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OVERVI EW
» Bulgaria's growh prospects are being chall enged by anenmi c domestic
demand--resulting fromlow credit growh and still-high unenpl oynent--and

the conplex political climte, which could slow reforns.

« The fiscal track record of Bulgarian policynmakers, however, renmains a
ratings strength.

* W are therefore revising our outl ook on Bulgaria to negative from
stable, and affirmng our 'BBB/A-2' |long- and short-term sovereign credit
ratings.

» The negative outlook indicates at |east a one-in-three possibility that
we could lower the ratings on Bulgaria within the next two years, if the
political environment deteriorates, weighing on already-weak growth
pr ospects.

RATI NG ACTI ON

On Dec. 13, 2013, Standard & Poor's Ratings Services revised its outl ook on
the Republic of Bulgaria to negative fromstable. At the sane tinme, we
affirmed our |ong- and short-termforeign and | ocal currency sovereign credit
rati ngs on Bul gari a.
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RATI ONALE
The outl ook revision reflects our view that Bul garia's economnic performance
will remain under pressure as a result of:

 Weak | ending by banks, reflecting | ow demand for credit given high rea
interest rates, a dearth of bankable projects, and financial constraints
at the head office |level of foreign parent banks;

e Constrained investnent growh over the period reflecting, anong ot her
factors, a low pick-up in foreign direct investnent inflows; and

e Hi gh unenpl oynment and an increasing proportion of |ong-term unenpl oyment.

We al so believe that the uncertain political environment and the possibility
of early elections will slow the adoption of refornms, weighing on potenti al
econom ¢ out put.

The Bul gari an econony's recovery has been shallow, with real GDP growth
averagi ng just 1% in 2010-2012. This coincides with economn c del everagi ng,
with credit to the private sector growi ng by about 3% over the sane period.
The resolution of nonperform ng | oans (NPLs) has been slow-NPLs are estinated
at 17% of gross loans. On the other hand, the central bank reports that the
average tier | capital ratio of the banking system exceeds 15%

We expect econom c stagnation in 2013, with higher public consunption and net
exports al nost conpletely of fset by anemnm ¢ househol d consunption and private
i nvestment growth. We anticipate that the unenploynent rate will average just
under 13%in 2013, well above the 5.6%I evel that prevail ed before 2008.
Roughly 60% of unenpl oyed have been out of work for nore than a year. W do
not believe that Bulgaria will reach full enploynment during the forecast

hori zon.

Bul garia's political environnent has been challenging in 2013. After
parlianmentary elections in May, the Bulgarian Socialist Party and the Myvenent
for Rights and Freedons joined to forma nminority coalition governnent.
Shortly after taking office, the government faced calls to resign over an
appoi ntnent to head the State Agency for National Security. Wile the
government has so far resisted popul ar protests to dissolve, we believe that

i ncreased pressure fromcivil society could conplicate policynmaking and raise
the possibility of early elections. Bulgaria's political settings are also
characterized by a judicial systemand public procurenent process that the EU
bel i eves woul d benefit from strengthening.

Partly as a response to social pressure and partly due to subdued econonic
growm h, we expect the general governnent deficit to widen to 2% of GDP in 2013
after having narrowed since 2010. In our view, this will be driven by the
government's decision to increase social transfers and pensions and to pay
down arrears to the corporate sector

That said, we do not see these steps as a significant deviation from
Bul garia's robust fiscal track record. Although policymakers have suspended
plans to join the European Exchange Rate Mechanism (ERM11), the precursor to
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entry into the European Econom c and Monetary Union, we see no signs of the
governnent backing away fromits national fiscal conpact. W therefore expect
the governnent to undertake consolidation nmeasures, over and above those
already outlined in the budget, should its expectations of econonic
performance in 2014 not be nmet. We believe this will happen even though the
current environnent nay nmake this task nore difficult than when the government
undertook similar efforts previously.

As a result, we project that the annual change in general government debt will
average 1.5% over 2013-2016, bringing the stock of net general government debt
to a still-low 15% of GDP in 2016 froman estimated 12%in 2013. W estinmate
general governnent interest expense will remain |ow at 2.8% of genera
government revenues in 2013. Just under 70% of Bul garia's governnent debt
stock is denominated in foreign currency.

The low rate of economic activity and difficult external funding conditions
have caused i nport conpression coinciding with an increase in Bulgarian
exports' nmarket shares. Between 2004 and 2011 export growth was notably higher
than in tradi ng partners.

Bet ween 2008 and our estimates for year-end 2013, the net external position of
the financial sector experienced outflows of nearly $9 billion as foreign head
of fices repatriated funding and as Bul gari an banks generally reduced cross
border interbank deposits, investing surplus funds abroad (domestic deposit
grow h has been outstripping lending growth). These outflows were matched by a
sharp adjustment of Bulgaria's current account, which swng froma 23% of GDP
deficit in 2008 to what we project will be a balanced position this year

In line with our expectations for econom c growmh, we expect Bulgaria's
current account deficits to be nodest and its need for net external borrow ng
to be relatively limted through 2016. As a result, we believe Bulgaria's
gross external financing needs (current account paynents plus short-term
external debt by residual maturity) will reduce to 110% of current account
recei pts and usable reserves in 2016, froman estimted 120%in 2013.

In addition to recent cuts to regulated prices, the recent deflationary trend
in Bulgaria reflects weak econonmic conditions in the eurozone (to which

Bul garia's nonetary stance is tied through its currency board arrangenment), as
well as high real interest rates for private borrowers.

QUTLOK
The negative outl ook indicates at |east a one-in-three possibility that we
could lower the ratings on Bulgaria within the next two years.

We could lower the ratings if there is a marked deterioration in the policy
environnent such that it weighs on the country's already-weakened growth
prospects and adversely influences private investnent flows, or if we see
continued outflows in the financial account of the bal ance of paynents.
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On the other hand, downward pressure on Bulgaria's ratings could ease if its
political situation stabilizes, allowing its institutions to strengthen, which
we believe would likely inprove its growth prospects.

KEY STATI STI CS

Table 1

Republic of Bulgaria - Selected Indicators

2006 2007 2008 2009 2010 2011 2012 2013e  2014f 2015f 2016f

Nominal GDP (US$ bil) 33.21 42.12 51.82 4857  47.73 53.54  50.97 53.66 56.1 58.82 61.92
GDP per capita (US$) 4,302 5,561 6,893 6,504 6,431 7,266 6,957 7,346 7,718 8,133 8,605
Real GDP growth (%) 6.5 6.5 6.2 (5.5) 0.4 1.8 0.8 0.5 1.5 1.8 2.2
Real GDP per capita growth (%) 7.1 8.5 7.0 (4.8) 1.0 2.6 1.4 0.8 2.0 2.3 2.7
Change in general government (2.5) (1.4) (1.3) 0.8 2.1 1.1 2.7 0.8 1.8 1.5 1.1
debt/GDP (%)

General government 1.9 1.2 1.7 (4.3) (3.1) (2.0) (0.8) (2.0) (1.8) (1.5) (1.1)
balance/GDP (%)

General government debt/GDP 21.6 17.2 13.7 14.6 16.2 16.3 18.6 18.7 19.7 20.3 20.4
(%)

Net general government 10.8 4.6 1.6 4.3 7.5 9.5 10.4 12.1 13.4 14.2 14.6
debt/GDP (%)

General government interest 3.7 2.9 2.2 2.1 2.1 2.2 2.5 2.8 2.8 3.1 3.3
expenditure/revenues (%)

Oth dc claims on resident 44.8 62.7 71.6 75.4 74.0 72.0 71.8 69.9 68.2 67.0 65.9
non-govt. sector/GDP (%)

CPI growth (%) 7.4 7.6 12.0 2.5 3.0 34 2.4 0.5 1.5 2.0 2.0
Gross external financing 134.5 151.6 155.4 155.6 135.4 123.4 122.0 118.3 120.2 113.7 108.4
needs/CARs +use. res (%)

Current account balance/GDP (17.6)  (25.2)  (23.1) (9.0) (1.5) 0.1 (1.3) 0.4 (0.1) (0.7) (1.2)
(%)

Current account balance/CARs (25.4) (38.1) (35.3) (16.4) (2.3) 0.1 (1.7) 0.5 (0.1) (0.8) (1.4)
(%)

Narrow net external debt/CARs (1.3) 3.6 20.9 20.7 8.3 (2.9) (8.7) (11.3) (16.4) (18.5) (20.0)
(%)

Net external liabilities/ CARs (%) 87.7 131.8 142.2 193.6 149.5 107.5 108.4 99.3 92.9 84.9 78.1

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 S&P’s own calculations, drawing on national as well as international sources, reflecting S&P’s independent
view on the timeliness, coverage, accuracy, credibility, and usability of available information.

RELATED CRI TERI A AND RESEARCH

Rel ated Criteria
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e Sovereign Government Rating Methodol ogy And Assunptions, June 24, 2013

* Met hodol ogy For Linking Short-Term And Long- Term Ratings For Corporat e,
I nsurance, And Sovereign |Issuers, My 7, 2013

e Criteria For Determining Transfer And Convertibility Assessnents, My 18
2009

Rel at ed Research

» Sovereign Defaults And Rating Transition Data, 2012 Update, March 29,
2013

 Energi ng Europe Sovereign Ratings Renmain Vulnerable To Political And
Fi scal Pressures, Sept. 11, 2013

e Energi ng Market Sovereigns In Europe Could Be Most At Risk In ALiquidity
Squeeze, July 4, 2013

e The Eurozone's Long, Unwi ndi ng Road, Dec. 3, 2013

In accordance with our rel evant policies and procedures, the Rating Committee
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
infornation provided to the Rating Committee by the primary anal yst had been
distributed in a tinmely manner and was sufficient for Conmittee nenbers to
nmake an informed 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 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
rating commttee are sunmarized in the above rational e and outl ook

RATI NGS LI ST

Ratings Affirned; CreditWtch/Qutlook Action

To From
Bul gari a (Republic of)
Sovereign Credit Rating BBB/ Negat i ve/ A- 2 BBB/ St abl e/ A- 2
Seni or Unsecured BBB
Short - Ter m Debt A-2

Transfer & Convertibility Assessnent A
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Conplete ratings information is available to subscribers of RatingsDi rect at
www. gl obal credi tportal.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 |ocated 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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