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Research Update:

Bulgaria 'BBB-/A-3' Ratings Affirmed; Outlook
Remains Positive

Overview

e Bulgaria's nonetary conditions continue to inprove, credit conditions
support growth, and the country is making steadfast progress on entering
t he Exchange Rate Mechanisml|.

» W anticipate robust growth in 2018-2021 on the back of strong private
consunption and accelerating i nvestnents. W al so expect continued
absorption of EU funding and tightening |abor narket conditions to
support productivity over tine.

« W are affirnmng our 'BBB-/A-3'" |long- and short-term sovereign credit
ratings on Bul gari a.

e The outl ook is positive.

Rating Action

On Nov. 30, 2018, S&P d obal Ratings affirnmed its 'BBB-/A-3" |ong- and
short-termforeign and | ocal currency sovereign credit ratings on Bul garia.
The outl ook renmins positive.

Outlook

The positive outlook reflects the considerable |ikelihood that Bulgaria wll
join the Exchange Rate MechanismIl (ERMI1) over the next 12-18 nonths. W
believe its aspiration toward eurozone nenbership woul d al so support the
country's continued effort to address remai ning institutional inpedinments and
structural issues.

We could raise the ratings on Bulgaria if the Bulgarian lev enters ERM ||

whi ch woul d, in our view, further support the credibility and effectiveness of
nmonetary policy. Additional progress on institutional and structural refornmns,
for exanple regarding the judiciary system could also facilitate inproving
credi twort hi ness.

We could revise the outlook to stable if the inprovenents in banks' bal ance
sheets reversed or if pressures on Bulgaria's balance of payments emerged, for
exanpl e due to rebuil ding of inbalances or an external shock to Bulgaria's
open econony. W could also revise the outlook to stable if Bulgaria' s path
toward euro adoption were derailed for a protracted period.
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Rationale

The ratings on Bulgaria reflect its very | ow governnent indebtedness and sound
fiscal policies, as well as a track record of external deleveragi ng. The

rati ngs al so take into account remaining institutional inpedinments and
Bulgaria's | ow GDP per capita relative to other EU nmenber states. Moreover, we
factor Bulgaria's linmted nonetary policy flexibility under the currency board
into our ratings, although the board has been an inportant anchor of stability
for the country.

Institutional and Economic Profile: Near-term growth prospects are sound but longer-term structural
challenges persist

Donmestic demand is propelling econom c expansion, as EU fund absorption
fuel s investnents and increases in disposable incone spur private
consunpt i on.

Political volatility could re-energe as EU and | ocal el ections are coning
up in 2019.

Labor shortages are energing as a key structural constraint for
busi nesses, partly reflecting Bulgaria' s denographi c chall enges.

Bul garia's econony continues to expand at a robust pace despite a slight

decel eration. For the full year 2018, we have slightly revised down our growth
forecast to 3.6%from3.9%in our previous review Exports were weaker than
expected at the beginning of the year, mainly due to one-off factors.
Conversely, donestic demand soared as private consunption rose by over 7%in
the first half of the year. This was mainly driven by strong | abor market

devel opnents: Unenpl oynent fell to a 10-year |low of 5.9%in Cctober.

Consequently, |abor shortages are set to energe. This is exacerbated by

Bul gari a's denographic profile due to aging and em gration, with a projected
decline of the popul ation by around 5% by 2025. Furthernore, Bulgaria's |abor
force participation rate renains bel ow the EU average, partly reflecting
skills and regional mismatches. As such, we believe that greater activity
coul d both underpin above-potential growh in 2018 and 2019, as well as
nmtigate overheating risks in the | abor market.

Investnments will al so bol ster economic expansion in the coning two to three
years, as EU fund absorption is usually heavily tilted to the end of the
progranm ng period. The current inplenmentation period is 2014-2020, with an
additional three years to spend allocated funds after its end. Total allocated
funds for Bul garia exceed 20% of GDP and the absorption rate will reach
approxi nately 30% by the end of the year, indicating the scope for
acceleration in the coming years. In addition, the pickup in construction
activity will also support growth.
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H CP inflati on has accel erated over the course of 2018, reaching 3.6% year on
year in Cctober 2018. At the sane tinme, noninal wage growh has sl owed
conpared with 2017. W think that wage growmh is inportant for Bulgaria's

i ncome convergence with the EU average, and we currently do not observe
pressures on external competitiveness, for exanple, as market share of

Bul garia's exports increase. In turn, Bulgaria is exposed to potentia
weaknesses in external demand fromits main European trading partners.

Potential growh rates will remain constrained by the decreasi ng working age
popul ati on. Al though we think that net em gration is set to slow sonewhat,
public education and infrastructure bottl enecks remain structural inpedinents
to faster incone convergence. In addition, perceived institutional weaknesses
remai n, although we note the reformof anti-corruption |egislation earlier
this year. The newly established anti-corruption agency will have to garner
credibility by building an unwavering track record of pushing back illicit
activities.

The efficiency of the judiciary systemrenmins a percei ved weakness of the
busi ness environnment, not |east due to the crucial inportance of unbiased
contract enforcenent. In that regard, the election of the new Suprene Judici al
Council in 2017 has been an inportant step. At the same tinme, the transparent
appoi nt ment of judges at all levels of the judiciary and the alleviation of
bottl enecks at the busiest courts--usually in the capital city of

Sof i a--remai ns key.

The current government coalition, forned by center-right GERB and the United
Patriots, has recently faced the resignations of several governnment nenbers.
Political volatility could flare up, depending on the results of the European
elections in the spring and the local elections in the fall of 2019. That
said, we currently expect overall policy continuity to be preserved over the
next two to three years.

Flexibility and Performance Profile: Bulgaria has strong fiscal and external buffers
« Net government debt continues to decrease, the current account is in
surplus, and external |everage is |ow

* Nonperform ng | oans (NPLs) are declining rapidly.

e Bulgaria ainms to join ERMII and the Banking Union in sumer 2019.

Earlier this year, Bulgaria applied to enter ERMI11, the waiting room for

eur ozone nenbership, and the Banking Union. In preparation, the ECB will
conduct an asset quality review of six Bulgarian banks, with results expected
for next year. Several anendnents to Bulgaria's legislation are also

prerequi sites, and we understand that the governnment is pressing ahead with

| egi slative changes to fulfill its commitnents, according to its conprehensive
action plan

As part of the resulting changes to the Law on Credit Institutions,
bor r ower - based macro-prudential tools will be introduced to strengthen the
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supervision framework. Qher commtnents concern the strengthening of
supervision of insurers and pension funds, and a framework for their asset and
liabilities valuation. Additional |egislative amendnents are ongoing in the
fields of anti-noney-laundering and the insolvency franework.

The Bul garian authorities intend to join ERMII by July 2019, but this
tineline will, in our view, ultimately hinge on political support from
eurozone nenber states, which in turn could rely on macroecononic conditions
or political devel opnents inherently out of the Bulgarian governnent's
control. That said, Bulgaria is likely to be in conpliance with Maastricht
criteria and i s maki ng deternined progress on institutional convergence
conmitments, for exanple on central bank |egislation

As part of its efforts to join ERMII, Bulgaria has comitted to strengthening
its state-owned enterprise (SOE) sector. In that regard, the managenent of
SOEs woul d be nore aligned with international good practices, and work in the
field is currently ongoing together with the Organization for Economc

Co- operation and Devel opment. W understand that financials in the energy
sector, including at Natsional na El ektri cheska Konpani a, are inproving. By
year-end, the parliament will decide on the resunption of the construction of
t he Bel ene nucl ear power plant with a strategic investor, and w thout

gover nent support. The governnent's accunulated |iquid assets of roughly 10%
of GDP provide a buffer against potential fiscal contingent liabilities, in
our vi ew.

Bul garia has a track record of prudent fiscal policy, with general governnent
surpluses in 2016-2017 and our expectation of another surplus in 2018. Wile
strong cyclical revenue performance will continue to support the budget, the
government plans to increase expenditures in 2019, for investnents, but also
according to its priorities in social and incone policy (for exanple to boost
teachers' wages). Consequently, we project that the general governnent bal ance
wi || post an average deficit of 0.2%in 2019-2021 agai nst the governnent's
forecast of surpluses after 2019. Nonethel ess, the overall prudent fisca
policies will enable further reduction of government debt net of liquid assets
to 12% of CGDP in 2021 from 14%in 2018

Bul garia's track record and comitment to fiscal prudency is also underpinning
the credibility of its currency board regine. In 1997, Bulgaria introduced a
currency board regi me, which effectively guarantees the convertibility of
euros (originally Deutsche Mark) into the lev at a fixed exchange rate. Over
the past two decades, the authorities have accumul ated fiscal and externa
buffers to underpin their commtnent to the fixed exchange rate regi ne, and
that commi tnent has not wavered, despite a series of external and donestic
political shocks, since Bulgaria' s 2007 accession into the EU. Bulgaria's
foreign currency reserves confortably cover the nonetary base by over 1.6x as
of end- Sept enber 2018. As per its charter--and according to the currency board
regi me under which it operates--the Bulgarian National Bank's (BNB's) ability
to act as a lender of last resort is limted. BNB can provide liquidity
support to the banking systemonly to the extent that its reserves exceed its
nonetary liabilities. Even then, support can occur only under certain
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conditions and for short periods, against liquid collateral

Bul garia's current account surplus is set to narrowto 2.6%of GDP in 2018
froma very high 6.5%in 2017. Bulgaria's vulnerability to political and

macr oeconom ¢ devel opnents in its trading partners is a flipside of the

i ncreasing integration in global value chains--exports now account for al nost
70% of GDP versus 50%in 2010. As donestic demand pulls in inmports, we
anticipate that the current account balance will swing to a deficit by 2021
We project net foreign direct investment to average bel ow 2% in the com ng
years. This reflects generally |lower capital flows and hi gh savings, but
renovi ng perceived i npedinments to the business climate could also contribute
to reviving direct investnment flows. W also note that foreign direct

i nvestnent in the nanufacturing sector has been positive in recent years, a
key difference to the high pre-2009 inflows into real estate investment, which
contributed to the build-up of macroecononic inbal ances.

We observe that financial conditions are normalizing, not |east as credit
growm h is accelerating, both in corporate and househol d | endi ng. Moreover,
NPLs in the banking sector have declined rapidly to 8. 5% of total |oans as of
Sept enber 2018 from around 10%in the begi nning of the year. Although this is
still high in a European conparison, we expect that further de-risking will
proceed until the end of the year. Overall, we think that Bulgaria's nonetary
transm ssion channel has inmproved, as interest rates remain favorable, bank
credit has recovered, and private sector bal ance sheets are solid.

The Bul gari an banking sector is profitable and generally adequately
capitalized. Three domestic institutions had to replenish their additiona
capital buffers follow ng the 2016 asset quality review. Wth Bulgaria's
transposition of the EU Banki ng Resolution and Recovery Directive in 2015, the
failure of a bank will necessitate a bail-in of sharehol ders, creditors, and
then a resolution fund. Only after exhausting these options would a bank be
able to resort to government support. Banki ng supervision and regul ati on has
been strengthening followi ng the |essons learned fromthe liquidity pressure
and the coll apse of KTB (Corporate Commerci al Bank) in 2014. For exanple, the
BNB has consistently inplenented neasures to ensure the stability of banks

(i ncludi ng subsidi aries), anong other measures by strengthening their
liquidity and capital buffers. The BNB recently announced an increase in the
counter-cyclical capital buffer effective CQctober 2019, in order to safeguard
the systemfromcyclical risks linked to credit growmh and real estate price
growm h. The cl ose cooperati on procedure under the auspices of the ECB will
also lead to further alignment of supervisory practices as the country noves
toward j oi ni ng the banki ng uni on

Key Statistics
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Table 1

Bulgaria Selected Indicators

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

ECONOMIC INDICATORS (%)

Nominal GDP (bil. BGN) 82 82 84 89 94 101 108 114 121 127
Nominal GDP (bil. §) 54 56 57 50 53 58 65 68 76 81
GDP per capita (000s $) 7.4 7.6 7.8 7.0 7.4 8.2 9.2 9.7 10.8 11.6
Real GDP growth 0.0 0.5 1.8 3.5 3.9 3.8 3.6 3.6 3.2 3.0
Real GDP per capita growth 0.6 1.1 2.4 4.1 4.6 4.6 4.1 4.1 3.6 3.4
Real investment growth 1.8 0.3 34 2.7 (6.6) 3.2 9.0 9.0 7.0 6.8
Investment/GDP 21.9 21.1 21.5 21.2 19.1 20.1 21.1 22.0 22.8 23.7
Savings/GDP 21.1 22.3 22.8 21.2 21.7 26.6 23.8 22.1 21.2 20.2
Exports/GDP 60.8 64.9 64.9 64.1 64.0 67.4 66.0 65.3 64.2 63.3
Real exports growth 2.0 9.6 3.1 5.7 8.1 5.8 2.5 2.9 2.9 2.8
Unemployment rate 12.3 13.0 114 9.2 7.6 6.2 5.5 5.4 5.3 5.2
EXTERNAL INDICATORS (%)

Current account balance/GDP (0.9) 1.3 1.2 (0.0) 2.6 6.5 2.6 0.1 (1.6) (3.5)
Current account balance/CARs (1.2) 1.7 1.7 (0.0) 3.6 8.7 3.6 0.2 (2.3) (5.1)
CARs/GDP 68.9 74.2 72.5 71.3 71.1 74.8 73.1 72.2 70.6 69.6
Trade balance/GDP (9.5) (7.0) (6.5) (5.8) (2.0) (1.5) (3.4) (5.4) (6.9) (8.5)
Net FDI/GDP 2.5 3.0 0.3 5.0 1.3 2.1 1.4 1.9 1.9 1.9
Net portfolio equity inflow/GDP (0.1) (0.4) (0.9) (0.6) (0.2) (0.3) (0.5) (0.5) (0.5) (0.5)
Gross external financing needs/CARs 122.8 117.4 120.2 118.9 108.1 96.3 101.9 101.9 105.7 109.1
plus usable reserves

Narrow net external debt/CARs 5.0 0.7 (3.2) (16.8) (24.9) (31.3) (31.9) (31.8) (30.5) (27.4)
Narrow net external debt/CAPs 5.0 0.7 (3.2) (16.7) (25.8) (34.3) (33.1) (31.8) (29.8) (26.0)
Net external liabilities/CARs 106.4 93.5 81.0 74.8 53.9 48.4 39.3 36.0 33.5 34.8
Net external liabilities/CAPs 105.1 95.2 82.4 74.8 55.9 53.0 40.8 36.1 32.7 33.1
Short-term external debt by 43.8 41.6 41.0 442 30.1 25.6 26.5 25.0 246 23.6
remaining maturity/CARs

Usable reserves/CAPs (months) 2.2 2.3 1.9 2.6 2.1 2.8 2.6 2.7 2.3 2.0
Usable reserves (mil. $) 7,914 6,544 7,640 6,430 9,315 9,790 11,092 10,722 10,142 8,710
FISCAL INDICATORS (%, General

government)

Balance/GDP (0.3) (0.4) (5.4) (1.7) 0.2 1.1 0.3 (0.2) (0.2) (0.2)
Change in net debt/GDP 0.3 2.0 6.7 1.7 (0.1) (1.1) (0.3) 0.2 0.2 0.2
Primary balance/GDP 0.5 0.4 (4.6) (0.7) 11 1.9 1.0 0.5 0.5 0.5
Revenue/GDP 34.1 37.3 37.7 38.8 35.3 36.2 36.5 37.3 36.4 36.0
Expenditures/GDP 345 37.7 43.1 40.5 35.1 35.1 36.2 37.5 36.6 36.2
Interest /revenues 2.3 2.0 2.3 2.4 2.5 2.2 2.0 2.0 2.1 2.0
Debt/GDP 16.7 17.1 27.1 26.2 29.6 25.6 23.8 22.6 21.6 20.7
Debt/Revenue 48.9 45.7 71.9 67.6 83.9 70.9 65.1 60.5 59.2 57.4
Net debt/GDP 9.0 11.0 17.5 18.2 17.1 14.8 13.6 13.0 12.5 12.1
Liquid assets/GDP 7.7 6.1 9.7 8.0 12.5 10.8 10.1 9.5 9.0 8.6

MONETARY INDICATORS (%)
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Table 1

Bulgaria Selected Indicators (cont.)

2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

CPI growth 2.4 0.4 (1.6) (1.1) (1.3) 1.2 2.7 2.5 2.2 2.2
GDP deflator growth 1.6 (0.7) 0.5 2.2 2.2 34 2.8 2.6 24 2.2
Exchange rate, year-end (BGN/§) 1.48 1.42 1.61 1.79 1.86 1.63 1.71 1.63 1.57 1.57
Banks' claims on resident non-gov't 2.8 0.2 (7.6) (1.6) 1.8 4.5 6.2 6.2 6.1 6.2
sector growth

Banks' claims on resident non-gov't 68.1 68.3 61.7 57.5 55.0 53.5 53.4 53.4 53.6 54.0
sector/GDP

Foreign currency share of claims by 49.5 47.6 42.1 33.1 29.1 25.3 N/A N/A N/A N/A
banks on residents

Foreign currency share of residents' 41.2 41.2 40.9 40.3 38.7 36.9 N/A N/A N/A N/A
bank deposits

Real effective exchange rate growth (1.9) 1.3 (0.5) (3.1) 0.1 2.2 N/A N/A N/A N/A

Savings is defined as investment plus the current account surplus (deficit). Investment is defined as expenditure on capital goods, including
plant, equipment, and housing, plus the change in inventories. Banks are other depository 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. BGN--Bulgarian lev. CARs--Current account receipts.
N/A--Not applicable. FDI--Foreign direct investment. CAPs--Current account payments. The data and ratios above result from S&P Global
Ratings' own calculations, drawing on national as well as international sources, reflecting S&P Global Ratings' independent view on the
timeliness, coverage, accuracy, credibility, and usability of available information.

Ratings Score Snapshot

Table 2

Bulgaria Ratings Score Snapshot

Key rating factors

Institutional assessment 4
Economic assessment 4
External assessment 2
Fiscal assessment: flexibility and performance 2
Fiscal assessment: debt burden 1
Monetary assessment 5

S&P Global Ratings' analysis of sovereign creditworthiness rests on its assessment and scoring of five key rating factors: (i) institutional
assessment; (ii) economic assessment; (iii) external assessment; (iv) the average of fiscal flexibility and performance, and debt burden; and (v)
monetary assessment. Each of the factors is assessed on a continuum spanning from 1 (strongest) to 6 (weakest). S&P Global Ratings' "Sovereign
Rating Methodology," published on Dec18, 2017, details how we derive and combine the scores and then derive the sovereign foreign currency
rating. In accordance with S&P Global Ratings' sovereign ratings methodology, a change in score 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 scores. In determining the final rating the committee
can make use of the flexibility afforded by §15 and §§126-128 of the rating methodology.

Related Criteria

e Criteria - Governnents - Sovereigns: Sovereign Rating Methodol ogy, Dec.
18, 2017
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e General Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e Ceneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

e CGeneral Criteria: Methodology: Criteria For Determining Transfer And
Convertibility Assessments, May 18, 2009

Related Research

* Banking Industry Country Ri sk Assessnment Update: Novenmber 2018, Nov. 23,
2018

 Sovereign Ratings History, Nov. 7, 2018
e Sovereign Ratings List, Nov. 7, 2018

 Sovereign Ri sk Indicators, COct. 11, 2018. An interactive version is also
avai l abl e at http://ww. spratings.conisri

» dobal Sovereign Rating Trends: Third-Quarter 2018, Cct. 3, 2018

o Default, Transition, and Recovery: 2017 Annual Sovereign Default Study
And Rating Transitions, May 8, 2018

» Sovereign Debt 2018: G obal Borrowing To Remain Steady At US$7.4 Trillion
Feb. 22, 2018

» d obal Sovereign Rating Trends 2018, Jan. 10, 2018

e Credit Trends: 2016 Sovereign Ratings Update: Qutl ook And CreditWatch
Resol utions, April 18, 2017

In accordance with our relevant policies and procedures, the Rating Committee
was conposed of analysts that are qualified to vote in the committee, 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 nformati on provided to the Rating Comrittee by the primary anal yst had been
distributed in a tinmely manner and was sufficient for Conmttee nenbers to
make an i nfornmed deci sion.

After the prinmary anal yst gave opening renarks 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's assessnent of the key rating factors is reflected in the
Rati ngs Score Snapshot above.

The chair ensured every voting nmenber was given the opportunity to articul ate

hi s/ her opinion. The chair or designee reviewed the draft report to ensure
consistency with the Committee decision. The views and the decision of the
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rating commttee are sumari zed in the above rationale and outl ook. The
wei ghting of all rating factors is described in the nethodol ogy used in this
rating action (see 'Related Criteria And Research').

Ratings List

Ratings Affirmed

Bul gari a
Sovereign Credit Rating BBB-/ Posi tive/ A-3
Transfer & Convertibility Assessnent A-
Seni or Unsecured BBB-
Short - Ter m Debt A-3

Additional Contact:
EMEA Sovereign and IPF; SovereignI]PF@spglobal.com

Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific meani ngs ascri bed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors.com for further

i nfornati on. Conplete ratings information is available to subscribers of

Rati ngsDi rect at www. capitalig.com Al ratings affected by this rating action
can be found on S&P d obal Ratings' public website at

www. st andar dandpoors. com Use the Ratings search box |ocated in the |eft
colum. Alternatively, call one of the follow ng S& d obal Ratings 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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