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S UMMARY

In the second quarter of 2023, global GDP growth slowed down to 0.7 per cent on a quarterly basis, with
global economic indicators pointing to a further deceleration in growth in the third quarter as well. In the
July—August period, the growth rate of economic activity in the services sector moderated in comparison
with previous months but continued to be the main positive contributor to global growth. In the United
States, third-quarter economic indicators show a slight acceleration in economic activity growth. At the
same time, available data for the third quarter signal a continued slowdown in economic activity in China
and a decline in the euro area.

The downward trend in global inflation was volatile in August 2023, due to a lower negative contribution
of transportation fuel prices as a result of crude oil price rises in July and August relative to the second
quarter. In the United States, the downward trend in annual inflation was interrupted in August by the rise
in transportation fuel prices, while annual inflation in the euro area continued to decline. Inflation in both
regions remained significantly above the central bank target, so the Federal Reserve System and the ECB
continued the process of tightening monetary policy. In the third quarter of 2023, the Federal Reserve
raised the federal funds rate corridor by 25 basis points to 5.25-5.50 per cent, while the ECB raised its
interest rates in two steps by a total of 50 basis points, with the interest rates on the main refinancing
operations, the marginal lending facility and the deposit facility reaching 4.50, 4.75 and 4.00 per cent,
respectively.

These external environment developments imply favourable price conditions for trade in Bulgaria in the
third quarter of 2023 and a deterioration in financing conditions in the fourth quarter of 2023. Bulgarian
goods exports are likely to remain weaker than suggested by global trade and external demand for Bul-
garian goods in the third quarter of 2023 owing to country-specific factors.

The current and capital account balance for the last 12 months as of July 2023 turned into a surplus of
2.3 per cent of GDP compared to a deficit of 0.5 per cent of GDP as of December 2022, mainly due to
the increase in the capital account surplus and the contraction of the country’s trade deficit in view of

a stronger decline in imports of goods relative to exports. The financial account balance for the last 12
months as of July 2023 was negative as a result of a stronger accumulation of foreign liabilities to non-
residents than that in foreign assets of Bulgarian residents. As a result of the flows in the current, capital
and financial account of the balance of payments, Bulgaria’s gross international reserves for the last 12
months as of July 2023 increased by EUR 4.3 billion against EUR 3.9 billion as of December 2022.

In the first eight months of 2023, the annual growth of non-government sector’'s deposits in the bank-
ing system followed a downward trend which was entirely determined by the lower growth of corporate
deposits. At the same time, the continued increase of labour income and preserved household saving
preferences contributed to keeping the annual growth of household deposits relatively high.

Annual growth of loans to non-financial corporations moderated further due to lower demand for financial
resources for working capital and accumulation of inventories, gradually increasing interest rates on new
loans to corporations and tightening of bank credit standards for firms. In the household sector, annual
growth in both loans for house purchase and consumer loans remained high. Ample liquidity and intense
competition for a market share in the banking sector continued to limit the transmission of the ECB’s mon-
etary policy tightening to household lending rates, appearing to be a prerequisite for comparatively limited
effects of the BNB measure to increase the minimum reserve requirement to 12 per cent in the period
from its introduction up to August 2023 inclusive.

7 Summary



In the second quarter of 2023, real GDP increased by 0.4 per cent on the previous quarter. On an annual
basis, economic activity growth continued to slow down to reach 1.8 per cent. This was due to a sig-
nificant increase in the negative contribution of changes in inventories, which was only partly offset by a
decline in imports of goods. As regards domestic demand, the review quarter saw an acceleration in the
annual growth of private consumption, while government consumption contributed negatively to the GDP
change. A year-on-year increase in gross value added was recorded in the sectors of agriculture and
services, while industry reported a decrease. Employment increased by 0.1 per cent year on year in the
second quarter of 2023, entirely driven by the services sector. At the same time, growth in compensation
per employee in nominal terms slowed down to 7.2 per cent on an annual basis and remained lower than
inflation reported over that quarter, despite the rise in productivity growth and the increasing labour short-
ages in Bulgaria, which reached some of their historical peaks.

According to the composite indicator of economic activity constructed by the BNB, in the third quarter
of 2023, Bulgaria’s real GDP is expected to rise on a quarter-on-quarter basis at a similar rate to that of
the previous quarter. This is a prerequisite for a continued gradual slowdown in economic activity on an
annual basis. In the fourth quarter of 2023 and the first quarter of 2024, real GDP is expected to record
low quarter-on-quarter growth, mostly supported by domestic demand. There is considerable uncertainty
about the profile of annual rates of change in economic activity arising from the forthcoming revision of
the GDP time series by the NSI on 19 October 2023.

In the first eight months of 2023, the annual HICP inflation rate followed a downward trend and stood

at 7.5 per cent in August 2023. This development was driven by the annual fall in the prices of energy
products, as well as by a build-up of a base effect against the high growth rates of consumer prices

in 2022, mainly in the food group. At the same time, the monthly HICP growth rates recorded since the
beginning of the year remained at higher than historical levels, with strong consumer demand and unit
labour cost growth continuing to exert inflationary pressure on consumer prices. The food group continued
to have the largest positive contribution to overall inflation, followed by services and industrial goods.
Annual inflation is expected to continue to slow down gradually over the last quarter of 2023 in line with
the assumptions regarding international commodity price dynamics, but to remain at a high level in the
first quarter of 2024. The projected strong private consumption and higher unit labour costs are the main
factors expected to continue to constrain the speed and extent to which firms pass on declines in inter-
national agricultural commodity prices to final consumer prices.
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1 . EXTERNAL ENVIRONMENT

1.1. Current Business Situation
Global Environment

In the second quarter of 2023, global GDP growth
slowed down to 0.7 per cent on a quarterly basis
(from 0.8 per cent in the first quarter of 2023),

but data on economic indicators (global PMls for
services and manufacturing sectors) signal further
growth slowdown in the third quarter of the year. In
July and August, the growth rate of economic activ-
ity in the services sector decelerated from previous
months but continued to contribute most strongly to
global growth. The slowdown in global demand and
tightened financing conditions continued to push
down economic activity in the manufacturing sector.
This downward trend resulted in a decline in the
volumes of global industrial production and in world
trade in goods in the second quarter and in the
beginning of the third quarter of 2023.

In August, global inflation stood at 5.2 per cent
on an annual basis compared with 4.7 per cent

in July and 6.1 per cent on average in the second
quarter of 2023. Accelerated inflation in August
reflected the lower negative contribution of trans-
portation fuel prices as a result of crude oil price
rises in July and August compared with the sec-
ond quarter.

International Commodity Prices

The Brent crude oil price increased on a quarterly
basis in the first two months of the third quarter

of 2023 (by 6.3 per cent in dollars’ and 5.4 per
cent in euro) and reached USD 83.1 per barrel
(EUR 75.7 per barrel), but continued to decline on
an annual basis both in US dollars (-19.9 per cent)
and in euro (-25.9 per cent). Natural gas prices
also posted a significant annual decline in the
European market (-82.9 per cent in US dollars and
-84.2 per cent in euro), as well as in the US mar-
ket (-68.0 per cent in US dollars) and in the Japa-

" Hereinafter referred to as the US dollar.

Manufacturing and Services PMIs and Change in World
Real GDP

(per cent)
2

A
AYAY 0

0 0B 2009 2010 2011 2012 2013 2014 2016 2016 2017 2018 2018 2020 2021 2022 2028 -
—— 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

(per cent, percentage points, annual rate of volume change and contribu-
tion by region)

T T T T T T T T T T T T T -20
'2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

World trade

USA

Euro area

Other developed economies
Other emerging markets
China

Source: CPB Netherlands Bureau for Economic Policy Analysis.
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nese market (-35.5 per cent in dollars). The main
reason behind higher oil prices compared with

the second quarter was the decisions taken by
Saudi Arabia and Russia® to extend supplementary
unilateral measures® to cut oil production until the
end of 2023 to already existing restrictions on pro-
duction quotas adopted by OPEC+. Another factor
behind the price rise was the sustainable growth
in economic activity in the United States and the
associated strong oil demand. At the same time,
the slowdown in the Chinese economy and weak
economic growth in the euro area, as well as the
indications by major central banks of a possible
need for further tightening of monetary policy con-
tained the upward pressure on oil prices.

The main factors behind the gas price decline in
Europe in the first two months of the third quarter
were mostly the high levels of natural gas stocks
in most gas storage facilities in the region, weaker
industrial demand amid slowing growth in some
larger EU Member States, and increased produc-
tion of renewable electricity in the summer months.

In July and August 2023, the average metal and
mineral price index decreased by 1.3 per cent on
an annual basis in dollars (-8.8 per cent in euro).
This decline reflected a slowdown in global econom-
ic activity and worsened prospects for the manufac-
turing sector. Aluminium and zinc made the largest
negative contribution to the annual change in the
metal index. The price of copper, which is essential
for Bulgarian exports, rose year on year due to a
low base in 2022 and market participants’ expecta-
tions that the Chinese authorities will announce new
measures to stimulate economic growth.

In July and August 2023, the total food price
index recorded an annual decrease of 6.8 per
cent in US dollars (-13.9 per cent in euro). Prices
of most food commodities declined on an annual
basis, excluding orange, rice and sugar prices.
Lower prices of vegetable fats, corn and wheat
contributed most to the decline in the overall food

% Saudi Arabia and Russia are the leading global oil exporters
and a major part of the OPEC+ group.

¥ 0On 5 September Saudi Arabia announced that they were
extending until the end of 2023 the measures announced earlier
in the year to voluntarily limit daily production by an additional

1 million barrels. In addition, on 5 September Russia announced
that it would extend until the end of the year voluntary oil pro-
duction cuts by 0.3 million barrels daily following the country’s
monthly production cuts in August and September by 0.5 and
0.3 million barrels daily.

Inflation Measured through CPI

(per cent, on an annual basis; seasonally adjusted data)

12 12
10 10
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Inflation in emerging market economies
——  Global inflation

Source: World Bank.

Prices and Futures of Brent Crude QOil
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Note: Futures prices are average prices of the September 2023 contracts.
Sources: World Bank, ECB, JP Morgan and BNB calculations.

Metals Price Indices
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price index. The price of wheat, which is essential
for Bulgaria’'s food exports, recorded an annual
decline during the quarter due to the base effect
in 2022 and the higher volumes of current sea-
sonal crops in several leading exporting countries
in the northern hemisphere.

The United States

US real GDP* posted quarter-on-quarter growth of
0.5 per cent in the second quarter of 2023 com-
pared with 0.6 per cent growth in the first quarter,
with available data as of end-September 2023 on
leading economic indicators signalling a slight
acceleration of economic activity growth in the
third quarter of the year. Over this period, eco-
nomic activity posted an increase in the services
sector, a slower rate of decline in manufacturing
and some improvement in consumer confidence.

US labour market conditions worsened somewhat
in the third quarter of 2023. In July and August,
the number of employees in the non-agricultural
sector increased by 344 thousand (compared to
an increase of 603 thousand in the second quar-
ter of 2023). The ratio of offered new jobs to the
number of unemployed remained historically high,
remaining unchanged at 1.5 in July for the second
month in a row against an average of 1.6 in the
second quarter of 2023. In August, the unemploy-
ment rate rose to 3.8 per cent, from 3.5 per cent
in July and an average value of 3.6 per cent in
the second quarter of the year.

In the first two months of the third quarter of 2023,
annual consumer price inflation declined, remaining,
however, above the 2 per cent target set by the
US Federal Reserve. In August, the annual rate of
change of the price index of personal consumption
expenditure (PCE) increased to 3.5 per cent, from
3.4 per cent in July and 3.9 per cent on average
in the second quarter. The moderation in inflation
compared to the second quarter was due to lower
annual food price inflation. The increase in inflation

4 At the end of September 2023, the annual update of the US
National Income and Production Accounts was announced,
whereby the growth in the first quarter was revised upwards
by 0.1 percentage points to 0.6 per cent. The update also

led to downward revisions in the change of the US real GDP
in previous years, with GDP growth in 2021 and 2022 revised
downwards by 0.1 and 0.2 percentage points to 5.8 per cent
and 1.9 per cent, respectively. The GDP decrease in 2020 was
revised from 2.8 per cent to 2.2 per cent and is lower than the
2.6 per cent decline in 2009, which after the revision appeared
to be the largest annual decline since 1946.

Food Price Indices
(per cent; percentage points)
70 70

-30
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in August compared with July reflected mainly a rise
in transportation fuel prices. The annual growth rate
of the core PCE price index (excluding food and
energy products) slowed to 3.9 per cent in August,
from 4.3 per cent in July and 4.6 per cent on aver-
age in the second quarter. The moderation in the
annual growth rate of the core price index reflected
mainly declines in the prices of some durable
goods, as well as in housing and healthcare costs.

These developments in the core PCE price index
suggest that the effect of the US Federal Reserve
monetary policy measures strengthened but has not
yet been sufficient to achieve a steady easing of
inflationary pressures in the United States. Therefore,
the Federal Open Market Committee (FOMC) contin-
ued its measures to tighten the monetary policy in
the United States in the third quarter of 2023, albeit
at a slower pace compared with the period since

the start of this process. In July, the FOMC decided
to raise the federal funds rate corridor by 25 basis
points to a range of 5.25-5.50 per cent. In Septem-
ber, the FOMC decided to leave the target range
unchanged as additional economic information was
required to assess more precisely the need for further
monetary policy tightening. Over the third quarter, the
US Federal Reserve continued to reduce the size of
its balance sheet, limiting the reinvestment of pro-
ceeds from maturing treasury securities in its portfolio.

In September 2023, the median of FOMC mem-
bers’ individual forecasts about the federal funds
rate for the end of 2023 was kept at 5.6 per cent,
which corresponds to a federal funds rate corridor
of 5.50 to 5.75 per cent or a further increase of

25 basis points until the end of 2023. The FOMC
members’ projections for the target rate in 2024 and
2025 were also increased, by 70 basis points and
50 basis points to 5.1 per cent and 3.9 per cent,
respectively.

China

Following a quarter-on-quarter slowdown to 0.8 per
cent in China’s real GDP recorded in the sec-

ond quarter, the economic situation continued to
worsen in the third quarter. Many housing market
indicators posted a decline. In August, real estate
sales fell by 7.1 per cent year on year compared
with a decline of 6.6 per cent in June, residential
investment contracted by 7.5 per cent in August
compared with a 6.7 per cent decrease in June,

US Unemployment Rate and a Monthly Change in
Number of New Employees in the US Non-agricultural
Sector
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Source: Bureau of Labour Statistics.
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Manufacturing and Services PMIs and Change in
China’s Real GDP

(per cent)
60 4
55 f/\{\/m 2
i N :
Vv < AW A \Y
45 2

40 4
2008 2000 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

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

Sources: National Bureau of Statistics of China and China Federation of
Logistics and Purchasing.

while loans for house purchase fell by 4.3 per cent
compared to an increase of 2.7 per cent in June.
Household consumption growth also slowed down,
reflecting a decline in average annual nominal
growth of retail sales to 3.6 per cent in July and
August compared with 11.4 per cent growth in the
second quarter.

In the first two months of the third quarter of 2023,
annual inflation in China remained low and stood
at 0.1 per cent in August (against 0.0 per cent

in June). Lower food and consumer goods prices
were offset by higher services inflation. In July and
August, core inflation accelerated to 0.8 per cent
on an annual basis, from 0.4 per cent in June.

In the third quarter, the People’s Bank of China
continued to ease its monetary policy to provide
liquidity and credit to the economy. In August 2023,
the People’s Bank of China cut interest rates on
one-year medium-term loans (medium-term lending
facility, MLF) for financial institutions and seven-
day repurchase transactions by 15 basis points to
2.50 per cent and by 10 basis points, respectively,
to 1.80 per cent. The one-year loan prime rate
(LPR) was cut by 10 basis points to 3.45 per cent,
while that on five-year loans (the reference rate on
mortgage loans) was left unchanged at 4.20 per
cent. In September, the rate on banks’ required
reserves in foreign currency was cut by 200

basis points to 4.0 per cent. The rate on required
reserves was further decreased by 25 basis points
for all banks, excluding those for which the rate
was set at 5.0 per cent.

China’s Inflation Rate
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Euro Area

In the second quarter of 2023, euro area real GDP
increased by 0.1 per cent on a quarterly basis. By
final consumption expenditure component, invento-
ries and, to a lesser extent, government consump-
tion and investment contributed most to growth.
Private consumption had a zero contribution to

the quarter-on-quarter change in real GDP for a
second consecutive quarter. Net exports made a
substantial negative contribution to quarterly growth
due to a strong decline in exports combined with
weak imports growth. Germany, Bulgaria’s largest
trading partner, recorded a zero real GDP change
from the previous quarter, while quarter-on-quarter
economic activity growth slowed down to 0.4 per
cent in ltaly, Bulgaria’'s other main trading partner.

Data available by the end of September 2023 on
economic indicators in the euro area, including
PMI indices, signalled a quarter-on-quarter decline
in real euro area GDP in the third quarter of 2023.

The euro area labour market remained resilient,
with conditions being still favourable at the begin-
ning of the third quarter of 2023. The unemploy-
ment rate remained at very low historical levels,
declining to 6.4 per cent in July 2023, from

6.5 per cent in the second quarter. Concurrently,
there was a slowdown in employment, which grew
by 1.4 per cent year on year in the second quar-
ter compared to the 1.6 per cent growth in the
previous two quarters.

In the first two months of the third quarter of 2023,
annual consumer price inflation in the euro area
moderated further to 5.2 per cent in August, from
5.5 per cent in June 2023. Slower annual infla-
tion reflected the lower inflation in food, natural
gas and electricity owing to the high 2022 base.
Concurrently, the contribution of transport fuels and
package holidays to annual inflation increased.
Core inflation, excluding food and energy prod-
uct prices, also slowed down to 5.3 per cent

on an annual basis in August, from 5.5 per cent
on average in June. The decline in core inflation
resulted from the slowdown in clothing inflation
and declines in the prices of some durable goods
attributable to improved supply chains and weaker
global demand.

Manufacturing and Services PMIs and Change in Euro
Area Real GDP

(per cent)
65 3
60 /\ 2
B J ‘\’/‘1 W\/\Y\ |
50\“ Y ‘\/‘ YV 1 —\=1 1o
4 | \jw \/\ .
) 2

2008 2000 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 K
—— PMI of manufacturing (left scale)
PMI of services (left scale)
—— Real GDP rate of change on a quarterly basis (right scale)

Source: Eurostat.

Euro Area Unemployment Rate and Employment Growth

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

14 4
13 3
12 2
1 1
10 0
9 1
8 2
7 3

6 4
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

— Unemployment rate (left scale)

— Employment growth on an annual basis (right scale)

Source: Eurostat.

Euro Area Inflation Rate
(per cent; percentage points; on an annual basis)
11

10
9

IS

[ T R S N )
L ho =N ws oo N ® O

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

— Inflation
—— Core inflation
Energy products
BN Food
BN Services
Non-energy industrial goods
Notes: Inflation is measured by the HICP.

Core inflation is measured by HICP, excluding energy products, food,
alcohol and tobacco products.

Source: Eurostat.

Economic Review e 3/2023

14



In view of the still high inflation, deviating substan-
tially from the ECB’s 2 per cent target, the ECB
Governing Council continued to raise the refer-
ence rates and to initiate measures to reduce the
size of its balance sheet. Over the third quarter,
the interest rates increased by a total of 50 basis
points®, with the interest rates on the main refi-
nancing operations, the marginal lending facility
and the deposit facility standing at 4.50, 4.75 and
4.00 per cent, respectively. In July, the ECB dis-
continued reinvestments under the asset purchase
programme (APP). The ECB announced that from
the beginning of the maintenance period, starting
on 20 September 2023, the remuneration of banks’
minimum reserves would be at 0 per cent instead
of the previously used deposit facility rate. At its
September meeting, the Governing Council of the
ECB indicated that the key ECB interest rates had
reached a level which, if maintained for a suffi-
ciently long period, would contribute significantly to
the timely return of inflation to the target level.

In the third quarter of 2023, the ECB’s interest rate
increase and market participants’ expectations of
their further rises continued to exert upward pres-
sure on interest rates in the unsecured euro area
money market and German government bond
yields. The average daily value of the €STR, the
overnight euro area’s money market rate, increased
to an average of 3.60 per cent in the third quarter
of 2023, from 3.08 per cent in the second quarter.
The German government bond yields in the two-
year maturity sector increased by 1 basis point in
the third quarter to 3.20 per cent, and in the ten-
year maturity sector, yields rose by 45 basis points
to 2.84 per cent. The larger increase in yields of
long-term maturities reflected the ECB’s guidance
on the need to maintain a restrictive monetary
policy for a longer period in order to meet the
inflation target.

1.2. Impact on the Bulgarian Economy

Bulgarian exports of goods declined more sig-
nificantly compared to the world trade in goods
and to that signalled by the change in external
demand for Bulgarian goods in the second quarter
of 20283. This development can be explained by
country-specific factors that limited the opportuni-
ties for Bulgarian enterprises to export over that

5By 25 basis at each of the July and September 2023 meetings.

ECB Interest Rates, EONIA, €STR and Excess Liquidity
in the Euro Area Banking System
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period and were related to the entry into force on
5 February 2023 of the ban on exports to coun-
tries other than Ukraine of oil and oil products
produced from Russian oil, as well as to repairs
in large manufacturing enterprises planned for the
second quarter of 2023°. The effect of some of
these country-specific factors (mostly related to
repairs) is expected to be exhausted in the third
quarter of the year, but exports of goods would
probably continue to be weaker than that signalled
by the data on world trade and external demand
for Bulgarian goods.

The developments in commodity prices in interna-
tional markets in the third quarter of 2023, mainly

resulting in falling prices on an annual basis, com-
bined with the structure of the Bulgarian economy
and foreign trade, point to the existence of favour-
able terms of trade’ for Bulgaria in the third quar-
ter of 2023.

The continuous increases in interest rates by the
Federal Reserve and the ECB and the rise in

the minimum required reserve (MRR) rate® by the
BNB may result in deterioration in the country’s
financing conditions in the fourth quarter of 2023.
According to the currency board principles, the
upward trend in euro area money market rates
may be expected to continue to be passed
through relatively quickly to interest rates on the
interbank money market in Bulgaria. In the third
quarter of 2023, its pass-through remained signifi-
cantly lower in lending and deposit rates in Bulgar-
ia, especially in the household sector, as continued
high inflows of attracted funds, still ample liquidity
and persistent strong competition in the bank-

ing sector remained the main factors behind this.
These factors allowed the effects of the measure
taken by the BNB to raise the MRR rate to be also
relatively limited in the third quarter of 2023, espe-
cially in the household sector.

® For further details, see the BNB Macroeconomic Forecast, June
2023.

" Favourable terms of trade refer to a larger annual decline in
the deflator of imports of goods compared to that of exports of
goods.

8 For details, see Monetary and Credit Aggregates Section in
Money and Credit Chapter 3.
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2. EXTERNAL FINANCIAL FLOWS

2.1. Balance of Payments and Foreign Trade

In the January—July 2023 period, Bulgaria’s current
and capital account balance was positive, which
did not imply the need for external financing of the
economy. This, combined with a stronger increase
in foreign assets of Bulgarian residents compared
to their liabilities, was the reason for maintaining

a positive financial account balance, whereby Bul-
garia continued to be the net creditor to the rest
of the world.? As a result of these developments,
the country’s gross international reserves declined
by EUR 2.0 billion in the January—July 2023 period
(compared to a decrease of EUR 2.3 billion in the
period January-July 2022), rising, however, in the
last 12 months as of July 2023 due to a growth in
the second half of 2022. In July 2023, the amount
of gross international reserves continued to be
high according to indicators generally accepted in
practice, equalling the amount of nominal imports
of goods and services'® for a period of 7.7 months
(7.8 months in December 2022), while the ratio

of international reserves'' to Bulgaria’s short-term
external debt stood at 4.4 times in June 2023 (no
change compared to December 2022).

Current Account and Capital Account

The balance on the current and capital account
for the last 12 months as of July 2023 turned into
a surplus of 2.3 per cent of GDP compared with

a deficit of 0.5 per cent of GDP as of December
2022. This largely reflected a shift from a current
account deficit to a surplus and, to a lesser extent,
a rise in the capital account surplus. The posi-

tive balance on the capital account in the last 12
months as of July 2023 stood at 2.2 per cent of
GDP. Its increase compared with December 2022

°The analysis is based on the analytical reporting of the bal-
ance of payments.

1% Calculated for the last 12 months as of July 2023.

" 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 transac-
tions, valuation adjustments and price revaluation.

Current and Capital Account Flow Dynamics and
Contribution by Components
(per cent of GDP)
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Notes: July 2023 data on the current and capital account flows are ac-
cumulated for the last 12 months.

Nominal GDP data for the last four quarters, up to the second quarter of
2023 inclusive are used in calculating the GDP ratio for July 2023.

Sources: BNB, NSI, BNB calculations.
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(0.9 per cent of GDP) was driven mainly by the
greenhouse gas emission allowances trading.

Trade Balance and Foreign Trade in Goods

The trade balance deficit for the last 12 months as
of July 2023 narrowed to 4.9 per cent of GDP from
6.0 per cent of GDP in December 2022, owing

to a stronger annual decline in nominal imports

of goods (-8.9 per cent) than in exports (-7.0 per
cent) between January and July 2023. On the
basis of more detailed data available up to June
2023', it can be assumed that the deficit decline
was largely driven by a stronger year-on-year fall
in imports of goods in real terms (-4.4 per cent)
compared to that in exports of goods (-0.2 per
cent), while the unfavourable trade conditions™

for the country partly limited the contraction of the
trade deficit. Foreign demand for Bulgarian goods
and services grew by 1.5 per cent in real terms on
an annual basis in the first half of 2023, imply-
ing that the decline observed in Bulgarian exports
of goods in real terms is mainly due to country-
specific factors. According to detailed data by
commodity group of external trade statistics, the
year-on-year decline in real exports of goods15 is
broad-based across commodity groups. However,
the groups of energy products (mainly processed
oil products and, to a lesser extent, electricity) and
non-ferrous metals had the largest contribution. The
decline in exports of these groups in real terms
can be attributed to the entry into force on 5 Feb-
ruary 2023 of the ban on exports to countries
other than Ukraine of refined petroleum products
from crude oil originating in Russia'® and repairs
in leading manufacturing oompanies”. A similar

12 Non-seasonally adjusted national account GDP data.

'3 Unfavourable terms of trade in the first half of the year
resulted in a year-on-year fall in the export prices of goods,
while maintaining import prices of goods according to non-
seasonally adjusted GDP data.

"ECB calculations of September 2023.

'S Real volumes of exports and imports of commodity groups have
been constructed under the Standard International Trade Classification
(SITC) by using NSI data on export and import prices of the relevant
commodity groups under the SITC and Eurostat data on nominal val-
ues of exports of the same commaodity groups under the SITC.

'8 For further details, see Official Journal of the European Union,
L 322, 16 December 2022.

In the second quarter of 2023, processed copper volumes fell in
one of the largest metallurgical plants in Bulgaria due to repairs. This
resulted in a decrease in the production on an annual basis, as in
2022 the plant operated at full capacity without outage. In addition, in
April and May 2023 the Kozloduy NPP worked at reduced capacity
due to planned repairs and a decrease in the production was also
recorded on an annual basis in the second quarter of 2023, as the
plant operated at its full capacity over these two months of 2022.

Nominal Exports and Imports of Goods Dynamics

(Balance of Payments Statistics Data)
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Exports by Commodity Group under the Combined
Nomenclature, Contribution to the Overall Rate of
Change by Sub-components

(per cent, percentage points)

60 60

50

4

30

20

2008 ‘ 2009‘2010 ‘ 2011 ‘ 2012‘ 2013‘ 2014‘ 2015‘ 2016‘ 2017‘ 2018‘2019‘ 2020‘ 2021‘2022 ‘2023
Total exports (fob)

Chemical products, plastics and rubber

Textiles, leather, clothing, footwear and other consumer goods

Animal and vegetable products, food, drinks and tobacco

Base metals and related products

Mineral products and fuels

Machines, vehicles, appliances, instruments and weapons

Wood products, paper, ceramics and glass

Notes: Quarterly data are used. The last observation is up to and including
the second quarter of 2023.

Source: BNB.

Economic Review e 3/2023



https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L:2022:322:FULL&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=OJ:L:2022:322:FULL&from=EN
https://www.aurubis.com/en/investor-relations/publications/annual-reports
https://www.eso.bg/index.php?en

Imports of Commodity Groups by Use, Contribution to
the Overall Rate of Change by Sub-components
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broad-based decrease was observed across com-
modity groups in imports of goods in real terms,
with significant declines being recorded for crude
oil, natural gas, chemical products and metal ores
imports. This can be explained by the lower need
for imports in view of the above mentioned coun-
try-specific factors, limiting production and exports,
the significant decline in the first half of the year
in commodities and raw materials stocks accumu-
lated in the economy over the last two years and
the maintenance of a high filling capacity of the
Chiren gas storage facility'®.

Balance on Trade in Services

The surplus on trade in services over the last 12
months as of July 2023 increased to 6.9 per cent
of GDP from 6.2 per cent of GDP as of December
2022. This was due to stronger year-on-year growth
in nominal exports (17.2 per cent) in services
compared to their imports (6.5 per cent) in the
January-July 2023 period. Export growth mainly
reflected higher revenue from travel-related and tel-
ecommunications, computer and information servic-
es. According to NSI data, the number of visits of
foreign nationals to Bulgaria increased by 24.4 per
cent in January-July 2023, with visits from Turkey,
Greece and Romania contributing most significantly.

® As of 30 June 2023 Chinren gas storage facility was at 88
per cent full (against 82 per cent as of 31 December 2022). By
comparison, the storage facility was 35 per cent full as of 30
June 2022.

Nominal Exports and Imports of Services Dynamics
(Balance of Payments Statistics Data)
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Annual Change of Exports of Services and Contribution
by Sub-components
(per cent, percentage points)
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Thus, the number of visits of foreigners to Bulgaria
over the first seven months of 2023 exceeded the
level of the relevant period of 2019, before the
COVID-19 pandemic hit the tourism sector. The
year-on-year increase in nominal imports of services
during the period from January to July 2023 was
mainly driven by higher expenditure of Bulgarian
residents on travel abroad, which increased by
17.2 per cent on an annual basis.

Net Primary Income Account and Net Secondary
Income Account

Net primary income deficit for the last 12 months
as of July 2023 remained almost unchanged com-
pared with December 2022, standing at -3.4 per
cent of GDP."™ In the January—July 2023 period,
outflows were higher under equity income sub-item
related to reinvested earnings on direct investment.

Net secondary income surplus for the last 12
months as of July 2023 did not change substan-
tially from December 2022 and stood at 1.6 per
cent of GDP. Between January and July 2023,
there was a significant rise in remittances received
from workers abroad, which was, however, partly
offset by increases in outgoing payments from
general government for ‘current international coop-
eration’ transfers.

' Preliminary data subject to revision.

Annual Change of Imports of Services and Contribution
by Sub-components
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Financial Account and International Investment Position

For the last 12 months as of July 2023, the finan-
cial account balance widened to EUR -1.4 billion
(EUR -0.4 billion as of December 2022). This
reflected the lower positive balance in the first
seven months of 2023 compared with that in Janu-
ary-July 2022, mainly as a result of banks’ policy
regarding the foreign assets and liabilities acquired
in the form of currency and short-term deposits
during the period under review. In the period Janu-
ary—July 2023, a higher accumulation of Bulgarian
residents’ foreign assets compared to liabilities to
non-residents was observed. The increase in for-
eign assets was mainly attributable to the rise in
banks’ assets (in the form of currency and depos-
its) and in portfolio investment of other sectors.
Liabilities to non-residents in the January-July 2023
period increased due mainly to the rise in direct
investment of other sectors.

Foreign direct investment in Bulgaria amounted

to 64.5 per cent of GDP at the end of the first
quarter of 2023 (compared to 63.6 per cent at
end-2022). The inflow of attracted direct invest-
ment (liabilities) in Bulgaria increased by 22.2 per
cent year on year between January and July
2023, totalling EUR 2.4 billion”, mostly in the form
of equity capital for non-financial corporations in
Bulgaria.

As a result of balance of payments develop-
ments and changes due to valuation adjustments
and price revaluations, the negative value of the
international investment position widened slightly
to -12.7 per cent of GDP by the end of the first
quarter of 2023 from -12.5 per cent of GDP at the
end of 2022. This dynamics reflected mainly the
stronger rise in liabilities to non-residents (mostly
in the form of direct investment) compared to the
increase in Bulgarian residents’ foreign assets
(mostly banking sector foreign currency and
deposits).

2.2. BNB International Reserves

At the end of August 2023, the market value of

Bulgaria’s international reserves (including valuation
adjustments and price revaluations) was EUR 37.2
billion (BGN 72.7 billion), falling by EUR 1.2 billion

2 Preliminary data subject to revision.

Financial Account Flow Dynamics and Contribution by
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(BGN 2.4 billion) from December 2022. The amount
of gross international reserves reflects the dynam-
ics 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 principles®'. The decrease in the Issue
Department liabilities at end-August 2023 vis-a-vis
the end of 2022 was largely driven by a decline

in liabilities to banks mainly as a result of the fall
in banks’ excess reserves at the BNB, while the
increase in minimum required reserves (MRR),
reflecting mainly the rise in the minimum reserve
rate®, partly limited the reduction of bank reserves.
International reserves increased by EUR 3.1 billion
on an annual basis compared with August 2022,
mainly reflecting the rise in liabilities to government
and budget organisations. Over the same period,
liabilities to banks remained broadly unchanged,
since the larger amount of MRR due to the higher
rate and the growing deposit base fully offset

the decline in banks’ excess reserves and bank
funds in the BNB's TARGET-2 system. As of June
2023, the BNB international reserves amounted to
39.5 per cent of GDP (43.3 per cent of GDP at
end-June 2022).

2.3. External Debt

As of June 2023, Bulgaria's gross external debt
was EUR 44.1 billion (49.3 per cent of GDP), down
by EUR 375.6 million on December 2022 (52.5

per cent of GDP). An external debt increase was
observed only in the general government and the
banking sectors. The increase in the general gov-
ernment debt reflected government bonds issued
in international markets in January 2023 to the
amount of EUR 1.5 billion, with the effect on the
amount of gross external debt being partly offset
by a maturing government debt issue in March. As
of June 2023, the share of long-term debt in Bul-
garia’s total gross external debt rose to 81.8 per
cent (80.3 per cent in December 2022).

?' BNB Issue Department liabilities include banknotes and coins
in circulation, liabilities to banks and liabilities to the govern-
ment and budget organisations, liabilities to other depositors
and Banking Department deposit.

22 For more information on the increased minimum required
reserve rate of banks, see Money and Credit Chapter 3.

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

3.1. Monetary and Credit Aggregates
Deposits of the Non-government Sector

In the first eight months of 2023, the annual growth
of non-government sector’s deposits® in the bank-
ing system followed a downward trend, reaching in
August 10.4 per cent (14.3 per cent at end-2022).
This dynamics was entirely driven by the lower
growth of corporate deposits. In the household sec-
tor, annual growth in deposits tended to accelerate in
the first half of the year, remaining at relatively high
growth rates in July and August.

The reported decline in the annual growth rate of non-
financial corporations’ deposits, which started in March
2023, continued in the second and third quarters of
the year and stood at 11.2 per cent at the end of
August (26.6 per cent at end-2022). Part of this slow-
down can be partly explained by a base effect from
strong growth in deposits of production and distribu-
tion of electricity, heating, and gaseous fuels at the
end of the first quarter of 2022 and by falling nominal
turnovers of firms in this sector since early 2023.*
The slowdown in the annual growth of retail trade vol-
umes® since the beginning of the year is also likely
to have had a significant impact on the slower growth
of corporate deposits. Data on deposits by economic
sector show that as of June 2023 vis-a-vis end-2022,
deposits of wholesale and retail trade; repair of motor
vehicles and motorcycles and production and distribu-
tion of electricity, heating, and gaseous fuels recorded
the strongest contraction of their contributions to the
annual growth of non-financial corporate deposits.

2 Non-government sector’s deposits include deposits of house-
holds, non-financial corporations and financial corporations.
Deposits of households and non-financial corporations (96.7 per
cent on average for the last 12 months as of August 2023) com-
prised the major share of all non-government sector’s deposits,
and the analysis therefore is focused on these two sectors.

*n July 2023, the decline in nominal turnover for the total
industry was 26.9 per cent year on year, with the largest drop
being recorded in production and distribution of electricity, heat
and gas (-60.9 per cent).

% In July 2023, the annual growth rate of nominal turnover

in retail trade was 4.9 per cent (growth of 21.4 per cent in
December 2022).

Annual Growth of Non-government Sector’s Deposits
and Contribution by Sector
(per cent, percentage points)
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— Deposits of the non-government sector
B Financial corporations
= Non-financial corporations
= Households

Note: The annual growth rate of non-government sector deposits in No-
vember 2015 reflects the exhausted base effect of KTB removal as a
reporting unit from the monetary statistics in November 2014.

Source: BNB.

Annual Growth of Non-financial Corporations’ Deposits
and Contribution by Economic Activity
(per cent, percentage points)
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Notes: Data on deposits of non-financial corporations by economic ac-
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waste management and remediation activities’, ‘education’, ‘human health
and social work activities’, ‘arts, entertainment and recreation’ and ‘other
service activities” are included in the category ‘other services’.

Source: BNB.
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The accelerating trend in the annual growth of house-
hold deposits, which started in the third quarter of
2022, continued in the first half of 2023, and in July
and August, the growth rates remained close to those
recorded in the middle of the year. As of August,
annual growth stood at 9.8 per cent (8.3 per cent in
December 2022). The continued growth in the labour
income and the persistence of the households’ prefer-
ence for saving in the banking system were the main
factors supporting the high growth rate of household
deposits. At the same time, increases in the interest
rates on new time deposits undertaken by some banks
may have had a further impact on the growth of house-
hold deposits.

The annual growth rate of the broad monetary aggregate
M3 followed a downward trend in the first eight months
of 2023, but remained relatively high, standing at 9.6
per cent at the end of August (13.2 per cent at the end
of 2022). Overnight deposits continued to have a major
but gradually declining contribution to M3 growth, while
the low negative contribution of deposits with an agreed
maturity of up to two years in the first two months of
the year turned positive, with a gradual upward trend.
The already-started increase in interest rates on new
time deposits has created an incentive for economic
agents to move towards depositing some of their avail-
able funds in this type of product because of the higher
remuneration offered®. As regards the currency compo-
sition, both corporations and households again preferred
to save mostly in national currency.

Reserve Money

At the end of August 2023, reserve money grew
by 3.2 per cent on an annual basis (11.1 per cent
in December 2022). Currency in circulation con-
tributed entirely to the reported growth, while the
contribution of bank reserves was low into negative
territory.

In January-May 2023, dynamics of bank reserves
was mainly driven by the decrease in banks’
excess reserves and funds in the TARGET2-BNB
system, affected by the widening negative spread
between the BNB’s excess reserves rate (0 per

% By end-August 2023, deposits of non-financial corporations
of up to two years increased by 106.8 per cent year on year
(compared to a 27.4 per cent growth in December 2022),
while household deposits of up to two years rose by 1.2 per
cent year on year (compared to a decline of -6.1 per cent in
December 2022).

Annual Rate of Change in M3 and Contribution by

Components
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Source: BNB.
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cent) and the ECB deposit facility rate’”, as well
as by the general trend of rising interest rates
globally and in the euro area in particular. These
two factors have created incentives for commercial
banks to invest their available liquidity in alterna-
tive to excess reserves and more profitable assets.
Over the January to May 2023 period, minimum
required reserves (MRR) continued to increase in
line with the rising deposit base.

The two increases in the MRR rate initiated by the
BNB from 5 to 10 per cent for attracted funds from
non-residents, effective from 1 June 2023, and from
10 to 12 per cent for attracted funds from residents
and non-residents, effective from 1 July 2023, led
to a significant rise in banks’ funds held as required
reserves™, at the expense of a further reduction in
their excess reserves (due to the transformation of
part of them into minimum required reserves) and a
decrease in their foreign assets. As of August 2023,
the effective implicit MRR rate® rose to 11.70 per
cent (9.33 per cent in May 2023), with commercial
banks’ deposits with the BNB comprising 10.70 per-
centage points of MRR, and the remaining 1.00 per-
centage point being in the form of recognised cash
balances. At the same time, the excess of banks’
funds maintained at the BNB over the required
minimum of reserve assets under Ordinance No 21
declined further to 4.4 per cent of MRR on an aver-
age daily basis (against 12.2 per cent of MRR in
May 2023 and 32 per cent of MRR in December
2022). A decrease compared to May was also reg-
istered for banks’ funds in TARGET2.*

* The ECB increases in the deposit facility rate in the January—
September 2023 period were as follows: from 2.00 to 2.50 per
cent with effect from 8 February 2023 to 3.00 per cent from 22
March 2023, to 3.25 per cent from 10 May 2023, to 3.50 per
cent from 21 June 2023, to 3.75 per cent from 2 August 2023,
and to 4.00 per cent from 20 September 20283.

% A more substantial increase in the stock of MRR was
observed after the second increase in the minimum reserve rate
due to the fact that attracted funds from residents accounted
for the predominant share of total attracted funds in the bank-
ing system (88.5 per cent by end-June 2023).

# Under Article 3 of BNB Ordinance No 21 on the Minimum
Required Reserves Maintained with the Bulgarian National Bank
by Banks, effective as of 1 July 2023, the rate of minimum
required reserves is 12 per cent of the reserve base, and banks
do not maintain MRR on attracted funds from government and
local budgets. The rate of minimum required reserves on funds
attracted from residents and non-residents is 10 per cent of the
reserve base, and from government and local budgets O per
cent in the 1-30 June 2023 period. Until 1 June 2023, the MRR
rate on funds attracted from residents is 10 per cent of the
reserve base, from non-residents 5 per cent and from govern-
ment and local budgets O per cent.

% Daily average data are used.
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In the first eight months of 2023, the annual
growth of currency in circulation continued to fol-
low a downward trend, coming to 6.4 per cent at
end-August (11.0 per cent at the end of 2022).
Dynamics of currency in circulation since the
beginning of the year can be partly explained

by one-off factors and a gradual return to growth
rates close to those observed before the COV-
ID-19 pandemic.

Reserve currency (euro) trading with the BNB is
the main lev liquidity management instrument of
banks under currency board arrangements. In
the first eight months of 2023, BNB sales (net) to
banks were EUR 400 million.

Credit to the Non-government Sector

Over the period January—August 2023, the annual
growth of credit to non-financial corporations fol-
lowed a declining trend, reaching 6.1 per cent

by end-August (10.4 per cent by end-December
2022). The downward dynamics was fully deter-
mined by the slowdown in the growth of corporate
overdrafts, which reached 3.7 per cent in August
(17.5 per cent at the end of 2022). Factors poten-
tially contributing to the lower growth of credit

to non-financial corporations were the ongoing
reduction of inventories in the economy, resulting
in lower demand for financing for the provision of
working capital and accumulation of inventories,
the gradual rise in interest rates on new corporate
loans after the tightening of monetary policy by the
ECB and the measure taken by the BNB to raise
the MRR rate, as well as the tightening of bank
lending standards for firms. The upward trend®’

in newly extended corporate loans® observed in
2022 came to a halt towards the end of the first
quarter of 2023, and subsequently new business
volumes remained broadly unchanged.

In the household sector, the annual growth rate

of both consumer and housing loans remained
high in the first eight months of 2023, with a slight
acceleration recorded in housing loans since the
middle of the second quarter, which continued

in the third quarter as well. At the end of August
2023, consumer loans grew by 10.8 per cent

year on year and housing loans by 18.7 per cent

¥ Based on 12-month moving average.

® The terms ‘new’ and ‘newly extended’ hereinafter referred to
as the statistical category ‘new business’.
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(compared with growth of 12.3 and 17.9 per cent,
respectively, as of December 2022). Developments
in loans to households reflected mainly the still
weak and slow transmission of the ECB’s monetary
policy tightening to household lending rates in an
environment of ample banking system liquidity and
strong competition for a market share, particularly
in the segment of loans for house purchases and
consumer loans. Despite the two increases in the
MRR rate by the BNB to absorb part of the excess
liquidity in the banking system and the strengthen-
ing transmission of the ECB monetary policy to
the monetary conditions in Bulgaria, interest rates
on loans to households, particularly for house
purchase, remained at very low levels. In the con-
text of still relatively high consumer price inflation,
interest rates on new housing loans to households
remained negative in real terms® and continued
to support store-of-value real estate purchases, as
well as an alternative form of saving or investment.
On the supply side, bank lending survey® results
indicated a significant easing of housing credit
standards in terms of the maximum loan amount
in the second quarter of the year. This is likely to
be related to further increases in house prices,
despite the reported year-on-year decline in the
number of transactions concluded. In terms of vol-
umes of new household loans, both consumer and

% Real interest rates are calculated by deflating the relevant
nominal interest rate for a given month by the annual HICP infla-
tion for the same month. In the case of consumer credit, real
interest rates on new extended loans were negative until April
2023 and slightly positive in May-August 2023.

% Bank Lending Survey in Bulgaria is carried out by the BNB
on a quarterly basis.

Annual Growth of Household Credit and Contribution
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housing loans recorded a gradual upward trend®
during the first eight months of 2023 compared to
the elevated levels at the end of 2022.

Bank Lending Survey

The weighted results of the Bank Lending Survey,*
conducted by the BNB, show a slight tightening

of credit standards® for consumer and hous-

ing loans to households and a greater tightening
of credit standards for corporate loans over the
second quarter of 2023. Banks reported the most
significant standard tightening for loans to both
firms and households in terms of interest rates and
interest spreads. At the same time, banks reported
a significant easing of credit conditions for housing
loans in terms of the maximum amount. The main
factors behind the tightening of banks’ lending
policy (credit standards and conditions®) for cor-
porate loans in the second quarter of 2023 were
the cost and volume of borrowed funds, as well as
the lower risk appetite.

In the second quarter of 2023, banks reported a
decline in demand for loans by large enterprises
and for loans for house purchase, while demand
for consumer loans and for those by small and
medium-sized enterprises increased compared with
January-March 2023. The main factors considered
by banks to have affected the lower credit demand
for corporate loans in the second quarter were the
possibilities of using alternative sources of financ-
ing, rising interest rate levels, as well as reduced
needs to ensure financial resources for working
capital and inventories. At the same time, the

need for bank funds for investment purposes and
refinancing, for debt restructuring or renegotiat-

ing has contributed to the increase in demand for
corporate loans. In the household sector, housing
market prospects and the macroeconomic environ-
ment were the factors that have contributed to

% Based on 12-month moving average.

% Summarised results of the survey are presented through
weighted bank responses by their market share in the relevant
credit segment.

% Credit standards are understood as internal bank guidelines or
criteria for loan approvals established prior to negotiating the terms of
extended loans. Credit standards determine the type of the loan and
collateral considered 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 such as fees and commissions, collateral or
guarantees to be provided by the respective borrower.
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lower demand for housing loans, while demand for
financing for current consumption goods and loans
secured by real estate contributed to the increase
in demand for consumer credit.

3.2. Interest Rates
Interbank Money Market Interest Rates

In the context of the functioning currency board in
Bulgaria, the increase in key euro area interest rates
continued to be transmitted rapidly into interest rates
on transactions concluded in the interbank money
market. As of August 2023, the monthly value of the
LEONIA Plus index was 3.53 per cent (1.42 per cent
in December 2022), while the spread between LEO-
NIA Plus and €STR came to -11 basis points (-15
basis points in December 2022).

The strong growth trend in interbank money market
trading volumes, which started at the end of the
third quarter of 2022, continued in the January

to August 2023 period. The continued increase in
euro area policy rates contributed to the further
widening of the negative spread between the
interest rate on banks’ excess reserves with the
BNB and the ECB deposit facility rate. This factor,
in combination with the global cycle of interest
rate rises, prompted commercial banks to reduce
their excess reserves with the BNB with the aim

of achieving higher yields, while obtaining greater
liquidity from the interbank money market, where
necessary. The increases in the MRR rate by the
BNB to absorb part of the excess liquidity in the
banking system may have been an additional fac-
tor behind the higher interbank money market trad-
ing between the end of the second quarter and
the end of August 2023.

Interest Rates on Deposits

High inflows of attracted funds and continued
ample liquidity in the banking system continued

to constrain the transmission of the ECB monetary
policy tightening to deposit interest rates, especial-
ly in the household sector, and were a prerequisite
for relatively limited effects of the BNB measure to
increase the MRR rate from its launch to August
2023 inclusive. The slower increase in interest rates
on household deposits compared with those for
corporations could be partly explained by the fact
that most of household loans marked by strong

Interbank Money Market Rates (Average Monthly Value)
Overnight Deposits
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competition in the banking sector are in levs, and
their interest rates are formed on the basis of a
deposit index and a premium thereto.

In the household sector, the weighted average
interest rate on new time deposits remained low at
1.02 per cent in August 2023. During the period
from the first ECB interest rate increase in July 2022
to August 2023, the interest rate on new household
time deposits rose by 79 basis points, and for

the period from the first MRR rate increase by the
BNB to August, by 33 basis points, respectively. A
more significant increase in deposit interest rates
was observed in the sector of non-financial corpo-
rations. The overall rise in the weighted average
interest rate on new time deposits of non-financial
corporations for July 2022-August 2023 was 211
basis points to 2.41 per cent. By comparison, the
increase in the three-month EURIBOR over the
same period was 374 basis points to 3.78 per cent.
Over the June to August 2023 period, the weighted
average interest rate on new time deposits of non-
financial corporations picked up by 52 basis points.

Interest Rates on Loans

Ample liquidity and strong competition in the bank-
ing sector remained the main factors behind the
limited transmission of euro area rate increases

to the lending rates in Bulgaria, and especially to
those on household loans. The effects of the BNB
increases in the MRR rate on lending rates in the
period from their entry into force to August 2023
inclusive were also comparatively limited, especially
with regard to interest rates on housing and con-
sumer loans.

Over the period from the first increase in key ECB
interest rates to August 2023, the weighted average
interest rate on new loans to non-financial corpora-
tions increased by 225 basis points to 4.71 per
cent, while its rise for the period from the first MRR
rate increase to August was 15 basis points®. A
factor underlying a faster increase in lending rates
for firms compared to those for households is that
part of these loans is denominated in euro and
interest rates thereon are linked to EURIBOR. Over-
all, for July 2022-August 2023, the most significant
rise was recorded in US dollar-denominated corpo-
rate loans and the smallest rise in lev-denominated
corporate loans.

In the household sector, interest rates on new
consumer and housing loans in July 2022-August

% Indicated values of interest rates on new loans to non-finan-
cial corporations and of the APRC on new loans to households,
as stated hereinafter, are on a monthly basis.
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2023 increased by 47 and 8 basis points, respec-
tively, remaining broadly unchanged in June-August
2023. As of August 2023, the annual percentage
rate of charge (APRC) on new housing loans stood
at 2.91 per cent and the APRC on newly granted
consumer loans was 9.14 per cent.

The relatively short period since the entry into
force of the BNB measure to increase the MRR
rate should be taken into account when analysing
the effects of this measure on deposit and lending
rates in Bulgaria as of the third quarter of 2023. In
particular, with regard to the effects of the measure
on interest rates on housing loans, account should
also be taken of the relatively rare updating of
interest rates by commercial banks (usually twice a
year).

Government Securities Yields

As of end-September 2023, the benchmark yield
curve of Bulgarian Eurobonds issued and traded

in international capital markets increased from the
end of June 2023 in all maturity sectors. Similar
dynamics was observed in German and other euro
area government bond yields under the influence of
further increases in key ECB interest rates. By the
end of September 2023, the spread between Bul-
garian and German government bond yields nar-
rowed compared with the end of June 2023 for all
government securities excluding those maturing in
2024. Declining spreads reflected a stronger rise in
German government bond vyields, particularly pro-
nounced for longer-term maturity sectors, compared
with the rise in Bulgarian government bond yields.
Developments in German government bond yields
reflected growing market expectations that euro
area interest rates would remain at elevated levels
for an extended period of time. At the same time,
the stabilisation of the political situation in Bulgaria
after the formation of a regular government in

June 2023 was a factor potentially influencing the
observed narrowing of spreads between Bulgar-
ian and German government bond yields over the
review period.

In August 2023, the long-term interest rate for
assessing Bulgaria’s degree of convergence was
4.08 per cent, remaining unchanged from June®,
and the spread vis-a-vis Germany’s long-term inter-
est rate was 149 basis points.

O Daily data indicate that the long-term interest rate remained
unchanged from 20 March 2023 to 31 August 2023 at 4.03 per
cent, most likely due to the lack of transactions in Bulgarian
benchmark bonds in the secondary government securities mar-
ket over this period. For calculating the long-term interest rate
for assessing the degree of convergence, see methodological
notes on the BNB website.
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4 . ECONOMIC ACTIVITY

4.1. Current Economic Environment
Gross Domestic Product

Based on NSI seasonally adjusted data, real
GDP increased in the second quarter of 2023 by
0.4 per cent compared to the previous quarter.41
According to the non-seasonally adjusted data,
economic activity growth continued to slow down
on an annual basis, reaching 1.8 per cent (com-
pared to 2.1 per cent in the previous quarter). By
final consumption expenditure component, this
slowdown was driven by a significant rise in the
negative contribution of changes in inventories,
which was only partly offset by a decline in goods
imports. Inventories dynamics can be explained
by firms’ decision to reduce significantly the stock
of raw materials and finished goods accumulated
over the last two years in the light of improved
functioning of global supply chains, falling com-
modity prices in international markets and a
declining uncertainty about economy’s develop-
ment. The review quarter saw an acceleration in
the annual growth of domestic demand, reflecting
primarily private consumption, while govern-

ment consumption contributed negatively to GDP
changes.

In the second quarter of 2023, private consump-
tion increased by 8.2 per cent year on year

(up from 1.5 per cent in the previous quarter),
supported by the growth of employed persons

in the economy, rising social payments by the
government in real terms and a lower household
propensity to save® in an environment of nega-
tive deposit rates in real terms. Other factors
positively affecting final consumption expenditure
were the year-on-year increase in consumer loans
and the improvement of the consumer confidence
indicator.

“'The analysis is based on NSI national accounts data pub-
lished on 7 September 2023.

“2To assess the household savings rate, the analysis employs
seasonally adjusted data of the BNB obtained from the NSI
Household Budget Survey.

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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In the second quarter of 2023, government con-
sumption at constant prices decreased by -8.0 per
cent on an annual basis (against 0.1 per cent
growth in the previous quarter). Available data on
the implementation of the consolidated fiscal pro-
gramme (CFP) for the second quarter of 2023 sig-
nal that the decline in government consumption was
probably due to a fall in government intermediate
consumption and a slowdown in the public sector
wage growth™®.

In the second quarter of 2023, fixed capital invest-
ment rose by 10.8 per cent year on year (com-
pared with 5.4 per cent in the previous quarter).
According to BNB estimates™, the public and
private sectors both contributed to this growth. The
CFP implementation data indicate that government
investment in the second quarter of 2023 was sup-
ported by both national-funded investments and EU
co-financed investments. The main factors favouring
private sector investment growth were the increase
in final consumption expenditure, improved manag-
ers’ perceptions of the domestic economic situation
and the strong supply of credit resources by banks
amid persistently negative real rates on new loans
to non-financial corporations and on housing loans.

Net exports had a high positive contribution to the
annual growth of real GDP in the second quarter of
2023, driven by a stronger decline in imports than
exports of goods and services™. The reported drop
of -1.0 per cent in exports was due to the goods
component, while services contributed positively.
Changes in imports on an annual basis came to
-6.9 per cent, with declines recorded in both goods
and services. The downward dynamics of goods
imports can be explained by the reduced stocks of
commodities, raw materials and finished products
maintained by firms since the end of 2022.

In the second quarter of 2023, gross value added
in Bulgaria increased by 0.6 per cent quarter on
quarter, according to seasonally adjusted data, and

3 For detalils, see Fiscal Policy Effects on the Economy Section
in Chapter 3.

“The 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 difference between
total investment and the estimated amount of public investment
on an accrual basis in real terms. Public investment estimates
for the second quarter of 2023 are based on information from
the monthly reports on the implementation of the CFP as at end-
June 2023.

“ For details, see the Balance of Payments and External 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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Sources: NSI, BNB calculations.
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by 2.1 per cent year on year, according to non-
seasonally adjusted data. Value added in the ser-
vices sector recorded annual growth of 2.8 per cent
in the second quarter of 2023, with all sub-sectors
contributing to this, and trade, transport, accommo-
dation and food service activities making the larg-
est positive contribution. In the second quarter of
2023, value added in agriculture also increased on
an annual basis by 5.1 per cent. In industry, gross
value added fell by -1.0 per cent year on year,
entirely determined by a decrease in activity in the
manufacturing sub-sector, in line with the reported
drop in sales of industrial enterprises in real terms
in the domestic and international markets.*

Cyclical Position of the Bulgarian Economy

According to BNB estimates, the cyclical position of
the economy in the second quarter of 2023 contin-
ued to be characterised by a positive output gap.
This suggests that part of the production factors in
the economy have been overloaded beyond their
optimal level, which is in line with the attained low
historical level of unemployment and the persistent
upward pressure on wages at a rate above that of
labour productivity.

Short-term indicators of economic activity pre-
dominantly signalled continued quarterly growth in
economic activity over the third quarter of 2023"'.
Indicators tracking capacity utilisation in manufactur-
ing, output in services and retail trade volumes™®
reported a continued rise on quarter-on-quarter
basis, while the industrial production index declined.
However, the level of all listed indicators continued
to exceed their long-term average, which was in
line with the positive output gap. Indicators reflect-
ing economic agents’ sentiment (business climate
and consumer confidence) continued to improve on
a quarterly basis, while surpassing their long-term
average value. These developments were driven by
improved assessments of economic agents about
the current economic situation in Bulgaria, as well

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

“" Data on the services production index are available as of
June 2023, while industrial production and retail turnover indices
are as of July 2023. Data on business climate, consumer confi-
dence and capacity utilisation are available as of August 2023.

“|n July 2023, a slight decline in the quarterly retail trade index
was reported. However, after the application of the HP filter (with
a parameter 4 = 100) to eliminate short-term data fluctuations,
the transformed series shows a continued improvement in this
indicator.

Cyclical Position of the Economy in the Third Quarter of
2023, According to Selected Economic Indicators
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Sources: NSI, BNB calculations.
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Sources: EC, BNB calculations.
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as by emerging more optimistic expectations for
the coming months. Reduced differences in firms’
assessments of their current economic situation
and short-term economic outlook resulted in the
decrease of the uncertainty indicator calculated by
the BNB in the third quarter of 2023.

Economic Activity Expectations

According to the composite economic activity indica-
tor constructed by the BNB*, in the third quarter of
2023, Bulgaria’s real GDP is expected to rise on a
quarterly basis at a rate similar to that of the previ-
ous quarter which is a prerequisite for a continued
gradual slowdown in economic activity on an annual
basis. Quarterly growth of the composite indicator
over the review quarter reflected mostly data on
improving consumer confidence and credit growth
for July-August compared with the second quarter
of 20283. In the fourth quarter of 2023 and the first
quarter of 2024, real GDP is expected to record

low quarter-on-quarter growth, largely supported by
domestic demand and assumed growth in exter-

nal demand (compared with a decline in the third
quarter of 2023). There is a considerable uncertainty
about the profile of annual rates of change in eco-
nomic activity arising from the forthcoming revision of
GDP time series,”® according to the NSI calendar.

4.2. Labour Market
Labour Supply

In the second quarter of 2023, the supply of labour
in the economy grew at a much slower pace than
in the previous year. Labour force growth®' slowed
down to 0.1 per cent year on year (1.7 per cent in
the first quarter of 2023), reflecting lower activation
of the persons outside labour force, while the pace
of decline in working-age population, as a result

of adverse demographic developments, remained
close to that recorded in the first quarter of 2023.

“* The services production index is available as of June 2023,
while production indices for industry, construction and retail
trade turnover and producer prices in manufacturing are avail-
able as of July 2023. The unemployment rate, global PMI, busi-
ness climate and consumer confidence indicators, as well as
new loans to firms and households are available as of August
2023.

0 Revised GDP figures are expected to be published by the
NSI on 19 October 2023.

" Labour force includes employed and unemployed persons in
the age group 15 and over.

Composite Economic Activity Indicator
(per cent, on a quarterly basis)
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Sources: NSI, Employment Agency, BNB calculations.
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At the same time, economic activity rate®® contin-
ued to rise on an annual basis, with the largest
growth recorded for persons aged 55 and over.
The LFS data for the first and second quarters of
2023 reflect the results of the 2021 census, which
are not reflected in previous years and lead to a
break in the time series.”

In the second quarter of 2023, the unemploy-
ment rate® increased slightly on both an annual
(0.1 percentage point) and a quarterly basis
(0.2 percentage points), to stand at 4.6 per cent,
according to non-seasonally adjusted LFS data.
This increase was entirely due to the rise in the
number of unemployed people aged up to 44.
More frequent data published by the Employ-
ment Agency also recorded a slight increase in
the unemployment level over the second quarter
of 2023, and this trend will be maintained in

the third quarter of 2023, according to July and
August data.

Labour Demand

In the second quarter of 2023, the number of
persons employed increased by 0.1 per cent
year on year (compared with 1.8 per cent growth
in the previous quarter), entirely due to the ser-
vices sector, in particular general government,
education, health and social work, and information
and communication. Data on job vacancies®’ in
the economy point to lower labour demand, with
the number of vacancies falling by 16.8 per cent
year-on-year in the second quarter of 2023, with
all main sectors contributing to this. At the same
time, the share of firms identifying labour short-

*2 The economic activity rate is the proportion between eco-
nomically active persons (labour force) and the population of
the same age.

% The NSI publishes revised data based on the census results
only for the first and second quarters of 2022, while data for
the following quarters are expected to be revised at a later
stage. Revised data for the relevant quarters of 2022 are used
in calculating the annual changes in LFS data for the first two
quarters of 2023.

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

% According to the seasonally adjusted data from the LFS, the
unemployment rate is affected by the break in the time series
in early 2023, therefore non-seasonally adjusted data are com-
mented on here.

% NSI System of National Accounts data are used.

" Based on NSI short-term statistics on employment and
labour costs.

Economic Activity and Share of Discouraged Persons
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ages as a factor hampering their activity®® con-
tinued to increase in all sectors (with the excep-
tion of services, where the attained levels were
retained), reaching some of the highest historical
values. This suggests that, despite slowing, labour
demand in the economy continued to outpace
supply in the second quarter of 2023.

Productivity and Compensation per Employee

In the second quarter of 2023, labour productiv-
ity”® rose by 2.1 per cent year on year, driven

by increasing real productivity in agriculture,
construction and services. At the same time,
labour productivity in manufacturing declined for a
second consecutive quarter, as employers opted
not to lower the number of persons employed in
the sector, in sync with the reported fall in value
added, which can be explained by the increasing
labour shortages in Bulgaria and the temporary
nature of some of the factors that led to a decline
in industrial value added over the first half of
2023.%°

Labour Shortages (Seasonally Adjusted and Sector-
Weighted Monthly Data)
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Despite stronger labour productivity growth in
the second quarter compared to the previous
quarter of 2023 and increasing labour shortages
in the country, nominal growth of compensation

%8 According to NSI business situation survey data.

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

€ For details, see the Balance of Payments and External Trade
Section in Chapter 2: External Financial Flows.
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per employee slowed to 7.2 per cent on an annual
basis (14.0 per cent in the first quarter of 2023).
In real terms®’, compensation per employee fell by
1.4 per cent year on year in the second quarter

of 2023, driven by declines in manufacturing and
services.

Data on average gross monthly Wage62 also show a
slowdown in the nominal annual growth to 13.1 per
cent in the second quarter of 2023 (17.3 per cent
in the first quarter), with lower wage increases vis-
a-vis the previous quarter observed in both private
and public sectors.

4.3. Behaviour of Firms

Data for the second quarter of 2023 signal that
firms’ nominal unit labour costs for the economy
as a whole are kept unchanged compared with
the corresponding period of the previous year.63
According to the breakdown of the final demand
deflator, higher compensation of employees was
the main factor behind the year-on-year increase in
the cost of production. At the same time, the fall

in import prices of raw materials and the appre-
ciation of the nominal effective exchange rate of
the lev against the currencies of Bulgaria’s main
trading partners offset to a large extent higher
labour costs. The deflationary effect of the exter-
nal environment, which was transmitted by import
prices on products for intermediate consumption in
agriculture and industry, contributed negatively to
the developments in both the final demand deflator
and domestic producer prices of corporations. In
the context of strong consumer demand, corpo-
rations’ price policy was oriented towards some
increase in profit margins on an annual basis,
which explains the weak annual growth recorded in
the final demand deflator over the review quarter.
Firms’ operating costs were financed by both own
and attracted funds.

" Nominal compensation per Employee was deflated by the HICP
to calculate the indicator in real terms.

2 According to NSI short-term statistics on employment and
labour costs.

% This section reviews in detalil corporations’ labour costs, while
expenditure on raw materials (the so-called intermediate con-
sumption) is not explicitly analysed due to the lack of public data
at a quarterly frequency. However, the data on industrial producer
prices for intermediate goods presented in the section provide an
indication of the evolution of these costs.

Compensation per Employee and Average Wage at
Current Prices

(per cent; on an annual basis)
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Decomposition of the Final Demand Deflator
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Labour Costs of Corporations

In the second quarter of 2023, unit labour costs
of firms continued to increase, but the growth rate
moderated to 5.0 per cent year on year (13.0 per
cent in the first quarter of 2023). The slowdown in
growth reflected both weaker growth in nominal
compensation per employee compared with the
increase in the first quarter of 2023 (in line with the
high base of the previous year and the decelera-
tion in inflation) and the acceleration in annual real
labour productivity growth. All economic sectors
contributed to the reported slowdown in nominal
unit labour cost growth, with the exception of
agriculture.

Investment Costs of Corporations

According to BNB estimates, in the second quarter
of 2023 private sector spending on investment in
real terms picked up on an annual basis in line
with improved economic sentiment in Bulgaria, final
consumption expenditure growth and the continuing
environment of negative interest rates on new loans
in real terms. By asset type, investment in machin-
ery, equipment and weapon systems were the main
contributor to growth, followed by investment in
non-residential buildings and other structures.

Financing Sources of Corporations

Firms continued to use both internal and external
sources to finance their activities. According to
non-seasonally adjusted data, the nominal gross
operating surplus, which could be used by firms to
finance their activity, rose by 4.0 per cent year on
year in the second quarter of 2023, with a positive
contribution of the services (6.8 percentage points),
agriculture (2.4 percentage points) and construc-
tion (1.5 percentage points) sectors and a negative
contribution of the industrial sector (-6.6 percent-
age points). Firms’ financing by means other than
gross operating surplus also increased in nominal
terms compared to the previous year, mainly due to
borrowings.

Price Policy of Corporations

In the second quarter of 2023 firms’ selling prices
in industry, as measured by the Producer Price
Index in Industry (PPI), reported a decline of

-7.1 per cent on an annual basis. Price declines

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
(per cent; percentage points; on an annual basis; non-seasonally adjusted data)
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Contribution by Asset Type to the Annual Rate of Change
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were recorded in both domestic and international
producer prices. This was mainly due to the fall

in energy prices and, to a lesser extent, to the
decline in prices of intermediate consumption
goods, which account for a significant part of firms’
domestic production costs. However, producer pric-
es for consumer and investment products recorded
a year-on-year growth, most likely due to the con-
tinued increases in unit labour costs in industry in
the context of deepening labour shortages.®” The
annual growth rate of decline in PPl accelerated in
the beginning of the third quarter of 2023, reaching
-13.7 per cent in July, mainly driven by the down-
ward trend in oil, natural gas and electricity prices
on international markets.

In the second quarter of 2023, producer price indi-
ces in services reported annual growth in all sub-
sectors. Cleaning activities (14.5 per cent), informa-
tion services (13.9 per cent) and postal services
(12.1 per cent) reported the most sizeable year-on-
year increase. Selling prices in the retail sub-sector,
which is the closest to the customers in the supply
chain, went up by 5.7 per cent in the second quar-
ter (compared with 13.2 per cent in the previous
quarter of 2023). Annual growth in the NSI retail
price index (excluding trade in motor vehicles and
motorcycles) slowed down to 3.2 per cent in July
2023. The increase in prices in the services sector
can be explained with the higher producer prices
of consumer goods, the increase in unit labour
costs and the observed growth in profit margins.

Economic Indicators

NSI data on short-term business statistics provide
divergent signals about firms’ behaviour in the third
quarter of 2023.%°

According to the BNB'’s seasonally adjusted data,
the overall business climate indicator remained
unchanged between July and August compared
with the second quarter of 2023. A deterioration

in sentiment was recorded in industry and trade,
while an improvement in the business climate was
observed for firms in construction and services. The
uncertain economic environment remained the most
serious constraint hampering corporations’ activities,

® For details, see the Labour Market Section in this Chapter.

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

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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but the impact of this factor continued to weaken
from its peak in late 2022. At the same time, the
share of corporations that identify labour shortages
as a limiting factor for their activity has increased
to one of the highest values in historical terms and
now represents the second most serious constraint
to the activity of companies after the uncertain
economic environment. Over the July—August 2023
period, managers’ estimates of firms’ expected
production activity for the next three months have
increased compared with the second quarter.

NSI data on short-term business statistics on the
indices of construction production, output and
turnover in manufacturing, and retail trade turnover
in July 2023 reported a decrease in real terms
compared with the previous month.

In July 2023, construction production decreased
both on a quarter-on-quarter and year-on-year
basis, largely due to the weaker activity in civil
engineering construction. According to the NSI
business climate surveys conducted over the July—
August 2023 period, the main factors hampering
firms’ activity in construction continued to be the
uncertain economic environment, commodity prices
and labour shortages.

In July 2023, the industrial production index also
declined both on a quarterly (-1.3 per cent accord-
ing to seasonally adjusted data) and an annual
basis (-11.5 per cent according to non-seasonally
adjusted data). All major sub-sectors, namely min-
ing and quarrying, manufacturing and production
and distribution of electricity, heat and gas con-
tributed to the decline in the index over the review
period on the corresponding period of the previ-
ous year. According to nominal turnover data in
industry, the drop in sales on an annual basis was
due to the decrease in both volumes and prices
on the international and domestic markets. In July
2023, retail trade turnover at constant prices also
decreased slightly on the previous month (-0.2 per
cent), but grew by 1.6 per cent compared with the
same period of the previous year, as retail of food,
beverages and tobacco was the main contributor to
the year-on-year growth rate.

Business Climate
(balance of opinions, per cent; seasonally adjusted data)
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4.4. Household Behaviour
Household Revenue

According to NSI household budget survey data,
household revenue growth® accelerated year-
on-year in nominal terms in the second quarter
of 2023, largely supported by the rise in total
income, but income from withdrawn savings also
increased.

Total household income grew in nominal terms by
20.9 per cent on an annual basis in the second
quarter of 2023 (up from 19.3 per cent in the
previous quarter), with wage income, followed

by income from self-employment, being the main
contributors to this growth. Concurrently, pension
income recorded a significantly lower increase,
possibly due to a base effect related to factors
such as paid Easter supplements (in April 2022 all
pensioners received Easter supplements of BGN
70, while in April 2023 only elderly people with
pensions below the poverty threshold received
BGN 70 each) and the increase in the social dis-
ability pension, which entered into force in April
2022.

In real terms®, household total income also
posted a stronger increase (12.1 per cent) on

an annual basis in the second quarter compared
with the first quarter of 2023, in line with the
moderation in inflation. Real wage growth stood
at 17.7 per cent, while pension income fell by
1.8 per cent in real terms. Households’ disposable
income® also reported accelerated growth in real
terms, which stood at 8.8 per cent on an annual
basis (5.2 per cent in the first quarter of 2023),
although growth moderated in nominal terms due
to stronger growth in spending on tax, social
security and regular transfers to other households
compared to the increase in total income.

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

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

% Real disposable income of households is calculated based
on the NSI household budget survey data and represents total
nominal income less taxes, social security contributions and
regular transfers to other households, deflated by the HICP.

Dynamics of the Production Index in Manufacturing,
Construction and Services
(January 2020 = 100; seasonally adjusted data)
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Industrial Turnover Dynamics
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At the same time, the strong increase in real
wage income® according to the Household
Budget Survey data was not in line with the
reported 0.9 per cent year-on-year decline in
real wages per employee according to the NSI
national accounts data. NSI data on average
monthly gross wages also recorded a signifi-
cantly weaker real growth of 4.0 per cent on an
annual basis.”” Given the greater representative-
ness of the national accounts data due to their
wider coverage and the use of additional esti-
mates of labour costs in the ‘shadow economy’
and payments in kind, it seems more likely that
wage income supported household consumption
to a lesser extent in the second quarter of 2023.

Household Expenditure

Total household expenditure71 increased by 21.3
per cent year on year in nominal terms in the
second quarter of 2023 (up from 18.0 per cent
in the first quarter), with stronger growth being
recorded for both consumer spending and

tax and social security expenditure. Consumer
expenditure growth accelerated to 19.5 per cent
on an annual basis (17.5 per cent in the first
quarter), mainly due to higher spending in the
leisure, cultural recreation and education group.
At the same time, food and non-alcoholic bever-
ages continued to be the main contributor to the
growth in consumer spending, but their growth
eased slightly compared with the increase report-
ed in the first quarter of 2023.

According to NSI Household Budget Survey data,
in real terms’® consumer expenditure increased
by 9.8 per cent on an annual basis in the second
quarter (up from 3.6 per cent in the first quarter
of 2023), with the largest increase reported in
leisure, cultural recreation and education.

® The wage is calculated by dividing the wage bill to the number
of employed.

© The discrepancy in the dynamics presented by the NSI budget
survey data, national accounts data and NSI short-term statistics
data on wage is likely to stem from the differences in the three
statistics in terms of how the data are collected, their scope and
the definitions used.

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

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

Contribution to the Change in Total Monthly Household
Income

(per cent, percentage points; average per person, on an annual basis)
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NSI national accounts data also reported an
acceleration in annual real private consumption
growth to 8.2 per cent on an annual basis, from
1.5 per cent in the first quarter of 2023.

Household Savings

In the second quarter of 2023, households’ pro-
pensity to save’® part of their income™ declined
to 9.0 per cent, from 9.8 per cent in the first
quarter, according to seasonally adjusted data,
probably reflecting strong household consump-
tion over the period and negative real deposit
rates. The accumulated amount of households’
net assets in the banking system also decreased
from the previous quarter as a result of contin-
ued strong credit growth, thus supporting house-
hold consumption.

4.5. Fiscal Policy Effects on the Economy

In the second quarter of 2023, the impact of
fiscal policy on economic activity in the country
was mixed, following the reported significant
decline in government consumption in nominal
and real terms on a year-on-year basis while
supported by the impact of government invest-
ment on GDP growth.75 There was also a mixed
indirect impact of fiscal policy, with social
payments continuing to support households’
disposable income, while the decline in the
exchange price of electricity below the threshold
for compensation to non-household electricity
consumers triggered the discontinuation of these
compensations.”®

" Household savings are measured by the difference between
the total income and the total expenditure in the relevant quar-
ter. 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.

® The assessment of general government investment is based
on data on the implementation of the Consolidated Fiscal Pro-
gramme. At the time of the preparation of this issue of the Eco-
nomic Review the quarterly general government non-financial
accounts published by the NSI are available up to and includ-
ing the first quarter of 2023.

®1n the first quarter of 2023 additional fiscal measures with
an indirect impact on economic activity in Bulgaria were the
increased amount of tax relief for children, the exemption
from excise duties for electricity, liquefied petroleum gas and
natural gas, the introduction of a reduced 9 per cent VAT
rate for central heating and natural gas suppliers, restaurant,
catering and tourist services, as well as for books, baby food
and diapers, and the introduction of a zero VAT rate for bread
supplies.
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Expenditure
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The data on the implementation of the Consoli-
dated Fiscal Programme (CFP) for the second
quarter of 2023 provide indications that declining
government consumption on an annual basis
over that period is likely to have contributed to a
decline in government intermediate consumption
expenditure and to a slowdown in the growth of
the compensation per employee in the public
sector. The developments in government con-
sumption components can be partly explained
by a base effect stemming from higher expendi-
ture on medicines in the second quarter of 2022
and the increase in public sector wages as of

1 April 2022.7 At the same time, according to
BNB estimates’® government investment contrib-
uted positively to real growth in gross fixed capi-
tal formation in the total economy in the second
quarter of 2023.

At the end of July 2023, total government
expenditure under the CFP stood at 14.7 per
cent on an annual basis, with social expenditure
contributing most to this.” Budget expenditure
growth slowed from 27.1 per cent in the first
quarter, largely driven by spending on subsi-
dies and current operating expenditure. Subsidy
expenditure posted a year-on-year decline from
the end of the second quarter of 2023, due to
the fall in the electricity exchange price below
the threshold for compensation payments to
non-household electricity consumers and the
base effect related to compensation payments
in 2022. A base effect associated with the more
substantial rise in the cost of ongoing repairs
and medicines in the second quarter of 2022

" For more information on operating expenditure dynamics

in the second quarter of 2022 see Economic Review, issue
2/2022. The slowdown in the annual growth of payroll expendi-
ture contributed to a base effect related to the increase in

the minimum wage in Bulgaria and pedagogical staff salaries
as of 1 April 2022 in the absence of such changes over the
same period in 2023.

"® The estimate of the amount of fixed investment in general
government for the second quarter of 2023 is based on infor-
mation from the monthly reports on the implementation of the
CFP as at end-June 2023. The estimate for these investment
in real terms is made by deflating it with the deflator of gross
fixed capital formation for the total economy.

" The reported annual growth in total budget expenditure has
been affected by the allocation of BGN 1.2 billion for the pay-
ment of pension allowances and energy subsidies in 2022,
reported as cash expenditure in December 2021, but were not
reflected as cash-based budget expenditure in 2022.

Contribution of Major Groups of Expenditure to
Government Consumption Growth in Nominal Terms
(Quarterly Data)

(per cent; percentage points; on an annual basis)
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contributed to the increase in the moderation in
ongoing expenditure growth®.

The Law on the State Budget adopted on 28
July 2023, which provides for higher wages

for public sector employees and higher health
spending as compared to 2022, implies enhanc-
ing of the impact of government consumption
on the country’s economic activity in the third
quarter of 2023. At the same time, CFP capital
expenditure growth accelerated to 46.6 per cent
on an annual basis by the end of July 2023
signalling that government investment is likely to
continue to support real GDP growth in the third
quarter of the year.

By the end of July 2023, the growth of total CFP
budget revenue amounted to 10.9 per cent on
an annual basis, mainly driven by tax and, to

a lesser extent, non-tax revenue®'. Tax revenue
growth has been determined most by revenue
from social and health contributions and rev-
enue from other taxes.* At the same time, the
drop in VAT revenue recorded in the second
quarter slowed down as of July, due to the
acceleration of VAT revenue growth in domestic
transactions and intra-Community acquisitions
(net) as the negative contribution of VAT revenue
from imports increases. Factors with a potential
impact on the lower VAT receipts from imports
are the continued decline in inventories in the
economy, which are characterised by a high
import component, the depreciation of oil and
the lesser quantities of oil, gas and chemical
products imported into Bulgaria as compared to
the previous year.

®1n the second quarter of 2022, the government made pay-
ments for current repair services provided for a period prior to
2022, and therefore the expenditure incurred is recorded only
on a cash basis but has no impact on government intermedi-
ate consumption expenditure on an accrual basis.

8 Non-tax revenue growth during the period was driven by
dividends received from state-owned enterprises and commer-
cial companies with state participation in the capital, as well
as European Investment Bank funds received in June 2023 on
projects financed by the Modernisation Fund.

 Energy companies’ contributions to the Electricity System
Security Fund, which are recorded as revenue from other
taxes since early 2023, had an impact on the increase in rev-
enue from other taxes.

Rate of Change in Gross Fixed Capital Formation of

the General Government Sector in Nominal Terms
(Quarterly Data)

(per cent; on an annual basis)
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Note: At the time of the preparation of this issue of the Economic Re-
view the quarterly general government non-financial accounts published
by the NSI are available up to and including the first quarter of 2023.

Sources: NSI, BNB calculations.

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

(per cent; percentage points; on an annual basis)
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Notes: In the Consolidated Fiscal Programme reports for January 2016,
personnel costs include wage, insurance and other remuneration
expenditure, while in the reports for past periods the latter were not
included in operating expenditure.

To prevent inconsistencies of data prior to and after January 2016 result-
ing from the methodological change, personnel costs and operating
expenditure data are presented aggregately in the chart.

Sources: MF, BNB calculations.
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By end-July 2023 the CFP budget balance was
positive and amounted to BGN 455 million or 0.3
per cent of GDP®.

8 Nominal GDP data for the last four quarters up to and includ-
ing the second quarter of 2023 are used in calculating the
ratio.
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S. PRICE DEVELOPMENTS

5.1. Consumer Prices

Annual inflation, measured by the HICP, continued
to moderate, but remained high: 7.5 per cent

in August 2023 compared with 14.3 per cent in
December 2022. The main factors contributing to
this slowdown were the year-on-year decline in
energy prices, reflecting the downward dynamics
of international energy commodity prices over the
review period, and the base effect from the high
growth rates of consumer prices in 2022, mainly
in the food group. At the same time, the reported
HICP growth rates on a monthly basis for the
January—August 2023 period remained at a higher
level compared to the historically observed val-
ues, and inflationary pressures were observed
stemming from the internal macroeconomic envi-
ronment. Continued strong consumer demand
and rising unit labour costs amid growing labour
shortages created conditions for a limited pass-
through by firms of falling international prices

of key energy and agricultural commodities to
final consumer prices. Over the January—August
2023 period, fiscal policy continued to have a
divergent influence on inflation. Discretionary fis-
cal measures that were in place to mitigate the
pro-inflationary impact of the international environ-
ment included reduced excise and VAT rates,
mainly targeting energy products and food, and
the programme for providing compensations for
electricity prices to non-household final custom-
ers®. At the same time, growth in social pay-
ments and continued year-on-year growth in the
compensation of employees in the public sector
supported private consumption growth and set
preconditions for retention of high inflation in the
more demand-sensitive HICP components, such
as services. Monetary conditions in Bulgaria also
had a pro-inflationary effect, as strongly negative
interest rates on deposits and loans continued to
contribute to ongoing robust private consumption.

8 For details, see Fiscal Policy Effects on the Economy Sec-
tion 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

EE  |ndustrial goods
== Energy products
||

Services
s Food

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

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

Sources: NSI, BNB calculations.
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Energy Products Prices

In August 2023, energy products had a negative
contribution to headline inflation, which recorded
a 7.1 per cent year-on-year fall in prices (com-
pared to a 15.9 per cent growth in December
2022). These developments were mainly driven by
declines in transportation fuel prices and reflected
direct effects of lower oil prices on an annual
basis in international markets. At the same time,
household gaseous fuels and solid fuels contrib-
uted slightly positively to inflation in the energy
product group.

Food Prices

Food price inflation fell to 12.3 per cent in August
2023 (from 25.0 per cent in December 2022),
mainly driven by a base effect stemming from
the strong price rise in this group in the previous
year. In the first eight months of 2023, food price
inflation remained high despite reported declines
in the international prices of key agricultural and
energy commodities, and this group continued to
have the largest positive contribution to headline
inflation since the beginning of the year, due to
both processed and unprocessed food.

Unprocessed food prices posted annual growth
of 15.9 per cent (compared with 22.3 per cent in
December 2022). The meat and meat products
sub-group had the largest positive contribution
to the price increase which was due to the year-
on-year increase in the prices of chicken, pork
and beef®, as well as to the persistently high
costs of feed inputs®™. In August 2023, the fruit
and vegetables sub-group also had a significant
positive contribution to food inflation, which was
in line with the year-on-year increase in wholesale
fruit and vegetable prices, as well as the higher
prices of products imported into Bulgaria.®’

% The analysis employs data as of August 2023 from the Min-
istry of Agriculture and Food on retail prices in Bulgaria and
prices in the European Union.

% NSI data on price indices of goods and services intended
for current consumption in agriculture as of the second quar-
ter of 2023 are used.

% Data from the Commodity Exchange and Wholesale Markets
State Commission on the Commodity Price Index (MPI) as

of August 2023 and BNB calculations based on NSI data on
import prices by commodity groups under the Standard Inter-
national Trade Classification (SITC) as of the second quarter
of 2023 are used.

Primary Energy Commodity Prices
(index, Q4 2020 = 100)
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works. The price of Brent oil in the third quarter of 2023 is calculated
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Sources: ECB, IBEX, EWRC.
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In August 2023, processed food inflation stood
at 10.5 per cent on an annual basis (compared
with 26.3 per cent in December 2022), with the
largest positive contributions being that of milk,
dairy products and eggs, bread and cereals, and
sugar and chocolate products. Continued high
level inflation in these groups mainly reflected
the sustained year-on-year increases in producer
prices of these products amid the rapid rates

of increase in the costs of production recorded
in 2022%%, while the international prices of major
agricultural commodities for the January—-August
2023 period recorded a downward dynamics.

Core Inflation

Core inflation, which includes prices of services
and non-food goods, remained elevated and
stood at 8.8 per cent in August 2023 (compared
with 11.9 per cent in December 2022), with
services having the main positive contribution to
group inflation.

Annual non-food inflation stood at 5.9 per cent

in August 2023 compared with 10.1 per cent at
the end of 2022. The increase in the prices of
non-durable goods was largely due to clothing
and footwear, spare parts and automobile acces-
sories, household goods and pet goods and
services, while furniture and furnishings and major
household appliances continued to contribute
positively to the price rise in the durable goods
sub-group. Price rises in these sub-groups were
driven by the continued strong consumer demand
and the trend towards an increase in the share of
expenditure on home furnishing and maintenance
in total consumption expenditure.®

The year-on-year increase in services prices was
11.4 per cent in August 2023 (compared with
13.9 per cent in December 2022). Accommoda-
tion services, catering and package holidays
had a significant positive contribution to the
price growth in this group, which was due to the
enhanced household consumer demand, the sig-
nificant increase in foreign nationals’ visits to Bul-
garia, rising unit labour costs and indirect effects
of the increase in food product prices.

% NSI data on PPI as of July 2023 are used.

% Data from the NSI Household Budget Survey as of the second
quarter of 2023 are used.

Rate of Change of Food Price Index and Contribution
of Processed and Unprocessed Food
(per cent; percentage points; on an annual basis)
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Sources: NSI, BNB calculations.
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Goods and Services with Administratively Controlled
Prices and Tobacco Products

The year-on-year growth of goods and services
with administered prices and tobacco products
amounted to 4.9 per cent in August 2023 (com-
pared with 6.9 per cent at the end of 2022).
The largest positive contribution continued to
come from medicinal products®™, where the trend
towards an accelerated price growth rate that
started in mid-2022 continued. Tobacco prod-
ucts also had a strong positive contribution, with
prices rising at an accelerated pace, most likely
reflecting the increase in the excise duty rate on
these products from 1 March 2023.%

Other sub-groups that had a significant posi-

tive contribution were electricitygz, education and
heating®™. At the same time, central gas supply™
had a significant negative contribution to inflation
in goods and services with administratively con-
trolled prices which was in line with the dynamics
of international gas prices.

The diffusion index, which shows the share of
goods and services groups with rising prices on
an annual basis, remained at a high level, at 84.9
per cent (compared with 89.5 per cent at the
end of 2022). As regards the rate of increase in
prices, the relative share of sub-indices with price
growth above 5 per cent on an annual basis
continued to prevail and stood at 72.1 per cent

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

" The excise duty calendar was adopted by the Law on
Amendment to the Tax and Social Insurance Procedure Code,
published in the Darjaven Vestnik, issue 100 of 16 December
2022 (available in Bulgarian only).

2 An average electricity price increase for household con-
sumers of 4.37 per cent was adopted for the new regulatory
period by a decision of the EWRC of 30 June 2023. The
price increase entered into force on 1 July 2023 for a forward
period of one year.

% The heating price has been increased by a decision of the
EWRC with effect from 1 July 2023 for a period of one year
(the more significant part of the price increase is accounted
for by the NSI with the start of the heating season), while at
the same time, the standard VAT rate of 20 per cent on the
supply of central heating has been reintroduced with effect
from 1 July 2023. These factors contributed to the annual
price growth in this sub-group in August 2023.

% The price of central gas supply declined by 69.4 per cent
on an annual basis as of August 2023. For more information,
see EWRC'’s press release of 1 August 2023.

Core Inflation and Contribution of Services
and Non-food Goods to It
(per cent; percentage points; on an annual basis)
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Sources: NSI, BNB calculations.
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in August 2023 (compared with 79.1 per cent in
December 2022).

Inflation Expectations

According to the NSI's regular business surveys,
in the period January to August 2023 there was a
gradual weakening in firms' sentiment for further
increases in selling prices over the next three
months. The decline in the balance of opinions
indicator was most pronounced in the industrial
and services sectors. At the same time, among
the group of retail trade managers expecting
sales prices to rise, the share of managers
expecting prices to rise at the same pace as
previously observed increased at the expense of
the share of managers expecting prices to rise at
a faster pace than currently observed.

Diffusion Index

a) relative shares of increasing HICP sub-indices on an
annual basis by major groups of goods and services)
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These developments are a prerequisite for infla-
tion in the food and industrial goods groups to
remain at its current high levels in the coming
months.

Based on current trends, our assumptions about
international commodity price developments,
labour market dynamics and economic activity in
Bulgaria, we expect annual inflation to continue
to decline gradually in the fourth quarter of 2023,
but to remain high in the first quarter of 2024. We
expect persistently strong private consumption
and projected increases in unit labour costs to
continue to limit the speed and extent to which
firms pass through declines in international agri-
cultural commodity prices to final consumer pric-
es. At the same time, there are risks of an accel-

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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eration in transport fuel inflation in early 2024,
while the quarter-on-quarter oil price increase in
international markets observed since the third
quarter of 2023 continues.

5.2. Housing Prices

In the second quarter of 2023, the House Price
Index (HPI) increased by 10.7 per cent year on
year (up from 9.5 per cent in the previous quar-
ter), reflecting simultaneously the rise in existing
and new dwellings: 11.4 per cent and 9.5 per
cent, respectively. Year-on-year house price
increases continued to be recorded in the six
largest regional cities, with a significant accelera-
tion of the growth rate reported in Varna, Plovdiv
and Sofia. Factors supporting housing demand
and thereby contributing to higher prices included
the increased labour income, strong credit activity
in an environment of historically low annual per-
centage rate of charge on new residential loans,
and a lack of sufficient opportunities to invest
savings accumulated in the economy in an envi-
ronment of negative real deposit rates. The strong
growth in construction costs® for new buildings
in the second quarter of 2023 (18.5 per cent on
an annual basis) continued to be a supply-side
pro-inflationary factor. At the same time, factors
limiting house price increases were the weaken-
ing household sentiments for house purchases™,
as well as the decline in the volume of con-
cluded purchases in the second quarter of 2023
(-15.5 per cent on an annual basis). The price-to-
rent ratio, which is a frequently used indicator of
undervaluation/overvaluation of houses, continued
to exceed significantly (by 32.5 per cent) its
long-term (historical) average value in the second
quarter of 2023%. This shows that household
decisions to purchase a home were driven by
reasons other than ensuring an immediate finan-
cial 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 percep-
tions of residential properties as an alternative
asset for preserving value in an environment of
negative real interest rates on deposits. At the

% Eurostat data are used.

% Data of the regular NSI household budget survey, season-
ally adjusted by the BNB.

97 Calculations for the period from the first quarter of 2000 to
the second quarter of 2023.
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same time, estimates based on the BNB macro-
economic model® suggest a significantly lower
positive deviation of current residential property
prices in Bulgaria from their long-term equilibrium
level (5.9 per cent). This reflects the fact that
rising household income in combination with per-
sistently negative real interest rates on housing
loans have pushed up housing affordability, which
is reflected in the model as an increase in their
equilibrium price.

% 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.
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Key Indicators of the Housing Market Developments in Bulgaria
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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.

Sources: NSI, BNB, Eurostat.
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