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Bulgaria (Baa2 stable/BB+ stable/BBB- stable)

Outlook — GDP growth is expected to continue at a reasonably healthy pace over the next two
years, after accelerating rapidly to perhaps 2.8% in 2015. However, the growth drivers at play in
2016 and 2017 are likely to differ from those seen in 2015. Individual consumption will provide
most of the support for GDP growth over the next two years, while tailwinds from lower energy
prices and EU funds absorption are set to fade away. Demand side conditions in the euro area,
where most of the country’s merchandise export is shipped, will remain favorable next year, but
are forecast to soften in 2017, reducing exports’ contribution to growth. Given that our GDP
forecast implies a relatively slow narrowing of the output gap, we see average headline CPI
rising only very gradually from here, to 0.5% in 2016 and 1.4% in 2017.

Author: Kristofor Pavliov, Chief Economist (UniCredit Bulbank)

MACROECONOMIC DATA AND FORECASTS

KEY DATES/EVENTS 2013 2014  2015F 2016F 2017F
B Mid-Feb: GDP flash estimate 4Q15 GDP (EUR bn) 41.9 42.8 43.9 45.5 474
Population (mn) 7.2 7.2 7.2 71 71
W Mid-Feb: Number of employees 4Q15 GDP per capita (EUR) 5784 5936 6,138 6,387 6,697
B 1Q: New Eurobond sale Real economy, change (%)
GDP 1.3 1.5 2.8 3.0 2.9
Private Consumption -1.1 2.5 0.9 2.7 3.3
GDP GROWTH TO STABILIZE AT A HIGHER LEVEL Fixed Investment 03 34 55 18 50
) _ _ ) Public Consumption 3.1 -0.8 0.4 14 0.9
voy () s oo Exports 92 01 67 45 24
5.0
=—GDP, real growth Imports 4.9 1.5 5.1 3.5 3.3
:Z o Monthly wage, nominal (EUR) 396 423 452 478 507
20 || || B Real wage, change (%) 5.1 8.2 6.9 5.2 4.8
10 - 7/-—: || | Unemployment rate (%) 12.9 11.4 9.5 8.3 7.4
00 1 Fiscal accounts (% of GDP)
10 - | | | Budget balance -1.8 -3.6 -3.0 -2.7 -2.5
20 Primary balance -0.9 -3.0 -21 -1.7 -1.5
3.0 Public debt 17.9 26.4 26.3 28.8 28.9
2012 2013 2014 2015F 2016F 2017F External accounts
Current account balance (EUR bn) 0.8 0.5 1.0 0.9 0.7
INFLATION TO REMAIN SUBDUED Current account balance/GDP (%) 1.8 1.2 2.3 1.9 1.5
Extended basic balance/GDP (%) 4.8 3.1 5.7 5.5 5.2
yoy (%) Net FDI (% of GDP) 3.0 2.0 34 3.6 3.7
;Z Gross foreign debt (% of GDP) 88.1 92.1 80.6 76.3 726
50 FX reserves (EUR bn) 14.4 16.5 18.9 20.9 23.2
4.0 Months of imports, goods & services 5.7 6.6 7.5 7.8 8.2
30 I/ \\A Inflation/Monetary/FX
20 A | A/J" CPI (pavg) 0.9 14 0.1 0.5 1.4
1.0
00 \ A CPI (eop) -1.6 0.9 0 0.9 1.9
10 \ A/\/ v Central bank reference rate (eop) 0.07 0.02 0.01 -0.13 -0.10
2.0 \’\V"j USD/BGN (eop) 1.42 1.61 1.86 1.75 1.66
ez dans Jantd Jands  Jande a7 EUR/BGN (eop) 1.96 1.96 1.96 1.96 1.96
USD/BGN (pavg) 1.47 1.47 1.78 1.81 1.68
Source: NSI, BNB, MoF, UniCredit Research EUR/BGN (pavg) 1.96 1.96 1.96 1.96 1.96
Real effective exchange rate, 2000=100 143.8 139.6 144.8 143.3 143.8
Change (%) 0.3 -3.0 3.7 -1.0 0.4

Source: BNB, NSO, MoF, UniCredit Research

Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively
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The main growth impulses in
both 2016 and 2017 are
forecast to come from
individual consumption

Improving labor market should
be positive for consumption in
both 2016 and 2017

Stronger labor market and
more favorable price and
availability of credit next year
should be more than enough to
replace this year’s boost to real
disposable income from lower
energy prices

Inflation will start to creep
higher next year, thus eroding
household purchasing power
somewhat

Not only growth is projected to
pick-up in the euro area next
year, but the likely ECB’s QE2
and the accompanying euro
weakness, should prop up
Bulgarian exports volumes

But Fed’s liftoff will hurt EM as it
will lead to assets re-pricing,

capital flows re-alignment and a
liquidity crunch in many of them

Growth to stabilize at healthy levels in both 2016 and 2017

After gaining strength markedly in 2015, GDP growth is likely to stabilize at reasonably healthy
levels in both 2016 and 2017. We forecast GDP to expand 3% next year and 2.9% in 2017, up
from 2.8% expected in 2015. This above-consensus growth outlook will be powered by
individual consumption, which should make up for somewhat weaker exports and gross fixed
capital formation growth in 2016. Individual consumption will also provide most of the fuel to the
recovery in 2017. But less supportive external environment in 2017, as EU slows, the euro firms
and energy prices begin to recover, will constrain the growth momentum to 2.9% yoy.

We expect individual consumption to accelerate from 0.9% in 2015 to 2.7% in 2016. This will
be above all attributable to the improving labor market, which will help households to become
more confident about their jobs and incomes prospects. After 46K employees were added to
the payroll in 2014, the economy is on course to add broadly the same number of new jobs in
2015 and perhaps also in 2016. Wage growth is expected to be another support factor to
labor market recovery next year, especially having in mind that the bulk of new hiring over the
past two years comprised well-paid jobs in the services offshoring sectors. In an environment
of a continuing decline in perceived job insecurity, we also see households using more credit
to finance consumer durables. Both the availability and the price of retail credit are set to
improve, in our view, as the domestic banks’ loan-to-deposits ratio at 79.9% in Oct 2015, is
already one of the lowest in the CEE region, which suggests that local banks are increasingly
under pressure to add more customers on the lending side. The BNB’s decision to introduce
negative interest rates on excess reserves should further provide incentives to expand
lending. Non-negligible pent-up demand will be another factor underpinning retail credit, at the
same time, as the economy is slowly emerging from a prolonged period of painful households’
balance sheets repairment. Still low inflation, on the other hand, will continue to support the
purchasing power of households’ income, although not in the proportions seen so far this
year, as the tailwind from lower energy prices is set to fade away.

The sharp acceleration of export volumes to an increase of perhaps 6.7% this year will be
followed by some softening to 4.5% growth next year. Demand side conditions will remain
favorable in the euro area where the bulk of the country’s exports is shipped. Bulgarian export-
oriented companies will also be supported by the ECB’s QE2 and the accompanying euro
depreciation in 2016. But elsewhere the situation is less encouraging, as the anticipated Fed’s
interest rates hikes will lead to a deterioration in demand in many EM outside the EU area.
Although indirectly, China’s growth slowdown will become another drag on exports. In 2017, our
baseline macroeconomic scenario envisages further deceleration of export volume growth
to 2.4%, as EU slows, the euro gets firmer and energy prices begin to recover.

Decent job gains will push unemployment down...
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...while slowly improving lending conditions will prop-up retail credit
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We think that structural decline
in residential investments,
which was one of the main
reasons for the overall
weakness in investment
spending, has largely run

its course

Given that our GDP forecast
implies a rather slow narrowing
of the output gap we see
headline inflation rising only
very gradually

Solid improvement in external
position made Bulgaria one of
the most resilient EM to the
effect of Fed tightening...

...but the indirect impact
via some trading partners
with heightened external
vulnerabilities needs to
me closely monitored

After gaining strength last year on the back of a solid improvement in EU funds absorption, we
expect fixed investment to take a breather next year. On accruals basis, EU funds absorption
should peak in the last months of 2015 before going markedly lower early in 2016. However, the
underlying construction activities will be much more evenly distributed, in our view, providing
solid support to GDP growth and jobs creation not only this but also next year. What further
reinforces this view is that, at 7% of GDP, public sector capex in the consolidated fiscal program
for 2016 are envisaged to remain only a tad weaker than those anticipated for the whole 2015
(7.3% of GDP). Importantly, we expect private sector fixed investments to gain some
momentum in both 2016 and 2017, after growing slightly negative for the most part so far
this year. The latest data on newly issued housing permits indicate that the contraction of
residential investments, which has been a heavy drag on fixed investment over the past several
years, may have bottomed out. We expect that residential investments will return to positive yoy
growth rates at some point next year. Rising housing permits, improved price and availability of
mortgage loan, and the more favorable prospects for household income should, in our view,
clear most of the remaining hurdles to the recovery in residential investment.

Inflation is set to remain very subdued and rise toward 0.5% on average next year. This will
mostly reflect large base effect from energy prices. The core CPI will see very limited upward
dynamics, given that our GDP forecast implies a rather slow narrowing of the output gap.
Most of the acceleration in the core CPI will perhaps come from the services sectors, where
the labor market has been very vibrant already, and wage growth has taken pronounced
proportions. Given that we expect energy prices to increase in 2017, and with the acceleration
in core prices moderate, we forecast average headline inflation of 1.4% in 2017.

Despite the favorable outlook, significant downside risks remain. A major slowdown in the
eurozone is the key risk on the external front, given the close integration of the country with
western Europe. On the other hand, the potential fallout from the Fed’s liftoff is unlikely to affect
Bulgaria directly, as US investors control only a small part of country’s external liabilities, while
its CA is running a surplus in excess of 2% of GDP. However, there is a sizeable indirect impact
as some of Bulgaria’s key trading partners are EM with high dependence of foreign funding and
large external borrowing needs, such as Croatia, Serbia and especially Turkey. A sharper-than-
expected slowdown in China also requires close attention, given the sizable indirect impact via
the supply chains to west European exporters. On the domestic front, the key downside risk
involves possible negative surprises associated with the upcoming bank stress tests and AQR.
Potentially large contingent liabilities of the public sector stemming from still unresolved NEK’s
and the state-owned railway company BDZ financial woes also need to be closely watched.

Public sector capex will reach a historical high

Inflation normalization will take place only very gradually
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Strategy: In wait of more Eurobond issuance

2016 issuance policy will We expect bond supply in 2016 to be similar to 2015 with a few exceptions. Gross domestic

closely follow the 2015 pattern . . . .
bond issuance should decline marginally to around BGN 1.1bn from BGN 1.35bn expected in 2015.
This should keeping net issuance neutral in contrast to the negative BGN 665mn (0.8% of GDP)
expected for 2015. The average weighted maturity is planned to remain unchanged at just
under 4.5 years, the third lowest in the past 12 years. Most funding however should come via
the Eurobond market. In 1Q16, the extension of the ECB’s monetary easing should result in
low yields (which may well trough in the quarter), spurring decent Eurobond issuance. We
expect the hunt for yield in Europe, portfolio reallocation and spread compression versus core
rates, to continue to drive Eurobond yields lower.

Planned Eurobond issuance The domestic market should take further Eurobond issuance well. Banking sector liquidity is

‘f’;’s“(':af:‘ggfef;zrengthe“ the expected to rise beyond already alleviated levels, while in 2016 there is expected to be lower
debt supply due to the lower sovereign funding requirements compared to 2015. We therefore
expect Eurobond issuance to be in the lower end of the EUR 1.25-1.5bn range, further
strengthening the healthy liquidity buffers ahead of the banking sector AQR and stress-tests.

We think the 12Y Eurobond is an attractive segment to be tapped in 1Q16 and think EUR 1.25bn
Strong domestic demand will could easily be absorbed. We think the shorter-term (7Y) and ultra-long-term buckets (20Y),
drive ylelds lower... which the Ministry of Finance utilized in 2015, may be avoided. Any re-tap should receive
sizable support from domestic investors as abundant banking sector liquidity, constrained by
weak credit demand and investment portfolio limitations, chases limited supply. While
additional demand could come via European investors looking for yield pick-up.

Against this background we see Bulgarian paper moving in line with regional peers until the
...providing excellent expected Eurobond issue. We recommend buying the BGARIA EUR 24s. However, domestic
positioning opportunities investors will likely wait on the sideline before moving aggressively to adding to their already
in the primary market large BGARIA EUR positions (at 43% of all outstanding paper and on a strong upward trend
since hitting 24% in January). We recommend buying BGARIA EUR paper on the primary
market, as domestic investors are likely to push yields lower on the secondary market in the
first few weeks of active trading.

Author: Nikola Georgiev, Economist (UniCredit Bulbank)

GOVERNMENT GROSS FINANCING REQUIREMENTS GROSS EXTERNAL FINANCING REQUIREMENTS

EUR bn 2015F 2016F 2017F EUR bn 2015F  2016F  2017F
Gross financing requirement 5.1 2.0 2.8 Gross financing requirement 16.1 10.9 11.6
Budget deficit 1.3 1.2 1.2 C/A deficit -1.0 -0.9 -0.7
Amortization of public debt 3.6 0.6 1.4 Amortization of medium and long term debt 7.2 4.0 4.7
Domestic 1.1 0.6 0.4 Government/central bank 2.6 0.2 1.1
Bonds 0.1 0.6 0.4 Banks 0.8 0.7 0.6
Bills 1.1 0 0 Corporates/Other 3.7 3.2 29
Loans 0 0 0 Amortization of short-term debt 10.0 7.7 7.6
External 2.6 0.2 11 Financing 16.1 10.9 11.6
Bonds and loans 2.4 0 1.0 FDI (net) 1.5 1.6 1.8
IMF/EU/Other IFls 0.2 0.2 0.2 Portfolio equity, net 0.4 0.6 0.3
Financing 51 2.0 28 Medium and long-term borrowing 7.5 5.0 4.9
Domestic borrowing 0.8 0.6 0.5 Government/central bank 3.3 1.4 1.6
Bonds 07 0.6 05 Banks 0.5 0.5 0.4
Bills 0.1 0 0 Corporates/Other 3.7 3.1 29
Loans 0 0 0 Short-term borrowing 7.7 7.6 7.7
External borrowing 33 14 16 EU structural and cohesion funds 1.7 1.3 1.3
Bonds 32 13 15 Other 0 32 2.3
IMF/EU/Other IFls 0.1 0.1 01 Changs in FX reserves 27 21 21

Privatization/Other 0 0 0 Memoranda:
Fiscal reserves change (- =increase) 1.0 0 0.6 Nonre3|.dent purchéses of LC govt bonds 0 0 0
International bond issuance, net 2.2 1.8 0.5

Source: BNB, MoF, UniCredit Research
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Glossary
A comprehensive glossary for many of the terms used in the report is available on our website: Link
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provided in good faith but without assuming legal responsibility. This report is not an offer to sell or solicitation of an offer to buy or invest in securities. Past performance is not an
indicator of future performance and future returns cannot be guaranteed, and there is a risk of loss of the initial capital invested. No matter contained in this document may be
reproduced or copied by any means without the prior consent of Unicredit Bank AG.

Notice to New Zealand investors: This report is intended for distribution only to persons who are “wholesale clients” within the meaning of the Financial Advisers Act 2008
(“FAA”) and by receiving this report you represent and agree that (i) you are a “wholesale client” under the FAA (ii) you will not distribute this report to any other person, including
(in particular) any person who is not a “wholesale client” under the FAA. This report does not constitute or form part of, in relation to any of the securities or products covered by
this report, either (i) an offer of securities for subscription or sale under the Securities Act 1978 or (i) an offer of financial products for issue or sale under the Financial Markets
Conduct Act 2013.

Notice to Omani investors: This communication has been prepared by UniCredit Bank AG. UniCredit Bank AG does not have a registered business presence in Oman and
does not undertake banking business or provide financial services in Oman and no advice in relation to, or subscription for, any securities, products or financial services may or
will be consummated within Oman. The contents of this communication are for the information purposes of sophisticated clients, who are aware of the risks associated with
investments in foreign securities and neither constitutes an offer of securities in Oman as contemplated by the Commercial Companies Law of Oman (Royal Decree 4/74) or the
Capital Market Law of Oman (Royal Decree 80/98), nor does it constitute an offer to sell, or the solicitation of any offer to buy non-Omani securities in Oman as contemplated by
Article 139 of the Executive Regulations to the Capital Market Law (issued vide CMA Decision 1/2009). This communication has not been approved by and UniCredit Bank AG is
not regulated by either the Central Bank of Oman or Oman’s Capital Market Authority.

Notice to Pakistani investors: Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities as defined in
sub-section |, Section 2 of the Securities and Exchange Ordinance, 1969 of Pakistan. Investment advisory services are provided in accordance with a contract of engagement on
investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the clients. The distribution of this report is intended
only for informational purposes for the use of professional investors and the information and opinions contained herein, or any part of it shall not form the basis of, or be relied on
in connection with or act as an inducement to enter into, any contract or commitment whatsoever.

Notice to Polish Investors: This document is intended solely for professional clients as defined in Art. 3.39b of the Trading in Financial Instruments Act of 29 July 2005 (as
amended). The publisher and distributor of the document certifies that it has acted with due care and diligence in preparing it, however, assumes no liability for its completeness
and accuracy. This document is not an advertisement. It should not be used in substitution for the exercise of independent judgment.

Notice to Serbian investors: This analysis is only for distribution to professional clients (profesionalni klijenti) as defined in article 172 of the Law on Capital Markets.

Notice to UK investors: This communication is directed only at clients of UniCredit Bank who (i) have professional experience in matters relating to investments or (ii) are
persons falling within Article 49(2)(a) to (d) (“high net worth companies, unincorporated associations, etc.”) of the United Kingdom Financial Services and Markets Act 2000
(Financial Promotion) Order 2005 or (iii) to whom it may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This
communication must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this communication relates is available
only to relevant persons and will be engaged in only with relevant persons.

This document may not be distributed in Canada.
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