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S UMMARY

In the fourth quarter of 2022, the downward trend in global economic indicators continued, pointing

to a quarter-on-quarter decline in global economic activity. The deceleration of economic activity was
driven by high inflation, deteriorating financing conditions resulting from the monetary policy tightening
by major central banks, and the continued stringent anti-epidemic measures in China over the review
period. The deterioration in global economic activity and unusually high temperatures for the season

in Europe led to a decline in demand and to a slowdown in annual growth of crude oil and natural
gas prices accordingly, which was a factor behind the halt in the upward trend in global inflation at
the end of 2022. The Federal Reserve and the ECB continued to tighten their monetary policies but
lowered the pace of increase in key interest rates in the US and the euro area, respectively. Between
December 2022 and early February 2023, the Federal Reserve raised its key interest rates by a total
of 75 basis points and the ECB by a total of 100 basis points, with the federal funds rate reaching
4.50-4.75 per cent and the ECB interest rates on the main refinancing operations (MROs), the marginal
lending facility (MLF) and the deposit facility (DF) coming to 3.00 per cent, 3.25 per cent and 2.50 per
cent, respectively. The Federal Reserve continued to reduce its balance sheet size, limiting the reinvest-
ment of proceeds from maturing Treasury securities in its portfolio, and in December 2022, the ECB
also announced a plan to reduce its balance sheet by limiting reinvestments from March 2023. The two
central banks continued to signal that the interest rate hiking cycle is likely to continue in 2023. These
developments in the external environment imply favourable price terms of trade for Bulgaria in the
fourth quarter of 2022, as well as weakening in external demand for Bulgarian goods and services and
a deterioration of financing conditions in the fourth quarter of 2022 and in the first quarter of 2023.

In the January-November 2022 period Bulgaria was a net creditor to the rest of the world, with the
financial account reporting a surplus of EUR 2.1 billion. The positive financial account balance was
formed as a result of a higher accumulation of Bulgarian residents’ foreign assets compared to that of
liabilities to non-residents. At the same time, balance of payments current and capital account balance
was positive at EUR 326.9 million, from EUR 722 million for January-November 2021. The decrease in
the surplus was due to the capital account deficit, while the current account surplus increased over the
review period. Reflecting these circumstances, in January—-November 2022 Bulgaria’s gross international
reserves in the balance of payments increased by EUR 1.2 billion.

In 2022, an upward trend in the annual growth of non-government sector’s deposits was observed,
driven by deposits of non-financial corporations. The increase in nominal gross operating surplus in
industry, reflecting a significant rise in energy resource prices and enhanced nominal volumes in the
trade sector contributed to the strong growth of corporate deposits. An additional factor for the growth
of deposits over the year was the continued weak investment activity of firms. Since the beginning of
the third quarter, the downward trend in the annual growth rate of household deposits has been halted,
possibly reflecting the removal by major commercial banks of the fee for cash availability above a cer-
tain amount and the gradual rise in deposit interest rates.

In 2022 growth rates of loans to the non-governmental sector remained high in the context of strongly
negative levels of real interest rates, a significant volume of attracted funds and high liquidity in the
banking system. Demand for corporate loans was mainly aimed at providing financial resources for
working capital and inventories in the context of significant price rises in commodities and raw mate-
rials, bottlenecks in supply chains and an increased uncertainty in the economic environment. The
reported decline in inventories in the economy after the high levels reached in the first half of the year,
the tightening of bank credit standards, as well as the gradual increase in interest rates on new loans,
that started at the end of the third quarter and continued in the fourth quarter of 2022 as a result of
monetary policy tightening in the euro area contributed to a slight moderation in the corporate loan
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growth over the last months of the year. Historically low interest rates and inflation acceleration stimu-
lated demand for consumer and housing loans, with growth in housing loans remaining high throughout
the year and that in consumer loans slowing down slightly at the end of 2022.

In the third quarter of 2022, economic activity in Bulgaria increased by 0.6 per cent quarter on quarter,
according to seasonally adjusted data, but on an annual basis real GDP growth slowed down further
to 2.9 per cent (compared to 3.9 per cent in the previous quarter). By final consumption expenditure
component, the slowdown in economic activity was driven by the reported decline of inventories in the
economy, which was partly offset by the accelerated growth in domestic demand and the positive con-
tribution of net exports. Economic activity growth on an annual basis was recorded in industry (exclud-
ing construction) and services. Employment rose by 1.2 per cent year on year, mainly driven by the
increased number of employed persons in the services sector. Compensation per employee continued
to rise at high growth rates on an annual basis, supported by both higher inflation expectations in Bul-
garia and increased demand for labour amid growing economic activity and rising labour shortages.

Economic indicators in the fourth quarter of 2022 suggest that the growth rate of economic activity on
a quarterly basis will be similar to that recorded in the third quarter. In the first half of 2023, economic
activity is expected to weaken, which will reflect a projected decline of inventories in the economy and
expected lower exports of goods as a consequence of the deteriorating global economic situation and
factors specific to Bulgaria.

In the fourth quarter, annual inflation slowed somewhat, standing at 14.3 per cent in December 2022.
These developments mainly reflected emerging direct effects of the significant deceleration in annual

oil and gas price increases in international markets recorded at the end of 2022. Food inflation reached
a high level in the fourth quarter of 2022 and continued to have the largest contribution to the headline
inflation. At the same time, inflation in services accelerated further at the end of 2022. These develop-
ments indicate that inflationary pressures in the economy remained strong at the end of 2022, despite
the weakening of the pro-inflationary effect of the external environment in terms of energy sources. Fac-
tors related to the internal macroeconomic environment that contributed to the formation of high inflation
throughout 2022 were the growth in unit labour costs and the increase in household final consumption
expenditure.
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1. EXTEM\IAL ENVIRONMENT

1.1. Current Business Situation

Global Environment

In the third quarter of 2022, global GDP growth
accelerated to 0.9 per cent on a quarterly basis,
from 0.0 per cent in the second quarter. At

the same time, the downward dynamics of the
global PMI points to a decline in global eco-
nomic activity in the last quarter of 2022 and
the beginning of 2023. Both manufacturing and
services PMIs recorded a contraction in eco-
nomic activity. A decrease in new orders, lower
expectations of future production and activity, as
well as a fall in employment were observed in
both sectors. The trend towards normalisation of
supply chains was maintained in the last quar-
ter of 2022 and in January 2023. Indications of
deteriorating economic activity were observed for
both developed and developing market econo-
mies. The downward trend in global economic
activity was driven by the tightening of major
central banks’ monetary policies, which resulted
in worsening of financing conditions.

Growth rates in the volumes of global industrial
production and world trade slowed in October
2022. In November, world trade declined year
on year, reflecting the decrease in China’s trade,
and, to a lesser extent, the fall in trade in devel-
oped market economies.

In the fourth quarter of 2022, global inflation
remained close to the high level of the previous
quarter, coming to 9.2 per cent on an annual
basis in December. The stabilisation of global
inflation is likely due to a slowdown in the
annual rate of increase in oil and gas prices, the
effect of the high base as of the end of 2021,
and the effects of monetary policy tightening by
major central banks.

Manufacturing and Services PMIs and Change
in World Real GDP

(per cent)

v

45 | -1

40

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 éozg
—— PMI of manufacturing (left scale)

PMI of services (left scale)
—— Real GDP rate of change on a quarterly basis (right scale)

Sources: JP Morgan, World Bank.

World Trade in Goods

(annual rate of volume change and contribution by region,
per cent, percentage points)

20 20
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Euro area

Other developed economies
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Source: CPB Netherlands Bureau for Economic Policy Analysis.
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International Commodity Prices

In the fourth quarter of 2022, the Brent oil price
fell on a quarterly basis to USD 88.4 per bar-
rel (EUR 86.8 per barrel) on average over the
period. Qil prices continued to rise in both dol-
lars’ (by 11.0 per cent) and euro (by 24.9 per
cent) year on year, but their growth rates slowed
down. Natural gas prices also declined on a
quarterly basis, and on an annual basis growth
rates decelerated significantly, with the trend
most pronounced in the European market.?

Factors for the quarter-on-quarter decline in oil
prices in the fourth quarter of 2022 included
market participants’ concerns about a slowdown
in global economic growth, limited fuel consump-
tion in China due to stringent anti-epidemic
measures in place in the country, as well as
indications of increased oil exports from Russia
before the entry into force on 5 December 2022
of restrictions imposed by EU Member States on
imports of petroleum products from the country
and a ban on insurance and shipping of Russian
oil at a price above the price oap3 introduced
by G7. At the same time, OPEC+ measures

to reduce supply* and relatively sustainable
demand for oil globally were factors that limited
further declines in oil prices.

Weaker demand was a major driver for the
decrease in the price of natural gas on a
quarterly basis in the fourth quarter of 2022.
Commodity prices in Europe fell due to unusu-
ally high temperatures for the season, reducing
demand for domestic heating and helping to

fill the EU’s natural gas storage facilities. The
increased imports of liquefied natural gas (LNG)
over the quarter, partly owing to the recovery

! Hereinafter referred to as the US dollar.

2In the European market, the average price of natural gas
in euro decreased in the fourth quarter of 2022 by 39.3 per
cent compared to the third quarter, while on an annual

basis it rose by 28.6 per cent (with an annual growth rate of
316.0 per cent in the third quarter).

*The price cap prohibits EU and G7 companies from provid-
ing insurance or financing of trade in seaborne crude oil
from Russia by sea after 5 December 2022, unless the ail

is purchased at a price below 60 dollars per barrel, which
could be revised in the future.

“0n 5 October 2022, OPEC+ countries agreed to cut
total daily production by 2 million barrels compared to
August 2022, effective from November 2022.

Inflation Measured through CPI

(per cent, on an annual basis; seasonally adjusted data)
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Source: World Bank.

Prices and Futures of Brent Crude Oil
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of US supplies, contributed to the filling of gas
storage facilities and price declines.’

In the fourth quarter of 2022, the average metal
price index declined by 15.0 per cent in US
dollars on an annual basis (-4.7 per cent in
euro). The index drop reflected market partici-
pants’ concerns about deteriorating global situ-
ation in the manufacturing sector. Tin and iron
scrap made the largest negative contribution to
the annual change in the metals index, with a
decrease also observed in copper price, which
is essential for Bulgarian exports.

From October to December 2022, the food

price index measured in dollars recorded annual
growth of 2.0 per cent (a 14.4 per cent increase
in euro), with growth rates slowing significantly
from the previous quarter. The price of wheat,
which is essential for Bulgarian food exports,
remained broadly unchanged over the quarter,
with the increased supply of the new harvest

in the southern hemisphere offsetting to some
extent limited yields and exports from Ukraine.

The United States

In the fourth quarter of 2022, US real GDP grew
by 0.7 per cent quarter on quarter (compared
to growth of 0.8 per cent in the third quarter),
with private consumption and changes in inven-
tories making the largest contribution to the
growth. Overall for 2022, US GDP growth slowed
to 2.1 per cent in real terms (compared with

5.9 per cent in 2021), with private consumption
(an increase of 1.9 percentage points) and stock
changes (an increase of 0.7 percentage points)
contributing most positively to the growth. The
slowdown in annual US economic activity growth
in 2022 reflected mainly the exhausted effect of
fiscal stimuli adopted in 2021 and the tighten-
ing of the Federal Reserve’s monetary policy.
Data on leading economic indicators available
as of end-January 2023 indicate that US real
GDP growth will slow down in the first quarter
of 2028.

5 According to Gas Infrastructure Europe, gas stocks in EU
gas storage facilities reached a filling level of 91.1 per cent,
compared with an average level of 83.2 per cent in the
fourth quarter for the previous five years.

Food Price Indices
(per cent; percentage points)
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Over the last three months of 2022, US labour
market conditions did not change significantly,
remaining favourable. The number of employees
in the non-agricultural sector went up by a total
of 742 thousand (compared to an increase of
around 1.1 million in the third quarter of 2022)
over the review period, while annual wage
growth in the private sector stood at 5.1 per
cent (5.2 per cent in the third quarter), remain-
ing at historically high levels. The unemployment
rate persisted at a historically low level, as the
average value of the indicator of 3.6 per cent
did not change from the previous quarter.

In the fourth quarter of 2022, annual consumer
price inflation continued to decelerate from

its peak of the year reached in June, remain-
ing, however, well above the 2 per cent target
level set by the US Federal Reserve System. In
December 2022, the annual rate of change of
the price index of personal consumption expend-
iture (PCE) also dropped, to 5.0 per cent, from
6.2 per cent on average in the third quarter. The
decline in inflation was primarily driven by the
fall in transport fuel prices. The annual growth
rate of the core PCE price index (excluding food
and energy products) decelerated to 4.4 per
cent in December (compared to 4.9 per cent on
average in the third quarter), with the slowdown
mainly reflecting lower prices of used cars.

During the period from December 2022 to early
February 2023, the Federal Open Market Com-
mittee (FOMC, the Committee) continued the
monetary tightening process and the implemen-
tation of the programme to reduce the Federal
Reserve’s balance sheet. At the two meetings
held during this period, the FOMC raised the
federal funds rate corridor by a total of 75 basis
points to a range of 4.50-4.75 per cent, with an
increase of 50 basis points in December 2022
and 25 basis points in early February 2023. At
the February meeting, the Committee signalled
that further monetary policy tightening was
required to bring inflation down to the central
bank’s target.

In December 2022, the median of FOMC mem-
bers’ individual forecasts about the federal funds
rate showed expectations of increasing by a
total of 75 basis points in 2023, corresponding
to a corridor of 5.00-5.25 per cent of the federal
funds rate.

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

China’s quarterly real GDP growth moderated to
0.0 per cent in the fourth quarter of 2022, from
3.9 per cent in the third quarter. Growth slow-
down was driven by the stringent anti-epidemic
measures in place in the country due to a new
wave of COVID-19 spread, which had a negative
impact, notably on economic activity in the ser-
vices sector. In January 2023, following the lifting
of most of the anti-epidemic measures, signs of
increased economic activity in the country were
observed, with PMI indices in both manufactur-
ing and services sectors rising above the neutral
limit of 50 points.

In the fourth quarter, annual inflation in China
slowed, standing at 1.8 per cent in December
(compared to 2.8 per cent in September 2022).
Inflation developments were mainly driven by

the slower rate of food price rises. Core inflation
accelerated slightly, reaching 0.7 per cent year
on year in December (0.6 per cent in September
2022).

Between October and December 2022, the
People’s Bank of China cut the rate of minimum
required reserves of large and medium-sized
banks by 25 basis points to 11.0 per cent and
9.0 per cent, respectively, thus providing about
500 billion yuan (USD 69.8 billion) of additional
liquidity to banks. The central bank indicated that
the reduction in the reserve requirement ratio was
aimed at maintaining sufficient liquidity in the
banking system and increasing support to the
real economy by encouraging banks to finance
sectors that were heavily affected by the health
crisis related to the ongoing COVID-19 spread.

Euro Area

According to Eurostat preliminary data, euro area
quarterly real GDP growth slowed to 0.1 per cent
in the fourth quarter of 2022, from 0.3 per cent
in the third quarter. In Germany and ltaly, which
are Bulgaria’s major trading partners in the EU,
real GDP fell from the previous quarter by 0.2
per cent and 0.1 per cent, respectively. Overall
for 2022, euro area GDP increased by 3.5 per
cent in real terms, from 5.3 per cent in 2021.

Data available as of end-January 2023 on eco-
nomic indicators, including services and manu-
facturing PMIs, indicate a slight quarterly decline
in euro area real GDP in the first quarter of 2023.

China’s Manufacturing and Services PMIs and
Change in China’s Real GDP
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Labour market conditions in the euro area
remained favourable. The unemployment rate fell
slightly to 6.6 per cent in the fourth quarter of
2022, from 6.7 per cent in the previous quarter,
while the employment growth remained relatively

high in the third quarter, despite some moderation.

Between November 2022 and January 2023,
euro area annual HICP inflation declined.
According to preliminary data, inflation reached
8.5 per cent year on year in January 2023, from
10.6 per cent in October 2022, when the high-
est historical value was recorded. The slowdown
in inflation in the euro area was driven by lower
growth rates of prices of transport fuels, natural
gas and electricity. Annual inflation accelerated
further in the other commodity groups, with
continuing food price rises contributing more
strongly to the headline inflation. Core inflation in
the euro area, excluding food and energy prod-
ucts, also continued to accelerate, to 5.2 per
cent in January 2023, compared to 4.8 per cent
in September 2022.

Due to the high inflation diverging significantly
from the ECB'’s target, the ECB Governing Coun-
cil continued to raise reference interest rates

in the euro area, slowing the pace of increase
from 75 basis points in September and October
2022 to 50 basis points in December 2022 and
February 2023. As of 2 February 2023, the inter-
est rates on the main refinancing operations, the
marginal lending facility and the deposit facility
stood at 3.0 per cent, 3.25 per cent and 2.5

per cent, respectively. In December 2022, the
ECB Governing Council announced that from the
beginning of March 2023, the Asset Purchase
Programme (APP) portfolio would start to decline,
as reinvestment of maturing assets would be lim-
ited by EUR 15 billion monthly on average until
the end of the second quarter of 2023 and its

subsequent pace would be determined over time.

From October 2022 to January 2023, the ECB’s
interest rate rise and market participants’ expec-
tations of their further rise continued to exert
upward pressure on interest rates in the unse-
cured euro area money market and German
government bond yields. In January 2023, the
average value of the €STR, the overnight euro
area’s money market rate, increased to 1.90 per
cent on average compared to 1.20 per cent in
the fourth quarter of 2022. At the end of Janu-
ary, German government bond yields in the two-

Manufacturing and Services PMIs and Change in Euro
Euro Area Real GDP
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year maturity sector increased to 2.65 per cent,
which is 89 basis points above the level at end-
September 2022. Over the same period, yields
rose by 18 basis points to 2.29 per cent in the
ten-year maturity sector. Since the beginning of
2023, German government bond yields have fol-
lowed a downward trend due to data indicating
a slowdown in inflation rates in the euro area,
which gave rise to market participants’ expecta-
tions that the ECB Governing Council would slow
the pace of raising key interest rates in the sec-
ond quarter of 2023.

1.2. Impact on the Bulgarian Economy

The downward trend in economic indicators of
Bulgaria’s main trading partners in the euro area
in the fourth quarter of 2022 and the beginning
of 2023 implies worsening of external demand
for Bulgarian goods and services during this
period. Given the high degree of openness of
the Bulgarian economy and the large share of
exports in GDP, Bulgaria’'s real economic activ-
ity may be expected to reflect significantly the
external demand deterioration.

Developments in commodity prices in international
markets in the fourth quarter of 2022, resulting
mainly in a slowdown in growth or a decline in
prices on an annual basis, were driven, to a
great extent, by lower demand in China, unusu-
ally high temperatures for the season in Europe,
and expectations of an impending deterioration in
global economic activity. The structure of Bulgar-
ia's economy and foreign trade coupled with price
developments in commodity groups in international
markets point to existing favourable terms of trade
for Bulgaria in the second quarter of 2022.°

The increase in key interest rates by the Federal
Reserve System and the ECB until the beginning
of the first quarter of 2023 and signals that the
monetary policy tightening cycle will continue may
result in deterioration in financing conditions for the
Bulgarian government and private sector. According
to the currency board principles, the upward trend
in interbank money market rates in the euro area
can be expected to be quickly transmitted to the
interest rates in Bulgaria, thereby entailing a further
increase in domestic lending and deposit rates in
the first quarter of 2023.

® Favourable terms of trade refer here to a stronger annual
increase in the deflator for goods exports compared to
goods imports.

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 November 2022, Bulgaria's
balance of payments data show that gross inter-
national reserves rose by EUR 1.2 billion. Banks
that increased their foreign assets in foreign
currency and deposits contributed most to this
growth. As of November 2022, the international
reserve coverage of the nominal imports of
goods and services remained at a relatively high
level of 7.5 months (9.8 months in December
2021). The excess of international reserves’ over
Bulgaria’s short-term external debt remained
also high, reaching 4.2 times in November 2022
(5.0 times as of December 2021).

Current Account and Capital Account

Between January and November 2022, the cur-
rent and capital account balance was positive

at EUR 326.9 million, compared to EUR 722
million in the corresponding period of 2021. The
decline in the surplus reflected the recorded
deficit of EUR 129.6 million on the capital
account (compared to a surplus of EUR 588.6
million for the January—November 2021 period)
due to an increase in the funds paid for the pur-
chase of greenhouse gas emission allowances
and a decrease in capital transfers received

by the general government sector in the form

of investment subsidies. Concurrently, the cur-
rent account surplus in the January—November
period increased compared to the corresponding
period of 2021, driven by all items, excluding
the trade balance, the deficit of which rose over
the period.

Trade Balance and Foreign Trade in Goods

Between January and November 2022, the trade
balance deficit widened from the correspond-
ing period of 2021. Based on more detailed

" 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
transactions, valuation adjustments and price revaluation.

Current and Capital Account Flow Dynamics and
Contribution by Components
(per cent of GDP)
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2022.

Sources: BNB, NSI, BNB calculations.
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data available only until September 2022°, it

can be assumed that the increase in the deficit
was largely driven by the stronger year-on-year
growth in real imports of goods (10.4 per cent
growth vis-a-vis January-September 2021) com-
pared to that in exports (7.2 per cent growth
vis-a-vis January-September 2021), while favour-
able conditions of trade for the country partially
limited the increase in the trade deficit. The
upward dynamics of real imports is likely related
to the significant accumulation of inventories in
the economy over the first six months of 2022,
while real growth in exports over the first nine
months of 2022 was mainly driven by the growth
of external demand for Bulgarian goods and
services, despite the adverse effects of the mili-
tary conflict in Ukraine, and to a lesser extent,
by the favourable goods composition of exported
products”®.

By commodity group, foreign trade data show
that exports recorded nominal growth of 40.8
per cent on an annual basis in the period from
January to October 2022. Exports of all com-
modity groups picked up, with mineral products
and fuels'®, followed by machines'' and food'"
making the largest positive contribution over the
period. According to the BNB calculations, both
real volumes and price components contributed
positively to the dynamics of exports of mineral
products and fuels™ in the first nine months

of 2022, while nominal growth of exports of

8 Non-seasonally adjusted national account GDP data.

A favourable goods composition refers to the high share
in total Bulgarian exports of goods whose global demand is
growing at higher rates than those of total global trade over
the review period.

%1n this Chapter, it should read the mineral products and
fuels group under the Combined Nomenclature.

" In this Chapter, it should read the machines, vehicles,
appliances, instruments and weapons group under the Com-
bined Nomenclature.

'2In this Chapter, it should read the animal and vegetable
products, food, drinks and tobacco group under the Com-
bined Nomenclature.

¥ Real volumes of exports of the mineral products and fuels
group have been constructed by using NSI data on export
prices of the mineral fuels, oils and related products group
under the Standard International Trade Classification (SITC)
and Eurostat data on nominal values of exports of this com-
modity group under the SITC available by September 2022.

Exports by Commodity Group under the Combined
Nomenclature, Contribution to the Overall Rate of
Change by Sub-components
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Imports of Commaodity Groups by Use, Contribution to
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machines' and food'® was almost entirely driven
by prices.

Between January and October 2022, nominal
imports of goods registered an increase of 46.0
per cent on an annual basis. By use'®, the
groups of energy resources and raw materi-

als were the key contributors to this dynamics.
According to BNB calculations, the upward
dynamics of imports in both commodity groups
in the first nine months of 2022 was mainly
driven by higher import prices and, to a lesser
extent, by increased real volumes of imports.'’
In the first nine months, the largest contribution
to real growth of imports of goods on an annual
basis was made by the groups of machines and
fuels.

Balance on Trade in Services

The higher surplus on the net services trade
item in the January-November 2022 period com-
pared with the same period of 2021 contributed
most to the increase in the current account sur-
plus. Non-seasonally adjusted national account
data in the first nine months of 2022 indicate
that the improved balance of trade in services

is ascribable to the favourable terms of trade for
the country, while in real terms imports of ser-
vices increased at a higher rate (16.9 per cent)
compared to exports of services (10.5 per cent).
Nominal exports of services rose by 28.6 per
cent on an annual basis between January and
November 2022 driven mainly by the exports of

" Real volumes of exports of the mineral products and fuels
group have been constructed by using NSI data on export
prices of the mineral fuels, oils and related products group
under the SITC and Eurostat data on nominal values of
exports of this commodity group under the SITC available by
September 2022.

'S Real volumes of exports of the animal and vegetable
products, food, drinks and tobacco group have been con-
structed, including the commodity groups under the SITC

of food and live animals, soft and alcohol beverages, and
tobacco, and animal and vegetable fats, oils and waxes. The
analysis employs NSI data on export prices of the relevant
commodity groups and Eurostat data on nominal values of
exports of the commodity groups under the SITC, available
by September 2022.

'® Foreign trade data published by the BNB.

" Real volumes of imports of raw materials have been con-
structed based on commodity groups data under the SITC of
products and manufactured goods classified chiefly by mate-
rials, inedible (crude) materials (excluding fuels), chemicals
and chemical products. Real volumes of imports of energy
resources group have been constructed based on mineral
fuels, oils and related products group under the SITC. The
estimates employ NSI data on import prices of the relevant
commodity groups and Eurostat data on nominal values of
imports of the relevant commodity groups under the SITC,
available by September 2022.
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Annual Change of Exports of Services and
Contributions by Sub-components
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services related to travel, transport and telecom-
munications, computer and information services.
NS| data indicate that the number of foreign
nationals’ visits to Bulgaria rose by 51.5 per cent
year on year in 2022. The imports of services

in nominal terms grew by 29.6 per cent year

on year between January and November 2022,
reflecting the major contribution of imports of
transport services and services related to travel
of residents abroad. NSI data indicate that the
number of Bulgarians’ visits abroad rose by 40.0
per cent in 2022.

Net Primary Income Account and Net Secondary
Income Account

From January to November 2022, net primary
income deficit declined compared to January—
November 2021'®, mainly as a result of lower
outflows under equity income sub-item, related
to direct investment. As regards the debit under
this sub-item, an increase in paid dividend to
non-residents on an annual basis was registered,
entirely driven by the banking sector'®. This was,
however, totally offset by lower reinvested profit
for the total economy, which is likely due to
dividend payments to non-residents, exceeding
the net revenues of corporations over the review
period.

From January to November 2022, net secondary
income surplus rose on an annual basis, reflect-
ing mainly higher incoming current transfers to
the general government sector.

Financial Account and International Investment
Position

Over the January-November 2022 period, Bul-
garia was a net creditor to the rest of the world,
with the financial account recording a positive
balance of EUR 2117.5 million. The financial
account surplus was formed as a result of a
higher accumulation of Bulgarian residents’ for-
eign assets in the eleven months compared to
that of liabilities to non-residents. The increase in
foreign assets was due to the enhanced assets
of banks (in the form of foreign currency and

1 Preliminary data subject to revision which is usually
towards an increase in outflows to non-residents.

' 0On 24 February 2022, the BNB adopted a resolution to lift
the restriction on distributions of bank profits for 2019 and
2020.

Annual Change of Imports of Services and
Contributions by Sub-components
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deposits)® and of other sectors. Liabilities to
non-residents rose in terms of the banking sec-
tor (in the form of direct investments and foreign
currency and deposits) and of the government
as a result of the September 2022 issue of EUR
2.25 billion of sovereign Eurobonds in interna-
tional capital markets.

The inflow of attracted direct investments (liabili-
ties) into Bulgaria over January-November 2022
increased by 11.3 per cent compared to the
corresponding period of the previous year and
reached EUR 2191 million,”" while the total
accumulated direct investments by non-residents
comprised 70.4 per cent of GDP at the end of
the third quarter of 2022. In January-November
2022, direct investment liabilities were mostly in
the form of debt instruments for non-financial
corporations.

As a result of balance of payments develop-
ments and changes due to valuation adjustments
and price revaluations, as of the end of the
third quarter of 2022, the negative value of the
international investment position of Bulgaria con-
tracted to -12.9 per cent of GDP, from -17.5 per
cent of GDP at the end of 2021. This dynamics
reflected mainly the drop in the foreign liabili-
ties of Bulgarian residents in the form of direct
investment to GDP ratio. Nominal economic
activity growth contributed also to the overall
decline in the international investment position to
GDP ratio.

2.2. BNB Gross International Reserves

By the end of December 2022, the market value
of Bulgaria’s international reserves (including
valuation adjustments and price revaluations)
was EUR 38.4 billion (BGN 75.2 billion), increas-
ing by EUR 3.8 billion (BGN 7.5 billion) from the
end of 2021. The amount of gross international
reserves reflects 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, according to the currency board princi-
ples. The growth in Issue Department’s liabilities
as of December 2022 compared to the end of
2021 was largely driven by the BGN 2.7 billion

% The measure limiting foreign exposures of banks, which
was introduced by the BNB in March 2020 and extended in
January 2021, was suspended on 1 April 2022.

21 Preliminary data subject to revisions.
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increase in banknotes and coins in circulation,
the BGN 2.6 billion rise in liabilities to banks
and the BGN 2.2 billion growth in liabilities to
the government and other budget organisations.
In September 2022, BNB international reserves
picked up by EUR 4.5 billion on an annual
basis, accounting for 45.7 per cent of GDP
(47.8 per cent of GDP at the end of September
2021).

2.3. External Debt

As of November 2022 Bulgaria's gross external
debt was EUR 43.8 billion (54.2 per cent of
GDP)?, rising by EUR 2.3 billion compared to
December 2021 (58.4 per cent of GDP). External
debt increased in all major economic sectors,
reflecting a change in the market price of debt
instruments with the exception of the general
government. External debt of the general gov-
ernment sector increased in November 2022
compared to the end of 2021 as a result of

the issuance of sovereign Eurobonds in inter-
national capital markets in September 2022 to
the amount of EUR 2.25 billion. As of November
2022 the share of long-term debt in Bulgaria’s
total gross external debt fell to 80.8 per cent
(83.4 per cent in December 2021).

2 Nominal GDP data for the last four quarters up to the third
quarter of 2022 inclusive were used to calculate the gross
external debt to GDP ratio as of November 2022.

Gross External Debt
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3 o MONEY AND CREDIT

3.1. Monetary and Credit Aggregates

Deposits of the Non-government Sector

In 2022, the annual growth in non-government
sector’s deposits23 tended to accelerate, its rate
reaching 14.3 per cent as of December 2022,
This dynamic was determined by the acceler-
ated annual growth in non-financial corporations’
deposits, which stood at 26.6 per cent as of
December 2022 (8.5 per cent in December
2021). By sector of economic activity, produc-
tion and distribution of electricity, heating, and
gaseous fuels and wholesale and retail trade;
repair of motor vehicles and motorcycles had the
largest contributions to the growth of corporate
deposits in January—September. The increase in
deposits of corporations engaged in production
and distribution of energy products added to
the significant rise in energy resources prices
and to the growth in nominal gross operating
surplus in industry.* At the same time, growth
in nominal volumes of the retail sector and the
gradual phasing-out of the stockpiling trend are
likely to have contributed to the growth in corpo-
rate deposits in this sector. An additional factor
for the high growth in non-financial corporations’
deposits over the year was the continuing weak
investment activity of firms.

Following a slowdown in the annual growth rate
of household deposits in the first half of 2022,
this trend has stopped since the beginning of
the third quarter, and deposit growth started to
accelerate, reaching 8.3 per cent in December.
Factors with a potential impact on these devel-

2 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 largest share of all non-government sector’s
deposits (96.5 per cent on average for the last 12 months
as of December 2022), and therefore, the analysis is focused
on these two sectors.

* The first three quarters of 2022 saw a significant increase
in the nominal gross operating surplus in industry (exclud-
ing construction), most pronounced in the first quarter of
the year (183.7 per cent year on year). Over the next two
quarters, annual growth stood at 116.5 and 126.7 per cent,
respectively.

Annual Growth of Non-government Sector’s Deposits
and Contribution by Sector
(per cent, percentage points)
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Source: BNB.
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opments are the removal by major commercial
banks of the fee for cash availability above a
certain amount in the third quarter of the year,®
as well as the gradual rise in deposit rates. The
cancellation of this fee is a possible cause for
the contribution of the largest deposits to the
annual growth of household deposits to become
positive in the third quarter of 2022 (with a
negative contribution of the largest deposits in
the second quarter of the year).

Annual growth of the broad monetary aggre-
gate M3 remained relatively high throughout
2022, tending to accelerate somewhat in the
second half of the year. Overnight deposits,
which remained the preferred form of savings by
households and firms, had a major contribution
to the growth of M3. Deposits with an agreed
maturity of up to two years recorded a gradual
contraction of the negative contribution, more
pronounced in the last quarter, possibly linked
to the emerging upward trend in interest rates
on time deposits. In 2022, both firms and house-
holds continued to save predominantly in local
currency, with some increase in deposits of non-
financial corporations in foreign currency (mainly
in euro) observed since the second quarter of
the year.

Reserve Money

At the end of 2022 reserve money grew by 11.1
per cent on an annual basis (9.1 per cent in
December 2021), with both currency in circula-
tion and banks’ reserves contributing to this
growth.

In 2022 dynamics of banks’ deposits with the
BNB reflected mainly movements in banks’
excess reserves.”® Excess reserves dynamics
over the year was influenced by the suspen-
sion of the macroprudential measure limiting
banks’ foreign exposures in force since 1 April

% As of 1 August 2022, major commercial banks in Bul-
garia removed the fee for cash availability above a certain
amount.

% Amendments to Ordinance No 21 of the BNB on the
Minimum Required Reserves Maintained with the Bulgar-

ian National Bank by Banks, effective from 4 June 2021,
changed the definition of banks’ excess reserves. According
to the new definition, excess reserves shall be the excess of
the holdings in reserve assets over the required amount of
minimum required reserves.

Annual Rate of Change in M3 and Contribution by
Components

(per cent, percentage points)
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2022,%’as well as the ECB’s increases of the
deposit facility rate in July, September, Novem-
ber and December.?® The negative spread since
mid-September between the interest rate on
banks’ excess reserves with the BNB and the
ECB deposit facility rate represents a potential
factor for the reduction of part of the excess
reserves by commercial banks owned by euro
area member state banks. In December 2022
excess funds over the required minimum of
reserve assets under Ordinance No 21 was 32.0
per cent on an average daily basis, from 52.2
per cent in December 2021. In 2022 the amount
of minimum reserve requirements continued
growing under the influence of the rising deposit
base. As of December the effective implicit rate
of minimum reserve requirements® remained
broadly unchanged at 9.36 per cent compared
with end-2021. Commercial banks’ deposits with
the BNB comprised 8.26 percentage points in
minimum reserve requirements, and the remain-
ing 1.10 percentage points were in the form of
recognised cash balances.

A downward trend in the annual growth of
reserve money was observed in 2022, its rate
reaching in December 11.0 per cent (16.3 per
cent in December 2021). These developments
mainly reflected the effect of the high base of
2021, while strong consumer price increases
contributed to the continued demand for money
in circulation for transactional purposes and to
maintaining its relatively high growth rate.

Reserve currency (euro) trading with the BNB
is the main lev liquidity management instru-
ment of banks under currency board arrange-
ments. In 2022 BNB sales (net) to banks were
EUR 2.4 billion.

*" The measure was introduced in March 2020 as part of the
BNB package of anti-crisis measures in the context of the
COVID-19 pandemic and repealed by the BNB Governing
Council's resolution of 23 February 2022, with effect from 1
April 2022.

% As from 27 July 2022, the ECB deposit facility rate was
raised to 0.00 per cent, resulting in the equalisation of the
ECB deposit facility rate and the interest rate on the banks’
excess reserves with the BNB. The ECB deposit facility rate
was additionally raised to 0.75 per cent since 14 September
2022, to 1.50 per cent since 2 November 2022 and to 2.00
per cent since 21 December 2022. If the interest rate on the
ECB deposit facility is zero or positive, the interest rate on
banks’ excess reserves with the BNB is 0.00 per cent.

2 Under Article 3 of BNB Ordinance No 21, the rate of mini-
mum required reserves for the funds attracted from residents
is 10 per cent of the reserve base, from non-residents 5 per
cent and from the state and local government budgets O per
cent.

ECB Deposit Facility Rate and Interest Rate on Banks’
Excess Reserves with the BNB
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Credit to the Non-government Sector

In 2022 growth rates of credit to the non-gov-
ernment sector’® remained high. On the demand
side, the main drivers for credit growth were
historically low interest rates, which in real terms
reached strongly negative values, as well as
demand for credit by firms for working capital
and accumulation of inventories in a context of
a significant price rise in major raw materials,
bottlenecks in supply chains and an increased
uncertainty in the economic environment. On the
supply side, credit growth factors involved the
significant volume of attracted funds and high
liquidity in the banking system. Since the end of
the third quarter of 2022, annual credit growth
has started to slow gradually, driven mainly by
the non-financial corporations’ sector, reaching
12.2 per cent as of December (8.3 per cent by
end-2021).

Slowdown in the growth of credit to non-financial
corporations was entirely determined by the
overdraft, which rose by 17.5 per cent year

on year in December (26.0 per cent in August
2022). Overdraft dynamics was influenced by the
reported decline in inventories in the economy
after the high levels reached in the first half

of the year. In addition, tightening of bank
standards in extending loans and the gradual
increase since the end of the third quarter and
further in the fourth quarter of 2022 in interest
rates on new loans as a result of the tightened
monetary policy in the euro area have also con-
tributed to the lower growth in corporate loans.
In terms of volumes of newly extended loans®' to
firms, the trend was upward over the year.*?

Historically low interest rates and inflation accel-
eration stimulated demand for consumer and
housing loans, with growth in housing loans

% |oans represent the bulk of bank claims on the non-
government sector with a share of 97.1 per cent on aver-
age for the last 12 months as of December 2022, and

the analysis was therefore focused on them. In addition to
loans, claims include also repurchase agreements, securities
other than shares, and shares and other equity instruments.
Non-government sector’s deposits, in turn, include loans to
households, to non-financial corporations and to financial
corporations. The share of loans to households and non-
financial corporations in total loans to the non-government
sector accounted for 92.9 per cent on average for the last
12 months as of December 2022, and therefore develop-
ments in these two sectors are addressed.

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

% Based on 12-month moving average.

Annual Growth of Credit to Non-financial Corporations
and Households and Contribution by Sector
(per cent, percentage points)
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remaining high throughout the year and that of
consumer loans slowing down slightly at the
end of 2022. High growth in loans for house
purchase (17.8 per cent as of December 2022)
reflected mainly the enhanced demand amid
rising labour income, strongly negative real rates
and household demand for real estate as an
alternative form of savings or investment. Annual
consumer credit growth stood at 12.4 per cent
as of December 2022, with a certain slowdown
observed in the last month of the year, possibly
as a result of the start of raising interest rates
on new consumer loans. In the case of newly
granted consumer loans, a downward trend in
volumes was observed over the second half of
the year.33

Bank Lending Survey

The weighted results of the bank lending survey
conducted by the BNB** show tightening of the
standards® for granting consumer, residential
and corporate loans in the third quarter of 2022.
The main factors affecting the tightening of the
bank credit policy (credit standards and condi-
tions®) over the quarter were the increased risk
assessment and the lower risk appetite. For the
first time since the first quarter of 2010, banks
have cited the cost of attracted resources as a
factor for the tightening of their credit policy on
corporate loans.

According to the weighted responses of banks,
demand for corporate loans and, to a lesser
extent, loans for current household consump-
tion increased from the second quarter of 2022,
while demand for housing loans fell slightly.

In corporate lending, an increase was mainly
observed in short-term financing and, to a
greater extent, in the sector of large enterprises.
The necessity of financial resources for working

% Based on monthly data.

% 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.

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

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

Annual Growth of Household Credit and Contribution
by Loan Type
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capital and accumulation of inventories was con-
sidered by banks to be the main factor behind
stronger demand for corporate loans over the
quarter. For households, the most influential fac-
tors for the increased demand for consumer
credit in the third quarter of 2022 were demand
for financial resources for the purchase of cur-
rent consumption and durable goods, while the
overall state of the macroeconomic environment
contributed to the weaker demand for housing
loans.

3.2. Interest Rates

Interbank Money Market Interest Rates

A significant increase of traded volumes in the
interbank money market was observed at the
end of the third and in the fourth quarter of
2022. Overnight unsecured lending transactions
in levs concluded between October and Decem-
ber 2022 were BGN 13,540 million (against BGN
2331 million in July—September). The increases
in key interest rates undertaken by the ECB

and the negative spread since mid-September
between the interest rate on bank excess
reserves and ECB’s deposit facility rate contrib-
uted to the reduction of bank excess reserves in
the last quarter of the year,® creating an incen-
tive for banks to raise more liquidity from the
interbank money market.

Under the currency board arrangements in Bul-
garia, the increase in key interest rates in the
euro area was rapidly passed on to interbank
money market rates. As of December 2022, the
monthly value of the LEONIA Plus index was
positive and stood at 1.42 per cent (with a
negative value of -0.64 per cent in June 2022)
and the spread between LEONIA Plus and €STR
came to -15 basis points (-5 basis points in
June 2022).

Interest Rates on Deposits

In the context of a continuing significant inflow
of attracted funds and high liquidity in the bank-
ing system, transmission of the changes in the
ECB’s monetary policy to deposit interest rates
in Bulgaria was comparatively more contained
compared to the interbank market interest

rates. Since the beginning of the second half of

5" 0n a quarterly basis.
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2022, there has been a gradual upward trend

in the weighted average interest rate on new
time deposits of non-financial corporations and
households, which reached 1.01 per cent as of
December 2022 (-0.13 per cent in June). In the
non-financial corporations’ sector, the weighted
average interest rate reached 1.05 per cent as
of December 2022 (-0.41 per cent in June).

By currency, a more substantial increase was
observed in interest rates on firms’ new time
deposits in US dollars. In the household sector,
the increase in the weighted average interest
rate was lower (to 0.94 per cent in December,
compared to 0.12 per cent in June), with a more
significant rise, as for firms, in US dollar deposit
interest rates. This dynamics is likely to reflect

a faster and stronger tightening of the monetary
policy by the US Federal Reserve compared to
the monetary policy tightening in the euro area.

Interest Rates on Loans

The slight downward trend in interest rates
on new loans to corporations and households
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observed in the first eight months of 2022 was
reversed at the end of the third quarter of the
year. Between September and December there
was a smooth rise in interest rates, which was
more pronounced in corporate loans and con-
sumer loans to households, while for housing
loans the increase was marginal. Potential fac-
tors for the gradual transfer of the effects of the
increase in interest rates by the ECB on lend-
ing rates in Bulgaria are the strong competition
in the banking sector and the large volume of
funds attracted by banks.

In the non-financial corporations sector, interest
rate increases were mainly determined by the
rise in US dollar loans (up by 711 basis points
compared to August to 8.01 per cent in Decem-
ber 2022). Interest rates on loans in euro and
levs increased by 180 basis points to 3.92 per
cent and by 63 basis points to 3.12 per cent,
respectively.®®

In the household sector, the annual percent-
age rate of charge (APRC) on consumer loans
increased to 10.1 per cent as of December 2022
(8.7 per cent in August), reflecting entirely the
upward dynamics of the interest rates. Results of
the bank lending survey indicate that banks are
tightening consumer credit conditions in terms
of premia for riskier loans in the third quarter of
2022, which is likely to affect the rising interest
rates on consumer loans in the fourth quarter.
The APRC on housing loans increased insignifi-
cantly, amounting to 2.9 per cent by December
2022 (2.8 per cent in August 2022).

Government Securities Yields

By the end of 2022 yields on Bulgarian
Eurobonds issued and traded in international
capital markets recorded a decrease compared
to the end of September 2022. Concurrently,

an increase in the yields of German govern-
ment bonds and other euro area countries was
observed, reflecting the continued increases in
key ECB interest rates. The reference govern-
ment securities yield curve in Bulgaria showed
that the increase was most pronounced in bonds
in the maturity sectors of 15 years and 10 years:
by 97 and 95 basis points, respectively, while

a slight increase was reported at short-term

% Indicated values of interest rates on new loans to non-
financial corporations and on new loans to households are
on a monthly basis.
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maturities. By the end of 2022 the yields of Bul-
garian and German government bonds narrowed
in all government bonds compared to the end of
September 2022, with the narrowing being most
pronounced for the bonds maturing in 2034

and 2035 (by 142 basis points for both bonds).
A factor with a potential impact on the spread
contraction was Bulgaria’'s better fiscal position
in the last quarter of 2022 compared to expecta-
tions in September.

In December 2022 the long-term interest rate
for assessing Bulgaria’'s degree of conver-
gence remained at 1.85 per cent. It remained
unchanged for the fifth consecutive month since
July 2022 due to the lack of transactions with
Bulgarian benchmark bonds in the secondary
government securities market, with the lack

of new BGN-denominated bond issues on the
primary market with a close to 10-year residual
maturity also having an additional effect®.

% Daily data show that the long-term interest rate remained
unchanged from 14 June 2022 to 31 December 2022 at
1.85 per cent. 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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Sources: BNB, ECB.
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4 . ECONOMIC ACTIVITY

4.1. Current Economic Environment

Gross Domestic Product

Based on NSI seasonally adjusted data, in the
third quarter of 2022 real GDP increased by

0.6 per cent compared to the previous quarter.
According to the non-seasonally adjusted data,
economic activity growth continued to slow down
on an annual basis reaching 2.9 per cent (com-
pared to 3.9 per cent in the previous quarter).
By final consumption expenditure component,
the slowdown in economic activity was driven by
the reported decline in inventories in the econ-
omy, which was partly offset by the accelerated
growth in domestic demand and the positive
contribution of net exports.

Real household consumption grew by 4.2 per
cent on an annual basis in the third quarter

of 2022 (up from 2.1 per cent in the previ-

ous quarter) amid a lower savings rate®® and
strong growth in nominal labour income which
exceeded consumer price growth rates. The
weakening of households’ saving propensity can
be explained by high inflation and by keeping
nominal interest rates on deposits at low levels.
Other factors supporting private consumption
growth were the improved indicator of consumer
confidence and higher net fiscal transfers to
households, as well as employment growth and
credit activity.

On an annual basis, government consumption at
constant prices increased by 3.8 per cent in the
third quarter of 2022 (compared to 11.6 per cent
in the previous quarter). The annual growth in

government consumption mainly reflected higher

“9The household savings rate series is calculated on the
basis of the NSI Household Budget Survey data, subse-
quently seasonally adjusted by the BNB.

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

(per cent; percentage points; on an annual basis; non-seasonally
adjusted data)
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Private consumption

Gross fixed capital formation
Government consumption
Net exports
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Sources: NSI, BNB calculations.
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public expenditure on intermediate consumption
and wages in the public sector.”’

Over the third quarter of 2022, investment in
fixed capital fell by 3.3 per cent on an annual
basis (compared with a 11.0 per cent decrease
in the previous quarter). According to the BNB
estimates®, the decline in total investment was
due mainly to public and, to a lesser extent,
private sectors. Factors likely to have had a
restrictive effect on investment activity are the
continuing relatively high economic uncertainty,
the persisting shortage of some raw materials
(mainly in manufacturing and construction), the
significant price rises in investment goods, and
the delay in the implementation of large public
infrastructure projects.

Net exports had a positive contribution to the
annual growth of real GDP in the third quarter
of 2022, driven by the higher rise in exports

of goods and services than that of imports. As
regards exports, there was an acceleration in its
annual growth in real terms, driven by both the
goods and services components. On an annual
basis, the change in imports was in line with
the dynamics of final demand elements and the
amount of their import component.*®

In the third quarter of 2022, according to sea-
sonally adjusted NSI data, gross value added in
Bulgaria increased by 0.6 per cent in real terms
on the previous quarter, with annual growth
amounting to 3.1 per cent, according to non-
seasonally adjusted data. Gross value added in
industry went up by 10.9 per cent on an annual
basis, driven by the manufacturing sub-sector
and was in line with the increased exports of
goods and higher domestic demand. Concur-
rently, the downward trend in the year-on-year
real value added in the construction sub-sector

“ These developments were probably driven by the higher
public operating and wage expenditure for 2022 compared
to 2021 under the State Budget Law of the Republic of Bul-
garia for 2022, as well as under the Law amending the State
Budget Law of the Republic of Bulgaria for 2022 adopted

by the National Assembly on 25 February 2022 and 30 June
2022 respectively.

“2The NSI does not provide official data on the breakdown
of total investment into private and public. The series on
private investment is constructed by the BNB as a differ-
ence between total investment and the estimated amount of
public investment on an accrual basis in real terms. Public
investment estimates are based on information from quarterly
non-financial accounts of the general government sector,
published by the NSI.

“3 For more details, see the Balance of Payments and For-
eign Trade Section in Chapter 2: External Financial Flows.

Gross Value Added Rate of Change
in Real Terms and Contribution by Sector

(per cent; percentage points; on an annual basis; non-seasonally
adjusted data)
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observed since the second quarter of 2020
continued. Annual value added in the services
sector grew by 0.8 per cent in the third quarter
of 2022, with all sub-sectors contributing to this
effect, except culture, sport and entertainment;
other activities, while the general government,
education, human health and social work activi-
ties sub-sector had the most significant positive
contribution. The value added in agriculture fell
by 2.4 per cent year on year in the third quarter
corresponding to the preliminary data published
by the NSI on the weaker agricultural harvest in
2022* than in the previous year.

Cyclical Position of the Bulgarian Economy

According to BNB estimates, the cyclical posi-
tion of the economy in the third quarter of 2022
was characterised by a positive output gap giv-
en the significant increase in economic activity
in 2021 and the first nine months of 2022. This
suggests that part of the factors of production in
the economy were utilised above their potential
level, which is in line with the upward pressure
on the prices in the product and factor markets,
primarily with regard to the labour market.

NSI short-term business statistics indicators pro-
vide divergent signals about the cyclical position
of the economy in the fourth quarter of 2022.%°
The indicators tracking firms’ current produc-
tion activity on the basis of reported data (the
industrial production index, services production
index, capacity utilisation and retail turnover
index) were positioned significantly above their
long-term average value and tended to improve
further. Concurrently, over the fourth quarter of
2022 the indicators reflecting economic agents’
sentiment (consumer confidence and business
climate) were positioned below their long-term
average, reporting a decline on a quarterly basis
as a result mainly of corporate and household
pessimistic sentiment about the economic situa-
tion in Bulgaria. The reduction of the differences
in firms’ assessments of their current eco-

nomic situation and short-term economic outlook
resulted in a certain decrease in the uncertainty

* For more details, see NSI first estimation on final output in
agriculture for 2022.

* Part of the economic indicators are available up to Novem-
ber 2022 (the industrial production index, services production
index and retail turnover index). Business climate, consumer

confidence and capacity utilisation data are available for the

entire fourth quarter of 2022.

Cyclical Position of the Economy in the Fourth Quarter
of 2022 According to Selected Economic Indicators
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Notes: The chart compares the level (the vertical axis) and the quar-
terly change (the horizontal axis) of selected economic indicators.
Data are averaged for available months in the fourth quarter of 2022.
Each series is transformed using the HP filter (with a parameter 4 =
100) in order to eliminate short-term fluctuations and then it is stand-
ardised. Standardisation of statistical series in order to improve their
comparability is a reason for constructed indicators to change within
the range of -1 to 1, and they are characterised by a historical aver-
age value of 0 and a standard deviation of 1. The four chart grids
allow to distinguish the positions of the relevant economic indicators
in individual phases of the business cycle. For example, if a given in-
dicator is in the upper right grid, it means that it is characterised by
a positive deviation from its long-term average value and continues to
increase on a quarterly basis.

Sources: NSI, BNB calculations.
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indicator calculated by the BNB in the fourth
quarter of 2022.

Expected Economic Activity

The composite economic indicator®® of economic
activity in Bulgaria constructed by the BNB con-
tinued to increase on a quarterly basis in the
fourth quarter of 2022 which is a prerequisite of
similar dynamics observed in real GDP. Higher
quarterly growth in the composite indicator was
mainly driven by the increase in retail trade
turnover at constant prices, construction and
services production indices, credit activity, as
well as the improved household and corporate
sentiment in all major sectors. At the same time,
the upward dynamics of the composite indicator
in the fourth quarter of 2022 was curbed by the
decline in the industrial production index and the
positioning of the global PMI below the neutral
50-point limit.

In the first half of 2023, growth in economic
activity is expected to follow a downward trend
on a quarterly basis, which will cause annual
real GDP growth to decelerate further at the
beginning of 2023 and turn into a slight decline
in the second quarter of 2023.*" This will reflect
both the projected decline in inventories in the
economy and the expected lower exports of
goods, given the deteriorating global economic
situation and factors specific to Bulgaria, such
as the ban on exports to countries other than
Ukraine of petroleum products made from Rus-
sian oil, and planned repair works in important
export enterprises in Bulgaria.

“8 Industrial production; construction and services indices;
and retail turnover. capacity utilisation and retail turnover are
available until November 2022. Data available as of Decem-
ber 2022 are: unemployment rate; producer price index in
industry; new loans to corporations and households; global
PMI. Business climate and consumer confidence indicators
are available as of January 2023.

4" For further details, see the BNB Macroeconomic Forecast,
December 2022.

Composite Economic Indicator of Economic Activity
(per cent; quarter on quarter)
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Sources: NSI, Employment Agency, BNB calculations.

Contribution to the Change in Labour Force by
Component
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4.2. Labour Market

Labour Supply

Labour supply in the economy increased, with
labour force® (comprising employed and unem-
ployed persons) growing by 1.6 per cent year
on year in the third quarter of 2022 underpinned
by real GDP growth. The number of people out-
side the labour force fell by 4.6 per cent on an
annual basis, thus more than offsetting the nega-
tive effect on the labour force from the decrease
in the working-age population due to unfavour-
able demographic trends in Bulgaria. The labour
force participation rate*® increased both on a
quarterly and annual basis as a result of higher
activity in all age groups.

According to the LFS data, seasonally adjusted
unemployment rate® fell to 4.0 per cent in the
third quarter of 2022, with long-term unemployed
also declining. Concurrently, administrative sta-
tistics data of the Employment Agency, which
are published more frequently, point to a break
in the downward trend in the unemployment rate
over the third and fourth quarters of 2022, with
the number of newly registered unemployed ris-
ing on a quarterly basis in the industry sector.

Labour Demand

Labour demand in the economy continued to
exceed labour supply over the third quarter of
2022. The number of job vacancies and the
share of firms experiencing staff shortages grew
further, although employment rose.

The number of employees®' increased by

1.2 per cent on an annual basis in the third
quarter of 2022 due to the increase in employ-
ment in the services sector. At the same time,
persons employed in construction remained
close to the level recorded in the same period

8 NSI Labour Force Survey (LFS) data are used.

9 The labour force participation rate is the proportion
between economically active persons (labour force) and pop-
ulation of the same age. Quarterly data, seasonally adjusted
by the BNB.

“ The unemployment rate is the proportion between the num-
ber of unemployed and the labour force for the age group of
15 and older based on Labour Force Survey data. The time
series is seasonally adjusted by the BNB.

5T NSI System of National Accounts data are used.

Unemployment Rate
(per cent, share of labour force; seasonally adjusted data)
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** Employment Agency data.

Sources: NSI Labour Force Survey, Employment Agency, BNB calcula-
tions.

Contribution to the Change in the Number of
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of 2021, while their number in agriculture and
manufacturing declined.

Concurrently, according to the NSI short-term
statistics data, job vacancies in the economy
went up by 2.4 per cent year on year in the
third quarter of 2022, entirely driven by the
increase in job vacancies in manufacturing and
construction, while the services sector declined
on an annual basis for the first time since

early 2022. The increase in job vacancies amid
decreasing employment in manufacturing implies
a deepening of labour supply problems in the
sector, while the decline in announced jobs in
services was likely due to a recovery of employ-
ment in this sector, which was comparatively
more affected by the measures against the
COVID-19 pandemic.

Available job vacancies (outside employment
programmes) that have remained unfilled for
more than three months® also increased on an
annual basis at the end of the third and fourth
quarters of 2022. The increasing number of

job vacancies was accompanied by an ongo-
ing quarterly and annual increase in the share
of companies, that define labour shortages as
one of the main factors hindering their activity.>
These developments suggest persistent difficul-
ties among firms in filling job vacancies, forc-
ing them to compete for employees by raising
wages.

Productivity and Compensation per Employee

In the third quarter of 2022 labour productivity

in real terms® increased by 2.0 per cent on an
annual basis, driven by industry, while in agricul-
ture, construction and services it declined. The
lower annual increase in labour productivity com-
pared to the previous quarter was reflected in a
slight slowdown in annual growth in compensa-
tion per employee. At the same time, growth in
economic activity, increasing labour shortages,
high inflation and increased inflation expectations
continued to contribute to strong increases in
nominal labour income. As a result, the growth
rate of compensation per employee in nominal
terms came to 18.1 per cent year on year in the

%2 According to Employment Agency data.
53 According to NSI business situation survey data.

®* Labour productivity is calculated after adjusting gross
value added (total for the economy) for imputed rent.

Labour Productivity Dynamics (Value Added per
Employee)

(per cent, on an annual basis)
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third quarter of 2022. In real terms,” it rose by

2.5 per cent on an annual basis, with growth
driven mainly by industry.

NSI data on average gross monthly wages
pointed to weaker nominal growth (14.7 per cent
on an annual basis) compared to the compensa-
tion per employee in the third quarter of 2022.%°
Concurrently, the annual growth of the average
gross monthly wage accelerated on the previous
quarter due to the stronger growth in public sec-
tor wages.

4.3. Behaviour of Firms

In the third quarter of 2022, firms’ producer pric-
es continued to rise on an annual basis, albeit
at a slower pace, likely related to the retained
upward trend in their production costs.”’

Labour Costs of Corporations

In the third quarter of 2022 firms’ unit labour
costs continued to grow on an annual basis (by
15.8 per cent), driven by the stronger annual
growth in nominal compensation per employee
than that reported in labour productivity. The
steady growth in final demand, labour short-
ages, as well as the indexation of some nominal
wages due to high inflation®® were a prerequisite
for this. By economic sector, the highest annual
growth in unit labour costs was reported in the
services sector (17.3 per cent), followed by agri-
culture (13.7 per cent) and industry (13.6 per
cent). Within industry, both the construction and
manufacturing sub-sectors reported an increase
in unit labour costs.

Investment Activity of Corporations

In the third quarter of 2022 firms’ investment spend-
ing in real terms continued falling on an annual

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

% The different dynamics of both indicators for wage per
employee in the economy reflected the use of various
sources to assess employees and differences in definitions
and coverage of compensation per employee. Furthermore,
additional estimates of labour costs in the ‘shadow economy’
and benefits in kind were made in the System of National
Accounts.

" This section reviews corporations’ labour costs, while
expenditure on raw materials is not analysed due to the lack
of public data of quarterly frequency.

% According to the 2014 BNB survey on price and wage
setting mechanisms in non-financial corporations in Bulgaria,
about 30 per cent of companies said that they had applied
a rule on wage indexation to inflation dynamics.

Unit Labour Costs
(per cent, on an annual basis; non-seasonally adjusted data)
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Contribution of Private and Public Sectors to the
Annual Rate of Change in Investment in Real Terms
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basis. As a result, the private sector had a low neg-
ative contribution to the decline reported in gross
fixed capital formation. By asset type, a decline in
investment was recorded in non-residential construc-
tion, intellectual property products and cultivated
biological resources. At the same time, firms’
spending on machinery, equipment and weapon
systems reported annual growth.

Financing Sources of Corporations

Based on non-seasonally adjusted data, nominal
gross operating surplus which can be used by firms
for funding their activities increased by 26.0 per cent
on an annual basis in the third quarter of 2022, due
to industry (90.5 per cent) and, to a lesser extent,

to agriculture (18.6 per cent) and services (2.5 per
cent). The larger amount of the operating surplus in
industry was mainly due to the manufacturing sub-
sector in line with strong growth of both sales in real
terms and selling prices. Funding attracted by firms
from sources other than the gross operating surplus
rose in almost all sectors, with highest concentration
of attracted financing in services (excluding public
services and financial intermediation) and manufactur-
ing. This was largely due to received loans and
to the increase in liabilities to non-residents,
including foreign direct investment.

Price Policy of Corporations

In the third quarter of 2022 firms' selling prices, as
measured by the Producer Price Index in industry
(PPI), posted a 50 per cent year-on-year increase,
mainly driven by the substantial rise in energy
product prices. Within the index components, more
significant increases were recorded in domestic
producer prices, in particular in the production

of electricity, heating and gaseous fuels, followed
by the production of refined petroleum products
and food products. The annual growth rate of PPI
slowed down in the fourth quarter, reaching 23.3
per cent in December 2022, mainly driven by the
developments in oil and natural gas prices in inter-
national markets. Higher international market prices
of non-energy commodities (excluding metals), as
well as higher firms’ labour costs as compared to
the same period of the previous year, were other
factors which continued to exert upward pressure
on firms’ production costs and selling prices.

Producer price indices in services also reported
strong annual growth in all sub-sectors in the third
quarter of 2022. The largest growth on an annual
basis was reported in freight handling (21.6 per

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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cent), maritime transport (20.1 per cent), and
freight transport by road (19.9 per cent).

Selling prices in the retail trade sub-sector™,
which is the closest to the customers in the supply
chain, continued to rise. Annual growth in the NSI
retail price index (excluding trade in motor vehi-
cles and motorcycles) reached 17.1 per cent in
November 2022 (20.8 per cent in the third quarter
of 2022).

Economic Indicators

Overall, NSI short-term business statistics indi-
cators point to a continuous quarter-on-quarter
increase in firms’ economic activity in the fourth
quarter of 2022.%°

BNB seasonally adjusted data show that in the
fourth quarter of 2022, the overall business cli-
mate indicator improved on the previous quarter,
reflecting the contribution of the manufacturing,
construction and services sectors, whereas in
retail trade this indicator worsened. Available
data for January 2023 signal that the business
climate will continue to improve in the first quar-
ter of the year. Between October 2022 and Janu-
ary 2023, the uncertain economic environment
and labour shortage remained the main factors
hampering business activity. In line with the more
optimistic managers' assessments of the future
economic situation in Bulgaria, improved senti-
ment about staff employment was reported for
the total economy.

NSI data on short-term business statistics on
output and turnover in manufacturing, retail
trade, services and construction production

for October-November 2022 give grounds to
expect divergent developments about the value
added in the respective economic sectors in the
fourth quarter of the year — a quarter-on-quarter
decline in manufacturing and services (excluding
trade) and in retail trade and construction.

The industrial production index decreased on
average for the October—November 2022 period,
while the indicator continued to increase at a
slower pace on an annual basis. The annual
growth in economic activity was due to manufac-
turing, while mining and quarrying and produc-
tion and distribution of electricity, heating and
gas reported a year-on-year decline. According

*9NSI data on retail prices for 2022 are up to November.

% For more details on the composite economic indicator, see
the Current Economic Environment Section in this Chapter.

Business Climate
(balance of opinions, per cent; seasonally adjusted data)
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Notes: The answers to the NSI survey questions are presented in a
three-tier category scale: ‘increase’, ‘unchanged’, ‘decrease’. Balances
of opinions are calculated as a difference between relative shares of
extreme 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 months. Data for the first quarter of 2023 are for January.

Sources: NSI, BNB calculations.
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Data for the first quarter of 2023 are for January.

Sources: NSI, BNB calculations.
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to nominal turnover data, growth in economic
activity in manufacturing was supported by an
increase in sales in real terms in international
markets. In the October—-November 2022 period,
retail trade volumes at constant prices increased
on the third quarter of 2022, whereas their
annual rate of growth moderated. These changes
are in line with the reported improvement in
consumer confidence, higher fiscal transfers to
households®' in the fourth quarter of 2022 and
the low propensity of households to save in the
context of strongly negative real interest rates on
deposits. The services production index (exclud-
ing trade) rose on a quarter-on-quarter basis in
the October-November 2022 period, which was
reflected in an acceleration in the annual growth
of the indicator. Across sub-sectors, the most
sizeable economic activity growth on an annual
basis was recorded in services related to hotels
and restaurants (37.7 per cent). Between Octo-
ber and November 2022, construction production
reported a relatively strong increase compared
with the third quarter of the year. As a result, the
construction production index recorded growth
on an annual basis (compared with a decline

in the third quarter of 2022), which was due to
both building and civil/lengineering construction.
The NSI business climate survey suggests that
in the fourth quarter of 2022 and January 2023
the uncertain economic environment, commodity
prices and labour shortages remained the main
impeding factors for construction firms.

4.4. Household Behaviour

Household Income

Household income continued to rise in both
nominal and real terms. The resulting total
household income® in nominal terms rose by
21.1 per cent on an annual basis in the third
quarter of 2022, with the main contribution to
the increase in pensions, followed by a rise in
wage income. Household income from withdrawn

" The recalculated amount of pensions for employment

and the increase in the maximum amount of pensions to
BGN 3400, in force since 1 October 2022, contributed to
this. See also the Fiscal Policy Effects on the Economy sec-
tion in this Chapter.

2 Total income includes household cash income from wages,
pensions, self-employment, social security benefits, allow-
ances and valued in-kind income, which is the cash value
of goods and services received in kind by households,

for instance social transfers in kind. Total income does not
include withdrawn savings and loans. For more details, see
NSI's methodology on the Household Budget Survey.

Corporations’ Expectations about Staff Recruitment in
the Following Three Months

(balance of opinions, per cent; seasonally adjusted data)
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quarter of 2023 are for January.

Sources: NSI, BNB calculations.
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savings also reported an increase on an annual
basis in the third quarter of 2022, while the
amount of borrowings and loans posted a year-
on-year decline.

Annual growth of total household income also
accelerated in the third quarter of 2022 in real
terms®, reaching 5.1 per cent. Pension income
went up by 25 per cent in real terms on an
annual basis in the third quarter of 2022, while
wage income declined in real terms for the
second consecutive quarter (down by 3.9 per
cent on an annual basis). The stronger increase
in total household income in real terms against
the backdrop of a fall in wage income, which
accounts for the major share of total income,
was due to an increase in alternative sources of
income for households, such as pensions, prop-
erty income, sales income and social benefits.

In line with stronger total income growth, house-
holds’ real disposable income growth also accel-
erated to 6.7 per cent on an annual basis in the
third quarter of 2022, compared with an annual
increase of 4.3 per cent in the second quarter
of the year.

Household Expenditure

The continuous rise in consumer prices led to an
increase in total nominal household expenditure®
of 283.8 per cent on an annual basis in the third
quarter of 2022. Consumer expenditure, which
accounted for 84.6 per cent of total household
expenditure for this quarter, went up by 25.8 per
cent on an annual basis, with food and soft
drinks contributing most to this increase, fol-
lowed by spending on housing, water, electricity,
and fuel. Although the annual growth of tax and
social security expenditure also accelerated, the
downward trend in their share in total household
expenditure continued for the third consecutive
quarter.

According to the NSI Household Budget Survey,
consumer expenditure growth accelerated to 9.3
per cent in real terms® on an annual basis in the

% To obtain total income, pensions and wage using different
statistics, nominal values are deflated by the HICP.

% Total expenditure includes consumer spending, taxes,
social contributions, regular transfers to other households
and other expenditure. For more details, see NSI's methodol-
ogy on the Household Budget Survey.

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

Industrial Turnover Dynamics

(per cent; percentage points; on an annual basis;

non-seasonally adjusted data)
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Sources: NSI, BNB calculations.
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third quarter of 2022, compared with 5.2 per cent
growth in the second quarter of 2022. All types of
expenditure recorded an increase in real terms,
with health expenditure remaining the largest con-
tributor to the reported annual growth in the third
quarter of 2022.

The NSI national accounts data on private con-
sumption, which have a broader scope compared
to consumer expenditure according to the House-
hold Budget Survey, also reported an acceleration
of real growth to 4.2 per cent on an annual basis
in the third quarter of 2022.

Household Savings

The NSI Household Budget Survey shows that

the propensity of households to save® part of
their income® decreased slightly to 8.4 per cent
(seasonally adjusted data) in the third quarter of
2022, from 8.7 per cent in the previous quarter.
The accumulated household net assets in the
banking system® also continued to decline due to
the higher growth in loans to households than that
in their deposits. As a result, the tendency toward
withdrawals from the banking system to support
household consumption which was observed since
the second quarter of 2021 continued in the third
quarter of 2022.

4.5. Fiscal Policy Effects on the Economy

The third quarter of 2022 saw a more limited
direct fiscal policy impact on economic activity
due to a slowdown in government consumption
growth amid a continued, albeit shrinking, year-
on-year government investment decline. At the
same time, the indirect impact of fiscal policy on
economic activity in Bulgaria increased reflecting
both the measures taken to support household
disposable income through higher social benefits

 Household savings are measured by the difference
between the total income and the total expenditure in the rel-
evant 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.

 Based on BNB monetary statistics, the net position of
households vis-a-vis the banking system is the difference
between deposits and loans of households (positive values
should be interpreted as an excess of deposits over loans).

Household Disposable Income
(per cent, average per person, on an annual basis)
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and the support to the firms’ financial position
through higher subsidy spending.®

Social expenditure growth continued to accel-
erate and reached 20.8 per cent on an

annual basis in the third quarter of 2022.”° The
increased pension amount, effective as of 25
December 2021"', and the payment of monthly
allowances thereto, effective as of 1 July 20227,
contributed to the social expenditure dynam-
ics. The annual growth of subsidy expenditure
accelerated notably over the third quarter of
2022 and came to 282.5 per cent, reflecting
mainly the measure for repayment of compensa-
tions to non-household end-users of electricity
outside the regulated market, introduced due

to high electricity prices.” The annual growth

of government consumption expenditure slowed
down to 13.7 per cent in nominal terms in the
third quarter of 2022, largely due to intermediate
consumption expenditure, whose growth moder-
ated to 23.2 per cent. Government consumption
growth also decelerated in real terms and came
to 3.8 per cent on an annual basis (from 11.6
per cent in the second quarter of 2022). In the
third quarter of 2022, general government fixed
capital investment continued to decline year

on year in nominal and real terms, despite the

% The fiscal measures laid down in the Law on Amendment
to the State Budget Law for 2022, adopted by the National
Assembly on 30 June 2022, such as the increased amount
of tax relief for children, the exemption from excise duty

on electricity, liquefied petroleum gas and natural gas, the
introduction of a reduced 9 per cent VAT rate for heating
and natural gas supplies, the introduction of a zero VAT rate
for bread supply, as well as the provision of compensations
to natural persons who are end-users of certain transport
fuels, also had an additional indirect impact on the economic
activity Bulgaria.

7% Social benefits other than in kind from quarterly non-
financial accounts of the general government sector are
considered.

" Pensions were raised by increasing the weight of each
year of the length of service in the pension formula from 1.2
to 1.35 per cent in 2017 and by increasing the minimum
and maximum pension amounts to BGN 370 and BGN 1500
respectively.

" The additional increase in the amount of pensions from

1 July 2022 was achieved by increasing the basic pension of
all pensioners by 10 per cent and by adding to the increased
basic pension amount the monthly allowance of BGN 60 (the
so-called COVID-19 allowance), as well as by increasing the
minimum and maximum pension amounts to BGN 467 and
BGN 2000, respectively.

8 As per the Law on Amendments to the Law on the State
Budget of the Republic of Bulgaria for 2022, the Electricity
System Security Fund compensates non-domestic electricity
end-customers in the amount of 100 per cent of the differ-
ence between the real average monthly exchange price of
the day-ahead segment of the Independent Bulgarian Energy
Exchange EAD for the respective month and the base price
of BGN 250/MWh, when the real price exceeds the base
price, for the 1 July 2022 to 31 December 2022 period.

Household Propensity to Save
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** BNB and NSI data. Nominal GDP data for the last four quarters up
to and including the third quarter of 2022 are used to calculate the
ratio to GDP.

Sources: NSI Household Budget Survey, BNB.
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reported contraction as compared to the previ-
ous quarter. The delay in the implementation of
major infrastructure projects due to the political
uncertainty in Bulgaria is likely to continue to
contribute to the subdued government invest-
ment dynamics.

Annual growth of total expenditure under the
consolidated fiscal programme (CFP) remained
high, but slowed to 17.5 per cent at the end

of December 2022 (19.7 per cent as of Sep-
tember 2022). Subsidy expenditure, which went
up by 32.8 per cent mainly as a result of the
disbursements of energy subsidies to firms, and
social expenditure, which rose by 10.3 per cent
due to the increase in the amount of pensions
paid, contributed most to the annual growth of
total expenditure as of December 2022.”* By the
end of December 2022, annual growth of payroll,
operating and capital expenditure accelerated on
the end of September 2022. These developments
indicate that government consumption and gov-
ernment investment are likely to have supported
the economic activity in Bulgaria in the fourth
quarter of 2022.

At the end of December 2022, total Con-
solidated Fiscal Programme revenue grew by
23.7 per cent on an annual basis, with acceler-
ating growth compared to the end of September
(18.9 per cent) largely due to the first tranche
of BGN 2.6 billion under the National Recovery
and Resilience Plan received in December.”

As of December 2022 tax revenue contributed
most to the total Consolidated Fiscal Programme
revenue, driven mainly by the strong increase in
VAT revenue from imports.

The CFP budget balance for 2022 was nega-
tive: BGN 1347.3 million (0.9 per cent of GDP’®).
The realised CFP balance at the end of the year
reflected the disbursement of BGN 1.2 billion for
pension allowances reported as cash expendi-
ture in December 2021 and for energy subsidies
in 2022, which are not reflected as cash-based
budget expenditure.

" As of 1 October 2022, an additional recalculation of pen-
sions and an increase of the maximum amount of pensions
to BGN 3400 have entered into force. For more information,
see the Determination of the Amount for Granting and Recal-
culation of Old-age Pensions section on the National Social
Security Institute website.

® For more information, see the press release of 16 Decem-
ber 2022 published on the Ministry of Finance website

6 Nominal GDP data for the last four quarters up to the third
quarter of 2022 are used in calculating the ratio.

Annual Rate of Change in Gross Fixed Capital
Formation of the General Government Sector in
Nominal Terms (Quarterly Data)
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S. PRICE DEVELOPMENTS

5.1. Consumer Prices

Following a substantial acceleration in annual
consumer price growth in the first nine months
of 2022 (to 15.6 per cent in September), infla-
tion slowed somewhat in the fourth quarter and
stood at 14.3 per cent in December 2022. These
developments reflected mainly direct effects of
the significant deceleration in annual oil and gas
price growth in international markets recorded at
the end of 2022. Food inflation stood at a high
level in the fourth quarter of 2022 and continued
to contribute most substantially to headline infla-
tion. Concurrently, inflation in services acceler-
ated further by the close of 2022. In December
2022 approximately 65 per cent of the groups
of goods and services in the consumer basket
experienced double-digit inflation (compared to
14 per cent of the groups at the end of 2021).
These developments show that inflationary pres-
sures in the economy remained strong at the
end of 2022, despite the weakening of the pro-
inflationary influence of the external environment
due to energy prices. Factors related to the
internal macroeconomic environment contributing
to high inflation throughout 2022 involved growth
in unit labour costs’’ and the increase in house-
hold final consumption expenditure. Fiscal policy
has had a divergent impact on inflation across
HICP groups. In 2022 a number of discretionary
measures in the form of subsidies on individual
products and reductions in indirect taxes (excise
rates and VAT), focused mainly on energy com-
modities and food, were launched to mitigate
the pro-inflationary impact of the international

"In the first nine months of 2022 the overall economy exhib-
ited accelerated annual growth of nominal unit labour costs
to 14.9 per cent, and this trend is likely to be sustained in
the fourth quarter of 2022. For details, see the Labour Mar-
ket Section in Economic Activity Chapter 4.

Inflation and Contribution of Major Commaodity and
Services Groups to It

(per cent; percentage points; on an annual basis)

— Inflation on an annual basis (per cent)

Goods and services with administratively controlled prices
and tobacco products
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Energy products
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Notes: This structure corresponds to the Eurostat classification; tobac-
co products and goods and services with administratively controlled
prices are presented separately.

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

Sources: NSI, BNB calculations.
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environment.”® Concurrently, higher annual net fis-
cal transfers to households and higher wages in
the budget sector supported private consumption
growth and were a prerequisite for accelerated
inflation in more demand-sensitive HICP compo-
nents, such as services. Monetary conditions in
the country were another factor with a potential
pro-inflationary effect, as the strongly negative
real deposit and loan rates supported further
private consumption growth.

Energy Products Prices

The upward trend in inflation of energy products
(excluding those with controlled prices) was
reversed in the second half of 2022, with annual
price growth in this group amounting to 15.9

per cent in December (against 35.0 per cent in
December 2021). This dynamics was mainly driv-
en by transport fuel prices, which were impacted
by slowing annual growth of oil prices in interna-
tional markets, as well as by the extension until
the end of 2022 of the compensation measure
launched by the government in July 2022 (in the
amount of 0.25 BGN/litre) for the most widely
used motor fuels.”® Similar to transport fuels,
prices of gaseous fuels (LPG gas) for house-
holds also showed a downward trend in annual
inflation to 6.5 per cent at the end of 2022, from
29.9 per cent in December 2021. Concurrently,
inflation of solid heating fuels remained relatively
high at the end of 2022 (54.2 per cent) and

this sub-group continued to make a significant
positive contribution to energy product inflation
despite its small weight in the consumer basket.

& According to Eurostat HICP data at constant tax levels,
which is calculated on the assumption of full and immedi-
ate carry-over by firms of subsidies and changes in tax
rates on final consumer prices, the maximum effect of fiscal
measures was 0.6 percentage point lower annual inflation as
of December 2022. However, the actual effect is likely to be
lower, as detailed data from the consumer basket provide
indications of incomplete cary-over of fiscal measures on
consumer prices of certain goods.

" The compensation scheme was extended until the end

of 2022 by Decree on the approval of additional expenses
under the 2022 budget of the Ministry of Finance (in Bulgar-
ian only).
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Rate of Change of Food Price Index and Contribution
of Processed and Unprocessed Food
(per cent, on an annual basis)
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Food Prices

Food inflation rose to 25.0 per cent in Decem-
ber 2022 (8.1 per cent at the end of 2021). This
group made the largest positive contribution to
headline inflation, which was attributable both to
processed and unprocessed food.

Unprocessed food prices posted year-on-year
growth of 22.3 per cent in December 2022 (6.0
per cent in December 2021). The sub-groups of
meat and meat products and fruit and vegeta-
bles contributed most to the price rise in unpro-
cessed food, which can be explained by higher
import prices of these products®, as well as by
increased expenditure on domestic production
due to higher prices of products and services
used for intermediate consumption in agriculture.

Annual inflation in the group of processed food
reached 26.3 per cent in December 2022 (com-
pared with 9.2 per cent at the end of 2021). The
sub-group of milk, dairy products and eggs made
the largest positive contribution followed by bread
and cereals, and sugar and sugar confectionery
sub-groups. The price hikes of these food prod-
ucts were prompted by the upward dynamics of
import price881, as well as by the increase in pro-
ducer prices in manufacturing amid substantially
higher prices of agricultural produce in Bulgaria
and firms’ higher costs on wages, electricity, fuels
and other materials.

% The analysis employs Eurostat monthly data available until
October 2022.

8 The analysis employs Eurostat monthly data available until

October 2022 and the Commodity Exchange and Wholesale
Markets State Commission public data until December 2022.

Contribution of Major Sub-groups to Unprocessed
Food Inflation
(per cent, percentage points, on an annual basis)
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Inflation in unprocessed food

Fish and seafood

Vegetables

Fruit

Meat and meat products

Sources: NSI, BNB calculations.

Contribution of Major Sub-groups to Processed Food
Inflation

(per cent, percentage points, on an annual basis)
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Other processed food
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Milk, dairy products and eggs

Bread and cereals

Sources: NSI, BNB calculations.
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Core Inflation and Contribution of Services and Non-
food Goods to It

(per cent, percentage points, on an annual basis)

SN

AN o

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022

HICP, excluding food, energy products, administratively controlled prices
and tobacco products (core inflation)

mmm Non-food inflation (fuels and administratively controlled prices excluded)
mmm Services inflation (administratively controlled prices excluded)

Sources: NSI, BNB calculations.

Core Inflation

Core inflation, which includes prices of services
and non-food goods, followed a trend toward

a steady acceleration throughout 2022, reach-
ing 11.9 per cent in December (compared to
3.2 per cent at the end of 2021). Price increas-
es in both non-food goods and services contrib-
uted to these developments.

Non-food inflation stood at 10.1 per cent in
December 2022 compared with 3.9 per cent

at the end of 2021. These developments were
mainly driven by the sub-group of non-durable
goods, including articles and products for per-
sonal care, spare parts and automobile acces-
sories, clothing and footwear, household goods,
materials for the maintenance and repair of the
dwelling. Furniture and furnishing and major
household appliances had the largest positive
contribution to the price increase in the group of
durable goods. Increased prices in these HICP
sub-groups were a result of growth in house-
hold final consumption expenditure®, as well as
higher prices of imported industrial goods and
raw materials used in the production process.

Annual inflation in the group of services acceler-
ated to 13.9 per cent in December 2022 com-
pared to 2.5 per cent at the end of 2021. The
major factor behind the dynamics in this group
was the impact of higher food and fuel prices
on catering and transport services prices. Other
sub-groups with a significant positive contribu-

8 According to NSI data, in November 2022 real volumes of
retail trade in non-food goods (excluding trade in motor fuels
and lubricants) increased by 8.8 per cent year on year (13.8
per cent in December 2021).

Contribution of Major Sub-groups to Inflation in
Industrial Goods (Excluding Energy Products)

(per cent, percentage points, on an annual basis)

! 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 *
—— Industrial goods
= Automobiles
mmm  (Clothing and footwear
Other consumer non-durables, excluding clothing and footwear
mmm  Other consumer durables, excluding automobiles

Sources: NSI, BNB calculations.

Contribution of Major Sub-groups to Inflation in Services
(per cent, percentage points, on an annual basis)
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—— Total index of services prices
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Sources: NSI, BNB calculations.
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tion to price growth involved package holidays
and accommodation, communication, short-stay
accommodation services, motor vehicle repair
and maintenance services, financial services
and house rentals. Potential factors with a pro-
inflationary effect on the dynamics of these pric-
es were the strong consumer demand of house-
holds, rising unit labour costs and increased
prices of major energy sources.

Goods and Services with Administratively Controlled
Prices and Tobacco Products

Inflation in goods and services with administra-
tively controlled prices and tobacco products
accelerated to 6.9 per cent in December 2022,
from 3.0 per cent by end-2021. This was mainly
due to the price rise of medicinal products®,
which had the highest positive contribution to
inflation in the group of administratively con-
trolled prices at the end of 2022. Other goods
and services with regulated prices which indicat-
ed a steadily accelerating price rise throughout
2022 and contributed substantially to inflation in
December 2022 were water supply, waste col-
lection and sewerage services, heatingg“, postal
services and inland public transport. Central gas
supply prices also recorded year-on-year growth
in December 2022, but this sub-group’s contribu-
tion to headline inflation declined significantly
from the end of 2021 in line with developments
in natural gas prices in international markets in
the fourth quarter of 2022. Factors limiting the
increase in regulated energy prices for house-
holds in the second half of 2022 were the VAT
reduction of heating and natural gas supply pric-
es from 1 July 2022 (effective until 31 December
2023), as well as the excise duty exemption for
electricity, liquefied petroleum gas and natural
gas (effective until 30 June 2025).

In December 2022 the diffusion index, showing
the share of groups of goods and services with
rising prices on an annual basis, came to 89.5
per cent. With regard to the amount by which
prices rose, the share of of goods and services
with inflation of over 5 per cent on an annual
basis stood at 80.2 per cent in December 2022,
from 37.2 per cent at the end of 2021.

8 Medicines included in the so-called positive drug list posted
the strongest price increase. These are medicines with prices
administratively set by the National Council on prices and reim-
bursement of medicinal products based on the lowest producer
price in the European Union and percentage overcharge.

8 For further information, see the EWRC'’s decisions of July
2022 on prices of heating and electricity for households.

Contribution of Major Sub-groups to Inflation in
Administratively Controlled Prices (Including Tobacco
Products)

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

Diffusion Index

a) relative shares of increasing HICP sub-indices on an
annual basis by major group of goods and services
(per cent)
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b) relative shares of increasing HICP sub-indices on an
annual basis by size of the increase
(per cent)
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mm  Inflation between 0 and 1 per cent
I nflation between 1and 2 per cent
Inflation between 2 and 3 per cent
mmm  Inflation between 3 and 5 per cent
mmm  Inflation higher than 5 per cent

Notes: Data on the HICP 4-digit level sub-indices (sub-classes ac-
cording to the NSI methodology) have been used. The diffusion index
shows the share of sub-indices reporting an increase in value on an
annual basis. When calculating the relative shares, the weight of the

relevant sub-indices in the consumer basket is not taken into account.

Sources: NSI, BNB calculations.

Inflation Expectations

Regular NSI surveys on the business environ-
ment in Bulgaria show that in the fourth quarter
of 2022 the share of managers, who expect a
stagnation in selling prices over the coming three
months, has increased and the share of manag-
ers who expect a rise has decreased from the
third quarter of 2022. Concurrently, in the fourth
quarter of 2022 retail trade managers forecasting
price hikes reported attitudes towards a slow-
down in the growth rates of prices compared to
those observed in the previous quarter, which is
a prerequisite for similar dynamics also in food
and non-food goods inflation over the following
months.

Based on managers’ expectations of selling pric-
es and the assumptions about changes in inter-
national commodity prices and labour market
developments, inflation in the first half of 2023
is projected to gradually slowdown. Projected
substantial growth in unit labour costs and pri-
vate consumption, high industrial goods inflation
in Bulgaria’s main trading partners, as well as
the removal of some of the fiscal measures®
introduced by the government are expected to
remain factors with a pro-inflationary effect.

% This refers to the compensation of consumers for the price
of motor fuels (0.25 BGN/litre). For further details, see the
BNB Macroeconomic Forecast, December 2022.

Expectations of Selling Prices in Industry, Retail Trade
and Services in the Following Three Months
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60 60

50

40|

30

20

—— — — —— —— 20
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
~—Industry

—— Retail trade

—  Services
Source: NSI.

Expectations for the Rate of Growth in Selling Prices
in Retail Trade over the Following Three Months
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Key Indicators of the Housing Market Developments in Bulgaria

(per cent; year-on-year change)

Indicators

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

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

Housing loans balances
Construction and investment

Permits issued for the construction of new residential buildings
(square meters)

Value added in construction (at average annual prices for 2015)
Constriction Production Index, building construction

Fixed investment; residential buildings

Construction cost index for new buildings

2021 2022

2018 2019 2020 2021

6.6 6.0 46 8.7 9.4 11.5 14.6 15.6
5.7 8.5 2.2 7.7 8.4 8.7 12.3 12.6
7.0 48 6.0 9.2 10.0 13.3 16.0 17.4
2.6 25 1.2 2.8 6.0 8.9 13.4 15.2
1.9 3.3 2.5 1.7 1.9 4.3 6.2 7.1

14.9 12.4 18.1 24.0 37.4 47.0 36.5 30.8

39 35 3.2 3.0 3.0 29 29 2.8

19.4 0.0 -15.5 14.4 17.6 17.1 17.0 16.9

39.0 -79 9.0 0.0 23.7 13.9 43.3 55.5

1.1 37 -1.0 00 -288 42 121 -17.7
2.6 8.4 -8.3 0.8 3.0 5.1 2.7 03

33 -103 1021 192  -130 0.6 -4.4 6.1

2.9 5.1 2.1 12.2 18.5 24.2 56.7 67.8

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 last 12 months were used.
The strong growth of Fixed Investment; Residential Buildings item, in 2020 is explained by repayments under the National Programme for Energy Efficiency

of Multi-family Residential Buildings.
Sources: NSI, BNB, Eurostat.

5.2. Housing Prices

In the third quarter of 2022 the annual growth
rate of the house price index (HPI) was 15.6
per cent, which was also accompanied by an
increase in the volume of concluded sale and
purchase transactions (by 7.1 per cent on an
annual basis). Price increases were broad-based
across regional cities and reflected the simul-
taneous price hikes of existing (17.4 per cent)
and new (12.6 per cent) housing. Factors still
supporting housing demand and thereby con-
tributing to higher prices included the increased
labour income, strong credit activity, as well as
accumulated savings in the economy and limited
alternatives for their investment amid low interest
rates and accelerating inflation.

In addition, further acceleration of annual growth
in the construction cost index® to 67.8 per cent
in the third quarter of 2022, which corresponded
to the retained shortage of some construction
materials and the increase in their prices, was

% Eurostat data are used.

Rate of Change of House Price Index
(per cent; on an annual basis)
40 40

30 94 r 30

30

2008 2000 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022
Existing dwellings
—— New dwellings
= House price index
Note: From the beginning of 2022, the HPI is calculated solely on the

basis of data from an administrative source (the Property Register),
and thus the data are not fully comparable to those of previous years.

Source: NSI.
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a significant supply-side pro-inflationary factor®’.
Over the third quarter of 2022 the price-to-rent
ratio, which is a frequently used indicator of
undervaluation/overvaluation of houses, contin-
ued to exceed significantly (by 35.2 per cent)
its long-term (historical) average value.® This
signals 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 the expectations of a continuing increase in
house prices (and realised capital gains after a
sale in the future) or perceptions of residential
properties as an alternative asset for preserving
value in an environment of low interest rates and
high inflation. At the same time, estimates based
on the BNB macroeconomic model® suggest a
significantly lower positive deviation of current
residential property prices in Bulgaria from their
long-term equilibrium level (about 8.4 per cent).
This was due to the fact that rising household
income in combination with persistently low
interest rates on housing loans have pushed

up housing affordability which is recorded as
an increase in their equilibrium price within the
model.

8 According to NSI business situation survey data for
Bulgaria.

8 Calculations for the period from the first quarter of 2000 to
the third quarter of 2022.

8 Additional information on this model is available in the
research topic Dynamics of House Prices in Bulgaria
between 2000 and 2016, Economic Review, issue 1 of 2017.

Actual and Equilibrium Housing Prices

(index 2015 = 100) (per cent)
200 50
1801 E 40
1601 30
140 F 20
120+ F 10
100+ F o

801 F-10
60 F-20
40 F-30
P PSSP F-40

-50
— T T T T T T T T T T T T T T T T T T T T
20012002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 20212022

—— Long-term (estimated through a model) house prices, left scale
—— Actual house prices, left scale
Undervaluation (-) / overvaluation (+), right scale

Sources: NSI, BNB calculations.

Indicators of Undervaluation/Overvaluation of Housing
(per cent)
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Sources: NSI, BNB calculations.
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