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Abstract

The situation with the Covid-19 crisis significantly affected all spheres of economic and
social life, causing a decline in economic growth, a large increase in prices, in almost all countries
in the world, leading to an increase in the cost of living, ie to inflation. The analysis of the expected
inflation and economic growth in the Republic of Bulgaria and the Republic of North Macedonia in
the period from 2021 to 2023 is the main aim of this research. The research concludes that the initial
projections of the National Banks from both countries for the analyzed period have been exceeded.
However, the uncertainty of the crisis still persists, so on that basis, it can not be guaranteed with
certainty that the economies in the two countries analyzed are safe. Therefore, it is necessary to
continuously and carefully monitor the current situations in order to take appropriate measures in
management.

Keywords: inflation; economic growth; prices; g2; corona virus crisis; Republic of North
Macedonia; Republic of Bulgaria.
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Introduction

Inflation is a complex economic problem that manifests itself differently in different
countries around the world. In general, inflation means a loss of the real value of money.
Symbolically, this means that in normal conditions people go to the market and buy a whole
basket of groceries with 30 euros in their pocket, and in conditions of inflation they go to
the market with a whole basket of money, and with that money they can store the products
they buy. in the pocket. According to the creators of the quantitative theory of inflation, the
amount of money in the economy (or the movement of money supply and demand)
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determines the value of money, and the increase in the amount of money is the main cause
of inflation.

The main creators of the money supply are the Central Banks. Central Banks do this
through the discount rate, required reserves and open market operations (Mankiw, 2007,
p.653; Fiti, 2004, p.157), which are in fact their instruments. There are several ways to
measure inflation based on different indicators (Eftimovski, 2009, pp. 42-43) such as: GDP
deflator (ratio between the price index in the current year and the price index in the base
year) and the cost index for life (consumer prices).

Starting from the view of Friedman (1963, p.17) according to which: "inflation is
always and everywhere a monetary phenomenon", the implementation of anti-inflationary
policy depends on the monetary policy, for which the Central Bank is responsible, and the
fiscal policy, for which the state power is responsible. By implementing the monetary
policy measures, an effort is made to maintain a stable price level, a certain rate of
economic growth, as well as a stable exchange rate. In order to maintain a stable price level,
the implementation of monetary policy affects the economic activity of the country in a
way that hinders and reduces it.

The impact of the economic and financial crises, especially the one caused by the
crisis with the Covid-19 virus, contributes to the increase in the prices of products and
services, and hence to the deterioration of the citizens living standard, as a result of the
reduction of the consumer basket, so to the disturbance of the national and foreign exchange
balance, which leads to a decline in the exchange rate of the national currency and difficult
functioning of the national economy.The text below will make a more detailed analysis of
the impact of the crisis with the Covid-19 virus on the operations of the National Banks of
the two countries that are subject to analysis.The research will prove that the initial
projections of the National Banks from both countries for the analyzed period have been
exceeded. In addition to the opinion of the experts, the opinion of the citizens of the
Republic of Northern Macedonia was also analyzed. They expect an upward trend in
inflation, as well, and therefore a significant threat to their family budget in 2022. The
results of the telephone survey conducted by the Institute for Political Research from
Skopje regarding the opinion of the citizens are shown in Figure no.1.
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Figure no. 1 Telephone survey’s results of the citizens’ opinion about expected inflation
trends

Which of the following statements wonkl you most agrec with?

Inflation growth will be moderate and will not
affect living standards

Rising inflation will seriously jeopardize the

family budget next year

Don’t know/DK

Source: IPIS-Skopje

General overview of the situation related to inflationary movements in
European countries

The crisis due to the Covid-19 virus pandemic, rising energy, fuel and food prices
are the initial impetus for the emergence and growth of inflation not only in European
countries, but in almost all countries around the world. In this context, compared to the
previous year of 2021, a record high level of inflation has been reached, which is not
decreasing, but on the contrary, it is increasing. According to preliminary estimates and
results of EUROSTAT (2021), the rise in prices of energy, cigarettes, alcoholic beverages,
services, as well as non-energy industrial products continues to grow. In December 2021,
the price of energy reaches an annual growth of 26%; the price of food, alcoholic beverages
and cigarettes increased by 3.2%; the price of non-energy industrial products increased by
2.9%; and the increase in the price of services by 2.4% in December decreased by 0.2%
compared to November in the same year (Figure no.2 and Figure no. 3 below).
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Figure no. 2 Overview of the annual inflation growth rate measured in December 2021
for European countries
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According to EUROSTAT data (2021), the annual inflation rate in the euro area member
states is at a record high in the last 23 years (from the year when it was recorded) and is 5% in
December. Barriers in the supply chain of goods and services, due to a series of restrictions
related to the health crisis, as well as the recovery from the pandemic are the reason why the
stable and large economies in the euro area record the highest level of annual inflation rates.
For example, the annual growth rate of inflation in Austria in January 2022 reached a high of
5.1%, with this percentage being taken as the highest in the last 38 years, since 1984, which is
very far from the Central Bank projections for growth of 2% in 2022.

The situation is almost the same in Germany, where the rise in consumer goods prices
reached 5.3% in December, the seventh consecutive increase since the beginning of 2021. A
higher inflation rate in Germany (or 5.8%) was recorded in June 1992, i.e., 29 years ago.
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Based on the latest statistics on the inflation rate for all European countries, for the month
of January 2022 compared to December 2021, published on the official website of Trading
Economics, it can be said that in 4 countries (Liechtenstein, Switzerland, Hungary and Russia),
out of a total of 44, the inflation rate remained unchanged until the beginning of 2022. In 7
countries (Denmark, Luxembourg, Germany, Spain, Kosovo, Ukraine and Belarus) the annual
inflation rate starts to decline, which is good news, but still such percentages are higher than
expected for the same period. Unfortunately, this downward trend is not the case with other
countries. Thus, moderate to slight increase in inflation rates compared to the previous year is
observed in 26 countries, including the Republic of Bulgaria (with a slight increase of 0.5%)
and the Republic of Northern Macedonia (with a slight increase of 0.1%). In the other 4
countries (Belgium, Lithuania, Moldova and Turkey) higher growth of the inflation rate was
registered, with the highest growth of all four countries being registered in Turkey (by 12.61%
in January 2022, compared to December 2021 year). However, the reality is that the health
crisis is still going on, so the claims of some economists that inflation will change for the better
by the end of the year remain uncertain.

Research Findings:

The comparative analysis of the research adds up to the data from the national and
international reports from both countries that are of interest, ie the Republic of Northern
Macedonia during the period between 2021 to 2023, analyzed by quarters or annually.

According to the data of the Ministry of Finance of the Republic of Northern Macedonia
on monetary movements and inflation in the second quarter of 2021, the inflation rate has an
upward trend (2.8% on an annual basis) and is higher than expected (Figure no. 3).

Figure no. 3 Amount of the annual inflation rate analyzed by quarters
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The increase in consumer prices in the Republic of Northern Macedonia is generally
conditioned by the increase in energy prices, which is a result of the increase in oil
derivative prices globally. An additional impact is the growth of prices of domestic
products and services, which occurs as a consequence of the restrictive measures related to
the health crisis. In the second quarter of 2021, growth of consumer prices was registered
in almost all sectors, with the exception of the communications sector where there is a slight
decline of 0.2% more compared to the previous quarter. Considering the above, it is
obvious that the average expectations of the experts for the current year will grow, and also
the expectations for the next two years will grow, i.e., for 2022 and 2023, whereby in 2022
the inflation rate is expected on an annual basis to be 2.8%, and in 2023 to be 2.4% (Figure
no. 4).

Figure no. 4 Overview of the expected inflation rate in the period 2021-2023 expressed as
a percentage
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Source: Monetary Policy and Research Directorate of the Republic of North Macedonia

Expectations are generally predetermined by barriers to the distribution of goods and
services, rising prices for imported goods, and the consequences of the health crisis. The
implementation of fiscal and monetary measures and the increase of wages would
encourage higher growth of inflation, while the uncertainty about the Covid-19 crisis
increases the uncertainty about the recovery of the economy of the Republic of Northern
Macedonia, and hence lower prices of imported goods, ie lower inflation than expected. In
order to improve the liquidity of the banking system, support the economy and mitigate the
impact of the health crisis, the National Bank decided to maintain the key interest rate,
which in the second quarter of the year was reduced to 1.25%.

In the second quarter of the year, there was a decrease in the primary money of the
Banks, and an increase in the cash in circulation. There was also an increase in the total
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deposit potential by 0.8% more compared to the first quarter of 2021. Deposits of
enterprises, households, Denar and foreign currency deposits have increased, as well as the
degree of euroization. Additionally, the lending activity of banks conditioned by the
increase of loans to businesses and households increased by 1.4% compared to the previous
guarter (Figure no. 5).

Figure no. 5 Overview of the credit activity of banks in the period from 2018 to 2021
(second quarter)
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In the same quarter, an increase of Denar credits (by 3.1%) and foreign currency
credits (by 1.8%) was registered. Compared to the first quarter of 2021, there is a decrease
in the amount of interest rates on Denar and foreign currency loans, i.e., Denar and foreign
deposits (Figure no. 6).

Figure no. 6 Interest rates on deposits banks in the Republic of North Macedonia
analysed in the Q2

31 ER

] - i
0

Q22020| 2 2021|Q2 2{}2:)| 022021

06 WE

02202002 2021

Q2 2!J2()| 22021 l

IE on foreign IR on foreign
currency loans |currency deposits

1K on denar
deposits

1K on denar
loans

Source: National Bank of the Republic of North Macedonia

18



Regarding the economic growth rate in the Republic of Northern Macedonia, a minimum
growth of 0.1% per year is expected, which is actually realized, from 3.3% to 3.4% (Figure 7),
according to the data obtained for December 2021 published on the official website of Trading
Economics for European countries. This means that the expectations for a slight increase in
economic activity in 2022 and 2023 would be achievable as planned. Over time, countries,
including the Republic of Northern Macedonia, have learned how to easily, best and safely deal
with the consequences of a health crisis. It really gives a positive result, especially for the
economic entities in the country. However, it should be borne in mind that some internal and
external economic factors (such as: decline in domestic and foreign demand, insufficient capital
investment, geopolitical developments, uncertainty from the Covid-19 virus crisis, etc.) can
significantly affect the movement of economic growth of the country.

Figure no. 7 Overview of the expected economic growth in the period 2021-2023
expressed as a percentage
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Compared to the Republic of Northern Macedonia, in the Republic of Bulgaria, inflation
increased by 3.5% in the last quarter of 2021 (BNB, 2021), as a result of the same reasons as in
other countries in Europe and beyond. In the Republic of Bulgaria there is an increase in core
inflation, which is expected to continue to have a weak increase, due to the possible increase in
spending on personal consumption and labor. In order to reduce inflation in 2022 to 0.8%, it is
necessary to reduce energy and food prices on international markets.

Regarding the credit activity of the banks in the Republic of Bulgaria, the projections
stated in the report for the second quarter of 2021 are that the credit activity of the non-
governmental sector is expected to increase by about 6% on an annual basis by the end of 2021.
There is also an increase in loans to the private sector, as well as non-performing loans. It is
believed that the implementation of the new program to support the business sector and
overcoming the consequences of the health crisis, called "Recovery", will have positive effects

on credit activity.
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In conditions of positive market trends, relatively high growth in the deposit potential of
banks was registered.

Regarding the economic activity, ie the economic growth, according to the report from
the second quarter of 2021, the expectations were exceeded by 0.3% compared to the previous
quarter, which is a result of the growth of personal consumption, which also in the second
quarter of 2021 year exceeds the initial expectations of experts. In this regard, it should be noted
that given the higher national investment, the upward trends in Gross Domestic Product are
limited. However, it is expected that in 2022 Gross Domestic Product will grow by 0.7%. In
2023, economic activity is also expected to grow by an additional 0.3% more compared to the
initial projections. This is due to the projected stronger growth of household final consumption
expenditures, as well as private sector investment expenditures. These trends correspond to the
projected dynamics of household income, credit growth for the non-financial sector, as well as
the inclusion of funds that Bulgaria is expected to absorb from the implementation of the
National Plan for Recovery and Sustainability.

Here, as in any other country in this period, the basic risk that remains a significant factor
for the supply and demand of goods and services is the crisis with the Covid-19 virus. Despite
the release of a number of restrictive measures in many countries around the world, the virus
still persists, and this does not guarantee that greater positive results are expected in the future.
Otherwise, it would mean delayed investment projects, higher savings rates and deteriorating
market supply and demand. Other risks include political developments in the country, as well
as a possible slower pace of tourism recovery in the country. The main risk for a possible larger
increase in real GDP stems from the possibility of stronger growth in private consumption in
the period 2022-2023, given the relatively low level of household indebtedness in Bulgaria and
the accumulated savings in 2020.

Figure no. 8 Overview of the planned annual growth trends of the Gross Domestic
Product for the period 2021-2023

(%)
15 15

% 12 8%

0%

12
L ._.|||..I.|s|- ittt anltwmlw] =

T
2020 20 2022 2023

S WL [T mlw |-..I‘.l..-||
217 2018 019

Source: BNB

20



Figure no. 8 and Figure no. 9 are an illustration of the uncertainty, i.e., the growing
uncertainty about the projections for given indicators. According to this view, it can be
concluded that as a result of the consequences of the health crisis, the uncertainty in the
current and future prognosis is much wider than usual, even in the short term. According
to the probability distribution for 2021, the expectations are the annual rate of change of
the real Gross Domestic Product to range from 2.8% to 6.1% (shown with the darkest color
in the middle band of the Figure no. 8 forecasted horizon), and the annual inflation of
consumer prices in the range from 2.6% to 4.4% (shown with the darkest color in the middle
band of the Figure no. 9 forecasted horizon).

Figure no. 9 Overview of the planned annual growth trends of the Inflation rate for the
period 2021-2023
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Figure no. 10 Amount of the annual inflation rate in the Republic of Bulgaria
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However, according to the data of Trading Economics on the inflation rate in
Bulgaria, shown in Figure no. 10, it is evident that in December 2021 it was 7.8%, which
is also higher than the initial projections, and additionally is the highest inflation rate in the
last 14 years, since 2008. Figure no. 10 also shows that the initial projections for January
2022 have been exceeded.

According to the forecasts of the Ministry of Finance of the Republic of Bulgaria,
the inflation rate in the following period is expected to be lower than in 2021, ie to be 3.1%
in 2022, or 1.8% in 2023. The contribution of core inflation components is also expected
to increase as a result of stronger domestic demand and second-round effects of higher
energy prices. In the future, it is expected to balance the risks for realization of the projected
inflation rate for 2022 and 2023. However, the inflation rate in almost all sectors may
increase more than expected, if energy prices and consumer prices continue to rise in the
period 2022-2023. According to the Trading Economics data, in the Republic of Bulgaria,
the most important category in the consumer price index is Food and Non-Alcoholic
Beverages (31.8 percent of total weight). Housing and Utilities accounts for 17.4 percent;
Transport for 9 percent; Health for 6.6 percent; Restaurants and Hotels for 5.4 percent and
Recreation and Culture for 5.3 percent. Alcoholic beverages and Tobacco;
Communication; Miscellaneous Goods and Services; Furniture, Household Goods and
Maintenance; Clothing and Footwear and Education account for the remaining 24.5 percent
of total weight.

Conclusion and Recommendations

From the analysis of the reports on the expected trends of inflation and economic
growth in the Republic of Northern Macedonia and the Republic of Bulgaria for the period
2021-2023, it can be concluded that they have been exceeded in the second quarter of 2021.
The projections for 2022 and 2023 have already been revised, but it is possible that this
will happen again due to the upward trends in electricity prices, oil prices and the like. In
the Republic of Bulgaria at the beginning of 2022, ie in January 2022, the highest inflation
rate in the last 14 years was observed, which really causes panic among the citizens. In the
Republic of Northern Macedonia, the inflation growth rate at the beginning of 2022 is
moderate, but still above the projections. In any case, experts warn that there is no need to
panic about future price increases. It is also considered that these inflationary pressures will
be temporary, and that the only threat that should be regularly and vigilantly monitored is
the situation with electricity prices. In that regard, it would be good if the countries
intervene in a way that will invest in increasing the potential for domestic production of
electricity. It is not advisable to take additional measures in both countries as this will again
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affect inflation expectations, but the factors that affect wage growth and, consequently,
productivity growth should be monitored so that necessary appropriate measures are
needed only in that regard. Expectations related to inflation and economic growth have
been exceeded in many European countries, not only in the Republic of Bulgaria and the
Republic of Macedonia. In some countries they even reach such rates as last seen 38 years
ago (Austria). Given that there is still great uncertainty about the duration of the health and
financial crisis, as well as the consequences of all this, expectations for economic growth
trends and inflation will continue to be revised, let's hope positively.
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