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

Outlook — The return to power of another GERB-led coalition has caused political risks to
abate. However, with the caretaker government unable to implement many policy changes,
delays have emerged in the implementation of EU-funded infrastructure projects. This, in turn,
triggered some rebalancing in our growth forecasts for 2017 and 2018. Real GDP growth is
now forecasted to peak next year, supported by buoyant export and domestic demand
prospects. Compared to the rest of CEES5, Bulgaria’s recovery remains at a less advanced
phase. However, growth in Bulgaria is better balanced and doesn’t come at the expense of
deteriorating C/A balances and indebtedness levels, which suggests that the recovery is more
gradual, but at the same time more sustainable than in most of the rest of CEE-EU countries.

Author: Kristofor Pavlov, Chief Economist (UniCredit Bulbank)

MACROECONOMIC DATA AND FORECASTS

KEY DATES/EVENTS

2014 2015 2016  2017F 2018F

W 9 Jul: Settlement of a EUR 950mn sovereign bond GDP (EUR bn) 42.8 45.3 47.4 49.9 52.7
Population (mn) 7.2 7.2 7.1 7.1 7.0
W 14 Aug: Labor force survey data for 2Q17 GDP per capita (EUR) 5937 6330 6,669 7,060 7,495
M 16 Aug: GDP flash estimates for 2Q17 Real economy, yoy change (%)
GDP 1.3 3.6 3.4 3.7 3.9
Output gap, % potential GDP -1.5 -1.3 -0.9 -0.4 0.6
GDP TO ACCELERATE IN THE MEDIUM TERM Private Consumption 25 39 21 36 39
INet Export CIFixed Investments  E==IPublic consumption Fixed Investment 34 27 -4.0 20 45
yoy (%) EmmPrivate consumption ——GDP, real growth Public Consumption -0.8 2.9 -0.4 2.0 0.1
50 Exports 31 5.7 57 6.5 5.8
0 = - Imports 5.2 5.4 2.8 5.6 55
= Monthly wage, nominal (EUR) 420 449 492 537 588
jz Real wage, change (%) 7.4 7.0 10.3 7.6 7.9
00 Unemployment rate (%) 11.4 9.1 7.6 6.5 5.8
10 Fiscal accounts (% of GDP)
20 Budget balance -5.5 -1.6 0 -0.9 -0.8
30 Primary balance -4.6 -0.7 0.8 -0.1 -0.1
2014 2015 2018 2017k 2018F Public debt 26.4 25.6 20.1 25.9 255
External accounts
CP| RECOVERY WILL REMAIN UNEVEN Current account balance (EUR bn) 0 -0.1 2.0 1.8 1.8
Current account balance/GDP (%) 0.1 -0.1 4.2 3.6 34
yoy (%) Extended basic balance/GDP (%) 4.4 8.0 7.4 8.0 7.9
80 Net FDI (% of GDP) 2.1 5.3 11 2.4 26
2.0 ~ Gross foreign debt (% of GDP) 92.0 75.3 73.3 69.9 66.1
1o / \/\\JA/ FX reserves (EUR bn) 16.5 20.3 23.9 26.2 28.8
/\ / Months of imports, goods & services 6.5 8.0 9.5 9.5 9.6
00 14 Inflation/Monetary/FX
10 \/ V\ /\J CPI (pavg) -1.4 0.1 -0.8 1.7 1.6
\ / CPI (eop) 0.9 0.4 0.1 17 2.2
20 v Central bank reference rate (eop) 0.02 0.01 0 0 0
30 — — — — — USD/BGN (eop) 1.61 1.79 1.86 1.77 1.68
EUR/BGN (eop) 1.96 1.96 1.96 1.96 1.96
Source: NSI, UniCredit Research USD/BGN (pavg) 1.47 1.76 1.77 1.72 1.66
EUR/BGN (pavg) 1.96 1.96 1.96 1.96 1.96
Real effective exchange rate, 2000=100 139.8 136.9 136 135.4 136.1
Change (%) 1.1 2.1 -0.6 0.5 0.6

Source: Eurostat, NSI, BNB, MoF, UniCredit Research

* Long-term foreign currency credit rating provided by Moody's, S&P and Fitch, respectively
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No major changes in
economic policy are
expected after the elections

The government plans
to spend more to improve
the quality of human capital

Judiciary sector remains
a key reform area to watch

Scope for fiscal accommodation
has increased this year with
both inflation and growth likely
to be somewhat stronger than
initially expected

Fiscal policy will be strongly
stimulative in 2017, benefiting
from much better-than-targeted
fiscal performance last year

Growth set to peak next year

GERB’s win in the March snap general election and the formation of a new coalition
government with nationalists from United Patriots helped to reduce political uncertainty.
The new GERB-led government reconfirmed its commitment to preserving financial discipline
and macroeconomic stability. Maintaining business-friendly taxation and pressing ahead with
infrastructure investments likewise remain high on the agenda of the new administration.

Progress on some structural measures can also be expected. The new government plans to
selectively increase pensions and public sector salaries, which should boost household
income and moderately support private consumption. Importantly, to address long-overdue
problems with the underpayment and understaffing in education, the government vows to
double teachers’ salaries during its mandate. We see this as a positive first step which,
however, should not be taken as a substitute for a comprehensive program for education
reform that is urgently needed to improve human capital and boost the country’s
competitiveness. To be successful, education reform requires broadly-based agreement
involving all major stake holders, including the opposition in Parliament, since it is an effort
which far exceeds the term in office of the current government. This agreement should
address a vast number of issues, which goes far beyond the scale and timing of teacher
salary increases, something that has yet to take shape.

In the sensitive area of cracking down on corruption and overhauling the dysfunctional
judiciary system, the new government promises to implement all 17 recommendations in the
last report of the European Commission. While these measures would help improve the
judiciary’s efficiency, it remains to be seen whether they will suffice to ensure judges’
impartiality and ease perceptions of corruption. The mixed track record of GERB and the lack
of specific emphasis on judiciary reform in the program of its collation partner suggest that
one can hardly expect significant progress soon in this key area.

Fiscal performance so far this year has surprised on the upside. Improved tax collection and
cyclical factors on top of the one percent rise in the pension contribution rate pushed general
government cash revenues 6.8% higher yoy. This, along with weaker spending growth, was
enough to produce a cash surplus (net of EU transfers) equivalent to 1.5% of GDP in
January-April (see charts). Looking ahead, we think that the better-than-expected revenues
will be enough to accommodate the promised 15% rise in teacher salaries and minimum
pensions (from BGN 161 to BGN 200). Both were key election pledges of both coalition
partners and are estimated to add (taken together) 0.3% of GDP to spending this year. All in
all, we expect the ESA 2010 general government to a shift to 0.9% of GDP deficit for the full
year, slightly above the target set at 0.6% of GDP, which, given the balanced budget balance
in the previous year, should mean a moderate stimulus in 2017.

Fiscal policy continues to tighten in 4M 2017... ... but we still expect a moderate boost to the economy in 2H 2017
BGN mn - X
DApr-16 BApr-17 G growth (yoy) ——Headline budget balance ——Budget balance net of EU funds
15,000 3.0

o

10,000

5,000 — —

= \
N \//
T

Total expenditure  Tax and non-tax
(less EU revenues
contribution) (less Grants)

-6.0
Net transfers Budget balance 70
(Grants minus EU (before EU " 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
contribution) transfers)

Source: Eurostat, NSI, MoF, UniCredit Research forecasts
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The acceleration of
headline inflation so far
this year was driven by
the non-core component

Core prices will remain very
subdued, suggesting that the
labor market recovery is not over

The expansion in GDP growth
continues to be not only strong,
but also well balanced

Difficult security situation in
Turkey will add strength to the
growth of Bulgarian tourism in
2017, similar to 2016

The inability of the caretaker
government to implement
policies shifted the timing of
some public investments

Private consumption will
remain the major driving force
of growth next year...

...while external conditions are
likely to remain very supportive

The acceleration of headline inflation in April (to 2.6% yoy - see lhs chart) has been entirely
driven by higher food (5.1% yoy) and especially energy prices (7.9% yoy). Core inflation has
fallen deeper into negative territory at the same time (to -0.9% yoy), suggesting that there is
still some remaining slack in the economy. We think that April's 2.6% reading is likely to be
the peak for headline inflation over our two-year forecast horizon for two reasons. First, the
base effect from energy prices most likely has already reached its peak. And second, and
perhaps more importantly, the recent surge in food prices was mainly attributable to higher
unprocessed food prices, which suggests that it is likely to be partly reversed before long.
Looking ahead, we think that the negative trend in core prices is set to ease gradually. Core
inflation will turn positive toward the end of 2017, but will remain low, not exceeding 1.2% yoy
in the course of 2018. All in all, our forecast for average headline inflation is 1.7% for 2017
(core inflation: -0.5%) and 1.6% for 2018 (core inflation: 0.9%) respectively.

Meanwhile, the 1Q17 GDP outturn (up 3.5% yoy) reconfirmed that the economy started the
year on a solid footing. Sentiment and activity indicators suggest that the pace of economic
expansion is about to accelerate in 2Q17. Importantly, another 10% rise in tourism arrivals is
expected this year, which augers well for GDP growth and the C/A in both 2Q17 and 3Q17.

After a weak 2016, fixed investment is set to gain momentum in 2017, driven by a solid
increase in EU funded projects from the new programing period. The recovery in investments
will also draw support from strong export demand, which should encourage export-oriented
companies to expand production capacity. However, the inability of the caretaker government
to implement many policy changes produced some delay in the implementation of
infrastructure projects which are already in the pipeline. With the new administration up and
running, part of the delay will be offset. Nevertheless, we expect the fiscal boost associated
with the surge in infrastructure investments to need more time to materialize. The result
would be that much of the uptick in infrastructure investment will affect GDP numbers with
some delay, boosting GDP growth in early 2018, rather than in late 2017, as we had
previously thought. To reflect this development, we have revised our GDP growth forecast
downward for 2017 to 3.7% (from 3.9%), and upward for 2018 to 3.9% (from 3.6%).

Next year has the potential to be the year when real GDP growth could reach its peak.
Private consumption is set to provide most of the fuel for growth in 2018, as the drag of
higher inflation will be more than offset by the favorable combination of a solid rise in wages,
further gains in employment, and stepped-up household borrowing. Compared to the rest of
the CEES, Bulgaria’s economic recovery remains at a less advanced phase. However, growth
in Bulgaria is better balanced and does not come at the expense of deteriorating C/A
balances (see rhs chart) and indebtedness levels, which suggests that the recovery is more
gradual, but at the same time more sustainable than in the most of the rest of CEE-EU.

Non-core inflation drove recent CPI spike

C/A surplus remains close to all-time high

yoy (%) —Core Food Energy Headline % of GDP == Trade Balance = Services Balance
10 B Primary income balance =3 Secondary income balance
= Current Account
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Source: NSI, MoF, UniCredit Research
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Strategy: bond scarcity to increase

Bulgarian Eurobonds continue to outperform their CEE peers, particularly in the long end.
As we have pointed out previously, the combination of twin surpluses and a dearth of issuance in
international markets have created a scarcity value that favors Bulgarian bonds over peers.

The country’s external rating outlook was recently raised by S&P and Fitch, and we believe that it
is on a path for further upgrades in the next 12 months based on the strength of the fiscal positions
which are expected to outperform budget targets, as well as the strength of external balances.

Eurobonds are poised to remain scarce in the months ahead, with the EUR 950mn Eurobond
maturity in July and a lack of issuance in the pipeline. Bulgarian investors own most of the maturing
Eurobond (about 60%) and foreign investors may be willing to reinvest in existing Bulgarian bonds.

EUR Z-spread curve in bp

EUR Z-spread of Bulgarian and Romanian bonds
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Source: UniCredit Research
GOVERNMENT GROSS FINANCING REQUIREMENTS GROSS EXTERNAL FINANCING REQUIREMENTS
EUR bn 2016 2017F 2018F EUR bn 2016 2017F 2018F
Gross financing requirement 0 2.2 1.4 Gross financing requirement 9.8 10.8 9.7
Budget deficit -0.8 0.7 0.7 CIA deficit -2.0 -1.8 -1.8
Amortization of public debt 0.7 15 0.7 Amortization of medium and long term debt 3.9 4.6 3.6
Domestic 0.5 0.4 0.5 Government/central bank 0.2 1.1 0.2
Bonds 0.5 0.4 0.5 Banks 0.5 0.4 0.4
Bills 0 0 0 Corporates/Other 3.2 3.1 3.0
Loans 0 0 0 Amortization of short-term debt 7.9 8.0 7.8
External 0.2 1.1 0.2 Financing 9.8 10.8 9.7
Bonds and loans 0 1.0 0 FDI (net) 0.5 1.2 14
IMF/EU/Other IFls 0.2 0.2 0.2 Portfolio equity, net 06 -0.2 0
Financing 0 22 14 Medium and long-term borrowing 5.0 4.1 3.0
Domestic borrowing 03 05 1.0 Government/central bank 2.0 0.1 0.1
Bonds 0.3 05 1.0 Banks 0.3 0.4 0.5
Bills 0 0 0 Corporates/Other 2.8 3.6 24
Loans 0 0 0 Short-term borrowing : 8.0 7.8 7.7
External borrowing 20 01 01 EU structural and cohesion funds 15 1.6 1.6
TR S "
IMF/EU/Other IFis 0.1 0.1 0.1 - ange "; resenves : : :
emoranda:
Privatization/Oth 0 0 0 .
Frlvallza on (: — Nonresident purchases of LC govt bonds 0 0 0
iscal reserves change (- Zincrease) 2.2 16 03 International bond issuance, net 1.9 -1.0 0

Source: BNB, MoF, UniCredit Research
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Acronyms and abbreviation

the CEE Quarterly

BNB — Bulgarian National Bank

C/A — current account

CBR - Central Bank of Russia

CBRT —Central Bank of the Republic of Turkey
CE - Central Europe

CEE - Central and Eastern Europe

CNB — Czech National Bank

DM — developed markets

EA — euro area

EC — European Commission

ECB — European Central Bank

s used in

EDP — Excessive Deficit Procedure of the European Commission

EM — emerging markets

EMU — European Monetary Union

EU — European Union

FCL - Flexible Credit Line (from the IMF)
FDI — foreign direct investment

IFI — international financial institutions
IMF — International Monetary Fund

MoF — Ministry of finance

NBH — National Bank of Hungary

NBP — National Bank of Poland

NBR — National Bank of Romania

NBS — National Bank of Serbia

NBU — National Bank of Ukraine

PLL — Precautionary and Liquidity Line (from the IMF)
PM — prime minister

PPP — public — private partnership

goq — quarter on quarter

sa — seasonally adjusted

SBA - Stand-by Arrangement (with the IMF)
SOE - state-owned enterprise

WB — World Bank

yoy — year on year

ytd — year to date
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Banking network

UniCredit Group CEE banking network — Headquarters

Azerbaijan

Yapi Kredi Azerbaijan

Yasamal District, Jafar Jabbarli Str., 32/12,
AZ 1065, Baku/Azerbaijan

Phone +994 12 497 77 95

E-mail: info@yapikredi.com.az
www.yapikredi.com.az/

Bosnia and Herzegovina

UniCredit Bank d.d.
Kardinala Stepinca - bb,
BH-88000 Mostar

Phone: +387 36 312112
E-mail: info@unicreditgroup.ba
www.unicreditbank.ba

UniCredit Bank Banja Luka
Marije Bursac 7,

BA-78000 Banja Luka

Phone: +387 80 051 051

E-mail: info-bl@unicreditgroup.ba
www.unicreditbank-bl.ba

Bulgaria

UniCredit Bulbank
Sveta Nedelya Sq. 7,
BG-1000 Sofia

Phone: +359 70 01 84 84
www.unicreditbulbank.bg

Croatia

Zagrebacka banka d.d.

Trg bana Josipa Jelaci¢a 10
HR-10000 Zagreb

Phone: +385 1 6104 169

E-mail: zaba@unicreditgroup.zaba.hr
www.zaba.hr

Czech Republic

UniCredit Bank

Zeletavska 1525/1

CZ-140 94 - Prague 4

Phone: +420 955 911 111
E-mail: info@unicreditgroup.cz
www.unicreditbank.cz

Hungary

UniCredit Bank

Szabadsag square 5-6,
H-1054 Budapest,

Phone: +36 1 301 12 71
E-mail: info@unicreditgroup.hu
www.unicreditbank.hu

Macedonia

UniCredit Bank Austria AG Rep.Office Macedonia
Ulica Makedonija br. 53/4

MK-1000 Skopje, Macedonia

Phone: +389 2 321 51 30

E-mail: milan.djordjevic@unicreditgroup.mk

Montenegro

Bank Austria Representative Office
Hercegovacka 13

ME-81000 Podgorica

Phone: +382 20 66 77 40

E-mail: milan.djordjevic@unicreditgroup.mk

Poland

Bank Pekao

ul. Grzybowska 53/57,
PL-00-950 Warsaw
Phone: +48 22 656-0000
www.pekao.com.pl

Romania

UniCredit Bank

1F, Blvd. Expozitiei
R0O-012101 Bucharest 1
Phone: +40 21 200 2200
E-mail: office@unicredit.ro
www.unicredit.ro

Russia

UniCredit Bank

Prechistenskaya nab. 9,
RF-119034 Moscow

Phone: +7 495 258 7258

E-mail: unicredit@unicreditgroup.ru
www.unicreditbank.ru

Serbia

UniCredit Bank

Rajiceva 27-29,

RS-11000 Belgrade

Phone: +381 11 3204 500
E-mail: office@unicreditbank.rs
www.unicreditbank.rs

Slovakia

UniCredit Bank

Sancova 1/A,

SK-813 33 Bratislava
Phone: +421 2 4950 1111
www.unicreditbank.sk

Slovenia

UniCredit Bank

Smartinska Cesta 140,
SI-1000 Ljubljana

Phone: +386 1 5876 600
E-mail: info@unicreditgroup.si
www.unicreditbank.si

Turkey

Yapi Kredi

Yapi Kredi Plaza D Blok, Levent,
TR-34330 Istanbul

Phone: +90 212 339 70 00
www.yapikredi.com.tr

Ukraine

UniCredit Bank

D. Galytrskogo Str. 14.,
UA-43016 Lutsk

Phone: +380 332 776210
E-mail: info@unicredit.com.ua
www.unicreditbank.com.ua

PJSC Ukrsotsbank

29 Kovpaka St.,

UA-03150 Kiev

Phone: +380 44 230 32 99
E-mail: info@ukrsotsbank.com
www.unicredit.com.ua
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Contacts for entering into a business relationship with UniCredit’s corporate banking network

(UniCredit International Centers)

UniCredit International
Center Austria

Martin Zojer

Tel: +43 5 0505 42748

E-mail: Martin.Zojer@unicreditgroup.at

E-mail: business_development@unicreditgroup.at

UniCredit International
Center Germany

Carmen Hummel
Phone: +49 89 378 29947
E-mail: carmen.hummel@unicredit.de

UniCredit International
Center ltaly
Alessandro Paoli

Tel: +39 02 8862 8122
E-mail: alessandro.paoli@unicredit.eu

Azerbaijan

Orhan Giiltekin
Phone: +994 12 49 77 795
E-mail: orhan.gultekin@yapikredi.com.az

Bosnia and Herzegovina

UniCredit Bank d.d.

Ana Dujié — Divkovié

Phone: +387 33 491 617

E-mail: ana.dujicdivkovic@unicreditgroup.ba

UniCredit Bank a.d. Banja Luka

Vesna Vojvodi¢

Phone: +387 51 246 603

E-mail: vesna.vojvodic@unicreditgroup.ba

Sladana Todorovi¢
Phone: +387 51 246 651
E-mail: sladjana.todorovic@unicreditgroup.ba

Bulgaria

Emiliano Steinfl
Phone: +359 2 9309 719
E-mail: emiliano.steinfl@unicreditgroup.bg

Croatia

Paolo Garlanda
Phone: +385 1 6305 320
E-mail: paolo.garlanda@unicreditgroup.zaba.hr

Czech Republic

Fabio Bini
Phone: +420 955 961 524
E-mail: fabio.bini@unicreditgroup.cz

Hungary
Raluca Popescu-Goglea

Phone: +36 1301 1207
E-mail: raluca.popescu@unicreditgroup.hu

Macedonia

Bisera Strezoska
Phone: +389 2 3215 130
E-mail: bisera.strezoska@unicreditgroup.mk

Montenegro

Milan Djordjevic
Phone: +389 70 267 034
E-mail: milan.djordjevic@unicreditgroup.mk

Poland

Irene Grzybowski
Phone: +48 22 524 6218
E-mail: irene.grzybowski@pekao.com.pl

Romania

Andrea D’Alessandro
Phone: +4 021 200 1616
E-mail: andrea.dalessandro@unicredit.ro

Russia

Fabrizio Rollo
Phone: +7 495 723 7126
E-mail: fabrizio.rollo@unicredit.ru

Serbia

Niccolo Bonferroni
Phone: +381 11 3204 677
E-mail: niccolo.bonferroni@unicreditgroup.rs

Slovakia

Fabio Bini
Phone: +420 955 961 524
E-mail: fabio.bini@unicreditgroup.cz

Slovenia

Natasa Markov
Phone: +386 1 5876 874
E-mail: natasa.markov@unicreditgroup.si

Turkey

Nicola Longo-Dente
Phone: +90 212 339 7988
E-mail: nicola.longodente@yapikredi.com.tr

Ukraine

Roberto Poliak
Phone: +43 50505 51030
E-mail: roberto.poliak2@unicredit.eu
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Group Chief Economist
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European Economics
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+39 02 8862-0537
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+49 69 2717-2074
andreas.rees@unicredit.de
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+39 02 8862-0534
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+49 89 378-13013
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US Economics
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+49 89 378-13952
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Artem Arkhipov, Head, Macroeconomic Analysis
and Research, Russia

+7 495 258-7258
artem.arkhipov@unicredit.ru

Anca Maria Aron, Senior Economist, Romania
+40 21 200-1377

anca.aron@unicredit.ro

Anna Bogdyukevich, CFA, Russia

+7 495 258-7258 ext. 11-7562
anna.bogdyukevich@unicredit.ru

Dan Bucsa, Lead CEE Economist

+44 207 826-7954

dan.bucsa@unicredit.eu

Hrvoje Dolenec, Chief Economist, Croatia
+385 1 6006 678
hrvoje.dolenec@unicreditgroup.zaba.hr

Dr. Agnes Halasz, Chief Economist, Head, Economics and

Strategic Analysis, Hungary

+36 1 301-1907
agnes.halasz@unicreditgroup.hu

Lubomir Korsnak, Chief Economist, Slovakia
+421 2 4950 2427
lubomir.korsnak@unicreditgroup.sk

Dr. Marcin Mrowiec, Chief Economist, Poland
+48 22 524-5914
marcin.mrowiec@pekao.com.pl

Kristofor Pavlov, Chief Economist, Bulgaria
+359 2 9269-390
kristofor.paviov@unicreditgroup.bg

Javier Sanchez, CFA, CEE Fixed Income Strategist
+44 207 826-6077
javier.sanchezbarrueco@unicredit.eu
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+420 955 960-716
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Dumitru Vicol, Economist

+44 207 826-6081
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Global FI Strategy

Michael Rottmann, Head, FI Strategy
+49 89 378-15121
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Dr. Luca Cazzulani, Deputy Head, FI Strategy
+39 02 8862-0640
luca.cazzulani@unicredit.eu

Chiara Cremonesi, F| Strategy

+44 207 826-1771
chiara.cremonesi@unicredit.eu
Alessandro Giongo, FI Strategy

+39 02 8862-0538
alessandro.giongo@unicredit.eu

Elia Lattuga, FI Strategy

+44 207 826-1642
elia.lattuga@unicredit.eu

Kornelius Purps, FI Strategy

+49 89 378-12753
kornelius.purps@unicredit.de
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Dr. Vasileios Gkionakis, Global Head, FX Strategy
+44 207 826-7951
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Kathrin Goretzki, CFA, FX Strategy
+44 207 826-6076
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