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Foreword

This report forecasts retail sales for 2010 in central and southeast Europe. In addition, we forecast
other variables which impact retail, such as unemployment and real GDP. It is aimed at senior
management of retail companies as well as investors.

We examine the market as a whole, and not individual companies. We have excluded information with
little explanatory power for predicting retail sales. Our data was obtained from public and primary
sources. Our conclusions and forecasts are based on mosaic theory and advanced non-linear
econometric modeling.

The structure of the report is simple. We start with a two-page glimpse at the region and the likely
changes this year and next. Then you will find six comprehensive country reports in alphabetical order,
reviewed through eight standardized factors. In Appendix 1, you can read in plain English what these
factors mean and why they matter. In Appendix 2, you can find country data and positions in various
rankings, as measured by other consultancies and international institutions.

In combination with POS data analysis, this report is all you need to understand how retail sales are
affected by broader economic developments. We chose to focus on retail but we are able to examine
other industries in a similar fashion. The choice of region is dictated by the fact that we live and work
here.

June 2010






Central and southeast Europe - summary

Regional economies

The region suffered badly from the crisis, with
GDP contracting sharply in 2009, falling by as
much as 7.1% in Romania. In the EU, only
Poland enjoyed a small increase in output.
Recovery now proceeds at different speeds,
impeded by local problems.

First quarter 2010 showed some improvement
GDP
growth was driven mostly by pre-election

but overall it lacks solid foundations.
government spending (Hungary, Slovakia) or by
exports to western Europe, where recovery has
now stalled. In all countries, local demand will
remain sluggish until the end of the year. Two
of the countries are still in recession (Bulgaria,
Romania) and one is out of it only in theory
(Hungary). Slovakia and the Czech Republic are
highly geared towards Germany, so their
recoveries are vulnerable to German internal
policies. Only Poland has sustainable economic
growth, driven by its vast local market.

Fiscal discipline is the biggest threat to recovery
in the region. No country risks a Greek-style

crisis but politicians are showing little real
dedication to cutting spending. Hungary and
Romania have IMF loans but debt covenants do
not help much.

Unemployment is likely to stay high this year. A
recent decline in joblessness is fuelled largely by
seasonal jobs.

High inflation is a problem in Romania and
Hungary, which risk stagflation.

Exchange rates are an issue. In some cases, local
currencies have become uncompetitive. In
others, the population suffers from painful
exposure to foreign-denominated mortgages.

Overall, households lost purchasing power last
year. Real wage growth is either minimal or
non-existent. Spending patterns have shifted
and rates  have

permanently, savings

skyrocketed.

Real recovery is expected only in 2011.

GDP performance by quarters and years, with annual forecasts
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Regional retail sales

In 2009, retail sales collapsed in five out of the
six reviewed countries. The magnitude of the
decline depended on when the crisis hit in each
country (see previous page).

In Hungary, where the economic crisis happened

earliest, nominal turnover declined only
marginally (-3.7%) last year. But the real decline
was sharper after accounting for 4.2% price
inflation. In 2010, CPI growth will continue to

erode retail sales growth.

In Bulgaria, where the bottom of the crisis came
as late as Q4/2009, the contraction continues to
be very strong. For 2010, we expect a -6% drop,
the sharpest of all countries. Unemployment
consumers are

remains high and overly

pessimistic.

In the Czech Republic, retail sales fell by 6% in
2009, after years of consecutive growth. The

stronger local market made sales less volatile
than in the other countries. Although we expect
0% growth this year, the population is regaining
its purchasing power.

Poland was the only country where retail sales
grew in 2009. But as the unemployment peaked
only in Q1/2010, the growth this year is likely to
be smaller — less than 1%.

Romanian retail sales were in a difficult position
in 2009. After falling by 10% in 2009, we see a
further 4.6% decline in 2010. The government’s
austerity measures are a major contribution to
poor sector performance.

Slovak retail sales fell by 12% last year. But as the
economy is rising quickly, retail sales are likely to
grow by 2%. Although unemployment remains
very high, local demand is slowly regaining
strength.

Retail sales in 2010 — forecasts and risks surrounding them

e

Legend

No imminent risks for retail sales.
Some risks may impede growth, although unlikely.
Problems are possible. Growth is uncertain.

6! Further deterioration likely. Risks persist.

There are many risks which are a major threat to sales.

Retail sales 2005 2010
actual A forecast A
Bulgaria -8.7% -6.0%
Czech Republic -5.7% +0.0%
Hungary -3.7% -2.4%
Poland +3.0% +0.8%
Romania -10.4% -4.6%
Slovakia -11.9% +2.3%



Retail sentiment

The retail sentiment index has been slowly
rising since November, and finally turned

positive in May.

The most recent figures show that interviewed
managers are concerned about the current
state of business and the overall sales volume in
recent months. Sales in the next 3 months are
also likely to be unfavourable, but are expected

that an increase in staff numbers now looks
more acceptable.

Asked about the difficulties in their sector, retail
managers see the economic environment as the
biggest hurdle. Low demand has been growing
as a problem since the autumn and now ranks
second, followed by intensifying competition.
Financial difficulties are mentioned as a key

to pick up after that. Expected sales prices are problem, influenced by the high cost of
not likely to increase, which is in line with overnight financing by local banks, and
reduced demand and the overall CPI extended payment of invoices.
development. Interviewees also highlighted
Retail sentiment
Retail Trade Nov-09 Dec-09 Jan-10 Feb-10 Mar-10  Apr-10 May-10
Retail trade confidence indicator -6 -5 -5 -4 -2 0 1
Present business situation -21 -19 -19 -18 -7 -8 -10
Volume of stocks -4 -4 -1 -3 -3 -1 -4
Expected business situation -3 1 3 4 -2 7 9
Intentions of placing orders -6 2 4 5 0 7 6
Employment expectations -8 -7 -4 -5 -10 -6 -4
Selling price expectations -7 -1 2 2 5 10 10
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Top 5 limitations in the retail sector
(As a share of all respondents. More than one answer possible)

Other
Financial difficulties
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M Difficult economic environment

Source: NSI, ECFIN



6. Country and poIiticaI risk Selected indicators on default risk

. Government budget deficit and debt (annual)
Country risk

As a share of GDP 2006 2007 2008 2009
Bulgarian public finances are in a relatively good Government deficit/surplus 3.0% 0.1% 18%  -3.9%
state compared to other countries in the region, Government debt 227%  182%  141%  14.8%

idl ing. D i forei -
but are rapidly worsening. Domestic and foreign Government budget deficit (monthly, ytd)

debt represents a small fraction of GDP (15%),

but the deficit is growing fast. By the end of the o o
) 20 & &8 2 2 8 2 2 2 2 2 & 8
term of the former government in June 2009, 400 £ B ‘§’ 5 ; 53 %858 35 3
the large budget surplus from last year had 600 -
evaporated. The government raised its budget -800 = MinFin’s latest budget deficit
deficit three times in less than a year, from 0% -1,000 4 target for 2010: 4.8% of GDP
-1,200 - . i
when elected to 4.8% now. As these deficits are 400 Share of annual deficit target
_ -1,400 1 realized in Jan-May: 43%
based on local methodology, Eurostat figures 1,600 -
are likely to be worse. -1,800 -
In Ql1, the government had to scrap the . . .
o o Credit rating in foreign currency
application for eurozone entry, as the deficit
d ¢t b high th limi Description Moody's S&P Fitch
turned out to be higher than prelimina
. & P Y Prime, maximum Aaa AAA AAA
calculations and beyond the 3% ERM-II safety Aal AA+ AA+
threshold. A new application for ERM-II is High-grade, high- Aa2 AA AA
planned to be submitted in 2011. credit quality Aa3 AA- AA-
Al A+ A+
Country risk has grown very rapidly in recent ngrF;ZZf medium A2 A A
months. Fiscal spending is loose and not related A3 A- A-
to reforms. The 60 austerity measures approved i Baal BBB+ BBB+
Lower medium Baa2 BBB stabl BBB
several moths ago have not produced adequate grade aa stable
Baa3 positive BBB- BBB- negative

results. The government had to cancel a bond
sale as investors required yield that was 1% Credit default swaps (5Y)
higher than offered. Compared to 18 months

ago, 2/3 of the fiscal reserve has been spent.

On the international markets, Bulgarian country
risk is perceived as being slightly lower than for
Hungary and Romania. The sovereign debt crisis
hiked all CEE CDS rates (insurance against the
government defaulting on its bonds) to

approximately 400bp. Yields on government bonds

8%
We see fiscal problems as the biggest threat to 6% \/\/_’__5.39%
the successful recovery of the Bulgarian 4%
economy. Politicians disregard the gravity of the 2%

situation and refuse to cut spending. 0%
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Source: Moody's, Standard & Poor's, Fitch Ratings, CFA Institute, BNB,
Eurostat, DB Research
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Political and regulatory risk

Most regulatory risk facing the retail industry
arises from the deteriorating state of public
finances. There were two attempts to raise VAT,
which were eventually abandoned. However,
further similar threats can be expected in 2010.
Last year, the prime minister did not approve
the proposed increase in the alcohol excise
duty, but as the budget deficit is growing, a
higher excise now looks more likely.

Retail sales of alcohol are also threatened by
The
party still has to approve the new five-year

proposed healthcare legislation. ruling

7. Banking system

Central bank

Under the currency board, the monetary policy
of the Bulgarian National Bank is restricted. The
main monetary policy tool of the bank is the
bank reserve requirement. In December 2008,
BNB reduced the reserve requirements for
commercial banks, but no further cuts have
been announced. Some additional measures are
possible if the five Greek commercial banks
operating in the country (currently holding a
combined 29%
encounter

market share by assets)
financing difficulties from their
headquarters or do not impede local lending.
we consider these

However, speculations

overplayed.
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healthcare strategy, drafted by the previous
government. The strategy was prepared by
medical experts in the healthcare ministry,
the
permissible alcohol content for drivers to 0%

which insist on lowering minimum
(down from the current 5%.). However, we
believe the new health minister and her larger
team of economic experts will not back this

proposal.

Further regulatory threats can be expected
from the competition office, which is now
focusing on the retail industry and intensifying
checks on large chains.

Interbank lending rates
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Commercial banks

Current liquidity levels are relatively good and
do not correspond to the high interest rates
charged to customers. Overnight interbank
lending rates have fallen to below the ECB
levels (an event not seen in years), while the
spread of 3-month lending rate of SOFIBOR over
EURIBOR has fallen by 1%.

levels of improved liquidity since the freeze last

However, these

year have not been transferred to the overall
economy, as banks remain risk averse and
suffer worsening debt portfolios. Retail interest
rates have not changed, regardless of the fall in
interbank rates. Banks have increased their add-
on to interbank rates in an attempt to improve
their profit

receding margins.

Loans

The deteriorating state of the assets of banks is
a key hurdle to real economic recovery. In an
effort to attract further liquidity, banks raise
more liquidity by offering the highest deposit
rates in Europe (reaching as high as 7%). This
the
every major

prevents consumer  spending, as

opportunity cost grows for

purchase.

Consumer credit volume has been declining
since September, implying that banks have
started to securitize and sell bad loans to debt
collectors, and that more credits have been
repaid than taken during those months.
for households remain

Borrowing  costs

prohibitively high.

28

Household loans
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Overall, unserviced loans (which includes late
and defaulting debt) have reached disturbingly
high levels. Although bankers have recently
made some optimistic statements, we believe
the peak of bad debt will not come before the
second rise in unemployment in the autumn.

We believe the inability to service debt by many
This
influence shows mostly in refrain from large

households influences retail sales.
purchases — notably cars, but also household
appliances, and leisure and tourism. At this
stage, it is possible that there might be a shift in
spending patterns in FMCGs towards cheaper

alternatives.



8. Exchange rates

The Bulgarian lev (which is fixed at EUR:BGN
1.96) suffered the same volatility as the euro in
the last six months. We believe the Greek crisis
has put the euro (and thus the lev) in an period
against other

of extended depreciation

currencies.

The most visible change has been against the
dollar which, trading at 1.35 leva until recently,
is now likely to reach 1.6 leva next year. One of

Spot rates and forecasts
nB2.5 4

ng2.0 -
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GBP/BGN

the retail segments where the exchange rates
could play an important roles is black and white
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USD/BGN Average

Forecast by: 2010 2011

Unicredit 141 1.47

Economist Intelligence Unit 1.51 1.60

Deutsche Bank 1.40 -

Oxford Economics 1.51 1.66

Mean 1.46 1.58

Median 1.46 1.60

home
electronics are

appliances. Since most of these

imported from China (and

therefore traded in USD or USD-pegged yuan),
the appreciating dollar is likely to cause these

goods to increase in price.

We do not expect significant changes in the
exchange rate trends in the next six months.
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Candole Research - FX forecast
We expect the USD/BGN exchange rate to
average 1.5 this year. We believe expect
no changes in the EUR/BGN exchange rate
of 1.95583.
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