience of the banking system. For further
information on the ongoing review of the dynamics and devel-
opment of credit standards in lending to households secured
by residential real estate property, see the BNB press release
of March 2025:

¥ 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 bank market
share in the relevant credit segment.
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of standards™ for corporate loans, easing of lend-
ing standards for consumer loans and unchanged
lending standards for housing loans compared with
January-March 2025. Banks reported tightening

of credit conditions'® for corporations, mainly in
terms of lending rates and interest rate spreads. As
regards consumer loans, conditions eased consid-
erably in terms of the maximum loan amount and,
to a lesser extent, in terms of fees and commis-
sions, while as regards housing loans the condi-
tions were loosened in terms of interest rates and
were tightened in terms of fees and commissions.
Between April and June 2025, the cost of attracted
funds had the strongest effect in terms of tighten-
ing of banks’ lending (credit standards and condi-
tions) compared to the previous quarter. In the
case of housing loans, the risk assessment based
on housing market developments, has contributed
to a loosening of credit policy, while banks’ lower
risk appetite resulted in the tightening of credit
policy. In addition, competition from other banks
has contributed to ease credit policies regarding
both housing and consumer loans.

Spread between ECB Deposit Facility Rate and Interest
Rate on Banks’ Excess Reserves with the BNB and
Amount of Excess Reserves
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Notes: The BNB introduces a definition of excess reserves of banks on
4 January 2016 with the adoption of new Ordinance 21 on the Minimum
Required Reserves Maintained with the Bulgarian National Bank by
Banks. In the period until 4 January 2016 an interest rate of 0 per cent
is applied on banks’ funds maintained with the BNB, which exceed the
amount of the minimum required reserves.

Sources: BNB, ECB.

'3 Credit standards are understood as internal bank guidelines
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 eligible by banks,
taking into account specific priorities by sector, etc. Credit
standards specify also all relevant conditions 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 guaran-
tees to be provided by a borrower.
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Source: BNB.
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In the second quarter of 2025, banks reported

an increase in demand for consumer loans, hous-
ing loans and loans to small and medium-sized
enterprises and a decline in the demand in large
enterprises segment. According to banks, the
need for bank resources for working capital and
accumulation of inventories was the main factor
behind the increased demand for corporate loans
compared with January — March 2025, while the
need for bank resources for mergers, acquisitions
and restructuring contributed to lower demand for
corporate loans. Financial resource needs for pur-
chase of durable goods continued to contribute
most to the higher demand for consumer loans in
the second quarter of the year, while households’
needs of funds for purchase of first home was
the main driver behind the higher demand for
housing loans over this period.

3.2. Interest Rates

Interbank Money Market Interest Rates

In the first eight months of 2025, interbank
money market activity remained relatively high.
The average daily volume of concluded lev unse-
cured overnight deposit transactions followed a
slightly downward trend, amounting in August to
BGN 433 million (BGN 477 million in December
2024). Likely factors behind liquidity raising from
the interbank market continue to be the low levels
of excess reserves with the BNB maintained by
banks, on which the interest rate is O per cent,
and the possibility of interest rate arbitrage relat-
ed to the generation of income from banks with
parent banks in the euro area amid a positive
spread between the ECB deposit facility rate and
the interbank money market rate in Bulgaria.

In the context of a functioning currency board

in Bulgaria, the four cuts in key interest rates
undertaken by the ECB in the first half of 2025
were passed on relatively quickly to the interest
rates on overnight unsecured lending transactions
in levs concluded in the interbank money market
in Bulgaria. In August 2025, the monthly value of
LEONIA Plus was 1.82 per cent (2.95 per cent
in December 2024), while the spread between
LEONIA Plus and €STR remained negative at
-11 basis points, unchanged from December
2024,

Interbank Money Market Rates on Overnight Deposits
(Average Monthly Value)

(per cent, percentage points)
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Interest Rates on Deposits

In the first eight months of the year, the weighted
average interest rate on new time deposits in the
household sector decreased to 0.95 per cent in
August (1.35 per cent in December 2024). High
banking system liquidity remained the main factor
behind the retention of interest rates at very low
levels on newly attracted funds from households.
By currency, the largest drop in household inter-
est rates as of August 2025 compared to Decem-
ber 2024 was reported in US dollar deposits (by
80 basis points), but these deposits represent a
negligible share in total new household depos-
its. A decrease in interest rates on new time
deposits of households, but to a lesser extent,
was also reported in euro deposits (by 40 basis
points) and lev deposits (by 28 basis points). The
decrease in key euro area interest rates, which
continued in the first half of 2025, is a potential
factor behind the downward dynamics in interest
rates on attracted funds from households in euro,
most of which are new time deposits of up to
one year.

Over the period January—August 2025, the
weighted average interest rate on new time
deposits of non-financial corporations continued
to follow a downward trend, reaching 1.75 per
cent by end-August (2.13 per cent in December
2024). By currency, the most pronounced decline
was reported in euro deposits (by 67 basis
points), while lev and dollar deposits posted a
relatively weaker decline (by 37 basis points

and 17 basis points). The downward dynamics
of interest rates on new time deposits of cor-
porations in euro and levs likely reflects banks’
attempts to maintain interest margin amid falling
interest rates on new corporate loans affected by
falls in interest rates in the euro area. This is due
to the methodology applied by commercial banks
to link interest rates on loans to corporations
granted in euros to reference indices in the euro
area interbank monetary market.

In the first eight months of the year, interest

rates on outstanding amounts of time deposits of
households increased slightly, reaching 0.56 per
cent in August 2025 (0.48 per cent at the end

of 2024). The weighted average interest rate on
outstanding amounts of time deposits of non-
financial corporations was 1.66 per cent (1.79 per
cent in December 2024).

Interest Rates on New Time Deposits by Sector
(per cent)
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Interest Rates on Loans

In the first eight months of 2025, interest rates on
new housing loans remained almost unchanged
from end-2024. The annual percentage rate of
charge (APRC) and the interest rate on these
loans amounted to 2.80 per cent and 2.46 per
cent (2.82 per cent and 2.50 per cent as of
December 2024)17. High banking system liquid-
ity and stable capital position of banks were the
main factors behind the retained low interest
rates on housing loans. These factors contin-
ued to contribute to the retention of low interest
rates on outstanding amounts of time deposit of
households, which some large commercial banks
use as a reference in setting interest rates on
loans in levs.' Interest rates on new consumer
loans exhibited some volatility on a monthly basis
but overall, a downward trend was observed. In
August, the APRC and the interest rate on these
loans amounted to 9.37 per cent and 8.99 per
cent respectively (10.63 per cent and 9.98 per
cent in December 2024).

The average weighted interest rate on new cor-
porate loans decreased by 62 basis points in

the first eight months of 2025, reaching 4.13 per
cent in August (4.76 per cent in December 2024).
By currency, the most significant decline was
reported in dollar loans (by 171 basis points), but
their share in the total volume of newly extended
corporate loans is insignificant. A decrease from
end-2024 is also observed in interest rates on
loans in euro and levs by 89 basis points and

33 basis points, respectively. A determining factor
for the more significant decline in interest rates
on corporate loans in euro compared to those in
levs is their linkage to reference indices in the
euro area interbank monetary market.

Government Securities Yields

By end-August 2025, the calculated benchmark
yield curve of Bulgarian Eurobonds issued and
traded in international capital markets posted a
decline in bond yields with a residual maturity of
less than three years and an increase in the other

' Thus indicated values of interest rates and APRC on new loans
to households and non-financial corporations in this and the next
paragraph are shown on a monthly basis.

'® oans in levs account for a significant share of newly granted
loans to households (in August 2025, this share amounted to
96.7 per cent of total new loans to households).

Interest Rates and APRC on New Household Loans
(per cent)
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loans (including fees and commissions).

Source: BNB.
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Central Government Debt and Guarantees Monthly Bulletin.

Sources: MF, BNB calculations.
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maturity sectors compared with the end of June
2025. By end-August 2025, spreads between the
yields on Bulgarian and German euro-denom-
inated government bonds narrowed compared
to the second quarter for all government bonds,
with the decline being most pronounced for the
bonds maturing in 2027, 2028 and 2033 (14, 11
and 12 basis points, respectively). The narrow-
ing of spreads reflected a stronger increase in
German government bond yields compared to
the increase in almost all Bulgarian government
bonds. The observed narrowing of spreads is
likely to have been influenced by the official deci-
sion on Bulgaria’s accession to the euro area as
of 1 January 2026, announced in early July.

In August 2025, the long-term interest rate for
assessing Bulgaria's degree of convergence was
3.93 per cent, remaining unchanged in the period
since February 2024." At the same time, in
August 2025 the spread vis-a-vis Germany's long-
term interest rate stood at 126 basis points.

" Daily data indicate that the long-term interest rate remained
unchanged from 10 January 2024 to end-August 2025 at
3.93 per cent, most likely due to the lack of transactions in
Bulgarian benchmark bonds in the secondary government
securities market over this period. For calculating the long-
term interest rate for assessing the degree of convergence,
see methodological notes on the BNB website.

Long-term Interest Rate for Assessing Bulgaria’s
Degree of Convergence and Spread vis-a-vis German
Long-term Interest Rate
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4 . ECONOMIC ACTIVITY

4.1. Current Economic Environment

Gross Domestic Product

In the second quarter of 2025, real GDP
increased by 0.9 per cent on a quarterly basis,
according to seasonally adjusted NSI data.
Economic activity growth accelerated on an
annual basis to 3.5 per cent®® (compared to

2.9 per cent in the previous quarter). This was
mainly driven by the decrease in goods imports
(-0.2 per cent) and the significant acceleration
in government consumption growth (16.3 per
cent). In the structure of growth over the quarter,
a significant positive contribution of domestic
demand continued to be observed (8.8 percent-
age points), its value remaining unchanged from
the previous quarter, while the negative contribu-
tion of net exports fell to -3.1 percentage points
(from -5.4 percentage points in the previous
quarter).

In the second quarter of 2025, private consump-
tion grew by 6.9 per cent on an annual basis

in real terms (from 9.0 per cent in the previ-

ous quarter), continuing to be supported by

the increase in employment, labour income and
credit activity, as well as by rising fiscal transfers
to households.

Government consumption at constant prices rose
significantly by 16.3 per cent (from 7.4 per cent
in the previous quarter). Data on Consolidated
Fiscal Programme (CFP) performance as of end-
June 2025 indicate that wage and healthcare
expenses had the main positive contribution to
the increase in government consumption in nomi-
nal terms.?' According to CFP data, government
staff expenditure in the second quarter of 2025
rose by 27.5 per cent on an annual basis, which
is a prerequisite for significantly higher growth in

2 According to non-seasonally adjusted NSI data.

! For details, see Fiscal Policy Effects on the Economy Sec-
tion in this Chapter.

Contribution to GDP Growth by Final Use Component
in Real Terms
(Quarterly Data)

(per cent; percentage points; on an annual basis; non-seasonally
adjusted data)
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Sources: NSI, BNB calculations.
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the government consumption deflator than that
reported in NSI data and would be reflected in
lower government consumption growth in real
terms.

Over the second quarter of 2025, fixed capital
investments rose by 9.5 per cent on an annual
basis (compared to 13.4 per cent in the previ-
ous quarter). According to BNB estimates®, this
growth was due mainly to the public® and, to

a lesser extent, private sector. Data on Consoli-
dated Fiscal Programme performance indicate
that government investments in the review quar-
ter were largely supported by the implementation
of EU-funded projects and, to a lesser extent, by
nationally funded ones. Factors favouring growth
of investment activity in the private sector were
the increased final consumption expenditure in
the economy, implying the need to boost pro-
duction and active supply of credit resources

by banks. The indicator comparing produc-

tion capacity in industry to expected demand
remained below its long-term average, appearing
to be a potential factor for investments in order
to expand the existing production capacity.

Net exports had a negative contribution to eco-
nomic activity in the second quarter of 2025,
driven by the fall in exported goods and services
(-4.9 per cent) coupled with slight growth in
imports of goods and services (0.1 per cent).”
The dynamics of exports was influenced by
repairs carried out in key metal and oil process-
ing enterprises. Weaker exports, together with the
reported decline in accumulated inventories in
the economy which are characterised by a high
import component,” contributed significantly to
the year-on-year decline in goods imports.

Gross value added in Bulgaria increased by 0.7
per cent in real terms from the previous quarter.?®

% The NSI does not provide official data on the breakdown

of total investments into private and public. The series on
private investments is constructed by the BNB as a difference
between total investments and the estimated amount of public
investments on an accrual basis in real terms. Public invest-
ment estimates are based on information from quarterly non-
financial accounts of the general government sector, published
by the NSI.

% For details on public investment dynamics, see Fiscal Policy
Effects on the Economy Section in this Chapter.

2 For details, see the Balance of Payments and External
Trade Section in Chapter 2: External Financial Flows.

% According to BNB estimates.
% NSI's seasonally adjusted data.

Current Production Capacity in Industry (with Regard to
Expected Demand over the Next Months)
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Contribution to Gross Value Added in Real Terms by
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Concurrently, its year-on-year growth, according to
non-seasonally adjusted data, was 2.6 per cent,
reflecting only the contribution of the services sec-
tor. Value added in industry and agriculture fell
year on year. Value added in the services sector
continued to increase steadily (by 4.7 per cent)

in the second quarter of 2025, with the general
government, real estate operations and information
and communication sub-sectors having the most
substantial positive contributions. Gross value add-
ed in industry fell by 2.0 per cent on an annual
basis. This was entirely due to the manufacturing
sub-sector in line with the annual decline in the
industrial production index over the quarter and

in exports of goods and is likely to have been
related to the repairs in key enterprises in metal-
lurgy and oil processing.

Cyclical Position of the Bulgarian Economy

BNB estimates of the economy’s cyclical position
suggest that in the second quarter of the year
domestic economic activity remained above its
potential. This indicates that part of the resources
in the economy continued to be overloaded
beyond their optimal level, in line with the histori-
cally low unemployment rate and significant labour
shortages.

Short-term indicators®” provided divergent signals
regarding economic activity in the third quarter of
2025. # Part of the indicators tracking firms’ cur-
rent production activity (industrial production index
and services production index®) were positioned
below their long-term averages. At the same time,
household sentiment™ remained at historically high
levels. This, coupled with a continuing rise in retail
trade turnover on an annual basis, is a prerequisite
for retaining the positive contribution of private con-
sumption to economic activity growth.

Over the third quarter, the indicator of differences
in economic agents’ assessments about expecta-
tions of economic activity in the short term, calcu-
lated by the BNB, remained at a level close to that
of the previous quarter.

" Data on the services production index are available as of
June 2025, and industrial production and retail trade indices
are as of July 2025.

% For details, see the Behaviour of Firms Section in this
Chapter.

2 Eurostat's seasonally adjusted data.
% Measured by the NSI Consumer Survey.

Deviation of Economic Activity from Potential Output
(per cent, output gap)
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Notes: Results are obtained through the application of a multivariate
model with unobserved components presented in the topical research
on Methods for Estimating the Cyclical Position of the Economy, Eco-
nomic Review, 2019, issue 1.

The output gap is the deviation of the current level of economic activity
from potential output measured as a percentage of potential output.

Sources: NSI, BNB calculations.
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Sources: NSI, BNB calculations.
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Economic Activity Expectations

The composite economic activity indicator con-
structed by the BNB based on high frequency
data®’ signals that quarterly real GDP growth in
the third quarter is expected to accelerate slightly
compared to the estimate for the second quarter.
Acceleration in quarterly growth of the composite
indicator over the quarter was mainly driven by
firms’ sentiment in services and construction,
increased credit activity for households and cor-
porations, and global PMI positioning above its
neutral 50 point threshold. There is however an
uncertainty on whether GDP growth would follow
the composite indicator dynamics, since eco-
nomic growth accelerated in the second quarter
without such dynamics being implied by the com-
posite economic indicator.*

At the end of 2025 and in early 2026, real GDP
is projected to continue growing on an annual
basis at similar rates to those observed at the
beginning of 2025. Real GDP growth will continue
to be supported primarily by domestic demand.
With the end of repairs in manufacturing, the
negative contribution of net exports is expected
to shrink at the end of the year and to start con-
tributing positively to economic activity in early
2026.

4.2. Labour Market

Labour Supply

In the second quarter of 2025, labour supply,
measured by labour force,*® declined by 0.5 per
cent year on year due to labour outflows, while
population over 15 years rose slightly, based

on NSI's Labour Force Survey data. Accord-

" Data on newly extended loans to corporations and house-
holds, retail trade turnover index, producer prices in manu-
facturing, industrial and construction production indices are
available as of July 2025, global PMI and registered unem-
ployment rate are as of August 2025, and those on production
in services (not related to trade) as of June 2025.

% The scope of high frequency data used for the BNB
dynamic factor model does not include fiscal variables, which
is the reason why the estimates for the second quarter of
2025 do not reflect the significant government consumption
growth and its contribution to GDP growth. This leads to an
underestimation of the quarterly GDP growth for the second
quarter of 2025 compared to that according to NSI's season-
ally adjusted data.

% Labour force includes employed and unemployed persons
in the age group of 15 and over, based on NSI's Labour
Force Survey data.

Indicator of Differences in Economic Agents’
Assessments about the Expectations of Economic
Development in the Short Term
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ing to Eurostat's experimental statistics,® the
increase in persons outside labour force is due
to the simultaneous shift of part of employed and
unemployed persons into inactivity. The number
of inactive persons rose by 0.8 per cent year on
year, with persons unwilling to work for personal
or family reasons contributing further to this,
those being the persons aged 15-34, according
to the age structure. As a result, the economic
activity rate® of the age group of 15 and older
decreased to 55.2 per cent in the second quar-
ter of 2025 (55.5 per cent in the corresponding
period of 2024), and that in the 15-64 age group
stood at 73.7 per cent (74.1 per cent in the sec-
ond quarter of 2024).

Over the second quarter of 2025, labour force
recorded a slight increase in employees and a
decrease in unemployed persons in line with real
GDP growth. Non-seasonally adjusted Labour
Force Survey data show a decline in the unem-
ployment rate® to 3.6 per cent in the second
quarter of 2025 (4.3 per cent in the corresponding
quarter of 2024), with all age groups contributing
to this effect, except for the persons aged 15-24.
According to seasonally adjusted Employment
Agency data, the unemployment rate in the sec-
ond quarter of 2025 remained close to the level
of the previous quarter, with a similar development
being expected also for the third quarter of 2025,
according to July and August data.*’

At the same time, the slight increase in the num-
ber of employees according to the Labour Force
Survey did not correspond to the strong rise in
employment based on national accounts data,

% Eurostat's experimental statistics is derived from Labour
Force Survey data and identifies flows between employment,
unemployment and labour market inactivity.

% The economic activity rate is the proportion between eco-
nomically active persons (labour force) and the population of
the same age. In early 2021, the NSI made changes to the
LFS methodology and revised data on the basis of the 2021
census. These changes are not reflected in previous years
and lead to a break in the time series. Seasonally adjusted
LFS data were affected by the break in the series in early
2021. Therefore, non-seasonally adjusted data are analysed
here.

% The unemployment rate is the proportion between the num-
ber of unemployed and the labour force for the age group 15
and older, based on Labour Force Survey data.

% Divergent dynamics in the level of unemployment between
the two statistics is probably due to both the exclusion of
students and pensioners from the scope of registered unem-
ployed who are actively seeking and willing to work but are
not registered with job centres and to the Employment Agen-
cy’s use of data on economically active persons since the last
census, while the Labour Force Survey uses current data of
the latest observation. For further details, see NSI metadata.

Contribution to the Change in Labour Force by
Component
(per cent; percentage points; on an annual basis)
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Notes: Data refer to the age group 15 and over. From the beginning of
2021, there is a break in series due to the use of 2021 population census
data. Data prior to 2021 have not been revised, which was reflected in a
year-on-year decline of labour force in 2021.

Sources: NSI Labour Force Survey, BNB calculations.
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which could be due to the inability of the Labour
Force Survey to cover exhaustively short-term
employees from third countries, which are start-
ing to be increasingly important for employment
growth in Bulgaria.38

Labour Demand

In the second quarter of 2025, the number of
employed (according to national accounts data)
rose by 3.7 per cent year on year. Employees in
the services sector, in particular trade, repair of
motor vehicles and motorcycles; transportation
and storage; accommodation and food service
activities and construction contributed positively
to the growth, while the downward trend in
employment in manufacturing and agriculture was
sustained. Job vacancy data in the economy®
also posted an increase — by 11.8 per cent on
an annual basis in the second quarter of 2025,
with the services sector contributing again most
strongly to the growth, followed by manufactur-
ing where job vacancies picked up slightly. At
the same time, the proportion of firms identifying
labour shortages as a factor hampering their
activity40 increased in the second quarter and the
first two months of the third quarter, with all major
economic sectors contributing to this. In view of
these developments, labour demand is assumed
to continue to grow in the second quarter of
2025, while supply remains constrained. As a
result, wage pressures increased in the second
quarter of 2025.

Contribution to the Change in the Number of Job
Vacancies by Economic Sector
(per cent; percentage points; on an annual basis)
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% For details on the differences between employees based on
national accounts and LFS, see NSI and Eurostat.

% Based on NSI's short-term statistics of employment and
labour costs.

9 According to NSI's Business Situation Survey data.
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Contribution to Changes in the Number of Employed by
Economic Sector

(per cent; percentage points; on an annual basis)
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Labour Shortages (Seasonally Adjusted and Sector-
Weighted Monthly Data)
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Productivity and Compensation per Employee

In the second quarter of 2025, real labour pro-
ductivity*' declined by 1.7 per cent on an annual
basis, with a fall reported in both industry and
services and in agriculture. Despite the decline in
labour productivity and slower growth in consum-
er prices, nominal compensation per employee
recorded a strong increase of 18.5 per cent on
an annual basis, reflecting large labour shortages
in Bulgaria. In real terms,*” compensation per
employee rose by 15.1 per cent year on year,
with only agriculture recording a decrease.

NSI's Household Budget Survey and short-term
statistics of employment and labour costs also
suggest strong growth in wage income, record-
ing a nominal increase of 16.7 per cent and 12.0
per cent, respectively, on an annual basis in the
second quarter of 2025. According to average
monthly gross wage data, wage growth was high
year on year in both the private (11.4 per cent)
and the public sector (13.8 per cent).

4.3. Behaviour of Firms

Growth in the final demand deflator accelerated
in the second quarter of 2025, entirely due to
factors related to the domestic economic envi-
ronment, primarily growth in nominal unit labour
costs of corporations.

Labour Costs of Firms

In the second quarter of 2025, firms’ unit labour
costs*® rose in nominal terms by 20.5 per cent
on an annual basis. High growth reflected both
the strong wage rise as a result of large labour
shortages in Bulgaria and increases in minimum
wage and public sector wages since the begin-
ning of the year, as well as decreased real
labour productivity. All economic sectors con-
tributed to the rise in nominal unit labour costs,
with real estate operations recording the highest
growth (36.2 per cent).

! Labour productivity is calculated after removing imputed
rent from gross value added.

2 Nominal compensation per employee was deflated by the
HICP to calculate the indicator in real terms.

8 Unit labour costs are calculated after removing imputed rent
from gross value added.
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Firms’ Investment Expenditure

BNB estimates** show that in the first quarter of
2025 investment expenditure rose on an annual
basis in both the private and public sectors.
Investments in all types of assets increased,
with investments in machinery, equipment and
weapons systems having the largest positive
contribution.

Financing Sources for Firms

According to non-seasonally adjusted data for
the total economy, the nominal gross operat-

ing surplus indicating firms’ free resources that
could finance their internal operations decreased
by 6.1 per cent on an annual basis in the first
qguarter of 2025 due mainly to services (a -7.4
percentage point contribution) and construction
(a -0.3 percentage point contribution), with these
sectors reporting an increase in the net amount
of attracted external funds in the form of loans
and newly assumed foreign liabilities.

Pricing Policy of Firms

In the second quarter of 2025, firms’ selling
prices in industry® rose by 8.9 per cent on an
annual basis and by 8.6 per cent in July 2025.
The PPI increase since the beginning of the year
was mainly driven by domestic prices and, to a
lesser extent, international market prices. In the
internal market, the year-on-year PPl's increase in
April-July 2025 was broad-based, with the largest
growth being reported in energy products, metal
ores and food and drink production.

In the second quarter of 2025, PPl in services
(not related to trade) continued to rise on an
annual basis in all sub-sectors. The most sig-
nificant price increase in services was reported
in accommodation and food service activities
(9.6 per cent) and real estate activities (9.3 per
cent). Between April and July 2025, the increase
in selling prices in the retail trade sub-sector

* The NSI does not provide official data on the breakdown

of total investments into private and public. The private
investment series is constructed by the BNB as a difference
between total investments and the estimated amount of public
investments on an accrual basis in real terms. The estimate of
public investments is based on data from quarterly non-finan-
cial accounts of the general government sector and reports
on the implementation of the Consolidated Fiscal Programme
published by the NSI and the MF, accordingly.

% Measured by the Producer Price Index (PPI) in industry.

Unit Labour Costs
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Contribution of Private and Public Sectors to the Annual
Rate of Change in Investments in Real Terms

(per cent; percentage points; on an annual basis; non-seasonally adjusted
data)
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The series on private investments is constructed by the BNB as a difference
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on an accrual basis in real terms.

Sources: NSI, BNB calculations.

Contribution by Asset Type to the Annual Rate of
Change in Investment in Fixed Capital
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25 25

-20 T T T T T T T T T -20
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

Gross fixed capital formation

Residential buildings

Other buildings and structures

Machinery, equipment and weapon systems
Other investments

Sources: Eurostat, BNB calculations.
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(excluding trade in motor vehicles and motorcy-
cles), which is the closest one to the customers
in the supply chain, was similar to that in the first
quarter (1.3 per cent). The slight price increase in
the trade sector can be explained by decreased
prices of automotive fuels, lubricants and house-
hold and computer equipment, partly offsetting
food price growth.

Economic Indicators

NSI data on the business climate and short-term
business statistics on production and turnover in
manufacturing, trade, services and construction
production for July—August 2025 provide mixed
signals about firms’ performance across indi-
vidual sectors of economic activity.*

In July—August 2025, the overall business climate
indicator®’ remained at the level reached at the
beginning of the year. An improvement in senti-
ment was reported in construction and services,
unlike manufacturing where this indicator deterio-
rated. The improvement of managers’ sentiment
in construction reflected their more optimistic
expectations about the future economic situa-
tion, construction activity and staff recruitment
expectations over the next three months. The NSI
Business Climate Survey suggests that the uncer-
tain economic environment continues to be the
most serious impediment to firms’ operations. The
proportion of enterprises identifying shortages of
labour force and materials/equipment as a fac-
tor hampering their activities increased in July—
August 2025. Concurrently, managers’ sentiment
about recruitment remained almost unchanged
from the second quarter, though posting some
deterioration from the beginning of the year,
mainly in the manufacturing and trade sectors.

The industrial production index continued to
decline on an annual basis in July 2025, driven
mainly by energy products and the production
of metals, food products and clothing. Data on
nominal industrial volumes show slight annual
growth in April=July 2025, entirely due to the
increase in domestic market prices and, to a
lesser extent, external market prices.

“6 For more details on the composite economic indicator con-
structed by the BNB, see the Current Economic Environment
Section in this Chapter.

“"BNB's seasonally adjusted data.

Annual Rate of Change of Nominal Gross Operating
Surplus and Contribution by Sector
(per cent; percentage points; on an annual basis; non-seasonally adjusted
data)
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Business Climate

(balance of opinions, per cent; seasonally adjusted data)
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options of replies: ‘increase’ minus ‘decrease’. The business climate
indicator is a geometric average of the balances of opinions about the
current and expected business situation in corporations in the next six
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Sources: NSI, Eurostat, BNB calculations.
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Factors Hampering Economic Activity of Corporations
(relative share of all corporations)
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Note: Average data for the relevant period, weighted by the relative
share of corporations by sector (manufacturing, construction, trade and
services). Data for the third quarter of 2025 are available up to August.

Sources: NSI, BNB calculations.

The construction production index continued to
rise year on year in July, mainly on account of
the higher activity in construction of buildings
and facilities. According to the NSI Business
Climate Survey, in July and August 2025, firms’
expectations in construction about their future
business situation improved, and the share

of firms reporting difficulties in their business
decreased.

Retail trade turnover growth at constant prices
accelerated on an annual basis in July 2025
due to the broad-based increase in real volumes
of all components, except the food, drinks and
tobacco group. The continuing increase in trade
volumes reflects the high level of consumer con-
fidence and consumer purchasing power.

4.4. Household Behaviour

Household Revenue

According to NSI Household Budget Survey,
nominal growth in household revenue® continued
to slow down on an annual basis in the second
quarter of 2025 due to lower growth in total
household income, while revenue from withdrawn
savings and received loans and credit increased
slightly.

8 Household income includes all household cash income from
sources such as wages, pensions, self-employment, social
security benefits, allowances and valued in-kind income (the
monetary value of goods and services received in kind by
households, such as social transfers in kind) grouped under
the ‘Total income’ category, as well as withdrawals of savings
and loans.

Corporations’ Expectations about Staff Recruitment in
the Following Three Months

(balance of opinions, per cent; seasonally adjusted data)
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Balances of opinions are calculated as a difference between relative
shares of extreme options of replies: ‘increase’ minus ‘decrease’. Data for
the third quarter of 2025 are available up to August.

Sources: NSI, BNB calculations.
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(January 2021 = 100; seasonally adjusted data)
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Industrial Turnover Dynamics

(per cent; percentage points; on an annual basis;
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In the second quarter of 2025, total household
income posted 12.6 per cent growth on an
annual basis (15.2 per cent in the first quarter

of 2025), the slowdown from the previous quar-
ter being largely due to lower growth in income
from pensions and self-employment. Concurrently,
wage income growth accelerated to 16.7 per
cent on an annual basis (from 15.5 per cent in
the first quarter), reflecting tight labour market
conditions and high labour shortages in Bulgaria.
Stronger growth in wage income was in line with
average monthly gross wage data from the NSI
short-term statistics and NSI national accounts
data on wages per employee,49 which reported
accelerated growth in labour income to 12.0 and
19.0 per cent, respectively, on an annual basis in
the second quarter of 2025.

Total household income in real terms®® followed
similar dynamics, with growth slowing down to
9.4 per cent on an annual basis in the second
quarter of 2025 (10.8 per cent in the first quarter
of 2025). As a result, households’ real disposable
income®' recorded a weaker increase of 8.7 per
cent year on year in the second quarter of 2025
(10.6 per cent in the first quarter of 2025), but
its growth rate remained higher than the histori-
cal average and continued to support the strong
growth in private consumption.

Household Expenditure

In the second quarter of 2025, total household
expenditure®® increased in nominal terms by 11.7
per cent year on year, compared with annual
growth of 13.3 per cent in the first quarter of
2025, with deceleration reflecting a weaker
increase in consumer expenditure. At the same
time, expenditure on taxes and social contribu-
tions continued to rise at a faster pace than
consumer expenses, and the trend towards a

49 Wage per employee is calculated by dividing the wage bill
to the number of employed in the economy.

¥ To obtain total income in real terms, nominal values are
deflated by the HICP.

*" Real disposable household income is calculated on the basis
of NSI Household Budget Survey data and represents total
nominal income reduced by taxes, social security contributions
and regular transfers to other households, HICP-deflated.

*2 Total expenditure include consumer spending, taxes, social
contributions, regular transfers to other households and other
expenditure. For more details, see NSI's Methodology on the
Household Budget Survey.

Contributions to the Change in Household Revenue
(per cent, percentage points; average per person, on an annual basis)

25 25

20 { N\ L 20

151 15

104 10

5 5

0 - I'-V-'-_W_'-—V———V-_-_V_-T-_’O
. . . . . . . .

5
2016 | 2017 | 2018 | 2019 | 2020 | 2021 | 2022 | 2023 | 2024 2025

—— Revenue

mmm \Withdrawn savings

W Loans and credits
Total income

Source: NSI — Household Budget Survey, BNB calculations.

Dynamics of Nominal Retail Trade Volumes

(per cent, percentage points on corresponding quarter of previous year,
non-seasonally adjusted data)
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https://www.nsi.bg/sites/default/files/files/metadata/HH_HBS_Metodology.pdf

gradual increase in their share of total household
expenditure was sustained.

In the second quarter of 2025, consumer
expenditure went up by 11.9 per cent on an
annual basis in nominal terms (12.8 per cent in
the first quarter of 2025), with the slowdown in
their growth rate being in line with the slower
growth of consumer prices in Bulgaria. By con-
sumer expenditure sub-component, lower health-
care expenses and weaker transport expenditure
growth contributed most strongly to the slowing
growth, likely reflecting the decreased hospital
services fee since April 2025 and lower prices of
transport fuels.

In real terms,*® consumer expenditure growth
accelerated slightly on an annual basis to 8.7
per cent in the second quarter of 2025 (8.5 per
cent in the first quarter of 2025), with increased
expenditure on leisure, cultural recreation and
education, and on home furnishing and mainte-
nance contributing most significantly. NSI national
accounts data, which were broader in scope,
also reported a strong increase in private con-
sumption, but real growth slowed down to 6.9
per cent year on year in the second quarter of
2025 (9.0 per cent in the first quarter of 2025).
Despite divergent developments affected by dif-
ferences in the manner of data collection, cover-
age and definitions used, data from the House-
hold Budget Survey and national accounts give
grounds to assume that consumer expenditure
growth remained historically high in the second
quarter of 2025.

Household Savings

In the second quarter of 2025, households’
propensity to save™ part of their income™
decreased compared to the previous quarter,
according to seasonally adjusted data, in line
with low incentives for saving given the negative
real interest rates on deposits of households. The
accumulated amount of net household assets in
the banking system also slowed down slightly
due to the continued strong growth of loans to

¥ Household consumer expenditure are deflated by overall
HICP. Sub-components of consumer expenditure are deflated
by the corresponding HICP groups.

** Household savings are measured by the difference between
the total income and the total expenditure in the relevant
quarter. The propensity to save is calculated as a ratio
between savings and gross income in the relevant quarter.

% Income is gross income in the relevant quarter reduced by
taxes and social security contributions.

Household Disposable Income
(per cent, average per person, on an annual basis)
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households. As a result, both the lower propen-
sity to save and the decline in net household
assets supported private consumption growth in
the second quarter of 2025.

4.5. Fiscal Policy Effects on the Economy

In the second quarter of 2025, fiscal policy con-
tinued to have a positive influence on economic
activity growth in Bulgaria mainly through the
reported government consumption growth.”® Gov-
ernment investments and social transfers, which
supported household disposable income, also had
a positive effect.”’

Over the second quarter, government consump-
tion grew by 26.9 per cent in nominal terms on an
annual basis (16.3 per cent in real terms). Data
on the implementation of the Consolidated Fiscal
Programme for the second quarter of 2025 indicate
that staff, healthcare and operating expenditure
had a positive contribution to the increase in
government consumption in nominal terms.®® In
the second quarter of 2025, CFP capital expendi-
ture reported an increase of 37.4 per cent on an
annual basis, driven primarily by capital expenses
financed by EU funds. Annual growth in capital
expenditure over this period implies a significant
positive effect of gross fixed capital formation of
the general government sector on GDP growth in
the second quarter of 2025. At the same time, the
reported increase in social expenditure under the
CFP by 14.6 per cent on an annual basis in this
period indicates a rise in social transfers to house-
holds, driven mainly by the 11.0 per cent increase
in pensions from 1 July 2024.

By end-duly 2025, total budgetary expenses under
the CFP grew by 21.1 per cent on an annual
basis,”® with social expenditure having the largest
positive contribution mainly due to higher pen-
sions paid following the increases since July 2024

% At the time of preparation of this Economic Review issue,
quarterly non-financial accounts of the general government,
published by the NSI, are available up to and including the first
quarter of 2025. The estimate of general government invest-
ments for the second quarter of 2025 is based on the monthly
CFP performance reports. CFP performance data give also an
indication of the dynamics of social transfers to households.

®" For more information on the fiscal stance, see the topical
research on Analysis of Bulgaria’s fiscal stance in the period
after 2020, presenting estimates of the country’s fiscal stance
in the context of the cyclical development of the economy.

8 Data on CFP performance indicate that staff expenditure
posted an increase of 27.5 per cent on an annual basis in the
second quarter of 2025, suggesting a significantly stronger
rise in the government consumption deflator than that for this
quarter (9.2 per cent on an annual basis).

% In February 2024, a total of BGN 1.2 billion was reimbursed
from the foreign funds account of the Ministry of Regional
Development and Public Works budget, which is reflected on a
cash basis as a reduction in capital expenditure under the CFP
by the same amount. Without this transaction, growth of total
CFP budget expenditure would be 17.7 per cent in July 2025.

Household Propensity to Save
(per cent, percentage points)
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and July 2025.%° Capital®’ and staff expenditure
had also a high positive contribution to the annual
growth of total budget expenditure. At the end of
July, staff expenditure rose by 20.9 per cent on an
annual basis, reflecting higher staff expenses in
defence and security projected in the 2025 State
Budget Law, in secondary education and higher
wages of other public sector employees. Compared
with the end of the second quarter of 2025, total
budget expenditure growth accelerated to 20.6 per
cent in June, mainly as a result of higher growth in
subsidy expenditure (10.2 per cent in July against
2.5 per cent in June). The increase in subsidy
expenditure was mainly driven by subsidies paid
by the Electricity System Security Fund.

Data on CFP capital expenditure performance for
July 2025 indicate that general government’s gross
fixed capital formation will continue to support the
increase in domestic economic activity over the
third quarter of the year. In addition, the year-on-
year increase in healthcare, operating and staff
expenses reported in July 2025 provides grounds
for assuming that the positive effect of government
consumption on Bulgaria’s economic activity growth
will be maintained.

Total budget revenue under the CFP grew by 13.5
per cent on an annual basis by end-July 2025,

its growth reflecting largely higher tax revenue.
Tax revenue growth of 16.7 per cent as of July
reflected primarily value added tax receipts and
social and health insurance contributions. Annual
growth in VAT revenue as of July (16.4 per cent)
was entirely driven by VAT revenue from domestic
transactions and intra-Community acquisitions (net).
Compared with the end of the second quarter

of 2025, the growth rate of total budget revenue
accelerated (13.1 per cent in June), reflecting
mainly accelerated growth in non-tax revenue and
a higher rise in VAT receipts.

By end-July 2025, a CFP deficit was reported at
BGN 4279 million (2.0 per cent of GDP%).

% The increase in pensions by 8.6 per cent took effect from 1 July
2025.

" With a view to data comparability, in eliminating the February
2024 transaction referred to in note 59, capital expenditure as
of end-July rose by 34.3 per cent on an annual basis, while
without eliminating this transaction, it increased by 93.4 per
cent on an annual basis.

2 Nominal GDP data for the last four quarters up to and
including the second quarter of 2025 are used in calculating
the ratio.

Rate of Change in Gross Fixed Capital Formation of
the General Government Sector in Nominal Terms
(Quarterly Data)
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5 . P RICE DEVELOPMENTS

5.1. Consumer Prices

In August 2025, annual HICP inflation rose to 3.5
per cent, from 2.1 per cent in December 2024,
with the groups of food and services contribut-
ing most strongly to the increase followed by
administratively controlled prices. Important factor
behind accelerated inflation in these groups was
the restored standard VAT rate of 20 per cent on
the supply of bread and flour and on restaurant
and catering services, which came into force in
early 2025, as well as increases in some adminis-
tratively controlled prices and indirect taxes.

Consumer price rises continued to be driven
mainly by factors related to domestic processes,
such as increasing unit labour costs and private
consumption, which enabled firms to pass on
higher production costs to final consumers. Fiscal
policy also continued to have a pro-inflationary
effect, through increases in social payments and
public sector wages, as well as through the
automatic increase in the minimum wage. These
measures contributed to growth in household real
disposable income and strong private consump-
tion. Concurrently, the maintenance of budget
deficits funded by external government bond
issues was an additional pro-inflationary factor, as
it contributed to maintaining high liquidity in the
banking system and therefore to the limited trans-
mission of the ECB's monetary policy on deposit
and lending rates in the household sector in Bul-
garia. As a result, the amount of new consumer
loans continued to rise and support the increase
in household consumption.

Following the temporary slowdown in the growth
rate of consumer prices on an annual basis in
the second quarter of the year, annual inflation
started to accelerate again in the third quarter,
reaching 3.5 per cent on average in July and
August (compared with 2.9 per cent in the sec-
ond quarter of 2025). This reflected mainly the
lower rate of price decline of energy products
and accelerated price growth in the groups of
food and administratively controlled prices.

Inflation and Contribution of Major Commaodity and
Services Groups to It
(per cent; percentage points; on an annual basis)
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Sources: NSI, BNB calculations.
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Contributions of Major Sub-groups to Energy Inflation
(Excluding those with Controlled Prices)

(per cent; percentage points; on an annual basis)
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Energy Products Prices

In August 2025, energy products made a negative
contribution to headline inflation, with deflation of
-5.3 per cent on an annual basis being reported in
the group (compared to -5.6 per cent in December
2024). The price decline was entirely driven by the
transport fuel sub-group, the prices of which con-
tinued to decrease in line with crude oil prices on
international markets.

Food Prices

The annual growth rate of food prices accelerated
to 6.6 per cent in August 2025, (from 2.7 per cent
in December 2024), with the group continuing to
make a significant positive contribution to headline
inflation. Price increases were reported in both
processed and unprocessed food, but processed
food contributed more strongly to accelerating
inflation in the food group.

Annual unprocessed food inflation stood at

5.9 per cent in August 2025 compared with

2.8 per cent at the end of 2024. Fruit sub-group
was the most significant contributor and an
important factor behind the acceleration of infla-
tion in the group. This can be ascribed to higher
wholesale prices at markets in Bulgaria®, which in

% Weekly data from the State Commission on Commodity
Exchanges and Markets (SCCEM) as of August 2025 have
been used.
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turn was most likely due to the weaker harvest®
in 2025. Meat and meat products component also
had a positive contribution to accelerating unpro-
cessed food inflation, which could be explained
by higher wholesale and retail prices of poultry
and beef in the country®.

Annual inflation in the group of processed food
retained its accelerating trend, reaching 6.9 per
cent in August 2025 (compared to 2.7 per cent
in December 2024), with price rises in the group
again driven by bread and cereals, sugar and
sugar confectionery, milk, dairy products and
eggs and coffee, tea and cocoa sub-groups. This
development can be explained by the standard
VAT rate restored in January 2025 on bread and
flour supply, as well as higher prices of these
products on global markets.

Core Inflation

Core inflation (including services and industrial
goods prices) also retained its trend of previous
months, coming to 3.5 per cent in August 2025,
compared with 2.1 per cent in December 2024.
Price rises in this group were almost entirely due
to services prices, which also had the largest
contribution to headline inflation growth in August.

Prices of industrial goods increased slightly, their
growth rate reaching 0.3 per cent in August 2025
(against a decline of -0.7 per cent at the end of
2024). This increase was mainly due to the group
of consumer non-durables, with spare parts and
materials for repair and maintenance sub-groups
having the highest positive contribution. Concur-
rently, the prices of consumer durables posted a
decline again in the group, with the sub-groups of
personal computers and the sound or video repro-
ducing technique contributing most to this trend.

In August 2025, inflation in services was 6.7 per
cent (against 4.6 per cent by end-2024), with
catering services and package holidays and
accommodation being the main contributors.
Important decisive factors behind this dynamics

in services prices were rising unit labour costs,
which boosted private consumption, as well as the

% Data as of September 2025 of the Ministry of Agriculture on
the production of main fruits and vegetables in Bulgaria are
used.

 Data as of September 2025 of the Ministry of Agriculture on
wholesale and retail meat prices in Bulgaria are used.
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restored standard VAT rate of 20 per cent since
the beginning of the year for supply of restaurant
and catering services.

Goods and Services with Administratively Controlled
Prices and Tobacco Products

Prices in the group of goods and services with
administratively controlled prices and tobacco
products posted an increase of 2.3 per cent in
August 2025 (against 3.9 per cent at the end of
2024) driven mainly by inflation in the electricity®
and tobacco products®” sub-groups. Other sub-
groups contributing to the increase in administra-
tively controlled prices were medical products,®
education and refuse collection and disposal. At
the same time, the hospital services sub-group
continued to have a strong negative contribution
to the headline inflation following the decrease of
fees in this sub-group in April 2025.

The diffusion index indicating the share of goods
and services posting an annual price rise picked
up to 76.7 per cent in May 2025, from 72.1 per
cent in December 2024. As regards the rate of
price rises, the share of sub-indices with price
increases of more than 5 per cent on an annual
basis went up to 41.9 per cent (from 34.9 per
cent at end-2024).

Inflation Expectations

Regular NSI Business Surveys show that in
August 2025 the share of managers expecting
selling price rises in the following three months
declined somewhat from the previous month. This
was most pronounced in services and retail trade
and could indicate some slowdown or retention of
inflation in these sub-groups over the next quarter.

% The average electricity price increase for household con-

sumers by 8.42 per cent came into force by an EWRC deci-
sion of 1 January 2025. The price was additionally raised by
an average of 2.58 per cent from 1 July 2025 by an EWRC
decision.

" The rise in tobacco product prices was due to an increase
in excise duty rates on these products, effectctive from 1
January 2025 in line with the excise duty calendar, as set out
in the Law on Amendments to the Tax and Social Insurance
Procedure Code, published in the Darjaven Vestink, issue 100
of 16 December 2022.

® Medicines included in the so-called positive drug list posted
the strongest price rise. These are medicines whose prices
are set administratively by the National Council on Prices and
Reimbursement of Medicinal Products on the basis of the low-
est producer price in the European Union and a percentage
surcharge.
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Diffusion Index

a) relative shares of increasing HICP sub-indices on an
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Based on current trends, technical assumptions
about international commodity price dynamics,
projected labour market developments and eco-
nomic activity in Bulgaria, inflation is expected to
increase slightly in the second half of 2025. Fac-
tors, which are expected to have a pro-inflationary
effect, are the projected rise in unit labour costs
and expected strong private consumption, as well
as curbing price declines in energy products.
Inflation is expected to moderate in early 2026 as
a result of weaker price increases in administra-
tively controlled prices and food, according to the
assumptions used.

5.2. Housing Prices

Annual growth of the House Price Index (HPI)
was 15.5 per cent in the second quarter of
2025 (compared to 15.1 per cent in the previ-
ous quarter). The price increase reflected the
simultaneous increase in prices of both new (by
14.9 per cent) and existing dwellings (by 16.0
per cent). Price increases were wide-ranging
across regional cities, with the rate accelerating
most significantly in Varna. Factors which con-
tinued to support housing demand and to add
to housing price rises were expanding labour
income, strong lending activity in an environment
of historically low annual percentage rates of

b) relative shares of increasing HICP sub-indices on an
annual basis by the size of the increase

(per cent)
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charges on new housing loans, and more lim-
ited opportunities to invest accumulated savings
in the context of negative real interest rates on
households deposits. Other pro-inflationary fac-
tors were the retention of historically favourable
household attitudes® for house purchases and
reported annual growth in construction costs®

of new buildings in the first quarter of 2025 (by
12.0 per cent compared with 7.2 per cent in the
previous quarter). Over the second quarter of
2025, the price-to-rent ratio, which is a frequently
used indicator of undervaluation/overvaluation of
houses, continued to exceed significantly (by 49.2
per cent) its long-term (historical) average value.”
This shows that household decisions to purchase
a home were driven by reasons other than ensur-
ing an immediate financial benefit by letting newly
acquired properties. Such reasons could be a
result of an expected further increase in house
prices (and generation of capital gains after a
sale in the future) or a perceptions of residential
property as an asset for preserving value in the
context of negative interest rates on household
deposits. Concurrently, the estimates based on
the BNB macroeconometric model” suggest a
significantly lower positive deviation of current
residential property prices in Bulgaria from their
long-term equilibrium level (18.1 per cent). This

is determined by the fact that rising household
income combined with persistently very low real
interest rates on housing loans push up housing
affordability, which is reflected in the model as an
increase in its equilibrium price.

6 Seasonally adjusted data of the BNB obtained from the
regularly conducted NSI Household Budget Survey have been
used.

"0 Eurostat data are used.

" Calculated for the period from the first quarter of 2000 to
the second quarter of 2025.

2 Additional information on this model is available in the topi-

cal research on Dynamics of House Frices in Bulgaria between
2000 and 2016, Economic Review, issue 1 of 2017.
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Key Indicators of the Housing Market Developments in Bulgaria

(per cent; year-on-year change)

Indicators 2021 2022 2023 2024 20|25 20”25
Price developments
House Price Index, total 8.7 13.8 9.9 16.5 15.1 15.5
New dwellings 7.7 10.8 8.6 17.8 13.4 14.9
Existing dwellings 9.2 15.6 10.6 15.7 16.2 16.0
Inflation (HICP) 28 13.0 8.6 2.6 39 29
House rentals, paid by tenants (HICP) 1.7 6.3 8.4 5.6 7.3 8.6
Lending
New housing loans 24.0 335 15.7 30.7 29.5 27.0
Annual percentage rate of charge on new housing loans (per cent, at
the end of the period) 3.0 2.8 29 2.8 2.8 2.8
Housing loans balances 14.0 18.1 18.8 25.8 26.4 29.6
Construction and Investment
Permits issued for the construction of new residential buildings
(square meters) 25.1 20.6 -49 -14.2 8.2 95
Value added in construction
(at average annual prices for 2015) -10.8 53 38 52 6.0 7.0
Constriction Production Index, building construction 1.8 0.1 2.7 0.7 43 34
Fixed investment; residential buildings 0.6 -14 03 -4.0 10.0 6.3
Construction cost index for new buildings 11.4 54.8 16.3 40 72 12.0

Notes: 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.

In calculating the annual growth rate of new home purchase loans cumulative data for the most recent 12 months were used.

Sources: NSI, BNB, Eurostat.
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TOPICAL RESEARCH

Analysis of Bulgaria’s fiscal stance in the period after 2020

A country’s fiscal stance is generally assessed as appropriate if it ensures an appropriate balance
between the objectives of achieving sustainability of public finances and stabilisation in economic
activity. The prudent fiscal policy implemented by Bulgaria allowed it to respond to the economic
shock caused by the COVID-19 pandemic in 2020 with very good fiscal indicators, which provided
the necessary fiscal space to undertake stimulus measures to limit the negative effects of the pan-
demic spread. At the same time, a sustainable trend of maintaining budget deficits was formed in
the period after 2020 in Bulgaria, reflecting both a prolonged period of political instability and eas-
ing of fiscal policy as well as the impact of other factors such as the military conflict in Ukraine that
started in 2022. The aim of this study is to analyse in greater depth Bulgaria’s fiscal stance in the
period after 2020, comparing it with the cyclical position of the economy over the same period, as
well as examining the synchronisation of the ongoing fiscal policy with the monetary and macropru-
dential policy measures of the Bulgarian National Bank (BNB) and the outlook for the sustainability
of public finances.

The budget balance reacts automatically to the dynamics of economic activity, mainly through the
change in tax and social security revenues and unemployment benefits, which contribute to smooth
the economic cycle regardless of the discretionary measures of the fiscal policy. The impact of
automatic stabilisers on the budget balance is usually measured by its cyclical component, which,
in turn, depends on estimates of the cyclical position of the economy and the elasticity of the
budget balance as a percentage of GDP to the change in the cyclical position of the economy.

At the same time, the budget balance reflects also governments’ discretionary decisions on the
expenditure and revenue side of the budget, as well as non-cyclical factors beyond the control of
governments. There is no uniform definition or a uniform approach in the economic literature to esti-
mate a country’s fiscal stance. Different approaches are used to capture the aggregate impact of
discretionary fiscal measures on the budget balance through certain indicators.

Approaches for the assessment of the fiscal stance
Approaches for the assessment of the fiscal stance can be broadly divided into three groups.

The first (referred to as ‘top-down’) approach uses the cyclically adjusted (or structural’) budget
balance, i.e. the budget balance, that would be realized if the level of economic activity was
consistent with the potential level of output in a country. Interest expenditure is deducted from

the cyclically adjusted (structural) balance?, as interest expenditure is assumed to be outside the
direct control of governments, at least in the short run. When viewed in terms of its level, the cycli-
cally adjusted primary (respectively structural primary) balance can be considered an appropriate
indicator of the underlying fiscal position of the country, as it provides an indication of the level of
fiscal support to economic activity provided by governments in addition to automatic stabilisers. In
turn, the change in this balance compared to the previous year may be seen as a more appropri-
ate indicator regarding the amount of the additional impulse (stimulus) by which fiscal policy con-
tributes to the economic activity in a particular year, as presented by the growth rate of real GDP.

" The structural budget balance is the cyclically adjusted balance calculated on the basis of cyclically adjusted revenue
and expenditure items, net of one-off or temporary fiscal measures.

2The cyclically adjusted (structural) budget balance, which excludes interest expenditure, is the so-called cyclically
adjusted primary balance (structural primary balance, respectively).
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The European Central Bank (ECB) uses the annual change in the cyclically adjusted primary bal-
ance® as the main indicator for determining the fiscal policy stance (or direction/course) of the
individual euro area countries. In turn, the European Fiscal Board, which has a mandate to assess
the adequacy of the euro area fiscal stance as a whole, considers the level of the structural pri-
mary balance as an indicator of the degree of support provided by fiscal policy to aggregate
demand in the economy, and this support is defined as expansionary or restrictive. The European
Fiscal Board measures the fiscal impulse through the annual change in the structural primary bal-
ance and identifies it as expansionary or restrictive accordingly.

The main constraints in using a top-down approach to measuring the fiscal stance are related to
the uncertainty regarding both the assessment of output gap and estimates of the elasticity of indi-
vidual budget revenues and expenditures to the change in the cyclical position of the economy4.
In addition, this approach does not provide information on individual discretionary fiscal measures
on the revenue and expenditure side of the budget, but for the purpose of determining the impact
of fiscal policy on economic activity, these measures play an important role as a number of empiri-
cal studies point to significant differences in the size of fiscal multipliers® in individual tax and
expenditure budget measures.

The second (referred to as ‘bottom-up’) approach defines active fiscal policy by estimating the
amount of fiscal measures on the revenue and expenditure side of the budget. A limitation to the
practical application of this approach is often the lack of sufficient and detailed information to
allow measuring the exact amount of budgetary effect of government discretionary measures both
ex ante and ex post. Another limitation of this approach is that it does not sufficiently take into
account the impact on the current fiscal stance of discretionary measures that have entered into
force in previous years.

The third approach to assessing the fiscal stance is based on a combination of elements from the
above two approaches and can be defined as mixed. Building on the reformed fiscal framework
of the European Union (EU), which has been in place since the end of April 2024° the European
Commission (EC) is currently applying a similar mixed approach to assessing the fiscal stance of
EU Member States’. Under this approach, the European Commission measures the fiscal stance as
the increase in net budget expenditures relative to medium-term potential output growth. The net
expenditure indicator covers budget expenditures that are generally under governments’ control.
This expenditure excludes interest expenditure, the cyclical component of unemployment benefits
expenditure, as well as one-off and temporary budget expenditures. The amount of discretionary
measures on the revenue side of the budget (net of revenue measures of a one-off and temporary
nature) is also excluded from the net budget expenditures. The European Commission determines
a country’s fiscal stance as contractionary if the indicator so calculated grows at a lower rate than
nominal medium-term potential GDP growth, and as expansionary if the net expenditure growth
rate is higher than that of medium-term potential output.

% The amount of fiscal measures to support the financial sector is deducted from the cyclically adjusted primary balance. In
addition, as of 2021, it is also net of revenue from grants under the Next Generation EU (NextGenerationEU) instrument, as
this revenue does not have an impact on economic activity because it does not have a direct impact on demand.

* A detailed analysis of the main weaknesses in the use of the cyclically adjusted balance to assess the fiscal stance

is provided in the article: Braz, C. and M. M. Campos (2021). Challenges in Measuring Fiscal Effects. Bank of Portugal
Working Paper 2021-08.

5 For more information on fiscal multipliers in Bulgaria, see: Karagyozova-Markova, K., Deyanov, G. and lliev, V. (2013).
Fiscal Policy and Economic Growth in Bulgaria. BNB Discussion Papers, 90/2013.

° The 2024 EU Revised Fiscal Framework is presented in detail in the Research topic European Union’s Revised Economic
Governance Framework and Its Potential Implications for Bulgaria’s Fiscal Policy BNB, Economic Review, issue 3/2024.

" For more detailed information on the Commission’s approach to assessing the fiscal stance of EU Member States, see:

Cepparulo, A. et al. (2024) An Assessment of the Euro Area Fiscal Stance since the Pandemic. European Economy Eco-
nomic Brief 080/July 2024.
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Assessment of Bulgaria’s fiscal stance

Taking into account the information available, in this research topic the fiscal stance of Bulgaria is
estimated only by applying a close to a ‘top-down’ approach. It is based on the methodology cur-
rently applied within the European System of Central Banks.?

The method for determining the fiscal stance uses the cyclically adjusted balance as the main
indicator, which is calculated as follows:

B
CABt=7t—sB>< G, .
t

where CAB, is the cyclically adjusted balance as a percentage of nominal potential GDP; B, is the
budget balance in level; Y, is the nominal GDP in level; £” is the semi-elasticity of the budget bal-
ance as a percentage of GDP relative to the cyclical position of the economyg, this semi-elasticity
being considered a constant parameter; G, is the output gap (the difference between the level of
economic activity in a given year and the potential level of output in that year, measured as a per-
centage of potential output).

The semi-elasticity of the budget balance is the difference between the semi-elasticities of total
budget revenues (£°) and total budget expenditures (£F), and these semi-elasticities are the sum of
the contributions of revenue and expenditure items (designated by indexes "and /) to the respec-
tive semi-elasticity, as shown in the following equation:

=gl —efF=%,ef -3¢

At the same time, the elasticities of individual revenue and expenditure items to the output gap are
defined as the product of two elasticities (elasticity of a fiscal variable to the corresponding macro-
economic base and elasticity of each individual macroeconomic base to the change in the cyclical
position of the economy).

The estimate of the semi-elasticity of Bulgaria’s budget balance (as a percentage of GDP) rela-
tive to the output gap used in the current calculations is 0.31. This means that a 1 percentage
point increase (decrease) in the output gap is reflected in an improvement (deterioration) in the
budget balance of 0.31 percentage points of GDP. The semi-elasticity of total budget revenues is
estimated at -0.08 and the semi-elasticity of total budget expenditures is estimated at -0.39. The
semi-elasticity of total revenue close to zero indicates that the dynamics of budget revenues (as
percentage of GDP) reflects the impact of the business cycle, and, as a result, the total revenue-
to-GDP ratio remains broadly unchanged when moving through the phases of expansion and con-
traction of the economic Cyclem. At the same time, the dynamics of most budget expenditures is
assumed not to depend on the business cycle historically, which means that the total expenditure-
to-GDP ratio is largely influenced by the denominator (GDP), while the impact of the numerator
(expenditure) is very limited."" As a result, the semi-elasticity of budget expenditures is relatively

®The methodology is presented in detail in Braz, C., M. M. Campos and S. Sazedj (2019). The New ESCB Methodology for
the Calculation of Cyclically adjusted Budget Balances: An Application to the Portuguese Case. Bank of Portugal Working
Paper 2019-07, as well as Morris, R. and L. Reiss (2020). A decomposition of Structural Revenue Developments for Euro
Area Member States. ECB Working Paper Series No 2455. August 2020.

°The semi-elasticity captures the impact of the business cycle on both the numerator (budget balance) and the
denominator (GDP) of the budget balance-to-GDP ratio.

1% Non-tax revenues are characterised by relatively low cyclicality and their contribution to the semi-elasticity of total revenue
is slightly negative.

In times of economic contractions, the total expenditure-to-GDP ratio can be expected to increase and, in the expansion
phase of the business cycle, it can be expected to decline.
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higher in absolute terms than that of total budget revenues. The estimated semi-elasticity of the
budget balance used currently is very close to the assessment in the European Commission’s 2019
publication, according to which the semi-elasticity of Bulgaria’s budget balance amounts to 0.298."

From the cyclically adjusted budget balance thus obtained, interest expenditure has been addition-
ally deducted. In addition, one-off and other temporary fiscal measures, driven by factors beyond
the control of the government, which have a significant but short-term effect on the budget bal-
ance are also netted-out'. As a result of these adjustments to the cyclically adjusted balance,
estimates of the structural primary balance are obtained.

Analysis of Bulgaria’s fiscal stance after 2020 in the context of the cyclical position of the economy and the
BNB monetary and macroprudential policy over the same period. Risks to the sustainability of public finances

The structural primary balance is the main indicator used to analyse Bulgaria’s fiscal position over
the period since 2020 as presented below. The fiscal stance is assessed using annual data from
non-financial accounts of the general government sector published by the National Statistical Insti-
tute as of 22 April 2025 and BNB estimates of potential GDP prepared as part of the BNB macro-
economic forecast from June 2025." The analysis covers the period 2007-2024.

Chart 1: Structural Primary Budget Balance and Cyclical Position of the Economy
(per cent of potential GDP)
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Source: NSI and own calculations.
When considering the level of the structural primary budget balance and the cyclical position of

the economy, the estimates for the 2007-2019 period generally point that the ongoing fiscal policy
has been counter-cyclical, and this continued in 2020 with the fiscal measures taken to cushion

12 European Commission’s assessment of Bulgaria’s budget balance semi-elasticity is published in Table 1.3. In Mourre,

G., A. Poissonnier and M. Lausegger (2019). The Semi-Elasticities Underlying the Cyclically-Adjusted Budget Balance: An
Update and Further Analysis. European Economy Discussion Paper 098/May 2019.

B n this analysis, such one-off and other temporary fiscal measures have no significant impact on Bulgaria’s structural
budget balance estimates for most of the period under review, which covers 2007-2024. In particular, their impact is limited
to only two years (2007 and 2014). When determining one-off and other temporary fiscal measures the definition used by
the European System of Central Banks is followed.

" The BNB macroeconomic forecast from June 2025 is published on the BNB website. The estimate of potential GDP is
derived from a multivariate model with unobserved components presented in the research topic on Methods for Estimating
the Cyclical Position of the Economy, BNB, Economic Review, issue 1/2019.
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the economic and health impact of the COVID-19 pandemic. Concurrently, in 2021-2024 amid
upward dynamics of the business cycle, which signals overheating economic activity in Bulgaria,
there has been a reversal of the counter-cyclical fiscal policy pursued until then and a shift to a
pro-cyclical policy as a result of sustained structural primary budget deficits. As regards the fiscal
impulse which in this study is measured by the annual change in the structural primary budget
balance, a pro-cyclical and accommodative fiscal stance is estimated for 2021 and 2024, while in
2022-2023, the fiscal impulse is identified as counter-cyclical and restrictive.

Chart 2: Annual Change in the Structural Primary Budget Balance and Cyclical Position of the Economy
(per cent in potential GDP)
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Estimates of the cyclical position of the economy are related to uncertainty in their preparation in
real time and are also subject to revisions in view of regular revisions to GDP data and, in the
period from 2020, additional uncertainty in the estimates is also added by determining the impact
of the shock caused by the spread of the COVID-19 pandemic on the level of potential output. As
mentioned above, uncertainties in the assessment of structural developments in terms of govern-
ment revenue and expenditure are also caused by the use of the semi-elasticities regarding the
cyclical position of the economy. In particular, uncertainty in estimates of semi-elasticities stems
from the fact that they are calculated over a specific historical period, while in a particular year
the cyclical component of individual revenue and expenditure items could deviate from historical
dependencies. This would distort the assessment of the cyclical component of the budget balance
and, consequently, the estimated structural developments in its dynamics.

Notwithstanding these limitations, the estimates presented indicate that in 2021-2024, a clear
downward trend in Bulgaria‘s fiscal stance was observed as a result of the sustained struc-

tural primary deficits, as well as a tendency of continuous pro-cyclical fiscal policy. In addition,
taking into account the general government deficit forecast for 2025 (-2.9 per cent of GDP) and
interest expenditure forecast (0.8 per cent of GDP) from the Updated Medium-term Budget Fore-
cast for the 2025-2028 Period of the Ministry of Finance of 24 February 2025, as well as the BNB
estimate for a persistent positive output gap, a continued pro-cyclical and expansionary fiscal
policy in 2025 can be inferred from a continued negative structural primary budget balance. This
conclusion is also supported by the EC forecast, which, based on the indicator for the growth of
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net budget expenditure relative to medium-term potential GDP growth, also determines Bulgaria’s
fiscal position as expansionary in 2025.%

To determine the macroeconomic effects from the implemented expansionary fiscal policy, the
factors that contributed to the deterioration in Bulgaria’s budgetary position, as measured by the
structural primary budget balance, are analysed in more detail from 2020-onwards, with develop-
ments in government expenditure and government revenues assessed separately.

Over the 2020-2024 period, on average, the structural primary budget balance was negative, with
a deficit of -2.9 per cent of potential GDP, while for the historical period from 2007 to 2019, the
average balance was positive at 0.6 per cent of potential GDP. The deterioration of the budgetary
position between the two periods is determined by an increase in primary budget expenditure by
4.7 percentage points, while the increase in total revenue, measured in structural terms, estimated
at 1.2 percentage points, only partially limits the structural deficit.

The increase in primary budget expenditures as a percentage of potential GDP since 2020 com-
pared to the previous period considered was mainly driven by subsidy expenditure, expenditure on
compensation of employees in the public sector and pensions expenditure (pensions expenditure
accounts for the largest share of social transfers excluding social transfers in kind). The increase
in subsidy expenditure mainly reflects the impact of the measures taken to support business and
preserve employment to limit the negative consequences of the COVID-19 pandemic (such as the
so-called 60/40 programme, which ran until mid-2022), as well as programme measures to com-
pensate industrial end-users for high electricity prices following the start of the war in Ukraine,
which continues in a modified version in 2025, notwithstanding a substantial decrease in the price
of electricity. Expenditure on compensation of employees and pension expenditure, which account
for about half of the primary expenditure and are entirely expenditure of a permanent nature, also
contribute significantly to the upward dynamics of government expenditure relative to potential GDP
dynamics and are important factors for the structural deterioration of Bulgaria’s budgetary position
over the last few years. These two expenditure items also recorded the most significant increase
when comparing their levels to potential GDP in 2024 and 2019. At the same time, expenditure on
fixed capital investment of the general government sector, which is a prerequisite for raising the
long-term growth potential of the economy, declined both in the period 2020-2024 compared to
2007-2019, and in 2024 compared to 2019.

Over the past few years, dynamics of the compensation of employees expenditure reflected
remuneration policies in individual areas of the public sector, the effects of the increase in mini-
mum wage (including linking it to the average wage in the economy since 2024), as well as the
pronounced upward trend in public sector employees, which contributed to a further tightening

in labour market conditions in Bulgariam. In addition, since 2017, a policy has been implemented
to increase the remuneration of teaching staff — initially with the aim of doubling their salaries by
2021, and from 2022 — with the aim of achieving an average salary for teaching staff of no less
than 125 per cent of the national average wage for the previous year. Automatic wage-setting
mechanisms for the lowest jobs in the defence and security sector also entered into force from the
beginning of 2025, linking them to the average wage in the economy for the second quarter of the
previous year.

® For further details, see European Commission, European Economic Forecast, Spring 2025. Institutional Paper 318/May
2025.

'® National accounts data show that the number of employed persons in the general government, education, human health
and social work activities sector, which provides an indication of those employed in the general government sector, posted
an increase of 12.4 per cent in 2024, compared to 2019. In the first half of 2025, the number of persons employed in

this sector continues to rise (by 3.4 per cent year-on-year). Concurrently, the number of persons employed in the general
government, education, human health and social work activities sector decreased by 8.9 per cent in 2019, compared to
2007.
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The increase in pension expenditure is due to two main factors, which include annual indexation
under the so-called Swiss rule and the effect of the pension supplement initially introduced as a
temporary COVID-19 pension supplement for all pensioners, which in 2022 was transformed into a
permanent measure by adding it to the basic amount of pensions.

Cyclically adjusted budget revenues, measured as a percentage of potential GDP, posted a rela-
tively limited increase over the 2020-2024 period, compared with the average ratio for 2007-2019,
mainly driven by social insurance contributions and direct tax revenues of firms and households.
Non-tax revenue as a percentage of potential GDP posted a decline over the review period, limit-
ing the upward dynamics of the total revenue, while VAT revenue maintained its ratio to potential
GDP. It should be noted that several discretionary measures undertaken on the revenue side after
2020 have had some limiting effect on tax revenue dynamics. These measures include the initially
introduced as a temporary but subsequently transformed into a permanent measure related to the
increased amount of tax relief for families with children (which is not targeted) as well as the tem-
porarily reduced VAT rates on certain goods and services, some of which were reinstated to the
standard level in 2024, while another part was reinstated only since the beginning of 2025.

Chart 3: Cyclically Adjusted Primary Budget Expenditures
(per cent of potential GDP)
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The expansionary fiscal policy pursued over the past few years, which has supported domestic
demand and exerted inflationary pressure by strengthening the wage-price link, has not been syn-
chronised with the BNB consistent counter-cyclical policy implemented through both macroprudential
instruments and limited monetary policy instruments. Over most of the period from the end-2021 to
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mid-2025 macroeconomic developments in Bulgaria are characterised by sustained high core
inflation, a trend towards significant tightening of labour market conditions, strong wage growth

(in both private and public sectors), strong private consumption and household credit growth,

and accelerated house price growth. In this context of macroeconomic developments and taking
into account estimates of an upward phase of the business and financial cycle, the BNB succes-
sively raised the countercyclical capital buffer rate from 0.5 per cent to 2.0 per cent, the minimum
reserve requirements from 10 per cent to 12 per cent, and introduced additional requirements for
credit standard indicators on extending and renegotiating loans secured by residential real estate.
Concurrently, the stimulative fiscal policy implemented during this period reduced the effectiveness
of the BNB counter-cyclical measures.

Chart 4: Cyclically Adjusted Budget Revenues
(per cent of potential GDP)
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The new fiscal framework in the EU, which is less restrictive in respect of fiscal rules to countries
with low public indebtedness as Bulgaria, does not have a restrictive effect on the budget deficit,
but only limits it 3% of GDP'". However, the protracted pro-cyclical and expansionary fiscal policy
would have a negative impact on economic growth in Bulgaria. Various empirical studies suggest
that the increased cyclicality of public spending increases the volatility of economic growth and

7 See footnote 6.
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also enhances economic uncertainty.18 Similar developments would be a potential precondition for
generating macroeconomic imbalances and worsening financial stability in Bulgaria.

In addition to potential risks to economic and financial stability, the structural deterioration of the
fiscal stance also poses risks to the sustainability of public finances. Risks to fiscal sustainability
stem mainly from strong growth in current non-interest budget expenditure, which is hardly revers-
ible in nature, the expanding application of automatic mechanisms for indexation of budget expend-
iture, creating significant short- and medium-term pressure on the expenditure side of the budget,
and the prospects for a rapid increase in public debt, irrespective of its current low level. A pro-
tracted and/or rapid increase in public debt would increase interest expenditure and pose a risk
to fiscal sustainability with potentially negative effects on economic activity, particularly in a context
of heightened uncertainty about developments in the global economic environment. Similar upward
debt dynamics would limit the the available fiscal space to increase investment in fixed capital,

to meet NATO commitments for higher defence and security spending, and to address external
shocks and future structural budgetary risks, including risks related to population ageing.

To mitigate potential macroeconomic risks and the risks to the sustainability of public finances aris-
ing from Bulgaria‘s deteriorated fiscal position, fiscal consolidation measures are to be taken, but
they should not have a negative effect on economic growth. Concurrently, given the only mildly
restrictive nature of the new European fiscal rules for low-debt countries and to preserve Bulgaria’s
fiscal sustainability, it is essential for the national fiscal rules to remain sufficiently conservative.

Conclusion

The analysis shows that in the 2020-2024 period a clear trend toward deterioration of the country‘s
fiscal stance is observed, driven mainly by the significant increase in compensation of employees
and pension expenditure. This expenditure accounts for a significant portion of current budget
spending and will continue to put pressure on the expenditure side of the budget due to the
expanding application of automatic mechanisms for budget expenditure indexation. Estimates of the
fiscal stance also suggest an implementation of a procyclical fiscal policy since 2021, which has
boosted domestic demand and created additional inflationary pressure in the context of an upward
phase of the business and financial cycle in the economy. The procyclical fiscal policy poses not
only potential risks for higher volatility in macroeconomic activity, but also risks for the sustainability
of public finances. To mitigate these risks, it is essential to implement fiscal consolidation measures
which contribute to the improvement of Bulgaria‘s fiscal stance but at the same time they should
not adversely affect economic growth. Concurrently, taking into account the only mildly restrictive
nature of the new European fiscal rules for low-debt countries and to preserve Bulgaria’s fiscal sus-
tainability, it is essential for the national fiscal rules to remain sufficiently conservative.

'® See Chrysanthakopoulos, C. et al. (2025) Government Spending cyclicality, Economic Stability and Uncertainty. Economic
Systems. Economic Systems (May 2025); Fatas, A. and |. Mihov (2003). The Case for Restricting Fiscal Policy Discretion. The
Quarterly Journal of Economics 118(4). 1419-1447.
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