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AN ASSESSMENT AND RATING OF THE BULGARIAN BANKING SYSTEM

I IntroductIOn

The followmg assessment of the BulgarIan bankmg system has been produced under
contract to the Umted States Agency for InternatIonal DevelopmentJENI/PER by MIchael BOrIsh
and Company, Inc WIth support from TrIumph Technologies, Incorporated MIchael BOrIsh and
Company, Inc would lIke to thank Jean Lange ofUSAIDIENIfPER, and John Tennant and
WIlham Foerderer ofUSAID m BulgarIa for theIr kmd support and guIdance MIchael BOrIsh
VISIted BulgarIa from February 22-28, 199810 conjUnction With thIS project

n Methodology of the Rating System

The ratmg system utIlIzed to assess the bank10g sector ofBulgarIa IS based on a reVIew
of more than 200 Issues and tOpICS that have been used to construct a dIagnostIC methodology for
the reVIew of bank10g systems ThIS tool WIll be utIhzed by USAID 10 other parts of "tranSItIOn
Europe," and IS applIcable to Virtually all bank10g sectors 10 the world

In ItS SImplest form, the rat10g system IS focused on four general areas ofactIVity-based
on 28 "sub-categorIes," and subject to five general clasSIficatIons The actIVItIes and sub
categorIes are 10cluded below

USAIDIENUPER Banlang Sector Rating System ActIVItIes
GeneralAreas ofActIVIty Sub-Categones

• FinanCIal Sector • General policy and system
Infrastructure • Legal framework

• Regulatory and SUperviSOry capacity
• Payments systems
• Accountmg framework
• Ratmg agencies
• Fmanclal media
• ProfeSSIOnal asSOCiations
• AcademiC mstltutlons
• Miscellaneous areas relevant to finanCial sector mfrastructure-

telecommumcatlons, postal, safekeepmg
• Econonuc Factors and • General trends

IndIcators • Pnvate sector development Issues
• Monetary and related savmgs and credit matters
• FIScal conSiderations
• Exchange rates
• Balance ofpayments Issues

• Banlang Structure and • Overview ofthe system and finanCial measures
System Profile • Profile of ownership structures

• Governance and management Issues
• Non-bank competition

• Banlang Sector • Capital adequacy
DeveiopllU!nt Based on • Asset quality
Prudentlal Norms • Management capacIty

• Eamtngs
• LIqUidity
• Operatmg environment
• Transparency and disclosure
• SensltlVlty to market nsks
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The followmg classIficatIOns are utilIzed to provIde a sconng for the mdividual Issues
assessed, as well as m developmg a composite ratmg for the bankmg sector as a whole Annex I
provIdes greater descnptive detaIl about how the ratmgs apply by sub-category

USAIDIENIIPER Banlung Sector Ratmg System Sconng Descnptlon
5 Outstanding world class state-of-the-art, best practices virtually no senous systemic nsks
4 Sobd, strong, satisfactory, competitive few systemic nsks or problems, and those are manageable
3 Adequate, favorable trend, Improvement needed, potential for major systemic risks
2 Inadequate, weak slgmficant Improvements needed major potential for destabIlIzatIOn via systemIc rISks

1 Dismal monopohst, resistant to competitIOn and change, no confidence Widespread corruptIOn weak Institutions

No effort has been made to weIght mdividual varIables, or to quantIfy ratmgs along
mathematicalimes Rather, 28 major sub-categorIes of the four mam groupmgs were all rated
withm the five-pomt ratmg system, wIth allowances for pluses and mmuses m the event that the
dIrect numencal claSSIficatIOn dId not fully match WIth performance The evaluatIon is both
qualItative based on trends and assessments, and quantItatIve to the extent the figures are useful
and meanmgful The latter IS an Important conSIderatIon m lIght of the macroeconomic and
hypermflationary Imbalances experIenced m Bulgana untIl recently, and because of the slow
conversIOn to mtemational accountmg standards

m The Bulgana Ratmg

The composIte score awarded BulgarIa was 2+/3-, which generally reflects Its current
status as adequate m many key areas and showmg favorable trends, but still m need ofmajor
Improvements WhIle thIS IS not a strong score, It reflects a favorable trend If the ratmg had been
conducted exactly one year earlIer, Bulgaria's bankmg system would lIkely have been scored a 2
at best, and perhaps lower, due to the madequacy ofthe banks by most measures, the absence of
publIc and mvestor confidence m the banks, and the general collapse ofthe economy Thus, as of
sprIng 1998, the assessment of the BulgarIan bankmg system IS as follows

The Bulganan Bankmg System-Sprmg, 1998 I Composite Score 2+13-
The Bulgarian banking system has undergone considerable transformation smce economic collapse In 1996-early
1997 The authonties have Imtlated major changes m the legal and regulatory framework, Introduced a currency board,
stablbzed macroeconomIc fundamentals, and commItted themselves to accelerated pnvatization based on open markets
and the attractIon of strategic foreign mvestment There are SIgns of mcreaslng transparency and dIsclosure, and It IS

expected that over time the market wdl develop to take advantage ofopportumtles Nevertheless the msututional
framework remainS weak, ImplementatIOn of enforcement act10ns under trymg condItiOns remams untested,
concentration and cross-ownershlp In the bankIng system remam consIderable nsks, and the overall development of
risk management capacIty under market condltlons wdl take years

• Bankmg system stdl maJonty state-owned-slx state banks account for three quarters of assets
• High level of concentratIon In Bulbank (foreign trade bank) and State Savings Bank (household depOSits)
• 27 pnvate banks are In Bulgana, mcludmg 11 foreign banks or branches
• Total assets of banking system approximate only $4 bl1hon (average assets approximate $120 ml1hon per bank)
• State banks have recapItalIZed to 8 percent on a nsk-welghted basiS due to revaluation gaIns

The basiS for the compOSIte IS deSCrIbed by each ofthe four general actIVIties and the 28 sub
categones below A more detaIled summary IS attached as Annex 2
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I Fmanclal
Sector
Infrastructure
Score 3-

1 1 PoliCY and
System. Score 3

12 Legal
Score 3-

1 3 Regulatory
and
Supervisory
Score 3-

14 Payments
System. Score
3+

1 5 Accountzng
Score 2+1.3-

Section 1 Assessment of Fmanclal Sector Infrastructure

There has been general movement towards market-based policy and a needed legal
foundation for market development. Strengths from earlier Investments Include a reasonably
modern payments system More recently, a buoyant and reasonably responsible financial
press has emerged to report on monetary, financial, and bankmg sector Issues Movement
towards lAS In 1998 (1997 bank reports), a BNB rating system for banks, and a commitment
to greater public disclosure through active media pomt to positive developments m the near
term However, slgmficant work needs to be done over the next several years m sortmg out
legal problems at the mstitutlonallevel, developmg supervisory capacity as banks eventually
take on risk m their portfolios, generatmg useful mformatlon and corrective actions
resultmg from Improved accountmg standards, and strengthenmg related support systems
and tralnmg for competitive bankmg All of these mgredlents are critical not only for the
narrow objective ofEU accesSIOn, but for the broader goal of competitiveness m the global
marketplace

Bulgana showed sIgmficant progress m 1997 after economIC collapse m 1996 Pohcy IS clearly
geared towards establlshmg an environment condUCive to market development

Major legislative reform was achieved m 1997, but there are concerns about the ability to
effectively Implement laws over the next several years at the structural level due to capacity
constramts and lack of exposure to market-based cornmerclallaw There are concerns as well
about the frequency of amendments and changes to laws despite the thorough and comprehenSive
nature of these laws Frequent legal changes can reduce certamty needed for mvestment and nsk
takmg

The new laws on BNB and banks prOVide for a tightly regulated bankmg environment to mamtaln
stablltty, and to conta1O/avOid systemic nsk BNB has a clear mandate to hcense, regulate and
supervise banks The Law on Banks IS expliCit and clear m spellmg out requirements ofbanks
wlthm the regulatory framework The challenges faced by BNB and Bulgana s banks are twofold
(I) develop1Og the needed 1OstltutlOnal capacity at BNB and 10 the marketplace-mternally at
banks audit firms, bankmg asSOCiatIOns etc -for effective Implementation ofthe prudential
regulatory framework, and (11) achIev10g needed balance between stabIhty and growth, the latter
of which might be constrained due to the tIght measures apphed to banks 10 the Law on Banks
ExceSSive regulatIOn could undermme some of the nsk-takmg activIties needed from banks to help
finance real sector growth In light ofthe collapse m 1996, the regulatory framework IS plaUSible
as a program for stablhzatlon In the bankmg sector However If Bulgaria succeeds 10 transformmg
the bankmg system to one which IS generally dommated by prune-rated mstltutlons m the next
two-three years, It might conSider easmg some requITements wlthm prudent gUldehnes

The Law on the Bulganan National Bank states that "estabhshment and functlomng of effiCient
payment mechanisms' IS a function ofBNB's malO task, which IS currency stability Investment 10

thiS area as far back as 1992 to protect BNB from umntended overdraft credit and to prOVide low
cost and prompt settlement mdlcates that Bulganan bankmg and monetary authontles apprecIate
the Importance of the payments system to economic stablhty ThiS IS conSidered a relative strength
of the bankmg system

The move to lAS for bank annual repons from 1997 IS a posItIve step lAS has been requITed for
large enterpnses to be pnvatlzed The role of the external audit IS formally 1Ocorporated 10 bankmg
legIslatIon, and mternatJonal accountmg frrms have been Involved 10 asslstmg Bulganan
authonnes 10 modernIZIng standards However. applYing lAS In a meaningful way at the structural
level for useful management purposes takes time As With legal and regulatory reform, changes on
the accountmg front In 1997 were posItive The first read10g ofproposed legislatIOn was approved
on December 17, 1997 and passage IS expected 10 early 1998 The new legislatIOn would reqUIre
double-entry bookkeepmg If revenues exceed a certaln threshold, and a revaluation ofassets IT
mflatlon rates exceed 33 percent annually or 40 percent over a two-year penod-thls would mean
the likelihood ofrevaluation ofassets agam 10 1998 However, It WIll take time before these
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16 Ratmg
AgencIes
Score 2+/3-

17 Fmanclal
Media
InsuffiCIent
Baslsfora
Score

18
Professional
AssocIatIons
Score 2+

19 Acadenuc
InsuffiCIent
Basis Fora
Score

110
MIScellaneous
Score 3

procedures and standards are more readily appreciated as a management tool m both the finanCial
and enterpnse sectors Moreover, there IS a tendency m tranSitIOn counties to believe the largest
mternatlOnal accountmg firms are able to fill thiS gap qUickly In reality, thiS has not been the case
for reasons of unfamllianty With local market conditions, lack of local talent traJned and
expenenced m mternatlonal standards and the finanCial mcentlve structures of mternatlOnal
accountmg flTms which tend to de-emphasize their more expenenced personnel to remam cost
competitive

While the general environment has Improved there IS a general reluctance of authontles to deViate
from stnct confidentiality standards ThiS undermmes disclosure practices, and makes It
Impossible for pnvate rating agencies to playa meanmgful role m contnbutmg to mvestor,
depOSitor and regulatory confidence In the system BNB IS m the process of establishmg a credit
rating service on all banks, and these ratmgs will be announced publicly to prOVide more
informatIOn to consumers about the state of the mdlvldual banks However, as ofnow, It IS unclear
what cntena will be used

No particular effort was made to assess the finanCial media However, there are several
newspapers that report daily and weekly figures regarding monetary Issues (e g mterest rates)
trade volumes, exchange rates, etc ThiS IS consistent With the Improved legal environment for
BNB and the commercial banks, and appears to reflect a commitment to Increased public
disclosure The reportmg appears to be profeSSional accurate and objective The Law on Banks
does Specify that the dlssemmatlon offalse mformatlOn which can undermme the reputation of a
bank can lead to a fine ofBGL 50-200 million-up to about $112,000 at February 1998 exchange
rates-for media concerns Higher penalties can be assessed If cnmmal activity IS proved

There IS no real profeSSional finanCial sector association Recently, the International Banking
Institute merged With the AsSOCiation of Commercial Banks to form a Viable traJmng inStItute
responSible for quallfymg bankers and perhaps Introducmg a formal certificatIOn program
However there IS only limited support from a small number of banks There IS little to no mterest
on the part of the foreign banks 10 asslstmg With traJnmg efforts due to thelT own m-house
approaches, and pOSSibly because they would only enJoy' associate member" status With IUDIted
support from domeStic banks and little mterest from foreign banks, thiS leaves an enormous gap 10

terms ofhuman capital and systems Without meanmgful donor support, It IS unlikely that any
profeSSIOnal bankmg asSOCiatIOn will be able to playa supportive role m bankmg sector
development

No systematic effort made to determme numbers of courses, students, inStItutes, or other academiC
matters Nor was there a systematic effort to speak With busmess/management school offiCials
There are some thmk tanks that are able to make a slgmficant contnbutlon to bankmg sector
reform and development

There has been some slow movement towards pnvatlzatlon and modernization of the
telecommumcatlOns market Postal services appear adequate, With the added feature of haVing a
bank branch network (Postbank) Safekeepmg from a phySical and logistical standpOint appears
adequate although no systematic effort was made to review thiS
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II EconoltUc
Factors and
lm:hcators
Score 3-

11 General
Score 1+8-

Section 2 Assessment of Economic Factors and Indicators

From a macroeconomic standpoint, Bulgaria has moved from collapse 10 late 1996/early
1997 to a stable posItion 10 early 1998 The mflatlon rate (monthly CPI) has been about 1 5
2 1 percent 10 recent months, and IS projected to be 37 percent 10 1998-<10wn from nearly
600 percent 10 1997 The exchange rate has been stable and fixed to the DM smce the
mtroductlon of the currency board In July 1997 While the DM has depreciated against the
dollar-unfortunate for Bulgaria as about two-thirds of Its foreign currency holdmgs are m
dollars-the currency board has been central JD restormg confidence, remonetlzmg the
economy, and placmg hard budget constramts on banks and enterprises Interest rates are
low 10 the Treasury bill market-5 53 percent JD late February 1998--and hard budget
constramts 10 the bankmg and real sector combmed With Improved overall expenditure
controls are expected to keep fiscal deficits low Unlike other markets, Bulgaria has not
experienced senous current account deficits On trade policy, Bulgaria has had a favorable
record on a number offronts, namely substantial removal of quantitative restnctlOns on
exports and Imports m 1991, and the removal of most state tradmg monopohes 10 1991 In
December 1996, Bulgaria Jomed the World Trade OrgaDlzatlOn, so Its efforts m these areas
are expected to remam harmonIZed With global IIberahzatlOn trends The 1994 EU
ASSOCiation Agreement Will keep policy focused on meetmg membership obligations Thus, m
terms of macreconomlc Issues and policies, Bulgana IS fairly stable and movlDg 10 the nght
direction However, weaknesses are substantial at the structurallevel-rn both the
bankmglfinanclal sector and the real sector-and Bulgana Will need years of experience for
effective IDstltutlonal capacity to be developed to properly enforce new laws and regulations
The difference between sluggishness and growth over the next several years IS likely to be
found m IDvestment statistiCS While Bulgaria's strategy IS currently to focus on brmgmg ID

foreign IDvestment-through prIVatizatIOn 10 the bankmg and enterprise sectors, and
development ofthe capital markets--lt IS entirely pOSSible that such hopes Will be only partly
fulfilled Balance of payments measures for foreign direct IDvestment are 10w--cumulatlVe
SO 5-1 0 bllhon from 1989-97, dependmg on whose figures are utilIZed-and portfoho flows
have likeWise been limited It may take some time before foreign IDvestors are Wllhng to
mvest needed resources 10 Bulgaria Meanwhile, Bulganan enterpnses are 10 many cases 10

deep need of major restructurmg, which Will require high levels of IDvestment In plant and
equipment to be competitive It IS unlikely that the domestiC banks or capital markets Will be
able to prOVide thiS financmg any time soon And the maIO engme for employment
generatIOn, the small busmess sector, IS the least likely to be able to access formal sources of
financmg Thus, solvmg Bulgaria's structural weaknesses IS the key to generatmg growth, a
process that may not be felt until 1999 or beyond NotWIthstandmg current favorable trends,
there IS also a risk that frustration With hmlted to no growth for an extended period of time
might lead to a slowdown or reversal ofreforms achieved 10 1997-98

Overall economic performance 10 the I990s has been charactenzed by volatility and downward
trends In most macroeconomic areas excepting the current account defiCit Real GDP growth has
been deeply negative In most years This has led to a downward spiral m per caPita 1Ocomes
whJle purchas10g power panty figures are not yet offiCially available for 1996-97 these have been
years where real wages have declmed and the economy has collapsed or shown hmlted growth
Meanwhile the offiCial unemployment rate has remained In double digits and grown although
Informal sector aetlVlty mitigates some ofthese effects General macroeconomic Instablhty has
been reflected In high and frequently tnple digit Inflatlon rates a weakened and volatl1e domeStIc
currency until late 1997 and farrly deep fIScal defiCits These problems finally converged when
Bulgana disclosed m mld-1996 that It would be unable to make $1 14 bl1hon In pnnclpal and
mterest payments due to IFIs and other external creditors While some IRItlai attempts were made
early In the transItion penod to move away from the prevIOus SOCialist incentive structure
Bulgana never moved away from 'crony capitalism' until the economy collapsed In 1996 This
changed m 1997 and near term prospects for growth are positive but hmlted The currency board
has been successful In stablhzmg key mdlcators Above all foreign exchange reserves have been
replemshed, nsmg from a low of$400 milhon m February 1997 to $2 3 bdhon by end 1997
However, current eStImates are that Bulgana might achieve 4 percent real growth 1D 1998,

5



22 Pnvate
Sector
Development
Score 2+

23 Money,
Savmgsand
Credzt Score
3+

24 FIscal
Score 2+/3-

25 Exchange
Rates Score 3

assuming more progress In attracting Investment via pnvatlzatlOn ThIs does not represent the
hIgh-growth scenario needed to restore Incomes In particular the expectation that pnvatlzatlon
proceeds wdl be suffiCient to generate slgmficant growth IS unlikely due to past problems
assocIated WIth pnvatlzatlOn, the absence of an effiCient legal system, and a comparatively small
domestIc market

General trends indicate that the pnvate sector IS growing as a share of total value-added
However, much of thIS IS by default, through contractIOn of the state sector and relIance on
Informal actiVities that are pnvate by nature A number of developments Will need to occur to
budd a VIable and sustamable pnvate sector-oriented economy Improvements In the instItutIOnal
framework (or enabling environment ) WIll depend on ImplementatIOn of legal and regulatory
reforms to prOVide adequate 10centlves for rlsk-tak1Og and finanCial diSCIpline Short of thiS,
Investment Will be slow to materialize and bUSinesses Will remam closely held Whde the
macroeconomic picture has vastly Improved since early 1997, prospects for a rapid Improvement
at the structural level are less hkely Attracting strategic Investment In the finanCIal and real
sectors wdl help, as WIll Increas10g integration With regIOnal and global markets Nevertheless, the
vast mIddle market IS likely to face several challenging years before conditions WIll seem to
have turned the comer Growth can be expected In agnculture and services The mam challenge
Will be how to re-allgn 1Odustry-pnvatlzlng the promIsing few With strategic Investment,
encouraging development of small-scale enterprises for low-cost entrepreneunal operatIOns, and
dIsmantling the balance that has served as an albatross since the beglnmng of transition As
offiCial unemployment rates approximate one In seven members of the active labor force, thIS Will
be a political test as much as an economic one

The collapse of the Bulganan economy 10 I996-early 1997 can be reflected 10 the decline 10 bank
depOSits from $74 billIon at the end of 1995 to $18 billion at the end of March 1997 Smce the
1OtroductlOn of the currency board on July 1, 1997, Bulgana has shown radically Improved
macroeconomIc fundamentals Monetary policy IS now driven by the diSCiplIne of the currency
board whIch slgmficantly curtails the abuse of refinanc10g and lender of last resort embedded In
monetary polIcy and credit practices through the end of 1996 Now, the nsk to the economy IS that
funds wdl remam offshore to benefit from returns from safe Investments, rather than prOViding
some measure of lending to restore growth to the economy The cautious approach practIced under
the currency board has helped to restore some of the savings that left the system before mld-1997
However, WIth domestiC Interest rates deeply negative In real terms for depOSitors and access to
funds lImited for borrowers, Bulgana Will require external sources for mvestment The prospects
for substantIal Investment In 1998 are limIted Nevertheless, new polICIes and actIOns In 1997 went
a long way In sending an Important Signal to the market that Bulgana IS offiCIally committed to a
very stabfe monetary policy WIth tight control on lIqUIdIty and reserves Such stabilIty should
Improve the country's creditworthiness over time and more fully prepare Bulgana for accessIOn to
theEU

FIScal developments In 1997 were favorable In an area of general weakness dunng the early stages
of transItion Policy IS geared to reduced defiCits and thiS was demonstrated In the vastly reduced
fiscal defiCIt of 3 2 percent of 1997 GDP In fact, Bulgaria had a primary surplus due to tightened
expenditure, but debt seTVIce led to a 3 2 percent fiscal defiCit In 1998, the fiscal defiCit IS
prOjected to be 20-27 percent ofGDP Whde GDP IS sluggish, expenditure controls and fiscal
collections Improved enough to be Viewed as a factor contributing to dechmng Interest rates m the
three-month Treasury bJlI market Slgmficant future work remams to develop a Viable fiscal base
and to adjust rates In a manner that IS condUCIve to economIc growth At the moment, arrears are
declInmg as the authorities clamp down on those WIth unpaId oblIgatIons to the state
Nevertheless there IS a hmlt to how much can be achIeved on thiS front, particularly as the
greatest debtors are state firms that have been hquldated or slgmficantly streamlIned WIthout major
new mvestment, products or markets LIkeWise the hIgh degree of mformal actIVIty In the market
Will also undermme collectIOns and the accuracy ofmformatlOn m the medIUm term All of these
characteristIcs pomt to an economy that has stabilized from earlier collapse, but has not yet begun
to show SignS of highly accelerated growth

Bulgana's exchange rate policy IS now fixed at BGL 1,000 per DM By contrast, the exchange rate
was BGL 487 4 per DM at end 1996, and as hIgh as 49 4 at end 1995 Smce Apnl 1997
Bulgana s economy has remonetIzed from the collapse of 1996, With a SIgnIficant Increase m
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2 6 Balance of
Payments
Score 2-

gross foreign exchange reserves The steady depreciation ofthe lev through 1997 reflects poor
policies from the past Nevertheless, looking forward, the currency board should provide needed
dlsclplme and cover to ensure stability The questIOn of BGL liqUIdity IS likely to emerge as the
major concern to the pnvate sector as IS the case In most currency board regimes If there IS
msufficlent mvestment from abroad, such pressure will very likely mount for political as well as
economic reasons Nevertheless, for the mtenm penod, Bulgana IS expected to have a stable
exchange rate remforced by an Improved macroeconomic env!ronment Even With further
depreCiation of the DM agaInst the US dollar m the near the effects should not be too great on
Bulgaria as Its foreign debt burden has been restructured to relieve Bulgana of severe near-term
effects on Its current account and fiscal pOSitIOn

Bulgaria Initiated early reforms at the beginning of transition m a rules-based manner that
appeared to open up the economy However poor macroeconomic management and the absence of
real structural reform m practice ultimately led to a balance of payments cnsls through the current
account In 1993 and finally the capital account via declines In reserves In 1996 The current
account reached a defiCit pOSitIOn of about $1 I bllhon In 1993 or 10 1 percent of GDP TIllS led
to some monetary and fiscal tightening In 1994 95 but structural weaknesses undermmed the
ability to enforce new incentive structures-patronage led to a substantial run-up of arrears, and
refinanCing from the central bank led to mdefimte forbearance In the banking sector and by
extension the real sector These developments culminated In a reductIOn m foreign exchange
reserves from $1 5 bllhon In mld-1995 to a low of$400 million In January, 1997 The results
capital account defiCits of 4 5 percent of GDP In 1994 and 6 4 percent In 1996-combIned With
the earlier current account stresses In 1993 paralleled some of the typical hqUldlty and solvency
problems IndIVIdual banks face when their portfohos detenorate In the end, the collapse of the
economy In 1996 represented the bankruptcy of eXisting structures and cash flows In the first half
of 1996, about half ofpublic expenditure was tied up on a cash basiS In repaymg or servIcmg debt
When It was recognized that foreign exchange reserves had depleted to levels less than half of
short-term payment requirements to offiCial creditors, the country effectively declared a state of
finanCial emergency This prompted a restructunng of mternatlOnal and domestiC debt, on the
condition that the authontles would commit themselves to the Initial reforms they had mtroduced
early In the reform process Since then, the rapid response of the authontles to stnct remedial
action to restore confidence has led to a dramatiC Improvement In the balance of payments The
challenge henceforth remaIns at the structural level
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III Banlang
Structure and
System Profile
Score 2+

31 Overview
Score 2

32 Ownership
Score 2

33 Governance
and
Management
Score 2+

SectIOn 3 Assessment of Bankmg Structure and System Profile

Bulgaria IS at the begmmng ofthe adjustment process m the bankmg sector A great deal
was accomphshed m 1997 mto early 1998 on the legal and regulatory framework, and
techmcal assistance IS now IR place to help With some of the ImplementatIOn From a
financial perspective, many of the banks that had problem portfolios were able to produce
better balance sheets by end 1997 There IS also cause for optimism that Postbank will be
pnvatlzed by a strategic mvestor, sendmg a favorable market signal that the Bulgarian
economy offers opportUnity for pnme-rated and other mvestors However, significant
problems remain In the bankmg system-insufficient nsk management capacity, limited
mcome opportumties, excessive cost structures, madequate pncmg of products and services,
untramed staff, poor organizatIOn, and generally mefficlent operations Thus, for domestic
banks, the next round of challenges mcludes tbe development of needed management skdls
for Increased riSks, enhanced efficiency of operations, and successful adaptation to the new
mcentlVe structure founded on the currency board, stnct prudential regulations, and new
standards of governance and mformatlOn disclosure The rISk economically for tbe
foreseeable future IS that good foreign banks Will develop satisfactory busmess along niche
hnes, and that the core ofthe economy--smaller and mid-sized firms-will be unattended to
because Bulganan banks are unable to entertam the risk of lendmg to these firms on a cash
flow baSIS, or on a secured baSIS due to the mablhty to properly value collateral or the weak
JudiCial protection afforded to lenders

Bulgana IS only at the begmmng of a meamngful reform process There are 33 banks most of
which are small and pnvate Some are foreign, but still small by balance sheet measures On a
balance sheet basiS, there are SIX state banks which dommate market share for assets It IS
antiCipated that four ofthese Will be pnvatlzed by end 1999 mcludmg the large foreign exchange
bank (Bulbank) In the meantime, It IS also likely that a few aggressive banks 10 the market wdl be
able to capture trade finance, custodial and other fee-generat1Og sources of mcome, and that their
overaillendmg strategies wdl be based on mcome trends that denve from add-on services budt on
these relatIOnships

The current bankmg system IS heavdy weighted towards state banks and It appears that
pnvatlzatlon Will reqUIre at least two years Bulgana has an opportumty to send an Important
market SIgnal to the pnme-rated foreign bankmg commumty by successfully closmg the Postbank
acqUISItion by Nomura ThIS might help accelerate pnvatIzatlon although prospects for rapId
pnvatlzatlon 10 1998 are doubtful There IS a pOSItIve trend 10 Bulgana With regard to ownershIp
10 the bankmg system-mcreasmgly towards pnvate ownershIp, WIth an emphasIS on attractmg
pnme-rated strategIC mvestors However, If the authontIes are unsuccessful 10 attraet10g such
Investment, there IS a nsk In the future that pnvatlzmg state banks through the stock exchange wdl
lead to a recurrence of governance and management problems expenenced through 1996 ThIS
would SignIficantly raise the nsk that confidence would agaIn be undermmed, particularly as It
wdl take several years to develop a satisfactory mstitutional framework for safe and sound
bank10g

Several Improvements and changes have been mtroduced through new laws and regulatIOns In
terms ofgovernance there IS clearly a commitment to holdmg boards responSible for reasonable
strategic plans for therr banks satisfactory Internal controls and reporting and comphance With
laws and regulations Management IS expected to Implement these plans accordmgly However m
practice banks appear to be formulat1Og their strategies as conditiOns become more predictable
SIgmficant changes have been made 10 1997 at the restruetunng level at least In terms of nommal
balance sheet restructunng What remaIns now IS the more dIfficult task of operational
restructunng now that Bulgarian banks no longer have access to endless sources of refinancmg
Thus, bank boards and management Will need to determme how they wIll become cost
COmpetItIve m an economy where revenue sources are bmlted, and where foreign competItion IS
lIkely to proVide better servIces and/or pressure on margms The larger task 15 how banks wdl be
able to manage nsks-from lendmg, Investments, tradmg and other actiVities-as margIns shnnk
on domestIC opportumtles and returns on foreIgn secunties are stable but hmited
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34 Non-Bank
Competition
Score 2

There IS hmlted competition In the marketplace Nascent caPital markets have emerged, but these
m no way compete With banks There IS no perceptible competition from factonng, commercial
finance leasmg or other companies that might compete With banks In more developed markets
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SectIOn 4 Assessment of BankIng Sector Development Based on Prudential Norms

W Bankmg
Sector
Development
Based on
Prudential
Norms Score
2+

4 I Capital
Adequacy
Score 3

"2 Asset
QUality Score
3

43
Management
Score 2+

44 Earnmgs
Score 2

"5 uqullbty
Score 3

46 Operatmg
EnVironment
Score 3-

Bulgaria has accomplished a great dealm 1997, not the least of which IS an Improved
prudential regulatory framework With which the largest banks are able to comply Thus, m
terms of eXlstmg measures for capital adequacy, asset quality and liquidity, the banks
appear satisfactory However, the sustamablhty of earnmgs IS called mto questIOn, and thiS
pomts to the structural weaknesses of the system at large Banks are risk-averse for sound
and prudent reasons However, Ifthey mamtam their current portfolios, they Will likely
generate losses and Impair capital over time Bulgarian banks are now faced With the
challenge of operational restructurmg to achieve competitive standards Wlthm a currency
board framework where the lender of last resort functIOn IS restrictive ThiS ultimately
pomts to the capacity of management to Identify, evaluate, and capitalize on risks under
market conditions Whether Bulgaria's banks can match thIS challenge remams to be seen

The state banks now are expected to meet 8 percent nsk-adjusted requirements The target IS 12
percent by end 1999 These calculatIons are conSidered consistent With Basle Cormmttee
gUldehnes With regard to TIer I and II calculatIons, and are modeled to conform to ED dIrectives
regardmg core" and supplemental funds The govermnent IS also attempt10g to attract strategic
mvestment from pnme-rated 1OstitutlOns to address future flow Issues The latter IS the cntlcal
questIon for the long-term outlook of the bankmg sector, and thIS WIll dIrectly Impact capital
adequacy trends 10 the future

Loans past due more than 90 days were estimated to be 10 percent at end 1996 and 7 percent at
end 1997 In mId-1997, Group I banks m particular were burdened by nonperformmg loans While
these loans are now conSIdered to be covered through provIsIons, the real questIon IS whether asset
qUalIty In the future WIll be satisfactory Banks are lIkely to have to assume greater nsk to generate
Improved earmngs ThIS wl1l hkely be through lendmg under market condltlons secuntles
10vestment as capItal markets broaden thelT range of offenngs, and m real estate and other assets
The snapshot balance sheet figures at December 31, 1997 10dicate conservatlve portfohos
predommantly In government secuntles, domestIC and foreign ThIS IS prudent However, start10g
10 1998, It IS hkely that the nsk profile WIll change to Improve earmngs

There have been some Improvements m management due to the strengthened mcentlve structure
Introduced mto the bank10g system m 1997·98 However, because Bulgma IS early m the
adjustment process, the general capacity ofmanagement remams untested under market
condItIons

While banks were profitable m 1997, thIS was due to translation adjustments Henceforth the
sustamablhty of earmngs Will be called mto question for reasons CIted above-re1lance on
earmngs from nsk-free govermnent secuntles 10 a low Interest rate envlTonment, 10adequate
diversificatIOn, 1OabI1Ity to pnce for servIces, high cost structures and mefficlent operations

Due to bank recapitalIZation requirements reserve requirements of 11 percent, and nsk aversIOn
on the part of the banks for a mynad of reasons banks now have "excess" hqUldity However
much of the 'profitablhty' ofthe banks In 1997 reflects a revaluation of assets that were
transferred over to capital and reserves (retamed earmngs) refleetmg a one-time gam that will
be unsustamable from 1998 on Because of weaknesses ID the busmess environment and the need
for eomphanee With stfleter prudential regulations banks are generally placmg theIr hqUid assets
10 safe secuntles IDvestments In Bulgma and abroad It remams to be seen If1Oeome from these
actiVities In 1998-99 will be enough for banks to generate cash profits However, new measures to
momtor liqUidity are m place With careful scrutiny ofcash flows and hqUId assets to depOSits
This should strengthen hquldlty management for the foreseeable future

The operatmg and regulatory enVlTonment IS clearly unprovmg m Bulgma. Laws and regulations
have been strengthened to conform to Basle and EU standards Accountmg standards will soon be
consistent With lAS, and external auditors are bemg used for 1997 statements ofstate-owned
banks The govermnent IS workmg on depoSit Insurance legIslation that WIll be mandatory, fee-
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47
Transparency
and DIsclosure
Score 3-

4 8 SensItIvIty
to Market RISks
Score 2+13-

based, and provide reasonable coverage m a tImely manner Without being unrealtstlc or
extravagant The government has curtaIled bank refinancmg so banks now are adjusting to new
budget constralnts These are all positive developments However, the system stdl remaIns highly
concentrated m many ways that can distort future trends and flows It wl1l take tIme to turn
bankmg supervISIOn mto an effective operation able to detect and prevent cnses early on There
are questions about the level of competence of some of the mternatlOnal accountmg finns
notwlthstandmg the move towards lAS It also remains to be seen over time how the government
Will react If an Important bank-such as Bulbank or State Savmgs Bank-expenences major
losses

The new laws on the BNB and banks reflect a commitment to greater transparency and disclosure
m the marketplace Accompanied by new accountmg standards more open finanCIal media, pubhc
dIsclosure ofBNB ratmgs of banks, and a general opemng of the market, Bulgaria IS now
estabhshmg the buddmg blocks for a more open mstitutional environment needed for market
development IfBulgana can sustaIn progress on these fronts m 1998-99, thiS WIll serve as a
catalyst for strengthened governance, better management, and general finanCial sector and
economIC development However, to date apart from new laws and regulatIons and more open
fmanclal medIa, these developments have yet to come to frUition They Will be particularly
challengmg m 1Ight of the traditIOnal resistance to open dIsclosure over the past several decades

Conditions have begun to stabdlze m Bulgana, and Improvements have already been made m the
legal and regulatory framework However, as Bulgaria IS now at the begmmng of the adjustment
process It WIll take time to develop risk management capacity It IS very Itkely that credit nsk Will
be the maIn challenge m the near tenn given the current excess hqUldlty ofbanks and the
otherwise stable outlook for mterest rates, exchange rates and pncmg However, as banks take on
more nsk to mcrease eanungs their capacity to honor transactions comply With regulations
develop prudent strategies and mamtaIn a favorable reputation m the market WIll be challenged
Developmg comprehenSive nsk management systems WIll asSiSt m these efforts The entry of
strategIc mvestors mto the bankmg sector would help Immensely Thus, much of the ablltty of
Bulgana's bankmg system to manage senSitIVIty to market nsks depends on the success of Its
eXlstmg bank priVatizatIon strategy FaIlure to accompltsh these goals wdl Tatse queStIons about
overall senSItIVity to market nsk
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ANNEX 1- A DESCRIPTION OF THE USAID BANK RATING SYSTEM

Ratmgs Summary for USAID
Topics/Categories and Description of RatlOgs

Description of Coverage
1 2 3 4 5

General Description ofRahngs Dismal monopolist resistant Inadequate weak significant Adequate, favorable trend Solid strong sahsfactory Outstandmg world class,

• Fmanclal mfrastructure to competition and change Improvements needed major Improvement needed competitive, few systemIc state of the-art best prachces
• Economic factors and no confidence widespread potential for destabIlization potentIal for major systemic risks or problems and those VIrtually no serious systemIc

mdlcators corruptIOn, weak mstltutlons via systemic rISks risks are manageable, privately risks, privately owned and

• Bankmg sector structure owned and managed managed
and profile

• CAMELOTS (prudential)
mdlcators

I FINANCIAL INFRASTRUCTURE
Topics/Categories and 1 2 3 4 5

Description ofCoverage
1 1 PolicylSystem Wholly unsupportIve of Generally unsupportive of Partly supportive ofstable SupportIve of stable safe and Wholly supportIve of stable

stable safe and sound stable safe and sound safe and sound banking but sound bankmg safe and sound bankmg
bankmg bankmg, slgntficant Improvements needed

Improvements needed
12 Legal Wholly unsupportlve of Generally unsupportlve of FaIrly supportive ofstable Supportive ofstable safe and Wholly supportIve ofstable

stable, safe and sound stable safe and sound safe and sound banking but sound bankmg and safe and sound bankmg and
banking and meanmgful bankmg Virtually no Implementation deters meanmgfullevels of risk meanmgfullevels of risk
levels of risk takmg meaningful levels of risk meanmgfullevels of risk taking taking

takmg taking
1 J Regulatory and Wholly madequate for Inadequate regulatory Adequate regulatory Solid regulatory framework Outstandmg regulatory
SupervISion prudently managed and framework for prudently framework for prudently for prudently managed and framework for prudently

supervised bank109 managed and supervised managed and supervised supervised bankmg managed and supervised
blUtklng, slgntficant banking but strengthenmg bankmg
strengthenmg needed needed

1 4 Payments System Wholly madequate and Inadequate and mefficlent Adequate but less than Solid systems reinforce World class systems reinforce
undenmnes tntegrlty of systems weaken limited effiCient systems support tntegrlty ofbanktng system integrity ofbanking system
bankmg system efforts to build up integrity of Increasmg tntegrlty of

banking system banktng system
1 5 Accounting Wholly inadequate Unacceptable framework for Acceptable framework for Satisfactory framework for Outstandmg framework for

framework for banking banking, slgntficant bank109 but sophisticatIOn banking bankmg
Improvement needed needed

1 6 Rating Agencies and Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive of bankmg sector Wholly supportive of banking
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Systems banking sector development banking sector development banking sector development development sector development
1 7 Financial Media Wholly unsupportlve of Generally unsupportive of Margmally supportive of Supportive of banking sector Wholly supportive of banking

banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth, and growth growth

professlOnahzatlon and code
ofethics needed

1 BProfessional AssociatIons Wholly unsupportlve of Generally unsupportive of Marginally supporllve of Supportive of banking sector Wholly supportive ofbanking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

1 9Academic Wholly unsupportive of Generally unsupportlve of Marginally supportIVe of Supportive of banking sector Wholly supportive of banking
banking sector development banking sector development banking sector development development and growth sector development and
and growth and growth and growth growth

1 10 Miscellaneous Wholly Inadequate and Generally unsupportlve of Only partly supportive of Supportive and reinforces Wholly supportive and
undermines Integnty of banking system slgmficant banking system but Integnty of bankmg system reinforces Integnty ofbanking
banking system Improvement needed Improving system
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II ECONOMIC FACTORSIINDICATORS
Topics/Categories and 1 2 3 4 5

Description ofCoverage
21 General Dismal macroeconomic Inadequate macroeconomic Adequate macroeconomic Sohd macroeconomic Outstandmg macroeconomic

fundamentals undermme fundamentals deter rISk fundamentals asSiSt wllh fundamentals provide fundamentals remforce and
bankmg sector development takmg by banks bankmg sector stablhty bankmg opportuOlhes enhance bankmg sector

22 Private Sector Development Poor levels of private sector Growmg but madequate Adequate private sector Strong economy based on World class state-of the art
development 10 formal levels ofprivate sector development supported by competitive private sector economy predIcated on
economy undermme bankmg development for sustamable favorable trends but mnovahve resourceful private
development meanmgful growth undercut Improvements needed sector

bankmg sector development
23 Money, Savings and CredIt DIsmal monetary Weak monetary fundamentals Adequate monetary Sohd monetary fundamentals Solid monetary fundamentals

fundamentals wholly deter bankmg sector fundamentals boost contribute to strong bankmg shaped by world renowned
undermme bankmg sector development confidence but Improvement system rISk management practices,
development needed contribute to global standards

ofbankmg system
competItIveness

14 Fiscal DIsmal fiscal fundamentals Weak fiscal fundamentals Adequate fiscal fundamentals Sohd fiscal fundamentals Solid fiscal fundamentals
wholly undermme bankmg deter bankmg sector boost confidence but contribute to strong banking contribute to stabIlity In

sector development development Improvement needed system support of bank109 system
competlhveness

2 5 Exchange Rates Dismal exchange rate Weak exchange rate Adequate exchange rate Sohd exchange rate Sohd and stable exchange rate
fundamentals wholly fundamentals deter bankmg fundamentals boost fundamentals contribute to fundamentals shaped by
undermme banking sector sector development confidence but Improvement strong bankmg system world renowned risk
development needed management prachces

contnbute to global standards
of banking system
compehhveness

1 6 Balance ofPayments Dismal balance of payments Poor balance ofpayments Adequate balance of Reasonably strong balance of EnViably strong balance of
position reflects competItIve poslllOn reflects competlhve payments pOSitIOn reflects payments POSitIon reflects payments postllon reflects
weaknesses ofeconomy weaknesses ofeconomy growing compellhveness of competlllve strengths of compellhve strengths of

economy despite weaknesses economy economy
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III BANKING STRUCTURE AND SYSTEM PROFILE
Toplu/Categorles and I 2 3 4 5

Description ofCoverage
31 Overview Wholly uncompetltlve Poor reputation re Adequate reputation for Sohd reputatIOn for World class status re

banking system competitiveness In the competitiveness In banking competlhveness In banking competitiveness In banklOg
banking system but strengthening IS needed

3 2 Ownership Monopolist, protectiOnist TradItionally closed banking Adequate levels of Reasonably open and Open privately owned and
banking system resistant to system only begmnlOg to competitIveness and generally privately owned managed bank109 system
foreign competition and open up to foreign performance due to recent and managed banking system globally respected for
change competition and change trend towards private respected for competitive competitive prowess

ownershIp and management pOSItIOn
3 3 Governance and Dismal governance and Weak governance and Adequate governance and Strong governance and World class governance and
Management management undermine management undermine management for banking but management sustain management reinforce and

banking and economic banking development despite Improvements needed to competItiveness In bankmg sustain competlhveness In

development recent but very marginal achIeve global banking
Improvements competlhveness In banking

3 4 Non-Bank Compdltlon No serious cornpehtlOn from Very hmlted compehhon Adequate levels of Satisfactory levels of Slgntficant competition from
non banks further from non banks prOVIde hltle competlhon from non banks competition from non banks non banks further strengthens
undermines the need for pressure on banks to exercise but lack ofmarket breadth enhance competitiveness and levels ofcompehhveness and
finanCial dlsclpltne finanCial diSCipline and depth limit Impact on finanCial dlsclphne of banks finanCial dISCipline of banks

competlhveness and finanCial
dlsclphne of banks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS
Topics/Categories and I 2 3 4 5

Description of Coverage
4 1 Capital Adequacy Wholly madequate capital Inadequate capital Adequate capital Reasonably strong capital Enviably strong capital
4 2 Asset Quality Dismal asset quality Poor asset quality Adequate asset quality Reasonably strong asset EnViably strong asset quality

although Significant room for quality
Improvement

4 J Management Wholesale disregard for General lack ofawareness of Fairly weak but Improvmg Reasonably strong reputatIOn EnViably strong reputatIOn
fundamentals ofrlsk fisk management reputation based on emergmg based on sallsfactory fisk based on world class fisk
management fundamentals rISk management capacity m management capacity m a management capacity m

a market showmg mcreasmg fairly competitive market fiercely competillve market
levels ofcompetillon

44Earnings Sustamed losses that have Weak or unstable earnmgs Adequate earnmgs but room Reasonably strong and EnViably strong and
decapltallzed the banks by for added stability and diversified earnmgs diversified earnmgs
lAS diversification

4 5 Liquidity Severe liqUidity problems LiqUidity problems Adequate liqUidity position Reasonably strong liqUidity EnViably strong liqUidity
but room for strengthenmg posillon on an ongomg basiS posillon on an ongomg basiS

4 6 Operahng and Regulatory Dismal operatmg and Poor operatmg and regulatory Adequate and Improvmg Reasonably strong operating EnViably strong operatmg and
Environment regulatory environment environment operating and regulatory and regulatory environment regulatory environment

environment
4 7 Transparency and Dismal standards for Weak standards for Adequate standards for Reasonably strong standards World class standards for
Disclosure transparency and disclosure transparency and disclosure transparency and disclosure for transparency and transparency and disclosure

disclosure
4 8 Sensitivity to Market Risk Dismal reputatIOn for Poor reputatIOn for senSitiVity Adequate and Improvmg Strong reputallon to manage World class reputatIOn to

senslllvity to market risk to market fisk under market reputation to manage sensitivity to market fisk manage senSItiVity to market
under market conditions conditIOns senSitiVity to market fisk as under market conditions fisk and contmuously prosper

market condillons under market conditions
mcreaslngly prevail
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ANNEX 2. A DETAILED ASSESSMENT OF THE BULGARIAN BANKING SECTOR

I FINANCIAL SECTOR INFRASTRUCTURE There has been general movement towards
market-based polIcy and a needed legal foundatiOn for market development Strengths from
earlIer Investments mclude a reasonably modem payments system More recently, a buoyant and
reasonably responsible financial press has emerged to report on monetary, financial, and bankIng
sector Issues Movement towards lAS In 1998 (1997 bank reports), a BNB ratIng system for
banks, and a commitment to greater publIc disclosure through active media pomt to POSitive
developments In the near tenn However, Significant work needs to be done over the next several
years m sortIng out legal problems at the mstltutlOnallevel, developIng supervISOry capacity as
banks eventually take on rIsk In their portfolIos, generatmg useful mformatlOn and corrective
actiOns resultmg from Improved accountmg standards, and strengthenmg related support systems
and traInIng for competItive bankmg All ofthese mgredients are CrItIcal not only for the narrow
ObjectIve ofEU acceSSiOn, but for the broader goal of competItiveness m the global marketplace
Score 3-

11 Polzcy/System Bulgaria showed SIgnificant progress m 1997 after economIC collapse In
1996 PolIcy IS clearly geared towards establIshmg an enVIronment condUCIve to market
development Score 3

• The polztlcal envIronment has stabilIZed m 1997 mto early 1998, With SIgnIficant refonn legislatIOn
drafted and passed A mld-1997 review by the European ComnllsslOn mdlcates that Bulgaria has
stable democratic mstItutlons, but that weaknesses remam With regard to publIc admmlstratlon To
further develop capacity to assume ED membership obligations, the CommiSSIOn recommends
particular focus be dIrected towards the fight agamst corruptIOn, fmanclal sector restructurmg, and
substantial Improvements m telecommUnIcatIOns, taxation, StatiStiCS, consumer protection and
customs

• With regard to legal and regulatory reform, there has been SignIficant actlVlty Key areas have
mvolved mtroductlon of the currency board m July, 1997, passage of revised bankmg legislatIOn and
prudential nonns smce mld-1997, and acceptance m late 1997 ofa proposed pnvatIZatlon program
mtended to accelerate the pace ofenterpnse and bank pnvatIZatIon m 1998 Nevertheless, Significant
weaknesses remam With regard to contract enforcement, property nghts, court processes, and the
reconCIlIation ofdlffermg laws and codes which sometimes work at cross-purposes

• Economic developments m 1997 were favorable as Bulgana emerged from collapse m 1996 to a
penod of stabilIzation m 1997 and potential growth m 1998 Key macroeconomic mdlcators
mflatlon rate, exchange rate, fiscal deficlt-stabllIzed m 1997 However, the registered unemployment
rate approxImated 14 percent at end 1997, real wages are declmmg, and there IS lImited mvestment m
the economy from domestic or foreign sources

• The bankzng sector stabIlIzed and recapItalIzed m 1997 as confidence m the economy was partly
restored and remonetIzation proceeded With the mtroductlon ofthe currency board The five state
commerCial banks now have fully prOVISIOned for loan losses, capItal adequacy ratios are generally at
8 percent,1 and there IS a tentative program m place to pnvatlze two state banks m 1998 2 Nevertheless,

These wIll be requIred to reach 10 percent by end 1998, and 12 percent by end 1999 on a nsk
adjusted basiS

17



to date, only one state bank has been pnvatlzed (UBB) There are doubts about the abilIty of state
banks to properly manage credIt and other nsk-takmg actlVltIes-which poses a dual nsk of potential
losses from new lendmg flows and tradmg, or exceSSIve nsk aversion WhIch would IUDlt lendmg and
mvestment needed for economic growth and employment generatIon Apart from revaluatiOn gams,
the mcome statements of the state banks generally mdlcate loss-makmg operatiOns from 1998 on
unless they can reduce operatmg costs, provIde Improved fee-generatmg servIces, and properly
manage portfohos

• There IS lImIted competItiOn from non-bankfinanczal institutIOns CommercIal credit, factonng and
leasmg are generally unavaIlable or lImIted The msurance market has been slow to develop m both
hfe and non-hfe products The capital markets have only expenenced growth m short-term
government securitIes, although Bulgaria has succeeded m attractmg reputable mvestment houses to
adVise them on pnvatlZatlOn transactIOns and to float a DM 200 mllhon Eurobond Issue later m 1998

• Regardmg future developments m the bankmg sector, there does not appear to be sIgmficant SOCIO

cultural or h,storzcal enmIty towards bankmg Nevertheless, as elsewhere m tranSitIOn countnes, there
IS a clear sense that the system was corrupted on the basIS ofcronyIsm and patronage Bulgaria IS
dlvulgmg the arrears of"credit mllhonarres" m an attempt to recover some of the losses

1 2 Legal Major legIslative reform was achieved In 1997, but there are concerns about the
abIlIty to effectIvely lIDplement laws over the next several years at the structural level due to
capaCIty constramts and lack ofexposure to market-based commercIal law There are concerns
as well about the frequency of amendments and changes to laws despIte the thorough and
comprehensIve nature of these laws Frequent legal changes can reduce certamty needed for
mvestment and rIsk-takmg Score 3-

• BulgarIa revised and amended a senes of laws m mId-1997 and thereafter to pave the way for the
mtroductlOn of the currency board In the bankmg and finanCial sector, key laws mclude the Law on
the Bulganan NatIonal Bank (June 10,1997), the Law on Banks (July 1, 1997), and the Law on
Secuntles, Stock Exchanges and Investment CompanIes (amended twIce m 1997) There IS also
currently a draft of a new law on depOSit msurance WhICh IS expected to be mandatory for banks,
transparent m terms offees, and reasonable and affordable m terms of coverage targets

• The Law on the Bulgarzan NatIOnal Bank (BNB) brmgs central bank legislation mime WIth the
currency board operatIon mtroduced formally on July 1, 1997 The law sets "mamtenance of the
StabIhty of the natIonal currency through ImplementatIon of [the1monetary and credIt pohcy and
functlOnmg of effiCIent payment mechanIsms" as the mam task ofBNB BNB also has the exclUSIve
nght to Issue notes and coms, and IS responsible for the regulation and supervISIon of BulgarIa's banks
to ensure StabIhty of the bankmg system and to protect depOSitors' mterests The law clarIfies the
currency board operatIOn overseen by BNB, fIxes the exchange rate at BGL 1,000 DM 1, empowers
BNB to set reserve requrrements, and detaIls the organIzatIOnal structure and responsIbIbtles of the
central bank WhIle much of the language resembles earlIer versIons ofthe law, there are clear
dIfferences Most Importantly, the legISlation explICItly addresses systemIC rISk and lImits the lender of
last resort function of the central bank, curtadmg much of the refmancmg ofbanks that led to collapse
m 1996 3

2 NegotIatIons between Nomura and Postbank are underway, and could be fmahzed by Apnl-May
If these do not succeed, the NatIOnal Bank ofGreece wIll be permItted to negotiate the acqUISition of
Postbank Express Bank 15 mentIOned as a pOSSible pnvatization candIdate m 1998
3 ArtIcle 33 of the Law notes that BNB refmancmg ofbanks IS lImited to penods ofhqUIdlty nsk
that may affect the bankmg system Refmancmg can only be to solvent banks m lev-denommated credits
WIth matlrrltles not exceedmg three months These credIts are requrred to be fully collaterahzed by gold,
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• The Law on Banks IS a strIct law which detaIls hcensmg requIrements and capital requIrements, hmlts
on large loans and loans to connected parties and mSIders, dIsclosure requIrements, mternal and
external audit requIrements, supervision and regulatory oversIght, conservatorship, bankruptcy, and
lIqUidation Key provISIons mclude mmImum paId-m capital at BGL 10 bIllIon4 and reserves at 1 25
percent of total assets and off-balance sheet habIhttes, large loans m excess of25 percent of bank
capital must be fully collateralIzed by gold, convertible foreign currency, or lev depOSits blocked at the
bank, total large loans cannot exceed 800 percent of the bank's "own funds" or core capItal, and total
loans to connected parties and mSlders cannot exceed 10 percent ofpaId-m bank capital In the case of
bank "bankruptcy", the hierarchy of claImS on assets are as follows clauns secured by collateral or a
mortgage, clauns mvolvmg foreclosure, bankruptcy costs, depOSit msurance clauns, unmsured depOSIt
clauns, banks' claImS, SOCial msurance oblIgatIons, payments arrears to the State and mumclpahtIes,
and all other claImS From 1997 on, banks' annual reports need to conform to IAS The legislation
places slgmficant responSibilIty on the banks to mtroduce StrICt procedures for governance and
management to ensure bankmg system StabIlIty

• The Law on SeCUrities, Stock Exchange and Investment Compames addresses the regulation of
seCUrIties and mvestment actiVIties, the organlZatlon of stock exchanges and Issuance of hcenses, the
types and roles ofmvestment mtennedlarles m publIc offermgs and tradmg actiVIties, mSlder
mformatlon and dIsclosure, and related aspects to capItal markets development WhIle not partIcularly
cruCial to banks m 1997, tradmg and mvestment actIVities wIll be of mcreasmgly slgmficant
Importance to the bankmg sector as banks take on a "unIversal" nature and dIversIfy theIr nsk-takmg
actIVIties to mcrease mcome Hannomzmg legIslation WIth EU standards, ensurmg close coordmatIon
between Bulgarian regulatory authontIes-BNB for bank supervision and the SecurttIes and Stock
Exchange CommiSSion for capItal markets-and Implementmg close and effective coordmation
between Bulganan and foreign regulatory authontles Will be needed to preserve systemic stabilIty In
fact, Bulgana's mam challenge over the next several years Will be estabhshmg a more effective
mstltutlOnal framework wlthm the domestIC marketplace, as well as regIonally and globally as It
moves toward ED accession

• SIgnificant problems remam m the legal framework between recently mtroduced laws, reforms m the
CIVIl and commerCial codes, and old procedures BasIC Issues such as the draftIng oflaws to ensure
hannomzatlon WIth EU standards at the begmnmg of the process do not appear to have receIved
suffiCient attention, particularly With legISlation that pertams to the enterpnse sector

• Property and collateral rights and!len perfection are burdened by weaknesses m property regIstratIon
procedures which focus on owners rather than property There IS a new property registry, but problems
assOCiated With estabhshmg unencumbered claImS make It more difficult for companies to obtam
secured credit A new Law on Registered Pledges came mto effect m Apnl 1997, allowmg for non
possessory pledges on movable properties by "merchants" or "traders" on the condition that wntten
agreements be registered With a central regIstry Pledges can be enforced Without court mvolvement

• The absence ofexpenence and commerCial trammg has undermmed court and out-of-court
a4Judlcatlon m resolvmg commercial dISputes Courts have been unable to expediently process case
loads because commerCial law was only mtroduced m 1989, receivership problems have overwhelmed
court capacity, and new laws have not always been fully reconcIled With earlIer laws and codes One
ofthe weaknesses ofBulgana'siegal mfrastrueture IS the absence ofspeclahzed Judges and courts to
handle bankruptcy proceedmgs Out-of-court approaches mvolvmg creditors and debtors are generally
undeveloped, although new arbitration procedures might help m thiS area m the commg years In

foreign currency or other highly hquld assets The total value of these credits cannot exceed the lev
eqUIvalent ofgross mternatIonal foreign exchange reserves over the total monetary lIabilItIes ofBNB
4 This equals DM 10 mIllIon at offiCial exchange rates, and approxImates ED mmunum capItal
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general, commercIal cases take up to one year to be heard Two to furee years are required for fmal
Judgment for payment, and the amount of payment to be made

• These typical charactensttcs of transItIon economIes, combmed WIth the absence of commercIal
tradItIon durmg the communIst era, has also meant that bankruptcy lzquzdatlon andforeclosure
procedures are relatIvely new and untested These have been spelled out m detaIl m 1997 bankmg
legislatIOn, but reorganIZatIOn proceedmgs and hqUidatIOn processes from the new Bankruptcy Law
have generally not yet been trIed ThIS has also translated mto a vutually non-eXIstent secondary
market for lzquzdatlOn and repossesszon, thus forgomg all of the assOCIated benefits that are denved m
terms of market-based valuatIOns of dIsposed assets, market makmg for rapId foreclosure, and
fmancial discIplme unposed on management As elsewhere m the regIon, developmg a workable
mstitutIOnal framework that is conSistent, fair and transparent wIll be one of BulgarIa's major
challenges m the commg years Performance m thiS area wIll have a direct bearmg on overall
economiC performance and competitIveness, as well as on Bulgana's shorter-term abIlIty to attract
strategIC mvestment The frequency of leglslatlve change IS also lIkely to remam unsettlmg to
prospectIve mvestors, even though the trend m 1997-98 has been towards openmg markets and
provIdmg safeguards for nsk-takmg

1 3 Regulatory/SupervISory The new laws on BNB and banks proVIde for a tIghtly regulated
bankmg enVlTonment to mamtam stabIlIty, and to contam/avOId systemIC nsk BNB has a clear
mandate to lIcense, regulate and supervise banks The Law on Banks IS explICIt and clear 10

spelhng out reqUIrements of banks wlthm the regulatory framework The challenges faced by
BNB and BulgarIa's banks are twofold (1) developmg the needed mstitutlOnal capaCIty at BNB
and 10 the marketplace-mtemally at banks, audIt firms, bankmg asSOCIatIons, etc -for
effectIve ImplementatIon of the prudentIal regulatory framework, and (11) achIevmg needed
balance between StabIlIty and growth, the latter of whIch mIght be constramed due to the tIght
measures applIed to banks 10 the Law on Banks ExceSSIve regulatIon could undermme some of
the nsk-takmg actIVItIes needed from banks to help finance real sector growth In lIght of the
collapse 10 1996, the regulatory framework IS plaUSIble as a program for stabIlIzatIon 10 the
bankmg sector However, IfBulgana succeeds 10 transformmg the bankmg system to one WhICh
IS generally dommated by pnme-rated mstitutions 10 the next two-three years, It mIght conSIder
easmg some reqUIrements withm prudent gUIdelInes Score 3-

• The Law on the Bulganan NatIonal Bank IS clear about the legal mandate ofBNB m llcenszng and
supervISIon Llcensmg requIrements are well detaIled, and mclude artIcles ofassoclatlon, mformatIOn
on pald-m and subscnbed capItal, busmess plans, documentatIOn on board members, and detailed
mformation on all shareholders WIth at least furee percent ofcapItal For large shareholders, thIS
mcludes tax status as well as method of payment for shares, borrowmgs for mvestment m capItal are
not permItted Wntten permISSIon IS reqUired from BNB for acqUISItIOn of more than 5 percent of
votmg shares m a commercIal bank For foreIgn banks, lIcensmg cntena requIre that these banks be
pnme-rated (or guaranteed by pnme-rated banks) and supervIsed on a consolIdated basIS by
competent authonties m the foreIgn banks' respectIve countnes ofdomIcIle The law also forbIds
foreIgn banks from engagmg m actIVItIes that are not penmtted m the banks' respectIve home markets
"Free' hcensmg ofEU member banks IS expected to begm m 1998 More general rules for rejectIng
hcenses or actIVities for domestIC and foreign banks are also mcluded Processmg and notlficatIOn
requIre SIX months or less Thus, the legal basIS for hcensmg IS clear and detaIled However, what IS
currently unclear IS the hcensmg polIcy bemg followed by BNB WIth regard to new lIcenses
UnoffiCial pollcy IS that no new lIcenses are to be Issued as an mcentive to pnvattze eXlStmg banks
However, It IS also pOSSIble that a new lIcense could be ISsued Ifthe busmess plan mcluded SIgnIficant
mvestment that would matenally advance bankmg sector development whIle remforcmg BNB's
efforts to promote stabIlIty
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• Both the Law on the Bulganan NatIonal Bank and the Law on Banks provIde a clear legal baslS and
mandate for BNB to supervise the banks SupervISion relIes on both on-SIte mspectIOns and off-SIte
surveillance, With techmcal assistance bemg provided to asSist With the development of polIcy,
strategy, management, systems, and effectiveness There are about 90 people employed m superviSIOn
The Law on Banks prOVIdes slgmficant detaIl on the correctIve actions and penalties that banks face m
the event they are perceived to be out of complIance With prudential regulations These actIons mclude
but are not restricted to forcmg banks to mcrease capital, dlsallowmg diVidend payments or the
dlstnbutlOn of capital, forcmg speCified shareholders to transfer shares, appomtmg audItors and
conservators, and revokmg hcenses None of these enforcement actions can be appealed to a court
Bankmg and fmanclal sector regulatiOns mclude depOSit msurance (which wIll be reVised m 1998 as a
law), bank IIcensmg, payments, foreign currency POSitIons, government securIties transactions
(mcludmg m long-tenn ZUNK bonds), commercIal paper, large and mtemalloans, capital adequacy,
nsk-based provlslonmg, mternal controls, lIqUidity management, collateral sales, and payments Issued
by debIt/credit cards These regulations are bemg harmonIZed With mtematlonal standards, and m
some cases are stncter than mmunum gUIdelmes Issued by the EU or BIS For mstance, by end 1999,
Bulgarian banks wIll be reqUIred to have at least 12 percent nsk-adJusted capital This IS consistent
With Basle recommendatlons due to the higher rIsk assOCIated WIth the BulgarIan market, even though
mmunum standards are eIght percent Other key aspects of regulatIons mclude (I) a lunlt of25 percent
above own funds for open foreIgn exchange pOSItIons m any particular currency and 60 percent for all
foreIgn currenCIes (net ofDM)5, (n) stnct provlSIonmg standards for past due loans, (m) fully
collateralIzed backmg m lIqUId assets for loans exceedmg 25 percent of bank capItal, and (IV)
mmunum capItal ("own funds") ofBGL 10 bIllIon, WIth capItal and adequacy conSIstent WIth EU and
BIS guldelmes Thus, Bulgana has a solId legal and regulatory framework for stable bankmg The
challenge m the commg years wIll be m developmg nsk management systems at banks and BNE to
Identlfy potentIal systemIC nsks, and to contam those nsks when they emerge

• Penalties for regulatory non-complIance by bank employees and managers can be assessed m the
amount of SIX to 35 tunes gross monthly salanes, and more If cnmmal charges are filed The
dlssemmatlon of false mfonnatlon whIch can potentIally undennme the reputatIon ofa bank can lead
to a fme ofBGL 5 mIlhon for mdlVlduals, and between BGL 20-100 mIllIon for "legal persons" The
medIa can be fmed between BGL 50-200 mIllIon 6 The laws and regulatIons prOVIde BNE WIth all
needed support to assess and enforce penaltIes As these measures cannot be appealed m court (except
when crunmal charges are filed/alleged), It IS antiCIpated that BNE wIll be able to use thIS threat to
mduce complIance WIth prudentIal nonns However, as m any system, BNB wIll also have to be
conSIStent m Its uses of fmes and penaltIes BNB WIll also need to exerCIse Judgment and discretIon to
aVOId constrammg reasonable nsk-takmg and market development To date, "enforcement actIons"
have generally been restncted to wntten notIficatIOns ofnon-complIance and recommendatIons for
correctIve actIon based on regulatory requIrements and ratlos Enforcement generally remams untested
m the new penod of reform

• Levels ofdISclosure are mcreasmg WIth the emergence ofactIve fmanclal medIa, publICIty
surroundmg "credIt mIllIonaIres," and unprovmg telecommumcatlOns 7 However, It IS too early to
detennme If regulatory non-complIance or VIolations are gomg to be publIcly dIsclosed As there IS
stnct concern about confidentIalIty, It remams to be seen how much dISclosure wIll occur IfdIsclosure
IS lunlted, It IS likely to slow development ofmarket-based ratmg systems, WhICh are cntlcal to
development ofmodem bankIng systems It can be expected that dISclosure wIll have to mcrease over

DISCUSSIOns WIth some OffiCIals mdIcated that only 30 percent open pOSItlons were acceptable m
early 1998
6 BGL 1,000 =DM I In late February 1998, the exchange rate was BGL 1,780 to US$ 1
Therefore, fmes for non-cnmmal penaltles ranged from DM 5,000-200,000, or about US$ 2,800-112,360
7 BNE plans to have a web SIte establIshed for subscnbers m mld-1998 It IS expected that data that
BNE has routmely publIshed on monthly and semI-annual bases wIll be avaIlable
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tune to pennlt capItal markets to functlOn efficiently, and for depositors to be made aware of
violatIons that could undennme the safety ofdeposIts Even WIth deposit msurance, proposed
coverage Will leave sIgnificant exposure on some deposIt accounts Thus, gradual mcreases m
disclosure are lIkely to be needed for adequate levels oftransparency m the market As WIth the use of
penaltIes, fmes and htigatlOn, bank supervIsors wIll have to exerCIse Judgment and diScretlOn when
decldmg on sUltable levels ofpublIc dIsclosure ThIS wIll requIre balancmg the use ofdIsclosure to
mstill fmancIaI discIplme at banks agamst dIsclosure that could potentIally undennme stabIlity or
mduce unwarranted panIC

1 4 Payments System8 The Law on the BulgarIan NatIonal Bank states that "establIshment and
functIOnmg of effiCIent payment mechanIsms" IS a functIOn of BNB's mam task, whIch IS
currency stabIlIty Investment m thIS area as far back as 1992 to protect BNB from unmtended
overdraft credIt and to prOVIde low cost and prompt settlement mdicates that Bulganan bankmg
and monetary authOrItIes appreCIate the Importance of the payments system to economIC
stabIlIty ThIS IS conSIdered a relatIve strength of the bankmg system Score 3+

• In October 1992, BulgarIa mtroduced a modern clearzng and settlement system ThiS has prOVIded the
bankmg system and economy WIth a prompt, low-cost system whIch clears and settles most mterbank
payments overnIght ThIrd party transactIOns are cleared and settled through the BISERA system
prOVIded by BankservIces BISERA electrOnIcally connects all bank branches m Bulgana, thereby
movmg mfonnatlon qUIckly between bank offices Accordmg to the regulatIon on payments, banks
mandatonly partiCipate m BISERA unless the BNB managmg board deCIdes to exempt banks from
partICIpatIon Payments through BISERA are regIstered on the day receIved, and m the order of
receIpt Payments are effected wIthm one to three workmg days The regulatIOn addresses measures to
correct any default m the payment process The focus of the system IS to keep documents for payments
m arrears as low as pOSSIble to aVOId pOSSIble settlement problems-not m excess of 10 percent of the
overall amount durmg the preVIOUS two days

• WIllIe BNB and bankers beheve BISERA to be effiCient and relIable, It IS pOSSIble that such success
has undennmed management MIS and technology development m thIS area by provIdmg an mcentlve
to banks to defer efforts to ImprOve theIr own mternal systems, procedures and controls

1 5 Accountmg The move to lAS for bank annual reports from 1997 IS a pOSItIve step lAS has
been requIred for large enterprIses to be prIvatIzed The role ofthe external audIt IS formally
mcorporated m bankmg legislation, and InternatIOnal accountIng firms have been mvolved In
asslstmg Bulganan authorIties m modernIZing standards However, applymg lAS m a
meanmgful way at the structural level for useful management purposes takes tIme As WIth legal
and regulatory reform, changes on the accountmg front m 1997 were pOSitIve The first readmg
of proposed legIslation was approved on December 17, 1997, and passage IS expected m early
1998 The new legIslatIon would requIre double-entry bookkeepmg If revenues exceed a certam
threshold, and a revaluation ofassets If mflatlOn rates exceed 33 percent annually or 40 percent
over a two-year penod-thls would mean the lIkelIhood of revaluatIon of assets agam m 1998
However, It wIll take tIme before these procedures and standards are more readIly apprecIated as
a management toolm both the fmanclal and enterpnse sectors Moreover, there IS a tendency m
tranSitIon counties to belIeve the largest mternatlOnal accountmg firms are able to fill thiS gap
qUIckly In reahty, thiS has not been the case for reasons ofunfamihanty WIth local market

Much ofthiS seet10n IS denved from the Barents Group Bank Supervision Assessment MatrIx
report, December 31, 1997
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conditIons, lack of local talent traIned and expenenced In InternatIOnal standards, and the
financIal Incentive structures of InternatIonal accountIng firms WhICh tend to de-emphasize theIr
more expenenced personnel to remaIn cost-competitive Score 2+/3-

• There IS determmed movement on the part of the authontles to ensure that mternatlOnal accountmg
standards are consistently applied m the annual reports of large enterpnses and all banks This process
began With 1996 statements regardmg large enterprIse prIVatization, but the absence ofaccurate data
m lIght of severe macroeconomic mstablllty made It VIrtually nnposslble to apply such standards Such
conditIOns also make It difficult for 1997 statements to be meanmgful as well Nevertheless, there IS a
clear push by the authOrItIes to move m thIS dIrection, mcludmg on a consolIdated basIS The exerCIse
for 1997 statements Will serve the useful purpose of famllIanzmg banks and auditors With each other,
With adopted standards, and With lessons for more effective and meanmgful audIts for 1998 (to be
conducted m early 1999) BNB Itselfhas selected one ofthe mtematIOnal accountmg fIrmS to conduct
an audIt of Its fmanclal pOSItIOn, mtemal operatIons, and overall standards Other comparable fInDS are
bemg selected to prepare annual reports ofbanks, as well as to conduct valuations as part ofthe bank
prIVatIZatIOn process All of thiS reflects clear movement m the dIrection of mtematIOnal standards as
an objectIve

• The Law on Banks IS StrIct m terms of reportmg, requmng banks, bank groups and fmanclal holdmg
companies to report to BNB on a dlsaggregrated as well as consolIdated basiS In addItIOn, It IS
reqUIred that banks be audited by an approved audltmg fInD, although the standards and requIrements
for approval are not divulged m the law Nevertheless, the specIfication m the Law on Banks that
audItors asSiSt banks With proper accountmg, reVIew mtemal controls, and mform the BNB of any
potentIal rIsks that result from the audit pomts to the role of external auditors playmg a central and
hands-on (albeIt perIodIC or restrtcted to annual) role m bankmg superviSion There IS no questIon that
effectIve and profeSSIOnal audits can be very helpful m nnprovmg mtemal systems and controls,
strengthenmg management mformatlon systems, and Identlfymg key rIsks at the macro- as well as
fIrm level Thus, audits m 1999 wIllllkely be very mformatlve about the level ofprogress achIeved at
the structural level

• There are accountIng trammg programs, but no formal accreditatIOn/certificatIOn program that has
been accepted by an mtematIOnal accountmg organization

• Practically all of the Big 5/6 fIrmS are located m BulgarIa However, there are few non-Big 5/6 firms
faImlIar With IAS ThIS represents a slgmficant gap m terms ofmarket awareness, targeted fIrm S1Ze9

,

needed applIcatIOn of fmanclal and busmess plannmg skills, and approprIate auditIng standards and
costs for the BulgarIan economy

1 6 Ratmg AgenCIes/Systems WhIle the general enVIronment has Improved, there IS a general
reluctance of authonties to deVIate from stnct confidentIalIty standards This undermInes
dIsclosure practIces, and makes It ImpOSSIble for pnvate ratIng agencies to playa meanmgful
role m contnbutmg to mvestor, depOSItor and regulatory confidence m the system BNB IS m the

9 It 15 generally uneconomIcal for the BIg 5/6 to prOVide audItmg, accountIng or consultmg services
to anyone other than large organIZatIons (publIc or pnvate) TYPIcally, large accountmg fIrmS wIll utIlIZe
tax and audIt practlces as "loss-leaders" to attract consultmg and MIS busmess However, thIS 15 a typICal
strategy m countnes where the number offIrmS requmng thIS range ofservices IS comparatively large In
BulgarIa, "loss-leader" strategIes are not followed because ofpnce competition on tradItional audIt
contracts, the small range oforganIZatIons and firms that can afford mternatlonal fInDS (lack ofcntIcal
mass), and the lack ofhlghly-pnced consultIng and MIS work more typIcally found m more prosperous
and competitive economIes
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process ofestablIsh10g a credIt rat10g servIce on all banks, and these rat10gs will be announced
publIcly to provIde more mformatIOn to consumers about the state of the 10dlvldual banks
However, as of now, It IS unclear what Criteria wIll be used Score 2+/3-

• There IS some mternatlonal ratmg system attentIon paid to BulgarIa InternatIOnal ratmgs on
"sovereign ceIlmgs for foreIgn currency ratmgs" have been prOVIded by Moody's (at least) smce 1997,
but the other two major mtematIOnal ratmg agencies have been absent from BulgarIa S&P and lBeA
are expected to mitiate ratmgs m early 1998, but the earlIest reports WIll not lIkely be out at least untIl
Apnl-May 1998 Moody's has rated short-term bonds and notes and bank depOSIts m foreIgn currency
as "not prIme," meanmg nsky 10 Long-term bonds and notes l

] and bank depOSIts have been
consIstently rated as "speculatIve" BNB IS plannmg a ratmg system on banks, WIth publIc dIsclosure

• The Law on Banks states that the central bank wIll develop an mformatlOn system on the
credltworthmess of banks' customers, subject to StrICt confidentlahty Thus, there IS a domestIc
Imtlatwe to establIsh a credit regIster With "detaIled" mformatlon to be clJ"culated among all banks
However, until there IS meanmgful dIsclosure, It may be dIfficult to turn thIS mto a useful tool for
banks to utilIze m assessmg creditworthmess for the foreseeable future

1 7 Fznanclal Media No partIcular effort was made to assess the finanCIal medIa However,
there are several newspapers that report dally and weekly figures regard10g monetary Issues
(e g, 10terest rates), trade volumes, exchange rates, etc ThIS IS conSIstent WIth the Improved
legal enVIronment for BNB and the commercial banks, and appears to reflect a commItment to
10creased publIc dIsclosure The reportmg appears to be profeSSIonal, accurate and ObjectIve
The Law on Banks does specify that the dissemmation of false mformatlon WhICh can underm10e
the reputation ofa bank can lead to a fine ofBGL 50-200 mIllIon-up to about $112,000 at
February 1998 exchange rates-for medIa concerns Higher penaltIes can be assessed If crImmal
actIVIty IS proved InsuffiCient BasiS for a Score

1 8 ProfessionalASSOCiations There IS no real profeSSIOnal finanCIal sector asSOCIatIon
Recently, the InternatIOnal Bank10g Institute merged With the ASSOCIatIon of CommercIal Banks
to form a VIable trammg 10stltute responSible for qualIfymg bankers and perhaps 1Otroducmg a
formal certIficatIon program However, there IS only lImited support from a small number of
banks There IS lIttle to no mterest on the part of the foreign banks m asslst10g WIth tra10mg
efforts due to their own 1O-house approaches, and pOSSIbly because they would only enJoy
"asSOCIate member" status WIth hmlted support from domestIC banks and lIttle 10terest from
foreIgn banks, thIS leaves an enormous gap m terms ofhuman capItal and systems WIthout
mean10gful donor support, It IS unlIkely that any profeSSIOnal bank10g asSOCIatIon wIll be able to
playa supportIve role 10 bank10g sector development Score 2+

1 9 Academzc No systematic effort made to determme numbers of courses, students, mstltutes,

10 Moody's defmes "Not Prune" as "our opmIon that the ISsuer may not have suffiCIent access to
fmn bank Imes of credIt or other forms of back-up fundmg to meet all of Its short-term oblIgatIOns m a
penod of market stress"
11 At end February 1998, Moody's ratmgs on long-term bonds and notes was B3, and on long-term
bank depOSIts It was B2 There was speculation m February 1998 that the ratmgs might be upgraded
However, thIS was refuted after a premature announcement from government CIrcles, and would not occur
at least until Apnl-May, 1998 If It happens at all
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or other academic matters Nor was there a systematIc effort to speak wIth busmess/management
school offiCIals There are some thmk tanks that are able to make a SIgnIficant contnbutlOn to
bankmg sector reform and development InsufficIent BasIS For a Score

110 Mzscellaneous There has been some slow movement towards pnvatizatlOn and
modernizatlOn of the telecommunications market Postal servIces appear adequate, With the
added feature of havmg a bank branch network (Postbank) Safekeepmg from a phySIcal and
logIstIcal standpomt appears adequate, although no systematic effort was made to reVIew thiS
Score 3

• The Bulgarian TelecommumcatiOns CorporatIOn was ongmally to be pnvatIzed 25 percent
PreparatIons are now underway to float a maJonty share of75 percent to a strategIC mvestor, currently
planned for the end of 1998 after regulatIOns for the Issuance of lIcenses are m place ThIS should
generate the mvestment requrred to modernIZe the telecommumcatlons system

• The postal system mcludes branches ofPostbank Such convemence may dnnmlsh for some depOSItors
With the pnvatIZatIOn ofPostbank WhIle a retaIl strategy was reportedly central to Nomura's bId to
acqurre Postbank, it IS unknown as ofnow how many branches would be closed as a needed cost
cuttmg measure As for broader postal servIces, no major complamts were lodged, although there are
reported to be some delays m gettmg documentation to the mtended destmatlon

• No effort was made to reVIew safekeepmg practices mthe banks, and the phYSIcal transport and
holdmg of assets and related documentatiOn However, the payments system IS conSidered reasonably
effiCient m clearmg and settlement ThIS prOVides for reduced float, and reduced OpportunIties for
errors related to safekeepmg of resources
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IT ECONOMIC FACTORS AND INDICATORS From a macroeconomIC standpomt,
BulgarIa has moved from collapse m late 1996/early 1997 to a stable posItIon m early 1998 The
mflatIon rate (monthly CPI) has been about 1 5-2 1 percent m recent months, and IS projected to
be 37 percent m 1998-down from nearly 600 percent In 1997 The exchange rate has been
stable and fixed to the DM smce the mtroduction of the currency board m July 1997 While the
DM has depreciated agamst the dollar-unfortunate for Bulgaria as about two-thIrds of Its
foreIgn currency holdmgs are m dollars-the currency board has been central m restorIng
confidence, remonetIzmg the economy, and placmg hard budget constramts on banks and
enterprIses Interest rates are low m the Treasury bill market-5 53 percent m late February
1998-and hard budget constramts m the bankmg and real sector combmed WIth Improved
overall expendIture controls are expected to keep fiscal defiCIts low UnlIke other markets,
BulgarIa has not expenenced senous current account defiCIts On trade polIcy, BulgarIa has had
a favorable record on a number of fronts, namely substantIal removal of quantItatIve restnctIOns
on exports and Imports m 1991, and the removal ofmost state tradmg monopolIes m 1991 In
December 1996, BulgarIa Jomed the World Trade OrganIzatIOn, so Its efforts m these areas are
expected to remam harmOnIzed WIth global lIberalIzatIOn trends The 1994 ED ASSOCIatIOn
Agreement WIll keep polIcy focused on meetmg membershIp obhgations Thus, m terms of
macreconomiC Issues and pohcIes, BulgarIa IS faIrly stable and movmg m the rIght dIrectIon
However, weaknesses are SubstantIal at the structurallevel-m both the bankmg/financial sector
and the real sector-and Bulgana WIll need years of expenence for effectIve mstitutIOnal
capaCIty to be developed to properly enforce new laws and regulatIOns The dIfference between
sluggIshness and growth over the next several years IS lIkely to be found m mvestment statIStICS
WhIle BulgarIa's strategy IS currently to focus on brmgmg m foreIgn mvestment-through
prIVatIzatIOn m the bankmg and enterprIse sectors, and development of the capItal marketS-It IS
entIrely pOSSIble that such hopes wlll be only partly fulfilled Balance ofpayments measures for
foreIgn dIrect mvestment are low--cumulatlve $0 5-1 0 bilhon from 1989-97, dependmg on
whose figures are utIhzed-and portfolIo flows have lIkeWIse been hmited It may take some
tIme before foreIgn mvestors are wIllIng to mvest needed resources m BulgarIa MeanwhIle,
BulgarIan enterpnses are m many cases m deep need ofmajor restructunng, whIch WIll reqUIre
hIgh levels of mvestment m plant and eqUIpment to be competItIve It IS unhkely that the
domestIc banks or capItal markets w1l1 be able to prOVIde thIS financmg any tIme soon And the
mam engme for employment generatIon, the small busmess sector, IS the least lIkely to be able
to access formal sources offinancmg Thus, solvmg BulgarIa's structural weaknesses IS the key
to generatmg growth, a process that may not be felt until 1999 or beyond Notwithstandmg
current favorable trends, there IS also a nsk that frustratIOn WIth lImIted to no growth for an
extended perIod of tIme mIght lead to a slowdown or reversal of reforms achIeved m 1997-98
Score 3-

2 1 General Overall economIC performance m the 1990s has been characterIzed by volatIlIty
and downward trends In most macroeconomIC areas (see Table 1), exceptIng the current account
defiCIt Real GDP growth has been deeply negatIve 10 most years ThiS has led to a downward
spIral m per capIta Incomes-whIle purchasIng power panty figures are not yet offiCIally
avaIlable for 1996-97, these have been years where real wages have declIned and the economy
has collapsed or shown lImIted growth MeanwhIle, the offiCIal unemployment rate has remamed
In double dIgIts and grown, although mformal sector actIVIty mItIgates some of these effects
General macroeconomIC mstabIhty has been reflected m hIgh and frequently trIple dIgIt mflation
rates, a weakened and volatIle domestIc currency untIl late 1997, and faIrly deep fiscal defiCIts
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These problems finally converged when BulgarIa dIsclosed In mId-1996 that It would be unable
to make $1 14 bIllIon In pnncipal and Interest payments due to IFIs and other external
credItors 12 WhIle some InItIal attempts were made early In the transItIon penod to move away
from the preVIOUS socIalIst InCentIve structure, Bulgaria never moved away from "crony
capitahsm" untIl the economy collapsed In 1996 ThIS changed In 1997, and near term prospects
for growth are pOSItIve but lImIted The currency board has been successful In stabIlIZIng key
IndIcators Above all, foreIgn exchange reserves have been replemshed, nSIng from a low of
$400 mIllIon In February 1997 to $2 3 bIllIon by end 1997 However, current estimates are that
Bulgaria might achIeve 4 percent real growth In 1998, assumIng more progress In attractIng
Investment VIa pnvatization ThIS does not represent the hIgh-growth scenarIO needed to restore
Incomes In particular, the expectation that pnvatlzatIOn proceeds WIll be suffiCIent to generate
slgmficant growth IS unlIkely due to past problems assocIated With pnvatlzatIon, the absence of
an effiCIent legal system, and a comparatively small domestic market Score 2+/3-

• Real GDP growth IS projected to reach four percent m 1998, up from earlIer estunates However,
throughout the 1990s, real GDP has been deeply negatIve Only m 1994-95 was real growth POSItive,
and thIS was only at about two percent each year after a steep drop from 1990-93 In GNP per capIta
terms, mcomes declmed about 50 percent from 1990 to 1996 It IS expected that purchasmg power
panty measures WIll mdlcate declmes m 1996-97 when they are offiCIally presented

• The regIstered unemployment rate has been m double dIgits for years, nsmg as hIgh as 16 4 percent m
1993 However, some estunates mdicate that unemployment exceeds 20 percent 13 The unemployment
rate mIght well rIse above thIS m the commg years as hard budget constramts are Imposed on loss
makmg enterpnses, banks refram from lendmg, government tIghtens efforts to collect on tax arrears,
and enterpnses are forced to let workers go as a result of cash constramts PrOductIve employment IS a
more dIfficult measure to ascertam Many "employed" workers are highly underutilIzed for a number
ofreasons Thus, unemployment and underemployment rates are understated At the same tune, the
"mformal" economy has tradItIonally been a large part of the Bulganan economy ThIS IS lIkely to
remam the case m the foreseeable future as people try to make ends meet durmg the dIfficult
restructurmg perIod that has just recently begun

• Inflation rates have been hIgh for years, although the currency board regune has already begun to
stabIlIze pnces As the mflatlOn rate declmes m tandem WIth a stable exchange rate, unproved fiscal
polIcy, and senous debt management, It IS expected that pnce stablltzation WIll enhance the
attractIveness ofBulgana as a destmatIon for mvestment resources The currency board qUIckly
restored enough confidence to attract about $1 bIllIon m mcremental foreIgn currency depOSIts that
had been WIthdrawn from the bankmg system due to lost confidence m 1996 and early 1997 The next
step IS to attract greater resources for mvestment to restore competItIveness, productiVIty and mcomes
Havmg a low mflatlOn rate wlll asSISt greatly, as shown m the low mterest rates that are eVIdent at the
weekly lev auctIons However, monthly CPI mflation rates are stIll about two percent, and the annual
rate IS projected to be 37 percent So It wIll take a lIttle tIme to bnng mflation rates down to low levels
BulgarIa also has a comparatIvely weak record on foreIgn direct mvestment despIte a reputation for
bemg relatIvely open to trade and mvestment ThIS weakness, combmed WIth the predIctable nsk
aversIon ofbanks towards domestIC enterpnses under eXlstmg CIrcumstances may well mean that the

12 Debt payments and servIce due m 1996 mcluded $320 mIlhon to London Club creditors, $270
mIlhon to the IMF, $230 mIllIon for servIce on outstandmg bonds, $210 mIllIon to Pans Club credItors,
and an addItIonal $110 mIlhon to G-24 countnes and the World Bank Pnnclpal and mterest m 1997
apprOXImated $1 3 bIllIon
13 The Podkrepa trade unlOn reported thiS on February 24, 1998, along WIth estImates of
underground employment at 622,000 and formal pnvate sector employment at 722,000 m an actIve work
force of3 8 mIllIon (see Standartnewspaper, February 25, 1998)
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benefits ofa low-mterest rate enVIronment wIll take tune to matenaliZe before they are felt throughout
much of the economy

Exchange rates were volatIle m the mld-1990s, and have now settled agamst the DM With a fixed
exchange rate TIus IS one ofthe many early successes of the currency board However, nearly 73
percent ofBulgana's foreign debt IS denommated m dollars, eqUIvalent to about halfof projected 1998
GDP About two-thIrds ofgovernment secunues are lIkewIse dollar-denommated secuntles to hedge
agamst exchange rate rISk If the dollar contmues to apprecIate agamst the DM, thIS wIll lead to a
comparable appreciatIon agamst the lev, and potentially hIgher debt payments over tune Nevertheless,
for the foreseeable future, Bulgana IS expected to mamtam a stable exchange rate, representmg a
major turnaround from the detenoratmg sItuatIon of 1996

FIscal defiCIts were faIrly deep throughout most of the 1990s untIl 1997 TIus was largely due to the
run-up oftax arrears, rather than dIrect budgetary SubSIdIes (although "transfers" represented 11-14
percent of GDP m 1995-96 on a declmmg basIS) DefiCIts as a percent ofGDP reached as hIgh as 13 4
percent m 1996 The reductIOn of the defiCIt to 3 2 percent m 1997 mamly reflects better controls on
expenditure There was some margmal nnprovement m collectIon, mamly from broader coverage
through the collectIon ofVAT and other mdIrect taxes Revenues as a percentage of 1997 GDP were
23 percent, compared WIth 21 percent m 1996 and 23 percent m 1995 Customs collectIOns may need
tIghtenmg, as It was reported that BulgarIan customs owe the state BGL 35 4 bIlhon m unpaId dutIes
and taxes for only the fIrst seven months of 1997---equivalent to 0 2 percent oftotal 1997 GDP
MeanwhIle, expendIture was only 21 percent ofGDP, compared WIth 33 percent m 1996 and 29
percent m 1995

Debt and debt service are now managed after the SIgnIficant declme m foreIgn exchange reserves from
mld-1995 to a low m January, 1997 As ofJanuary 31, 1998, government debt was BGL 18 7 trIllIon,
whIch approxunated $105 bIllIon ThIS was approxnnately 81 percent ofprojected 1998 GDP About
$875 bIllIon ofthe debt IS long-term, and mcludes nearly $5 bIllIon m Brady bonds WhICh are
currently traded at a discount ofabout 30 percent of face value (A separate report mdlcates that
government debt totaled BGL 4 3 blllIon-$2 4 bIllIon-and external debt was $10 bilhon ThIS
would change the ratIOS to GDP conSIderably )14 Debt servIce through the budget m 1998 IS prOjected
to be BGL 1,001 7 bIllIon ($564 mIllIon), about 24 percent ofbudgetary expenditure and 4 3 percent
ofprOjected GDP Of thiS, two thIrds Will go to foreIgn credItors, mamly London Club creditors for
service on Brady bonds

See BulgarIan CapItal and Money Markets Report, ING Barmgs, January 1998
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Table 1 General Econonuc lnthcators

1990 1991 1992 1993 1994 1995 1996 1997 1998

Real GDP Growth -91% -117% -73% -24% 18% 21% -109% -70% 40%

Per CapIta Incomes

GDPm$ 2250 1,840 1330 I 140 1250 1330 1030

PPPm$ 4,220 3,770 4030 3,730 4,380 4,480

RegIstered Unemployment 17% 120% 152% 164% 128% 108% 125% 137%

InflatIon Rate-CPI 474% 79% 64% 122% 33% 311% 592% 37%

Yr-end. Exchange Rate

BGLDM 49 298 1000 1000

BGL US$ 3 22 25 33 66 71 487 1,777

FIScal DefiClt/GDP -91% -82% -52% -109% -58% -64% -13 4% -32% -27%

ForeIgn Debt Sef1llce!Exports 58% 88% 87% 279% 13 9% 172%

Total Debt/GDP 923% 1200% 807%

Gross ForeIgn Debt/GDP 525% 1619% 161 1% 1310% 1189% 787% 991% 966% 683%

Sources BNB EBRD,OECD World Bank, lNG-Barmgs BUSiness Central Europe

2 2 Pnvate Sector Development General trends Indicate that the pnvate sector IS grOWIng as a
share of total value-added However, much of thIS IS by default, through contractIOn ofthe state
sector and relIance on Informal activIties that are pnvate by nature A number ofdevelopments
wIll need to occur to buIld a Viable and sustaInable prIvate sector-onented economy
Improvements In the InstItutIOnal framework (or "enablIng enVIronment") wl1l depend on
ImplementatIOn of legal and regulatory reforms to provide adequate InCentIves for nsk-takIng
and fInanCIal dISCIplIne Short ofthIS, Investment wlll be slow to matenalIze, and bUSInesses WIll
remain closely held WhIle the macroeconomIC pIcture has vastly Improved SInce early 1997,
prospects for a rapId Improvement at the structural level are less likely AttractIng strategIC
Investment m the finanCial and real sectors WIll help, as Will IncreasIng Integration WIth regIOnal
and global markets Nevertheless, the vast "mIddle market" IS lIkely to face several challengmg
years before condItIons WIll seem to have turned the corner Growth can be expected In
agnculture and services The mam challenge Will be how to re-alIgn Industry-prIvatizIng the
promISIng few With strategIC Investment, encouragIng development of small-scale enterpnses for
low-cost entrepreneurial operations, and dIsmantlIng the balance that has served as an albatross
SInce the begInmng of transItion As offiCial unemployment rates approxImate one In seven
members of the actIve labor force, thIS WIll be a polItIcal test as much as an economIC one
Score 2+

•

15

Sector value-added IS movmg mcreasmgly to agnculture and servIces as mdustnal enterpnses stagnate
or are shut down Most ofthe SOEs that were Isolated or lIqUIdated m 1996-97 were mthe mdustnal
sector Thus, It IS less from hIgh levels ofgrowth and more from a redIstrIbutIon ofcontrIbutiOns that
value-added IS mcreasmgly from the prlIDary and tertiary sectors ofthe economy Employment figures
are declmmg m mdustry-stdl maJonty state-owned-and nsmg m agriculture, trade, some
manufacturmg, and construction In addition, "shadow" employment was estImated at 150,000
200,000 m 1996, and lIkely mcreased m 1997-98 Some estimates go as hIgh as 622,000 IS

As noted above, the Podkrepa trade Union estImated tillS figure m late February, 1998
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• Pnvate sector value-added and employment are both growmg as the state retreats from drrect
ownershIp and control of the economy 16 The goal m 1998 IS to sell 38 percent of state assets for $665
mIllIon, although only three of22 state companIes and one bank have been pnvatlzed to date There IS
active market actlVlty m ZUNK bonds, which can be used for up to 50 percent of the purchase pnce of
companies m pnvatizatlOn transactIons Overall prlVate sector value-added IS estunated to be about 50
percent m 1997 The share of the unofficial economy m GOP figures was estunated to be 36 percent m
1995, and had nsen steadIly from 23 percent m 1989 17 It IS qUIte possIble that thiS figure has further
mcreased smce 1995, which mIght translate mto hIgher pnvate sector value-added and employment
than offiCially presented Employment In the prrvate sector was 42 percent of total employment at end
1996, but It likely represents a maJonty of the work force If mformal actlVltles are assumed at about
one thrrd or more ofeconomIC actIvity ThIS trend should mcrease for several years

• State sector value-added and employment represent the flIp sIde to the above Above all, state-owned
mdustry IS declmmg rapidly as the key to the Bulganan economy At thiS pomt, there IS recognitIon
that many of these loss-makmg mdustnes need to be closed, and others need deep restructurmg If they
are gomg to survive and compete m the new global economy Over the next several years, It IS
vrrtually mevltable that the state wIll declme as a percentage ofGOP and employment One of the
cntlcal challenges IS to see how many mdustrlal enterpnses wIll survIve the current perIod, what therr
role wIll be, and how competitive they can become Answers to these questions wIll likely go a long
way m determmmg what contnbutlon they wIll make to GOP and employment ThIS wIll also have a
bIg mfluence on how commercIal bank lendmg strategies wIll be shaped m the cornmg years

Table 2 Pnvate Sector Intilcators

1990 1991 1992 1993 1994 1995 1996 1997

GDP($mn) 20,726 10569 10,483 10,833 10,199 12,366 11,129 10,350
OM Agnculture (%) 12% 11% 12% 14% 12%
OM Industry (%) 41% 35% 33% 34% 32%
OM Services (%) 48% 54% 55% 53% 56%

Pnvate Sector GDP ($ mn) 1,886 1,247 2,778 4,106 4,243 5,973 5,119 5175
In Agnculture (%) 59% 75% 85% 82% 76%
In Industry (%) 3% 7% 8% 15% 27%
In ServiCes (%) 18% 27% 290/0 32% 50%

State Sector GDP ($ mn) 18,840 9322 7,705 6,727 5,956 6,393 6,010 5,175
In Agnculture (%) 41% 25% 15% 18% 24%
In Industry (%) 97% 93% 92% 85% 73%
In Services (%) 82% 73% 71% 68% 50%

Employment ('000) 4,097 3564 3274 3222 3242 3282 3279
OM Pnvate Sector ('000) 1,167 1333 1380

OM PS In Agnculture('OOO) 579 643 678
OM PS In Industry ('000) 116 143 152
olw PS In Services ('000) 472 547 550

Sources BNB EBRD OEeD World Bank

16 Mass pnvatIzatlon was fmahzed m August, 1997 after three auctions, accountmg for about 18
percent ofstate property PnvatIzation proceeds approxunated $1 bllbon, although It IS uncertam how
much ofthIS IS compnsed of new cash mJectIons mta the companies pnvatIzed Nevertheless, It accounts
for shnnkage ofstate mvolvement m the economy
17 CIted from EBRD TransitIOn Report, 1997, p 74
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23 Money, Savzngs and Credit The collapse of the BulgarIan economy m 1996-early 1997 can
be reflected m the declIne m bank depOSits from $7 4 bl1hon at the end of 1995 to $1 8 bl1hon at
the end of March 1997 Smce the mtroductlon of the currency board on July 1, 1997, Bulgana
has shown radIcally Improved macroeconomIC fundamentals Monetary polIcy IS now dnven by
the dIscIplIne of the currency board WhICh SIgnIficantly curtal1s the abuse of refinancmg and
lender of last resort embedded m monetary polIcy and credIt practIces through the end of 1996
Now, the rIsk to the economy IS that funds wlll remam offshore to benefit from returns from safe
Investments, rather than provIdmg some measure of lendmg to restore growth to the economy
The cautIous approach practIced under the currency board has helped to restore some of the
savmgs that left the system before mId-1997 However, WIth domestIC mterest rates deeply
negatIve m real terms for deposItors and access to funds hmited for borrowers, BulgarIa w111
requrre external sources for mvestment The prospects for substantIal mvestment In 1998 are
lrrmted Nevertheless, new polICIes and actIons m 1997 went a long way m sendmg an Important
SIgnal to the market that BulgarIa IS officIally commItted to a very stable monetary polley WIth
tIght control on lIqUIdIty and reserves Such stabIlIty should Improve the country's
creditworthmess over tIme, and more fully prepare BulgarIa for acceSSIOn to the EU Score 3+

• Po[zcy, deSign and ImplementatIOn on monetary polIcy IS now drIven by the requIrements of the
currency board operatIon Under the Law on the Bulganan NatIOnal Bank, the central bank IS
responsIble for admmIStration of the currency board ThIS IS effectIvely carned out through Its "Issues
Department", whose balance sheet contams the foreIgn currency assets needed to cover local currency
emISSIons 18 The currency board was mtroduced to get monetary polIcy under control after several
years of mflatIon, excess money growth, poor credIt qualIty, and depletIOn of foreIgn currency
reserves These ObjectIves have been achIeved as the mflatIon rate has decreased SIgnIficantly, money
growth IS under control, nonperformmg loans have fully prOVISIOned, and foreIgn exchange reserves
have been restored

• Data collectIOn andforecastmg appears adequate under the stable CIrcumstances ofthe currency
board However, there are stIll SIgnIficant questIOns outstandmg WIth regard to the degree ofmoney
cIrculatmg outsIde offormal mstItutIons These data problems have been hIghlIghted m differmg
statIstIcs denved from banks and customs sources Key nsk factors to be mODItored mclude the
vanatlon ofreserves, broad money, credIt, money m CIrculatIOn to depOSIts, the money multIplIer,
credIts to depOSIts, shadow exchange rates, and nonperformmg loans when lendmg resumes

• Bulgana has taken regIOnal andglobal consideratiOns mto account smce the mtroductIon of the
currency board However, pnor to the collapse m 1996, Bulgana was neglIgent WIth regard to Its
mtematlOnal oblIgatIons ThIS led to the steady depletIOn offoreign exchange reserves from mmId
1995 that led to a near moratonum and prospectIve default on debt payments Only smce the
restructunng ofBulgarIa's debt by officIal credItors WIth strong condItIons attached has Bulgana
senously attended to these oblIgatIOns

• Management of monetary resources IS now tIght and clearly defmed under the currency board In
earlIer legIslatIOn, the central bank and the CouncIl of Mmlsters were reqUIred to mform each other of

18 Issue Department assets mclude cash and nostro accounts m foreIgn currency, foreIgn secuntIes,
monetary gold, and a small amount ofaccrued mterest receIvables LIablhties mclude currency m
crrculatIon, bank depOSits and current accounts, gbvemment depOSIts and accounts, Bankmg Department
(the other dIVISion ofBNB) depOSits, SFRD accounts, other depOSItors' accounts, and a small amount of
mterest payables Assets and lIabIlItIes were each valued at BGL 4 4 tnlhon, or about $2 5 bIllIon ThIS
compares WIth BGL 3 5 tnlhon at the end of July 1997 (one month after commencement ofthe currency
board), or an mcrease of more than $500 million m five months
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theIr mtentlOns regardmg monetary pohcy and management However, under the currency board rules,
there IS hnuted scope for deVIatIon from the pure foreIgn exchange cover provIded by the currency
board operation TIus mcludes well defmed lender of last resort prOVISIOns m the event ofa lIqUidIty
cnSIS at particular banks

• There was "excess" lIqUIdIty m the bankmg system m early 1998, and reserves held WIth the BNB
were $2 5 bIlhon at end 1997 19 Banks are subject to an I I percent reserve requIrement on total
depOSits, of which about 60 percent were m foreIgn currency at end 1997 TIllS IS reported to have
been comphed WIth by banks 20 Preparation for the mtroductIon of the currency board began to restore
depOSitor confidence, and the economy expenenced several surges of remonetization leadmg up to and
after the mtroduction of the currency board on July 1, 1997 21 With larger state banks reported to be
recapitalIzed at eight percent capital to assets on a nsk-adJusted basIS, and delmquent loans reported to
be fully prOVISIOned, banks have lIqUid resources they have chosen to mvest m government secuntles
m Bulgana and abroad ThIS IS generatmg safe returns, addmg to banks' hqUldity

• DepOSIts have mcreased SIgnificantly smce the mtroductlOn of the currency board However, savmgs
are frequently held outsIde the bankmg system m assets or hard currency as a defense agamst high
mflatlOn There are many mcentives for dlsmtennediation for mdlVlduals and households (I) to aVOId
reportmg mcome to tax authontIes, (ll) to shelter mcome m assets as a hedge agamst mflatlOn, and (m)
payment of negative real mterest rates by banks to depOSitors Given declmmg real wages and the
above mcentives, household depOSits are generally flat Corporate depOSits fluctuate dependmg on tax
payments Among mdividuals, households and small busmesses, BGL depOSits are generally placed
With the State Savmgs Bank, which IS slated to become a commercial bank some tIme around the turn
of the century Banks have paid negative real rates on depOSits for years However, the government
has tried to at least prOVIde some measure of confidence m the safety ofdepOSIts Earher depOSIt
msurance regulations prOVided for guarantees on depOSits, but these payments exceeded budgetary
resources Thus, bonds were Issued WhICh wIll allow payment to depOSItors over a two-year penod
Legislation IS currently bemg drafted for a new law on depOSit msurance to prOVIde mandatory
partiCIpatIon and reasonable coverage

• CredIt IS lUnIted and selective The trend towards proportional mcreases m pnvate sector lendmg
resumed m 1997, while claImS on government and SOEs contmued to declme Some lendmg has
pIcked up With a few banks, but thiS IS sparse That banks are generally not lendmg IS bad news
economIcally, but It represents prudent behaVIOr under the CIrcumstances In fact, lendmg started to
declme from high levels as a percentage ofGDP back m 1994, reflectmg the begmnmg ofBNB efforts
to constram loose refmancmg of banks to restore hqUIdlty due to the unwIllmgness or mabllIty to
collect on loans TIus IS shown m figures WhICh mdlcate that net domestic credIt approXImated 132
percent ofGDP m 1993, and started commg down after that By end 1997, net domestic credit was
only 30 percent ofGDP, With nearly half-44 percent-outstandmg to the pnvate sector

• Rates and spreads have fluctuated wIldly throughout the 1990s, although they are now very stable and
declmmg In real terms, both lendmg and depOSit rates are deeply negative On the credit Side, thiS
matters lIttle as banks are generatmg mcome from mvestments m secuntles and trade fmance servIces
m whIch there IS httle or no balance sheet exposure On the fundmg Side, depOSits are a cheap source,
but Imllted m volume except at Bulbank (corporate, foreIgn currency) and the State Savmgs Bank

19 Gross foreign exchange reserves were DM 4 4 bIlhon, or $2 5 bJlhon at year-end exchange rates
ThIs compares With DM 749 mIllIon at end 1996, or $0 5 billIon
20 Failure to comply for two consecutive reserve mamtenance penods prompts a suspension ofthe
bank's BGL current account With BNB for the dally settlement of payments unt1l satisfactory balances are
restored
21 There was a surge ofDM I bIllIon m mcreased gross foreign exchange reserves m Apnl 1997,
followed by an addItIOnal surge ofDM 1 1 bIlhon m July 1997, and a further DM I bIlhon from August
December 1997
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(household, domestIC currency)

Table 3 Money, Savmgs and Credit lmhcators

1992 1993 1994 1995 1996 1997

1245% 3593%
242% 327%

3421% 69%

481 1% 139%
2119% 30%
751% 04%
368% 304%
152% 97%
97% 74%

119% 133%

673%
386%

795%
983%631%559%*

Money Supply Growth (%)

Broad Money/GDP (%)

Year-end Base Interest Rate (%)

CommerCIal Bank Rates (GBL transactions)
short-term credit (%) 74 5% 83 6% 117 7% 51 4%
one-month time deposits (%) 53 5% 53 6% 72 4% 25 3%
denumd depOSits (%) 15 8% 15 6% 19 6% 10 8%

Net DomestiC Credlt/GDP ("/f,) 126 5% 1320% 1040% 71 6%
OM Clazms on Gov't 50 5% 64 8% 53 0% 30 7%
OM Clazms on SOBs 26 7% 19 3%
OM Clazms on Pnvate Sector 243% 21 7%

Note * Year end 1992 rates for base short-tenn credit and depOSits actually end January 1993
Sources BNB, EBRD, OECD

24 FIScal FIscal developments m 1997 were favorable m an area ofgeneral weakness dunng
the early stages of transItIon PolIcy IS geared to reduced defiCIts, and thIS was demonstrated m
the vastly reduced fiscal defiCIt 00 2 percent of 1997 GOP In fact, BulgarIa had a pnmary
surplus due to tIghtened expendIture, but debt servIce led to a 3 2 percent fiscal defiCIt In 1998,
the fiscal defiCIt IS projected to be 2 0-2 7 percent of GDP WhIle GDP IS SlUggIsh, expendIture
controls and fiscal collectIOns Improved enough to be vIewed as a factor contnbutmg to
declImng mterest rates m the three-month Treasury bIll market SIgmficant future work remams
to develop a VIable fiscal base and to adjust rates m a manner that IS condUCIve to economIC
growth At the moment, arrears are declImng as the authontles clamp down on those WIth unpaId
oblIgatIons to the state Nevertheless, there IS a lImIt to how much can be achIeved on thIS front,
partIcularly as the greatest debtors are state finns that have been hquldated or SIgnIficantly
streamlIned WIthOUt major new Investment, products or markets LIkeWIse, the hIgh degree of
mformal actIVIty m the market wIll also undennme collectIons and the accuracy of mformation
m the medIUm term All of these charactenstlcs pomt to an economy that has stabIlIzed from
earher collapse, but has not yet begun to show SIgnS of hIghly accelerated growth Score 2+13-

• FIscal polley, design and ImplementatIOn IS now geared to brmgmg down fiscal defiCIts by reducmg
non-productIve expendIture and unprovmg collectIon levels Results for 1997 show unprovement m
terms ofreducmg the fIScal defiCit as a percent ofGDP-3 2 percent in 1997 compared to an average
9 1 percent m 1995-96 Most progress IS from the expenditure SIde, where more stable polICies were
mtroduced m 1997 due to Bulgana s debt burden In the first half of 1996, 70 percent ofexpenditure
was dedIcated to debt servIce and guarantees for depOSIts placed m msolvent banks LIkeWISe, there
were unprovements m collectiOns, mamly from a nse m VAT to 20 percent Smce 1991, Bulgana has
shown a faIrly low rate of budgetary SubSIdIes as a percent ofGDP 22 Startmg m 1989-90 when
subSIdies were 15 0-155 percent, the rate has declmed to less than 2 percent smce 1994 Reduced
exphcIt SubSIdIes run through the budget may have been offset by the actual run-up of arrears through
other sectors of the economy-nsmg from 4 7 percent ofGDP m 1990 to 134 percent m 1996

22 These figures are noted m the EBRD Transition Report, 1997, p 83 However, BNB shows
SubSidIes m current and capItal expenditure exceedmg 10 percent m 1995 and 1996 In 1997, subSIdies
approxunated percent ofGDP
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• As m many transItIon countrIes, the effectIveness ofdata collectIon and accuracy offorecastmg are
undennmed by the converSIon ofBulgarIa from a hIghly controlled and centrahzed system to one that
has become less controlled, and where there are fmanclal and economIC mcentlves to WIthhold
mformatlOn to keep tax and other payments down Declmmg mcomes and purchasmg power provIde
clear mcentIves to understate mcome at mdlvIdual and corporate levels, and to rely on barter or off
the-books transactIons In the future, It IS projected that a restoratIon of real growth and Improved
collectIOn wlil provIde fiscal authOritIes WIth the condItIons to reduce tax rates, whIch m turn may
reduce obstacles to reportmg and payments However, as long as the economy IS weak and statutory
tax rates are hIgh, confidence levels WIll have to be adjusted WIth regard to data collected and the
forecasts on whIch they are based

• RegIonal and global consIderatIOns are now a part of fiscal pohcy due to BulgarIa's stated mtentlOn to
become a full member ofthe EU early m the next century TIus requITes havmg adequate tax
admmlstratlon and statIstIcal systems m place, as well as ensurmg adequate fmances which mclude
fiscal defiCIts not exceedmg three percent ofGDP on a sustamed basIS

• Budgetary processes and procedures are still generally centralIZed It can be expected that over time,
some authority wIll devolve to local authonties However, for the foreseeable future, fiscal matters are
hkely to remam centrahzed The effiCiency of the payments system remforces thiS approach, as
resources are easIly transferred to/from outlymg regions

• CollectIon oftax revenues has been problematIC for years, although Improvements were regIStered m
1997 These Improvements, combmed WIth expendIture controls, have contnbuted to current declmmg
mterest rates m Treasury bIll auctIons resultmg from the easmg of cash needs for fiscal purposes ThIS
reverses earher trends through 1996, whIch shows that the run-up of tax arrears mcreased from 4 7
percent of GDP m 1990 to 13 4 percent m 1996 These arrears resulted from non-payment on
energy/electncIty bIlls, and also were closely lInked to the ongomg losses ofthe bankmg system which
proVided fmancmg to enterpnses that might otherwIse have receIved exphclt budgetary SubSIdIes pnor
to 1991 Efforts are now bemg made to collect on tax obhgations from state enterpnses, and to tighten
up on customs operatIons ThIs has apparently asSIsted WIth revenue performance and collections
Inflows have long been lImIted by deductible depreCIatIon charges, whIch are based on hlstoncal
values The revaluation ofassets m 1997 should change thIS, and lead to an mcremental mflow oftax
revenues m 1998 (even If deductIble depreCIatIOn charges are hkewlse adjusted) Statutory tax rates
are hIgh, particularly the 40 percent profits tax WhICh prOVides an mcentive for frrms to underreport
mcome It IS assumed that collectIons are deposited eIther m BNB branches or WIth banks for
safekeepmg

• BNB reports monthly cash-based mdIcators for the central government budget These are avaIlable m
the BNB monthly reports

• MIS for fiscal matters appear satIsfactory, and these are supported by an effiCIent payments system
Past overSIght re arrears was generally not the fault ofsystems, and could be attrIbuted to cronyIsm
and other practIces

• Fraud and corruptzon were reported to have contnbuted to the weak status of tax collections pnor to
1997 Improvements m overall collectiOns are mdlcations that some Improvements are bemg made m
these areas, although the European CommISSion cItes fraud and corruptIon as problematIC
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Table 4 Fiscal Indicators

(BGL billion)

Total Expentbture

Total Revenue

Budget Deficit

Fiscal DefiCit/GDP

Consolldated Budget DefiCit

Consoluiated Deficlt/GDP

Sources BNB ING Barmgs

1995
255
197
58

67%

1996
541
350
191

115%

1997
3543
2,949

594
32%

1998
4,170
3,559

611

27%
467

20%

25 Exchange Rates Bulgana's exchange rate polIcy IS now fixed at BGL 1,000 per DM By
contrast, the exchange rate was BGL 4874 per DM at end 1996, and as high as 494 at end 1995
Smce Apn11997, Bulgana's economy has remonetized from the collapse of 1996, WIth a
sIgmficant mcrease m gross foreIgn exchange reserves The steady depreCIatIon of the lev
through 1997 reflects poor polIcIes from the past Nevertheless, lookmg forward, the currency
board should provide needed dlsclphne and cover to ensure stabIlrty The questIOn ofBGL
hqUldlty IS hkely to emerge as the major concern to the pnvate sector, as IS the case m most
currency board regimes If there IS msuffiCIent mvestment from abroad, such pressure wIll very
lIkely mount for polItIcal as well as economic reasons Nevertheless, for the mtenm penod,
Bulgaria IS expected to have a stable exchange rate remforced by an Improved macroeconomIC
enVIronment Even With further depreCiatIon of the DM agamst the US dollar m the near, the
effects should not be too great on BulgarIa as Its foreIgn debt burden has been restructured to
relIeve Bulgaria of severe near-term effects on Its current account and fiscal POSItion Score 3

• Polley design and ImplementatIOn are SImplIfied With the currency board regIme There are no longer
open market operations dIrected by the BNB that could unpact exchange rates Local currency
emiSSions are gUIded by the degree of foreign exchange cover provided The advantage IS one of
mtenm certamty that fixed rates provide, and reduced seignorage (which IS Viewed by some as an
abUSive and sometimes nsky tax) The currency board pre-empts mdefenslble or futIle mterventIons to
sustam an overvalued currency, as practiced elsewhere On the other hand, the currency board
undermmes flexlbIhty, and severely curtaIls lIqUidity and lender of last resort options The latter was
clearly and systematically abused m the past through contmuous refinancmg to/through banks for loss
makmg loans However, the strictly collaterahzed lender of last resort prOVISions ofthe currency board
may undermme needed lIqUidity m the future For the foreseeable future, exchange rate pohcy and
Implementation Will be gUided by the currency board regIme But thiS could be undone m several
years If mvestment and growth do not matenahze

• Data collection andforecastmg are now conSidered reasonably strong at BNB, and thIS should be
mcreasmgly true henceforth on a flow basiS due to better monetary controls, Improved fiscal
collectIon, and a strong payments system However, the estunated amount of foreign currency outside
of formal channels IS frequently ofdubiOUS confidence StatiStiCS on these measures m Bulgana and
elsewhere are generally dIStorted because so much ofthe stock of foreign currency outside of formal
channels relates back to earber actIvItIes that are or were techmcally Illegal

• Bulgana's fixed exchange rate lInked to the DM clearly reflects a pollcy anchored m EU accession
goals as well as monetary stability Thus, exchange rate pollcy IS focused on regional conSIderatIons
WhiCh, by defmItlOn, reflect a larger goal to mtegrate mto the global economy It IS assumed that the
fixed rate With the DM wIll be adjusted on a pro-rated basiS to the Euro when that new currency IS
Issued
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• Risk management practIces are basIcally undeveloped for a wIde range of reasons--generallack of
market-based expenence, earher state controls, subsequent rules-based approaches of comphance
momtonng, etc However, recently revIsed laws, associated regulations, and modernIZed approaches to
bankmg supervIsIon are mtended to put m place a discIplmed framework for bankmg which remforces
exchange rate stabIlIty conSIstent With BNB's stated mandate ofmamtammg currency StabIhty This IS
reflected m IInuts on open foreIgn exchange positIons to 30 percent of capItal 23 Over tIme, It IS
expected that Basle-orIented gUldelmes for nsk management practIces by regulators and bankers WIll
be mtegrated mto the bank supervIsion process However, as of now, BulgarIa IS at the stage where It
IS movmg from a system that IS stIll largely state-owned, and generally rules-based With a focus on
capItal and complIance

• There has been a SIgnIficant remonetIzatIOn ofthe economy smce Apnl 1997 Gross foreign exchange
reserves mcreased more than DM 3 bIllion from Apnl to December, 1997 Such flows of reserves are
at the heart of the remonetIZation of the economy smce mld-l 997, and they represent a SignIficant
turnaround from the low ofDM 610 mIlhon-or about $400 mIlhon-m January 1997 These reserves
have contrIbuted to "excess" foreIgn exchange lzquzdlty whIch has generally be mvested safely m
government securIties m Bulgana and abroad

2 6 Balance ofPayments BulgarIa mltlated early reforms at the begInnIng oftransItIon m a
rules-based manner that appeared to open up the economy 24 However, poor macroeconomIC
management and the absence of real structural reform In practIce ultImately led to a balance of
payments CrISIS through the current account In 1993, and finally the capItal account vIa declInes
In reserves In 1996 The current account reached a defiCIt pOSItIon of about $1 1 bIllIon m 1993,
or 10 1 percent ofGDP TIus led to some monetary and fiscal tightemng In 1994-95, but
structural weaknesses undernuned the abIlIty to enforce new InCentIve structures-patronage led
to a substantIal run-up of arrears, and refinanCIng from the central bank led to Indefimte
forbearance In the bankIng sector, and by extenSIon, the real sector These developments
culmInated In a reductIon In foreIgn exchange reserves from $1 5 bIllIon In mId-1995 to a low of
$400 mIllIon In January, 1997 2S The resuits-eapital account defiCIts of45 percent ofGDP 10

1994 and 6 4 percent In 1996-combIned WIth the earlIer current account stresses In 1993
paralleled some of the typIcal lIqUIdIty and solvency problems IndIVIdual banks face when therr
portfolIos deterIorate 26 In the end, the collapse of the economy In 1996 represented the
bankruptcy of eXIstIng structures and cash flows In the first half of 1996, about half ofpublIc
expendIture was tIed up on a cash basIS In repaYIng or servIcIng debt When It was recognIZed
that foreIgn exchange reserves had depleted to levels less than half of short-term payment
reqUIrements to offiCIal credItors, the country effectIvely declared a state of fInanCIal emergency
ThIS prompted a restructunng of InternatIOnal and domestIC debt, on the condItIon that the
authorItIes would commIt themselves to the InItial reforms they had Introduced early In the

23 EXIStmg pubhshed regulatIons mdIcate 25 percent net open pOSItIons m any non-DM currency and
60 percent ofall non-DM foreIgn currenCIes However, dISCUSSIons With regurators mdIcate that a 30
percent rule for open pOSItIons on all foreign currencIes was m effect m early 1998
24 ThIS mcluded elImmatmg most trade bamers m 1991, sIgnmg the EU ASSOCIatIon Agreement m
1994, and Jommg the World Trade OrganizatIon m late 1996
2S By then, debt servIce accounted for 50 percent ofgovernment expendIture, and the only optIons
were debt restructunng or a debt moratonum The latter would have Isolated Bulgana from mtematlOnal
markets for years
26 Initial lIqUidity problems surface, but measures are avaIlable for refmancmg These mtenm
"remedIal" measures frequently extend the "matunty" ofthe problem, deferrmg the ultunate lIqUIdIty
problems to the pomt when the magnItude of msolvency IS defmItIVely recognIZed

36



reform process Smce then, the rapId response of the authorIties to strict remedial actIOn to
restore confidence has led to a dramatic Improvement m the balance of payments The challenge,
henceforth, remams at the structural level Score 2-

•

•

•

•

•

27

Current account movements have been relatively volatile m Bulgaria, and the lImited relIabilIty of
data raises major questions about foregone mformatlon regardmg Imports and exports for goods and
services However, even With the mformatIon avaIlable, It was clear from 1991-93 that there was
mcreasmg pressure on the current account This was fmanced largely by domestic debt which was run
through the bankmg system The dramatic drop m the current account m 1993 resulted from nsmg
debt service payments due to heavy borrowmg As of 1995, the current account was revIved With
foreign exchange reserves used for short-term fmancmg needs However, by end 1996, thiS approach
was undermmed due to the collapse of avaIlable resources to fmance external debt

Remlttances have traditIOnally either been zero or unreported Transfers played an mcreasmgly
Important role from 1994-96

As an economic wammg Signal, the authontles tightened monetary polIcy m 1994-95 WIth some
contmumg refmancmg from the central bank on a dIrected basiS m local currency However, most of
thiS effort mvolved the depletIon of foreIgn exchange reserves This ultImately led to a complete
erOSIOn ofthe capltal account When external debt service and repayments were called, Bulgana was
unable to make good on Its payments This eventually showed up as a $1 3 bIllIon detenoratlon from
end 1994 to end 1996, the second IteratIon ofa comparable trend when long-term reserves-domestlc
and foreign currency-were put to use for short-term purposes m 1993-94

PortfolIO flows have been conclUSively negative m Bulgana, reflectmg the low level ofconfidence
needed for long-term certamty and sustamable economIc growth It IS a dangerous mIstake to belIeve
that non-strategic Investment m large or even mid-SIZed mvestments (mcludmgjomt-ventures) can
prOVide the needed governance and management requIred m most enterpnses to tum the economy
around Over the next several years, Bulgana wIll face the challenge ofbuIldmg credIble and
transparent capital markets Positive moves have already been taken m strengtbenmg the registration
requIrements of lIsted companIes Other moves-adoptIon of mtematIOnal accountmg standards,
efforts to prOVide more dIsclosure ofmeanmgful mformatIon, untroubled Treasury bill auctIons
reflect pOSItive trends

D,rect Investment has been farrly lImited m Bulgana from foreIgn or domestIc sources, although
pnvatIzatlon IS servmg as a catalyst to change thIS FIgures mone joumal27 claIm that foreIgn
mvestment flows approxImated $1 bdlIon from 1995-97, $600 mIllIon ofwhich came m 1997 WhIle
thiS deVIates SIgnIficantly from 1994-96 balance ofpayments figures, WhICh show only about $287
mdhon m foreIgn dIrect mvestment, It IS likely that pnvatIZation has brought m more foreIgn
mvestment than m earber years Large pnvatIZatIOns m 1997 mclude a soda ash producer, a copper
works finn, and a cement plant In February 1998, It was announced that Nomura had won the bId for
Postbank, although the deal wIll take at least two-three months to close and the acqUISItIon pnce was
not disclosed Growth IS dependent on foreign dIrect mvestment It remams to be seen IfBulgana wIll
succeed m 1998-99 m moblhzmg needed mvestment resources to retool mdustry and pioneer higher
value-added growth m agro-processmg and services

See Busmess Central Europe, The Annual 1997/98
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Table 5 Balance ofPayments Inthcators

1991 1992 1993 1994 1995 1996

MerchandISe Trade Balance ($ mn) -32 0 -2124 -8854 -169 1210 1876

Cu"ent Acct. Balance ($ mn) -77 0 -360 5 -1097 9 -31 9 334 0 81 8
RenuttanceslTransfers ($ mn) 69 1 42 9 36 9 166 7 132 0 170 3
CapItal Account and Reserves ($ mn) 157 0 981 1 833 9 -460 2 119 9 -715 2
PortfolIo Flows ($ mn) 00 00 00 -231 8 -658 -1293

Direct Investment ($ mn) 559 415 400 1054 984 1375
olw DomestIc 04 164 375
olw ForeIgn 1050 820 1000

Note cumulative FDI from 1989-96 - $425 ml1hon or $51 per capita, as share of GDP - 1% there are large
discrepancies In 1995 figures The OECD claims there was a current account deficit of$25 6 million In 1995 and
$22 3 million In 1996 Higher direct Investment figures are cited In other sources
Sources BNB, EBRD. World Bank
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ill BANKING STRUCTURE AND SYSTEM PROFILE Bulgaria IS at the begInnIng ofthe
adjustment process In the bankIng sector A great deal was accomphshed In 1997 Into early 1998
on the legal and regulatory framework, and technical assistance IS now m place to help With
some ofthe ImplementatIOn From a financial perspectIve, many of the banks that had problem
portfohos were able to produce better balance sheets by end 1997 There IS also cause for
optImism that Postbank Will be prIvatIzed by a strategic mvestor, sendIng a favorable market
signal that the Bulgarian economy offers opportunIty for prIme-rated and other Investors
However, signIficant problems remaIn m the bankmg system-msufficlent fIsk management
capaCIty, hmlted mcome opportunIties, exceSSive cost structures, madequate pncmg of products
and services, untraIned staff, poor organIzatIOn, and generally IneffiCient operatIOns Thus, for
domestic banks, the next round of challenges Includes the development of needed management
skills for Increased rIsks, enhanced effiCiency of operatIons, and successful adaptatIOn to the new
mcentIve structure founded on the currency board, StriCt prudentIal regulations, and new
standards of governance and InfOrmatIon dIsclosure The nsk economIcally for the foreseeable
future IS that good foreign banks Will develop satisfactory bUSIness along mche hnes, and that
the core of the economy-smaller and mid-SIZed firmS-Will be unattended to because Bulganan
banks are unable to entertaIn the nsk of lendIng to these firms on a cash flow basiS, or on a
secured baSIS due to the InabIlIty to properly value collateral or the weak JudICIal protectIOn
afforded to lenders Score 2+

31 Overview BulgarIa IS only at the begmnIng of a meanIngful reform process There are 33
banks, most of whIch are small and prIvate Some are foreign, but still small by balance sheet
measures On a balance sheet basIS, there are SIX state banks WhICh dommate market share for
assets It IS antICIpated that four of these wIll be pnvatIzed by end 1999, Includmg the large
foreIgn exchange bank (Bulbank) In the meantime, It IS also lIkely that a few aggreSSIve banks
In the market wIll be able to capture trade finance, custodial, and other fee-generatIng sources of
Income, and that theIr overall lendIng strategies WIll be based on mcome trends that denve from
add-on servIces buIlt on these relatIOnships Score 2

• The structure ofthe bankmg system IS stIll prunanly state-owned, With est1lllated asset shares of70-75
percent There are SIX state banks, 16 pnvate Bulgarian banks, and 11 foreIgn banks and branches
RespectIvely, these groupmgs are broken out mto Group I, II and III by BNB At mId-1997, the large
state banks (Group I) accounted for 76 percent of total assets, whlle pnvate BulgarIan banks (Group
II) had 10 percent and foreIgn banks (Group III) had 4 5 percent The balance of9 5 percent was
accounted for by an addItIonal 16-17 banks set for lIqUIdatIon Bulbank IS the largest bank, WIth an
estunated $2 bllhon m assets, although some ofthIS IS thought to be currently Immoblle A more
accurate est1lllate of values IS not lIkely untIl the bank IS prIvatIzed However, If$2 btlhon IS roughly
accurate, thIS would account for nearly half of bankmg system assets, and more than half after
hquldated banks are netted out Thus, there IS a hIgh degree ofconcentratIon m the foreIgn trade bank
LikeWIse, the State Sav10gs Bank, book valued at about $350 mIlhon reportedly holds about 50-60
percent of local currency depOSits About two-thrrds of Its assets are 10 government secuntJes Whlle
State Sav10gs Bank IS expected to become a commercial bank 10 about two years, these figures show
hIgh degrees of concentratIon 10 the banklDg system

• In terms of coverage, most banks are relatIvely 11lllited Many of the state and VIrtually all of the
pnvate banks tend to be located m and focused on one locatIon or regIons The exceptIons are the State
Savmgs Bank and Postbank, both ofwhIch have extensIve retall networks, and Bulbank There are
currently lmuted servzces prOVIded by most banks beyond basIC safekeepmg Bulbank prOVIdes a range
of fmancmg and fee-onented servIces for foreIgn trade DebIt and credIt cards are becommg more
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promment, and basIc consumer servIces are now avaIlable Trade fmance activitIes are also one ofthe
key revenue generators for Bulbank and the foreign banks However, there IS httle lendmg, deposits
receive negatIve rea] mterest rates, and most banks are m the process of restructurmg

• In tenns ofjinanclal statement mdlcators and contmgencIes, banks generated profits m 1997 and
recapltahzed However, most profits were related to non-cash asset revaluations and translation gams
rather than new busmess Banks were requrred to reach 8 percent nsk-adJusted capItal adequacy ratios
by end 1997, and to have a mmunum capItal ofBGL 10 bIlhon by June 30, 1998 The Group I banks
are generally reported to have achieved these requrrements, WIth one exception However, as
statements have not yet been produced accordmg to mternatlOnal accountmg standards, It IS unclear
exactly what asset and capItal values eXist In the case of the major state banks, It will be necessary to
account for off-balance sheet habIllties as well Much of thIS dates back to earher guarantees for which
the banks may be lIable A rough estlIDate at end 1997 mdlcated that state banks' contmgent habIlltles
exceededtherr total assets and were more than 13 tlIDes total capital MeanwhIle, many ofthe smaller
Bulgarian banks are reported to be below the mmlIDum capital requrrement Ordmanly, thIS would
prompt mergers However, It IS also reported than many of the owners and managers of these banks do
not choose to merge Thus, they wIll have to obtam new capital, close down, or petition for mteTlID
forbearance In tenns ofmcome statements, banks took advantage of the revaluatIOn gams to provIsion
for loan losses This nommally covers the bad debts banks carned m 1997, which were particularly
problematic for the Group I banks However, revenues are low, and banks would have lIkely generated
losses had It not been from extraordmary non-cash gams In 1998, mcome from secuntles mvestments
IS lIkely to declme as mterest rates fall MeanwhIle, banks are generally not lendmg, which elIIDmates
the other major source ofmcome for banks There IS llIDlted tradmg actiVity, and most Group I banks
reported losses from these activIties m 1997 28 Thus, mdlcators were mIXed m 1997, but they do not
portend strongly favorable results m 1998

• In tenns offunds flows, It now appears that most banks are relymg on theIr depOSit bases to meet
reserve requIrements and then to mvest the balance m government secuntles In some cases, there are
SignIficant nsks With regard to matunty mIsmatches-positions that are essentIally short on the
lIabIlity Side and long on the asset Side

• There are no ratmgs currently avadable on Bulganan banks, although BNB IS m the process of
developmg mdlvldual bank ratmgs whIch wdl be publIcly dISclosed

• Bulganan banks appear to have adequate correspondent networks and payments systems SIgnificant
resources are depOSIted abroad, and the currency lmk to the DM combmed With the resource cover
requrrement before Issumg local currency appears to have prOVided confidence

3 2 Ownershzp The current bankmg system IS heavIly weIghted towards state banks, and It
appears that pnvatIzatlon Will reqUIre at least two year BulgarIa has an opportumty to send an
Important market Signal to the pnme-rated foreign bankmg commumty by successfully closmg
the Postbank acquIsItion by Nomura This might help accelerate pnvatlzatIOn, although
prospects for rapid pnvatlzatIOn In 1998 are doubtful There IS a positive trend m Bulgana WIth
regard to ownershIp In the bankIng system-IncreasIngly towards pnvate ownershIp, WIth an
emphasIS on attractIng pnme-rated strategic investors However, If the authorIties are
unsuccessful In attractmg such mvestment, there IS a nsk m the future that pnvatlzmg state
banks through the stock exchange wdllead to a recurrence of governance and management

28 As statements are not lAS, It IS unclear Ifthese are real losses There are reports that banks over-
proVISIoned for bad loans and reported losses on other actIVIties to reduce cash tax payments m a year
when profits were essentIally non-cash m onentatlon
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problems expenenced through 1996 29 TIus would sIgmficantly raIse the nsk that confidence
would agam be undermmed, particularly as It w111 take several years to develop a satIsfactory
mstltutIOnal framework for safe and sound bankmg Score 2

• There are 33 banks m Bulgana, of which SiX are state-owned These are Bulbank, Express, Blocheme,
Postbank, Hebros and the State Savmgs Bank-the last ofwhich IS expected to become a commerCial
bank m about two years (It IS unclear If It wIll remam state-owned once converted to a commercial
bank) The state banks now account for about 76 percent ofbankmg system assets (nettmg out
hquldated banks' assets) There are current plans to at least mltlate the process of pnvatIZatlOn for
Postbank and Express m 1998 If that occurs, thiS would reduce state bank assets to about 66 percent 30

By 1999, pnvatIZatton of Bulbank and any remammg banks would qUIckly shift the balance of
ownership to the pnvate sector MeanwhIle, m the mtenm, It IS perfectly conceivable that the bankmg
sector wIll be majonty state-owned as pnvatlzatlon ofExpress Bank IS not hkely to be completed at
least untIl 1999, and the compleXity and senSitivity ofBulbank pnvatlzatlOn may run that course out
mto mid- to late-1999 or beyond Meanwhile, It can be expected that some of the smaller pnvate banks
wIll either merge or go out ofbusmess Thus, Without sigmficant foreIgn mvestment m the bankmg
sector, It IS conceivable that the number ofpnvate banks Will declme m 1998, and that balance sheet
measures will remam majonty state-owned for at least the next two years

• OfBulgana's 33 banks, 22 are domestic banks These banks account for 95 percent of total bank
assets However, Bulgana has attracted mvestment from several pnme-ratedforelgn banks operatmg
either as branches or Bulganan banks With foreign participatton The role of foreign banks-both m
numbers and fmanclal actIVitieS-IS expected to mcrease m the next several years, particularly If
pnvatIZatlOn proceeds qUickly The pnvatIZatlOn ofBulgana's state-owned banks IS based on the
attractIOn of strategIC mvestment from pnme-rated foreign banks ThiS is Viewed as necessary for
lIDproved governance and management, mcreased and sustamable capital, trammg ofBulganan
personnel, mvestment m modem systems, and market hnles to ED members and elsewhere

3 3 Governance andManagement Several Improvements and changes have been mtroduced
through new laws and regulatIOns In terms of governance, there IS clearly a commItment to
holdmg boards responSIble for reasonable strategiC plans for theIr banks, satisfactory mternal
controls and reportmg, and comphance With laws and regulatIOns Management IS expected to
Implement these plans accordmgly However, m practIce, banks appear to be formulatmg theIr
strategIes as condItIOns become more predIctable SIgmficant changes have been made m 1997
at the restructunng level, at least m terms of nommal balance sheet restructunng What remams
now IS the more dIfficult task of operatIOnal restructunng now that Bulganan banks no longer
have access to endless sources of refinancmg Thus, bank boards and management wIll need to
determme how they wIll become cost-competItive m an economy where revenue sources are
hmIted, and where foreIgn competitIOn IS hkely to proVIde better servIces and/or pressure on
margms The larger task IS how banks wIll be able to manage nsks-from lendmg, mvestments,
tradmg and other actIVIties-as margms ShrInk on domestic opportumtIes and returns on foreIgn
securities are stable but hmlted Score 2+

29 There are examples m other tranSItIOn countrIes where the cross-ownershIp of banks, enterpnses
and mvestment funds has delayed needed restrueturmg, undermmed economIC competItiveness, and
perpetuated madequate governance structures and mcentives
30 These figures are based on (I) June 30, 1997 asset figures for all banks, (ll) preI1IDmary end 1997
asset figures for the state banks, and (m) the assumption that no major new mvestment WIll enter the
BulgarIan bankmg sector m 1998 apart from pnvatizatlon-related transactions at Postbank and Express
Bank
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• The legal process for Jomt-stock company fonnatlon and regIstration IS farrly straIghtforward and
mexpenslVe, and takes about one to three months For banks, the process IS more complex because of
current unofficIal restrIctiOns on the Issuance ofnew bank lIcenses 31 The Law on the BulgarIan
NatiOnal Bank IS clear and reasonably detaIled wIth regard to the mcorporatiOn and management of
banks, mcludmg the Issuance ofshares and the requrrements and qualIfications ofboard members
MeanwhIle, the Law on Banks spells out board responsibIlltles and requrrements, mcludmg mternal
controls and the dIsclosure ofmformatIOn Any acqUisItiOn ofmore than 5 percent ofvotmg shares m
a bank needs to be approved by BNB

• Cross-ownershIp IS permItted but restricted m the new Law on Banks The new laws and regulatiOns
are a consequence of the collapse of the system m 1996, but the persIstence ofvague ownershIp
structures suggests there remam significant governance weaknesses m the bankmg system ThIS raises
rIsks for the future m terms ofthe fmanclal health and operatIonal capacity of these banks to compete,
even If the potential for systemIC nsk has been mItigated for the tune bemg PrIor to the collapse,
banks were faIrly passive m lendmg to enterpnse owners WIthout any serIOUs discIplme requrred
WhIle BNB refmancmg condItions tIghtened a bIt m 1995-96, they were unsatisfactory m preventmg
wholesale collapse m 1996 This eventually led to the mtroductiOn ofthe currency board m July 1997,
WIth tIghtened and explIcIt lender of last resort cntena spelled out It IS expected that the strIct laws on
the BNB and banks combmed With enhanced supervISIon wIll serve to contam past abuses resultmg
from cross-ownershIp Efforts to Isolate and lIqUIdate loss-makmg state enterpnses has assIsted banks
by unposmg hard budget constramts on loss-makmg state enterprISes that frequently had ownershIp
stakes m banks ThIS has pennltted the non-lIquidated banks to recapItalIze, WIth state banks
consIdered reasonably solvent at end 1997 on a nommal balance sheet basIS However, to remam
solvent and lIqUId m the future WithOUt access to government fmancmg, banks wIll need to observe
new standards ofgovernance and management ThIS requrrement Will be remforced as bankmg
supervIsIon becomes more effective

• Mmorlty shareholders are not protected Ifa company makes a bId for less than 100 percent of the
target company's shares However, mmonty shareholders are entitled to pre-empt the Issue ofnew
shares that would dIlute theIr stakes Lack ofmmonty shareholder protectIOn, along WIth weak
dIsclosure and mSlder tradIng, are conSIdered major weaknesses WIth regard to capItal markets
development These WIll lIkely have to be addressed m the bankmg sector as well, particularly If
strategIC mvestors are not found for banks

• Shareholders are penmtted to vote by proxy at company meetmgs However, companIes are not
requrred to send proxy forms to shareholders madvance ofmeetmgs The new Law on Banks
addresses the role ofthe mternal audit functIon as well as external audIts It IS antICIpated that
development ofthese functIons will prOVIde for unproved overszght ofbank management Already,
there IS eVidence that banks are now m a POSitIon to better manage nsk than m preVIOUS years
However, governance IS stilI VIewed as weak m most banks, state-owned or pnvate There are now
strIct guldelmes for directors to exerCIse governance m complIance With laws and regulations The
strengthenmg ofbank supervlslon-mcludmg a commItment to develop on-site exammatlon skills,
early warnmg systems and general off-SIte surveIllance of the banks, and stronger supervisory
polIcy-wIll also focus on the effectiveness ofcorporate oversight m support ofbankmg sector
StabIlIty However, It will take some tune for these new developments to take hold

• There are no restnctlons on compensatlon--salanes and benefits--ofbank drrectors, managers and
employees, although It IS expected that compensatIon be mime WIth market norms and not undermme

31 11us unoffiCIal polIcy IS mtended to prOVide an mcentive to prospective mvestors to acquIre
eXlstmg state banks It remams to be seen If thIS polIcy wIll be effectIve Notwlthstandmg the state banks'
solvency ratiOS, Bulganan authontles will have to be prepared to heavily dISCOunt the pncmg ofstate banks
because ofthe added management compleXity and cost oftakmg over old banks' networks, personnel and
cultures
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the solvency or liqUIdIty ofthe mdlVldual banks There are restrictIons on the payment of dIVIdends to
shareholders If capItal and reserve ratiOS fall below mmunum levels 32 DlVldend payments cannot be
made untIl all tax payments are made as well

3 4 Non-Bank CompetitIOn There IS lImIted competitIOn m the marketplace Nascent capItal
markets have emerged, but these m no way compete With banks There IS no perceptIble
competItIOn from factormg, commercIal finance, leasmg or other compames that might compete
With banks m more developed markets Score 2

• There are no major credit cooperatives m Bulgaria, although some smaller savzngs cooperatIves eXIst
m rural areas Therr Impact on fmancial sector aggregates IS conSidered mmImal

• The Bulganan capital markets are compnsed ofthe Bulgarian Stock Exchange, and markets for
government secunties and foreign exchange The stock exchange offiCIally reopened m October 1997
after new depOSItory and registration standards were mtroduced back m 1996 By January 31, 1998,
block trades of 140 different companies were bemg transacted Most deals are m the chemicals,
tobacco, food processmg, constructIOn and textIle sectors About 30 percent ofturnover IS from
foreign portfolio mvestors, mostly m chemIcals, 011 refmmg and tobacco The fIrst offiCially traded
company-Elcabel-launched Its shares m January 1998 Given Its mfancy and the economic
conditIons which prevaIl, the market lacks IIqUldity-tradmg IS mostly m barter or shares The
government secuntIes market works well-the auctIOn process IS effiCient and accurate-and thIS IS
one ofthe mam areas ofactivity for the Bulganan banks However, WIth government expenditure
under control, rates are commg down-a good SIgn for the economy, but a bad SIgn for bank earnmgs

• There IS lIttle znsurance sector actIvity In late February, the government announced It mtended to
establish an msurance company With the State Insurance InstItute holdmg a 95 percent share and State
Savmgs Bank as a 5 percent shareholder GIven an active transport market, It can be expected that
msurance actiVity Will mcrease over tIme It IS noteworthy that AIG, the large msurance frrm, was one
offour companIes to bid for Postbank

32 MmunUffi nsk-adJusted capital ranos are 8 percent at end 1997, 10 percent at end 1998, and 12
percent by end 1999 General reserves are reqUITed to be at least 1 25 percent oftotal assets BNE also sets
reserve reqUlTements-ll percent m early 1998
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS
BulgarIa has accomplIshed a great deal m 1997, not the least of which IS an Improved prudential
regulatory framework WIth which the largest banks are able to comply Thus, m terms ofeXlstmg
measures for capItal adequacy, asset qualIty and hquldlty, the banks appear satisfactory
However, the sustamabllIty of earnmgs IS called mto questIOn, and thIS pomts to the structural
weaknesses of the system at large Banks are risk-averse for sound and prudent reasons
However, If they mamtam their current portfohos, they Will hkely generate losses and ImpaIr
capItal over tIme BulgarIan banks are now faced WIth the challenge of operatIOnal restructuring
to achIeve competitIve standards wlthm a currency board framework where the lender of last
resort functIOn IS restrIctIve ThIS ultimately pomts to the capaCIty of management to IdentIfy,
evaluate, and capltahze on nsks under market condItIons Whether BulgarIa's banks can match
thIS challenge remams to be seen Score 2+

4 1 Capital Adequacy The state banks now are expected to meet 8 percent nsk-adJusted
reqUIrements The target IS 12 percent by end 1999 These calculatIons are conSidered conSIstent
WIth Basle Committee gUldehnes WIth regard to TIer I and II calculations, and are modeled to
conform to ED dIrectIves regardmg "core" and "supplemental" funds The government IS also
attemptmg to attract strategIC mvestment from pnme-rated mstltutlOns to address future flow
Issues The latter IS the CrItIcal questIon for the long-term outlook of the bankmg sector, and thIS
will dIrectly Impact capItal adequacy trends m the future Score 3

• All but one state bank were reported to have 8 percent fIsk-adJusted capItal by end 1997 These figures
WIll be evaluated by mtematIOnal auditors to determme If they conform to lAS ThIS IS an
accomplIshment considermg that CARs were well below 8 percent at June 30, 1997 for the Group I
banks The pOSItive Side to the recapItalIzatIOn IS that It has been accomplIshed With losses fully
prOVISIoned, WIth a suspenSIOn of mterest recapItalIzatIOn, and With mterest accruals termmatmg when
payments are more than 90 days overdue However, on the negative Side, the "eammgs" used to
recapitalIze balance sheets were foreign exchange-related translatIon adjustments On a longer term
basIS, capItal may be ImpaIred by the run-up of losses from mefficlent bankmg operations Net ofthe
translatIon adjustments, state banks generally would have mcurred losses m 1997 ThIS wIll remam a
challenge m 1998, particularly as mterest mcome from seCUrIties IS low

• Bulgana has a lImited foreIgn presence m the bankmg sector-lNG, RadIelssen, and BNP-Dresdner
are the major foreIgn banks m Bulgana It IS the stated mtention ofthe government to attract strategIC
mvestment The Nomura bId for Postbank represents a major accomplIshment If BCC can effectively
close the deal 33

4 2 Asset Qualify NPLs were estimated to be 16 percent of total loans at end 1996 In mld
1997, Group I banks tn partIcular were burdened by nonperformmg loans Whtle these loans are
now conSidered to be covered through prOVISions, the real questIon IS whether asset qualIty m
the future wIll be satIsfactory Banks are lIkely to have to assume greater nsk to generate
Improved earmngs ThIS WIll lIkely be through lendmg under market conditIons, secuntles
Investment as capItal markets broaden theIr range of offenngs, and m real estate and other assets
The snapshot balance sheet figures at December 31, 1997 mdlcate conservatIve portfolIos
predommantly m government securities, domestic and foreIgn This IS prudent However,

33 Accordmg to BCC, Nomura has committed Itself to retail operatIons, mformatIon technologies,
trammg, Improved staffmg, and a new management structure m conjunction With new capItal
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starting In 1998, It IS lIkely that the rIsk profile wIll change to Improve earnings Score 3

• New regulatIons have been mtroduced to address large exposures connected/relatedparty/mslder
lendmg nonperjormmg loans, Interest accruals prOViSIOning, and exposure lzmzts These are basIcally
consIstent WIth Basle and EU gUldelmes For example, large loans represent anythmg greater than 10
percent ofbank capItal, and are dermed as exposure to a smgle clIent-thus, large "loans" go beyond
credIt, and are treated on an mdlvidual and on a consohdated basIS Total exposure of the bank to a
smgle chent cannot exceed 25 percent of bank capItal Total large exposures to all smgle chents cannot
exceed 800 percent ofbank eqUIty There are some exemptions to large loans-exposure to
government or government guarantees, the BNB, IFls, other central banks approved by BNB, and
secunties or other exposures WIth 110-125 percent guarantees However, by and large, the new
requIrements and defmltlOns are conSIstent WIth mtematlOnal standards The challenge WIll be on
ensurmg that exposures to "smgle clIents" remam prudent

• There IS now favorable tax treatmentfor loan loss provzslOnlng In fact, one of the reasons why the
banks provISIoned so aggreSSively m 1997 was to reduce Its tax lIabilIty In the future, thIS should at
least encourage early recognItIon of losses

4 3 Management There have been some Improvements In management due to the strengthened
inCentIve structure Introduced Into the banking system m 1997-98 However, because BulgarIa IS
early m the adjustment process, the general capacIty of management remams untested under
market condItIons Score 2+

• The mam Issues facmg banks from 1998 wIll be operatIonal effiCIency and rISk management
Fundamental riSks wIll mclude credIt management-mtroducmg sound underwntmg standards,
mOnItonng of borrower comphance WIth loan covenants, ensunng adequate reportmg standards, and
collectmg on loans There appears to be partIcular mterest m mortgage lendmg, which IS long-tenn by
nature and heavIly dependent on a legal and market structure which enforces contracts There IS also
SIgnIficant mterest m consumer lendmg, which frequently carnes WIth It hlgher-than-average rates of
nonperfonnance and IS heavIly dependent on credIt mfonnatlon servIces for mdlVlduals and
compames There are lIkely to be growmg nsks assocIated WIth secuntles mvestments, particularly as
capItal markets actIVItIes mcrease m Bulgana over the next several years There Will also be a
temptatIon to mvest m real estate, which may prOVIde SIgnIficant returns but also carnes WIth It severe
nsks

• As bank boards and management move on to develop nsk-takmg strategIes, It wIll be necessary to
develop and mamtam adequate mformatlon systems for management purposes These systems wIll
have to mclude a host ofconSIderatIons for lendmg, tradmg and mvestment actIVlties-matunty,
pncmg, currency ISsues from a portfoho standpomt, as well as the underlymg qualIty ofeach asset
Commonly CIted weaknesses m Bulganan banks are mfonnation technologies, management know
how, and the qualIty ofservIce delIvery Under such CIrcumstances, It Will be prudent for Bulganan
banks to develop theIr mtemal systems and controls, and to acclImate themselves to the new mcentive
structures presented by VIrtue ofnew laws, regulatIons, and foreIgn competItIon ThIS would likely call
for a phased approach to new credit and mvestments while restructunng operatIonally and settmg
comphance WIth prudentIal regulatIons as a m1DlDlum standard

4 4 Earmngs WhIle banks were profitable In 1997, thIS was due to translatIOn adjustments
Henceforth, the sustamabllIty ofearmngs wIll be called mto questIon for reasons CIted above
relIance on earmngs from rIsk-free government securItIes m a low Interest rate envIronment,
madequate dIversIficatIOn, inabIlIty to prIce for services, hIgh cost structures and IneffiCIent
operatIOns Score 2
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• Unaudited reports mdlcate that state banks' mcome and expenses were 80-90 percent accounted for m
foreIgn currency translation adjustments Separatmg out these adjustments, there IS some
differentIatIon m the market between banks whose revenue structures are more heavIly weighted
towards mterest mcome and those who show greater proportIons of tradmg revenue and commissions

• Interest rates on loans and depOSIts are not subject to controls, nor are other fees However, Bulganan
banks generally lack a pncmg strategy for servIces both relatIve to nsk and as a function ofmarketmg
strategy ThIS wIll hkely change over tIme Foreign banks do have pncmg strategIes m place

• There IS very httle eVidence ofmandated lending, and thIS IS restricted to the agrIcultural sector
Guarantees and subSidies for the wheat sector appear to be the mam SubSIdIes

• There IS a 40 percent profit tax rate which applIes to banks This IS high, and one ofthe reasons why
banks provIsIoned SO aggressively m 1997

4 5 Llquullty Due to bank recapItalIzatIOn requirements, reserve reqUIrements of 11 percent,
and nsk aversion on the part ofthe banks for a mynad of reasons, banks now have "excess"
lIqUIdity However, much of the "profitabIlIty" of the banks m 1997 reflects a revaluation of
assets that were transferred over to capItal and reserves (retamed earnmgs), reflectmg a one-time
"gam" that wIll be unsustamable from 1998 on Because of weaknesses m the busmess
environment and the need for complIance With stricter prudential regulatIOns, banks are
generally plac10g theIr lIqUId assets 10 safe secuntles mvestments 10 BulgarIa and abroad It
remams to be seen If lOcome from these activities 10 1998-99 wIll be enough for banks to
generate cash profits However, new measures to momtor lIqUidIty are 10 place, With careful
scrutmy ofcash flows and lIqUId assets to depOSIts ThIS should strengthen lIqUIdIty management
for the foreseeable future Score 3

• The mam weakness ofbanks' fundmg structures IS the lack of confidence people and small busmesses
have m the bankmg system As mentIOned earher, there IS a hIgh degree ofconcentration ofdeposIts
corporate foreIgn currency depOSIts placed WIth Bulbank, and domestic retaIl depOSIts placed With
State Savmgs Bank, and to a lesser degree Postbank As a result, most other banks need to go to the
mterbank market or other sources to borrow Ifthey want to lend or mvest In well developed markets,
the absence ofretaIl depOSIts tends to dnve up fundmg costs In Bulgana, retaIl depOSIts are VIewed as
a cost ThIS wIll take tIme to correct, although the pnvatIZatIon ofPostbank may serve as an Important
catalyst m thIS area

• It IS lIkely that bank management IS m a posltlOn to manage fundamental sensltlVltles to przczng.
znterest rate, and exchange rate movements ThIS IS due less to management skIll, and more to the
stabilIty of the current enVIronment However, prudential regulatIOns now requIre better hqUIdIty
management and reportmg on a cash flow basIS By defmltlon, thIS reqUIres banks to thInk about the
parameters oftheIr cash needs m the commg week, month, quarter and SIX months Such calculations
have to account for pOSSIble movements, and the POSItIOns taken to hedge agaInst movements that
would Impenl lIqUIdIty requIrements

• Reserve requirements are currently 11 percent oftotal depOSIts There IS no eVIdence ofnon
complIance among the major banks smce the currency board was mtroduced

• Loan-ta-debt ratios are stIll uncertam at end 1997 However, lendmg has declmed m recent years, and
most asset actIVIty IS m the nature ofconservatIve mvestments m government secuntles LIkeWIse,
bank borrowmgs are now under control due to the restrIctIon on central bank refmancmg of
commercIal banks
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• Asset-lzabzlzty management practzces w1l1 need to adapt to market condItIOns At end 1997, there was
stIll some eVIdence ofmajor mIsmatches by maturIty New regulatIOns are puttmg m place restnctlOns
on foreIgn exchange exposure In addltlOn, matunty tables are now used for the mamtenance of
hqUldity reserves

4 6 Operatzng and Regulatory EnVironment The operatmg and regulatory enVIronment IS
clearly Improvmg In Bulgana Laws and regulatIOns have been strengthened to conform to Basle
and ED standards Accountmg standards wIll soon be conSistent WIth lAS, and external auditors
are bemg used for 1997 statements of state-owned banks The government is workmg on depOSIt
Insurance legIslation that WIll be mandatory, fee-based, and prOVide reasonable coverage In a
tImely manner WIthout being unrealIstIc or extravagant The government has curtaIled bank
refinancmg, so banks now are adJustmg to new budget constramts These are all pOSItIve
developments However, the system stIll remams hIghly concentrated In many ways that can
dIstort future trends and flows It WIll take tIme to turn bankmg supervIsIon mto an effectlVe
operatIon able to detect and prevent cnses early on There are questIons about the level of
competence of some of the mternatlOnal accountmg firms, notwithstandmg the move towards
lAS It also remams to be seen over tIme how the government WIll react If an Important bank
such as Bulbank, or State Savmgs Bank-expenences major losses However, thIS IS not
expected to be a problem any tIme soon Score 3-

•

•

Under eXIstmg ClTcumstances, Bulgana prOVIdes depOSIt protection under Its Law on Protection of
DepOSIts from budgetary resources In lIght of the bankmg cnSIS and economIC collapse faced m 1996
early 1997, the government backdated an amendment to the law WhICh lumted coverage and put
payments on a two-year schedule TIus undennmed confidence m the bankmg sector, and has much to
do With the hIgh level ofresources currently held outsIde the bankmg system To restore confidence,
the authontles are currently draftmg reVised deposzt msurance legIslatIOn that wIll be mandatory for all
deposlt-takmg mstltutIons It IS antICipated that coverage for each depOSItor per bank would
approxlDlate 95 percent ofdepOSIts up BGL 2 mIllIon, and then 80 percent up to BGL 5 mIllIon
Assummg most people would have depOSIts m one bank, thIS would approxlDlate two tunes per capIta
mcomes on a StraIght GDP per capIta basIS It IS not yet clear what the mvestment guldelmes would be,
although It IS expected that assets would have to be nsk-free and IIquld-namely, m government
secunties Payment to depOSitors would be made when a lIcense IS revoked, whIch IS after msolvency
IS detennmed 34 The abIllty to detect and manage such a Cn5IS SItuatIOn wIll be essentIal to ensurmg the
fund remams lIqUId As there 15 no expected resolution functIOn budt mto the depOSIt msurance
scheme, BNB w1l1 have to ensure that safety and soundness conSIderatIons are central features of
bankmg supervIsIon focus Meanwhde, the 100 percent state guarantee on depOSIts held at the State
Savmgs Bank 15 expected to remam m force for two years after Its restructunng, WhIch presumably
means after Its transformatIon to commerCIal bank status All oftl11s IS mtended to restore publlc
confidence m bankmg mstItutlons to prevent a repeat of the problems faced m 1996-97

The preVIOUS practIce of refmancmg banks irreSpectIve of losses has been stopped ThIS effectIvely
reversed the ongomg pollcy of provIdmg resources for bank rescues through the active use of lender of
last resort fmancmg The currency board curtaIls the lender of last resort functIon to hIghly restncnve
condInons for lD1medIate lIqUIdIty BNB lS also not penmtted to lend to the state, or to state
mstltutlons At least 16 banks are m the process of hqUIdanon, or have been lIqUIdated It IS posslble
that others may cease to eXlst Ifthey are unable to reach the BGL 10 bIllIon mmlDlUIn capItal figure by
June 30, 1998, even Ifthey have posInve net worth There are also potential costs to be defrayed WIth
regard to the contmgent lIabdItles ofsome ofthe state banks With capItal m excess ofBGL 10 bIllIon
(see below)

See Law on Banks, ArtIcle 21
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• As mentioned above, there are examples of hIgh concentratIOns that can dIstort competItion or pomt to
systemIC nsk There are three key areas of concentratIOn WhICh could have an adverse Impact on the
fmanclal sector and economy If not properly managed-deposlt mobIhzatIOn, ZUNK bond holdmgs,
and contmgent habIhties Frrst, on the fundmg (deposIt mobIhzatlOn) sIde, control over deposIts can
lead to dommatlOn over the mterbank market, and government secuntIes and foreIgn exchange
markets State Savmgs Bank IS reported to hold 50-60 percent of local currency deposIts If they retam
such a percentage for the next several years, thIS could provIde them WIth excess control over the local
currency mter-bank market They might also be targeted as a source of cross-subSidIzatIon for weaker
banks WIth strong pohtical connectiOns, as has happened m other transItIOn countries when exphcIt
government budgetary fmancmg for state bank support has been curtaIled ThiS represents a potentIal
systemic nsk that WIll need to be momtored LIkewIse, Bulbank has a hIgh concentratIOn of foreign
currency depOSits from its corporate and government chents Second, ZUNK bond holdmgs Bulbank
holds ZUNK bonds WIth a book value m excess of the book valued total assets of all but one or two
banks 35 As ZUNK bonds can be used to defray up to 50 percent of the total cost of pnvatlZmg a
company, Bulbank may well be m a posItIon to own and control a sIgmficant number ofma]or
enterpnses as they are pnvatlZed At a mmunum, tillS wIll comphcate the task ofbankmg supervisiOn
More drrectly, such potential ownershIp m the economy raises SignIficant systemIc nsks to the
fmanclal sector, as has been shown m other countrIes where governance is weak and cross-ownershIp
prevaIls Thrrd, contmgent (off-balance sheet) habIlIties represent a potential fmancmg problem With
macroeconomIc unphcatIons The prehmmary assessment of state banks' contmgent hablhty values
exceeds therr asset values, and are more tlIan 13 tImes capital In tlIe case ofHebros Bank, contmgent
habihties are nearly nme tImes assets, and an astronomIcal 131 tunes capital In the case ofBulbank,
these contmgent hablhties are lIkely trade fmance-related (and mamly self-hquidatmg), but still
approxImate 44 percent of assets and are nearly five tImes capital TogetlIer, these two banks account
for 75 percent of the state banks' contmgent habihtIes Open markets and competItion WIll hopefully
change some ofthese concentratIons However, untIl there IS a sIgmficant reductIon, tlIese
concentrations should be Identified as potential sources of systemic nsk tlIat can have negatIve effects
on bankmg sector development

• WhIle the regulatory envrronment has Improved m 1997-98, tlIere IS stIll much to be done to enhance
the effectIVeness ofbankmg supervISIOn SuperviSion for commerCIal bankmg under market condItIOns
IS a new development, so thIS wIll take tune to develop To the extent that supervISion has operated m
recent years, It has been rules-based and comphance-dnven When banks deViated from regulatory
norms, they were requested to correct the deViation m letter form As long as tlIe BNB was able to
prOVide ongomg refmancmg to banks, thIS was easIly done on a debit-credIt basiS Without real
finanCIal unpact Now tlIat the lender of last resort functIon has been sIgmficantly curtailed, banks are
unable to tap mto such resources MeanwhIle, prudentIal regulatIOns have been toughened, and
regulatory powers have been given a mandate for enforcement To be effective, bankJ,Ilg supervISIOn
wIll need help WitlI a range ofactivitles--customlZmg on-SIte mspectlOns relatIve to need and
perceived nsk, rather tlIan SImply carrymg out full-scope exammatIOns based on a predetermmed
schedule, developmg appropnate early warnmg SIgnals mto tlIe off-SIte surveillance functIon,
unprovmg communIcatIon between on-SIte and off-Site functIOns for the development ofbetter
supervISOry strategy, and mtroducmg a well developed pollcy function m the Bankmg SupervlSlon
Department to coordmate and prOVIde proper oversIght for these actiVItIes, to adequately communIcate
WIth BNB monetary authontles, to enforce regulations m a manner consistent With therr legal mandate
commensurate With the rISks/ViOlations uncovered, and to prescnbe corrective actIons m a prompt and
tImely manner UntIl these Improvements are effectively mstitutIOnallZed, regulatIOns may not be as
effectIve as mtended

35 Bulbank ZUNK bonds are book valued at about BGL 215 billion Only three state banks have
total assets m excess of thiS figure, whIle a fourth has about the same level oftotal assets as Bulbank's
ZUNK bond portfoho
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• Effective m 1997, state banks are required to produce lAS statements With the help of external
audItors This IS a move m the nght directIOn, as IS the mvolvement ofmaJor flnns m the draftmg and
refmement ofnew accountmg legislation which wIll serve as a catalyst for the adoptIOn of
mternatlOnal standards Nevertheless, the presence of the external audit function should not be
overrated or Viewed as a panacea In many markets, the reports of external audItors have been roundly
cntlclzed for fal1mg to uncover needed mformatlOn and nsks that later surfaced, sometunes at great
cost This may not be entirely the responsibility of the audit firms, particularly m countries where
mformatlOn IS tightly guarded, disclosure IS lunlted, and where mternatlOnal standards are new
However, cntlclsm has been directed at firms for aggreSSively pncmg on tenders, uUhzmg relatively
mexpenenced staff, fadmg to utIlIZe skilled and expenenced mdlvlduals With SIgnificant awareness of
local market conditIOns, and underutlhzmg partners or other semor team members who are responsIble
for management and quahty control These cntlclsms have been a function of the perceptIon of larger
mcentlve problems-the deSire of audit firms to be retamed for future engagements, which might
compromise the mformatlOn filed m their reports

4 7 Transparency and Dzsclosure The new laws on the BNB and banks reflect a commitment
to greater transparency and disclosure m the marketplace Accompamed by new accountmg
standards, more open finanCial media, pubhc disclosure ofBNB ratmgs of banks, and a general
opemng of the market, Bulgaria IS now estabhshmg the buIldmg blocks for a more open
institutIOnal environment needed for market development IfBulgaria can sustam progress on
these fronts m 1998-99, thiS Will serve as a catalyst for strengthened governance, better
management, and general finanCial sector and economIc development However, to date, apart
from new laws and regulatIOns and more open fmancial medIa, these developments have yet to
come to fruItIOn They wIll be particularly challengmg In hght ofthe traditional reSIstance to
open disclosure over the past several decades Score 3-

• New legislatIOn has already called for banks to produce consolzdated statements revalue assets,
account openly for loan losses and nonperformmg loans, and to adequately provisionfor these losses
Statements m 1997 for state banks Will be presented accordmg to lAS, and thIS wdl become the
offiCial standard through new accountmg legislatIOn Such legISlatIOn, combmed With laws on BNB
and banks should also account for unmcorporated affilzates, and lead to mark-ta-market accountmg for
secuntles mvestments Thus, Bulgana IS already well on Its way to nnplementmg new standards
However, as noted above, thiS has been farrly easy to accomplish m 1997 due to the translation
adjustments from the depreCiation ofthe lev Absent thIS extraordmary non-cash gam, and With more
competitIon m the market over tune, It wdl be mcumbent on bank management to utIlIZe such
mformatlon for nsk management purposes Open disclosure wdl be needed through strengthened
mternal control systems It wdl also be necessary for banks and bankmg supervision to estabhsh
regular channels ofcommunicatIOn when potential problems are detected

• BNB IS currently m the process ofdevelopmg a ratmg system for mdividual banks, the mfonnatlOn of
whIch wIll be publzcly dzsclosed This IS a pOSItive development It remams to be seen over tune how
open the level of dIsclosure wdl be on findmgs from examznatlons inSpectIOns, and regular reports It
IS hkely that the mitial reports wdl reflect the regular reports banks submIt to bankmg supervISIon to

momtor for lIqUIdIty, capItal adequacy, and other basIC measures When VIOlations occur and
enforcement actIOns are needed, bankmg supervISion Will need to exercIse discretion and Judgment
On the one hand, open dISclosure that can lead to senous erosIOn of publIc confidence m the bankmg
system as a whole-mcludmg well managed banks that are profitable, solvent, lIqUid, and m
complIance-would be counter-productive On the other hand, pubhc disclosure IS needed to reduce
problems assOCiated WIth asymmetnc mformatlon and to promote dlsclplme Bulgana's bankmg sector
wIll benefit over tnne from nnproved accountmg standards andJUchCIOUS use ofpubhc dISclosure from
BNB However, the real benefits ofand from enhanced transparency wdl be from the general
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expanSlOn ofmarket activIty and the presumed effect thIS wIll have on bank governance and
management

4 8 SensItIvIty to Market RISk CondItIons have begun to stabIlIze m BulgarIa, and
improvements have already been made m the legal and regulatory framework However, as
BulgarIa is now at the begInnIng of the adjustment process, it will take tIme to develop nsk

management capacity It IS very lIkely that credit risk Will be the mam challenge m the near term

given the current excess lIqUidity of banks and the otherwise stable outlook for mterest rates,
exchange rates and pnCIng However, as banks take on more rIsk to mcrease earnmgs, theIr
capacIty to honor transactions, comply With regulatiOns, develop prudent strategies and mamtam
a favorable reputation In the market will be challenged DevelopIng comprehensive nsk
management systems Will asSIst m these efforts The entry of strategIc mvestors Into the bankmg
sector would help Immensely Thus, much of the abIlIty of BulgarIa's bankmg system to manage
sensItIvity to market nsks depends on the success of itS eXistmg bank pnvatizatlon strategy
FaIlure to accomplIsh these goals WIll raIse questions about overall sensitIVIty to market nsk
Score 2+/3-

• Bulgana's banks wIll be under mcreasmg pressure to lend to mcrease earnmgs Thus, credit risk will
be a formIdable challenge m the commg years ThiS WIll be true m several areas FIrSt, traditional
lendmg has never been commercially managed As such, nsk assessment under market conditIons IS
new m Bulgana Cash flow lendmg is rare Secunty IS weak due to weak or contradictory laws, and the
absence of commercIal court tradItIons which prOVide credItors With mcentives to enforce contracts
through legal means ThiS creates uncertamty Furthermore, prospective borrowers have generally not
been subject to the fmanclal dIsclplme reqUIred ofa market economy Thus, sortmg out these nsks
under uncertam or changmg CIrcumstances Will represent a sIgmficant management task m the commg
years Second, there wIll be an mterest m consumer lendmg due to the perceptIon of hIgh returns and
qUIck turnover Keepmg losses low w111 be essentIal m what IS frequently a lendmg actIVIty whIch
carnes a hIgh level of delmquency ThIrd, there has been mterest expressed m mortgage lendmg ThiS
IS generally long-term, and nsky m both the household and the commerCial property development
sector m the absence ofwell-funcnonmg, liqUId secondary markets Interest m thIS area may serve as a
spur to Improvmg collaterallegislatlOn and court practIces, as well as acceleratmg development of
long-term fmancmg markets However, regulators at a mmImum should ensure that household depOSIts
are not secuntlZed for long-term property-related ventures

• Bulgana's banks are currently very lIqUId LzqUldzty rzsk IS now well managed due to the stable
macroeconomIC conditIons that preVaIl, the recapItalIzatIon of balance sheets, complIance WIth I I
percent reserve requIrements, heavy mvestment m government secuntIes, and regular reportmg of
"matunty ladders" and lIqUIdIty ratIOS on a cash flow basIS to bankmg supervISIon Over tIme, It wIll
be expected that banks WIll take on more nsk and dIversify At that pomt, the Issue ofeammgs based
on lAS WIll ultImately mfluence the qualIty of Its lIqUIdity POSItion For the tIme bemg, lIqUidity IS
more an Issue of the "mobIlity" of banks' assets-m the cases of most state banks, there are maturity
mismatches where balance sheets show high levels ofshort-term lIabIlities and long-term assets ThiS,
combmed With contmgent hablhtles could potentially create a lIqUidity problem for banks However, It
appears that the government and IFls are aware of thiS Situation, and that It IS bemg momtored

• Maturity and currency mismatches wIll be temptmg to take advantage of m the future due to eammgs
pressure and concerns about credit nsk Thus, bank management and bankmg supervlSlon Will need to
closely mOnItor mvestments m mstruments With fmanclal structures that are exposed to sIgmficant
volatIlIty m znterest rates exchange rates andprlczng For now, most secuntles mvestments are m
government secuntles that are m BGL, OM and dollars In all three cases, the mterest rate scenano IS

favorable If mvestments have been weighted m dollars, banks should have benefited from the dollar
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appreCiatIon agamst the DM m 1997-98 However, thiS presents an example of potential risk to the
banks and BNB Ifbanks have excess exposure m dollars at a tune when exchange rates eventually
stabl1lZe, or If mterest rates declme, such changes could change earnmgs trends This IS not a major
nsk for the foreseeable future, but those mvestmg resources need to be prepared for changes m these
rates and prudently manage exposures accordmgly Banks and regulators wl1l also need to be mmdful
ofnsks assOCiated With fIxed-vanable mterest rate or exchange rate formulas as they apply to smgle or
multi-currency mvestment optIOns LikeWise, there are bound to be temptmg mstruments that carry
pncmg rlSk-hnked to commodities or other mstruments The risk of abrupt changes m these markets
needs to be fully acknowledged m advance oftakmg positions m these mstruments

• As m any bankmg sector, there are npple effects m the event that mdlVldual banks are unprudent m
the management of resources Where banks are small and have httle unpact on deposit safety,
mterbank markets, or secuntles markets, these developments can be contamed With few Side effects
However, when they affect large banks, or smaller banks With slgmfIcant positIOns m specIfic bank
fundmg sources-household depOSits, mterbank market-the lffipact can be systemic and undermme
confidence Without prompt, remedial action Thus, banks wIll need to prudently manage resources to
be able to honor transactIOns This w111 requITe strong mtemal controls, high levels ofaccountablhty,
and effectlve govemance and management Fal1ure to do so undermmes pubhc confidence both m the
basIC underlymg trust reqUITed for safekeepmg, and m the general oversight ofthe bankmg system for
safety and soundness The effect IS money held outside the system, which only dnves up the cost of
transactlons and makes fmanclal mtermedlatlOn less effiCient Banks w111 need to be m complzance
With contractual agreements, whIch also IS tied to the transaction nskjust mentIOned Comphance With
prudential regulations, and pubhc disclosure of such comphance, sends a Signal that banks appear safe
and sound The absence of comphance agam undermmes confidence, and reduces effiCiency Thus,
regulatory comphance backed by a well functlOnmg legal framework IS needed to manage comphance
nsk The JudiCIal apparatus WIll need to adequately account for creditors' needs IfcomplIance IS to be
combmed With nsk-takmg FaIlure to accelerate effective JudICial reform raises the nsk that bank
comphance w111 be predicated on overly conservatIve and protectIve strategies that, consequently, w111
do httle to proVIde needed fmancmg for more than margmal economIC growth InsufficIent legal
reform represents one consIderatIon With regard to strategIc nsk The altematlve IS that reforms
provide the needed framework for meanmgful nsk-takmg under market condltlons, as expected ThIS
wIll then need to be combmed WIth adequate systems ofgovemance and management-mcludmg new
mvestments m mformatlon technologIes, trammg m staff, mcentlves for performance, SUitable
organIZatIOnal structures and processes to achieve competitiveness under open market conditIons-to
ensure that bank strategies strike a balance between nsk-takmg and underlymg stablhty Fmally,
competitIveness of mdlvldual mstItutlOns and the market as a whole WIll need to mcrease to enhance
the eXlstmg reputatlOn ofBulgana's bankmg sector For thIS reason, more than legal and regulatory
reform IS reqUITed Ultlffiately, the abillty to lffiplement these reforms, develop strong and transparent
mstltutlOns, and observe mtematlOnal standards wIll determme the degree to whIch the bankmg
sector's reputatIOn lffiproves And thIS cannot be achIeved beyond a fundamental levels unless
comparable standards are observed m the real sector ThIs w111 requITe sustamed progress over the next
several years However, the turnaround from collapse m 1996-97 IS encouragmg, and thIS provides
cause for cautlous optlffilsm Ifmarket reforms can be sustamed and enforced
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