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The Bulgarian Banking System

by Lubomir Filipov

Lubomir Filipov is Governor of the Bulgarian National Bank.

Various important aspects and recent developments in the Bulgarian banking
system were discussed and analyzed in many publications, including the interest-
ing presentations by authors participating in this international conference.

It is neither necessary, nor possible to make an attempt at a broader, more or
less exhaustive survey. I believe it would be more helpful if I focus on only two
aspects that I find important, and which are of particular significance in the light
of Bulgaria’s prospects for future integration into the European Union. These as-
pects are:

1. Harmonizing our banking laws and regulations with European legislation;
and

2. Striving to provide favorable conditions for competition in the Bulgarian
banking system.

Before going into the details of these two aspects, I would like to note that in
latest Bulgarian history, particularly after 1980, a state monopoly existed on bank-
ing transactions in Bulgaria. The Bulgarian banking system was of the type typi-
cal of centrally planned economies. Three banking institutions existed — the Bul-
garian National Bank (BNB) which combined functions of both a central and a
commercial bank, the Bulgarian Foreign Trade Bank (BFTB), and the State Sav-
ings Bank (SSB). This model started to change with the establishment in 1981 of
the first commercial bank in the country — Mineralbank. The process of banking
system decentralization continued with the creation in 1987 of eight commercial
banks servicing different industries, and at a later stage BNB branches were trans-
formed into commercial banks. In early 1991, the Bulgarian banking system com-
prised 69 commercial banks, incorporated as joint stock companies, the State Sav-
ings Bank and the Bulgarian National Bank.

Resulting from two waves of consolidation of banks with prevailing state own-
ership, on the one hand, and the licensing of new private banks, on the other, pres-
ently there are 22 commercial banks holding full license (for both domestic and
overseas banking operations); 19 commercial banks with domestic license (for do-
mestic banking operations only), of which nine are authorized to open current ac-
counts abroad; four offices of foreign banks in Bulgaria; and the State Savings
Bank.



Banking transactions are also effected by nonbank financial institutions — 149
financial and brokerage houses, 30 licensed brokers and about 500 exchange bu-
reaus.

Harmonizing Banking Legislation in Bulgaria

From a historical perspective, harmonization in the area of banking in Europe
was first effected on the lower banking system tier — lending institutions (i.e. pri-
marily in the area of bank supervision), and much later (after Maastricht, 1992) on
the central banking and monetary policy tier. This inductive approach toward the
creation of a common European banking system is, to say the least, a cautious one.
More deductive was, however, the approach for establishing the legislative frame-
work of the Bulgarian banking system. The Law on the Bulgarian National Bank
was passed in early 1991. The Law on Banks and Credit Activity was adopted a
year later, followed by the adoption by the central bank of the basic prudential
regulations.

Before focusing on the legal framework in terms of the requirements for
“steering the monetary policy toward integration into the European Union,” please
allow me to comment on Bulgaria’s modest achievements in introducing Euro-
pean directives on lending institutions.

1. Bulgarian banking legislation meets the requirements of the first banking di-
rective in terms of the principles of the right of establishing and freedom of offer-
ing services, and establishes bank supervision as an institution within the central
bank.

2. Regulations No. 8 of the BNB is in conformity with the directives on capi-
tal elements and capital adequacy ratios. The eight percent ratio was provided for
in the Law on Banks and Credit Activity, but our decapitalized banking system
has not generally been able to achieve it yet.

3. In the current year, the BNB Managing Board adopted a regulation provid-
ing for the creation of deposit insurance scheme, and later on the Parliament
passed the Deposit Insurance Law.

4. Last year the BNB introduced a minimum initial capital requirement for the
incorporation of a lending institution, amounting to the equivalent of ECU 5 mil-
lion for domestic operations license, and ECU 8 million for full license, including
overseas operations.

5. Regulations No. 7 of the BNB (on big and internal loans) sets a lending limit
per a client of 24 percent of the bank’s own capital. Any big loan in excess of this
limit should be fully provisioned by the bank.

6. In the spring of 1996 the Bulgarian Parliament passed the Law on Securi-
ties, Stock Exchanges and Investment Companies.

In spite of the great number of good regulative acts we have to admit that
banks’ compliance with them, as well as bank supervision are still on a very low
level.



I can proceed now with the issues of harmonizing our monetary policy legisla-
tive framework with European requirements.

The Law on the BNB was passed by the Grand (Constituent) National Assem-
bly in a period of post-revolutionary euphoria. It provides that:

* the central bank is independent from the government and is accountable be-
fore the National Assembly only;

* the Governor and the three Deputy Governors are elected by the National
Assembly, and the remaining members of the Managing Board — by the President
of the Republic for a five-year term of office;

* the main task of the BNB is to contribute to the internal and external stabil-
ity of the national currency. For the purpose, the BNB formulates and implements
the national monetary policy;

 the BNB is not allowed to finance the government, except temporarily by
short-term advances of up to three-month maturity, which should be redeemed
within the current fiscal year. The BNB may purchase government securities only
if they constitute part of a public issue;

« with the exception of open market operations, which are the main monetary
policy instrument, the BNB may refinance commercial banks only against collat-
eral.

Conceptually, with this central bank law we could immediately join the
Maastricht Treaty. In practice, the BNB is, however, rather restricted in its activi-
ties, first and foremost because of its heavily decapitalized banking system and the
burden of domestic and foreign government debts. Since the beginning of 1994,
the budget deficit has been financed only through government securities issues
and open market operations have become a prevailing instrument of the monetary
policy, but further improvement of the BNB monetary policy can be successful
only with a concurrent recapitalization and stabilization of the commercial banks
and through a better government debt management.

Providing Conditions for Competition in the
Bulgarian Banking System

The onset of the radical transition from a centrally planned economy necessi-
tated momentous changes in the Bulgarian banking business, the most important
of which being the strive to pursue a policy aimed against any restrictive practices,
typical of concentration.

It is a known fact that one of the fundamental principles underlying developed
economies, and especially developed European countries, is the principle of mar-
ket economy based on free competition in various industries, including banking.
Furthermore, this is a principle of crucial importance, as competition is seen as an
important instrument for enhancing efficiency and performance.

Irrespective of current natural and/or guided and necessary for this phase pro-
cesses of consolidation, in recent years the Bulgarian banking industry has com-



mitted itself to pursue a policy aimed first and foremost against any restrictive
practices typical of overconcentration, and dominant market positions or arrange-
ments preventing cooperation. Second, active measures are being taken to provide
incentives and expand competition in banking.

In this regard, it is sufficient to mention the elimination of centrally set levels
of interest rates, charges, and commissions. Direct management of loans by so-
called credit ceilings set on a bank-by-bank basis was also done away with. In
principle, a trend is maintained toward despecialization or universality, which al-
lows for better access to various segments of the broad banking services market.
Banking activities and products are gradually diversified. Ample attention is paid
to easing up on the entry of new competitor banks, both domestic and foreign, into
the banking business. The policy of mergers and other ways of consolidation, and
general policy pursued in terms of the ownership structure of banks is again seek-
ing to take into consideration the aspect of competition. The goal is to increase
both internal and international competitiveness of Bulgarian banks.

In this respect, I would also mention our consistent efforts to improve banking
statistics and market transparency in the banking sector, as well as the measures
taken for improving this country’s payment system.

The major problems we face in this area are, [ believe, faced by our colleagues
in the developed European countries as well, though different in scale and magni-
tude: adequate level of competition; conditions for proper operation of market
forces; the role of cooperation; international competitiveness; investments protec-
tion, etc.

At this stage of Bulgaria’s transition to a market economy, all steps in this di-
rection are, of course, very careful and to the extent required. For example, here,
as well as in some other European countries there are regulative acts providing for
specialized institutions (as is the case of our outdated Law on the State Savings
Bank). These, inter alia, impose certain restrictions on the freedom of financial
institutions diversification.

Another question raised in Bulgaria, as well as in other more developed Euro-
pean countries is whether price liberalization of banking services (interest rates,
charges and commissions) would be sufficient in itself, and to what extent, what
other instruments should complement liberalization by other regulations, in view
of providing normal operation of market forces.

It is clear that competition between banks should be achieved on a “play level
field” basis, in other words, market agents should compete under conditions and
with equal rights, so that equality in terms of competitiveness is ensured.

Undoubtedly, in Europe and in this country, competition between banks
should be governed by well defined “rules of the game” in the form of a code of
behavior, rules of market practices, and principles of market organization.

In Bulgaria, as in all other European counties, club or association agreements
which are often helpful in formulating the “rules of the game” and in setting up the
appropriate market organization should not be twisted for anti-competition pur-



poses and trust agreements.

In Bulgaria, as in developed European countries, it is necessary to eliminate
and rule out any anti-competition outcomes of market concentration and prevail-
ing market shares.

We do share the European understanding that reliance on competition among
banks and market forces alone cannot resolve all efficiency issues. Significant co-
operation is required in certain areas in view of ensuring the proper operation of
market forces. There are at least two areas that undoubtedly require this: the joint
activities for improving the effectiveness of the national settlement system; and
the role of club (association) agreements concerning market organization.

Bulgaria is relatively small and quite open to the rest of the world. Issues of
attracting foreign participants in the market (investors, financial intermediaries,
etc.) are of particular importance. Determining the degree (which is a dynamic
value) of their participation on an equal basis in the banking services market here
is another very important issue in the dramatic transition to a market economy.

As already pointed out at the beginning, strengthening Bulgaria’s financial sta-
bility at present depends not only on the BNB monetary policy, but also on its in-
tegration into a comprehensive program of structural reforms in the real and bank-
ing sectors and on the improved management of government debt. Within the
framework of this comprehensive process, major guidelines of the BNB monetary
policy in 1996 boil down to the following:

* In 1996, the BNB monetary policy is targeted at curbing inflation by apply-
ing monetary instruments in proportions so that no pressure is exerted on eco-
nomic growth.

* Foreign exchange policy supports the general anti-inflationary goal. The
BNB will try to avoid, to the extent possible, serious foreign exchange rate fluc-
tuations, to prevent erosion of the trade balance surplus and to maintain the
foreign exchange reserves at a reasonable level.

* The interest rate policy also assists in controlling inflation. The BNB will
try to alleviate, to the extent possible, the interest burden on borrowers. The aim is
to preserve the interest rate margin between lev-denominated and forex-de-
nominated deposits positive, and the BNB will withstand any external pressure
and will keep within its conservative policy until the necessary prerequisites for a
change are in place.

 To maintain the credibility of the lev and strengthen money demand it would
be appropriate for the BNB to keep real positive interest rates on deposits.

* The BNB will continue to restrict money supply growth, keeping it 4 — 5
percentage points below inflation and the expected growth of GDP in real terms.
Various monetary instruments will be used for the purpose (open market opera-
tions, interest rates policy, exchange rate, minimum reserve requirements of com-
mercial banks, etc.).

* The BNB will strengthen supervision of commercial banks, directing its
efforts not only at restricting the amount of extended uncollectable loans, but also



at eliminating the causes for this.

* Further decapitalization of banks will restrict the possibilities for conduct-
ing an anti-inflationary policy. This problem could be solved only within the off-
site control effected by the BNB. Therefore a rehabilitation program covering the
whole banking system is needed, because necessary financial resources should not
come from the BNB as this will have a pro-inflationary impact. An additional
structural budget will be necessary, and finances should come from different
sources: nonbank financing, privatization receipts, external financing, etc.

* In view of supporting its monetary policy, the BNB will assist the competent
governmental departments and authorities in the regulative legislation and prac-
tical development of the primary and secondary capital markets in Bulgaria
based on the legislation on securities, stock exchanges and investment funds. This
will have a positive effect not only in terms of speeding up privatization but also
for increasing the role of market principles in the banking sector.

» The BNB’s policy will aim at providing and maintaining the conditions nec-
essary to conclude arrangements with the International Monetary Fund and
the World Bank.

We believe that only far reaching structural changes in terms of privatization
and enforcing financial discipline on all economic and financial entities would
provide the necessary prerequisites for further sustainable reduction of inflation
through moderately restrictive monetary and fiscal policies.
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Rehabilitation and Restructuring of the
Bulgarian Banking System

by Valentin Tzvetanov

Valentin Tzvetanov is Executive Director of the Bank
Consolidation Company.

The speed of implementation of reforms in transition economies in the early
1990s was crucial to the successful transition to a market economy. The aim of
this process may be described as a gradual shift from economies with central plan-
ning to an active participation of economic entities in a competitive market envi-
ronment, including the withdrawal of the government from direct governance and
strengthening of its regulatory functions.

Regretfully, in the first two years or so following political changes in Bulgaria,
the strong politicization and confrontation in society had a negative impact on the
economy and impeded appropriate decision-making. The decisions have been
taken not so much from the viewpoint of economic logic but rather in line with the
expectation of the public for painless transition and in relation to the frequent po-
litical elections held during this period. Thus, some important but unpopular deci-
sions which could have given a strong impetus to the changes were postponed for
the future.

Of course, it is not possible to expect a radical change in public thinking in a
very short period of time when shifting from a social and political system which
has existed for decades to a diametrically different one. Public support for reforms
and understanding of the need to face certain challenges is of essential importance
for their success.

All these circumstances led to a delay in structural reform, and hence to the
gradual deterioration of the national economy, and of the banking system in par-
ticular. Therefore, a program for rehabilitation of the banks and their complete re-
structuring was needed as a step towards integration into the European Union.
Given the experience of the past five-year period, the Bank Consolidation Com-
pany (BCC), jointly with the BNB and Ministry of Economic Development have
developed a program which was approved by the government in December 1995.
In the beginning of April 1996, it was elaborated to meet the requirements of in-
ternational financial institutions for the period from 1 July 1996 to the end of
1997. Major points of this program are: creation of adequate regulatory structure;
improvement of the legal framework and accounting standards; restructuring of
the banking system; rehabilitation of banks; privatization.
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Creation of Adequate Regulatory Structure

This issue is fundamental for the development of the banking system in any
country. Its importance for Bulgaria has been categorically proven from the expe-
rience of the past six years since the start of reform. Although the bank supervi-
sion was established at the very beginning, no correct solution to its efficient uti-
lization has been found ever since. In consequence, the bulk of current problems
is due particularly to this fact. Main setbacks are:

1. Perfunctory approach when licensing new banks and nonbank institutions.

2. Insufficient number of on-site examinations.

3. Refinancing without commitments.

4. Failing to sanction banks which do not comply to the established regulations
as early as at the time of finding out the noncompliance.

As a result, the right moment was missed for creating conditions to strengthen
financial discipline as a basic regulator of the behavior of bank institutions and for
bringing their activities in line with the economic logic. Banks suspected to be
constituted with borrowed capital from other similar banks or companies were li-
censed. A great amount of internal loans in the case of private banks was tolerated.
Actually, quite a small part of the regulations established by the regulatory frame-
work have been observed, regardless of the fact that in general they were in com-
pliance with international standards. Consequently, banks’ portfolio quality has
become extremely low and pnenomena such as “credit millionaires” and “income
privatization” have emerged. Another phenomenon contributing to the erosion of
depositors’ confidence were the so-called “pyramids,” and their managers called
“pharaons.” In this case, unlicensed companies carried out bank transactions un-
der fraudulent form. On the top of that, extremely high number of licensed finan-
cial and brokerage houses and exchange bureaus should be mentioned, which in
the recent years had a strong speculative influence on the domestic foreign ex-
change market and added up to the sharp devaluation of the national currency,
though this was not a major problem. The great number of nonbank institutions
has objectively made difficult the implementation of on-site examinations due to
bank supervision understaffing. Moreover, the regulations do not provide for a
method of operative control over these institutions.

On several occasions some banks had been in dire state and were refinanced
by the BNB and the SSB without taking up any specific commitments to improve
their performance or if they had made such commitments, the failure was not fol-
lowed by any sanctions. Thus, refinancing was used as a source to extend new
loans to loss-generating enterprises, and so the burden has been transferred from
the real sector to the banking system.

All this created the impression of impunity of bank management and nonbank
financial institutions which used to believe that the BNB or the government would
come to their rescue every time they got into trouble since they were too big to be
declared bankrupt. This caused a moral crisis and contributed significantly to the
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decline in confidence in financial institutions resulting in run on banks, whereby
assets have been split from liabilities. The population withdrew a considerable
volume of foreign exchange deposits from the financial system and preferred to
keep them in so-called “jar-bank.”

Therefore, particularly since early 1996, the BNB has started to conduct a re-
strictive policy concerning refinancing. Several banks have been placed under
conservatorship and bankruptcy proceedings have been instituted against five of
these banks.

What is the plan for bank supervision development in Bulgaria now?

1. Setting up the structure and powers of regulatory units in the country.

2. Recruitment and training of personnel.

3. Improvement of the legal framework.

4. Setting up an early warning system based on the international accounting
standards.

5. Development of interbank system for exchange of information on borrow-
ers.

6. Creation of a system for announcing bank performance on a regular basis,
and likely a system for internal rating of banks.

Structure of Regulatory Units

Basic regulatory functions in Bulgaria are mandated to the central bank. After
some disputes, bank supervision was established as a structure within the BNB.
Decisions in relation to the banks are taken by the Managing Board of the BNB on
motion by the Bank Supervision Department. The head of the Bank Supervision
Department is a member of the Managing Board, but this is not an imperative re-
quirement. In addition to the laws, the BNB sets its requirements to the banks by
its regulations and decisions of the Managing Board. The scope of bank supervi-
sion activities comprises licensing of commercial banks, operative monitoring, in-
spections and conservatorship. Amendments to the Law on Banks and Credit Ac-
tivity of May 1996 granted more power to the central bank, and bank supervision
respectively.

Taking into consideration the specificity of the Bulgarian banking system,
keeping the bank supervision within the central bank is an appropriate decision.
At the same time, setting up a deposit insurance fund as a second regulatory cen-
ter outside the central bank should be considered. Thus, the BNB will not be the
only institution to bear the responsibility in relation to the regulatory functions of
the banking system as some of them are controversial when concentrated in one
center of authority. It is evident from world experience that the central bank
should support the liquidity of financial institutions but provided their creditwor-
thiness is evaluated, that is a normal credit is extended to a fair borrower who is
able to repay it. If, however, the central bank should ensure liquidity of unsound
banks in order to rehabilitate them (if it is necessitated by the circumstances), this
will contradict its restrictive policy and would expose it to a serious risk of losses.
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Therefore, it is necessary to give authority to another independent institution for
winding up or supporting a given bank in case of failure. The Deposit Insurance
Fund may become an institution, where such actions to prevent or limit the need
for recourse to its funds at an early stage would be logical. This fund should also
have the power to limit the range of activities to be performed by a bank, that is to
impose limits to the license, and also to revoke licenses, to rehabilitate or wind up
a bank.

Personnel Recruitment and Training

Currently, a competition for recruiting employees for Bank Supervision De-
partment is underway. More than 40 bank institutions and a great number of fi-
nancial and brokerage houses and exchange bureaus operate in the country. This
makes necessary that the Bank Supervision Department should be adequately
staffed in order to be able to provide operative monitoring and carry out on-site
examinations. Personnel training is one of the important tasks of the program.
Prominent specialists in this field from countries with developed banking systems
have been invited for this purpose. Essential part of this training shall be dedicated
to the actions which should be taken in case of conservatorship or winding up of
banks since we have no experience in this field.

Improvement of the Regulatory Framework

It should be noted that most of established regulations are completely identical
with the Basle’s standards. Such are the minimum capital adequacy requirement,
risk weights of the assets, amount of the required provisions for classified loans,
liquidity and big loan ratios, etc. At the same time, there are some deviations, part
of which will be adjusted by the end of the year, and others will be put in place
early next year. Such is the case with the method of formation of provisions con-
cerning doubtful loans, which to date has been effected up to the amount of the
profits before taxation, contradicting the basic idea of provisioning. Upgrading of
criteria for loan classification, regulations on bank liquidity and licensing, etc. is
put on the agenda.

Unquestionably, the most important pending issue is the Deposit Insurance
Scheme. The current law is provisional and covers 100% of individuals’ deposits
and 50% of deposits of legal entities. This solution has been prompted by the
panic among depositors during recent months. The previous regulation provided
guarantee amounting to BGL 250,000 and its foreign exchange equivalent for all
depositors. Obviously, a scheme sufficiently fair and transparent, which would not
nourish expectations that the government would cover deposits beyond the set
limit, should be established. It should be aimed at promoting formation of a com-
petitive market environment which in turn should ensure the necessary financial
discipline.
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Setting up an Early Warning System Based on the International
Accounting Standards

Since the current accounting documents prepared by the banks do not allow to
find out unequivocally whether they are solvent or not, as well as to easily carry
out a verification of the information provided, it was decided that a system for
early warning based on the international accounting standards to be established in
the beginning of 1997. The intent is to provide a facility for the bank supervision
to promptly respond to problems in any bank before a crisis occurs.

Development of an Interbank System for Exchange of Information

on Borrowers

The objective is to stop the outflow of capital to loss-generating enterprises by
providing access to information on their creditworthiness. Most probably, the sys-
tem will be located within the BNB. If such a system had been developed as early
as at the time of passing the Law on Banks and Credit Activity, the current prob-
lems would not have been so serious.

Creation of a System for Announcement of Bank Performance on a
Regular Basis, and a System for Internal Rating of Banks

As of 1997, banks will be obliged to make public their results from the first
half of the year. In our opinion, this will help individuals and companies in their
choice of a servicing bank and will promote competition and action of market
mechanisms.

It should be noted that measures concerning strengthening of the regulatory
structures and improvement of bank supervision are not viewed as the only way to
resolve the existing problems. Supervision would not replace financial discipline
underlying market relations, but might complement it. In addition, establishment
of an efficient structure is related to the improvement of the regulatory framework,
which will require time and funds, and therefore it is impossible to be immediately
implemented.

Improvement of the Legal Framework and
Accounting Standards

A greater part of the program for rehabilitation and restructuring of the bank-
ing system in Bulgaria is devoted to amendment of the regulatory framework.

The first thing which has been done was the amendment of the Law on Banks
and Credit Activity where procedures for declaring a bank insolvent and BNB re-
habilitation measures in cases of danger of insolvency have been provided for.
That was a gap in the Bulgarian legislation since banks were explicitly excluded
from the possibility of being subject to a bankruptcy procedure.

Passing of the Law on Securities was another major point of this program. It is
aimed at improving the regulatory system concerning securities in view of the
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possibilities for their individualization and realization; improvement of regulations
on collaterals by creating a unified system of registration; improvement of notary
public activities regarding entering of mortgages, including legal mortgages and
issue of certificates for property weighted averages; adoption of a system for prop-
erty entries instead of a personal system; regulation of the possibility for acquisi-
tion of the security by the creditors by virtue of a preliminary agreement with the
debtor.

The program also envisages an amendment to the Code of Civil Procedures in
the part dealing with security proceedings aimed at providing better protection of
creditors and expediting the proceedings.

Amendment to the Criminal Code is envisaged, aimed at recognizing the acts
resulting in intentional bankruptcy and other crimes against creditors.

Amendment to the Law on Transformation and Privatization of State-owned
and Municipal Enterprises aimed at improving the mechanism of debt repayment
of state-owned enterprises to commercial banks in the process of privatization,
exchange of debt against property, etc. is due to be passed.

Adoption of Law on Deposit Insurance, amendment to the Accounting Law
bringing it in line with the International Accounting Standards, etc. is pending. In
this regard, it should be noted that even now regulatory documents ensuring pro-
visions on banking and accounting are compatible with international standards.
Only some details are still to be amended.

Finally, it should be noted that the improvement of the regulatory framework
is a necessary but not sufficient condition for the creation of a stable banking sys-
tem. Therefore, our efforts now will be directed to ensure compliance with the ef-
fective regulations.

Restructuring of the Banking System

In order to provide better understanding of the processes which currently take
place in the banking system, I will outline briefly the stages of development in the
banking system over the last 60 — 70 years.

The first stage includes the period between the 1930s and the beginning of
World War II. At that time, over 60 banks operated in Bulgaria, mostly small and
only few of them specialized.

The period 1947 — 1948 immediately following nationalization is considered
as the beginning of the second stage. This stage is characterized by the existence
of only one bank — the BNB performing its activities through a well-developed
branch network. Later, three more banks were established: the State Savings Bank
(SSB) in 1951, the Bulgarian Foreign Trade Bank in 1964, and Mineralbank in
1981.

The third stage started in 1987 with the establishment of seven sector-specific
banks: Construction Bank, Biochim Bank, Balkanbank, Electronics Bank, Eco-
nomic Bank, Transport Bank, and Agricultural and Cooperative Bank. Until 1989,
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these banks operated as strictly specialized in servicing respective industries. Dur-
ing this period an essential institutional transformation has been made, which is
typical of today’s banking system. Between 1989 and 1990, a two-tier banking
system was established and the BNB became a central bank transforming 57 of its
branches into independent commercial banks. At the same time, the above-men-
tioned seven banks were allowed to operate with physical persons and companies,
which made them normal commercial banks. In the first two years following po-
litical changes in the country, several private banks were established and the Post
Bank was reestablished. Thus, during the third stage, starting in early 1987 with
four banks, in 1992 there were 70 state-owned and nine private banks in Bulgaria.

The fourth stage of the banking system development commenced from 1992
by establishing the Bank Consolidation Company and passing the Law on Banks
and Credit Activity. Between 1990 and 1992, in parallel to the development of pri-
vate entrepreneurship in the country’s economy, a credit expansion of commercial
banks occurred. The first symptoms of “uncollectable loans” emerged. Having
analyzed the banking system, Bulgarian and foreign experts came to the conclu-
sion that it should be restructured with a view to reducing the number of bank in-
stitutions, since 80 banks were too many for a country like Bulgaria. In addition,
it is necessary to initiate a step-by-step privatization of banks. Two phases may be
distinguished during the fourth stage — the first from 1992 until early 1995, and
the second — from 1995 onward. One might say that the first phase has achieved
the targets set for a drastic reduction of the number of state-owned banks. During
this period, banks were reduced from 70 to 12, and new seven consolidated banks
were established. In 1992, the United Bulgarian Bank was established, consolidat-
ing 22 banks, in 1993 Hebrosbank was established, consolidating eight banks (and
consequently in 1994 three more banks were established: Expressbank including
12 banks; Balkanbank — three banks, and Sofiabank — four banks; in 1994 Stara
Zagora Commercial Bank and Bourgas Commercial Bank were acquired by
Bulbank, and in February 1995 Serdica Commercial Bank was established, con-
solidating four banks). Mineralbank, Economic Bank, Bulgarian Post Bank,
Biochim Commercial Bank, and Yambol Commercial Bank remained untouched
in the first phase of consolidation. In parallel to the process of consolidation and
reducing the number of state-owned banks, during this period there was a dia-
metrically opposite trend of a fast increase in the number of newly licensed private
bank institutions. Thus, at the end of 1995 the state-owned banks were 10, and pri-
vate banks — 35, excluding the BNB and SSB. Losses in the banking system were
growing together with the growing number of banks in the country, amounting to
about BGL 40 billion at the end of 1995. This was due partly to the fact that most
of the newly established banks were rather small to benefit from economy of
scale, with unsound regional and/or industry concentration of their loan portfolio,
as well as with strong interdependence with other banks and nonbank enterprises.

Consequently, in the middle of 1995, the Bank Consolidation Company initi-
ated a new wave of consolidation, including Biochim Commercial Bank,
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Sofiabank, and Serdica Commercial Bank. That actually finalized the consolida-
tion of state-owned banks. Subsequent consolidation of the above banks is fore-
seen only in case it becomes necessary the sound parts of individual banks to be
separated from unsound ones in view of rehabilitation of the former and possible
liquidation of the latter.

With regard to private banks, the BNB undertook indirect measures aimed at
consolidating them by increasing the minimum capital requirement to BGL 1.2
billion for banks with full license to perform foreign and domestic operations and
to BGL 850 million for banks with license for domestic operations only. By
1 January 1997, banks must adjust their capital to the required amount. Two con-
solidations between private banks have been intended but not been effected. In
case of danger of insolvency of a bank the amendment to the Law on Banks and
Credit Activity of May 1996 enables the BNB to take over the functions of the
shareholders’ meeting which might be used for forcible consolidation aimed at re-
habilitation of a specific bank institution.

As a whole, the program for rehabilitation and restructuring of the banking
system implies formation of a core of several stable universal banks, meeting the
requirements of banking regulations, which should become the backbone of the
Bulgarian banking system. Out of eight state-owned banks, only three or four are
to be kept in medium term, and the others should be privatized (at least two should
be privatized by the end of this year). Of course, it is impossible to say in advance
exactly how many banks should remain in Bulgaria. To a great extent, this will de-
pend on the market and on the efficiency of bank supervision.

Rehabilitation of Banks

Problems of the banking system in Bulgaria appeared more clearly by the end
of 1992. Total loss in the banking system increased in parallel to the growth of
problematic loans in banks’ portfolios, and reached its highest level at the end of
1995. Besides the lack of efficient supervision, lagging structural reform in the
real sector and a drop in production in real terms at the end of 1989 also added up
to this. A considerable number of state-owned enterprises funded by the banks
were generating losses. In many cases, debts of an enterprise considerably ex-
ceeded its assets. Quite often it happened that one enterprise was a debtor to two
or three banks, and sometimes even to more banks. Corporate credit has signifi-
cantly increased. Banks have effected a massive expansion by setting up big
branch networks and acquisition of fixed tangible assets. This investment ex-
ceeded even balance sheet capital, disregarding the level of bank capital adequacy,
which means that they also used borrowed funds for this purpose.

In 1993, the government took measures for rehabilitation of banks’ loan port-
folios by issuing two decrees and the Law on Settlement of Nonperforming Cred-
its (the Bulgarian popular acronym — ZUNK). In essence these measures involved
assumption of nonperforming loans of state-owned enterprises extended prior to
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31 December 1990 in the balance sheets of banks against long-term government
securities denominated in levs and foreign exchange. The lev-denominated long-
term government securities as per the Law on Settlement of Nonperforming Cred-
its paid less than the basic interest rate of the BNB, and foreign exchange-denomi-
nated securities paying the 6-month LIBOR. Obviously, though enhanced, the
yield on banks’ assets could not cover the expenditures on liabilities. Therefore,
the positive effect was rather short-lived and banks again started to accumulate
losses. The lack of adequate control as regards enterprises and fulfilment of the
programs which they were to submit after the operation in accordance with the
Law on Settlement of Nonperforming Credits, should be considered a weakness.
Their approach to the program development was rather perfunctory. At the same
time, no requirements have been made to banks in exchange for the support given
to them.

At the end of 1994, two of the big state-owned banks — Mineralbank and Eco-
nomic Bank — began to experience great liquidity difficulties. The problem was
likely to intensify further, and therefore in April 1995 the BNB bought out their
long-term government securities issued in accordance with the provisions of the
Law on Settlement of Nonperforming Credits, whereby they repaid their debts to
the central bank and to the SSB. At the same time, the BNB imposed restrictions
on the licences of the above two banks. They had to cut their current expenditures,
reduce the number of their branches and make redundant part of the staff. They
were allowed to lend only to the amount of the revenues from loans. These restric-
tions were effective until the restoration of their liquidity. This operation also had
some adverse effects on the banks. Since both banks had debts to foreign credi-
tors, deduction of the long-term foreign exchange-denominated government secu-
rities have placed them in short open foreign exchange position. On the one hand,
this hindered strongly servicing of their forex-denominated debts and they were
compeled to purchase foreign exchange in the domestic market; on the other hand,
this led to losses as a result of exchange rate fluctuations. It should be noted that
Economic Bank has managed to handle this situation, despite the difficult condi-
tions, by drastically reducing its expenses and even has succeeded in staying lig-
uid at the time of the liquidity crisis beginning in the second half of 1996 without
being able to resolve completely its problems, however. The state of Mineralbank
became critical and in May 1996 the BNB placed it under conservatorship, and
subsequently initiated a court procedure for declaring it bankrupt.

The main drawback of the banking system rehabilitation initiated in early 1995
was the lack of a general strategy. The actions taken had a one-sided effect and
were necessitated by the development and exacerbation of the problems. There-
fore, it becomes more and more necessary to develop such a strategy. It should
focus on resolving two major problems — outflow of funds to loss-generating com-
panies and accumulation of nonperforming loans.

Since the middle of 1995, the BCC has taken measures intended to master this
situation. First of all, it has focused on strengthening the financial discipline in
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banks where it was a major shareholder. It has introduced a two-tier system of
management — supervisory boards and managing boards, with the BCC as one of
the members of the supervisory boards, and representatives of the government as
the other two members. Thus, the feeling of bank management impunity has been
eliminated to the extent that in accordance with the current legislation the supervi-
sory boards had the authority to remove the members of managing boards every
time they failed to manage efficiently. Management of almost all state-owned
banks has been replaced. The BCC took control over these banks on a monthly
basis and set a requirement that from 1 January 1995 their classified loans should
not exceed 5% of the total volume of the newly extended loans. At the same time,
in order to achieve the capital requirement, some banks increased their capital.

The program approved by the government includes the following steps:

1. Isolation from bank lending of all enterprises which have nonperforming
loans.

2. Support to some banks by providing long-term US dollar-denominated gov-
ernment securities totaling USD 400 million to eliminate their capital deficiency,
and improve their efficiency in order to restore the confidence of their clients.

3. International audit of banks with negative capital adequacy and banks re-
ceiving government support.

4. Ban on lending to banks with negative capital adequacy and permission for
crediting within the receipts from loans with regard to supported banks.

5. Signing of a memorandum of agreement between the BNB and banks with
negative capital adequacy, where the banks undertake specific commitments to
reach a zero capital adequacy until the end of 1996. Fulfilment of the commit-
ments will be reviewed twice monthly. In case bank management fails to fulfil the
commitments in three consecutive months, penalties shall be imposed and the
banks may be placed under conservatorship.

6. All banks should reach 2% capital adequacy until the end of 1997, 4% until
the end of 1998, and 8% until the end of the year 2000. The banks which fail to
meet the above requirements will be placed under conservatorship or wound up.

7. Limitation of unsecured refinancing by the BNB.

8. Privatization of at least three state-owned banks until the end of 1996, and
funds received from the sale of shares to be reinvested for rehabilitation of other
banks.

The approach to resolving the problem of accumulated nonperforming loans is
still controversial. The program envisaged the establishment of a special institu-
tion, Receivables Collection Agency (RCA), to accumulate nonperforming assets
and seek ways for their realization. The opponents of this idea believed that it
would involve many risks and so far there has been no positive experience in simi-
lar countries. They contended that the banks should make an effort to collect their
receivables.

At the same time, the government has published a list of enterprises which
were among the largest debtors to the banking system earmarked for liquidation
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and isolation. In both cases, such enterprises will not service their debts for a long
period of time. The liquidation procedure will take at least two years under the
current legislation. In this setting, a conflict between the memoranda requirements
concerning collection of debts and isolation and liquidation of major debtors may
arise.

Therefore, under the circumstances and in view of the big amount of nonper-
forming loans in the portfolio of the banks, it should be noted that the establish-
ment of RCA is a must and in a very short period of time at that. Unlike banks,
such an agency may wait until the time of realization of the assets and at the same
time enable the banks to generate a positive income, which will considerably
shorten the time for covering the accumulated loss. In addition, realization of as-
sets is also related to some amendments to the regulatory framework in view of
expediting the procedures, which also takes time, not available to banks. And
there is one more argument in favor of the agency. Expectations concerning re-
ceipts from assets realization in view of their quality are not very high. Therefore,
a choice should be made whether the government should cover the deposits in
case of liquidation of banks or exchange step by step the bad assets for long-term
government securities.

In the long run, rehabilitation of the banks is also related to the possibility of
their privatization. Therefore, it may be considered as an investment, not a loss.
Now, the government has taken radical, though painful, measures since their com-
plete implementation is essential for the banking system, for the economy as a
whole, and hence, for the whole society.

Privatization

It has been acknowledged that bank privatization in Bulgaria is delayed. How-
ever, it should be noted that no conditions for privatization of banks were created.
It is indicative that at present many of the private banks in the country face serious
difficulties, and the First Private Bank, the oldest and biggest private bank, has
been declared insolvent. This seriously discredits the idea of privatization to the
extent that there has been no evidence that private banks were more efficient than
state-owned banks. Moreover, in the current setting of crisis the population has
more confidence in state-owned banks and has serious misgivings about the new
private owner of any of those banks. Three of the banks, where the BCC held a
big stake but reduced it down to the minimum capital, currently experience serious
difficulties, and one of them is under conservatorship. Four of the five banks de-
clared insolvent are private, and their big internal loans are a major concern.

Above considerations lead to the conclusion that privatization cannot be an
end in itself. An efficient privatization involves not only a simple change of own-
ership, but requires a well established efficient system of bank supervision and
sufficient set of instruments to influence banks’ behavior. Therefore, the main
stress of the measures undertaken is focused on increasing the bank supervision
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efficiency as a prerequisite for implementation of privatization.

The second problem is finding potential investors and the right approach to
privatization. Domestic investment potential is rather limited in the context of
banking system crisis, inflation and sharp jumps of exchange rates. Where such
potential is available, usually there are doubts concerning the origin of the capital
or the integrity of management intentions. The approach also matters in regard to
implementation of the privatization. The question is whether a majority share-
holder in a bank under privatization will be allowed, or whether there will be sev-
eral big sharcholders and the others small-scale ones. Given the conditions in Bul-
garia, one could hardly argue that the approach of voucher privatization carried
out in other countries would be successful, especially under the conditions of cri-
sis. The approach where several major shareholders hold about 75% of the capital
and the other part is held by the present small-scale shareholders is a more accept-
able approach. A joint participation of Bulgarian and foreign strategic investors is
also considered. This, however, will require rehabilitation of the banks as a first
step in order to make them more attractive.

An important point of privatization is the extent to which foreign banks will be
allowed to participate. Under existing conditions this could have adverse effect on
Bulgarian banks since foreign institutions would win the confidence of the deposi-
tors and they may withdraw their deposits from Bulgarian banks. This would con-
siderably hinder rehabilitation of Bulgarian banks. Therefore, initially foreign
bank institutions may be attracted in order to conclude a cooperation agreement
with them, which later may be extended to equity participation. Such is the UBB
Project with the EBRD, where a bridging loan of USD 100 million is envisaged,
which later on may be extended to equity participation.

Another important point of privatization is the creation of a favorable tax envi-
ronment and development of capital markets and corporate security markets. In
this direction, the first step has been made with the adoption of the Law on Secu-
rities and Stock Exchanges.
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The Czech Banking System after Six Years
of Reform

by Paul Norring

Paul Norring is Senior Manager, Price Waterhouse.

Why a Czech Based View?

The combination of six plus years of dedicated reform, voucher privatization,
proximity to maturity market economies, and a stable macroeconomic environ-
ment has resulted in one of the regions most developed banking systems.

The general pattern of CZ development parallels that which is happening else-
where.

Many of the problems surrounding the current state of the CZ banking system
are similar to those beginning to surface in other reforming counties and hopefully
participants can benefit by learning from the Czech Republic’s success and also
avoid the some of their mistakes.

Historical Development of the Czech Banking
System

The Czech Republic has come a long way in six years — as demonstrated by its
ability to be the first former country with a former command economy to join the
OECD.

Phase 1. The Big Bang (jump start to privatization process)

1. Split of the former state bank into smaller/special purpose banks.

2. Segregation of pre-1990 loans into special purpose consolidation bank.

3. Foreign buy-ins to new smaller/special purpose banks (very limited com-
pared to neighbors — only one buy-in at the smallest bank).

4. Granting of new banking licenses to domestic physical and legal persons
(approximately 30).

5. Period of lending euphoria (key to overall privatization process).

6. Granting of banking licenses to foreign banks (approximately 15).

7. Voucher privatization.
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Phase 2. Creation of Mechanisms for a Self-sustaining System

1. Banking acts and the regulatory authority of the national bank (monetary,
exchange rate, Bank Supervision) — legislation closely parallels EU guidelines.

2. Act on Accounting (moved standards closer to IAS and introduction of the
concept of prudence).

3. Credit Markets — T and CNB bill and bond issuances set benchmarks and
build a yield curve.

4. Development of an active and effective interbank market.

5. Banks establish voucher privatization funds.

6. Establishment of the PSE.

7. System of pension funds established to attract long-term sources of domes-
tic capital.

8. Domestic banks rush to build branch networks.

9. National bank focus primarily on monetary and foreign exchange consider-
ations.

10. Increasing minimum reserve requirements end the era of easy money.

Phase 3. Cracks Appear

1. Many loans to new enterprises turn out to be for nonviable projects.

2. Large instances of graft in early lending (one Charles University professor
estimates up to 30% between 1990 and 1992).

3. The problem of new bad loans (30% to 40%).

4. Profit margins narrow — raising funding costs (rediscount rate) and falling
lending rates (competition for good credits) — large one-time gains (currency or in-
vestment sales) at the largest banks mask trend from migrating to the bottom line.

5. Partial provision causes losses or only marginal profits at small and medium
banks.

6. Undercapitalized institutions (ability to meet 8% Basel accord targets — be-
gins to be seriously questioned).

7. Liquidity crises begin to appear at small banks as larger banks reduce inter-
bank exposure.

8. Relatively few bankruptcies and slow restructuring of large domestic enter-
prises.

9. Large banks not fully privatized — still controlled by the government.

10. Bank controlled voucher funds start building large equity stakes in domes-
tic industry (perception that they prefer to lend rather than restructure).

11. Capital market development suffers lack of transparency (especially com-
pared to Polish and Hungarian neighbors) and low liquidity/trading volumes.

Phase 4. The Reaction and Resulting Fallout (current stage)

1. Moratorium on new bank licenses.
2. Deposit insurance fund established.
3. The national bank places increased emphasis on supervision and issues new
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provisioning guidelines — new supervisors are hired and trained.

4. Banks accelerate capital raising initiatives on the domestic and foreign mar-
kets (the latter is limited to only the largest institutions).

5. All banks move away from SME lending (which despite the weaknesses in
the bankruptcy process are failing) in favor of larger (partially privatized) enter-
prises which are perceived to be safer (given lack of effective bankruptcy pro-
cess).

6. The CNB push for full provisioning accelerates failure of small domestic
banks — the CNB response is ad hoc.

7. Mergers and consolidation of smaller domestic banks.

8. Larger banks use their voucher funds to raise new equity creating circular
ownership structures.

9. Deposit insurance fund begins to run out of money — increased premiums
suggested.

10. Losses at two small banks (which are subsidiaries of the former monopoly
insurance company) potentially render their parent insolvent.

11. Initiatives/regulations to improve capital market and voucher fund trans-
parency.

12. Investment fund mergers (to achieve critical mass) and conversion into in-
dustrial holding companies (to avoid new regulations — contrary argument is that
concentration of ownership is finally beginning).

13. Predictions of eventual currency devaluation to counter growing trade defi-
cit, which is partially attributable to the limited restructuring of large industrial
enterprises.

14. Foreign banks beginning to expand branch networks and attracting more
domestic clients.

Microlevel Issues Currently Impacting Domestic Banks

1. Management reporting capabilities are generally poor — focus is not placed
on key business drivers — data is not concise and focused, therefore, emerging
business trends are not often spotted — limited commentary on monthly/quarterly
results (just the numbers — no explanations) — systems and data organization lim-
its the ability to provide ad hoc investigations — lack of real time information.

2. Credit assessment procedures (Price Waterhouse has prepared a book on
this topic) emphasize on collateral rather than project feasibility — financial fore-
casts and their related assumptions are rarely questioned — little attempt to tailor
loans to financial forecasts.

3. Most clients especially SMEs have very poor underlying financial perfor-
mance — lending typically finances 85% to 95% of total assets — need to have en-
trepreneurs bring more equity capital to projects.

4. Credit monitoring procedures — subsequent grading criteria are flawed and
inconsistent; also very few banks have automated real time systems which can ef-
fectively analyze the health and trend of the portfolio — too many clients still dis-
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appear with the banks money (loan officer/client contact needs to be more fre-
quent).

5. Limited ability to work out and collect problem loans.

6. Systems — implementation delays — international systems often do not meet
rigidity of local accounting requirements, tailoring is difficult — lack of acceptance
by users.

7. Workforces then to be bloated in contrast to foreign banks and cannot com-
pete in retaining best and brightest given lack of training and lower salaries.

8. Lack of senior management focus on core business — expensive forays into
fringe activities and one-time transactions.

Key Success of the Czech Banking System

Tremendous progress in six years — Czechs should really be complemented.

1. The CNB has instilled significant confidence in the system.

2. Very efficient and reliable clearing system.

3. Highly stable currency, to date.

4. Interbank and foreign exchange market are very well developed — effec-
tively comparable to EU countries.

5. Large syndicated loans packages being granted to large CZ banks.

6. Noteworthy improvements in credit acceptance procedures and the ability to
assess credit risk — period of lending euphoria is over — all banks are learning from
their previous mistakes.

7. Improvements in general operational efficiency and customer service —
more product availability — beginning to see product tailoring.

8. Some domestic banks beginning to benefit from their investments into
branch networks and move to consolidate all customer accounts with one bank —
many have lower cost of funds than foreign competition.

9. Large percentage of foreign banks are forcing accelerated change at domes-
tic banks (training future domestic bankers).

10. The emerging capital market serves to compliment banking system and
serves as a mechanism to increase both banks and their customers equity basis.
Bond market also provides a more liquid, competitive alternative to standard loans
and diversifying credit risk concentrations.

Key Challenges Still Facing Czech Banks

1. Lack of domestic capital, especially long-term sources (savings rates need to
improve — new pension funds need to start reaching critical mass).

2. Tax policy is excessively onerous (limited provision deductibility and taxa-
tion of income on nonperforming loans).

3. Bankruptcy policy is ineffective and is not a practical means of collateral
foreclosure.

4. The skill base of credit officers still needs to be improved — especially with
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respect to financial analysis and recovery skills — most banks do not have person-
nel which are technically capable of effectively working out problem loans.

5. Although improving, customer financial reporting still does not present the
true health of their business.

6. Domestic bank operating procedures, internal controls and information sys-
tems are significantly behind their foreign competition — they are often trapped in
the former pre-1989 bureaucracy — thus creating a two-tier system where foreign
banks often get the best customers.

7. Perception that many banks would actually be successful if they did not
have the problem of bad loans to address therefore addressing issues in this area
preoccupy management’s time and sufficient attention is not given to other areas.

8. The problem of new bad loans will continue to erode future profitability of
domestic banks.

Future Reforms

Investment into Further Financial System Infrastructure

1. Bankruptcy reform.

2. Increase domestic saving levels (tax incentives — especially pensions).

3. Increase capital market regulation — although rules exist it is necessary to
develop penalties for violations and begin enforcement — enhanced transparency
will attract more long-term foreign capital (which is critical for industrial restruc-
turing and retooling).

4. Fines and punishment for financial fraud — need more example cases to pre-
vent continued and future abuses of depositors funds.

5. Encourage the establishment of more reputable domestic mutual funds —
eliminate double taxation, simplify structure, and provide incentives for joint ven-
tures with fund managers from mature capital market countries (in general, as seen
in Germany, the dominance of universal banks retards the development of capital
markets — thus support of capital markets must be more proactive) — the establish-
ment of more venture capital funds is also critical.

6. Accounting standards reform (most particularly adoption of the EC 4th and
7th directives overriding principal of “true and fair” and substance over the legal
form) — management and regulators do not have all information required to assess
the true health of banks — much less their lending clients. (Simple example about
retained losses classified as assets and failure of major business publication to rec-
ognizing this when ranking the largest CZ banks by capital base.)

Other areas where accounting standards need to be strengthened, include:

* Loans for shares (deduct from equity and capital adequacy calculations);

* Loans to shareholders (preferential approval criteria and terms) — therefore
require continual monitoring and disclosure;

» More emphasis on the clients underlying financial performance in loan clas-
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sification system;

» Move toward consolidation of subsidiaries and equity accounting for subsid-
iaries;

» Mark to market and fair value accounting for investment holdings;

» Lower cost or fair value for foreclosed assets;

* Liberalization of standard chart of accounts — CZ balance sheet and IS state-
ment has 200 lines — users can’t see the forest from the trees.

Bank Level

1. Supervisory boards/shareholders need to force management to place more
focus on core operations.

2. Compensation policies that tie compensation credit officer to the perfor-
mance of their underlying loan portfolio and for senior management to overall
bank profitability.

3. Move to more fee based income — service charges for bank transfers and ac-
count maintenance are below break-even levels.

4. Continued initiatives to improve credit officer skill bases — training courses,
participation in teaming projects, visits to foreign banks, and joint ventures/strate-
gic alliances.

6. Establishment of workout/recovery departments.

7. Accelerate implementation of information systems and improve manage-
ment reporting capabilities.

Conclusion

The Czech Republic’s success to date gives market participants confidence
that the future challenges will be satisfactorily addressed in time.
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Strategy of the Polish Banking Sector into
the OECD and the EU

by Jan Krzysztof Solarz

Jan Krzysztof Solarz is Adviser
to the Governor, National Bank of Poland.

Let me begin by saying that banking has always been a great industry to work
in and to be a part of. Banks have had an enormous influence on the course of his-
tory. This is true today as it ever was. The banking sector is an important structural
component of the economy, the soundness of which has significant implications
for macroeconomic policy formulation. For purposes of today’s discussion, a
sound banking system is defined as one in which most banks (those accounting for
most of the system’s assets and liabilities) are solvent and are likely to remain sol-
vent. My address is part of a broader ongoing effort to explore the solvency impli-
cations of banking and financial sector integration with western structures as the
European Union, OECD and NATO.

When asked to look forward in time, Albert Einstein once said: “I never think
of the future. It comes soon enough.” Einstein was a great scientist, I suspect he
would have had trouble as a banker, based on that quote at least. Today bankers
who don’t think enough of the future and plan for it aren’t going to be in business
for very long.

Banking systems may exhibit different degrees of vulnerability over time.
They may be functioning poorly, or working relatively well now but give signs of
probable future problems through low earnings or capitalization. In this introduc-
tion I divide and compare experiences of the countries in transition using two cri-
teria. The first criterion is a right to issue own currency during the so-called “real
socialism.” The second one is a range and depth of reforms in a monopolistic
banking system and “economy of shortages.” In a comparative perspective
Poland’s framing of a market oriented banking system is not fully representative
of countries in transition.

Before I turn to a discussion of integration issues and how Polish bankers and
banks can best position themselves for the future, let me point the key elements of
banking reform that I hope were vital. In the early 80’s, there was an experiment
to unite the logic of a “plan economy” and the logic of a “market economy,”
called “reform of triple S,” which meant: self government, self-dependence, self-
financing in running the state-owned firms. It was assumed that banks would dis-
cipline state-owned firms in terms of pay rises and in the evaluation of their cred-

29



Table 1

ComparativeTypology of Experiences in Creating Market Economy
System in Banking among Countries in Transition

Sovereign issuing Curtail of the
Criteria of typology own currency privilege to issue
own currency

Reforming socialist economy Hungary, Poland PLO
Preserving doctrines of socialist economy Bulgaria Estonia

itworthiness. Even such a little margin in economic rationalization of SOE envis-
aged by the reform required a partition of the central bank administration from the
Finance Ministry which took place in 1982 in the form of the Banking Law Act.

As new fields were added to improve defective “plan economy” by market
mechanisms, there was a need not only for a new legal framework, but also a need
for new performance. Ten years ago, in 1986, the first nonstate-owned bank —
Bank Rozowju Eksportu S.A., was founded. “The Program for strengthening Pol-
ish zloty,” which was worked out in 1987, introduced the two-tier structure of the
banking system. The first step in this direction was the act of separating
Powszechna Kasa Oszczednosci (State Savings Bank), which assumed a form of
a state-owned bank, from the structure of the National Bank of Poland. In the sec-
ond step, the Banking Law and the National Bank of Poland Act were prepared in
1988 and implemented in January 1989. In the third step, in February 1989, on the
basis of the network of the NBP subsidiaries nine joint-stock banks were estab-
lished. So it seems that the democratic will to introduce reforms to political system
was verbalized only after a series of measures were undertaken in order to bring
the banking system in Poland closer to a market economy.

Along with macroeconomic stabilization and privatization, integration into
western structures is a central pillar of the economics in transition. On 16 Decem-
ber 1991, Czechoslovakia, Hungary and Poland signed the so-called European
Agreements, which covered the themes of political dialogue, economic integra-
tion, and cultural and financial cooperation, and which were to establish their as-
sociation with the European Community. Due to delays in the process of ratifica-
tion, the agreements went into force on 1 February 1994.

In 1995, a White Paper of the European Commission set out the step involved
in the preparation of the associated countries for the integration into the European
Union. In 1996, the European Commission asked ten countries on “avisa.” It
means to fill in a questionnaire on all issues related to applying the European
Union standards in every part of our economy.

Article 45 of the Poland’s agreement stipulates that access of foreign banks to
establishing credit institutions in Poland will be fully liberalized only after ten
years. During the first five-year transition period, the Polish government may in-
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troduce restrictions on foreign banking, which must be phased out during the sec-
ond five-year transition period. Using this provision, the Polish National Bank im-
posed in August 1994 a moratorium on issuing new banking licenses, suggesting
that banks should seek ways to participate in existing ventures.

There are six broad arguments which are usually cited in opposing the early
entry of foreign banks during financial liberalization. First, the regulatory authori-
ties have little means of obtaining information on foreign banks located outside
their borders, and the bank supervision cannot adequately assess the risk and the
performance of the branch or subsidiary of a foreign bank. Second, foreign banks
might transfer capital and profits out of the host economy, rather than take on the
role of a domestic financial intermediary. Third, domestic banks could play a vi-
tal role in the execution of economic policy. Thus, the presence of foreign banks
could mean a loss of control over a host country’s policies, and this might impede
the success of economic development. Fourth, the entry of foreign banks in the
early phase of financial liberalization may weaken the host country’s future bar-
gaining position since it cannot use reciprocity as a bargaining tool to help its
banks in the future to enter foreign financial markets. Fifth, domestic banks con-
stitute an infant industry which is in need of temporary protection from interna-
tional competition. This temporary protection would allow banks to build up their
capital, increase their know-how, and improve their technology. Sixth, since do-
mestic banks in transition economies generally have lower capital levels than for-
eign banks, they might experience earlier difficulties than foreign banks.

Since 1989, some of the 18 major international banking institutions established
a foothold on the Polish market. The opening and operation of foreign-owned
banks are guided by similar rules and regulations as domestic joint-stock banks.
The new creation were Amer Bank in 1990, and Citibank, Creditanstalt, IBP and
Raiffeisen-Centrobank in 1991. Two licenses to operate branch office were
granted to ING Bank and Societe Generale in 1991. In following years new li-
censes were given to foreigners until 1995, when Dresdner bank/Banque Nationale
de Paris, ABN-Amno, Deutsche Bank, Beyerische Vereisbank, Bayerische
Hypotheken und Wechselband, and West LB were allowed to start operations.

Actual findings show that foreign banks are playing an increasingly important
role in the Polish banking system.

For comparative study in Table 4 are shown various operational indicators in
the banking sector in Poland.

Fundamental changes in our political system in 1989 — 1991 created a unique
chance to choose a financial system for Poland. Over the centuries models of fi-
nancial systems have been developed, which are “bank” or “stock exchange” ori-
ented, and could be useful in forming our own system. Within the framework of
international technical aid to financial institutions, foreign experts tried to per-
suade Poland to imitate the state-controlled French banking system, the American
system of small and very competitive banks, the Japanese system of surplus of re-
structuring credits from main banks.
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Table 2
Share of Foreign Banks in Polish Banking System in 1994 and 1995

1994 1995

Items Foreign Other Foreign Other
Share in sector assets 3.3 96.7 4.4 95.6
Share in loans to nonfinancial firms  38.4 30.4 40.4 28.5
Bad loans share of loan portfolio 1.3 30.4 19.7 21.8
Cost/total revenue 721 96.7 78.8 84.0
Share in gross profit of
banking sector 23.0 77.0 6.2 93.8

Table 3

Gap in Operational Indicators between Banking Sector in Poland,
“9” and Foreign Banks in 1995

Items Banking sector “9” Foreign banks

Interest income/assets 5.0 6.2 10.0

Noninterest income/assets 1.5 1.4 6.0

Operating cost/ assets 3.1 2.8 7.0

Gross cost/assets 3.4 3.1 7.9

Gross profit/total revenue 49.3 59.5 50.5

Net profit/total revenue 30.9 38.5 29.4

ROA 2.0 2.9 5.0

ROE 49.9 54.5 315.3
Table 4

Operational Indicators for Banking Sector in Poland 1990 — 1995

Items 1990 1991 1992 1993 1994 1995
Interest income/assets 12.7 9.3 5.3 43 41 5.0
Reserve on bad debt/assets 0.0 2.1 0.8 2.2 1.8 0.3
Operating cost/assets 2.2 3.0 2.6 2.7 3.0 3.1

Gross profit/assets 12.5 6.0 4.3 1.4 1.0 3.2
ROE 207.3 7.7 54.0 -4.6 -0.1 44.9
ROA 7.2 3.6 2.7 -0.2  -0.01 2.0
CPI 585.8 70.3 43.0 35.3 32.2 27.8

Moreover, our own experts and legislators could not agree upon which model
fit our needs. Initially, a thesis that the more the banks, the better for the economy
was promoted. Later, it was believed that the development of the capital market
would be instrumental in striving for critical mass and irreversibility of the
changes of the financial system. On the one hand, the Mass Privatization Program
was launched. On the other hand, banking brokers offices were separated from
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banks.

Financial restructuring of companies and banks act of 1992 realized the Japa-
nese-German model of main banks. Restructuring cooperative banks and the Food
Economy Act of 1994 took advantages of banks group. The 1996 Act concerning
grouping of SOB is in this same direction.

Within seven years Poland has covered the distance from the American to the
German model of banking. The fluctuation indicates that the question which fi-
nancial system we should adopt still remains open.
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Relation between State Banks and State
Enterprises

1. Introduction and Overview

As other transition economies, China is still dealing with the legacy of a large
state sector, including over 15,000 medium and large industrial enterprises. Since
1978, the state sector has changed greatly, from a loose system of central planning
to a loose system of central control, but the process is far from complete and the
government has often repeated its commitment to transform the state enterprises
and banks into profit-oriented organizations. It is widely believed that the slow
pace of this transformation is due to the persistent softness of the enterprises’ bud-
get constraint, in turn the result of relying on the state banks to finance their activi-
ties. The reforms notwithstanding, the banks are still financial agents of the enter-
prises with little autonomy. The transformation into profit-oriented organizations
should change the relation: while the banks would become fund managers, acting
on behalf of their depositors, the enterprises would be financed entirely on market
terms.

In this paper, I discuss the prospect of a new relation between the state banks
and the state enterprises. This prospect is very much conditioned on the success of
the government’s plan for transforming both the enterprises and banks. I empha-
size the obstacles posed by the large number, and especially the organizational
complexity of the enterprises, as well as the institutional and human capital re-
quirements of the reforms, to conclude that the proposed commercialization of the
enterprises and banks will hardly bring about a relation based only on commercial
considerations. I then outline an alternative reform which attempts to take account
of those obstacles and requirements. The outline is intended only to highlight the
main ideas and it does not provide a detailed reform plan.

In the next section, I review the current status of enterprise reform. The review
is of interest by itself because the serious obstacles to know approximately the
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conditions of the enterprises make all but impossible to validate the ideas underly-
ing the government’s reform plans. I conclude tentatively that: a) despite the con-
tinued growth of the enterprises, there has been an increasing differentiation in
their performance and the number of chronic loss-making enterprises has been
growing; b) only insiders know the true situation of their enterprises, and in par-
ticular the prospects of generating revenue commensurate with the present and
expected living standards of their lifetime employees; and c) the government’s re-
form program will hardly succeed in liquidating loss-making enterprises and in
forcing profit-making enterprises to pay back their financial obligations.

Financing of the state enterprises has changed radically. The 1984 decision to
substitute banks loans for budgetary allocations has already led to a large accumu-
lation of debts with the state banks. Contrary to the experience of most other tran-
sition economies, national savings have increased during the reform period to high
levels (close to 40% of GNP in the 1990s) and a large share has been mobilized by
the formal financial system, still very much dominated by the state banks. The
banks are very much tied to financing the state enterprises over which they exer-
cise no control right. In section 3, I introduce the distinction between nonalienable
and alienable state enterprises to analyze the relations between each of them and
the state banks. I highlight the uncertainty about the status of these relations as a
result of the reforms of the past three years.

Despite the loose control system of the state sector, the government has in-
sisted on maintaining state ownership of both the enterprises and the banks and on
transforming both of them into profit-oriented organizations. Their commercial-
ization is expected to bring about new relations between the enterprises and banks,
but the question of how the enterprises are going to be financed after the state
banks become commercial entities has not been addressed directly in the discus-
sion of their reform. In section 4, I assume that the success of commercialization
implies that nonalienable state enterprises will be funded by the state commercial
banks acting as fund managers rather than financial agents, and exceptionally by
the policy banks. Thus, the relation between the state banks and nonalienable en-
terprises would be similar to that between the banks and all other classes of state
and nonstate enterprises. The ongoing reforms assume the feasibility of transform-
ing the state banks into fund managers and the effective separation of the state
banks and the state enterprises, but I argue that because these two assumptions
will hardly hold, the reforms will have little impact on the relations between the
banks and the enterprises.

Sooner or later the government will have to define a state sector with its own
centralized system of mobilizing and allocating debt capital. The rapidly growing
nonstate sector (including alienable state enterprises) will then have its own de-
centralized financial system with a diversified ownership structure. There are sev-
eral ways to move into the direction of a two-pillar financial system, one for the
state sector and the other for the nonstate sector. In section 5, I propose to give the
responsibility of financing the nonalienable enterprises to one of the existing state
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banks which could also exercise control rights on the enterprises’ management.
Concerning the financing of the alienable enterprises, | propose a two-period strat-
egy: in the first period, the emphasis would be on incentives for the enterprises to
take the initiative to restructure their debts or to liquidate themselves, whereas in
the second one, their relation with the state banks would be largely on commercial
terms.

2. The Status of State-enterprise Reform

In this section I review the current status of state-enterprise reform. Given the
growing consensus on transferring the decision about the future of small industrial
state enterprises to their own managers, the review is focused only on medium and
large industrial state enterprises (Figure 1 presents some data on all industrial en-
terprises). The large number of medium and large state enterprises (hereafter
ISOEs) and the great variety of conditions under which they do business make dif-
ficult to have a clear picture of both the present status of the enterprises and the di-
rection in which they are moving. In Table 1, I attempt to draw such picture, cer-
tainly an oversimplification of reality. Table 1 refers only to areas of reform di-
rectly related to the organization and behavior of the enterprises, but it should be
noted that reforms related to the opening of the economy and other changes in the
external environment of the enterprises have also been conditioning their behavior
and performance. In general, ISOEs now face strong competition in many markets
for their outputs and inputs, but competition for all types of labor is still weak (in
the next section I address the question of competition for capital).

Table 1 classifies the variables into five main categories: commercialization,
decision-making process, asset reallocation, labor and financing. Commercializa-
tion is the immediate objective of ISOE reform, including a new legal status based
on the Company Law, well-defined residual claims on ISOE cash flows, and a
change toward profit-oriented organizations even if constrained by other consider-
ations. Much has been done to clarify the idea of commercialization, but except
for those few enterprises which are now listed in stock exchanges abroad (and to
a lesser extent those listed in the two national stock exchanges), progress has been
slow for the several reasons indicated in Table 1. The most important obstacle to
commercialization is the vested interest of the legal entities (which are state agen-
cies) with residual claims and control rights on the enterprises, and the insiders
(that is, the managers and the lifetime employees) which de facto have similar
claims and rights. Since commercialization may reduce substantially their claims
and rights, those entities and insiders look at it as a government’s attempt to repos-
sess the enterprises.

Concerning the decision-making process, the purpose of ISOE reform has
been to achieve a new balance between the authority and the responsibility of
managers. The devolution of authority to managers has been the single most im-
portant ISOE reform since 1979, but this change created the need for new mecha-
nisms to hold managers responsible. The new authority of ISOE managers has not
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been paralleled by the development of government bodies with an effective ca-
pacity to exercise control rights on the enterprises. Several attempts to develop
these bodies have failed or are likely to fail, mainly because of the limited
progress in the commercialization of the enterprises, aggravated by the bureau-
cratic tendency to take away too much authority from managers.

Given the many changes in the economy, the reallocation of ISOE assets
(part 3 of Table 1) and labor (part 4 of Table I ) to their most productive uses has
always been a government’s objective. To facilitate their reallocation, the central
government has relied heavily on financing the expansion and diversification of
the enterprises with loans from the state banks. Initially the dominant strategy was
to reallocate assets and labor internally, but once its high cost became evident,
there was a shift to reallocating them to other enterprises. The latter reallocation
has been a major force for creating a great variety of enterprises (most not re-
corded as ISOEs in the official statistics), always avoiding the liquidation of the
old state enterprises. Albeit difficult to assess, the outside reallocation of assets
has led to the transformation of many ISOEs into holding companies with a large
variety of investments in subsidiaries. Lately, the central government has encour-
aged this process further by facilitating the takeover of “bad” enterprises by
“good” enterprises.

The evidence on the extent and success of the reallocation of assets and labor
is still contradictory. On the one hand, the high growth rate of ISOE output in the
past 17 years — for all industrial state enterprises, the gross value of output has
grown at the rate of around 7% per year — and the large investment of ISOEs in
nonstate enterprises — whose output has been growing at a rate much higher than
7% per year — are indicative of a huge and successful reallocation of resources and
expansion of output capacity. Also, preliminary studies suggest that total factor
productivity of ISOEs has been growing at high but declining rates. On the other
hand, the potential for additional efficiency gains from resource reallocation may
still be large. For example, the number of redundant employees in ISOEs, esti-
mated at well over 10% of their work force, suggests a potential for large gains be-
cause of the relative high skills of these employees. For the reasons given in Table
1, it should be expected that this reallocation process will continue to move
slowly. Moreover, since further resource reallocation requires fresh investment in
fixed capital (less, perhaps much less, when the reallocation takes place outside
the enterprise than when it is inside it), potential suppliers of capital are faced with
the dilemma of financing this investment when it is difficult to condition effec-
tively the use of the funds.

Indeed, the financing of the state enterprises has been critical for their reform
(part 5 of Table I). Once the government shifted to bank loans to finance the enter-
prises, the hardening of their budget constraints became a serious issue. The idea
of a hard budget constraint implies that the enterprise has strong incentives to take
fully into account the contractual consequences of its financial obligations, but it
assumes that the contracts are complete or at least it is well known to the parties
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how future conflicts will be solved (in other words, the residual loss of the con-
tracts is minimal). In western countries, the idea of a hard budget constraint is a
good approximation of the conditions under which most individuals and private
organizations take financial decisions, although contracts are never complete and
the parties always have doubts about how some future conflicts will be solved.
Western government organizations may face a softer budget constraint than indi-
viduals and private organizations, but as shown by the ongoing experiences of
many western governments, they can hardly ignore it. In China, notwithstanding
the clear understanding of the idea of a hard budget constraint, the central govern-
ment has been facing great difficulties to harden each state agency’s budget con-
straint. The question then arises as to whether these difficulties reflect a view of
contracts fundamentally different from the western concept, or simply they are the
result of the central government’s limited willingness or ability to enforce a hard
budget constraint; because of the limited evidence to support any of the two ideas,
none can be ignored.

Since the enterprises have been financed by the state banks, not surprisingly
the limited success in hardening ISOE budget constraints has finally affected the
quality of the banks’ loan portfolios (see part Sc, Table 1). The enterprises could
have raised more capital from sources other than the state banks if the government
had authorized them to do it, but the central government has limited the enter-
prises’ reliance on sources not under its direct control. Thus, the state banks have
been the main source of outside capital to enterprises with budget constraints that
only lately have been hardening, at a time in which the enterprises needed sub-
stantial amounts of new capital to finance their reform. This situation, rather than
the poor economic and financial performance of the state enterprises, is the cause
of the so-called bad debt problem.

Today it is widely believed that the pace of reform of ISOEs must be acceler-
ated because of the large, sustained decline in their reported profits (this year the
total net profits as reported by all state enterprises may be negative for the first
time ever). Notwithstanding a positive view of some of the reforms implemented
to make the enterprises more efficient and profit-oriented and some evidence sug-
gesting important productivity gains, the decline in reported profits is taken as in-
dicative of persistent structural weaknesses with a potential for a severe financial
crisis, and therefore of the need for additional, radical reforms. The emphasis on
reported profits and losses has led in particular to demands for liquidating chronic
loss-making enterprises and for halting the reallocation of productive assets
through the formation of subsidiaries until the central government succeeds in es-
tablishing effective governance structures.

The liquidation of chronic loss-making enterprises assumes an ability to iden-
tify them. Given the persistent poor quality of financial statements, the deficien-
cies of reported profits and losses as indicators of performance and the difficulties
to evaluate the options to adjust to changing market and policy environments, it is
very costly for anyone other than a few insiders to know well the conditions under
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which a particular state enterprise will be able to generate a cash surplus to service
debts and therefore to assess its solvency. Thus, if liquidation is going to be a se-
rious option, insiders must have strong incentives to do it. So far, the central gov-
ernment has shown no interest in providing such incentives for liquidating me-
dium and large enterprises, but liquidation is becoming de facto an option for
small enterprises because their insiders are increasingly able to appropriate the lig-
uidation value.

To the extent that the reallocation of productive assets through subsidiaries has
been a main reason of the high growth rate of industrial output, the process
should be encouraged rather than halted. The government has been issuing strict
rules to prevent the reallocation of productive assets because it is concerned about
the loss of government revenue and the high probability that the state enterprise
cannot pay back its bank debt.

The new rules are hardly enforceable, however, because of the interest of all
insiders to ensure the reallocation of their assets to more productive uses.

3. Financial Reform and State-enterprise Financing

In this section, after reviewing the present structure of the financial system and
how the financing of the state sector has been changing, I analyze the relations
between ISOEs and the state banks. As background to the discussion, it should be
noted that in China, sectoral flows of funds differ clearly from those of a market
economy and other transition economies because the state still plays a critical role
in mobilizing and allocating domestic and foreign capital. Figure 2 highlights the
direction of the flows of funds between four sectors — two suppliers of capital
(households and foreigners) and the other two net users of capital (state sector and
nonstate enterprises) — as well as the complexity of the state sector, broadly de-
fined to include all levels of government, autonomous state agencies, state enter-
prises and financial intermediaries. Another important difference between China
and most other developing countries and transition economies is the large magni-
tude of sectoral flows of funds: in the past three years, households have been sup-
plying to the other sectors over 17% of GNP and foreigners around 7% of GNP,
which have been allocated mainly to the state sector (over 14% of GNP) and the
nonstate enterprises (under 10% of GNP).

Since 1984, when its foundations were set, the new Chinese financial system
has been growing rapidly and its institutional structure diversifying. Now the for-
mal system consists of several types of deposit-taking institutions (to simplify, |
call them banks) and securities and money markets. The system is still very much
under government control, exercised through the People’s Bank of China (the cen-
tral bank), the State Planning Commission and other agencies, but also through
ownership of most banks. For the purpose of this paper, only the banks under the
direct control of the State Council are regarded as state banks; they have been in-
termediating around 70% of household deposits. Thanks to a large flow of house-
hold deposits (close to 14% of GNP in the past three years, with a projected aver-
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age balance of 50% of GNP in 1996), banks are the main suppliers of funds to the
state and nonstate enterprises. Banks, however, play a very limited role in the mo-
bilization of foreign capital which comes mainly as direct investment. An informal
financial system has been growing out of a very small base in the early 1980s, but
it is still of little significance relative to the formal system.

The state sector has been running a large deficit (over 14% of GNP in the past
three years) because of its high level of investment (around 30% of GNP in the
past three years), including domestic investment in fixed assets and inventories, as
well as the accumulation of international reserves and other investments abroad.
In 1996, the average outstanding debt of the state sector is projected to increase up
to 68 — 72% of GNP, including the domestic debt with households (54 — 56% of
GNP, of which around 50% of GNP is in the form of deposits and the rest in the
form of bonds), and the foreign debt. Although the central government’s respon-
sibility for this debt may be questionable, de facto it is ultimately responsible for
most of it (the only clear exception would be the foreign debts contracted without
an explicit central government guarantee). State enterprises and other state units
which contracted these debts may have a primary responsibility for servicing
them, and the central government must ensure that these final borrowers pay back
their debts, but as long as the budget constraints of the state enterprises and other
final borrowers remain soft, the central government will likely have to assume the
repayment of some of their debts (even when this repayment is funded from the
state banks’ loan provisions, government funds are used).

In the past three years, the financing of the state sector has changed substan-
tially, but large gaps in the rules governing the financing of different types of state
units still remain. Figure 3 attempts to reflect the new rules, as well as the persis-
tent uncertainties about the details of the relationships between the final borrower
and the supplier of capital. There are three classes of state sector borrowers: the
government and the state enterprises, with a distinction between enterprises whose
ownership can and cannot be transferred to individuals or nonstate organizations.
At present, it appears that only small state enterprises are alienable to individuals
and nonstate organizations. In addition, two classes of nonstate enterprises are
listed as borrowers, with one of them attempting to capture the special relation that
some enterprises classified as collective and town/village have with local govern-
ments, in turn the source of preferential access to credit.

In Figure 3, the role of the state banks — a category consisting of the People’s
Bank of China (PBC), the three policy banks (SDB, ADB and the Ex-Im Bank),
and the six largest commercial banks which are under direct control of the State
Council — is divided into two main categories. The division depends on their ob-
jective: if it is simply to raise funds for the state sector then their role is that of a
financial agent, but if it is profit maximization (even if constrained by other con-
siderations), then their role is that of a fund manager. Each category is in turn di-
vided into two types: when financial agent, the degree of autonomy is the impor-
tant consideration because of the differences in services and skills associated with
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each type, and when fund manager, the type of claims on which the funds may be
invested is the important consideration because of the differences in the institu-
tions and skills needed for managers to succeed.

Today the government, as defined in Figure 3, borrows from the state banks
for three different purposes. First, according to the Budget Law passed in early
1994, the government can finance its budget deficit only by issuing bonds and the
banks can invest in these bonds. Apparently this year the banks are investing a
significant amount of their loanable funds in government bonds, a change due to
the limited options for the banks to invest the large inflow of household deposits
and to the increasing liquidity of some government bonds. Second, the State De-
velopment Bank (SDB), created in April 1994, has been financing an increasing
share of the annual plan of state investment projects, and this bank is in turn fi-
nanced by nontradable bonds placed with the other state banks. This is a very im-
portant change in the financing of state investment because SDB (as well as Ex-Im
Bank in its limited area of business) is authorized to review some projects and
deny them financing. Indeed, it is too early to say how independent SDB will be.
Finally, the old system of PBC relending of the bank reserves has been substan-
tially reduced, but there is still some relending, in particular to finance the Agri-
cultural Development Bank (ADB), the third policy bank created in 1994. In the
past three years, PBC credit to the state banks net of their reserves with PBC has
declined sharply, the main reason for the government’s successful control of infla-
tion; this net credit may become negative soon.

In Figure 3, at the other extreme of government as borrower, the category of
other nonstate enterprises refers to borrowers which are truly commercial. This is
a small but growing category; some branches of the state banks have been search-
ing eagerly for commercial borrowers but they are still the exception. There are at
least two reasons for the slow change in the commercialization of the state banks,
the declared objective of their ongoing reform. First, despite the appearance of a
huge amount of loanable funds, the state banks have very limited amounts of free
funds for commercial lending because their loan portfolios are extremely illiquid
and the large flow of new loanable funds has to be allocated to other uses, includ-
ing direct credit and refinancing of interest payments on outstanding loans with
the state enterprises. Second, the credit risk of new borrowers is still high because
of the persistent deficiencies in property rights which make difficult to get good
collateral, the lack of ability and willingness of prospective borrowers to disclose
relevant financial information, and the banks’ limited skills to evaluate the pro-
spective borrowers.

Between the categories of government and other nonstate enterprises, there are
three other categories in Figure 3. Today the differences between these three cat-
egories may not be significant; certainly, they are difficult to describe. In prin-
ciple, all medium and large industrial enterprises (that is, all ISOEs) are in the cat-
egory of unalienable state enterprises. This is a category of enterprises in which
today the state banks play a role similar to SDB’s role in the financing of state in-
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vestment projects: usually the banks accommodate partly the enterprises’ de-
mands for new credit, but exceptionally they deny them any new credit, and cer-
tainly the banks have no choice but to roll over maturing loans indefinitely. As
much as SDB does not play any role in the implementation of the investment
projects, the state banks have no control right on nonalienable enterprises. Thus,
there has been no attempt to establish a special system of information to allow the
banks to monitor the enterprises; actually, it is not clear what information they can
request from the enterprises. In sum, although the role of the state banks in the fi-
nancing of nonalienable enterprises can no longer be described as that of depen-
dent financial agents, it has not changed enough to be described as that of an inde-
pendent agent.

The relations between the state banks and the two other categories of borrow-
ers in Figure 3 are even harder to describe. Actually, the remaining borrowers may
not fit into the two proposed categories; some other classification may be more
appropriate. A category of nonalienable state enterprises is justified on the basis of
an increasing differentiation in how state banks are related to state enterprises, and
the important consideration may be the government’s position with respect to the
transfer of ownership outside the state sector. Also, a special category of nonstate
enterprises is justified because of the direct involvement of local government in
many of these enterprises, and the leverage of local governments in the manage-
ment of the local offices of state banks. As recently as 1993 both categories of
borrowers were related to the state banks the same way as the nonalienable enter-
prises, and the changes of the past three years may have increased the bargaining
power of the state banks relative to alienable enterprises, and reduced the author-
ity of local bank of officers to accommodate the demands of nonstate enterprises
supported by local governments. The changes have yet to lead to well-defined re-
lationships, however, and the review must necessarily be very tentative.

4. Commercialization: A New Relation between Banks and
Enterprises?

In this section, I argue that the ongoing reforms of the enterprises and the
banks will have little impact on the relation between them. Notwithstanding the
loose control system of the state sector, the government has insisted on maintain-
ing state ownership of enterprises other than the small ones and the banks, as well
as on transforming both of them into profit-oriented organizations. The question
of how the state enterprises will be financed after the state banks become commer-
cial enterprises has not been addressed directly, implying apparently that this rela-
tion would be totally on commercial terms. I discuss first the long-term implica-
tions of the status quo, which assumes that the government does not implement
any new reform other than those already announced, second the implications of a
successful commercialization of both the enterprises and the banks, and finally the
serious obstacles to transforming the enterprises and banks into profit-oriented or-
ganizations.
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The review in sections 2 and 3 showed how much ISOEs and state banks have
changed, but they also hinted at how much both would have to change to become
commercial enterprises. Since the enterprises and the banks are changing as a re-
sult of reforms already implemented, it may be of some interest to speculate about
what could happen if the government decided to do nothing else. Albeit impos-
sible to assess, the potential for new spontaneous changes arising from the reforms
already in place has not been exhausted. This potential depends heavily on a criti-
cal mass of local government officers, bureaucrats, managers and professionals
eager to take advantage of the new opportunities created by the reforms; however,
whether a given mass is critical or not cannot be judged a priori. Thus, there
would be two possible scenarios:

a) If a critical mass emerged, the mass should be able to bribe or ignore poten-
tial losers and to implement their investment and production plans with the finan-
cial support of the state banks. If successful, these plans would imply high growth
rates of output and the possibility of growing out of any distributive problem (e.g.,
the problem posed by the repayment of bank loans if the enterprises failed to pay
back their debts despite their good performances), but if the plans failed, either the
government would undertake new reforms that would depend on the diagnosis at
that time, or conflicts of interest would dominate as in the second scenario.

b) If a critical mass failed to emerge rapidly, conflicts among the state agen-
cies, ISOE insiders and bank managers with de jure or de facto residual claims on
the cash flows generated by the units under their direct control or management
would become serious, leading to a slowdown in resource reallocation and invest-
ment. In this scenario, sooner or later the government would intervene to prevent
a breakdown in social order and/or restore high economic growth, and the only
question would be about the form of this intervention.

The two scenarios highlight the dilemma facing the government today. If the
government opposes the de facto takeover of the enterprises and the banks by a
critical mass of local governments, bureaucrats, managers and professionals, the
conflicting interests of state agencies and insiders will likely lead to a serious
slowdown of economic growth. The takeover is not a guarantee of high rates of
economic growth, but the experience of the past 17 years, particularly the past
three years, supports the view that it may be a necessary condition. There are at
least two economic reasons for the government to oppose such takeover: the loss
of budget revenue and the probability of a financial crisis. Both reasons reflect
distributive considerations but also a concern for the efficiency losses caused by
distributive conflicts (e.g., the government may fail to raise revenue from other
sources and therefore to provide public goods which at present only the govern-
ment can do, or the conflicts of interest in a financial crisis may lead to a serious
disruption of the functions of the financial system). Since the government cannot
afford to oppose the takeover and let conflicts of interest threaten economic
growth, it must respond and a sensible response is to ensure it will share in the
benefits of the takeover of enterprises and banks.
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The proposed commercialization of the enterprises and the banks may be seen
as a government’s attempt to share in the benefits of the enterprises and banks
taken over by that critical mass. For commercialization to succeed, there should be
an effective separation of ownership, control and management, implying well-de-
fined functions for the residual claimants, the control bodies and the managers of
each enterprise and bank. Moreover, for commercialization to succeed, each enter-
prise and bank should be a separate legal entity, with well-defined property rights
on their assets, including the protection of contract and tort laws. These conditions
amount to expect that China’s state enterprises and banks resemble closely the
textbook description of a business world inhabited by modern corporations under
the rule of law, with the American model or some other variant as a second best.
Indeed, in any variant of this business world, the relation between each bank and
each enterprise would be entirely on commercial terms, but this relation assumes
that state ownership of both parties does not amount to a common objective, even
if it is profit maximization; otherwise, there should be some coordination mecha-
nism at a government level higher than the enterprises and the banks (like in com-
plex multi business groups in western countries).

A successful commercialization will change the role of state banks as in Fig-
ure 4. In comparison with Figure 3, the policy banks will be independent financial
agents with no intervention of PBC in the process of funding these banks, and
more important the other state banks will be fund managers able to invest mainly
in nontradable claims (i.e., loans) and a limited variety of securities (mainly bonds
issued by the government, the policy banks and perhaps a few nonalienable state
enterprises). The relation between the state banks and each of the four categories
of enterprises will not differ, implying that for each bank the distinguishing char-
acteristics of these categories are no longer relevant. Any new classification of en-
terprises, of borrowers in general since the banks will be able to lend to individu-
als and nonprofit organizations for nonproductive purposes, will be based on each
bank’s lending policy and will be its own decision.

Given the initial conditions, the reform can hardly succeed. Even ignoring the
challenge of reforming the internal structures of each of the state banks, some of
which employ a few hundred thousand employees and own a network of a few
thousand offices, there are good reasons to conclude that the process can hardly
succeed. First, despite the attention paid to the development of institutions and
skills as a critical prerequisite for the commercialization of the enterprises and
banks, the task is much bigger than anticipated. The enactment of laws means
little when the new rules of conduct and organization are alien to prevailing social
values and behavioral patterns (e.g., western ideas about the disclosure of relevant
information about the enterprises as a key element in a fiduciary relationship, or
about the ranking of classes of claims in the organization of a bankruptcy proce-
dure). If the laws are going to be enforced cost-effectively, to some extent they
have to follow rather than lead the evolution of values and behavioral patterns,
which in turn implies that there is no certainty that the emerging legal framework
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will be supportive of the corporation or any other particular organizational form.
In addition, except for some mechanical skills, the development of skills is not in-
dependent of the process of institutional development, and occasionally the latter
is influenced by the former; indeed, the formation of lawyers is the best example
of this interaction. The magnitude of these tasks is easy to underestimate, espe-
cially if little attention is paid to the implications of the size and complexity of the
Chinese economy.

Second, in all reform processes there is a potential for serious conflicts of in-
terest. In China, as shown by the experience of the past two years, the pace of re-
form is necessarily slow because it demands the development of institutions and
skills, but the longer it takes to succeed, the higher the probability of serious con-
flicts of interest. The government is then faced with the dilemma of intervening
early to contain these conflicts, an intervention likely to be viewed as a step back-
ward in the reform process, or dealing later with the consequences of much larger
conflicts, an intervention likely to require severe punishment of some parties and
compensation of the losses suffered by others. So far, the government has opted
for intervening early, but given the time it will take the process to succeed, the
government’s ability to fine-tune the situation and its commitment to the reform
will be challenged for a long time.

Third, the liquidation of chronic loss-making (or insolvent) enterprises is a se-
rious instance of conflict of interest. Insiders may be benefiting greatly from sub-
sidies that allow these enterprises to keep going. Even if the government is willing
to subsidize some of these enterprises to achieve a noncommercial objective, there
are many others which are insolvent and the government is no longer interested in
subsidizing them. The identification of the latter enterprises has little to do with
the reported losses of the past few years and a lot with analyzing their prospective
cash flows, but their managers have no incentive to disclose accurate information
on which to base this analysis. Because of its concern for the impact on employ-
ees, so far the government has rejected plans which could bring about massive lig-
uidation of enterprises, taking then risk of diverting funds from profitable enter-
prises to loss-making and other profit-making enterprises (very likely, due to the
serious difficulties to know the true conditions of the enterprises, most subsidies
intended to assist insolvent enterprises are benefiting enterprises which at worst
are financially distressed).

Fourth, even if commercialization succeeded, the assumption that state enter-
prises and state banks do not share a common objective would hardly hold. State
ownership may be justified by reasons of public interest and efficacy in the pursuit
of this interest, or simply as a means of budget revenue. In western countries, the
few instances of state ownership are justified mainly by the public interest, but
governments usually rely on regulation and incentives as the most effective forms
of intervention; more important, any intervention is usually justified on a case-by-
case basis, despite references to general ideas of the public interest. Even when the
political and administrative organizations of government make the coordination of
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all three forms of intervention (ownership, regulation and incentives) difficult, it is
always in the interest of the ruling party to ensure some coordination. In China,
despite the appearance that state ownership has become mainly a means to raise
budget revenue, the pursuit of public-interest objectives will continue to be an im-
portant rationale for state ownership and there always will be a need for coordinat-
ing the activities of state enterprises and banks. If commercialization succeeded,
the enterprises and banks would no longer pursue multiple objectives, but manag-
ers would be asked to maximize profits under constraints that reflect the public-in-
terest objectives of state ownership; in particular, bank managers would be very
much constrained on their activities, even if instructed to maximize profits. In ad-
dition, whereas in western countries government-regulatory constraints on profit-
maximization by private corporations are largely in the form of rules with limited
discretionary authority of administrative bodies, in China public-interest con-
straints on profit maximization by state enterprises and banks would continue to
be largely the result of discretionary actions of state agencies.

Finally, even if public-interest constraints on profit maximization were not se-
vere, state ownership of the enterprises and the banks would raise the opportunity
of noncommercial relationships among them. The strength of the relationships
would depend largely on the values and interests shared by the controllers and
managers of the enterprises and banks, and depending on their strength they could
affect the financial transactions between them. In western countries, the transfor-
mation of family businesses into complex multibusiness groups, which typically
requires the mobilization of large amounts of capital external to the family, is an
example of how personal relationships condition financial transactions: to mobi-
lize capital external to the family and maintain total control of the operating units,
the family needs to control important sources of capital, usually deposit-taking in-
stitutions. Within these complex groups, the relationships between their own
bank(s) and their other businesses may be seen as a solution to the incentive prob-
lems of financing the latter with external capital (these problems are largely the
result of asymmetrical availability of information between the two unrelated par-
ties to a financial contract), but in principle the solution amounts to transfer the
problems to the financing of the bank(s), and proper regulation and effective su-
pervision of the family-owned bank(s) are then needed to solve the incentive prob-
lems. The phenomenon of related (or connected) lending, common to complex
groups which own deposit-taking institutions, has been an important source of ex-
cessive risk taking and consequently an important subject matter for the prudential
regulation of banking. If commercialization of the China’s state enterprises and
banks succeeded, the potential for related lending between them would indeed be
large; actually, given that today there exists too much related lending (albeit
largely imposed by the central government or supported by local governments),
only if both parties were given explicit and clear instructions about the constraints
to their future relations, a radical change in the relation would take place. So far,
the government has avoided to give such instructions.
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5. A Proposal for a New Relation between the Enterprises and the
Banks

In this section, I outline a proposal for reforming the relation between the state
enterprises and banks which takes account of the initial lessons drawn from ongo-
ing reforms. Since the relation must be seen in the broader context of ISOE and fi-
nancial reforms, I argue for approaching these reforms on the basis of a clear dis-
tinction between at least two sets of ISOEs. The relation of state banks with each
of the two sets should differ substantially; for one set the relation should be based
on the idea of banks as independent financial agents, and for the other on the idea
of banks as fund managers. I then outline a proposal based on this distinction.

The success of many reforms notwithstanding, the government still faces the
dilemma of establishing an effective system of control over state-owned enter-
prises and banks while at the same time consolidating and expanding the author-
ity of their managers. The reforms, especially the devolution of authority to man-
agers, have already brought about a large resource reallocation and expansion of
productive capacity with important efficiency gains and increases in output. The
government, particularly the central government, is not benefiting much from
these developments because deficient control systems have allowed state agencies
and insiders to appropriate most of the cash surplus generated by the enterprises
and banks. Moreover, since the state banks were originally designed to be only fi-
nancial agents of the state with little or no autonomy, they still have a limited ca-
pacity to assess the financial performance and solvency of the enterprises, and
they have not succeeded yet to transform themselves into at least independent fi-
nancial agents. In the meantime, the banks have been lending heavily to the state
enterprises and now their own solvency is very much tied to the solvency of these
enterprises. Not surprisingly, the possibility of a financial crisis cannot be ignored,
even if it is unlikely in the next few years.

The banks could be free of the responsibility of financing the enterprises, in-
deed. At any time the government could sever the relation and assume the out-
standing debts of the enterprises with the banks. This extreme action would solve
little, however, unless the government provided a) the enterprises with new
sources of financing, and b) the banks with good claims in exchange for their out-
standing loans to the enterprises. Whereas a aims at solving a flow problem (i.e.,
the future financing of the enterprises), b aims at solving a stock problem (i.e., the
legacy of past borrowings), and many experiences of financial crises have shown
that the solution of the flow problem is a prerequisite to solve the stock problem
(otherwise, there would soon be another stock problem). Since the government
supports the continuation of state-bank financing of the state enterprises, the re-
form of their relation amounts to solving the flow problem.

In section 4, I described the commercialization of the enterprises and banks as
a radical transformation into separate corporations doing business purely on com-
mercial terms. Despite the attractiveness of the model of western corporations, |
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then argued that the transformation would fail, but even if successful, the relation
between enterprises and banks would not be based exclusively on commercial
terms. In addition, I argued that the government had no choice but to intervene be-
cause the status quo could bring about very undesirable results. Between these two
opposites — a radical transformation and the status quo — there are a variety of op-
tions based on some classification of the large number of enterprises into a few
categories and therefore on different relations between the state banks and each
category.

Given the large number and organizational complexity of the state enterprises,
some classification is a prerequisite for any reform. The classification should re-
flect the specific objectives of state ownership. In Table 1, the objectives are clas-
sified into three categories: a) several objectives, of which one is profit maximiza-
tion and the others depend on industrial and social policies; b1) constrained profit
maximization for government’s general revenue; and b2) constrained profit maxi-
mization for earmarked revenue. A classification can then be based on distinguish-
ing between the three categories, or between the first one and the other two (which
share the single objective of profit maximization), or the first two categories and
the last one, under the assumption that b2 consists of enterprises which have been
taken over by state agencies with different degrees of autonomy (for example, the
universities). Independent of which particular classification appears appropriate,
the government should prepare a positive list with the enterprises which is ready
to protect, for example, a list satisfying either a or a + b1. To simplify, in the fol-
lowing discussion, I assume that the government has put together a positive list of
1,000 enterprises (the exact number is not important as long as it is kept low rela-
tive to the total number of ISOEs) and there are then two categories of ISOEs: the
ones in the positive list — equivalent to the nonalienable enterprises of figures 3
and 4 — and the others, the alienable enterprises.

The reform of the control systems should differ substantially for the two cat-
egories of enterprises. While the effective control of nonalienable ISOEs by a
government agency should be a priority, the control of the other ISOEs should be
left largely to market forces which means that eventually their ownership could be
transferred (i.e., they are alienable). In principle, the organizational form of
nonalienable ISOEs should make no difference to the government’s commitment
to regain effective control of their management. Actually, most nonalienable
ISOEs would likely be those for which the government has been able to keep a
high degree of control, relative to others, because of its strong interest in their per-
formance. To regain this control fully, it should be feasible to reform the existing
agencies rather than to develop new complex structures; if their reform were not
possible, it would be better to grant control rights to the state bank responsible for
financing these enterprises.

The financing of nonalienable enterprises should emphasize the similarity with
the financing of other government programs and projects (see the top of Figure 4).
Because of the government’s guarantee of the financial obligations of these enter-
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prises (presently it would not be credible to say that these obligations are not guar-
anteed by the government), their financing should be shifted to a special institu-
tion, as the State Development Bank is now responsible for financing investment
projects. Specifically, one of the existing state banks should be given the respon-
sibility of financing these enterprises and denied any other role in the economy.
Indeed, this bank would be at best an independent financial agent rather than a
fund manager: its function would be to mobilize cheap capital for the nonalienable
enterprises. In comparison with Figure 4, this would imply that nonalienable en-
terprises cannot be financed by commercial banks (through loans or bonds) but by
a financial agency similar to the policy banks (there would be a need to clarify the
role of SDB in the financing of the enterprises’ investment in fixed capital). The
financial agency could have some control rights on the enterprises (for example,
ratification of their annual budget) but this would depend on the responsibilities
given to other government agencies.

Although the control and financing of nonalienable enterprises should be the
central focus of ISOE reform, the government has also to create the conditions for
improving the control of the management of alienable ISOEs by market forces and
hardening their budget constraints. For these purposes, the government should
make easy a) for state agencies with control rights to transfer these rights to other
state agencies and to any other organizations and individuals; b) for creditor state
banks to take over temporarily the enterprises that fail to service their debts (the
takeover should be the outcome of an expedient administrative process rather than
a judicial one), and c) for other creditors to be paid back through judicial pro-
cesses, in particular a cost-effective bankruptcy process. For these reforms to be
effective, however, the insiders should have strong incentives to cooperate or par-
ticipate; given the initial conditions, they should be rewarded for taking the initia-
tive to restructure and even liquidate the enterprise. The insiders should be able to
collect most of the benefits of restructuring the enterprises or most of the proceeds
of liquidating them, but this should be a temporary incentive (for example, they
must take the initiative in the next three years); moreover, this positive incentive
should be complemented by a negative one: the strict prohibition of contracting
new credits before finishing a restructuring agreement with the state banks (the
prohibition would be enforced by denying legal status to the new obligations).

The relation between the state commercial hanks (other than the one assigned
to finance nonalienable enterprises) and the alienable enterprises will then change
greatly. Initially — when insiders would be rewarded for taking the initiative — the
banks would have to focus on restructuring their old loan portfolio (these banks
would have to sell their loans to nonalienable enterprises to the bank responsible
for financing these enterprises at the very beginning of the reform, and the latter
would pay with its own claims on alienable enterprises). To illustrate the idea,
each bank could have two credit departments — one would manage the old portfo-
lio and the other the new one — but after renegotiating their debts the state enter-
prises would be shifted from the old to the new credit department (the latter would
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also have the responsibility of financing all new borrowers). In this initial period,
the enterprises should have strong incentives to reach a restructuring agreement
rapidly whereas bank management should have incentives to reach a final agree-
ment, that is, one good enough not to have the need to do it again. In this period,
liquidation should be a good option for ISOE insiders, and takeover a good one
for the banks. After the restructuring of the bank debts, the relation between the
banks and the enterprises should be largely on commercial terms, but this would
depend largely on the independence of banks from government intervention, the
capacity of bank management to allocate funds on commercial terms, and the op-
tions the enterprises have to raise capital, as well as on the strength of market con-
trol of ISOE management.

In sum, the proposal outlined above amounts to distinguish two types of state
enterprises, each one with its own relation with the state banks. Nonalienable en-
terprises identified in a positive list would have access to a special financial facil-
ity (one of the existing state banks which would be given only this responsibility)
but the government would regain control of their management. The remaining en-
terprises, on which at least control rights would be alienable, would be financed
by the state commercial banks (but not by the bank responsible for financing the
nonalienable enterprises) in competition with other potential suppliers of capital,
but during the next few years these enterprises would have to reach a restructuring
agreement with the banks and until they reach this agreement they would not be
able to get additional credit from any source (to avoid a liquidity crisis until the
agreement is reached, in the meantime the enterprises could be allowed not to pay
interest on their debts with the state banks). The success of the proposal would de-
pend mainly on the government’s ability to prepare a positive list of nonalienable
enterprises, which would amount to redrawing the boundaries of the state sector;
the independence of financial agents of the state sector (including the policy banks
and the bank responsible for financing the nonalienable enterprises); the effective-
ness of the incentives for insiders of alienable enterprises to reach rapidly an
agreement with the banks or to liquidate the enterprises; and the pace to which the
state banks are able to transform themselves into fund managers (their transforma-
tion should be facilitated greatly by separating the nonalienable enterprises and
giving strong incentives to alienable enterprises to take the initiative for choosing
between financial restructuring and liquidation).
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Amendments and Additions to the Law on
Banks and Credit Activity

by Valeri Dimitrov

Valeri Dimitrov is a Doctor of Law and
Adbviser to the Governor of the Bulgarian National Bank.

In May of this year, Amendments and Additions to the Law on Banks and
Credit Activity (LBCA), as published in the State Gazette, issue 42 of 15 May
1996, were quickly passed and came into effect.

Amendments and additions to the LBCA are substantial. Their detailed analy-
sis within the framework of a short article is impossible, so here we shall dwell
upon some of the most substantial amendments and additions to the legal regime.

General Characterization of the Law on Banks
and Credit Activity

An essential feature of the LBCA is that it is a public law. The regulation it
contains is, as a whole, of imperative and public nature at that. Our law on banks
comprises above all administrative prohibitions and obligations addressed to the
banks and other participants in commercial bank activities.

Such prohibitions include, for example, that against conducting bank activities
without permission, which is at the basis of the public regulation (Article 1, para.
1, Article 17, para. 2, item 5, and Article 58, para. 2), and that applying to big
bank loans — regarding the extension of a big loan to one person, or to economi-
cally related persons, which exceeds 25 percent of the own funds of the bank, as
well as the total amount of the big loans exceeding eight times the own funds as
found in Article 28. In addition, prohibitions apply to internal loans both regarding
the offer of preferential conditions to persons connected with the bank (Article 41,
para. 3), and exceeding the limits of the loans (Article 41, para. 2, item 1, paras. 4
and 5). There are also prohibitions against investment in nonbank enterprises (Ar-
ticle 17, para. 2, and Article 29).

Administrative obligations include that of the bank to maintain own funds in
the specified (adequate) amount, structure, and ratios to balance sheet assets and
liabilities (Article 21). Banks are required to keep minimum liquid assets (Article
23), and to observe the maximum differential between foreign currency assets and
liabilities, or open currency positions (Article 25). In addition, banks must classify
uncollectable and doubtful loans, and allocate and maintain mandatory special re-
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serves (statutory provisions) to cover the risks on them (Article 26), as well as an-
nounce and apply to the customers of the bank general terms and conditions for
deposits and loans with contents specified by the law (Articles 33 and 34).

The administrative nature of the prohibitions and obligations provided for in
the LBCA is such that their enforcement is secured by the bank supervisory body
in its capacity as the specialized body of administrative control. Respectively, vio-
lations of statutory prohibitions found by it and failure to meet obligations are
sanctioned by administrative enforcement and administrative penalties (cf. Ar-
ticle 56, para. 1, items 1 — 7, Article 58, paras. 1 and 2).

The public nature of the legal regulation ensues directly from the LBCA. Pro-
hibitions and obligations underlying it, as well as the supervision exercised for
their observance, aim at regulating to acceptable levels the risks inherent in bank
activities. With money attracted from a wide circle of people, banks perform ac-
tivities as tradesmen, and effect noncash payments in accounts. Uncontrolled in-
crease of risks in their activities can seriously infringe upon the rights of the de-
positors, the security of the payment process and the banking system as a whole,
and hence the interests of the national economy. Thus the LBCA, through the re-
gime of the prohibitions and obligations it contains, its supervisory nature, aims to
protect the security of the deposits, of the payment process, and of the banking
system. From this point of view, the LBCA is a protective law.!

Besides being protective, the LBCA is also a supervisory law. A separate set
of provisions regulates the supervisory process, and more specifically the powers
of the supervisory bodies, and the administrative procedures within the framework
through which these powers are exercised. There are provisions regarding powers
and procedures for issuance of a bank license (Articles 9 — 15, Article 88, para. 1),
obligations to notify the central bank (Articles 48 and 49), those regarding both
on-site inspections (Article 55) and administrative enforcement.

General Outline of the Regulation of
Bankruptcy of Commercial Banks

The first issue to be emphasized with regards to the regulation of commercial
banks is that the amendments and additions to the LBCA highlight its nature as a
supervisory law. A substantial part of the amendments and additions are directly
concerned with supervision, extending considerably the scope of its application,
providing for new powers and procedures (cf. provisions contained in § 9 — 11 of
the Amendments and Additions to the LBCA).

! According to the American author Kenneth Sprong, the primary purposes of state regula-
tion of bank activities are the protection of depositors, stability of the monetary system, influ-
ence in order to secure efficient and competitive financial system, and protection of consumers
of bank services. (cf. Sprong, K. Banking Regulation, Its Purposes, Implementation and Effects.
Kansas City, 1994, pp. 5 —11).
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At the same time, a new functional characteristic was given to the LBCA. Be-
sides being a protective and supervisory law, it is also a special law on bank bank-
ruptcy. In the amended and supplemented law, a special new chapter fourteen was
added, which regulates bankruptcy of commercial banks (cf. § 12). This is an ex-
ceptionally significant and complicated matter, and here we shall dwell only upon
some general principles.

In broad outlines, the regulation of bankruptcy is built upon the basis of the re-
gime contained in Section Four of the Law on Commerce (LC), which is applied
subsidiarily in the cases not regulated in the law on banks (Article 84 of the
amended and supplemented LBCA). The capacity of the LBCA as a special law
on bank bankruptcy is not contrary to its protective and supervisory nature, which
is determined by the public nature of the regulation of bankruptcy as a part of the
enforcement process.?

General purposes of bankruptcy — the fair satisfaction of creditors, and the op-
portunity to rehabilitate the enterprise, taking into consideration the interests of the
creditors, the debtor, and its employees (Article 607 of the LC) — however, un-
dergo substantial modification in view of the main purpose of the law on banks,
chiefly, that of the protection of the depositors. In the bankruptcy proceedings of
a commercial bank, the interests of the depositors as a main category of creditors,
and the interests of the banking system as a whole have priority. It is enough to
compare the provisions (Article 722, para. 1 of the LC and of Article 83 of the
amended and supplemented LBCA), regulating the procedures of meeting the
claims when distributing the cash assets. The first three categories of claims coin-
cide with those legal procedures — namely claims secured by a collateral or a mort-
gage, claims secured by lien, and claims for bankruptcy costs. However in the law
on banks, claims arising from labor relations, and claims for maintenance which
are arranged respectively in fourth and fifth places in the Law on Commerce are
not present at all. Instead of them, the LBCA arranges respectively in fourth, fifth,
sixth, and seventh place the claims coming due after the date of the ruling for en-
forcement of measures of conservatorship under the new Article 65 and unpaid at
maturity (item 4), the claims the Deposit Insurance Fund has been subrogated to
(item 5), the claims of depositors, not covered by the Deposit Insurance System
(item 6), and the claims of banks (item 7).

The inclusion of the claims under items 5 and 6 in the order of priority is a di-
rect expression of the purpose of the LBCA to protect depositors of commercial
banks. In this sense, the conclusion can be drawn that within the framework of the
main purpose of the bankruptcy proceedings — fair satisfaction of creditors — the
interests of the depositors as creditors come to the fore.

Along with them, however, the law on banks also brings to the foreground the

2 Cf. Tadzher, V. Bankruptcy under the Law on Commerce. Sofia, 1996, pp. 31 — 32.
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stability of the banking system as a whole. Protection of creditors pursuant to Ar-
ticle 83, items 4 and 7 of the amended and supplemented LBCA is connected
therewith. These are creditors, or alternatively depositors, who have given funds
to a bank placed under conservatorship in danger of insolvency (item 4), as well as
claims of other banks (item 7). Giving privilege to the claims of creditors under
item 4 aims to encourage the disbursement of funds to a bank which is in danger
of insolvency in order to rehabilitate it.? Claims of banks are included in the order
of the privileged claims to also protect the security of the payment process.

An essential feature of the bank bankruptcy proceedings is that its application
may be entered only by the central bank (Article 71, para. 1 of the amended and
supplemented LBCA). The power to apply to the court with the request of institut-
ing bankruptcy proceedings for a commercial bank is a power which the central
bank exercises in its capacity as a supervisory institution. As such, it monitors and
inspects commercial banks, and can surely and competently establish the state of
insolvency as well as substantiate and prove it before the court pursuant to the
provisions of Article 71, paras. 3 and 4 of the amended and supplemented LBCA.

Characteristic of this power of court referral is that the law binds the central
bank to exercise it upon establishment of the insolvency of a commercial bank
and, in this sense, binds its competence (Article 71, para. 2 of the amended and
supplemented LBCA). This characteristic feature of the legal power is such due to
the fact that the established insolvency of a commercial bank excludes the appli-
cation of supervisory and liquidation proceedings — it necessarily leads to the in-
stitution of bankruptcy proceedings even in the presence of other pending pro-
ceedings (cf. Article 71, para. 2). This gives exceptional weight to the power of
the BNB within its overall competence of supervisory influence.? From the point
of view of this practice, it is obvious that the request for instituting bankruptcy
proceedings will play a much more important role as compared to the most restric-
tive measure — the revocation of the bank license. With the removal of the prohi-
bition to declare a bank bankrupt (cf. § 22 of the amended and supplemented
LBCA), and with the introduction of the legal power of the central bank to require
within its supervisory competence the institution of bankruptcy proceedings, the
scope of the application of the power to revoke a bank license is sharply narrowed.
In practice, the cases where it will revoke the license of a solvent bank will be
quite rare.

The narrowing of the scope of application of the power to revoke a bank li-

3 The provision of Article 83, item 4 of the amended and supplemented LBCA is analogous
with respect to its destination to Article 722, para. 1, item 8 of the LC. The placement of such a
category of claims in a considerably more advanced position in the law on banks is determined
by the far greater socioeconomic significance of the rehabilitation of a bank as compared to the
rehabilitation of the enterprise of an ordinary tradesman.

4 For further details on the competence for supervisory influence see Dimitrov, V. Legal Regu-
lation of Supervisory Competence Exercised by the BNB Authorities. Bank Review, 4/1993, pp. 11
—18.
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cense at the expense of the power to institute bankruptcy proceedings is because
the request of these proceedings by the supervisory bodies has the same conse-
quences as the revocation of the license. With the adjudication of the insolvency,
which is at the same time a decision to declare the bank bankrupt, the court in fact
decrees an individual prohibition to conduct bank activities, and, in this sense,
revokes the license (cf. Article 74, para. 1 of the amended and supplemented
LBCA). Thus, the law does not contain an obligation for the BNB to revoke the li-
cense. It must be concluded that the institution of bank bankruptcy proceedings
emerges as the most severe punitive measure in the range of supervisory measures
taken by the central bank.

Bank bankruptcy proceedings are not directed to rehabilitation of the banking
enterprise because according to the express provision of Article 79 of the amended
and supplemented LBCA, no rehabilitation program may be proposed within
them. This is due to the fact that the rehabilitation of a bank precedes the bank-
ruptcy, and is carried out by the central bank at the stage of conservatorship. The
main reason for this regulatory solution is obvious and needs no comment. It is
connected with the practical difficulties to entrust such complicated and special-
ized activity to a bank’s creditors who normally are many and the majority of
them lack the knowledge and experience. For the same reasons, no meeting of the
creditors is held in bank bankruptcy proceedings (Article 77 of the amended and
supplemented LBCA).

Amendments to the Regime of Statutory
Provisions and Extension of Credits by Banks

In the LBCA, two important amendments regarding mandatory special re-
serves (statutory provisions) and extension of credits by banks were made.

First, fundamentally new legislative regulation is given to statutory provisions.
In the amended and supplemented LBCA, it is expressly provided for that these
reserves are an element of the accounting expenditures of the bank (Article 26,
para. 2 of the LBCA). In this way, the law clearly outlines their character and the
way they are formed. Provisions are expenditures of the same type as the decrease
in the value of the assets within the meaning of § 6, para. 1 of the Law on Accoun-
tancy (published in the State Gazette, issue 4 of 1991, amendments and additions
published in issue 26 of 1992, issue 55 of 1993, and issue 21 of 1996).° On ac-
count of this character, they affect the financial results of the commercial bank re-
gardless of their kind (profit or loss) and amount. Thus, not only the reserves for
nonreimbursable claims (as provided for by item 26 of the National Accountancy

3 Pursuant to § 6, para. 1 of the Law on Accountancy, the expenditures (of the enterprise)
are formed from the decrease in the value of the assets, payment of remuneration of labor, so-
cial insurance contributions, allowances, and others resulting from the activities carried out in
the enterprise irrespective of the moment of their payment.
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Standard 16 — published in the State Gazette, issue 111 of 1995), but reserves for
all claims classified as risk ones will affect the financial results. In case of no
profit, they will increase the loss of the bank. Under these conditions, the provi-
sion of Article 11, para. 4, item 3 of Regulations No. 8 on the Capital Adequacy of
Banks (published in the State Gazette, issue 39 of 1993, amendments and addi-
tions published in issue 19 of 1994, issues 2 and 77 of 1995, corrections published
in issue 85 of 1995, amendments and additions published in issues 4, 16, and 58 of
1996), regarding the exclusion of the shortage of statutory provisions from the
own funds of the bank, practically loses its regulatory meaning.

The amended regime of statutory provisions comes into effect as of 1 January
1997 (cf. § 26 of the amended and supplemented LBCA).

Of great significance is also the other addition to the LBCA. Pursuant to the
provision of the amended Article 36, para. 1, commercial banks are prohibited
from accepting as collateral shares issued by them as well as shares issued by
persons economically related to them (within the meaning of § 1 of the additional
provisions of the law). This wording is analogous, for example, to regulatory texts
contained in § 41, para. 4 of the Hungarian Law on Banks of 1991.

Regrettably, however, the law does not prohibit expressly the widespread
practice of granting loans for the purchase of shares issued by them or by persons
related to them.

Regulation of the Bank Supervision

The amendments to the law, concerning supervision, are significant and exten-
sive. They apply, above all, to bank supervision which is not a conservatorship
within the meaning of Chapter Thirteen (Articles 64 — 69) of the amended and
supplemented LBCA. Bank supervision not related to enforcement of measures to
overcome the state of danger of insolvency can already be called “ordinary, usual”
supervision.

Within the framework of ordinary bank supervision, the law provides for sub-
stantial amendments to the powers of the supervisory bodies.

The range of grounds for refusal to grant a permit has been extended. Pursuant to
the new provision of item 7 of Article 14, para. 1, the central bank may refuse to
grant a permit where it finds out that persons who have subscribed more than one
percent of the capital have made payments with borrowed funds. Thus, statutory
prohibition to incorporate a bank with borrowed capital has already been estab-
lished.

The regulation of the restrictive powers of the supervisory bodies pursuant to
Article 56 has been amended.

The possibility for temporary removal from office governors of the bank, the
persons who manage and represent it, has been removed. Under the present regu-
lation, removal can be peremptory, and is not necessary to give warning or prove
culpable violation of the provisions of the banking legislation (cf. the amended
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item 6 of Article 56, para. 1). From this point of view, the law has taken into con-
sideration to a greater extent the nature of this kind of supervisory influence as an
administrative obligatory measure whose enforcement does not require the pres-
ence of guilt.

In removing bank governors, the BNB sets a term within which the competent
body must empower other persons. If this is not done within the term set, and the
number of the remaining governors is less than the minimum required by the law
and the articles of association (at least two), as well as a decision of the sharehold-
ers’ general meeting is required for providing full membership, the central bank
also removes the remaining empowered persons (governors). In addition, it ap-
points, for a term no longer than six months, two conservators who act as deputies
for the removed persons until the election by the competent body of new gover-
nors who meet the requirements of Article 8, para. 1 (cf. amended para. 2 of Ar-
ticle 56).

New powers have been given to the central bank. First, it now has the power to
remove from office all members of the board of directors of the commercial bank
and all members of its managing and supervisory boards (see the new item 7 of
Article 56, para. 1). Here, too, enforcement of the measure is not dependent on
culpable conduct. Second, pursuant to the terms and procedures of the amended
para. 2 of Article 56, the supervisory bodies can now remove from office mem-
bers of a managing body of a bank, who are not its governors, as well as members
of any controlling body. The ground is that these persons fall within the range of
the negative requirements of Article 51. In particular, this removal can lead (in the
hypothesis of sentence 2) to the removal of all members of the managing body of
the bank, including the governors, and to appointment of conservators.

Administrative Liability for Violation of the
Provisions of the LBCA

Of fundamental importance is another amendment to the LBCA. The new Ar-
ticle 86 which regulates the administrative liability for violation of the provisions
of the law falls short of enumerating expressly the regulatory texts, using the blan-
ket wording “for violation of this Law and the regulatory acts issued for the en-
forcement thereof” (para. 1). On the basis of said text, two conclusions can be
drawn.

First, the extension of the “protective range” of the administrative sanctioning
is categorical proof of the public nature of the LBCA. Within this extended range
now falls practically all statutory prohibitions and obligations.

Second, administrative sanctioning covers the violations of the regulations of
the BNB. Thus, the public nature of the by-laws on the commercial bank activities
is unequivocally underlined.
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Conservatorship

With the amendments to the LBCA, the conservator receives much more at-
tention. The conservatorship is also set apart in a separate twelfth chapter of the
amended and supplemented LBCA.

Above all, a clear answer is given there to the question of who can be a conser-
vator. The possibility for a conservator to be a legal person has been discarded.
Pursuant to the text of Article 57, para. 1 of the amended and supplemented
LBCA, only a physical person may be a conservator. If two or more persons are
appointed as conservators, they make decisions as one body, i.e. unanimously, ex-
ercising their powers jointly, unless otherwise provided by the central bank (para.
3). These provisions more clearly highlight the authoritative nature of the conser-
vator.

As a physical person, the conservator must meet a number of statutory require-
ments. They are analogous or similar to the requirements with respect to both
bank governors under Article 8, para. 1 and the trustee in bankruptcy — the physi-
cal person in the bankruptcy proceedings (cf. Article 57, para. 2 of the amended
and supplemented LBCA, and Article 656, para. 2 of the LC).

More completely, clearly, and systematically specified are both the powers of
the conservator and the different circumstances under which they are exercised.

First, conservators (at least two) are appointed when the central bank removes
from office governors of a commercial bank (cf. the amended item 6 of Article 56,
para. 1 in connection with para. 2). In this case, the conservators accede to the
powers of the persons removed (Article 58, para. 3 of the amended and supple-
mented LBCA).

The second circumstance for the appointment of conservators in a commercial
bank is upon removal of all members of the board of directors and all members of
the managing and supervisory boards, enforced as a supervisory measure under Ar-
ticle 56, para. 1, item 7, or as measure of conservatorship under Article 65, para. 2,
item 7 of the amended and supplemented LBCA. Here, the conservators accede to
the powers of the respective managing body (board of directors, managing board) —
Article 56, para. 3, and Article 58, para. 4 of the amended and supplemented
LBCA.

The third situation for the appointment of a conservator is when enforcing the
most severe measure of ordinary bank supervision — the revocation of a license
granted to a commercial bank (cf. Article 56, para. 1, item 8 of the amended and
supplemented LBCA). If the revocation of the license is not combined with the re-
moval from office of bank governors and other members of bank bodies, the con-
servator does not directly manage the bank, but only exercises operational super-
vision over it. Here, the law clearly defines the power as a state supervisor. Ex-
pressly set apart are the conservator’s fact-finding powers. These are the powers
granting free access, and checking and examining all of a bank’s transactions (Ar-
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ticle 58, para. 1, items 1 — 2 of the amended and supplemented LBCA). Legal
regulation also granted the power to collect data and documents concerning per-
sons covered by the deposit insurance system (Article 58, para. 1, item 5 of the
amended and supplemented LBCA). More precisely specified are also the
conservator’s powers to exert influence, connected with the control over the man-
aging body of the bank (cf. items 3 and 4).

Lastly, a conservator is appointed when, as a measure of supervisory influence
on the bank, a restriction of a bank’s activities has been imposed pursuant to Ar-
ticle 56, para. 1, item 5. In this case, the conservator exercises control for the ob-
servance of the restrictions imposed, with the fact-finding powers under Article
58, para. 1, items 1 — 2 of the amended and supplemented LBCA being expressly
given to him (cf. Article 58, para. 2).

Review of the amended regulation of the conservator’s powers allows a new
group of powers to accede to the rights of the bank’s bodies (Article 56, para. 3,
Article 58, paras. 3 and 4 of the amended and supplemented LBCA). They can be
called subrogated or substituted powers. The empowerment of the conservator
with them is a new feature. In exercising these powers, one goes beyond a limit of
fundamental significance. So far, bank supervision, for reasons easy to under-
stand, has not been entrusted with the management and representation of a bank,
i.e. with the direct performance of commercial bank activities. Supervision is a
kind of state regulation of the commercial activities, and the law forbore for good
reasons from extending it to such limits and forms which could be interpreted as
an infringement upon constitutionally protected private ownership and free eco-
nomic enterprise (cf. Article 17, para. 2, and Article 19, para. 1 of the Constitu-
tion).

In this case, however, the public interest, and chiefly the protection of the
property of the depositors as consumers of bank services, which is also constitu-
tionally regulated (cf. Article 19, para. 2), makes it necessary to proceed to direct
performance of bank activities.

Granting subrogated powers to the conservator raises a wide range of prob-
lems which require careful examination and analysis. Practice will also show the
most appropriate forms and manners of exercising such powers. It is indisputable,
however, that their realization will be based on several general principles.

Above all, the displacement of the bank’s bodies does not mean that the con-
servator loses his capacity as a state body. He performs his activities in defense of
the public interest, and the fact that the private interests of the bank (or of its
shareholders respectively) coincide in this case with those of the public does not
mean a “loss” of authoritative powers. A proof of this is also the restriction of the
right of the owners (shareholders) to directly (cf. Article 221, item 4 of the LC) or
indirectly, through the supervisory board (Article 241, para. 2 of the LC), replace
at their own discretion conservators in their capacity as governors or as the man-
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aging body of the bank (argumentation out of Article 58, para. 4, sentence 2, and
Article 63 of the amended and supplemented LBCA). Subrogation of the conser-
vator to the rights of the bank’s bodies as a form of supervisory influence is of in-
disputable authoritative nature because of the fact that it is obligatory. The ad-
dressee of the subrogated supervisory influence is the commercial bank itself,
which has not only to accept it, but also to assist, through all its officials, the con-
servator (Article 60, para. 2 of the amended and supplemented LBCA). This obli-
gation is moderated in the cases of Article 56, para. 1, items 6 and 7 of the
amended and supplemented LBCA through the possibility for the concerned bank
to limit the term of the conservator’s subrogation by timely replacing the persons
removed.

Manifestation of the irreducibility of the conservator to an ordinary member of
a managing body of a commercial bank is the limiting of his responsibility only to
damages caused intentionally or by gross negligence (Article 60, para. 1, sentence
2 of the amended and supplemented LBCA). The mitigation of the conservator’s
responsibility is also determined by the fact that upon subrogation his activities as
a bank governor or a member of a bank managing body will suffer the adverse
consequences of former unlawful and wrong actions of the persons removed from
office.

The authoritative nature of the conservator’s subrogation manifests itself only
within the framework of the supervisory relationship, and not toward the contract-
ing parties (customers) of the commercial bank. To these persons, the conservator
is only a person who expresses the will of the commercial bank.

As a rule, the conservator’s subrogation is an exceptional measure of limited
duration (cf. Article 56, paras. 2 and 3, and Article 65, para. 4). The aims as such
are to exert influence in order to overcome the violations and the danger of insol-
vency, and restore the normal activities of the bank, or to protect to the highest de-
gree the interests of the creditors and the stability of the banking system from in-
fringement in case of existing insolvency. These aims of the subrogation also out-
line the scope of its application. One has to resort to it only when the other possi-
bilities for supervisory influence have been exhausted.

Conservatorship of Commercial Banks

A new basic point in the LBCA is the regulation of the conservatorship of the
commercial banks. The matter in hand is a system of administrative measures, en-
forced by the Managing Board of the BNB (cf. Article 88, para. 1 of the amended
and supplemented LBCA) when the bank has reached a state close to bankruptcy.
This is the term “danger of insolvency,” defined in Article 64 of the law. Such
danger of insolvency exists in the presence of one of the two hypotheses alterna-
tively specified in Article 64. In the first place, where the overall capital adequacy
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ratio of a commercial bank is below the set minimum level (item 1), and, in the
second place, where there is danger, because of the condition of the bank’s assets,
that the bank may not be able to fulfill its obligations on the day they become due
(item 2).

The provision of the new Article 65, para. 2 contains a list of measures which
considerably extend the possibilities for influence by the central bank. The first
item which creates an impression when analyzing the list of measures of conserva-
torship under Article 65, para. 2 is the extension of the contents and scope of the
restrictive powers of the central bank. Part of these powers are identical with the
restrictive ones provided for under Article 56. Such are the powers to enforce the
measures under item 3 (restriction of a bank’s activities) and item 7 (removal from
office of the members of the board of directors and the managing and supervisory
boards). Their difference is determined by the ground for their enforcement — the
danger of insolvency.

The aims of the restrictive measures under item 4 (the ban to pay dividends)
and item 5 (the ban to dispose of property) do not need particular comment. The
expediency of such measures is obvious when the bank is in danger of insolvency.
The law adds also a civil sanction — nullification of the actions and transactions
carried out in violation of the bans imposed with the administrative enactment of
the BNB (cf. Article 66, para. 1 of the amended and supplemented LBCA). A con-
sequence of the nullification is the emergence of an obligation to return as unduly
paid the receipts from the shareholders and the contracting parties of the bank (cf.
Article 34 in connection with Article 55 of the Law on Obligations and Contracts).

The measure under item 8 (temporary suspension of the voting rights of share-
holders holding directly or indirectly more than 10 percent of the voting shares) is,
as a whole, in the spirit of the regulatory solution contained in Directive 89/646/
EEC of 1989 (The Second Banking Directive) of the European Communities. The
Bulgarian law, however, requires the enforcement of the restriction to be deter-
mined not by the probability of possible occurrence of damage to the reasonable
and reliable management of the bank (as provided for by Article 11 of the direc-
tive), but by the actual occurrence of the harmful consequences. They must have
already occurred. This narrows the preventive action of this measure of conserva-
torship at the expense of the protection of shareholders’ rights.

Approximating this measure, but with incomparably greater intensity and de-
gree of infringement of the managing rights of the bank’s shareholders, is the tem-
porary suspension of the powers of the general meeting (item 9). This measure is
not enforced independently, but in combination with its logical complement —
resolution on the part of the central bank of matters within the realm of the general

6 Pursuant to the amended para. 2 of § 3 of the Transitional and Final Provisions of the
LBCA, banks should achieve the ratio of their own funds to their risk assets under Article 21,
para. 2 by the year 2001. Within this period the central bank shall set annually the minimum
levels of this ratio to be achieved and maintained by the banks.
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meeting. The accession to the rights of the general meeting means that, together
with the conservator, the Managing Board of the BNB as a supreme body of bank
supervision is empowered with subrogated (substituted) powers. Included, un-
doubtedly, is the compulsory increase of the capital (item 6), which is, as a matter
of fact, a solidification of the power under item 9.

Particular attention as to the measures of conservatorship is deserved to the re-
duction of interest rates on the bank’s obligations to their average market value
(item 1) and the suspension of the performance of the bank’s obligations (item 2).
The latter item may not last more than 30 days unlike the reduction of the interest
rates, which can last one year (para. 4). The immediate purpose of both measures
of conservatorship is obvious. It is necessary to give the bank a certain “respite”
so that it can stabilize its position. At the same time, the measure under item 1
aims at surmounting the attraction of customers through promising unreasonably
high interest rates, which is contrary to the requirements of prudent banking. Such
a practice in the long run inevitably leads to undermining the financial situation of
the commercial bank.

In these cases, the administrative enactments of the Managing Board of the
BNB directly affect not only the bank placed under conservatorship, but also the
rights of third-party creditors because a one-sided change is made in their rela-
tions. This will apply chiefly to depositors. In the case of reduction of interest
rates, depositors are affected because they do not receive a part of the guaranteed
income promised to them, and in case of suspension of the performance of a
bank’s obligations, deposits temporarily lose one of their most characteristic fea-
tures — claims on deposits executable ahead of schedule. On account of this, de-
positors are practically reduced to money lenders, and the bank assumes the ca-
pacity of a borrower. Immediately, the question arises as to whether the enforce-
ment of these measures does not contradict the purpose of the LBCA to protect
depositors. There exists a certain contradiction, but it is not essential. Because of
the specific situation of the bank — danger of insolvency — the law gives relative
priority to the protection of the security of the deposits, as well as to the other
main purpose of the law — stability of the banking system, and security of the pay-
ment process. In view of these purposes, whose attainment in the long run protects
more substantial interests of the depositors, it is justified that their rights are sub-
jected to a certain temporary restriction.

Both measures of conservatorship are a manifestation of increased state inter-
ference in private relations because they give rise to consequences which, as a
rule, have to be a result of the will of the affected bank, or of the concerted will of
the parties to these relations. On account of this, they are a manifestation of the
subrogated supervisory powers of the central bank. Specifically, the administra-
tive enactment can supersede declaration of will not only of the bank itself (or of
its body), but also of its (and not only individual) creditors. Reduction of interest
rates concerns all depositors and other title-holders of money claims. Suspension

71



can also affect all creditors of the bank. In view of the consequence of these enact-
ments, therewith the interest rates are reduced, and the performance of the bank’s
obligations is suspended, approximating closely characteristics of the general ad-
ministrative enactments.”

In case of suspension of the performance of the bank’s obligations, its grave
consequences have to be pointed out. The central bank can be accused that with its
enactment it has led to a chain of failures to meet commercial obligations. In this
case, as well as in the case of reduction of interest rates, claims for damages sus-
tained by the creditors of the bank can be directed to the BNB. Because the mat-
ter in hand is a declaration of will and actions of the BNB, which are a manifesta-
tion of authoritative powers, the persons, who claim damages, have to duly appeal
the legality of the administrative enactments of the central bank as required by the
provision of Article 1, para. 2 of the Law on Liability of the State for Damages In-
flicted on Physical Persons (published in the State Gazette, issue 60 of 1988,
amendments and additions published in issue 59 of 1993). But the presence of
such appeals can seriously impede the efficient exercise of the central bank’s pow-
ers of conservatorship. In view thereof, it is reasonable to adopt the solution con-

7 The general administrative enactment is characterized, on one hand, by solidity and one-
time enforceability of the prescription contained therein, and, at the same time, by a wide (in-
definite) circle of addressees. (On this category of enactments see Angelov, A., M. Kostov for
further details. Financial Plan and Financial Norm. Sofia, 1972, p. 74 ff-; Lazarov, K. Administra-
tive Enforcement. Sofia, 1981, pp. 75 — 78, Lazarov, K. Once More on General Administrative En-
actments. Pravna Misal, 4/1995, pp. 20 — 26.

There arises also the question of the possibility for the affected creditors of the bank to ap-
peal to the court the enactments under which the measures under Article 65, para. 2, items 1
and 2 are enforced. This question has essential practical dimensions. At first sight, the LBCA
leaves the impression that the enactments of the Managing Board of the BNB, under which mea-
sures of conservatorship are enforced, can be appealed only by the affected commercial bank
(cf- Article 88, para. 3, sentence 2 of the LBCA). Here, however, the crucial role of Decision No.
21 of 26 October 1995 of the Constitutional Court in the constitutional case No. 18 of 1995
(published in the State Gazette, issue 99 of 1995) must be emphasized. The decision rules that
physical and legal persons may appeal to the court any administrative enactments, including
those which are internal and official, if they violate or endanger their rights or legitimate inter-
ests, and are not excluded expressly by law from appeal to the court. The text of Article 88, para.
3, sentence 2 cannot be construed as an explicit prohibition of the appeal of the administrative
enactment of the BNB by all other affected persons besides the affected bank. In this situation,
the conclusion can be drawn that the fundamental possibility for the enactments of the BNB to
be appealed by the creditors of a bank placed under conservatorship, with respect thereof mea-
sures under Article 65, para. 2, items 1 and/or 2 of the amended and supplemented LBCA are
enforced.

With still stronger reason, this thesis has to also apply to the persons, who have been removed
from office (governors, members of the board of directors, of the managing and supervisory
boards), to shareholders whose voting rights have been suspended. They, indisputably, have to be
constituted along with the bank as parties to the administrative appeal of the decision of the BNB.

On the whole, the subsidiary application of the Administrative Procedure Law to the super-
visory enactments of the central bank poses a number of serious problems which have to be the
subject of independent analysis.
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tained in Article 1, para. 4, and Article 2, para. 7 of the British Banking Act of
1987. Pursuant to it, the central bank as well as its managers and officials, are re-
sponsible for damages caused in exercising the supervisory functions of the bank
only provided that it has been proved that they have been caused intentionally. In-
troduction of such a provision in Bulgarian banking legislation would be a strong
guarantee for the efficient exercise of supervisory powers.’

In the case of reduction by the central bank of interest rates, there arises the
problem of its scope. The law does not expressly specify that it applies only to fu-
ture transactions of the bank. In this situation, it is obvious that the provision in-
cludes in its scope of application established relations. There emerges, however,
the question as to whether the reduction will apply also to due and exigible, yet
still unpaid, interest. We are inclined to think that they should not be reduced. The
provision of Article 65, para. 2, item 1 provides for power of an exclusive nature
and on account of this it must be construed restrictively in order not to infringe
needlessly upon the interests of the depositors. The general principle must apply
here that the rights and interests of the bank’s creditors have to be infringed upon
in the lowest degree, and only within the limits necessary to protect the public in-
terest. On account of this, the reduction of interest rates should cover only interest
which is not due.

In the case of suspension of the performance of the obligations of a bank
placed under conservatorship, there arises the question of its essence and conse-
quences. The suspension means, in effect, a moratorium of bank payments to
creditors.? Suspension of payments is a ban addressed to both the bank and its
creditors. But the law does not expressly regulate the problem of interest for delay
when the payment of the exigible claims has been suspended. The question is
whether the suspension of the performance of obligations exempts the bank from
the arrears and the obligation, connected with them, to pay interest for delay. We
think that it is necessary to regulate such serious consequences directly affecting
the interests of the bank’s creditors by express provisions of the law. It is not ap-
propriate to regulate them by an administrative enactment of the BNB. In the ab-
sence of legal provisions, it is more reasonable to assume that the suspension of
the payment of exigible obligations of the bank does not exempt it from the ac-
crual of interest for delay for the period of the suspension. The claims for this in-
terest, however, will become exigible after the lifting of the moratorium. Here,

8 In British literature on banking law, the significance of these protective provisions of the
Banking Act of 1987 is expressly pointed out. They have surmounted the doubts and disputes,
which have arisen in the common law, about the responsibility of the central bank in exercising
its supervisory functions. (see Elinger, E. P., E. Lomnicka. Modern Banking Law. Oxford, 1994,
p- 32).

9 Moratorium is the (period of) delay in the performance of a legal consideration (cf.
Apostolov, 1. Law of Obligation. Part I. General Principles of Obligation. Sofia, 1990, pp. 154
— 155; Kozhouharov, A. Law of Obligation. General Principles of Obligation Relationships.
Sofia, 1958, p. 228).
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too, for the purposes of the protection of the public interest, the principle of mini-
mum infringement upon the rights and interests of the bank’s creditors must ap-
ply.

Suspension of payments of a commercial bank also poses the problem of one
significant gap in our banking legislation. A moratorium on bank payments can be
regulated in a fundamentally different way. Thus, for example, the German law on
banks of 1985 expressly regulates the moratorium in the cases where not an indi-
vidual bank, but the banks in the country as a whole are confronted with financial
difficulties which can give rise to a serious danger for the national economy and
the normal functioning of the payment process. In these cases, the federal govern-
ment, after consultations with the central bank, can, with a regulatory act, grant to
an individual bank delay of the performance of its obligations and suspend any ex-
ecution proceedings against it, temporarily close banks, imposing a ban on them to
make payments and grant loans, as well as temporarily close the stock exchanges.
The government also obligatorily regulates the legal consequences of the enforce-
ment of these measures in the sphere of civil, commercial, company, exchange,
and checking law, as well as procedural law (cf. Article 46, paras. 1 — 3).77

10 Moratorium is regulated in a similar way in § 78 of the Austrian law on banks of 1993.

Provisions regarding this important matter were included in 1992 in the Bulgarian bill on
banks and credit activities, but for unclear reasons they were removed during its passing by the
National Assembly.
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Bank Mergers, Hospital Banks and Other
Options

by Geoffrey Russell

Geoffrey Russell is Senior Partner, KPMG.

Introduction

* Typical problems of banks in emerging economies
 Fundamental restructuring objectives

* Possible actions

* Conclusions

* Suggested solution

Typical Problems of Banks in Emerging Economies
* Changing economic environment

* Under or nonperforming loans

* Low profitability

* Undercapitalization

» Management inexperienced in modern banking practices
* Poor information systems

* Low pay levels and lack of incentive

* Old attitudes

» Competition

Fundamental Restructuring Objectives

For the State

* to remove the continuing financial burden and to extract value for under or
nonperforming assets

For the customers

* to promote a healthy and competitive banking sector

For the banks

* to remove the financial legacy of the past, reengineering the balance sheet
and empowering management to enable them to operate in a competitive
free market
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Possible Actions

* Consolidation and merger

* Foreign investors

* Hospital banks

* Liquidation

* Recapitalization — new equity

* Do nothing — subordinated equity

Consolidation and Merger

Outline

* Aggregation and rationalization of two or more banks as a single legal entity
Condition

* Must be a logical fit of parties

Consolidation and Merger

Pros Cons

* economies of scale and cost « likely to involve job losses
savings

* concentration of expertise and * may end up with one large
management resources rather than two small problems

* reduction in capacity of banking * new information systems
system

* provides broad base for future * closure of parts of operations
operations

Foreign Investors

Outline

* New capital introduced by foreign investor. Investor may then address the
problems

Condition

* Bank must be attractive to a foreign investor

Foreign Investors

Pros Cons
* devolving responsibilities * potential loss of control of bank
and control of problem
* low short-term cost » may be unacceptable politically
* new technologies and * uncertain cost
techniques
Hospital Banks
Outline

* Creation of specialized recovery vehicles to extract maximum value in an or-
derly fashion from under or nonperforming assets



Condition
* None

Hospital Banks

Pros

* maximum recovery from assets
likely

* concentration of problems with
relevant specialists

* creates clear separation of
problem loans

* permits management to focus
on future not past

* ensures that any new equity is
not impacted by historic
problems

Liquidation
Outline

Cons

* hospital bank will require
funding and/or guarantee

* cost and structural
implications

* customer relations and
public perception

» Realize immediate value of assets and settle liabilities

Condition
* None

Liquidation

Pros

* final solution

« immediate solution

* reduces capacity in the banking
system

* dispels myth that central bank
will always provide unlimited
support

Recapitalize — New Equity
Outline

* Introduce new capital
Condition

* Resources are made available

Recapitalize — New Equity
Pros
* puts balance sheet of bank on a

Cons

* job losses

* may not extract maximum value

* capital injection may be
required to settle liabilities

* knock on effect throughout
economy

» damage to reputation of system
as a whole

Cons
* high cash cost
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sound basis

* does not require cultural or * new equity likely to be lost
working practice change
* relatively simple * does not require cultural or

working practice change

Do Nothing — Subordinated Equity

Outline

* Convert any outstanding funding facilities to subordinated quasi-equity
Condition

* Resources are available

Do Nothing — Subordinated Equity

Pros Cons

* casy * balance sheet remains weak
* does not require cultural or * does not require cultural or
working practice charge working practice charge

« unlikely to be effective
* problem likely to recur

Conclusions

* No easy solution

* May be political considerations

* Consideration of available resources

* Best solution is probably a combination of actions
» Maximize pros, minimize cons

Suggested Solution
Banks with underperforming assets

N

Consolidate and merge

N2

Create hospital bank > Liquidate some assets

N

Recapitalize

N

Attract foreign investment

N

Bank competing on international market




Bank Mergers

by Viadimir Georgiev

Viadimir Georgiev is
Executive Director of Biochim Commercial Bank.

Situation of the Banking System in Bulgaria
before 1990

There were three banks in Bulgaria in the past. The BNB used to perform si-
multaneously the functions of a central bank and of a commercial bank, servicing
the real and the government sectors. The Bulgarian Foreign Trade Bank (BFTB)
was specialized in servicing the foreign sector and transactions with foreign ex-
change. The State Savings Bank (SSB) was specialized in providing basic banking
services to the households. Since 1981, a two-tier banking system has been gradu-
ally developed in Bulgaria.

At the end of the 1980s there were eight specialized commercial banks, and
their activities were limited to a great extent within certain industries of the
economy. In 1989, BNB functions concerning the real sector were taken by the
newly established 59 regional universal banks. These banks were established on
the basis of the former BNB branches and were incorporated as joint-stock com-
panies, owned by state-owned enterprises (mainly their borrowers). (The stage of
development of the banking system in 1990 — 1991 is illustrated in Table 2.)

In addition to the problems typical for the banking systems of central and east-
ern European countries, there were several specific problems: bank capital, assets
and deposits were concentrated in the three biggest banks (BNB, BFTB, and
SSB); small-size and weak banks prevailed in the group of the commercial banks;
the SSB was the net source of commercial bank funding, through the BNB as an
intermediary; a continuous deterioration of loan portfolios; lack of legislation for
provisioning of nonperforming loans created the illusion of high profitability of
commercial banks; undeveloped branch network (with the exception of the SSB);
out-of-date settlement system.

Banking Sector Institutional and Structural
Development

The steps for banking sector development which were taken in the period
1992 — 1995 were as follows:
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Formation of the Legal Framework for Development of Bank

Activities

International standards of capital adequacy, liquidity, and lending were intro-
duced.

Establishment of the Bank Consolidation Company (BCC)

In 1992, the BCC was established to resolve the problems accumulated in the
banking sector. It was incorporated as a joint-stock company and state-owned en-
terprises transferred their shares from commercial banks to the BCC. Until early
1995, the BCC completed the following projects for consolidation by merger: the
United Bulgarian Bank (UBB), Expressbank, Hebrosbank, Sofiabank, Serdika.
Several small provincial banks have been acquired by the biggest commercial
banks (BFTB, Balkanbank, Hebrosbank).

The second stage of the consolidation began in the second half of 1995. As a
result Biochim Commercial Bank has been established.

The consolidation has resolved some of the problems mentioned in the first
part of this paper, especially those relating to the problems of personnel training;
development of branch networks with nationwide coverage; introduction of
stricter uniform rules concerning lending, liquidity, purchase of fixed assets, etc.;
achievement of economy-of-scale in the contacts with suppliers; forming of a gen-
eral marketing strategy.

The following problems could not find its final solution by consolidations.

First, an increase in capital adequacy. Bank consolidation was made without
any additional inflow of capital so the undercapitalization problem was passed
over to the new banks. The share of nonperforming loans in the loan portfolio re-
mained at its previous level, irrespective of the exchange of the nonperforming
loans extended prior to 1990 for government securities. The main reason behind
this was the low lending standards in the period preceding consolidation.

Passing and Enforcement of the Law on Settlement of
Nonperforming Credits Negotiated prior to 31 December 1990

This law settled some of the problems related to nonperforming loans. At the
same time, problems related to partial servicing of loans have not been resolved
and the government securities received by the banks were of lower quality than
the market one.

Review of the Results from the Consolidation
during 1992 - 1995

Two of the biggest consolidations were the United Bulgarian Bank and
Biochim Commercial Bank.

80



The United Bulgarian Bank

It was established in 1992 as a result of a voluntary merger of 22 commercial
banks (including 21 regional banks and one specialized in construction). This was
the first consolidation conducted by the BCC.

Biochim Commercial Bank

The bank was incorporated in 1995 as a result of a merger involving Sofiabank
Commercial Bank, Serdika Commercial Bank (those two banks have been estab-
lished at the earlier stages of consolidation) and former Biochim Commercial
Bank. As a whole, this bank is a successor of three specialized banks (in electron-
ics, chemical, and pharmaceutical industry, insurance and reinsurance), three main
banks of Sofia region and three local banks. At present, in terms of size, this bank
ranks third.

Prior to consolidation two of the banks had a negative capital value and in-
curred current losses. Due to the relatively small size, exposure to major banks
was considerable. Two of the biggest banks which took part in the consolidation
were rather different in nature — Sofiabank was based mainly on local currency
and had a broad deposit base, former Biochim Commercial Bank was mainly
forex-based bank with an overexposure of its loan portfolio to several major cli-
ents. Serdika Commercial Bank was a smaller, newly established bank with insuf-
ficient resources for a successful market expansion. Consolidation decision has
been made in consideration of the following advantages: a big national bank with
a diversified loan portfolio has been established; experience gained in the field of
international settlements became more accessible to a higher number of clients;
better possibilities for implementation of modern management techniques have
been created; possibilities for more comprehensive use of the information system
allowing for transfer of funds have increased. This information system has been
purchased by one of the consolidated banks and proved too big for the scale of its
operations; head offices of two of the consolidated banks were housed in one and
the same building.

Problems that have arisen after consolidation were as follows: the bank was
not sufficiently capitalized (the capital base is negative as per the international
standards); loss accumulated from previous years was an additional burden for the
new bank; loan and investment portfolios comprised a considerable share of
nonperforming assets; consolidated banks had different corporate culture.

Since the consolidation was done only eight months ago, available information
was insufficient for a full and complete evaluation of its results. On the other
hand, the bank commenced its operation under bad macroeconomic conditions
and a crisis in the Bulgarian banking system.

Tentative Conclusions

First, implementation of the marketing objectives of the consolidation: market
share of the bank in total assets of commercial banks was stabilized as at 31 May
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1996; market shares in forex-denominated loans and government securities in-
creased; lev-denominated deposits share remained unchanged, and that of the
forex-denominated deposits has been growing; Biochim Commercial Bank
changed the balance of competition within the system of commercial banks;
branch network covers all major centers with high economic potential; as a result
of synergy, strengths of the three banks have been further developed; better posi-
tions in negotiations with clients have been achieved.

Second, accomplishment of the financial objectives of consolidation: the Bank
ended 1995 reporting operating profit (consolidated banks as a whole reported
losses); assets and liabilities structure was optimized; since consolidation was not
accompanied by additional capital funding, recapitalization is needed. This will be
achieved through the Bulbank Scheme.

Third, fulfilment of the objectives in the field of management. At the first stage
after the formal act of consolidation, the bank’s management took several steps
intended to create a sound basis for future development: development of Manage-
ment Information System; strict examination of loan and investment portfolios
aimed at finding the best possible methods for collection and restructuring of the
nonperforming loans; the system of control was improved; framework procedures
concerning budgeting were adopted.

The Banking System in Early 1996

The current situation of the Bulgarian banking system is shown in Table 3. Its
main features are: reduction of the number and an increase in the size of the state-
owned banks; creation of many small private banks, most of which undercapital-
ized; decrease in the degree of concentration of deposits in the SSB and the BNB
and redistribution among commercial banks (see Tables 2 and 3); decrease in
capital adequacy ratios; low level of provisioning of “bad loans”; following a fast
development of branch networks, private and state-owned banks have approxi-
mately equal number of branches.

Future development of consolidated banks shall comply with the measures
taken by the government, the BCC, and the BNB.

1. Isolation of sources generating losses in the real sector and implementation
of restructuring schemes.

2. Recapitalization of state-owned banks in accordance with the so-called
Bulbank Scheme.

3. Changes in the legal framework concerning debt collection.

4. Strengthening bank supervision.

5. Liquidation of nonviable banks to reduce fiscal expenses.

6. Privatization and incorporation of joint companies in the state banking sec-
tor.

7. Implementation of measures intended to encourage voluntary merger of pri-
vate banks.
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Short-term objectives of the consolidated state-owned banks under the above-
listed conditions might be as follows:

* to resolve the problem of decapitalization of banks (similarly to the situation
in Poland/);

* to improve bank management with a view to supporting privatization in the
real sector.

Establishment of big banks through consolidation cannot always provide effi-
ciency and market presence?.

In order to avoid possible negative economic and market implications in con-
solidated state-owned banks, the following strategic targets should be achieved:
positive changes in lending policy and reduction of the share of nonperforming
assets; further adjustment of bank management to market conditions aimed at de-
veloping a market and product diversification, creating peripheral companies,
implementing modern information technology, enhancing quality of bank person-
nel; opening of the banking system to foreign competitors.

I Source: “Merger may flaw banks,” Central European.
2 Historical retrospection of the development of some major banks in Spain and Greece in-
dicates the real dangers of failure.
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Dealing with Insolvent Banks

by Stanley Silverberg

Stanley Silverberg is consultant at the World Bank.

Solvency in Socialist Banks

In socialist countries bank solvency may not be very important, and sometimes
the issue has not received much attention until consideration has been given to
privatizing banks and other business firms. Socialist banks essentially serve as an
arm of the government — they provide deposit services, and in so doing, provide a
vehicle for financing government activity. Major lending decisions essentially re-
flect allocative decisions that may or may not be delegated to the bank. Capital ac-
cumulation generally is not considered to be important for banks and their state-
owned borrowers as long as the government guarantees the bank’s liabilities, and
those dealing with the bank can rely on such guarantees.! When losses are in-
curred by government-owned banks and a negative net worth arises, that essen-
tially involves a contribution to the government deficit and a contribution to gov-
ernment indebtedness. Sometimes, losses are obscured by uncertainty about
whether state-operated enterprises (SOEs) will ultimately service nonperforming
loans and whether such loans will be covered by government payments — but if we
lump all the units together it may not really matter who has incurred the loss.

The problems with such a system include the relative absence of performance-
based decisions regarding the pricing of bank services and loans, decisions related
to credit extensions and operating decisions, including branch expansion, hiring
policies, etc. Decisions can importantly affect how well the financial system per-
forms and how well the economy allocates resources. Credit judgments are largely
made by planners and often without regard to their impact on bank performance.?
Often, bank lending may be directed by government authorities who are uncon-

! There are several examples of insolvent government-owned banks whose liabilities have
been readily accepted in international markets because the governments’ credit was considered
to be sound.

2 There may be external economies that justify noncommercial decisions. Too often, how-
ever, external economies are cited after-the-fact to rationalize bad lending and bad economic
decisions.
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cerned with its impact on the bank and not fully aware of the ability of the bor-
rower (generally an SOE) to service the debt.

Privately-owned Banks

Ideally, we would like to see banks that are well-capitalized and motivated to
operate profitably, rather than being operated to accommodate political goals or to
serve other owner or management interests. That makes it especially important
that initial paid-in capital requirements are significant, and that capital require-
ments are subsequently enforced. Unfortunately, when new privately-owned
banks were permitted to operate in Bulgaria, as in other eastern European coun-
tries, initial capital requirements were modest and quality was sacrificed for quan-
tity. In addition, the government-owned bank or banks were subdivided and given
some of the trappings of private banks. However, they generally retained sizable
portfolios of nonperforming loans to SOEs. In Bulgaria low coupon government
bonds were given to these banks to compensate partially for the hole that existed
in these banks. However, in most cases, realistic asset valuations left these banks
insolvent.

Banks operate mostly with borrowed funds, principally deposits, and capital
provides an important protective cushion for depositors and other bank creditors.
At the same time, capital represents a key ownership stake. That stake is espe-
cially important where there is little, if any, banking tradition. With little real capi-
tal it is easy to view banks as functioning with other people’s money. They, not
the owners of the bank, are paying for the BMWs and absorbing loan losses. It is
easy to view the bank as an institution serving the interest of senior management,
whether that comes in the form of salaries and benefits, financing side businesses,
financing the interest of friends and family, or buying political favor.

In most developed economies banking is a business, which seeks to profit
through its operations. Where the government has protected bank creditors implic-
itly, or explicitly through deposit insurance, capital ratios and single borrower lim-
its are enforced, self dealing is prohibited, and accurate reporting is required. In
the few developed financial systems where bank creditors are clearly on their
own, that is understood so that the burden is placed on such creditors to monitor
the condition of their bank. In Bulgaria, even before the issue of deposit insurance
was addressed, there probably was a general perception that all bank deposits
were safe, even though they were exposed to loss of real value. However, this im-
plicit protection, whether real or not, was not accompanied by meaningful super-
vision.

In making pricing, credit and other decisions, well-capitalized, profit-moti-
vated banks tend to allocate personnel and financial resources in accordance with
market forces, and the process generally promotes efficiency and economic
growth. However, individual banks, even where they are appropriately motivated,
make mistakes, and they may get into difficulty. And, where regulatory rules are
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bad, where political pressures interfere with business judgments, where govern-
ment seeks to extract excessive revenue from banks,? or where the economic en-
vironment is especially bad, many banks — whether privately- or publicly-owned —
may get into serious difficulty and become insolvent. (It should be appreciated
that it is extremely difficult for banks to operate profitably over an extended pe-
riod in a very high-inflation environment.)

When banks become insolvent and are permitted to continue to operate be-
cause of some form of government complicity, many of the following problems
are likely to arise, and these are likely to have serious adverse consequences:

Distorted credit judgments. When a bank is insolvent and bank management
appreciates how difficult it is to dig out of the hole, there is a strong tendency to
gamble by lending to high risk borrowers who, if successful, will pay high returns.
Similarly, there is an incentive to seek equity returns and to take interest rate and
foreign currency risk. This roll the dice strategy is rationale — it may be the only
way to become solvent. However, it is more likely that such a strategy will signifi-
cantly increase the size of the hole and the cost to creditors and/or the government.

Political as opposed to economic decisions. An insolvent bank is more likely
to be concerned with government decisions related to its closure or government
action that might keep it alive. In seeking favorable treatment, it may seek politi-
cal favors by diverting funds or extending inappropriate credits to those with po-
litical influence, or it may be more susceptible to making bad loans to financially-
weak SOEs in order to curry favors or become “essential.” Such behavior is likely
to prove expensive for government.

Dishonest reporting and fraud. In order to convince depositors and the mar-
ket that an insolvent bank is healthy, management has strong incentive to report
inaccurately by concealing loan problems and otherwise overstating the value of
its assets. Consequently, reporting by troubled banks tends to be suspect, and that
problem is most acute where accounting and auditing standards are weak and
where criminal penalties are not enforced against false reporting. Where future
failure is anticipated, bank staff may be tempted to engage in fraudulent behavior
in order to salvage some financial gain before the bank is closed and their jobs are
lost.

“Predatory” pricing policies. In order to retain deposits, insolvent banks may
pay substantially above prevailing interest rates. This can adversely affect the per-
formance of otherwise healthy banks. Similarly, in competing for business or for
experienced staff insolvent banks are likely to engage in pricing policies that are
not economic for healthy institutions seeking to price staff and services in order to

3 There are many international examples where high reserve requirements, restrictions on
bad debt deductions against taxable income and where special taxes applicable to banks or to
financial transactions are considered to be politically popular means of raising government rev-
enue. Such practices generally prove to be short sighted. They lead to weak credit markets and
to a risky, undercapitalized banking system where self dealing is encouraged and where govern-
ment is exposed to high costs associated with bailing out insolvent banks.
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earn a market return on their investment. The U.S. savings and loan experience in
the late 1980s and early 1990s showed how competition from insolvent institu-
tions adversely affected overall bank performance, and how the elimination of
those insolvent institutions benefited the performance of the remaining solvent
banking institutions.

Cash flow problems. Insolvent banks tend to encounter serious liquidity
problems unless they receive continuing funding from the central bank. In the case
of Bulgaria such liquidity problems stemmed, at the outset, from the fact that most
of the loans of the most insolvent banks generated so little cash flow. Eventually,
this led to deposit outflows and massive liquidity problems. If the authorities fail
to isolate illiquid, insolvent banks, this can lead to an overall lack of confidence in
the banking system, and a shift to a largely cash economy.

Evaluating management performance. When a bank is insolvent, it becomes
extremely difficult to gauge how well management is performing. Even where a
bank reports accurately and operates effectively under the circumstances, a sub-
stantial solvency hole will obscure such effective operation. Thus, for example, in
Bulgaria where banks are insolvent to varying degrees, it is extremely difficult to
determine who is managing effectively and who is not. Sometimes, the source of
the insolvency goes back several years and predates present management. When it
becomes necessary to determine which managements should survive, existing in-
solvency obscures any objective measurement.

These are among the principal reasons why insolvent banks should be closed.
Indeed, if there is reasonable transparency, no government guarantee for deposi-
tors and no government liquidity support, market forces will inevitably force clo-
sure of insolvent banks. The problem, for Bulgaria and other similarly-situated
countries is that insolvent banks are such a large part of the system and there ap-
pear to be no really good ways to dispose of these banks. Elsewhere (the U.S. has
had the most experience — much of which is not altogether relevant for Bulgaria)
a number of different options have been employed. These include:

* Private sector acquisitions of failing banks while they still have some value.
This preferred solution can be prodded by supervisory action combined with a
credible closing threat. However, it only works where problems are addressed
early, and where there are healthy banks or strong investors willing and able to
assist or acquire troubled banks.

* Purchase and assumption transaction, where an acquirer assumes deposits
and agrees to purchase some assets of failing or closed bank. Transaction requires
financial assistance from the deposit insurer or the government — but there are
few, if any, healthy banks willing and able to undertake such acquisitions. Allow-
ing weak (or less insolvent banks) to acquire more insolvent banks will invite
larger, future problems. What may look like opportunities to save money in the
short run are likely to prove expensive in the long run.

* Nationalize the bank — but then who would manage it? Part of the bank could
be transferred to the savings bank, although this is not a problem-free solution.
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* Pay of depositors (insured or all depositors?). Could be a drawn out process
that may lead to runs on other banks.

* Slow payoff of insured or all deposits. Closed or intervened banks would
cease to engage in lending and other banking function, but would continue to ser-
vice deposits (insured deposits). Liquidity would come from deposit insurer and/
or the central bank. This stretched-out payoff would be less disruptive and may
actually be less expensive because deposits would provide relatively low-cost fi-
nancing. This process was used in the U.S. in RTC conservatorships and in other
instances.?

Deposit Insurance

Because so many banks are insolvent, and because government policy has
contributed importantly to bank insolvency in Bulgaria, it is probably inappropri-
ate to impose losses on some selective depositors. Once this is done, exposed de-
positors will flee insolvent or problem banks so that the effect of limited coverage
will prove to be arbitrary — it will be confined to the first failures. It is too late to
look for depositor discipline and express concern about the so-called moral haz-
ard problem. Until the banking system is materially improved, virtually all de-
positors should be fully protected in bank failures. Savings from doing otherwise
will prove to be very limited, and full depositor protection will simplify payoffs
and the handling of bank failures. Moreover, there is some evidence that concern
about runs has become an excuse for not closing banks in Bulgaria.

The Cost of Bank Failures

The cost of bank insolvency in Bulgaria will be (has been) very high — perhaps
on the order of 30% of GDP. However, it is important to appreciate that most of
the real cost has already been incurred. That has happened over a period of several
years when banks made bad loans to unproductive SOEs and private firms,
whether through government duress, bad credit judgment or self dealing. How-
ever, | confess to being surprised by the impact of bank closings in Bulgaria — 1
had mistakenly assumed that the market already appreciated the extent of the
“hole” and that its recognition was a “non-issue” — clearly that has not been the
case.

Apparently, the absence of transparency in the banking system had masked the
extent of the existing problem, even for sophisticated bank creditors. Also, uncer-
tainty about how much depositor protection would be provided, once deposit in-

4 In the U.S. there is a mechanism called a Deposit Insurance National Bank (DINB) which
has been used in the past and less frequently in recent years. The “closed” bank continues to
service insured deposits for some period of time — possibly several months. Typically insured
deposits are slowly drawn down. The DINB can provide temporary deposit services, especially
in communities where no other local banking office is present.
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surance was proposed by the BNB, added to uncertainty. Moreover, the fears of
many depositors have been fulfiled through currency depreciation. Recognition of
that loss may be painful politically, especially if bank depositors are asked to bear
an even larger share of it. If government has to fund the loss, then it will impact
the exchange rate and the inflation rate, and it will still be distributed to the pub-
lic — though somewhat differently. If markets have now fully discounted the loss
and government’s recognition of it, then any further impact would be minimal. It
will have some fall out in job markets. However, from an economic standpoint the
real loss has arisen through the wasteful use of economic resources. In a sense the
banking system has been the vehicle for another category of budgetary deficit and
government debt.

Banking Services and the Future

There are more banks than are necessary in Bulgaria today, and some reduc-
tion in their number won’t materially reduce banking services. However, this pro-
cess might be carried too far. If all insolvent banks are closed, private sector lend-
ing will largely dry up, adversely affecting the economy. The BNB may have to
select the best run of the insolvent banks which would be permitted to continue to
operate, subject to close monitoring and certain restraints on their activity. Making
appropriate selections (determining survivors) and enforcing appropriate restric-
tions will be difficult tasks — they will require much bolder action by the BNB
with strong backing from the government. Those banks that meet capital and other
requirements (factoring in realistic asset valuations) would be subject to far fewer
supervisory restrictions — but apart from foreign banks, how many banks are well
capitalized, or even positively capitalized in Bulgaria today?

Over a period of several years operating insolvent banks should be brought up
to zero capital by the government and sold, or if their performance is unsatisfac-
tory, they should be closed. There should cease to be pressure on banks to lend to
SOEs — financing of SOEs would be through government or else guaranteed by
government. Newly-chartered banks should be required to meet relatively high
capital requirements, including high minimum capital requirements, and capital
should be required to be paid in up front.

Efforts should be made to make banks more attractive as businesses, and this
would be reflected in reserve requirements, taxes, tax treatment of interest pay-
ments by businesses, permissible activities, and other considerations. This should
include efforts to reach out to potential foreign entrants into Bulgarian banking
and to solicit information on what needed legal changes (including those related to
title, collateral, etc.) would make the Bulgarian market attractive to foreign banks.
There is substantial evidence around the world of situations where financial re-
quirements imposed on banks have been excessive, and this has contributed to
high risk, self dealing and, ultimately costs to the government that far exceeded
the revenue from burdensome tax treatment.
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Finally, it should be noted that a satisfactory banking system is unlikely to de-
velop without a much smaller government deficit, a much lower rate of inflation,
and a much more stable currency value.

What are some of the important lessons from the Bulgarian experience?

* Don’t let system get to this point — deal with problems early.

* Dramatically improve bank transparency.

* Enforce capital standards.

» Make foreign entry easy and allow banks to operate profitably.
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Bank Supervision in a Developing Market
by Roumen Simeonov

Roumen Simeonov is Head of Division at the Bank Supervision
Department, Bulgarian National Bank.

Ladies and Gentlemen,

I was invited to present to you issues which from a bank supervisors’ view-
point have been a source of banking instability in the conditions of developing
market relations. Although the viewpoints of bankers and of bank supervisors
sometimes do not meet, the ultimate goal is one — stable and profitable banks.
While for the bankers risk evaluation and management is a dynamic predeter-
mined by the dynamism of economic processes, for the bank supervisors risk
evaluation of banks is a movable target.

Thus, I am tempted to highlight three major topics, which I hope would be of
common interest.

Macroeconomic Policy and Soundness of the
Banks

Bank supervisors would normally be indifferent to the broader context the
banking institutions work in. In reality, however, there are important two-way re-
lations between the macroeconomic situation and the banks. Experience from re-
cent years provided a clear example that a weak banking system is unable to pro-
vide microeconomic channels, necessary for the efficient development of invest-
ments, industry, and employment, as it would reduce prospects for economic
growth, delay the results of monetary policy, and may have a serious impact on
public finances.

The latest materials of the IMF stressed the importance of “quality” of the fi-
nancial sector and its impact on growth and efficiency. The analysis has shown a
considerable deterioration of the economic situation in countries where banking
crises occur.

On the other hand, macroeconomic shocks weaken the banking system
rather than strengthen it, thus being a source of instability. History, including
our experience, provides many examples of a sudden interest rates increase, col-
lapses of stock-exchanges, unexpected inflation deviation causing difficulties to
the banking industry, and sometimes provoking serious crises. Similarly, in coun-
tries where privatization and liberalization go faster or lag behind risk manage-
ment or supervision abilities, a growth of financial markets instability is observed,
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resulting in negative consequences for the banking system. That is why the state
should be involved in the macroeconomic policy and supervision activities if it is
committed to promote growth.

The economic system of society. As at the middle of 1996, the economy of
Bulgaria represents an unusual mix of a conventional market and still prevalent
centralized formation and allocation of the national income. Transition to a market
economy proved more difficult for Bulgaria than for the other countries of eastern
Europe. The state continues to be directly involved in pricing the basic raw mate-
rials and energy, and their liquid fuel derivatives. There is also a direct involve-
ment of the state in the field of telecommunications. As is well known, utilities
prices are the main pricing factor of all other goods and services. Price liberaliza-
tion in this country included only such goods which were not of strategic impor-
tance as a pricing factor for the creation of other goods. Moreover, this liberaliza-
tion was introduced in the beginning of 1991, prior to change of ownership. This
policy has not undergone any significant changes to date. Ignoring the market
principles in the economy would only postpone and exacerbate problems and
would create conditions for a new overall price increase and pauperization of the
population. So, the market could be defined as a limited one, considering the re-
production of private ownership. A developed market may exist only in case of
prevailing private ownership on the means of production, politically progressive
regime and openness of the country to the world economy. As is well known, such
conditions in this country are still in their initial, embryonic stage.

Prevalent public moods resulting from politicizing economic and social pro-
cesses to a certain extent have distorted the ideas of producers, traders, and con-
sumers and have brought them back into the moulds of the past.

The executive, legislative and judicial power will determine rules of the
game and will oversee directly or indirectly their compliance. There is a frequent
practice in the field of economy to take decisions, to pass and apply laws which
are to the detriment of market principles.

As is well known, banking system problems are rather problems of the under-
development of market relations and of discipline. Lack of credibility in the bank-
ing system means mistrust that the banks would not be able to collect their receiv-
ables as a consequence of overall economic conditions, such as high interest rate
levels, shocks on the foreign exchange, stock-exchange and commodity exchange
markets, limited consumption, etc. Redistribution of the national capital in the
hands of suspicious economic subjects and absence of efficient protection for the
lenders would demotivate even worthy borrowers to be honest with banks.

Under the prevailing conditions, it is not justified to put the whole blame on
the bankers, since they are compeled to work in conditions where lending is a very
risky business. Part of the bank managers have made use of this administrative
and legislative gap and have been arduously redistributing attracted funds in favor
of their own shareholders, not by means of distribution of dividends (which would
be a normal practice), but by easy access to resources which they could obtain
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from their own bank. On the other hand, managers of the state banks did not think
that lending to state-owned enterprises should comply to the general principles of
prudence.

Thus, performance of the banks during the recent 5 — 6 years was determined
by a low level of development of market relations and prevailing state ownership
in the major banks. On the other hand, private banks became a secure and rela-
tively cheap source of capital for their big shareholders. As a result of this, a big
part of small-scale producers and traders did not get any access to credit resources.

Banks under the Conditions of Market
Environment

Market discipline. When internal management structures are unable to prevent
irresponsible behavior, discipline should be brought by the market mechanism it-
self, by competition or by changes and impact of corporate control. Inadequacy of
such mechanisms is also another reason for the instability of banks. Insufficient
use of various financial products, underdeveloped money and capital markets can-
not stimulate the banks to improve their efficiency. Hence, possibilities for risk
diversification and overcoming liquidity crises are limited, which in turn leads to
instability of the system. In countries where a high concentration of financial ser-
vices is available, the banks may hide their own inefficiency by exploiting their
market strength. Establishing big banks, but weak in terms of capital and profit-
ability may play a practical joke on those who maintain such a policy.

From a theoretical point of view, discipline should also be imposed through
the deposits market — discipline imposed through depositors responsive to the sig-
nals announcing unreasonable practice. Those who seek a higher interest rate
would be among the first to withdraw their deposits. Actually, the depositors are
mostly small-scale, diverse, and financially uneducated economic subjects with a
very small strength to impose a more prudent behavior. Properly designed deposit
insurance schemes, credits registers, external auditors, and market analysts may
help in strengthening this form of discipline. As we all are aware, the limited in-
fluence which the depositors may impose for upgrading the efficient discipline on
the banks is one of the reasons for their public supervision.

Corporate market also may exercise a more efficient influence. Small share-
holders may punish unprofitable or irresponsible business management by selling
out shares and by calling for the attention of the controlling institutions. The im-
pact proper of corporate control sometimes is sufficient to rectify irresponsible be-
havior and to prevent crisis. Stock-exchange establishment in this country is still
rudimentary and has almost no influence on the banks. Banks’ shares frequently
are not to be found on the list of official markets; shareholders lack the necessary
information; sometimes the structure of owners is so much concentrated, that the
new shareholders could hardly exercise any control. In spite of the fact that the
stock-exchange is in process of formation, it will not be able to exercise any es-
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sential impact on the activities of state-owned banks.

It is striking to observe that in so many countries difficulties have arisen in
banks which have been considered to be a good place for investment on grounds
that money of the main shareholders would protect them from losses.

Liberal regulation of the market is impossible if the legal and administrative
framework of market operation is nonexistent. If the property rights are not well
defined, regulations concerning banks shareholders’ behavior might be inefficient.
If bankruptcy procedures are only outlined or are not available, it would be impos-
sible for the banks to protect themselves against insolvency of the debtors. Rules
of transparency and internal control would be inapplicable if the basic accounting
principles were poorly determined and problems related to accounting were wide-
spread in the economy. That is why Basle’s principles and regulations are the
most efficient for such banking systems where, in general, the structural problems
as reviewed above have been reasonably and adequately resolved. Achievement
of this situation should be a policy goal of any country that desires to strengthen
its own financial system and to exert influence by measures for improving the
wellbeing of the people.

In the current conditions in this country, the government also performs the
role of majority equity owner in major Bulgarian banks. The intentions to dis-
pose of these shares may have influence on the banking system, both in short- and
in long-term aspect. Canceling the state guarantee on deposits in the biggest sav-
ings institution, the State Savings Bank (SSB), may enhance competition between
the banking institutions. Creation of a market behavior is of particular importance
for the formation of a sound banking system. The government should undertake
certain minimum protection of depositors but cannot afford to provide a full de-
posit insurance since in such a way it would injure the interests of some taxpayers
on account of others.

It is impossible to ward off a detrimental effect on the banking system of a
policy directed to preservation of inefficient government structures on the grounds
of allegations that their privatization might endanger the national interest. This is
the way to maintain production industries which are not in a position to repay their
loans, and to prevent their bankruptcy by a covered state protection. A number of
banks have large exposure to insolvent state-owned enterprises.

The market and the banking system. Freedom of doing business by economic
entities may be manifested solely and only in case of prevailing private ownership
on the means of production (including in banking) and a system of government
which protects and guarantees reproduction of this ownership. That is, freedom
and private ownership are interdependent factors which form the basis of market
economy. Political freedom in Bulgaria in the recent years has preceded “intro-
duction” of freedom of economic subjects, based on free movement of capital and
property. Immature market relations are the cause for lack of essential difference
between the problems of state-owned and private banks with regard to their per-
formance.
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That is the way both private companies and banks got to this position to have
the same amount of debts as the state-owned ones. It would be too simple on this
basis to voice the opinion that “quality” of economy is not determined by the
availability of a significant private sector. Unlike politics, economy, however,
would not stand populism.

Implementation of the respective mechanisms for control over the banking
system is a must, but from the point of view of economic logic it is necessary to
exert influence on the original cause of the illness together with the “cosmetics”
concerning reforms of the banking sector. First, the economy should be stabi-
lized as a whole, then conditions for upswing based mainly on competition should
be established. Banks only facilitate transfer of money and if the production and
trading sectors are ailing (low production, unemployment, lack of markets, losses,
permanent devaluation of production capacities, shrinking of final consumption,
etc.) there is no way for the banks to compensate the losses from bad debts. Nor-
mally, problems of an economy surface as actual devaluation of the national cur-
rency. In actual fact, supervision is not in a position to exert any influence on the
financial state of the banks when the causes of the crisis are of fundamental na-
ture.

Participation of the state in the capital of the banks. As is well known, the
state holds a considerable amount of shares in the commercial banks through the
BCC (Bank Consolidation Company). This scheme created a lot of conflicts of in-
terests and devolved responsibility. The BNB should abandon this commitment as
it is not normal for it to be an owner and supervisor at the same time. Presently,
the responsibility of the BNB is divided into two — one in its capacity as co-owner
in banks, and the other in its capacity as a body authorized to supervise them,
which refers to its previous role. Together with its giving up the function of owner
in the banking field, the BNB will provide “opportunity” for the government to
take the responsibility for the problems of the state-owned banks which in most
cases are poorly managed, and it shall focus on implementation of standard proce-
dures for monitoring and control on all banks, but only in its capacity as supervis-
ing institution, not as owner.

Absence of legal grounds for declaring a bank bankrupt. For a long time the
Law on Commerce and the Law on Banks and Credit Activity have not allowed
for that practice. Legally, it was possible to follow procedures for guaranteeing the
depositors’ interest as provided for by the Law on Banks and Credit Activity, and
to withdraw the license of the respective bank which in turn will allow the proce-
dure for bankruptcy of the respective company to start in accordance with the Law
on Commerce. But this procedure may not be realized at the request of the lenders
due to lack of legal guarantee for the bank’s depositors. Although this option pro-
vided for the BNB to withdraw the authority of the executive directors, it has not
essentially resolved the matter in case of bankruptcy in the way it was done after
passing of the latest amendments to the Law on Banks and Credit Activity.

Competition and market discipline. With a view to stimulating the develop-
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ment of market relations in the field of banking and the national economy as a
whole, presence of foreign bank capital is a necessary condition to increase com-
petitiveness of the Bulgarian banks.

The delay in the process of privatization of state participations in banks led to
paradoxical situations where a state body (BNB) has declared state-owned banks
bankrupt and has requested the Court of Law to declare such banks bankrupt due
to the fact that the banks could not collect their due from state-owned companies,
many of which did not exist any more. It is not a secret that loans to such enter-
prises have been extended by instructions of the government or by its subordinate
institutions. Actually the state organizes a bankruptcy of a part of itself, instead of
gaining some economic and political benefit from the sale of these assets. The
market will inevitably impose the need for changing the form of ownership in the
field of banking. The faster it is done, the lesser will be the losses of the state.

Regulation of the Banking System and Bank
Supervision

Legal and institutional conditions. Another possible source of instability is
the legal and institutional framework. Lack or inadequacy of the corporate, liqui-
dation, contract or private property laws would impede proper performance of the
banking system in many countries. Poorly defined laws and practices would
hinder the bankers to instill respect and discipline when quality of receivables de-
teriorates.

Reliable accounting practice concerning the banks and other companies is
another key requirement for stability. 1f the financial accounts do not provide
possibility for the lenders to evaluate the real condition of the companies, and if
there are no (accounting) standards allowing for reasonable comparisons, the
banks would not be able to make an efficient selection of potential borrowers. At
the same time, supervisors and the public will not have the necessary information
for evaluation of the performance and solvency of the banks and will miss the ap-
propriate time for adjustments. The Bulgarian case is typical in this respect. Due
to fiscal and other considerations, the balance sheets and financial accounts have
been so overstated that the bankers themselves ceased to trust them.

Management and internal control. To a great extent, behavior of the banks is
dependent on their internal management structures. Banking shocks would fre-
quently arise due to inadequate control by the owners. This relates to the lack of
accurate information and to the fact that shareholders are heterogeneous and small
(with some exceptions, where capital is concentrated in the hands of an economic
group or individuals), and are not in a position to exert any influence on the man-
agers. Ownership structure (share capital) also may become a source of instability
when the bank, whether private or state-owned, is used for funding its owners, if
they do not want to service their loans in accordance with the common market
conditions. The big internal loans and loans extended to related persons are fre-
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quently among the main causes for the banking crises. The possibility for exerting
political pressure on the bank managers for extending loans to certain companies
should not be overlooked.

Even when owners would give proper guidelines to their managers, banking
may also be imprudent due to inadequate internal control. 1f information is not
available or inaccurate, and operative limits and responsibilities are not properly
defined, it may be easily assumed that unintentional or incidental risks exist. Poor
internal control together with assignment of great authority to directors may de-
stroy any bank.

Regulations and supervision (regulatory framework). Finally, instability may
be caused by the supervision itself and by the regulatory framework. As experi-
ence shows, the regulatory framework is required for ensuring an accountable and
reliable banking system. Sometimes the problem is due to lack of coordination of
the national institutions, and in other cases the problem lies in the inability to es-
timate certain risks or in the unsatisfactory level of knowledge of the complex
structure of the banking sector. The banking regulations and the other regulatory
framework have fortuitously encouraged rather than prevented risky and ineffi-
cient behavior. Strict standards adopted in an inadequate environment being of an
exotic nature rather than as a management tool could not be imposed painlessly.

Supervision discipline on banks’ behavior might be properly designed and still
remain inefficient if the competent authorities have no relevant legal facilities for
penalizing and exerting influence.

Capital adequacy. The capital is not only a buffer against losses, but first and
foremost it is wealth invested by shareholders for making profit. Capital require-
ments are a way of ensuring incentive for bank owners and managers to achieve
the necessary balance: if considerable funds of the owners are exposed to risk,
they will exert influence on the management to act prudently and reasonably. If
the bank takes too many risks, it may generate higher dividends for a certain pe-
riod, but sooner or later this will result in losses which cannot be absorbed. The
owners should be faced with the requirement to recapitalize the bank. Sharehold-
ers may lose both control over the bank and their investments in it. The supervi-
sory role of capital adequacy is an incentive to take corrective actions prior to as-
sets deterioration beyond recovery.

Instability, bankruptcy, and way out. It will be wrong to consider the supervi-
sory role a priori as a cause for the bankruptcy of one or several banks. Regret-
fully, the consequence of this interpretation in this country is that the supervisors
would face public pressure to prevent declaration of bankruptcy of any bank
which might have a dangerous effect on our behavior. A supervision or a system
of supervision that has a zero factor of bankruptcy is not a good one. Risky bank-
ing should also be accompanied by a natural selection of banks. Otherwise, there
will be no guarantee for the sound health of the system. Exit of players from the
competition arena is part and parcel of the market economy psychology. Proper
exit procedures are an important element of the overall security and accountabil-
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ity of the banking industry. Relations ending up in extremes by competition or by
current condition do exist where no well defined instruments allowing for timely
exit from the marketplace of banks which are beyond recovery are available.
Banks which have lost their capital can become a threat to financial stability. They
tend to overcome their problems in a gambling way, providing high interest rate
on deposits and lowering the requirements when selecting borrowers. Moreover,
nonrecoverable banks will frequently play the host of insolvent clients and will
continue to extend funds to them or to capitalize the interest due on their loans. As
is well known, removal of any bank from the system cannot be left at the mercy of
market forces because subsequent sudden bankruptcies may shake the trust of de-
positors. Regulatory framework in this field (e.g., mergers, conservatorship, and
liquidation) should encourage market discipline, not suppress it. In countries
where in general there is a fully imaginary or really existing belief that the govern-
ment will not allow any bank to go bankrupt irresponsible behavior, and in some
cases losses, increase (which burden the taxpayers).

The Basle’s approach does not fully cover the rules for removal or closure be-
cause restructuring schemes vary in different countries. Focus on capital require-
ments presumes a supervisory intervention substituting internal management of
the bank. Quick intervention and clear winding-up regulations are necessary to
impose market discipline and this is completely in the spirit of the Basle’s ap-
proach.

Pressures exerted by the government, the legal system or the public may
limit application of market principles and supervisory rules and thus supervi-
sors’ responsibilities may not be supported by adequate resources, information
and penalizing instruments. Supervisors do need power in order to be able to re-
ceive relevant information and to exert influence directly on the banks in certain
situations. They should be in a position, where necessary, to impose sanctions, in-
cluding withdrawal of banking licenses.

Banking crises have raised another issue, directly related to the ownership
problem, especially in cases when shareholders of the banks are managers or su-
pervisors. In the progress of banking affairs, managers’ interests often come into
conflict with the shareholders’ interests. It is evident from practice that usually
members of the supervisory boards are people holding key positions in the gov-
ernment administration or major sharcholders.

In such cases, corporate control will lose its role of a natural barrier which the
owner sets up against the management mistakes. Over the recent years, banking
practice in this country has witnessed the perfunctory role played by the internal
control of the banks. It is a generally known fact that internal control efficiency
depends on the quality of management.

Second, the weak internal control in banks may be a consequence of the atti-
tude of major shareholders who usually are also major borrowers. They do not
benefit from internal control. In general, at all levels and forms, control is an ob-
stacle to redistribution of capital and that is the reason why some shareholders
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have been deliberately neglecting their interests as owners on account of their in-
terests as borrowers.

Does regulatory framework help in the development of market relations in
the field of banking? The following questions always arise when the regulatory
framework is referred to:

a) Is it sufficiently broad so as to guarantee performance of the banks and of
the supervisory institution?

b) What are the procedures for preventive control and influence on bank man-
agers exercised by bank supervision?

c¢) Are the performance requirements related to precisely regulated penalty ac-
tions in case of failure to comply?

Such questions will arise and are topical not only in relation to the perfor-
mance of the banking institutions. Of essential significance is the fact whether
overall regulatory framework regulates some rules omitted to be provided for by
special laws. For example, current banking regulations do not provide too much
power to the bankers to collect their claims on defaulting borrowers. Precarious
situation and idleness of the court authorities concerning cases of the banks filed
against such borrowers would create difficulties for risk evaluation. In case of de-
faulting behavior, the blame will lay not only with the bank which has extended
the loan, but also with the laws and the juridical system which should guarantee
the general principles of integrity of credit relations. Bank management rather
should bear the responsibility for incorrect evaluation of the credit risk, for corrupt
practices and commitment to certain borrowers, concentration of too many loans
in interrelated persons or preferential lending to shareholders of the bank. Such an
understanding is not aiming at fully disavowing the bankers’ responsibility in or-
der to shift it onto the juridical system and the laws, since the bankers should
properly secure the loans they extend.

Any transitional economy should resolve the contradiction between the preten-
sions, abilities, and the needs of borrowers. Ever growing losses and indebtedness
raised doubts about the ability of the banks to collect their debts in due time. Ex-
tending loans to state-owned enterprises is risky due to their poor management,
absence of direct control by the owner and wasteful practices at all levels. Lack of
capital market, labor, goods, and services has been making private companies
rather uncertain in their capacity as borrowers. Tens of thousands private firms ex-
isted rather on paper than in reality. Cases of open criminalizing of trade, ex-
change, and some financial services were not rare. Private formations which
emerged after 1989 initially were unable to offer real security on the loans. In
most of the cases private entrepreneurs could offer as collateral their dwellings,
small shops, cars, etc. Process of accumulation of private capital did not give an
equal start to all participants and the ones who were close to power and the banks
were better placed to easy access to credit funds with no real security.

What should be said about banking regulations? 1t is a positive fact that the
Bulgarian banking legislation is based on the experience of the countries with ad-
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vanced market relations in banking. Generally, this was determined by the need to
establish banking regulations and norms adequate to the international understand-
ing, which should make our banking system more open to the world, easier for de-
fining and forecasting. This, however, occurred in time of great hopes with regard
to change of ownership and to redistribution of the national wealth. This relatively
satisfactory regulatory framework could not find specific application in Bulgaria.

Hence, a conclusion may be drawn that the regulatory framework in itself does
not “create” conditions to regulate normal market relations in the banking field,
but only provides outlines, a framework where such market relations will take
place. Some of the major prerequisites for a normal functioning of the market are:
economic freedom in society; free movement of people and capital; political com-
mitment to protection of owners’ interests; possibility for reproduction of a greater
part of the property, etc.

Conclusion

The role of a sound and efficient banking system to support and promote eco-
nomic growth should not be overestimated.

Decentralization of economic decision-making and reforming of the real and
banking sectors, private property and corporate skills are necessary conditions for
replacement of the centralized approach by efficient market relations.

No government will benefit from the presence of a systemic banking insol-
vency, since the banking system is an essential component of each economy. The
government should take care of the stability of the banking system by guarantee-
ing the macroeconomic program implemented by it. Well performing institutions
are in a position to guarantee only to a certain extent the stability of the banking
system, but they are neither able to change the fundamental causes for the crises,
nor to directly exert influence on the macroeconomic policy of the government.
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Strengthening Financial Control and
Supervision

by Terrence MacDonald

Terrence MacDonald is Managing Consultant,
Ernst & Young, London.

Good afternoon ladies and gentlemen. My name is Terrence MacDonald and I
am based in the London office of Ernst & Young specializing in the banking and
financial services sector in emerging markets. [ have been working with banks in
central and eastern Europe for the last four years. My clients include banks in Bul-
garia, Czech Republic, Hungary, Latvia, Lithuania, Kazakhstan, Kyrgyzstan, Po-
land, Uzbekistan and Sri Lanka.

This afternoon I should like to share with you some of the issues which are
considered important in supervising the condition banks. It is worth noting at the
start that these same issues are important to western banks who are looking to de-
velop correspondent banking relationships and possibly looking to invest in local
banks.

The supervision issue is of critical importance at this point due to the impend-
ing restructuring of the banking sector. You must ensure that certain basic capa-
bilities to supervise the banks are in place first. Otherwise you may find yourself
in a situation similar to Hungary in 1993 where they recapitalized state banks to
the amount of USD 2 billion only to find that the entire amount had been lost over
the next six months.

Introduction

One weakness of the Bulgarian banking system has been the absence of an ad-
equate methodology for the supervision of the banks, as well as a workable policy
for dealing with problem institutions.

The purpose of this paper is to review methodologies for measuring the perfor-
mance and condition of banks and assigning a risk rating. Also I will discuss a
range of performance indicators which can be incorporated into a system to pro-
vide warning of the deterioration and potential failure of a bank.

However, we do have concerns that methodologies which are employed by
rating agencies and supervision departments in other jurisdictions will not be fully
effective in Bulgaria due to the special circumstances prevailing in the Bulgarian
banking system and to doubts about the availability of reliable bank information.

The process of rating banks in Bulgaria is severely limited by the quality of fi-
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nancial information available. Banks are not currently required to prepare finan-
cial statements in accordance with International Accounting Standards, and Bul-
garian accounting standards for banks still fall substantially short of realistic re-
porting. For instance, under Bulgarian accounting standards:

* banks are not required to record the full amount of the calculated loan loss
provision;

* banks are not required to consolidate the results of subsidiaries nor equity ac-
count for significant investments;

* banks are not required to discount the value of bonds which earn interest at a
rate substantially less than the market.

These differences make the statutory financial statements virtually useless for
rating purposes since a realistic value of the reported assets cannot be reliably de-
termined.

Monitoring by the BNB

It is the legal responsibility of the BNB to, among others, protect depositors
and ensure the stability of the banking system. This can be achieved through a
program of identification of weak banks at an early stage and the subsequent
monitoring of those banks, coupled with a plan of corrective actions to be taken by
the individual banks.

Accordingly, the BNB must implement a monitoring program with the follow-
ing objectives:

* developing a thorough understanding of each watch-list institution which
poses a serious risk of loss to the BNB (as guarantor of deposits);

» carly detection of solvency problems;

» early detection of compliance problems;

* contributing to solutions for problem institutions;

* contributing to the development of policies of safety and soundness.

Watch-list Criteria

The indicators of the condition of a bank may be grouped under the following
headings:

* capital level and quality;

* asset quality, including loans and investments;

* management and control;

* earnings — income and profitability;

* liquidity and treasury, which cover interest rate, exchange rate, and position
risks, liability profile.

These headings are often referred to under their acronym — CAMEL.

Under each heading may be grouped measures or criteria for determining
when a bank should become subject to special supervision, due to its heightened
risk protile. If the criteria in the list are applied to all banks in Bulgaria today there
are likely to be no more than a handful of banks which would not be placed on the
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watch list.

Rating Methodologies

The methodologies used in rating banks by supervisory, commercial rating
agencies, investment underwriters, brokers or other banks commonly focus on the
key areas of risk in the business of banking:

* asset quality;

* funding or liquidity risk;

« interest rate, foreign exchange rate, market value or position risk.

The results of a bank’s management and control of those risks are reflected in
the earnings of the bank and the level and quality of its capital. These measures of
a bank’s performance feature also in the commonly used methodologies.

Increasingly the attention of rating agencies is focusing on institutional man-
agement quality and the effectiveness of the corporate governance and control
practices followed by a bank. This is in recognition of the vital importance of an
environment of strong corporate governance and internal control to the sound and
successful operations of a bank.

Early Warning Indicators

The BNB supervision department can most effectively protect the depositors
funds and ensure the stability of the banking system if it is made aware of emerg-
ing problems among banks as early as possible, thus being in a position to be in-
fluential in the planning of corrective action. This awareness will, in large part,
come through the risk assessment unit of the supervision department from its own
monitoring of higher risk banks.

Possible Approach

The objective of the monitoring activities will be to confine the risk of loss by
assessing the condition of banks identified as weak from the standpoint of deter-
mining which banks are suitable candidates for rescue programs supported by the
BNB. Since such programs should not be entered into without virtual certainty of
success, the underlying analysis must focus on the composition of the bank’s as-
sets and their values together with the business plans to correct the deficiencies
which gave rise to the problems initially.

There are several factors which are critical to the achievement of those objec-
tives:

* a base of timely and reliable data from banks;

* sound, timely and reliable analysis of the data;

« effective on-site examination of the bank’s assets;

* access to wide range of market intelligence;

* the will and ability to act to contain risk.
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Presently, there is concern that a number of those critical success factors are
present only to a limited extent or are missing altogether.

* On-site examination of banks is limited due to scarcity of resources;

* Off-site analytical supervisory practices are also limited due to scarcity of re-
sources and limitations on the quality and timeliness of data.

In these circumstances, the conventional rating methodologies described in
this paper are insufficient to enable the proper monitoring of banks. This is prima-
rily due to the uncertainty surrounding the valuation of banks’ assets and hence
level of capital. As stated in the introduction, Bulgarian banks do not prepare their
accounts in accordance with International Accounting Standards. The major nega-
tive result of this is that the accounts do not reflect fully the required amounts of
provisions for loan and other credit losses.

Furthermore, even if the provisions were to be fully booked, without regular
on-site examinations or other verification programs, there can be no assurance that
the asset values are fairly stated. It is well known that as financial institutions en-
counter difficulties there is a strong tendency to postpone the recognition of credit
losses.

Live Examples

Inadequate supervision of banks or inadequate accounting and disclosure re-
quirements can leave individual banks and financial systems open to substantial
risk. I would like to highlight this risk by way of a few examples.

Accounting standards:

* Japanese banks do not prepare their accounts in accordance with Interna-
tional Accounting Standards. The major effect is that loan loss provisions have not
been fully provided for. Additionally Japanese banks are not required to consoli-
date the results of subsidiaries. One result is that Japanese banks have tended to
move their bad loans into subsidiaries so that they do not have to report the losses.

Over the past few months Japanese banks have made significant loan loss pro-
visions of over USD 50 thousand million. However, there is still a widespread
view that the full extent of the bad loan problem has not been disclosed. This is
supported by the disclosure last week by the second largest bank in Japan which
was required to report its financial results under US regulations. The loan loss pro-
visions reported were 20% higher than that previously reported.

* In Bulgaria, the accounting standards do not allow the banks to make full
loan loss provisions unless there is sufficient profit. It is fairly easy to understand
the effect of this on the lev loan portfolio. However, the effect on the hard cur-
rency loan portfolio is less clear and Bulgarian accounting standards do not pro-
vide the bank management with information to make sound business decisions.
For example, a bank may have a policy of maintaining a long hard currency posi-
tion of 5% of net assets and will base this information on the statutory accounts of
the bank. However, under I1AS, after making provisions against the hard currency
portfolio, the bank may have a short position. With the substantial devaluation of
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the lev recently this bank would have experienced a substantial foreign exchange
loss.

Supervision

* During 1994 the Bank of Latvia increased the minimum capital requirements
for banks. As a result many banks were required to raise new capital. The largest
bank in Bulgaria increased its capital substantially to support its increased asset
base. This bank, Banka Baltija, subsequently was placed in administration (Chap-
ter 13) by the Bank of Latvia in May 1995. During the ensuing investigation it
was discovered that almost all of the banks capital was fictitious. What had oc-
curred was that the bank would make loans to related parties who would then loan
the funds to an existing shareholder. The shareholder would then invest the money
in the bank as share capital. The net result was that loans were overstated and
capital was overstated.

From a supervision point of view it is worth determining where the funds have
come from when a bank increases its capital. This is related to the concept of
transparency, which basically means that the operations and decision-making pro-
cess of banks should be easy to understand.

* Additionally in this bank, which had total assets of USD 400 million, ap-
proximately 50% of the assets were fictitious, many of the loans being made to re-
lated parties. If the Bank of Latvia had conducted effective on-site supervision,
there is a good chance that these problems may have been detected at an earlier
stage.

* One other item of note is that the Chairman of this bank had a criminal
record. In most jurisdictions there are requirements of individuals holding office
in deposit taking institutions. These regulations are there because it is not consid-
ered appropriate to have individuals of questionable character be responsible for
the savings of the country’s population.

Conclusion

The current condition of the Bulgarian banking system indicates that for many
banks the methodology described in this paper are not applicable; those banks that
are technically insolvent do not require monitoring rather they require restructur-
ing or liquidation.

However, as the banking sector is restructured and recapitalized the monitor-
ing of those hanks will be very important to ensure that the crisis does not recur.
To this end, it is imperative that the Government of Bulgaria and the BNB work
together to ensure that the financial and human resources are available to perform
the necessary supervisory functions and that the regulatory framework is in posi-
tion to allow the supervision department to operate effectively.

108



Appendix

Common Assessment Framework

CAMEL

Capital, Assets, Management, Earnings, Liquidity

1. Capital Level and Quality

* Capital levels below the minimum levels required by legislation

* Accumulated deficit

» Absence of capital plan

* Quality of capital — Tier 1, Tier 2, Tier 3

2. Asset Quality

* Additional provisions for losses on loans or write down in the value of in-
vestments identified

* Concentration of loans to single borrowers (e.g. loans in excess of 10% of the
bank’s capital aggregate more than 20% of total loans)

* Concentration of loans by economic sector (e.g. aggregate lending to one
sector in excess of 10% more than the normal market share)

* Rapid assets growth, in total or in specific areas

 Absence of formal and adequate credit risk identification and management
procedures and policies

3. Management and Control

* High turnover of key managers

* Evidence of inexperienced Board and senior management

* Frequent noncompliance with regulatory requirements

* Evidence of self-dealing or conflict of interest situations

* Absence of strong control environment and culture

4. Earnings — Income and Profitability

* Net losses for more than two consecutive quarters, aggregating to 5% or
more of the capital of the bank

» Aggressive income recognition and provisioning policies

* Absence of a viable business plan

* High ratio of operating expenses to total income

5. Liquidity and Treasury

* Inadequate levels of statutory liquidity, and frequent borrowings from the
BNB

» Mismatching of positions resulting in gaps which result in unacceptable lev-
els of risk

» Absence of evidence of understanding of treasury-related risks and of appro-
priate risk management procedures and policies

* High proportion of insured deposits

* High proportion of demand and short term deposits

* Concentration of large depositors
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Management in Banks and Its Role in the
Restructuring Process

by Pierre Lemaitre

Pierre Lemaitre is Director of Research and Studies,
Centre de Formation de la Profession Bancaire, Paris.

Introduction

Our experience in training hundreds of bank managers in the previously com-
munist countries of central and eastern Europe tells us a lot about the process of
changing management and the conditions required for efficient restructuring. It is
this experience that I would like to share with you.

But, first of all, what is management and what is the manager’s role?

We often observed that central European country middle managers were at
times unsure as to what their actual role in the bank hierarchical structure was.
This is largely due to the fact that the status and role of the bank management re-
mains largely undefined in these countries.

Instead of referring to a priori job description of an ideal manager (something
we shall describe later), I would start by defining management as “the art of get-
ting things done through people.”

The Old Image of the “So-called” Bank
Manager

In most banks of nearly every country, traditional managers put emphasis on
their technical knowledge and activities and have a tendency to adopt, before all,
a policy of close and careful supervision and control. This is indeed necessary, but
is by no means sufficient.

* This policy was especially true for most central European managers, who are
qualified as engineers, and have, therefore, some tendency to be mainly technical
and production-oriented, i.e. concerned with the needs of production and not con-
sidering the requirements of the clients, or the necessities of financial equilibrium.

* In the banks of central European countries, many managers have also expe-
rienced several years under a central planning system. In fact, for them, after three
quarters of a century, these old practices inevitably still persist in their minds. It is
thus quite normal that they have a lack of commercial and marketing skills.
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There is, however, still a huge amount of training to do to install the necessary
knowledge of fundamental marketing practices, understanding customer require-
ments, targeting clients, presenting the customer’s corporate image and develop-
ing customer relations.

Thus the need for a better management system within central European banks
is obviously required. Even if the western “market economy” language (i.e. profit,
free prices, competition, etc.) has been adopted, there is still a huge amount of
managerial challenges to face.

In our relations with central European managers, we quite often face:

« little understanding of international operations, western laws, contract arbi-
tration and court proceedings;

* poor quality products and uncertain supplies (due to indifference to errors);

* outdated technologies and traditional organizational forms, disregard of
safety factors, and low productivity;

* N0 cost awareness;

* lack of skills to make microeconomic calculations, price formulations, etc.;

* incompletion of major projects and general bureaucracy.

On the other hand, central European companies must be given merit for the
progress that they have achieved.

We often found, for example, high technical expertise, huge amount of good
will, fast change achievement, and, at least, some very interesting and useful plan-
ning practices.

The Switch to Market Economy: Managing the
Changes of Roles When Banks Have to Adapt
to New Conditions

Bank managers are now facing new challenges that require four new types of
roles to be considered by them:

a) Managing the introduction of new technologies, tools and methods, as well
as dealing with organizational changes, an aspect at which most banks have suc-
ceeded.

b) Contributing to the improvement of staff competencies, knowledge and
skills. In this respect managers have to: define jobs, methods and skill require-
ments; control manpower, observing gaps between job requirements and the abili-
ties and know-how of personnel to perform the jobs; hire the right kind of staff
(considering their skills and motivations), organizing the recruitment of the new
staff; develop their staff’s capabilities, constructing training programs to improve
individual performance and organizing and managing internal on-the-job training.

¢) Developing marketing management tools and practices to ensure growth in
a competitive environment: knowing one’s (potential) clients; updating a network
of relationships, conducting market studies (sampling, analyzing and interpreting
data, etc.); marketing the offer — something which requires deep personal involve-
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ment, highlighting current advantages, constantly referring to selling and commer-
cial policies and practices, negotiating optimum conditions, organizing product
delivery customer follow-up, etc.; defining high level objectives given to the team
and to individuals and following marketing campaigns and action plans; putting a
team together and leading it — choosing the accurate style to be adopted within the
hierarchical relationships with the personnel, motivating the staff, etc.; increasing
the motivation and dynamism of the employees through accurate incentives and
rewards (bonuses and premiums based on performance appraisals), but also
through setting challenges, responsibilities, etc. Carrying out personal follow-up
(monthly report), performance appraisal interviews and carrying out negotiations
on the remuneration and salary progressions.

Many central European banks have proven that they have been able to achieve
some of the most important of these required marketing management processes.
But there is still a lot to do.

The last aspect highlights the fact that interpersonal skills of the effective man-
ager constitute a topic of major importance.

There remains obviously a need for decentralized organizations adopting a
participative leadership style to face difficulties.

d) Managing the permanent improvement of productivity and overall effi-
ciency of the bank thus making it competitive.

Bank managers in charge of profit centers must now increase the economic
performance of their units to obtain higher results with limited resources.

They should, therefore, be aware of costs and price formation, be able to care-
fully manage budgets: forecasts, financial control, income, fees, wages, facilities
(buildings and equipment), research, advertising, communications, etc.; be able to
implement company objectives by establishing action plans, controlling time
tables, etc., and eventual follow-up; be able to develop risk management tools, a
necessary part of management control; organize the banks activities through con-
stantly lowering costs and improving productivity; identifying tasks, defining and
describing jobs and limits of delegation, setting up complementary teams for vari-
ous projects, etc.; establish efficient administrative procedures; coordinate differ-
ent units (departments, branches, etc.); and optimize the overall efficiency of local
organizations by:

» restructuring (destaffing, delayering, outsourcing and facilities management);

* reengineering the processes to optimize the systems and procedures.

We can conclude by noting that bank managers, as decision-makers, have a
substantial impact on the business restructuring process.

Intermediate/branch managers having a large amount of autonomy certainly
influence this change process.

The rising success of banks in central European countries shows that their
management policies are improving every day.
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Managing a Bank in Tomorrow’s Unstable and
Ever Changing Environment: The Challenge for
Our Banks Is To Sculpture a Management
Team That Will Achieve High Performance

It is certain that the banking environment is going to rapidly evolve in the
coming years.

Bearing this in mind, we must stress the following critical factors:

1. The major change may be the splitting between the two levels of strategic
and operational management:

* The strategic element of management is in charge of defining where the
bank should go and why.

* The operational element determines how to get there and how to react to any
difficulties that may arise.

It is important to distinguish between them in order to manage the global per-
formance of the bank and increase its competitive advantage.

2. The pressure of the consumer shows that nowadays it is necessary to im-
prove the management of the quality service: identifying and understanding the
clients’ deep needs, expectations, and requirements; adopting a customer-orien-
tated approach, improving one’s reactivity, etc.

3. They should help change cultural values of the firm’s personnel. That
means that they would deal with cross cultural gaps and manage social and atti-
tude changes (at individual, group, organizational or institutional level). In doing
this they would clearly map out future career paths, always keep staff informed,
use benchmarking of jobs, etc.

4. Central European managers need to adopt new business practices.

5. Managers should become change facilitators. As flexibility relies on
people’s attitudes (their willingness to change), it is imperative that they fully un-
derstand all aspects of such changes (consequences, etc.) in order to accept them.

Here we see the importance of the communication role of managers, keeping
staff informed of every step of this evolution process.

The major challenges we can observe in the development of a bank’s strategic
management include:

* Defining the role of the considered structure (vision), analyzing the bank and
its opportunities, elaborating a diagnosis (prognosis) of the situation and anticipat-
ing future evolution, taking into consideration opportunities and threats offered by
its environment (challenges); past performances; inner strengths and weaknesses
of the bank (distinctive features), designing main orientations of the strategy of
the bank, and establishing the priorities of its “business plan”; choosing one’s tar-
get market; offering the right products, tailored to customer needs; calculating the
right prices.

* Setting-up medium-term objectives and projects, deciding investments for
the medium and long term, but also combining all the performance criteria (short-
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term growth and financial results, customers satisfaction and improvement of hu-
man resource capital), coordinating the use of financial and technological means,
and manpower, choosing the right implementation process (using accurate meth-
ods to actually achieve the projects until their completion), etc.

These aspects are obviously becoming more and more important, but we often
found it hard to convince central European managers of the significance of this
strategic and tactical dimensions of management activity. Of course, this may be
explained by the fact that they still often work under great uncertainty.

Nevertheless, one can easily perceive that managers will have to contribute to
the future challenges of central European banks, such as changing personnel atti-
tudes toward their work, improving the quality of their services to respond to cus-
tomer requirements, or contributing to the choice of major strategical options.

The role of management is obviously considerable as regards the performance
of banks as well as to the restructuring process of financial institutions.

Conclusion

The role of management is obviously considerable as regards the performance
of banks as well as to the restructuring process of financial institutions.

Human resource management, communications, leadership styles are a crucial
part of modern management thinking.

We often had to acknowledge that there was a lack of motivation, interper-
sonal skills and sometimes even total ignorance of what organizational develop-
ment can produce.

Many central European managers consider as normal the “old hierarchy sys-
tem,” i.e. a system that is mainly administrative, associated with heavy political
and economic machinery, use of a central planning system, etc. They perceive
themselves as “bosses” (i.e. authoritarian leaders) bothered mainly for things that
concern the upper levels of the structure, and not interested enough in the lower
levels of activity in relation with clients.

Such managerial attitudes have to be changed. Indeed as things do change so
quickly in this environment it seems that it is gradually improving.

Personal initiatives have not been put forward in the past. This system encour-
aged low personal value or worth and lack of innovation and dynamism. It is thus
normal that many central European middle managers find it difficult to take per-
sonal initiative and develop independent self-direction and entrepreneurship.

New working methods are to be introduced in order to help central European
managers overcome such inhibition factors.

But the real success of the restructuring process will rely on our capacity to
identify and create together with local middle managers new management con-
cepts and practices adapted to local individual situations.
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The Regulation of Banking in the EU

by Derrick Ware

Derrick Ware is Senior Manager, Supervision and
Surveillance, Bank of England.

The EEA “Passport”

To create a single market in financial services throughout the European Eco-
nomic Area (EEA) — which at present comprises the 15 member countries of the
European Union (EU) together with Norway — requires the removal of regulatory
barriers to firms operating outside their country of origin. The aim is that authori-
zation to conduct a particular kind of business in once EEA country should enable
a firm to do so in all such countries; this is the so-called “passport.” This necessar-
ily involves mutual recognition of other States’ regulatory standards, that is ac-
cepting them as adequate, in order to achieve which minimum EEA-wide stan-
dards are required and cooperation between national supervisors is essential.

Under the passport a firm authorized in one State (its “home state”) and wish-
ing to operate in other States (“host states”) will have the choice of delivering ser-
vices either through branches or on a cross-border basis without establishing a
physical presence at all.

The chief benefit of the passport is seen as increasing competition by widening
the range of market participants and letting firms choose the most cost-effective
means of supplying services to particular markets. An important example is the
ability to operate throughout the EEA on a single unified capital base rather than
having to establish separately capitalized subsidiaries in each jurisdiction, or to
maintain endowment or dotation capital in branches. The passport also increases
firms’ flexibility in designing management structures and internal systems.

Passports in different areas of financial services are set out in EU Directives;
typical components are as follows. The scope of the passport is defined in terms of
the type of institution and its activities, sometimes by reference to particular in-
struments. The importance of this is that the activities which require, say, authori-
zation as a bank vary between countries, so that a Directive which referred only to
“banks” would cover a different range of activities in different countries — which
would scarcely produce a single market.

Passport Directives require firms to be authorized by their home state, and set
out conditions which must be satisfied for a firm to obtain and keep its authoriza-
tion. Such conditions normally cover three main areas. The management and sys-
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tems of control must be adequate for the scale and nature of the firm’s business;
and its owners, directors and managers must be “fit and proper.” “Fit” may be
summarized as suitably qualified by education, training and experience for a par-
ticular position, while “proper” essentially refers to integrity. The home state au-
thority must asses the suitability of large shareholders at the authorization stage
and whenever significant shareholding changes are planned.

The third typical condition relates to the minimum level of capital a firm must
have to support its business. Minimum capital standards are intended not only to
protect those who deal with a firm, but also to reduce the systemic risk to host
states’ markets which might result from the failure of poorly-capitalized foreign
firms; such standards are also meant to “level the playing field” by depriving firms
from countries with inadequate capital requirements of an unfair competitive ad-
vantage.

I should like to stress the word “minimum” here. In relation not only to capi-
tal but other aspects of the passport, each State is perfectly entitled to impose
stricter standards on firms incorporated in its own jurisdiction, though not of
course on those from other EEA states using the passport to operate in its markets.
My own country certainly does so. A closely related point is that the adoption of
agreed minimum standards does not mean EEA — wide uniformity in the detail of
supervision, which varies between countries as a result of history, culture and in-
stitutional structure.

If firms from one state are to operate under the passport in host states’ markets,
it is crucial that the division of responsibility between home and host state super-
visors is clear and unambiguous so as to avoid what is often, and inelegantly,
called “supervisory underlap” — something escaping the supervision of both na-
tional authorities. The home state is responsible for the prudential supervision of
a firm, including all its branches wherever located, and for the “fitness and prop-
erness” of its controllers and major shareholders. The host state’s responsibility
centers on the conduct of a firm’s business with customers. The Directives make
the sensible point that home and host states need to cooperate, and outline mecha-
nisms for this; perhaps this most important aspect is the definition of circum-
stances in which supervisors may exchange confidential information.

The Single Market in Banking

Though the single market in banking came into being at the beginning of 1993,
its creation was a lengthy process. The first step on a long road was taken in 1977
with the adoption of the First Banking Coordination Directive which applied to
“credit institutions,” that is firms which take deposits and make loans. It required
all credit institutions to be authorized, placed on home state supervisors the duty to
monitor the solvency and liquidity of their banks, and made compulsory the au-
thorization of credit institutions branches in other Member States.

The passport itself came in the Second Banking Coordination Directive (usu-
ally referred to as 2BCD) which was adopted in 1988 and took effect on 1 January
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1993. The scope of the passport is wide; among the activities covered are deposit-
taking, lending, money transmission, leasing, issuing securities, credit cards, and
trading foreign exchange and securities. Its effect is to give firms freedom to sup-
ply throughout the EEA all the activities covered by their home state authoriza-
tion; and it is supported by an array of common minimum regulatory standards
which I will now outline.

2BCD itself incorporates those relating to the authorization and prudential su-
pervision of credit institutions, including a minimum capital base of ECU 5 mil-
lion. There are also minimum requirements for information about major share-
holders and limitations on audit institutions’ shareholdings in nonfinancial

Capital adequacy has two directives to itself; one — the Own Funds Directive —
defines what my be counted as capital while the Solvency Ratio Directive sets out
the weighted risk asset approach originally developed by the Basle Supervisors’
Committee and lays down a minimum ratio of 8% for own funds to weighted risk
assets. This approach was designed to accommodate, and require capital to be held
against, banks’ credit risks; market related risks have only quite recently been in-
cluded in a way I shall describe shortly.

Supervisors have long recognized the danger of concentration of risks in a
bank’s business, and sought to limit it. National practices in regard to credit insti-
tutions’ exposures to individual borrowers or groups of connected clients have
since the beginning of 1994 been harmonized by the Large Exposures Directive.
This relates exposures to the size of a bank’s capital base, defining a “large” expo-
sure which must be reported to supervisors authorities as one equivalent to 10% or
more of capital. No single exposure or group of connected exposures may exceed
25% of capital, and all of a credit institution’s large exposures together may not
exceed eight times capital — though a number of countries impose a lower limit on
their banks. There are however some exceptions to these rules for good practical
reasons, notably in relation to interbank exposures which are mostly generated
through activities conducted by dealing rooms within a framework of counterparty
limits established by management. UK practice is for supervisors to review these
limit structures annually, and individual counterparty limits higher than 25% of
the lending bank’s capital may be accepted, especially when that bank is small.
There are two reasons for this. First, 25% of a small bank’s limited capital may be
less than the normal marketable amount in interbank dealing; or where a small and
uncomplicated bank has no expertise or involvement in the interbank market, it
makes more sense for it to place surplus funds with a few big banks.

Another strongly held tenet of supervision is the importance of consolidated
supervision of banking or financial groups in addition to the individual supervi-
sion of their constituent parts, and so relevant requirements are included in Con-
solidated Supervision Directives.

A consequence of the banking passport is that should an EEA bank fail, de-
positors throughout the EEA look to the home state deposit protection scheme
rather than those in host states. Thus the Deposit Protection Directive establishes
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the home state’s responsibility and lays down minimum requirements which all
schemes must observe but also exceed if a country wishes.

Investment Business

The Investment Services Directive which came into force at the beginning of
this year provides a passport for firms whose regular business is to provide invest-
ment services for third parties on a professional basis. Investment services are de-
fined in detail, covering transactions in a range of instruments on a firm’s own ac-
count or for customers; many of the instruments or activities are commonly also
undertaken by banks.

Thus there is a clear need to treat investment business in the same way whether
conducted by investment firms or banks so that neither group should obtain com-
petitive advantage as a result of different regulatory treatment. This task is compli-
cated by the fact that banks and investment firms differ in several important ways.
Banks’ assets traditionally mainly comprise long-term nonmarketable loans,
whereas investment firms hold marketable assets which are rapidly turned over;
hence while credit risk is predominant in banking, investment business features
market risk — that of fluctuation in the market price of assets. This is reflected in
accounting treatment. Banks account for their loans on a going concern basis,
valuing assets at original cost; investment firms in effect account for their assets
on a liquidation basis marking them to market frequently. And in terms of fund-
ing, banks typically rely in large part on short-term unsecured deposits while in-
vestment firms tend towards longer-term funding secured on their assets.

The solution is both elegant in principle and complicated in practice. It is to
treat investment business in the same way whether undertaken by investment
firms or banks. This requires credit institutions to classify their assets as either
trading or banking; the former treated identically under the Investment Services
Directive (for investment firms) or the Capital Adequacy Directive (for credit in-
stitutions). Both Directives specify minimum capital requirements for investment
business in relation to market risks and large exposures. Banking assets continue
to be treated as before under the Own Funds and Solvency Directives.

Supervisory Responsibilities and Cooperation

I said that the banking passport and the accompanying mutual recognition of
supervisory standards require a clear allocation of responsibilities, the application
of EEA-wide minimum standards and mechanisms for cooperation, both formal
and informal.

In relation to the division of responsibility, I explained the home state’s re-
sponsibility for prudential supervision and large shareholdings, with the host
state’s main focus being on conduct of business. So far as banking is concerned,
host state supervisors have long accepted in addition a responsibility to monitor
the liquidity of foreign banks’ branches in their jurisdiction — and that holds good
within the EEA. Given that the home state authorization permits banks operate
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throughout the EEA, it is vital to avoid doubt and confusion about what home
states expect of host supervisors. At the introduction of the single market in bank-
ing, this was (we hope) achieved by the negotiation by each country of a bilateral
memorandum of understanding with each of the other 15, specifying what each
pair of countries undertook to do for the other in the role of host state.

We have discussed minimum standards at some length already. Let me just
emphasize one point before introducing a new one. Minimum standards do not
mean total uniformity because in relation to institutions incorporated in a country,
whether locally or foreign-owned, national authorities are free to go beyond the
minima. Something I have not so far mentioned is that all the EEA countries and
many others besides are committed to some other minimum standards for authori-
zation put forward by the Basle Supervisors’ Committee in mid-1992. The key
one is the requirement that foreign banks should only be licensed if their home
country supervisors can satisfy the host country that they exercise effective con-
solidated supervision of their bank’s worldwide activities.

Turning to formal cooperation mechanisms, the oldest dates from 1972 and is
called the Groupe de Contact; a regular meeting of national supervisors to ex-
change information, review developments in national practices, cooperate in a
practical way and provide a source of technical expertise for both the commission
and the Banking Advisory Committee, a higher level body set up in 1979 under
the First Banking Coordination Directive as a policy-making forum with what in
EU jargon is called a “comitology” role, that is reviewing the operation of relevant
Directives and making limited, technical amendments.

But informal cooperation is at least as important as formal in the day-to-day
business of supervision, whether in the margins of formal meetings, direct bilat-
eral contacts or sometimes meetings of supervisors from just a few countries about
particular banks opening in their jurisdictions. Structures are important but it is
people who make them work.
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Introduction

Banking law in the European Union (EU) has increasingly taken over the im-
portance of national banking law. At the same time both national and EU banking
law have changed and developed. It has taken decades to achieve the present
“acquis communautaire.” For countries in central and eastern Europe such a long
time period is not available. Their challenges are tremendous, but the risks in the
process of change are great as well. Banking law is meant to limit the risks. There-
fore it is important to develop banking law in countries on their way to a market
economy.

EU banking law has developed into an extensive and rather sophisticated num-
ber of directives regulations, recommendations and case law by the European
Court. In this paper we disregard case law. But even then there is quite some
banking law to digest. Rather than focusing on the extent and detail of EU bank-
ing law, we will analyze the foundations of modern banking law using details as
illustration.

In relation to the foundations we will highlight the different stakeholders in de-
veloping modern banking law. Although different stakeholders have different in-
terests, they all have a role to play in developing a banking law that is both bal-
anced in taking into account the different interests, as well as pragmatic enough to
be enforced.

We first start with a chapter on the changes in the banking industry and the
purposes of modern banking law and a chapter on approximation and the full pic-
ture of EU banking law. Due attention will be given to the White Paper presented
by the European Commission on approximation of EU laws.

Changes and EU Modern Banking Law

Banking law with respect to the leading financial centers in the world has
gradually been changing since the beginning of the seventies. The main purpose
of this change is to try to tie it with the evolution which has taken place in the
banking industry as a result of internationalization, deregulation, innovation and
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informatisation.

* As a result of internationalization, the banking business saw an increase in
supranational regulation, which means that it is no longer defined on the basis of
the national context and needs, and that the policy margin of national authorities in
this matter is growing smaller and smaller.

* Deregulation (which creates opportunities for the market and price mecha-
nism by means of enhanced competition) has as a consequence that the authorities
can hardly resort to the traditional methods in order to guarantee the security of
the financial system, i.e. hedging and segmenting different financial activities and
professions.

* Innovation in the financial markets and industries does not only enhance
competition and efficiency but also involves typical risks. New solutions had
therefore to be found for managing those risks.

* Informatisation yields a rapid exchange of information and increases the
flexibility (as well as the complexity) of the new financial techniques and prod-
ucts.

Modern banking law inevitably reflects all these new developments to which it
had to adapt itself. Modern banking law is subject to different purposes: monetary
supervision, prudential supervision, consumer protection, the promotion of effec-
tive payment systems and political integration (EU). Banking law in the EU serves
all these purposes.

* Monetary supervision was first coordinated in the Committee of Governors
of the central banks of the EU members before it was decided to create the Euro
and the European Central Bank.

The Committee was established in 1964 and has been since then the principal
forum for cooperation between central banks. The principal task of the Committee
was the promotion of cooperation of monetary policies with the aim of achieving
price stability. The gradual realization of a single market has strengthened the in-
terdependence between national monetary policies.

Monetary policy was not dealt with in Community law in a way that it was di-
rected at banks (rather at governments and central banks). This may change when
the Euro as a single currency is introduced. Already now, European banks have to
prepare themselves for the Euro to become legal tender.

* Prudential supervision has been an increasing topic for EU legislation and
regulation. Most of the EU ambitions have been achieved, although not all is
implemented in all member states of the EU.

* An increasing and continuous attention by the EU is paid to consumer protec-
tion, also in the area of the financial sector. The legislation is promoting transpar-
ency for the consumer and financial protection vis-&vis banks and other financial
institutions.

* The promotion of effective payment systems at the EU level reflects the re-
sponsibility of effective payment systems for the authorities at national level. This
implies that at the EU level, especially cross border payments, as well as interna-
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tional standardization and security of payments is promoted.

* The decision on political integration of the Member States for a European
Union reflects itself in the creation of a single market for financial services, mean-
ing freedom of persons and of capital to move cross-country, harmonization of
laws, a level playing field for financial institutions, home country control and mu-
tual recognition in supervision, freedom of establishment of branches and subsid-
iaries and freedom of cross-border services.

* Both at the national and EU level banks are faced with competition policy,
aimed at preventing restrictive practices in the banking sector. At the EU level
(trade between Member States) the competition rules are to be found in the articles
85 (agreements between undertakings and concerted parties) and 86 (abuse of a
dominant position) of the Treaty of Rome (1957). The last couple of years the Eu-
ropean Commission has activated, in line with the completion of the Single Euro-
pean Market, its competition policy after a long period of caution and noninter-
vention.

In 1989 the EU adopted the concentration control regulation with respect to
concentration having a Community dimension. The point at which jurisdiction
over concentrations passes from national authorities to the European Commission
is obviously a crucial element. In the case of banks, a merger falls within the EU
scope where:

a) one-tenth of the combined aggregate worldwide total assets of all undertak-
ings concerned is at least ECU 5,000 million; and

b) one-tenth of the total assets multiplied by the ratio between loans to the
Community and the total of loans worldwide of each of at least two of the under-
takings concerned is more than ECU 250 million;

¢) unless, each of the undertakings concerned achieves more than two-thirds of
one-tenth of total assets multiplied by the ratio between loans within the Commu-
nity and loans worldwide, within one and the same Member State.

The Community jurisdiction only concerns competition aspects. Bank supervi-
sory aspects remain the jurisdiction of the national supervisory authorities.

* The Maastricht Treaty marked the launch of a new “era” of EU social policy.
Since then the number of (draft) laws has considerably increased. The European
banking organizations are recognized by the European Commission as social part-
ners at European level. The legislative activities for the banking sector in most
cases pay attention to the specific characteristics of banks in the development of
social policy laws although they may apply to all companies, banks and nonbanks
as well.

Approximation and EU Banking Law

For banking law in an economy in transition towards a market economy there
are two options for approximation towards EU banking law:
1. gradual adjustment of their legislation to the EU directives;
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2. a one-time integral adoption of the EU directives.

In most cases the first option will be the most realistic one.

The Commission has produced a White Paper how the associated countries of
central and eastern Europe could prepare themselves for integration into the Inter-
nal Market of the Union. The White Paper does not form part of negotiations for
accession and does not prejudge any aspects of such negotiations. The Commis-
sion issued an Annex to the White Paper, which comprises a detailed list of Com-
munity legislation, broken down into various sectors, relating to the internal mar-
ket. The associated countries are encouraged to introduce this legislation in two
stages; stage 1 and 2. Stage 1 measures are of the highest priority as implementa-
tion of such legislation is considered to be a precondition for the effective func-
tioning of the internal market. Stage 2 measures are of second priority. For the
sector of financial services advice is given on stage 1 and 2 directives as key mea-
sures. For a brief description of the different EU directives and other EU banking
law, see Annex.

The directives chosen in the White Paper to form the first stage measures are
those which introduce the basic principles for establishment of financial institu-
tions, but there are elements in the second stage measures which it could be ben-
eficial to introduce at an early stage.

In the first stage efforts should be concentrated on implementing the principles
laid down in the following directives.

For financial services:

First Banking Directive

Own Funds Directive

Solvency Directive

Deposit Guarantee Directive

Directive on Public Offer Prospectus

Directive on Stock Exchange Listing

Directive on Notification of Major Holding

Directive on Insider Dealing

Collective Investment Funds (UCITS) Directive

Money Laundering Directive

For capital movements:

Long-term capital movements

First Directive of 11 May 1960

Directive 63/21/EEC

Medium-term capital movements

Council Directive 86/566/EEC

The key measures proposed by the White Paper in the second stage will aim in
particular to strengthen the prudential regulation for the banks in order to bring
them up to international standards.

Some of the key directives which are proposed for the second stage will in-
clude provisions directly related to the creation of the Community Internal Mar-
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ket, such as the freedom of establishment and the freedom to provide cross-border
services without authorization and the principle of home country supervision.
Those provisions could be disregarded in the second stage.

The directives to be supplemented in the second stage would be the following:

Second Banking Directive

Annual Accounts and Consolidated Accounts Directive

Capital Adequacy Directive

Large Exposures Directive

Consolidated Accounts Directive

Investment Services Directive

Collective Investment Funds (UCITS) Directive

The three directives within the sector of financial institutions which are not re-
garded as key measures are:

* Directive of 13 February 1989 on the obligation of branches established in a
Member State of credit institutions and financial institutions having their head of-
fices outside that Member State regarding the publication of annual accounting
documents. The main purpose of this Directive is to facilitate life for such
branches and not to require more information than is necessary.

* Directive of 5 March 1980, coordinating the requirements for drawing up,
scrutiny and distribution of the listing particulars to be published for the admission
of securities of official stock exchange listing.

* Directive of 15 February 1982 on information to be published on a regular
basis by companies the shares of which have been admitted to official stock ex-
change listing.

The last two mentioned directives are giving important information to the mar-
ket but the most important information will already be covered by the directives
mentioned as key measures.

The priority to be given to the financial and other sectors depends in the White
Paper on the political and economic situation of each associated country. No spe-
cific timetables have been set as it is felt that these will be decided by each coun-
try in the light of its own situation and strategy and in response to the list of priori-
ties of approximation specifically mentioned in the respective Europe Agree-
ments.

Moreover, it is recognized that the associated countries have not yet fully re-
solved the problem of adjusting alignment programs to the need to consolidate
economic reforms. For example, although the putting in place of basic legislation
in the financial services sector is one of the priority issues for the CEEC’s, it is
recognized that “there are limits on how far the CEEC’s can go so long as restric-
tions on capital movements remain necessary for macroeconomic reasons and
banks remain burdened by bad loans from the past.”

While the task of enacting and enforcing laws is to be carried out by the asso-
ciated countries themselves technical assistance is provided by the European
Union (e.g., advice from legal and technical experts, help with specific problems,
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access to administrative, language and specialized technical training, the establish-
ment of a “Technical Assistance Information Exchange Office” located in Brus-
sels, etc.). The Commission has held discussions with each associated country to
help clarify their national programs and priorities in the light of the White Paper.

Many countries have already implemented different elements of different EU
directives in different pieces of their national legislation. So it is not likely that the
proposed stages in the White Paper will be followed strictly. Moreover, the banks
in the CEEC’s have a number of specific problems to deal with, like recapitaliza-
tion, privatization of banks and nonbanks, market structures that still reflect the
one-tier banking system, bank governance that still reflects past relationships and
political influences, etc.

However the picture of EU banking law, as presented in the White Paper, is far
from complete. The White Paper focuses on prudential supervision and capital
movements. Other banking laws complete the picture:

Economic and Monetary Union

Treaty on Realization of Economic and Monetary Union

Recommendations on Legal Treatment of the ECU and ECU contracts

Regulation on Definition of the ECU

Banking Supervision

Guarantees issued by credit institutions and insurance companies

Winding up and reorganization of credit institutions

Financial Markets

Listing particulars

Regular information

Disclosure obligations

Collective investment funds

Code of conduct relating to security transactions

Social Affairs

Social protocol

Information and consultation

Atypical work

Working time

Collective redundancies

Employee participation

Health and safety

Access to continuing training

Transfers of undertakings

Posting of workers

Insurance

Direct insurance other than life assurance

Life insurance

Annual accounts of insurance companies

Export Credit Insurance
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Takeover and General Bids

The pension funds

Investor compensation

Taxation

Tax on stock exchange operations

Turnover taxes

VAT on gold

Direct taxation

Corporate tax

Consumer Credits

Consumer Credits

Mortgage Credits

Payment Cards

Cross-border payments

Unfair contract terms

Comparative Advertising

Contract negotiation at a distance

Embargoes

Iraq

Libya

Yugoslavia

Bosnia-Herzegovina

Sundry

Legal protection of computer programs

Protection of individuals with regard to the processing of personal data and on
the free movement of such data

Civil liability for damage caused by waste

Public services contracts

In addition to EU imposed legislation and regulation, banks themselves can
develop and implement self-regulation. This is sometimes done on the initiative of
the European Commission, as has been the case for a Code of Conduct for credit
cards to regulate relations between credit institutions, retailers and consumers.
Sometimes it is done by the banks on their own initiative, for instance in a couple
of countries banks have agreed on a banking code.

In other instances interbank cooperation leads not to self-regulation, but to in-
formation and recommendation. For instance, to prevent financial fraud in the area
of payment instruments and payment cards, as well as prevention of attacks on
banks.

Foundations of Modern Banking Law

The detail of evaluating banking law will surely differ between CEEC’s as it
did between Member States of the European Union. Rather than going into this
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detail, we ask ourselves the question: “What are the present foundations of mod-
ern banking law?” This question is relevant for emerging markets and developed
markets alike. These foundations may be helpful in developing and specifying
banking law in the CEEC’s.

Analyzing the bank legislation for all their different purposes we inventorize
six foundations. The first three are traditional and can be found in most textbooks.
The last three reflect the interest and participation of all present stakeholders in
modern banking law. Not only government and parliament contribute to banking
law, but also the banking community, represented by the national banking associa-
tions, and the consumers, in most cases represented by consumer organizations.

The Stability of the Financial System is Still the Major Concern

There has never been a greater need for government supervision on the bank-
ing business. The ultimate aim of this supervision framework is to ensure the sta-
bility and solidity of the financial system and of the institutions in order to inspire
savers and investors with confidence, since, without this confidence, the banking
industry cannot fulfil its bridging function, which is essentially important for the
economy. In short, confidence is the greatest public good which a supervisory au-
thority can provide.

In order to maintain this confidence, the public authorities resorted, in the thir-
ties, to a strategy which consisted of rules that led to a clear delimitation of the
banks’ activities as opposed to those of other financial institutions. This strategy
had to be given up due to deregulation, which puts the emphasis on the role of
competition and the functioning of the market. The new approach is no longer an
institutional approach, but gives priority to managing the risks, to which the dif-
ferent players from the financial industry are exposed.

At the same time, there has been a growing awareness that supervision cannot
and must not offer maximum security.

* A supervision framework which offers maximum security, would indeed
make any kind of dynamism impossible and leave (too) little space for the func-
tioning of the market.

* In fact, banks deal in particular with financial intermediation and the execu-
tion of other transactions for their own account and at their own risk. Because they
are specialized in those matters, banks have advantages, in doing this business, in
the field of transaction and information costs, as well as in the field of risk man-
agement. In spite of the growing disintermediation and securitization, those ad-
vantages are still the basis for the economic usefulness of the banking industry.

In short, bank failures are no longer considered as something unacceptable,
provided the stability of the financial system is not put into danger. Banks which
are on the verge of failure do not have to count on the compassion of the bank su-
pervisory authorities.

Although adequate supervision of banks is still the best guarantee in view of
protecting the individual savers, the depositor protection in this context has rather
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been relegated to the background as a result of the new developments. In order to
fill this gap, for reasons of obvious equity, one currently resorts to deposit-insur-
ance systems in order to shield small savers from the consequences of a bank fail-
ure.

In recent years, attention has more and more been drawn to the fact that the in-
dividual saver also has a role to play in maintaining the security of the banking
system, which means that possibly he will also have to bear the consequences.
Therefore, one rejects a maximum security system for savings deposits, because
this would result in a blind confidence in each bank, even if that particular bank
takes risks in granting credit. Consequently, the European Directive on deposit-
guarantee schemes aims at making the saver aware of his own responsibility by
stipulating a kind of franchise to be paid by the saver: a percentage of the depos-
its is not covered up. However, the Directive allows Member States the possibil-
ity not to adopt this franchise system. Apparently, all Member States have used
this possibility, which means that the franchise system as provided in the Directive
has not been applied in practice.

The Foundation of Market Conformity

Modern banking regulations aim at following as closely as possible the system
of free market economy, which means that they tend to let competition play its
role freely. This is in sharp contrast with the situation in the past, where state in-
terventions resulted in all kinds of market distorting measures (e.g., in the field of
price-fixing). A market which creates room for free competition, ensures an effi-
cient allocation of the financial means available.

This immediately explains the process of liberalization not only within the EU
but also on a global level: because financial institutions are active worldwide, the
liberalization of financial activities also comes to the fore on an international level
(cf. the Uruguay Round, which tends, among other things, at a liberalization of the
services sector within the GATT).

The market conformity of modern banking regulations, however, points to a
paradox. Since free competition implies a reduction of the costs of financial inter-
mediation, this boils down to a lower spread of income. As a consequence, the
profitability as well as the stability of the financial sector is put into danger. Espe-
cially the recent experience in the United States has made it clear that unlimited
competition can lead to excesses, which forces society to make huge efforts, in the
sense of using tax money, to maintain the financial system.

This means that all over the world domestic public authorities are confronted
with the necessity of supporting and positioning the competitiveness of their fi-
nancial industry against that of other countries and/or industries.

Consumer law is often totally in contradiction with the principle which says
that regulations should follow market conformity. Attempts nowadays to bring the
level of charges for services closer to operating costs often end in failure: not only
reactions by consumers, but sometimes also intervention by the authorities have
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been a decisive factor in this failure. It should be made clear, now more than ever,
that banks are undertakings at the service of the public, but not public undertak-
ings. As an undertaking, they must satisfy the imperative requirements of profit-
ability. The relationship between each customer and his bank is a private relation-
ship from which each of the two parties must draw advantages; if the relationship
produces a deficit for the bank, it cannot make the community or other categories
of customers bear the costs. It follows that the customers and regulators must ac-
cept, in a responsible way, the idea that banking services — without exception —
must be remunerated at a price which cannot subjectively be considered “expen-
sive” without any knowledge of its cost.

Consumer law in general, in its desire to protect consumers fully against every
risk, does not take into account the fact that on the one hand, an increase in secu-
rity (which is already high) involves enormous costs, much higher than those in-
curred when calculated risks are accepted, and that on the other hand these costs
must obviously be borne by the users of the services. This is the case in particular
when, as nowadays, the regulatory approach does not aim anymore at the protec-
tion of only the diligent and honest people, but embraces also the negligent and
dishonest people. Even if banks are held responsible for the consequences by law,
it is clear that the additional costs and losses that they incur, are added to the price
of the services.

The Foundation of Equalizing the Terms of Competition

Deregulation must not result, by any means, in situations which make it im-
possible for banks to cope with the pressure from other market players.

Banking regulations and supervision of banks involve constraints in the field
of bank management and organization. Those constraints are reflected in the over-
head expenses and costs: they are expensive. This is the reason why the call for a
“level playing field” in modern banking regulations is prominent: conditions must
be equal for all players. Unequal starting positions cause a distortion of competi-
tion, which prevents the market functioning from yielding the results one may ex-
pect, and moreover creates the danger of banks that are victims of unequal terms
of competition, falling into excesses which have a destabilizing effect on the fi-
nancial system.

The playing field which must be leveled, is very vast. Equalization must in-
deed be pursued at different levels.

Between International Financial Centers

Due to the increasing international character of banking business, one should —
as has been clearly perceived by the Basle Committee on Banking Supervision —
carefully see to it that international banking regulations also create more equal
terms of competition. If this is not the case, banks which are established in coun-
tries where supervision is not severe, will have to face an almost insurmountable
handicap as far as international competition is concerned. It should be stressed
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that, within the EU, this concern is however not considered to be paramount, since
apparently the EU aims at achieving a minimum harmonization which leaves
space for competition between the different national regulations, with the possible
result of “reverse discriminations.”

A problem within the EU to achieve fair competition remains the differences
in taxation of banks and their products. Especially the latter difference has impor-
tant consequences for the allocation of savings in a liberalized European capital
market.

In this respect it is surprising to see the tendency in many Member States to
create tax heavens for foreign banks even when one of the Member States is their
home country. On the tax issue there is still a lot to be done to create a “level play-
ing field.”

Between Banks

Whereas the rules of the Basle Committee create a discrimination between in-
ternational and noninternational banks, the EC authorities seem to prefer to apply
one single system to all banks without any distinction — however, with changing
success one has to admit (cf. the exclusion of the Post Bank from bank directives).

Between the Institutions of the Financial Industry

Moreover, one must not forget that banks face increasing competition from
nonfinancial institutions which develop specific kinds of financial services (cf.
payment cards of the distribution industry) and which are free from any kind of
prudential supervision.

The Foundation of the Autonomy of the Banking Function

In order to equalize the terms of competition on an international level, it would
be preferable to provide objective rules (cf. the quantitative criteria in the field of
capital adequacy). This kind of objective rules indeed makes it easier to verify in
fact whether everyone respects the agreements that have been made.

This is necessary, but it also has negative effects. First, objective rules of this
kind lack sufficient flexibility: generally, they are not sharp enough, as they do not
always leave sufficient room for fine-tuning. Moreover, and especially, those rules
have a compulsory effect on bank management. For instance, the current empha-
sis on the banks’ capital ratio within the framework of capital adequacy standards
could hamper the traditional credit policy, in which the decisive factor was the
quality of the individual debtor.

These disadvantages are the reason why banks are afraid to make a general ap-
plication of this solution. The discussions about the capital adequacy of invest-
ment companies are a good illustration in this respect. Whereas the authorities ini-
tially had the intention of imposing compliance with coefficients as for market and
exchange risks, just as this is already the case for the credit risk, there has been a
subsequent switch, at the firm request of banks, to internal models. Instead of the
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traditional close examination of individual transactions, the authorities will moni-
tor the way in which banks use computers to control risk.

In short, the general conviction at present is that rules governing the supervi-
sion of banks should not affect the autonomy of the banking function by taking
into account the necessary degree of flexibility. More particularly, these rules
should start from the assumption that each bank has already put into place internal
mechanisms for risk management, so that one cannot say that there is a void which
should be filled by regulations.

No form of supervision can replace good management. Because bank supervi-
sory authorities must not substitute themselves for the bank executives, banking
supervision should be rather marginal: supervision must be conceived in such a
way that it serves as a complement to market discipline, rather than as a substitute
which eliminates the latter completely. Supervisory authorities should therefore
focus their attention on the quality of management, organization and internal
mechanisms and procedures for supervision.

The Foundation of Transparency

A confidence of this kind as far as bank management is concerned cannot be
guaranteed if there is no flux of information towards the bank supervisory authori-
ties. Achieving a sufficient degree of transparency by imposing obligations in the
field of reporting becomes more and more one of the key elements in modern su-
pervision schemes. The number of data which have to be submitted, is impressive.
Producing those data puts the bank’s organization and administration under severe
strain and considerably affects overhead expenses.

Moreover, one has the impression that each year brings a new increase in the
number of data to be submitted. At any rate, bank supervision authorities are con-
stantly making adjustments to the reporting scheme, which implies a reprogram-
ming of the banks’ software systems and consequently additional costs.

There is a danger of going beyond the limits of what is necessary in this re-
spect. It happens that banks are asked to submit certain data, even if there are se-
rious reasons to presume that those data (cannot) will not be used by the authori-
ties! Also, authorities can sometimes show a tendency to set up a system of pre-
liminary supervision, in which reporting is part of a procedure offering them the
possibility of having a veto over actions the bank wants to undertake.

Neither can one consider transparency as a panacea, for the transparency
which is the result of the reporting obligations should be subject to nuancing. It
would be erroneous to think that reading the figures translating the bank’s situa-
tion is as simple as reading a book.

The Foundation of Democratic Legitimization

In fact, it is very ironic that modern banking law, which puts such an empha-
sis on transparency, is almost incomprehensible in itself. These regulations suffer
from “technicity” and is accessible only to specialists; outsiders, including stake-
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holders in the process of banking legislation itself, like politicians and consumers,
have more and more difficulty in understanding the fundamental concepts on
which those regulations are based.

This can lead to Kafkaesque situations. An example of this are the discussions
that had been held within the framework of the preparation of the Second Euro-
pean Banking Directive, about the conditions under which banks from outside the
European Union would be allowed to claim the European passport. In this respect,
the European Parliament initially adopted the position that those banks from third
countries would be allowed access to the European market, only if their country
would treat European banks in the same way. However, just before it wanted to
draw a resolution in this sense, the European Parliament came to the conclusion
that European banks themselves had a different opinion. The most important con-
cern of the European banks was not the banks as such but rather Europe as a fi-
nancial center. They were convinced that as a financial center, Europe can benefit
from the dynamism and competition foreign banks bring along.

This example at once shows the importance of communication. Banks and
regulators have to find the right formula to help nonexperts understand a subject
that is inevitably essentially technical. But communication in this area is not
(only) a question of language: rather, it is a long-term effort which must take ac-
count of a vast panorama and multiple aspects that vary from one country to an-
other.

Different Stakeholders: Different Interests

The six foundations reflect an analysis of modern banking law in the European
Union, as well as the stakeholders that contribute to it.

Especially the last three foundations characterize modern banking law and are
less traditional. The more modern foundation of the autonomy of the banking
function (number 4) is especially favored by the banking community. Banks
should be allowed flexibility and responsibility to have a place for internal mecha-
nisms for risk-management. Supervisory authorities should focus their attention
on the quality of the bank management, organization and internal mechanisms.
This foundation favored by: banks is accepted more and more by other stakehold-
ers, be it under the condition that the principle of transparency (number 5) is intro-
duced and implied as well.

The foundation of democratic legitimization (number 6) means that in a demo-
cratic way all different interests are taken into account. Since banking has increas-
ingly sophisticated itself, democratic legitimization means that even though bank-
ing has become complicated and difficult to understand, legislation has to remain
democratic. This implies that the legislators should be explained by the banking
sector what exactly the different interests are behind a labyrinth of technical is-
sues. One should prevent that legislation occurs in a way that no interest is served,
or interests are served in an unpragmatic and very costly way, because of misun-
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derstanding complicated issues.

The different stakeholders have different interests, which is manifested during
the process of legislation. First of all the government may have different views
from parliament in the legislative process. Second, central banks, in many coun-
tries endowed with the responsibility to provide more detailed regulation (based
on general legislation), as well as being responsible for supervision, may well
have a different opinion from the government and parliament.

Third and most obvious however, is the difference between the banks and the
other stakeholders. In general one may say that banks favor flexibility and cost
effectiveness. Banks have considered EU legislation in a number of cases not
needed, or too detailed, or too early. This no doubt reflects the position of the
banking entrepreneur. I remember a president of a commercial bank telling me
that as a banker he liked unclear situations and some chaos, because that is where
banks can make most of their profits. I would not be surprised if some commercial
bankers in central and eastern Europe would agree with this statement. Neverthe-
less, European banks have always shown their willingness and their readiness to
contribute to necessary legislation. Even to the extent that they believe to start per-
forming other duties. For instance, many bankers see themselves as part-time po-
lice officers in implementing the (very costly) measures of money laundering.

In the European Union most of the bank legislation has been finished, al-
though there are new openings for future legislation. For instance, on financial
conglomerates. The stakeholders are already preparing themselves for this by dis-
cussing subtopics like the prevention of double gearing, measures to combat the
risk of contagion and ensuring a level playing field between banks and other fi-
nancial institutions. [ would be very happy to talk to you about this topic as well.
But let us leave it here. A lot needs to be done already on approximation of present
EU legislation. So let us leave future EU legislation to a next conference.

In conclusion it can be said that the “acquis communautaire” of EU banking
law is extensive and covers a broad range of issues. In addition to that one has to
realize that banks are confronted with national laws as well. All this and the total
picture of EU banking law may seen esoteric to the banking sectors in central and
eastern Europe. Nevertheless, it is good to know the full picture of EU banking
law when we talk about approximation of banking law.

Let me finish with one other area of interbank activity which has not been
mentioned in this presentation before. That is bank training. Without qualified
bankers, supervisors, central bankers it is difficult to create a developed banking
sector even if all EU laws were approximated. The need for training does not even
stop there. Training is also needed for the legislators (government officials and
members of parliament), the judges and even consumers. The challenge to cover
all those training needs is as important as the approximation of laws and should go
in tandem with it.
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ANNEX

First Banking Coordination Directive

First directive of 12 December 1977 coordinating laws, regulations and admin-
istrative provisions relating to the taking-up and pursuit of the business of credit
institutions.

Council Directive 77/780/EEC;0J 322, 17.12.77.

This directive coordinates the laws of the Member States on the authorization
of credit institutions with a view, in particular, to facilitating the establishment of
branches in other Member States.

The first Coordinating Directive established the right for a credit institution
constituted as a company in one Member State to open a branch in another Mem-
ber State on the basis of host state control.

Although the first Coordination Directive harmonized and liberalized the
banking sector, there were still administrative procedures for obtaining licenses. It
also did not enable a credit institution in one state to provide cross-border banking
services into another Member State.

Second Banking Coordination Directive (Home State Control and

the Single License)

Second Council Directive of 15 December 1989 on the coordination of laws,
regulations and administrative provisions relating to the taking-up and pursuit of
the business of credit institutions and amending Directive 77/780/EEC.

Council Directive 89/646/EEC; OJ 1386, 30.12.89.

Establish the principle of home state control and the single license, whereby a
credit institution of one Member State may open branches in, or provide cross-
border services into, other Member States.

Home state control means that once a credit institution has obtained its license
in the home Member State, it is able to open a branch in each Member State on the
basis of the home state license. This is the so-called single license.

Own Funds

Council Directive of 17 April 1989 on the own funds of credit institutions.

Council Directive 89/299/EC; OJ L124, 5.5.89.

This is a technical Directive which determines items which may be included as
part of a bank’s own funds. In this context, it makes a distinction between ele-
ments making up additional own funds. The latter, being of lower quality than the
former, may not exceed 100% of original own funds, and for certain items 50% of
original own funds. This Directive seeks to harmonize the concept of own funds
of credit institutions in order to provide a standard yardstick for prudential super-
vision of credit institutions.

134



Solvency Ratio

Council Directive of 18 December 1989 on a solvency ratio for credit institu-
tions.

Council Directive 89/647/EEC; OJ L386, 30.12.89.

The Directive seeks to develop common standards of capital adequacy in rela-
tion to assets and off-balance sheet items. It establishes that the solvency ratio, i.e.
the ratio between a bank’s own funds and its assets weighted according to the
level of risk, must be a minimum of 8%.

Consolidated Supervision

Council Directive 83/350/EEC of June 1983.

Any credit institutions with a controlling holding (>50%) in another credit or
financial institution is subject to supervision of its financial situation on a consoli-
dated basis with those institutions in which they have such holdings. The balance
sheet positions of the subsidiaries should be incorporated into those of the parent
company with regard to the parent company supervision.

Council Directive of 6 April 1992 on the supervision of credit institutions on a
consolidated basis.

Council Directive 92/30/EEC; OJ L110, 28.4.92.

This Directive replaces the 1983 Directive. This Directive has a broader scope
which provides for supervision of groups of credit institutions where the parent
company is either a credit institution or a financial holding company.

Large Exposures

Commission recommendation 87/62/EEC.

Recommends that Member States adopt provisions to ensure that large expo-
sures undertaken by credit institutions should not exceed 40% of own funds.

Council Directive of 21 December 1992 on the monitoring and control of large
exposure of credit institutions.

Council Directive 92/121/EEC; OJ L29, 5.2.93.

In order to avoid excessive concentration of exposure, limits are fixed in rela-
tion to the own funds of lending institutions (10% for the definition of a large ex-
posure, 25% ceiling for any large exposure, 800% ceiling for the aggregate of
large exposures). Long transitional periods are provided for to enable credit insti-
tutions to adjust to these limits. In particular, small credit institutions — with own
funds of less than ECU 7 million — could take advantage of a total transitional pe-
riod of 13 years.

Deposit-guarantee Schemes

Directive of the European Parliament and the Council on deposit-guarantee
schemes.

European Parliament and Council Directive 94/19/EC; OJ L135, 31.5.94.

Sets down a minimum level of compensation and requires all Member States
to introduce deposit-guarantee schemes. It also shifts the burden of responsibility
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in the case of branches from the Member State where the branch is located to the
Member State of the head office.

Investor Compensation Schemes

Proposal for a Council Directive on investor compensation schemes.

Proposal for a Council Directive: OJ C321, 27.11.93.

This proposal would create an investor compensation scheme for investment
business along much the same line as the deposit-guarantee scheme for banking
business.

Winding up and Reorganization of Credit Institutions

Amended proposal for a Council Directive concerning the reorganization and
the winding-up of credit institutions and deposit-guarantee schemes. (COM(88) 4
final) OJ C36 1988.

Reorganization and liquidation of a credit institution with its head office in the
Community must be carried out in accordance with the rules of the country in
which the head office is located. On the other hand, when the head office of the
credit institution is located outside the Community, the host country is empowered
to take measures to reorganize or wind up branches established in its territory.

Financial Markets
Public Offer of Securities

Council Directive of 17 April 1989 coordinating the requirements for the
drawing up, scrunity and distribution of the prospectus to be published when
transferable securities are offered to the public. 89/298/EEC; OJ L124 1989.

This Directive requires a prospectus to be provided when securities are offered
to the public for the first time. However the content, and procedures for supervi-
sion and distribution of the prospectus vary according to whether or not an appli-
cation has been made for official stock exchange listing. It then permits a single
prospectus to be used for issue of securities in the various Member States.

Admission of Securities to Official Stock Exchange Listing

Council Directive of 5 March 1979 coordinating the conditions for the admis-
sion of securities to official stock exchange listing. 79/279/EEC; OJ L66 1979.

This Directive provides for minimal coordination of conditions for the admis-
sion of securities to stock exchange listing with a view to: obtaining a maximum
equivalence of investor protection; facilitating admission to listing in all Member
States, as well as the listing of the same security on several Community stock ex-
changes.

Investment Services

Council Directive 93/22/EEC on investment services in the securities field.
OJL 141 1993
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This Directive is the equivalent for investment services of the banking coordi-
nation Directives, but adopts a functional approach: i.e. it regulates the activity,
not the investment firm. It permits investment firms authorized by their country or
origin to provide certain financial services to offer these services throughout the
Community. In principle, this Directive is also applicable to banks.

Capital Adequacy

Council Directive 93/6/EEC of 15 March 1993 on capital adequacy of invest-
ment firms and credit institutions.

Council Directive 93/6/EEC; OJ L141, 11.6.93.

The Directive will establish a common framework for the monitoring of mar-
ket risks in general, and includes the investment activities of banks (and also of
credit institutions in so far as they carry out investment business).

Pension Funds

Amended proposal for a Council Directive relating to the freedom of manage-
ment and investment of funds held by institutions for retirement provision. (COM
(93) 237 final - SYN 363) OJ C171, 1993.

Provides for freedom of provision of investment management services. To
manage all or part of its assets, a pension fund is free to choose a manager estab-
lished in the European Community. Member States are prohibited from imposing
on pension funds a requirement to: invest in particular categories of assets or to
localize their assets in a particular Member State, and; to hold more than 80% of
their assets in matching currencies.

Taxation

Tax on Stock Exchange Operations

Amended proposal for a Council Directive relating to indirect taxes on transac-
tions on securities (COM (87) 139 final) OJ C115 1987.

This Directive endeavors to remove indirect taxation on securities transactions
in all the Member States.

Corporate Tax

Council Directive of July 1990 on the common system of taxation, applicable
to mergers, divisions, transfers of assets and exchanges of shares concerning com-
panies of different Member States Council Directive 90/434/EEC; OJ L225 1990.

This Directive imposes at a Community level the regime already applied by
Member States at a national level: capital gains from such operations are not taxed
when the operation takes place but only when the capital gains are actually real-
ized.

Proposal for a Council Directive amending Directive 90/434/EEC on the com-
mon system of taxation. (COM (93) 293 final) OJ C 225 1993.
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This proposal is principally aimed at enlarging the scope of Directive 90/434/
EEC to all enterprises in a Member State subject to corporation tax.

Council Directive of July 1990 on the common system of taxation applicable
in the case of parent companies and subsidiaries of different Member States. 90/
435/EEC; OJ L225 1990.

This Directive attempts to eliminate double taxation of dividends paid by a
subsidiary in one Member State to its parent company in another: removal of all
withholding tax in the subsidiary’s Member State and exemption for these divi-
dends — or taxation with a foreign tax credit — in the Member State of the parent
company. The parent company must hold at least 25% of the subsidiary’s capital.

Proposal for a Council Directive amending Directive 90/435/EEC. (COM (93)
293 final) OJ C 225 1993.

This proposal aims to extend the scope of Directive 90/435/EEC to all enter-
prises in a Member State subject to corporation tax and allows for the parent com-
pany to take account of downstream tax paid by the subsidiary.

Convention on the elimination of double taxation in connection with the ad-
justment of profits of associated enterprises. 90/436/EEC; OJ L225 1993.

This Convention establishes procedures for ensuring, within certain time lim-
its, elimination of double taxation resulting from differences in assessment by tax
authorities of prices charged between associated enterprises.

Proposal for a Council Directive on a common system of taxation applicable to
interest and royalty payments made between parent companies and subsidiaries in
different Member States. (COM (90) 57 I final); OJ C53 1990.

This proposal seeks to eliminate all withholding taxes on interest and royalty
payments between parent companies and subsidiaries in different Member States.

Proposal for a Council Directive concerning arrangements of the taking into
account by enterprises of the losses of their permanent establishments and subsid-
iaries situated in other Member States. (COM (90) 595 final) OJ C53 1990.

This proposal permits the deduction by companies of losses suffered by their
permanent establishments or subsidiaries located in other Member States. It pro-
poses two methods for recovery of losses incurred by permanent establishments
from which the Member States can choose. With regard to losses suffered by the
subsidiaries, the method of deduction of losses with later reincorporation is appli-
cable.

Accounting

Annual and Consolidated Accounts of Credit and Other Financial
Institutions

Council Directive of 8 December 1986 on the annual accounts and consoli-
dated accounts of banks and other financial institutions.

Council Directive 86/635/EEC; OJ L372,31.12.86.

This Directive applies the principles of the Fourth Company Law Directive
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and the Seventh Company Law Directive with suitable adaptations to banks and
other financial institutions.

Annual Accounts of Foreign Branches of Credit and Other
Financial Institutions

Council Directive of 13 February 1989 on the obligations of branches estab-
lished in a Member State of credit institutions and financial institutions having
their head offices outside the Member State regarding the publication of annual
accounting documents.

Council Directive 89/117/EEC; OJ L144, 14.2.89.

Branches of financial institutions having their head offices in other Member
States cannot be required by the host state to publish branch accounts; they can
only be required to publish the accounts of the head office, accompanied by cer-
tain ancillary information. The Directive aims to put branches of foreign financial
institutions on the same footing as branches located in the same Member State as
their head office.

Consumers

Consumer Credit

Council Directive of 22 December 1986 for the approximation of the laws,
regulations and administrative provisions of the Member States concerning con-
sumer credit. 87/102/EEC; OJ L42 1987.

This Directive contains minimum regulations on consumer credit with a view
to providing greater protection for European consumers on the one hand, and har-
monization of competitive conditions, on the other.

Directive of 22 February 1990 amending Directive 87/102/EEC for the ap-
proximation of laws, regulations and administrative provisions of the Member
States concerning consumer credit. 90/88/EEC; OJ L61 1990.

This Directive establishes the use of standard formula for calculating the an-
nual percentage rate of charge for consumer credit, so that consumers will know
immediately the total price of the credit and this facilitates comparison between
various offers.

Mortgage Credit

Amended proposal for a Council Directive on the freedom of establishment
and the free supply of services in the field of mortgage credit. (COM (87) 255 fi-
nal — SYN 39) OJ C16 1987.

The objective of the proposal is to remove legal obstacles preventing mortgage
credit from being freely offered in the Community. Thus an institution established
in a Member State should be free to offer mortgage credit in another Member
State in the same way as in its country of origin. The European consumer would
therefore have greater variety of choice at his disposal.
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Payment Cards

Commission Recommendation of 17 November 1988 concerning payment
systems and, in particular, the relationship between cardholder and card issuer.

Commission Recommendation 88/590/EEC; OJ L317, 24.11.88.

This recommendation seeks to set out a detailed code for the conduct of busi-
ness by card issuers with a view to providing a minimum level of consumer pro-
tection with regard to electronic payment systems.

European Code of Conduct for Electronic Payments

Commission Recommendation of 8 December 1987 on a European Code of
Conduct relating to electronic payments (relations between financial institutions,
traders and service establishment and consumers).

Commission Recommendation: 87/598/EEC; OJ L365, 24.12.87.

This recommendation seeks to establish a Community “Code of Conduct” for
electronic payments, and provides an indication as to future regulations which the
European Commission may introduce.

Transparency of Conditions and Charges for Cross-border
Financial Transactions

Commission Recommendation of 14 February 1990 on the transparency of
banking conditions relating to cross-border financial transactions.

Commission Recommendation 90/109/EEC; OJ L67, 15.3.90.

Recommends the establishment of national bodies to handle complaints about
institutions which do not respect the six principles set out in the Recommendation.
Recommends that institutions carrying out international transfers should ensure
that their consumers are properly informed on the price of such transactions and
that these are executed rapidly and correctly.

Proposal for a European Parliament and Council Directive on cross-border
transfers. (COM (94) 436 final) OJ C360 1994.

This Directive aims at eliminating contractual clauses imposing unreasonable
and excessive obligations on consumers. The Directive allows banks when alter-
ing the rate of interest on a variable rate contract (loan or deposit) to inform the
consumer after the alteration and the latter is free to terminate the contract imme-
diately.

Unfair Contract Terms

Council Directive 93/13/EEC of 5 April 1993 on unfair terms in consumer con-
tracts. OJ L95 1993.

This Directive aims at eliminating contractual clauses imposing unreasonable
and excessive obligations on consumers. The Directive allows banks when alter-
ing the rate of interest on a variable rate contract (loan or deposit) to inform the
consumer after the alteration and the latter is free to terminate the contract imme-
diately.
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Comparative Advertising

Amended proposal for a European Parliament and Council Directive concern-
ing comparative advertising and amending Directive 84/450/EEC concerning mis-
leading advertising. (COM (94) 151 final — COD 343) OJ C136 1994.

This proposal endeavors to harmonize national legislation on comparative ad-
vertising. The aim is to regulate its use to protect consumers and improve informa-
tion provided to them whilst at the same time promoting competition.

Contract Negotiated at a Distance

Amended proposal for a Directive on consumer protection with regard to con-
tracts negotiated at a distance. (COM (93) 396 final — SYN 411) OJ C308 1993.

Endeavors to harmonize laws with regard to contracts negotiated at a distance.
A political decision was taken, at the Consumers Council of 17 May 1994, to ex-
clude financial services from the scope of the amended proposal Directive.

Commission Recommendation of 7 April 1992 on codes of practices for the
protection of consumers in respect of contracts negotiated at a distance 92/295/
EEC; OJ L156 1992.

The annex mentions points which could be covered by codes of practice.
Amongst these points, that relating to financial security is of particular note;
schemes should be set up to guarantee reimbursement of payments made by con-
sumers at the time of placing an order.

Protection of Individuals in Relation to the Processing of Personnel
Data

Amended proposal for a Council Directive on the protection of individuals
with regard to the processing of personnel data and on the free movement of such
data. (COM (92) 422 final — SYN 287) OJ C311 1992.

Sets out a general framework for the protection of individual privacy with re-
gard to the processing of personnel data.

Amended proposal for a European and Council Directive concerning the pro-
tection of personnel data and the privacy in the context of public digital telecom-
munication networks, in particular the integrated services digital network (ISDN)
and public mobile networks. (COM (94) 128 final — COD 188) 03 C200 1994.

Applies the principles established in the general framework proposal
(SYN 287) specifically to the telecommunications sector.

Civil Liability for Damage Caused by Waste

Amended proposal for a Council Directive on civil liability far damage caused
by waste. (COM (91) 219 final — SYN 217) OJ C192 1991.

Establishes the polluter pays principle. The text of the proposal would not pre-
vent a bank which had granted a mortgage loan to a producer of waste from being
held liable for damage caused by the polluted or polluting mortgaged property.
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Insurance

Reinforcement of Prudential Supervision

Proposal for a Council Directive amending Directives 77/780/EEC and 89/
646/EEC in the field of credit institutions, 73/239/EEC in the field of nonlife in-
surance, 79/267/EEC and 92/96/EEC in the field of life insurance, and 93/22/EEC
in the field of investment firms, in order to reinforce prudential supervision.

Original Proposal: OJ C229, 25.08.93.

The proposal, if adopted, would amend the First and Second Banking Direc-
tive, Nonlife and Life Insurance Directives and Investment Services Directive.
The result would be to strengthen the powers of supervisors and, thus, better equip
them to prevent cases of fraud and other irregularities in the financial services sec-
tor.

Export Credit Insurance

Proposal for a Council Directive on harmonization of the main provisions con-
cerning export credit insurance for transactions with medium- and long-term
cover. (COM (94) 297 final — 94/0166(ACC); OJ C272 1994.

The proposal establishes common principles of official export credit insurance
for; the technical conditions of the guarantee; systems for fixing premiums; and
cover policies.

Information Technology

Legal Protection of Computer Programs

Council Directive of 14 May 1991 on the legal protection of computer pro-
grams 91/250/EEC; OJ L122 1994.

Deals with copyright protection of computer programs. Reproduction of com-
puter programs is authorized under certain conditions.

Free Movement of Capital Legislation

Liberalization of Capital Movements and Regulation of

Exceptionally Large International Capital Flows

Council Directive of 24 June 1988 for the implementation of Article 67 of the
EC Treaty.

Council Directive: 88/361/EEC; OJ L178, 8.7.88.

Liberalizes all capital movements between residents of Member States with
the exception of existing exchange control regulations on the purchase of a second
residence.
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Concentration and Competition
Articles 85 and 86 of the EC Treaty

The source of competition law of the European Community is found princi-
pally in the Treaty establishing the European Community (the EEC Treaty) signed
in 1957 between the original six Member States. EC competition law can be dis-
tinguished from national competition law in that whist maintenance of competi-
tion in general and of “fairness” in trading are significant secondary consider-
ations, the primary objective of the EC rules on competition is to bring help about
Community integration.

Article 85 (1) prohibits agreements or concerted practices between undertak-
ings which may affect trade between Member States and which restrict or distort
competition within the Common Market. There are, therefore, three elements: an
agreement or concerted practice between undertakings; which affects trade be-
tween Member States; and which restricts or distorts competition within the Com-
mon Market.

Article 86 prohibits the abuse by one or more undertakings of a dominant po-
sition within the Common Market or in a substantial part of it in so far as it may
affect trade between Member States. Thus it is necessary to establish: the exist-
ence of a dominant position within the Common Market or in a substantial part of
it; an effect on trade between Member States (see criteria under Article 85); an
abuse of the dominant position.

Merger Control

Council Regulation (EEC) 4064/89 of 21 December 1989 on control of con-
centrations between undertakings. 4064/89; OJ L257, 21.9.90.

The merger regulation establishes a system of prior clearance by the European
Commission of all mergers and acquisitions of a “Community dimension” in order
to examine whether they create or strengthen a dominant position in the European
Community which significantly impedes effective competition. Since January
1994, this system also applies to such mergers and acquisitions in the EEA.

The Regulation is known generally as the “EC Merger Control Regulation”
(MCR). However, its application is far broader than this. In principle, only those
concentrations which have a Community wide dimension are caught by the MCR.

Sundry

Preventing of Money Laundering

Council Directive of 10 June 1991 on preventing the use of the financial sys-
tem for the purpose of money laundering.

Council Directive 91/308/EEC; OJ L166, 28.6.91.

Imposes certain obligations on financial institutions; identification of custom-
ers with whom they enter into business relationships; identification of customers
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carrying out transactions amounting ECU 15,000 or more; conservation of certain
documents. There is a requirement to notify about suspicious transactions, involv-
ing in particular cooperation with the authorities and training personnel, etc.

Public Services Contracts

Council Directive 92/50/EEC of 18 June 1992 to the coordination of proce-
dures on the award of public services contracts. OJ L102 1992.

This attempts to make public service award procedures compulsory for certain
categories of services. All financial services, whether remunerated by fees, com-
mission or other means, and those remunerated by interest are included in the
scope of the Directive.

Council Directive 93/38/EEC of 14 June 1993 on the procurement procedures
of entities operating in the water, energy, transport and telecommunications sec-
tor. OJ L199 1993.

This Directive aims in particular to make procurement procedures in the sec-
tors concerned obligatory for certain categories of services, including financial
services. All financial services, whether remunerated by fees, commission or other
means, and those remunerated by interest are included in the scope of the Direc-
tive.

The European Monetary Union (EMU)

The starting date for the monetary union will be 1 January 1999 at the latest.
At the Madrid summit in 1995 this starting date was reconfirmed. In addition, the
Council took some important decisions for the preparation of monetary union. It
agreed that the single currency would be called the Euro and it determined how
and when the Euro would be introduced and replace the national currencies.

There are four key dates in the introduction scenario:

* On January 1999, stage three of the Economic and Monetary Union will
start; exchange rates between participating currencies will be irrevocably fixed.

* On [ January 2002 at the latest, Euro banknotes and coins will be introduced.

* Six months later, 1 July 2002, the national coins and notes will cease to be le-
gal tender.

The economies of the Member States have to be prepared before they can en-
ter the monetary union.

The treaty explicitly mentions the convergence criteria, such as low inflation
and interest rates, and sustainable public finances. But not only the governments
of the Member States should prepare for entering monetary union, the banks and
other financial institutions, which will be the first who actually use the single cur-
rency, must do likewise.

The decision which Member States can join the EMU in 1999, will be taken in
the beginning of 1998. Once the decision has been taken, the European Central
Bank will be established, so that it can begin its preparations in order to be ready
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for conducting monetary policy on I January 1999.

In this respect, the Madrid summit (1995) pointed out which matters will have
to be resolved in the coming years. One of them is the legal framework of the tran-
sition to the single currency. Another one is the exchange rate relationship be-
tween the countries that will join the union in 1999 and the countries with a de-
layed entrance. Also the production of Euro banknotes and coins has to be started.

On 1 January 1999, the exchange rates of the participating Members will be ir-
revocably fixed. The external value of the Euro will be that of the present basket
ECU. The official ECU basket will cease to exist.

The Euro will only exist as book money in the bank accounts. National notes
and coins will continue to remain legal tender within the country of issuance until
the completion of the changeover process.

By 1 January 2002 at the latest, the Euro banknotes and coins will start to cir-
culate alongside the national currencies. National currencies will be gradually
withdrawn in line with the increasing circulation of the Euro.

* All the monetary policy and foreign exchange operations by the European
System of Central Banks (ESCB) will be in Euros.

* For those financial institutions which have not been able to equip themselves
with the necessary conversion facilities to translate accounts from Euros into na-
tional monetary units and vice versa, the National Central Banks could provide
such facilities.

» The ESCB will support the coordination of market participants’ actions so as
to ensure the smooth functioning of an area-wide money market based on the
Euro.

* There will be no longer foreign exchange markets, only purely arithmetical
conversions.

* The National Central Banks will exchange national banknotes at par value.

National coins and notes will lose legal tender on 1 July 2002 at the latest. By
then the changeover process is completed, the entire economy will be dominated
in Euro. The national coins and notes may still be exchanged free of charge at the
national central banks for a certain period.

Member States that do not fulfil the necessary conditions for the adoption of a
single currency at the beginning of 1998, will join the monetary union in a later
stage. At least every two years, or at a request of a Member State, the Council
shall decide which countries do fulfil the necessary conditions to enter the union.

Code of Banking Practice: An Example of Self-
Regulation

The Code is a voluntary one, which allows competition and market forces to
operate to encourage higher standards for the benefit of customers. However, for
institutions who agree to be bound by the Code, its relevant provisions may be
contractually enforceable — by way of its explicit incorporation into all contracts
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entered into between participating banks and their customers.

All consumers of “retail banking services” could be entitled to similar mini-
mum standards of good practice and service, irrespective of the institutions with
which they deal.

A banking practice code is intended to:

* describe standards of good practice and service;

* promote disclosure of information relevant and useful to customers;

* promote informed and effective relationships between banks and customers;

* require banks to have procedures for resolution of disputes between banks
and customers.

The governing principles are:

* to set out standards of good banking practice which banks will follow in their
dealings with their customers;

* that banks will act fairly and reasonably in all their dealings with their cus-
tomers;

« that banks will help customers to understand how their accounts operate and
will seek to give them a good understanding of banking services;

* to maintain confidence in the security and integrity of banking and payment
systems. Banks must recognize that their systems and technology need to be reli-
able to protect their customers and themselves.

The code requires to provide certain information, expressed in plain language,
to customers. Usually this will take place when an account is opened, but this can
also be on request or when the terms and conditions will change.

The banks will inform their customers that they have a complaint procedure. In
some countries the banks are expected to belong to an Ombudsman or Arbitration
Scheme.

Banks will observe a strict duty of confidentially about their customers affairs
and will not disclose any information to third parties.

Banks ensure that all advertising and promotional literature is fair and reason-
able, does not contain misleading information and complies with all relevant leg-
islation.

Banks will provide customers with details of the exchange rate and the charges
which will apply to foreign exchange transactions, and with details of cross-bor-
der payments and the services they offer.
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