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Research Update:

Bulgaria Ratings Lowered To 'BB+/B' On Fiscal
Risks From State Support Of Banks; Outlook
Stable

Overview

e Liquidity support to weakened donestic banks has pushed up Bul garian
general governnent debt.

e In our view, persistent deflation and an overhang of inpaired private
sector debt represent future risks to growmh, financial stability, and
budget ary out cones.

W are therefore lowering our long- and short-term sovereign credit
ratings on Bulgaria to 'BB+/ B from'BBB-/A-3'.

« The stable outl ook bal ances the risks we see from potenti al
vul nerabilities nmounting in the financial sector against still-low levels
of governnent indebtedness.

Rating Action

On Dec. 12, 2014, Standard & Poor's Ratings Services |lowered its | ong- and
short-termforeign and | ocal currency sovereign credit ratings on the Republic
of Bulgaria to 'BB+/B from'BBB-/A-3'. The outl ook is stable.

Rationale

The downgrade reflects:

e Qur view of a weakened donestic banki ng system which has obligated
Bulgaria to directly and indirectly support the third- and fourth-Iargest
banks.

e The risk that further state support to the donestic financial sector
nm ght be required

e A broader deterioration in general governnment finances--ow ng to weak
growt h and persistent deflation--which could require higher borrow ng
over 2014-2017.

In June this year, Bulgaria's fourth-I|argest bank--Corporate Conmercial Bank
(KTB)--suffered | arge deposit w thdrawal s and was pl aced under speci al
supervision by its regulator, the Bulgarian National Bank (BNB), Bulgaria's
central bank. Shortly afterwards, Bulgaria's third-largest bank, First

I nvest nent Bank (FIB), also experienced | arge deposit w thdrawal s pronpting

t he Bul garian government to provide it with exceptional liquidity financing.
Five nonths later, KIB' s |licence was revoked and subsequently, the governnment
provided a | oan of Bulgarian lev (BGN) 2 billion (2.5%of CGDP) to the Deposit
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I nsurance Fund (DIF). The loan funded the DIF' s shortfall for the repaynent of
KTB's obligations to its guaranteed depositors. Taken together, state support
to the financial sector has totaled 3.5%of GDP in 2014.

On top of its support of the financial sector, we expect Bulgaria's underlying
general governnent deficit will widen to 3.5% of GDP, from1l.2%in 2013.
Overall, we project that the governnent will issue the equivalent of 11% of
GDP in debt this year, the highest increase in gross debt since Bulgaria
established its currency board in 1997. Some of this financing will remain in
its fiscal reserve, which at end-Cctober totaled BGN7.6 billion or 9.4% of GDP
excludi ng EU receivables. W anticipate the fiscal reserve will decline in
early 2015 as about one fifth of the funds are earmarked to redeem a sovereign
bond (issued in 2002) in January.

Refl ecting our view of Bulgaria's financial stability, and our expectation of
weaker donestic demand and | ower net export growth, we have | owered our
forecast for 2014-2017 average real GDP growth to 1% fromjust under 2% Since
the onset of the global financial crisis, the convergence of Bul garian inconmes
toward European averages has slowed considerably. Further, follow ng our
expectation of output and price growth, we expect per capita GDP to remmin
where it is currently, at around $7,500 (€5,500), over the forecast horizon
This woul d | eave Bul garian per capita GDP at just bel ow one-sixth of

Germany's. From 2010 up until 2014, exports had been growi ng at an average
annual rate of nearly 10%in real ternms. However, this export performance has
not led to a recovery in business investnent or neaningfully reduced overal
unenpl oynment | evel s.

Chal | enges to Bulgaria's banking systemand a deterioration of the fisca
position have been exacerbated by a sustained deflation of consumer prices
which in Cctober were 1.5% | ower than in Cctober 2013. Donestic demand has

al so been depressed by parent banks' net wi thdrawals of funding fromtheir

Bul gari an subsi di ari es and banks' increasing external assets. Between 2009 and
2013, 93% of financial sector external debt on average has been rolled over
per year. The direct |ink between nobney growth and bal ance- of - paynents i nfl ows
under the currency board has magnified the inpact of these recent

bal ance- of - paynments outfl ows on the econony, particularly on prices.

The banki ng sector's overall liquidity appears to have acconmopdat ed t he banks
wi ndi ng down their external debt positions by $4.6 billion between 2008 and
2013, while also increasing assets held abroad by $6.8 billion over the sane
period (according to international investnent position data). Net outfl ows
fromthe financial systemduring the five years to 2013 have cumul atively
constituted nmore than 20% of 2014 GDP. W expect that Bulgaria's financial
account will remain in deficit until 2015, and that this will continue to
depress donestic credit conditions, and hence the noney supply, and prices.

We view the situation as challenging for the foll owi ng additional reasons:
» European parent banks appear less willing and able to support their
Bul gari an subsidiaries, with deflationary inplications especially
pronounced within the context of the currency board reginme. Del everaging
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of parent banks in Bulgaria has been recurrent and | arge-scale.

» Bulgaria's pre-crisis growmh nodel, which relied upon net externa
borrowi ng and net foreign direct investnment (FDI) to drive growh in the
nont radabl es sectors, has yet to be fully replaced with a plan to revive
nmore diversified growh in the econony on a sustainable basis; and

e The fallout fromthe above may put additional pressure on the governnent
to spend nore to support grow h.

Previously, we did not factor in any benefits of the South Stream pipeline
project into either our growmh or fiscal forecasts. (The project would have
brought Russian gas to Eastern Europe, through Bulgaria, with expected transit
fees of about 1% of government revenues.) Therefore, the project's recent
cancel | ati on has not had an inmpact on our ratings on Bulgaria.

We see the general governnent deficit narrowing gradually to 3% of GDP by
2017; this differs fromthe governnent's target of 2% of CGDP because we assume
weaker nominal GDP growh. As a result, we expect that general government debt
will increase by an annual average of 4.3%of GDP in 2014-2017, materially

hi gher than our previous expectation. W also think that net general

government debt will rise to just bel ow 30% of GDP in 2017, from 12%in 2013.
W& expect the currency conposition of governnment debt will not naterially
differ over this period; about 70% of governnment debt is currently denom nated
in foreign currency.

External auditors' conprehensive assessnent of KTB's accounts has reveal ed
poor |ending standards, optimstic asset valuations, unrealistic |oss

recogni tion, and inadequate disclosure practices. |npairnments based on the
auditors' analysis have indicated that KTB has negative equity of about BGW.5
billion (5.7% of GDP).

W believe that supervisory |lapses hel ped contribute to the systemcally

i nportant KTB's problens. Wile the new governnent is seeking to reformthe
supervisory framework, it remamins to be seen whet her deeper governance issues
will be addressed. In the interim while our general debt forecast does not
explicitly include future government support to banks, we believe the risk of
addi ti onal support is material. W note that, given the currency board
arrangenent, BNB can only provide liquidity support to the banking systemto
the extent that its reserves exceed its nonetary base. Even then, support can
only occur under certain conditions and at short maturities against |iquid
collateral. As of Septenber 2014, BNB reserves covered nonetary liabilities by
1. 8x.

Bul garia's exchange rate regi me and hi gh euroizati on (about 60% of |oans are
non-|l ev denom nated) restrict Bulgaria's nonetary flexibility while Iimting
BNB's ability to act as a lender of last resort. In this context, we believe
that the BNB's |linmted success in stinmulating credit growh in the face of
anem ¢ donestic demand and in effecting a reduction in the banking sector's
gross nonperforning | oans--about 17%of its total |oan book--reflect a
weakened transm ssion channel for nobnetary policy.

Stable
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Bul garia's political environnent has remained in flux, with five governnents
and two general elections since early 2013. Parliamentary elections held in
Cct ober yielded a mnority coalition of GERB (the Citizens for the European
Devel opnent of Bulgaria) and the Reformi st Bloc, the latter itself a grouping
of five parties. The government relies on outside support fromthe Patriotic
Front (an alliance of two parties) and the Alternative for Bul garian Revival.
Wth the nunmerous changes in power over the |ast two years, there have been
several policy reversals, including on fiscal policy, which have wei ghed on
busi ness and consumer confidence.

The new governnent faces the tasks of rebal anci ng governnent finances,

resol ving KTB, addressing deeper governance issues, un-freezing suspended EU
funds, devising a credible strategy for the energy sector, and stinulating
grow h--all agai nst a backdrop of nuted external denand, foreign bank
out fl ows, sluggish domestic credit growth, and hi gh unenmpl oyment. G ven that
the governnment relies on extra-coalition support to pass legislation and is
itself conmposed of several factions, we think policy uncertainty nmay persist.

Outlook

The stabl e outl ook bal ances the risks we see frompotential vulnerabilities
building up in the financial sector against still-lowlevels of governnent
i ndebt edness.

We could lower the ratings if the domestic financial systemrequires further
government support. We could also |ower the ratings if funds on the financial
account of the bal ance of paynments continue to flow out without abating.

On the other hand, upward pressure on the ratings could build if governance
i ssues are addressed effectively, boosting Bulgaria's growh potential
attracting higher FDI into the tradables sector, or if the econony expands
faster than we anticipate such that general government finances consolidate
nore rapidly.

Key Statistics

Table 1

Stable

Republic of Bulgaria - Selected Indicators

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Nominal GDP (bil. US$) 44 53 50 49 56 53 54 55 51 51 52
GDP per capita (US$) 5762 7,092 6,718 6,558 7,567 7,177 7,479 7,545 7,048 7,073 7,288
Real GDP growth (%) 6.9 5.8 (5.0) 0.7 2.0 0.5 11 1.2 0.5 1.0 1.5
Real GDP per capita growth (%) 9.0 6.5 (4.4) 1.3 2.7 1.1 1.7 1.7 1.0 1.5 2.0
Change in general government (1.3) (1.2) 0.7 2.0 1.1 2.6 0.4 111 (0.2) 3.3 3.0
debt/GDP (%)
General government balance/GDP 1.1 1.6 (4.2) (3.2) (2.0) (0.5) (1.2) (3.5) (3.5) (3.3) (3.0)
(%)
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Table 1

General government debt/GDP (%) 16.6 13.3 14.2 15.9 15.7 18.0 18.3 29.3 29.0 319 34.1

Net general government debt/GDP 44 1.6 4.1 7.4 9.1 10.1 12.2 19.2 22.6 25.6 28.0

(%)

General government interest 2.9 2.2 2.1 2.1 2.3 2.4 2.1 2.2 3.5 3.5 3.9

expenditure/revenues (%)

Other dc claims on resident 60.5 69.6 73.0 72.6 69.1 69.6 69.5 70.7 72.1 73.1 73.5

nongovernment sector/GDP (%)

CPI growth (%) 7.6 12.0 2.5 3.0 34 2.4 0.4 (0.5) 0.0 0.7 1.0

Gross external financing 151.6 155.3 155.6 1354 1234 1223 116.0 118.9 115.1 114.2 113.1

needs/CARs plus usable reserves (%)

Current account balance/GDP (%) (24.4) (22.6) (8.7) (1.5) 0.1 (1.1) 2.1 2.0 1.8 1.7 1.4

Current account balance/CARs (%) (38.1)  (35.3) (16.4) (2.3) 0.1 (1.5) 2.7 2.6 2.2 2.0 1.6

Narrow net external debt/CARs (%) 3.6 20.8 20.7 8.3 (2.3) (8.3) (10.3) (13.6) (18.0) (18.3) (18.8)

Net external liabilities/ CARs (%) 131.7 141.6 193.6 1495 108.0  107.5 100.9 97.9 99.8 96.5 91.8

Other depository corporations (dc) are financial corporations (other than the central bank) whose liabilities are included in the national
definition of broad money. Gross external financing needs are defined as current account payments plus short-term external debt at the end of
the prior year plus nonresident deposits at the end of the prior year plus long-term external debt maturing within the year. Narrow net external
debt is defined as the stock of foreign and local currency public- and private-sector borrowings from nonresidents minus official reserves minus
public-sector liquid assets held by nonresidents minus financial-sector loans to, deposits with, or investments in nonresident entities. A negative
number indicates net external lending. CARs--Current account receipts. The data and ratios above result from Standard & Poor's own
calculations, drawing on national as well as international sources, reflecting Standard & Poor's independent view on the timeliness, coverage,
accuracy, credibility, and usability of available information.

Ratings Score Snapshot

Table 2

Republic of Bulgaria - Ratings Score Snapshot

Key rating factors

Institutional and governance effectiveness Neutral
Economic structure and growth Neutral
External liquidity and international investment position Neutral
Fiscal flexibility and performance Neutral
Debt burden Strength
Monetary flexibility Weakness

Standard & Poor's analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional and
governance effectiveness; (ii) economic structure and growth prospects; (iii) external liquidity and international investment position; (iv) the
average of government debt burden and fiscal flexibility and fiscal performance; and (v) monetary flexibility. Each of the factors is assessed on a
continuum spanning from 1 (strongest) to 6 (weakest). Section V.B of Standard & Poor's "Sovereign Government Rating Methodology And
Assumptions," published on June 24, 2013, summarizes how the various factors are combined to derive the sovereign foreign currency rating,
while section V.C details how the scores are derived. The ratings score snapshot summarizes whether we consider that the individual rating
factors listed in our methodology constitute a strength or a weakness to the sovereign credit profile, or whether we consider them to be neutral.
The concepts of "strength”, "neutral", or "weakness" are absolute, rather than in relation to sovereigns in a given rating category. Therefore, highly
rated sovereigns will typically display more strengths, and lower rated sovereigns more weaknesses. In accordance with Standard & Poor's
sovereign ratings methodology, a change in assessment of the aforementioned factors does not in all cases lead to a change in the rating, nor is a
change in the rating necessarily predicated on changes in one or more of the assessments.
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Related Criteria And Research
Related Criteria
e Sovereign Government Rating Methodol ogy And Assunptions, June 24, 2013
» Met hodol ogy For Linking Short-Term And Long- Term Rati ngs For Corporate,
I nsurance, And Sovereign |Issuers, My 7, 2013

e Criteria For Determining Transfer And Convertibility Assessnents, My 18,

2009
Related Research
* Sovereign Defaults And Rating Transition Data, 2013 Update, April 18,

2014
In accordance with our relevant policies and procedures, the Rating Comittee
was conposed of analysts that are qualified to vote in the comrittee, with
sufficient experience to convey the appropriate |evel of know edge and
under st andi ng of the nethodol ogy applicable (see 'Related Criteria And
Research'). At the onset of the conmittee, the chair confirmed that the
i nfornmation provided to the Rating Comrmittee by the primary anal yst had been
distributed in a tinmely nmanner and was sufficient for Comrttee nenbers to
make an i nfornmed deci sion.
After the primary anal yst gave openi ng remarks and expl ai ned the
recomendati on, the Committee discussed key rating factors and critical issues
in accordance with the relevant criteria. Qualitative and quantitative risk
factors were considered and di scussed, |ooking at track-record and forecasts.
The conmittee agreed that the fiscal perfornance and flexibility and nonetary
flexibility had deteriorated. All other key rating factors were unchanged.
The chair ensured every voting nmenber was given the opportunity to articulate
hi s/ her opinion. The chair or designee reviewed the draft report to ensure
consi stency with the Committee decision. The views and the decision of the
rating commttee are sunmarized in the above rational e and outl ook. The
wei ghting of all rating factors is described in the nethodology used in this
rating action (see 'Related Criteria And Research').
Ratings List
Downgr aded

To From

Bul garia (Republic of)

Sovereign Credit Rating BB+/ St abl e/ B BBB-/ St abl e/ A-3

Transfer & Convertibility Assessnent BBB+ A-

Seni or Unsecured BB+ BBB-
WWW.STANDARDANDPOORS.COM/RATINGSDIRECT DECEMBER 12, 2014 7

1374746 | 301754296



Research Update: Bulgaria Ratings Lowered To 'BB+/B' On Fiscal Risks From State Support Of Banks; Outlook

Stable
Short - Ter m Debt B A-3
Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal creditportal.comand at spcapitalig.com Al ratings affected by
this rating action can be found on Standard & Poor's public Wb site at
www. st andar dandpoors. com Use the Ratings search box located in the |eft
colum. Alternatively, call one of the follow ng Standard & Poor's nunbers:
Client Support Europe (44) 20-7176-7176; London Press Ofice (44)
20-7176-3605; Paris (33) 1-4420-6708; Frankfurt (49) 69-33-999-225; Stockholm
(46) 8-440-5914; or Mscow 7 (495) 783-4009.
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