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

Outlook — With a renewed slump in energy prices and stronger-than-expected labor market
recovery now in the cards, we feel comfortable enough to raise our GDP growth forecast to
3.4% (from 3%) for this year and to 3.6% (from 2.9%) next year. Not only did growth become
more balanced last year, but sustained C/A surpluses have also cut foreign debt to more
manageable levels, adding to the already existing signs that the economy is gradually shifting
toward a less credit intensive growth model. As before, we expect private consumption and, to
a somewhat lesser degree, exports to provide most of the fuel for growth in 2016 and 2017. A
strong commitment to fiscal prudence will help keep the budget deficit at moderate levels in
both 2016 and 2017, while a supportive capital flows environment will boost central bank
reserves even higher.

Author: Kristofor Pavlov, Chief Economist (UniCredit Bulbank)

MACROECONOMIC DATA AND FORECASTS

KEY DATES/EVENTS
B 13 May: GDP flash estimate 1Q16

B 16 May: Number of employed for 1Q16

W 25 April: 1Q monetary statistics
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2013 2014 2015 2016F  2017F
GDP (EUR bn) 41.9 42.8 44.2 45.6 47.9
Population (mn) 7.2 7.2 7.2 71 71
GDP per capita (EUR) 5,784 5,936 6,171 6,406 6,760
Real economy, change (%)
GDP 1.3 1.5 3.0 34 3.6
Private Consumption -1.1 2.5 0.7 3.2 3.4
Fixed Investment 0.3 34 25 -1.3 23
Public Consumption 3.1 -0.8 0.4 0.6 0.6
Exports 9.2 -0.1 7.6 55 4.4
Imports 4.9 1.5 4.4 3.2 3.2
Monthly wage, nominal (EUR) 396 423 453 485 522
Real wage, change (%) 5.1 8.2 71 7.3 6.2
Unemployment rate (%) 12.9 11.4 9.1 7.8 6.5
Fiscal accounts (% of GDP)
Budget balance -1.8 -3.6 -2.9 -2.2 -1.8
Primary balance -0.9 -3.0 -2.1 -1.2 -0.8
Public debt 17.6 26.4 26.4 29.9 29.3
External accounts
Current account balance (EUR bn) 0.8 0.5 0.5 0.9 0.6
Current account balance/GDP (%) 1.8 1.2 1.2 1.9 1.2
Extended basic balance/GDP (%) 6.1 5.4 7.6 6.8 6.2
Net FDI (% of GDP) 3.0 2.0 34 3.6 3.7
Gross foreign debt (% of GDP) 88.1 92.1 77.3 731 68.3
FX reserves (EUR bn) 14.4 16.5 20.3 221 23.9
Months of imports, goods & services 5.7 6.6 7.9 8.4 8.6
Inflation/Monetary/FX
CPI (pavg) 0.9 -1.4 -0.1 -0.1 14
CPI (eop) -1.6 -0.9 -0.4 0.6 1.8
Central bank reference rate (eop) 0.07 0.02 0.01 -0.13 -0.10
USD/FX (eop) 1.42 1.79 1.80 1.75 1.66
EUR/FX (eop) 1.96 1.96 1.96 1.96 1.96
USD/FX (pavg) 1.47 1.47 1.76 1.81 1.68
EUR/FX (pavg) 1.96 1.96 1.96 1.96 1.96
Real effective exchange rate, 2000=100 140.90 144.60 142.19 142,02 140.55
Change (%) -0.91 2.63 -1.66 -0.12 -1.03

Long-term foreign currency credit rating provided by Moody’s, S&P and Fitch respectively

Source: BNB, NSI, UniCredit Research
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Unexpected market weakness
and turmoil have raised
uncertainty...

...but domestically the real
economy produced a host of
very encouraging data

The balance between hiring
and firing intentions of
business managers is either at
or very close to its post-crisis
peaks. Households’
employment expectations are
also improving

Industry and business
servicing sectors should
continue to add jobs, though
less so than before, as the
economy approaches full
employment

The renewed slump in crude oil
prices is set to provide a
stronger boost to household
purchasing power in 2016 than
earlier projected

The budget benefited from the
increase in revenues resulting
from the cycle and improved
tax collection

The pace of fiscal
consolidation will remain
broadly the same over the next
two years

Preparations to award a 30Y
concession contract for Sofia
airport is well under way

Growth is off to a solid start of the year

Whereas global financial markets have gone through a period of pronounced weakness, fueling
a sense of uncertainty and uneasiness early this year, domestically the real economy has
produced a host of solid results. Powered by private consumption and investment, real GDP
growth for the whole of 2015 accelerated to 3.0% (above our 2.8% forecast). Pretty much the
same positive message came from sentiment indicators in January and February. The headline
economy-wide indicator remained only slightly below the highest post-crisis print reported in
December, which further reconfirmed our view that the economy is off to a solid start to 2016.

However, it was the labor market which produced the most encouraging news since our last
CEE Quarterly publication. For a start, the unemployment rate eased to 7.9% in 4Q15 (from
8.3% in 3Q15 and 10.6% a year ago), underpinned by a 2.4% yoy gain in the number of jobs.
This was the strongest yoy rise in employment since the start of the labor market recovery (see
Ihs chart), which was not only twice as much as the average in the preceding two quarters, but
also well above both the market’'s and our own projections. In line with the trend established
over the past two years, the bulk of new hiring comprised relatively well-paid jobs from IT and
other business services sectors where outsourcing activities have been most pronounced. Labor
costs rose, at the same time, with the average wages index jumping 8.0% yoy in 4Q15.

Looking ahead, we expect the recovery to continue, although the pace of job gains is unlikely to
accelerate further, but rather stay at a very solid level of around 1.5% yoy. The combination of
renewed energy prices slump and stronger-than-previously forecasted labor market recovery
should help private consumption to rise even more. Consequently, we revised up our GDP
growth forecast to 3.4% in 2016 (from 3.0%) and 3.6% in 2017 (from 2.9%). As before, we
expect private consumption and, to a somewhat lesser degree, exports to provide most of the
fuel for growth in 2016. A somewhat less supportive external environment in 2017, as the euro
firms and energy prices begin to recover, will constrain the pace of export expansion, but this
will be more than offset by stronger investment and private consumption growth at home.

A solid commitment to fiscal prudence helped to cut the deficit to 2.9% of GDP last year (a notch
better than the 3% target), from 3.6% in 2014 (see rhs chart). Improved tax collection and
cyclical factors pushed tax revenues 7.9% higher yoy, which was enough to accommodate a
pickup in public investment to 7.9% of GDP, from 5.9% in 2014, as EU funds absorption posted
a record-high improvement. Spending, at the same time, was well contained as current
expenditures (excluding contributions to the EU budget) declined to 31.1% of GDP, from 31.8%
in 2014. This year, we expect the government to miss only narrowly its budget deficit target (set
at 2% of GDP). Implementation risks related to fiscal revenues look rather small, since tax
revenues are targeted to rise a modest 4.5% nominally. Prioritizing spending would be more
challenging, however, with current expenditures planned to rise just 1.5% yoy.

Employment growth accelerated, pushing unemployment rate down...
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...while fiscal position improved

% of GDP 02014 22015

D VYearly change

100 12.9

16

14

12.0
80 11.4

12 30
10.7
6 10.6 10.6 9.9 720] 10 0
58.1 7 -m
40 49.0 79| g 10 79
39.1/]39.6 0.8ppt 5.9
1.8
0 — 4 36 29
-4.2 |.20_2| -10
-20 2 Budget Capital Current Tax Nontax
deficit expenditure expenditure revenues  revenues & Net

Grants

0 0
1Q13 2Q13 3Q13 4Q13 1Q14 2Q14 3Q14 4Q14 1Q15 2Q15 3Q15 4Q15

Source: NSI, BNB, UniCredit Research

UniCredit Research

page 39 See last pages for disclaimer.



74 UniCredit

CEE Quarterly

FDI rose to 3.4% of GDP last
year from 2.0% in 2014 on the
back of a healthy expansion in
export capacity

The fall in oil prices produced a
record high improvement in the
net energy import bill

In contrast to the boom years,
the capital flows surge in 2015
was not associated with rising
foreign debt

Downside risks to our scenario
remain plentiful

The potential fallout from the
VW scandal is less of a
concern, as Bulgarian economy
has only limited exposure to
the car industry

Restructuring of the energy
sector contributed to the
financial stabilization of NEK
(company controlling state-
owned assets in the energy
sector), which helped one of
the key downside risks on the
domestic front to recede

A marked rise in capital flows (see |Ihs chart) boosted central bank reserves by the equivalent
of 8.4% of GDP last year, only slightly below the record 8.9% rise at the peak of the pre-crisis
boom in 2007. This reflected both a combination of robust export expansion and lower energy
prices, which helped shift the goods and services balance to a surplus of 1.5% of GDP from a
0.5% deficit in 2014, as well as improved EU funds absorption and stronger FDI. However,
the single strongest boost came from the banking sector, which repatriated part of its liquidity
reserves held abroad to cut losses from the deepening negative interest rates environment in
the EA. These inflows more than offset continued large repayments of foreign debt.

As a result, the surge in capital inflows was accompanied by a marked drop in gross external
debt, which fell to 77.3% of GDP at the end of 2015, from 92.1% a year ago (see rhs chart).
The shift toward a less credit intensive growth model is likely to continue next year, when we
expect gross external debt to decline to 73.1% of GDP.

A major slowdown in the EA remains the key downside risk to our benign scenario, given the
small and export dependent Bulgarian economy. A sharper-than-expected slowdown in China
is the second most relevant risk on the external front, not only because of the large indirect
impact via the supply chains to West European exporters, but also because of the downward
pressure on prices of commodities, which account for more than one-third of the country’s
merchandise exports. Limited exposure to US investors suggests that the negative impact
from the Fed liftoff will be small. The latter would mostly hurt Bulgaria indirectly, via trade links
with Croatia, Serbia, and especially Turkey, which are highly vulnerable, given their high
dependence on foreign funding. Recently, geopolitical developments moved to the forefront
again, as the conflict in Syria seems far from over, while the EU is struggling to forge a joint
policy response to high migration flows. So far, Bulgaria has remained outside the main
migration routes, which means that if this risk were to materialize the direct impact is likely to
be limited. Nevertheless, the country will be hurt indirectly, via the deterioration in market
sentiment in neighboring countries and wider Europe.

On the domestic front, there are two major downside risks. First, the resignation of the
judiciary minister in December has reinforced the impression that efforts to reduce corruption
remain hostage to politically well-connected and powerful interests of obscure local oligarchs.
Second, if gaps in individual banks’ provision levels can be used as a benchmark, it seems
that the upcoming stress test and AQR are likely to reveal some shortages of provisions and
capital in a limited number of privately-owned lower-tier local lenders. These will be of
manageable proportions, given the strength of public sector finances and available fiscal
reserves, which stand at a very comfortable level of BGN 7.3bn or 8.2% of GDP in January,
on top of BGN 5.6bn (6.3% of GDP), which the BNB can use as a lender of last resort.

A broad-based increase in inflows gathered pace...

...supporting a reduction in external indebtedness
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The MinFin sold EUR 2bn of 7Y
and 12Y bonds under the
GMTN program

Domestic investors are
expected to support demand...

...which should lead to a strong
start to secondary market
trading...

... as 12Y paper looks cheap
and will likely benefit the most

GOVERNMENT GROSS FINANCING REQUIREMENTS

Strategy: Newly issued bond has scope for price gains

The MinFin successfully returned to the external market following the ECB’s announcement of
new monetary easing measures, selling EUR 1.994bn as part of its Global Medium Term Note
(GMTN) program. This further strengthened the fiscal buffer prior to a stress test and AQR
exercise for the banking sector, planned to run until mid-August, and covers most of the
sovereign’s funding needs for 2016 (see table below). The two-tranche auction came one
year after a previous tap of EUR 3.1bn under the GMTN program which runs until end-2017.

The 7Y and 12Y bonds, which will most likely begin secondary market trading on 21 March,
were reasonably oversubscribed, particularly in the shorter end with a bid to cover ratio of
1.84, and 1.76 for the longer-dated security. This still compares favorably to the results a year
ago when bonds with similar maturity and volume saw demand at 1.76x and 1.5x supply,
respectively. Similar to the 2015 tap, domestic investors were strongly represented, taking
33% and 25% of the book value, compared to 35% and 26% for the 7Y and 12Y tranches a
year ago. Bulgarian investors, mainly banks, further expanded their holdings of last year’s
issue to almost two-thirds as of end 2015. This, alongside the marginally overpriced bonds
(with yields at 2.16% and 3.18%, respectively), gives us sufficient reason to believe that
secondary market trading will begin with a decent downward push on yields as domestic
investors try to make the best of what seems to be the only opportunity for stocking up on
more GBs in 2016 and channeling excess liquidity towards assets with decent yields.

We see more room for yield reduction in the 12Y segment, where most of the demand from
pension funds will be channeled, while banking sector demand is likely to be more evenly split

between the two tranches.

Author: Nikola Georgiev, Economist (UniCredit Bulbank)

GROSS EXTERNAL FINANCING REQUIREMENTS

EUR bn
Gross financing requirement
Budget deficit
Amortization of public debt
Domestic
Bonds
Bills
Loans
External
Bonds and loans
IMF/EU/Other IFls
Financing
Domestic borrowing
Bonds
Bills
Loans
External borrowing
Bonds
IMF/EU/Other IFls
Privatization/Other
Fiscal reserves change (- =increase)

2015 2016F 2017F EUR bn 2015 2016F 2017F
4.9 1.7 24 Gross financing requirement 16.4 11.0 11.3
1.3 1.0 0.9 C/A deficit -0.5 -0.9 -0.6
3.5 0.5 1.4 Amortization of medium and long term debt 7.0 4.0 4.7
1.0 0.5 0.4 Government/central bank 2.6 0.2 1.1
0.1 0.5 0.4 Banks 0.6 0.5 0.5
1.0 0 0 Corporates/Other 3.8 3.2 3.1

0 0 0 Amortization of short-term debt 10.0 7.9 7.2
26 0.2 1.1 Financing 16.4 11.0 1.3
24 0 1.0 FDI (net) 1.5 1.6 1.8
0.2 02 02 Portfolio equity, net 1.0 0.5 0.4
4.9 17 24 Medium and long-term borrowing 4.8 5.7 4.8
07 0.6 05 Government/central bank 0.6 2.1 1.4
0.6 0.6 05 Banks 0.5 0.4 0.4
0.1 0 0 Corporates/Other 3.8 3.2 3.1

0 0 0 Short-term borrowing 7.9 7.2 6.8
33 21 14 EU structural and cohesion funds 1.9 1.0 1.2
32 20 13 Other ‘ - 3.1 -3.3 -2.0
01 01 01 Change in FX reserves (- = increase) -3.8 -1.8 -1.8

0 0 0 Memoranda:

Nonresident purchases of LC govt bonds 0 0 0
0 1.0 05 International bond issuance, net 2.2 2.0 0.3

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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Notice to Canadian investors: This communication has been prepared by UniCredit Bank AG, which does not have a registered business presence in Canada. This
communication is a general discussion of the merits and risks of a security or securities only, and is not in any way meant to be tailored to the needs and circumstances of any
recipient. The contents of this communication are for information purposes only, therefore should not be construed as advice and do not constitute an offer to sell, nor a
solicitation to buy any securities.

Notice to Cyprus investors: This document is directed only at clients of UniCredit Bank who are persons falling within the Second Appendix (Section 2, Professional Clients) of
the law for the Provision of Investment Services, the Exercise of Investment Activities, the Operation of Regulated Markets and other Related Matters, Law 144(1)/2007 and
persons to whom it may otherwise lawfully be communicated who possess the experience, knowledge and expertise to make their own investment decisions and properly assess
the risks that they incur (all such persons together being referred to as “relevant persons”). This document must not be acted on or relied on by persons who are not relevant
persons or relevant persons who have requested to be treated as retail clients. Any investment or investment activity to which this communication related is available only to
relevant persons and will be engaged in only with relevant persons. This document does not constitute an offer or solicitation to any person to whom it is unlawful to make such
an offer or solicitation.

Notice to investors in Ivory Coast: The information contained in the present report have been obtained by Unicredit Bank AG from sources believed to be reliable, however, no
express or implied representation or warranty is made by Unicredit Bank AG or any other person as to the completeness or accuracy of such information. All opinions and
estimates contained in the present report constitute a judgement of Unicredit Bank AG as of the date of the present report and are subject to change without notice. They are
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 (ii) 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.
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