
BULGARIAN NATIONAL BANK

Jeffrey B. Miller

Stefan Petranov

BANKING

IN THE

BULGARIAN

ECONOMY



BANKING IN THE

BULGARIAN ECONOMY
Revised  edition

 Jeffrey B. Miller,  Stefan Petranov

 Sofia, 1996



2

Jeffrey Miller is a Professor of Economics at the University of Dela-
ware, USA and Program Director at Economic Station at the University
of Delaware-Bulgarian Coalition. Stefan Petranov – Bulgarian Consult-
ing Group.

© Jeffrey B. Miller, 1993,
© Jeffrey B. Miller, Stefan Petranov, 1996
c/o Jusautor, Sofia

Published by the Bulgarian National Bank
1, Alexander Battenberg Square, 1000 Sofia
Public Relations. Telephone: 886 1351, 813 171
Telex: 24090, 24091
Fax: (3592) 880558, 884401



3

Contents

Preface to the First Edition ........................................................................5
Preface to the Revised Edition ..................................................................6

Chapter One
Monetizing the Bulgarian Economy..........................................................8

Chapter Two
The Structure of the Commercial Banking Sector in Bulgaria ................12

The Recreation of Commercial Banking ....................................................... 13
Structure of the Banking Sector .................................................................... 16

Chapter Three
The Bulgarian National Bank ..................................................................22

The Responsibilities of the Central Bank ...................................................... 22
BNB Organization ........................................................................................ 25
The Balance Sheet of the BNB ..................................................................... 25
The Independence of the Bulgarian National Bank ....................................... 30
Concluding Remarks .................................................................................... 31

Chapter Four
Defining the Money Supply ....................................................................32

Definition of M1: M1 = C + DD(lev) ........................................................... 35
Definition of Quasi-Money: QM = FCD + S + T .......................................... 36
Defining M2 and Broad Money .................................................................... 38
The Money Supply and Economic Policy ...................................................... 38

Chapter Five
Activities of the Commercial Banks ........................................................40

The Balance Sheet of Commercial Banks: Assets ........................................ 41
The Balance Sheet of Commercial Banks: Liabilities ................................... 48
Issues in the Management of Bank Assets .................................................... 51
Issues in the Management of Liabilities ........................................................ 56
Role of Commercial Banks ........................................................................... 58

Chapter Six
Money Supply Determination .................................................................60

Transaction Settlement System ..................................................................... 60
A Money Supply Formula for Bulgaria ......................................................... 62
Conclusion .................................................................................................... 68



4

Chapter Seven
Monetary Policy ......................................................................................69

Direct Financing of Government Debt .......................................................... 70
Foreign Currency Operations of the BNB ..................................................... 71
Refinancing .................................................................................................. 72
Open Market Operations ............................................................................... 74
Interest Rate Policy ....................................................................................... 76
General Policy Trends ................................................................................... 77

Chapter Eight
Bad Loans and the Law on Settlement of Nonperforming Credits ..........79

Origins of the Bad Loan Problems ................................................................ 79
Law on Settlement of Nonperforming Credits ............................................... 83
Low Interest on ZUNK Bonds ...................................................................... 84
ZUNK Bonds in Privatization ....................................................................... 86
More Bad Loans? ......................................................................................... 88
Conclusion .................................................................................................... 88

Conclusion ..............................................................................................90
Bibliography ...........................................................................................94



5

Preface to the First Edition

In 1991 the University of Delaware-Bulgaria Coalition, with the sup-
port of the United States Agency for International Development, began a
program of economics education for Bulgarians. One of the persistent
difficulties that I and my fellow economists have faced as we sought to
be effective teachers of Bulgarian students and helpful observers of the
Bulgarian economy was the absence of summary materials that capture
the specific detail of the Bulgarian economic system. This monograph
seeks to temporarily fill the gap regarding the banking system of Bul-
garia1. Because of rapid changes as Bulgaria transitions to a market
economy, it is not possible to be entirely current. The institutional ar-
rangements described are those which existed in Bulgaria during the win-
ter of 1992 – 1993.

Our intended audience is two-fold. First are teachers and students of
money and banking, who might use this discussion to supplement west-
ern textbooks on the subject. Second are interested observers of the Bul-
garian economy who are already well versed in market economics. No
attempt is made here to explain standard concepts in money and banking,
but rather to place the Bulgarian variation within the standard context
and vocabulary.

Research for this project began in the autumn of 1992 as a class exer-
cise of the Advanced Economics Program. The final class assignment for
students in the money and banking course was to investigate a specific
aspect of the Bulgarian banking system. This monograph is an integra-
tion and embellishment of the papers that resulted from their research.

I am indebted to the following program participants who contributed
to the manuscript: Svetlana Alexandrova, Anna Andonova, Kamen
Atanassov, Tzvetan Bonev, Georgi Cholakov, Stoyan Iliev, Roumiana
Ilieva, Jordan N. Jordanov, Jordan V. Jordanov, Dimitar Kanev, Hristo
Mavrov, Anastassia Miteva, Anton Pashov, Nedialka Petkova, Lambrin
Shpatov, Valentin Vulov, Plamen Yossifov.

In addition to contributing a participant paper, Plamen Yossifov was a
research assistant on the project. Virginia Miller wrote Chapter II and

1 The first edition of the monograph was under the title “The Bulgarian Banking Sys-
tem.”
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edited the entire monograph. Special thanks are due to Andrew
Kenningham who supervised the project, commented on an earlier draft
and was invaluable in identifying bankers and central bank personnel
who contributed important information.

Lubomir Christov, Chief Economist, Bulgarian National Bank, pro-
vided extensive comments on an earlier draft. Mary Susan Rosenbaum,
Senior Economist, Federal Reserve Bank of Atlanta, provided a visitor’s
perspective.

As can be seen, this monograph owes much to many. The remaining
errors, however, are the sole responsibility of the author.

Preface to the Revised Edition

The Bulgarian banking system continues to change as the transition
toward a market economy proceeds. This second edition of the book has
been extensively revised to keep it current with the evolving set of insti-
tutions that define the financial sphere in Bulgaria. This edition has also
been expanded to present important aspects of the financial system which
received only cursory attention in the first edition. The most important
addition is a more complete description of the activities of the Bulgarian
National Bank and a discussion of the Law on Settlement of
Nonperforming Credits.

This new law was passed after the first edition was published. In addi-
tion, the money multiplier formula has been revised to take more explicit
account of the effect of foreign currency activities within the country.

This edition also benefits greatly from the addition of a new author:
Stefan Petranov.

We are indebted to Harry Hutchinson, emeritus Professor of Econom-
ics, University of Delaware. Not only was he an inspirational colleague
for many years, his fine money and banking text, Money and Banking
and the U.S. Economy, served as a model upon which the structure of
this monograph has been built. Several people provided guidance and
help. We would especially like to thank Stan Shumway who gave gener-
ously of his time in helping us think through several knotty problems.
Lubomir Christov gave much encouragement, reviewed the entire mono-
graph and provided additional help.

Special thanks are due to the staff at the Bulgarian National Bank who
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agreed to support this project with time and input. Deputy governor
Mileti Mladenov, especially has provided wonderful support and encour-
agement. Zdravko Balyozov, head of Economic and Monetary Research
Department, improved the precision of the text with crucial comments.
Violeta Peicheva, Sonya Peeva and Alexander Michailov were also very
helpful providing us with better understanding for the Bulgarian banking
system.

Financial support for this edition came from several sources. The
United States Agency for International Development through their grant
to the University of Delaware continued to provide support. The project
would not have been possible without a “Twinning Grant” from the Na-
tional Research Council (USA). The Bulgarian National Bank assisted in
translation and publishing costs.

The second edition also owes a great deal to many people, but the au-
thors take responsibility for any remaining errors.
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Monetizing the Bulgarian
Economy

If capital is at the heart of capitalism, then
well-functioning capital markets are at the heart

of a well-functioning capitalist economy.2

J. Stiglitz

While all economies must organize production and distribute the out-
put of production among members of society, the institutions which pro-
duce and distribute commodities are very different in centrally-planned
economies (CPEs) and capitalist economies. As Bulgaria has transitioned
from a CPE to a capitalist economy, many financial arrangements have
been dramatically altered.

One essential difference between the two systems is the importance of
money in capitalist economies. In a capitalist economy money buys
goods. When money buys goods, resources are directed towards those
economic agents – enterprises or consumers – who have money. This
contrasts sharply with the situation in a CPE where the role of money is
much more limited. Inputs to enterprise production are determined not by
the money which the enterprise has, but rather by central planners. Even
in the area of retail sales where money is more commonly used in a CPE,
money is less important than it is in a capitalist economy. Who obtains
goods and services is often determined by non-monetary criteria. In a
CPE having money does not necessarily mean that an individual can pur-
chase a good.

Prices were released, or freed, in Bulgaria in February 1991. Sud-
denly money bought goods. The economy was “monetized,” although
not without creating serious stress as the new role of the money was su-
perimposed on old practices. Two transition problems are of special im-
portance. The first has its roots in the different incentives for household
saving and consumption that arose when the economy was monetized.
Because money had not been particularly useful for purchasing goods in
the CPE, many people had saved large sums. When goods could finally

Chapter One

2 This chapter draws heavily on Stiglitz’s (1992, p.161) description of the institutional
requirements for development of capital markets during the period of transition.
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be purchased with money, this “monetary overhang” created a large de-
mand for the existing supply of goods. The sharp increase of prices that
ensued generated an inflationary environment which remains a problem
four years later. The second problem is in the production sector. Under
central planning financial statements, framed in monetary units, were
used to account for firm inputs and outputs. Useful as these financial
statements might have been to the central planners, they did not play a
direct role in allocating resources to firms since money could not be used
to purchase goods. If enterprises needed additional credits to account for
the goods allocated to them under the plan, the credit was advanced. The
difficulty which has arisen is that this old governmental practice of pro-
viding additional credits has persisted although the function of money
changed when the production sector became monetized. Now when
money is advanced to enterprises in the form of loans, it can be used to
purchase inputs or pay wages so that scarce inflationary resources are be-
ing allocated in the process. However, the money is often advanced with-
out sufficient evaluations of the creditworthiness of the enterprises, so
there is great risk that financial resources are not being directed towards
the most productive activities. When enterprises which are inefficient re-
ceive loans, as is true in many cases, valuable resources are being
wasted.3  The Law on Settlement of Nonperforming Credit, which was
passed at the end of 1993, was an attempt to manage these loan problems
created after the transition began.

As these examples illustrate, with the change in the role of money
must also come a redefinition of the whole set of financial arrangements
and practices that support a monetized economy. Stiglitz (1992, p. 163)
lists eight functions that must be performed by financial institutions in a
market economy:

1) Management of the medium of exchange;
2) Transferring funds from savers to investors in new economic pro-

duction;
3) Pooling small amounts of savings so that larger projects can be un-

dertaken;
4) Choosing among projects so that the most productive projects re-

ceive the most support;

3  In many instances there are important political reasons for this. Having many enter-
prises fail suddenly due to lack of credit would cause serious economic disruption.
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5) Monitoring the use of funds so that they are used in the intended
way;

6) Enforcement of loan contracts so that the loans are repaid;
7) Definition of how risks will be shared among borrowers and lend-

ers when new economic projects are undertaken;
8) Lowering of risk by creating methods for diversification of invest-

ment risks.
None of these functions was performed by the financial system be-

fore. Since money did not buy goods, even the management of the me-
dium of exchange, the first function, was done differently. The other
seven functions involve investment decisions, which were made by cen-
tral planners using very different criteria than the evaluation of risks and
profits. In creating its financial system, Bulgaria is faced with the chal-
lenge of creating institutional structures that will perform these neces-
sary functions.

Although the functions of financial systems are consistent across
capitalist countries, their structures vary significantly. For example, Ger-
man and Japanese banks are tied much more closely to nonfinancial
firms than in the United States. This reflects both cultural and historical
differences. During this stage of the transition, important choices are be-
ing made about the design and structure of financial institutions, but, as
has been true in other places, history does matter. Choices today are con-
strained by serious problems which must be overcome during the transi-
tion. These choices will influence the initial shape of these financial in-
stitutions, and once these institutions are established, their design will, in
turn, influence future decisions.

The development of a financial sector in Bulgaria began with reform
of the existing banking system. What was initially a monolithic bank was
broken up into two tiers – a central bank and commercial banks. Loans
and accounts of state enterprises were distributed among the new com-
mercial banks. Under central planning all savings accounts of individuals
were held at the State Savings Bank. This changed so that commercial
banks were allowed to accept deposits. While these changes created a
structure that superficially looks like the banking systems in capitalist
economies, more fundamental changes are required before this system
can successfully perform basic capital market functions.

At this point, it is time to retrace our steps. We shall first expand the
discussion of the structure of financial institutions to which we have al-
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luded by outlining the two-tier banking system as it is now codified in
Bulgaria. This is done in Chapter II and Chapter III. We have said that
the Bulgarian economy is monetized, but have not discussed the formal
Bulgarian definitions of money, an omission that will be corrected in
Chapter IV. Many of the terms defined in the discussion of the money
supply measures will be useful in Chapter V, where we shall explore the
activities of commercial banks as seen through the framework of their
consolidated balance sheet of assets and liabilities. Then we shall turn to
the important issues of how Bulgarian institutions perform the functions
required in a capitalist economy. In Chapter VI we derive a formula for
determining the size of the money supply. This is followed in Chapter
VII by discussion of the tools available to the BNB to control the money
supply and the supply of credit in the economy. Chapter VIII describes
the bad loan problems which arose as the system was transformed from
central planning to a market system and how the Law on Settlement of
Nonperforming Credits (LSNC) was designed to manage the problem. In
conclusion, we shall briefly turn once again to Stiglitz’s functions of a fi-
nancial system to assess the progress of Bulgarian financial institutions
in performing their new roles in a market economy.
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The Structure of the Commercial
Banking Sector in Bulgaria

 This essay began with Stiglitz’s observation that “if capital is at the
heart of capitalism, then well-functioning capital markets are at the heart
of a well-functioning capitalist economy.” In this chapter we provide an
overview of the most important features of the banking sector of the Bul-
garian economy. The reform of the financial system began with the rec-
reation of the commercial banking system. Commercial banks continue
to be the most important financial institutions.

While we will focus on the banking sector in this chapter, it should be
noted that there are also other financial institutions which are now play-
ing an ever more significant role in the Bulgarian economy. Financial in-
stitutions are typically divided into two groups: financial intermediaries
and other financial institutions. Financial intermediaries are institutions
that accept money from savers and lend money to debtors. In Bulgaria fi-
nancial intermediaries include the commercial banks, the State Savings
Bank (which has a more specialized purpose than the commercial banks),
the State Insurance Institute and private insurance companies.4 According
to the law commercial banks can have full or restricted license which al-
lows them to operate internationally or only within the national bound-
aries. Other financial institutions include financial and brokerage houses
and foreign exchange offices. Financial houses help broker trades but are
not allowed to take deposits and give loans. Foreign exchange offices are
only allowed to trade in foreign currency.

Financial markets have also appeared as part of the financial system.
These include foreign exchange markets, markets in government securi-
ties, the interbank deposit market (which helps banks borrow from one
another) and stock exchanges where shares of private and state-owned
companies are traded. The most important financial market in Bulgaria is
the foreign exchange market. More than 500 firms now have licenses to

4 Also operating outside the area of licensed financial institutions have been pyramid
schemes. In the summer of 1995 several of these pyramid schemes collapsed causing
great pain for many people. These events have generated interest in seeking additional
regulation of these operations.

Chapter Two
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operate as foreign exchange bureaus. Recently the market in government
securities has also grown significantly. The interbank deposit market has
helped banks transfer funds between one another. These last two markets
require a more detailed description of the monetary system so will dis-
cuss them in more detail in a later chapter. The stock exchanges are still
very small and their role in the economy is not significant as yet. At
present, there are 12 stock exchanges registered5  each of them having
different rules. Trade volumes are very low and the number of traded
companies is small6 . As a result of the low trade activity three of the
stock exchanges7 have already stopped functioning. The significant share
of trading is concentrated on two exchanges, i.e. First Bulgarian Stock
Exchange (75% of total trading volume) and Sofia Stock Exchange (10%
of total trading volume).

On June 29, 1995 the National Assembly passed the Law on Securi-
ties, Stock Exchanges and Investment Companies. The Law regulates the
establishment of stock exchanges and security trading. According to the
Law, stock exchanges, investment brokers and investment companies are
regulated and supervised by an authorized state body – the Commission
on Securities and Stock Exchanges. Due to technical obstacles, the estab-
lishment of the Commission is still forthcoming which in turn delays the
application of the Law. As a result, a considerable decline in trading vol-
ume is recorded.

The Recreation of Commercial Banking
During most of the communist era all banking functions were the re-

sponsibility of the Bulgarian National Bank (BNB), which had absorbed
through the process of nationalization all existing commercial banks. The
BNB was under the direct control of the Council of Ministers. Besides
the BNB there were only two other banks: the State Savings Bank, which

5 First Bulgarian Stock Exchange, Sofia Stock Exchange, Plovdiv Stock Exchange,
Black Sea Stock Exchange, Rousse Free Stock Exchange “Dunav,” Veliko Turnovo Stock
Exchange “North”, Varna Stock Exchange, “Balkan Stock Exchange” – Stara Zagora,
Pleven Stock Exchange, Bourgas Stock Exchange, Sliven Stock Exchange, Pernik Stock
Exchange.

6 Securities of about 15 – 20 companies, financial institutions mainly, are listed on the
stock exchanges. In 1995, the composition of the trading volume of listed companies was
as follows: about 80% shares of banks, 10% shares of nonbanking financial institutions,
and 10% of other companies.

7 Pleven, Bourgas, Sliven.
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was the only bank permitted to hold the accounts of individuals, and the
Bulgarian Foreign Trade Bank, which handled all foreign exchange op-
erations for the country. In 1981 Mineralbank was created with the spe-
cific purpose to extend credits to small and medium-size enterprises. In
1987 seven specialized or sector-specific commercial banks were for-
med, each restricted to lending long-term credits in a particular area such
as the chemical industry or transportation.

At the end of 1989 a major institutional reform took place in the bank-
ing system as it moved to a two-tier system with a central bank on one tier
and commercial banks on a second tier. The sector-specific banks were
transformed into banks which loaned to all sectors of the economy. Addi-
tional commercial banks were created from the 59 branches of the BNB.

Many of these new banks were small. As the reforms progressed,
there has been extensive restructuring of the banking system. The Bank
Consolidation Company was formed to encourage the formation of
larger banks through merger. At the same time, state-owned banks are
being consolidated, new private banks, including some foreign banks, are
opening offices. New private nonbank financial institutions are also en-
tering the market. They are competing with banks by providing special-
ized services. The commercial banks still dominate the financial services
industry, but as time passes the importance of nonbank financial institu-
tions will continue to grow.

In June 1991 the Law on the Bulgarian National Bank came into ef-
fect, altering fundamentally the roles, objectives and functions of
Bulgaria’s central and commercial banks. This Law set the stage for the
redefinition of roles and responsibilities in today’s two-tier banking sys-
tem. In March 1992 the Law on Banks and Credit Activity was adopted.
This Law established the regulatory framework for the activities of bank-
ing institutions. Since the passage of this law all banks, even state-owned
banks, have operated with significant autonomy. As further reforms have
proceeded, decision-making in the financial sector has become increas-
ingly driven by market forces.

From 1991 to 1994, bank assets have been shrinking in relative terms
as measured by growth of both the money supply and nominal GDP. As
Table 2.1. illustrates, bank assets (of the commercial banks and the State
Savings Bank (SSB)) have grown only 131.5% while the money supply
(measured by M2) has grown 277.4%, and nominal GDP has grown
300.4%.
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Table 2.1. Bank Assets,  Money Supply and Nominal GDP

1991  1992  1993  1994

Bank Assets  462.8  582.3  809.5  1071.7
 Growth Rates (%)  25.8  39.9  32.4
Money Supply, M2  108.4  164.7  229.9  409.1
 Growth Rates (%)  51.9  39.6  77.9
Nominal GDP (billion BGL)  135.7  200.8  298.9  543.4
 Growth Rates  47.9  48.8  81.8

* Year-end figures in billions BGL, Source: BNB Annual Report.

In addition to the competition coming from nonbank financial institu-
tions, there is also growing competition among the commercial banks
themselves due to entry of new banks. Table 2.2. shows the number of
commercial banks (and the SSB) for 1991 through 1994.

Table 2.2. Number of Commercial Banks

 1991  1992  1993  1994

Large Banks  3  4  7  10
 State  3  4  6  9
 Private  0  0  1  1
Small and Medium Banks  75  76  33  28
 State  69  65  18  6
 Private  6  11  15  22
Savings Banks (SSB)  1  1  1  1
Foreign Banks  0  0  0  0
Total  79  81  41  41

Source: BNB and Association of Commercial Banks (ACB).

The number of banks is declining, but this is entirely due to consoli-
dation of state-owned banks, not exit. Meanwhile, the number of new
private banks is constantly growing. By the end of 1994 there were al-
ready 22 private Bulgarian banks. At the same time, the number of large
banks is increasing.

Foreign bank presence is still small. At the beginning of the reform
foreign banks were not permitted to open branches in Bulgaria. How-
ever, by 1994 two foreign banks had opened branches – the Greek
“Xios” and the Dutch “ING  BANK.” In 1995 two additional foreign
banks, the BNP – Dresdner and the Ionian Bank also opened branches.8

At the present time, foreign banks have a specialized and restricted pro-

8 There has also been foreign equity capital in some banks.
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file and are focused on serving international business customers. None
are engaged in the full range of banking activities9 . Given their compara-
tive advantages with respect to prestige, reliability, international con-
tacts, and experience, they are clearly in a position to exert substantial
competitive pressure on Bulgarian banks. An important policy question
that must be faced is how much entry of foreign banks will be permitted.
The advantage of a large foreign bank presence is that Bulgarians can
learn new skills by working in branches of foreign banks. Furthermore,
Bulgarian banks can learn from the example set by foreign banks. On the
other hand, Bulgarians bank will need time before they are fully able to
compete with foreign banks. The present policy seems to be one of per-
mitting foreign banks to establish branches as long as the foreign banks
limit their activities to specialized services.

Structure of the Banking Sector
Competition within an industry is often guged by the degree of con-

centration, especially among the largest firms in an industry. Competi-
tion is considered to be greater if there are more firms and they are of ap-
proximately equal size. The Herfindahl Index and the four-firm concen-
tration ratio are commonly used measures of industrial concentration.10

Table 2.3. provides several measures of concentration for the Bulgarian
banking sector. The Herfindahl Index and the concentration coefficients
are calculated for three measures of bank size: (1) total assets, (2) claims
on nonfinancial institutions, and (3) attracted resources from nonfinan-
cial institutions and other clients.

9 It should be noted that there is no legal constraint that prevents foreign banks from
competing on domestic financial markets. Foreign banks enjoy equal treatment with do-
mestic banks. Indeed they have some advantages since they do not have to meet special
capital requirements when they open branches in the country.

10 The Herfindahl Index is given by the formula: H = si
2∑  where is the share of

the industry of firm i. The index reaches it maximum value of 1 for a monopolist.
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Table 2.3. Measures of Concentration in the Banking Sector

 1991  1992  1993  1994

Bank Assets
 Herfindahl’s Index  0.38  0.33  0.30  0.15
 Concentration coefficient (%)  80.9  77.2  73.4  60.3
Claims on nonfinancial institutions
 Herfindahl’s Index  0.18  0.19  0.24  0.24
 Concentration coefficient  69.2  64.5  66.0  63.0
Attracted Resources from
nonfinancial institutions
and other clients
 Herfindahl’s Index  0.15  0.15  0.15  0.13
 Concentration coefficient  66.2  59.2  57.3  54.7

Source: BNB, ACB and authors’ calculations.

With respect to banks’ assets the Herfindahl Index shows a constant
decline throughout the entire period, which is an indicator of a constant
trend toward a more even and balanced distribution of assets among
banks. The decline is especially strong in 1994. The trend toward in-
creasing competition is also consistent with the dynamics of the concen-
tration coefficient which decreases over time.

Claims on nonfinancial institutions show some contradictory trends.
The four biggest banks have lost some of their market position, but the
Herfindahl Index rises. This suggests that greater concentration is occur-
ring but below the level of the four largest banks. This is an area where
major changes have taken place because of the Law on Settlement of
Nonperforming Credits. Under this Law, banks have been able to substi-
tute government debt for nonperforming state enterprise loans. Large
state banks have been major participants in this program.

Attracted capital from nonfinancial institutions and other clients rises
in nominal terms from BGL 114.8 billion to BGL 405.5 billion, or by
253.2% over this period. This was less than the inflation so in real terms
there was a decline. The Herfindahl Index is relatively stable dropping
slightly at the end of the period while the concentration coefficient de-
clines throughout. With real deposits shrinking in real terms competition
has been strongest in this area. In addition to providing improved services
to enterprises, banks have also tried to attract deposits from households.
This market segment is still dominated by the SSB which holds about
one-third of all deposits, but the SSB has been losing some if its market
share with the rapid expansion of branch systems created by other banks.
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Table 2.4. shows the relative shares of the different groups of banks in
three categories: total assets of the sector, claims on nonfinancial institu-
tions and other clients and in attracted resources from nonfinancial insti-
tutions and other clients.

Through merger and consolidation the structure of the sector is chang-
ing dramatically. In spite of the growing number of large banks, their
share of total assets declined. In 1993 and 1994 a private institution, First
Private Bank, doubled its total assets and became the first private bank to
join the group of large banks. Two groups of banks are now emerging.
One group is large state-owned banks and First Private Bank. This group
holds 71.1% of the assets of the banking system, 79.9% of the loans to
the real sector and 51.4% of the deposits of households and enterprises.11

All the other small- and medium-size banks, although quite numerous,
hold only about one-sixth of the market.

The private sector is also gaining an increasing share. At the end of
1991 private banks held only 1.5% of bank assets, 1.5% of loans to the
real sector and 3.9% of deposits. By the end of 1994, these figures were
15.4% of bank assets, 19.4% of loans to the real sector and 18.4% of de-
posits.

Bank refinancing where the BNB provides loans to the banks can also
be viewed as an indicator of both competition among banks and the ori-
entation of the banking sector toward market principles. Dependence on
large scale refinancing by the BNB decreases the level of competition for
financial resources and slows down the development of the money mar-
ket and markets for other financial instruments. When the banks cannot
depend on refinancing, they must look to the private market for funds.
This will lead to expansion of trade on the interbank money market,
where the banks make loans to one another, and greater competition for
deposits from households and enterprises.

Table 2.5. compares the growth rates of bank refinancing, enterprise
deposits at banks and loans to the real sector.

11 If the State Savings Bank is added to this group, the concentration levels are even
greater.
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Table 2.4. Relative Shares of Groups of Banks in Total Assets
Claims on Nonfinancial Institutions and Attracted Resources
from Nonfinancial Institutions and Other Clients

(%)

1991 1992

Nb Total Claims on Attracted Nb Total Claims on Attracted
Assets Nonfin. In. Resources Assets Nonfin. In. Resources

Large Banks 6 77.76 71.36 43.08 8 74.80 71.94 35.92
     State 6 77.76 71.36 43.08 6 72.27 67.94 29.60
     Private 0 0.00 0.00 0.00 2 2.53 4.00 6.32

0.00 0.00 0.00 0.00 0.00 0.00
Small and Medium Banks 72 14.48 21.85 28.00 72 14.93 22.11 28.33
     State 66 12.96 20.30 24.13 63 13.36 19.75 26.22
     Private 6 1.52 1.55 3.87 9 1.57 2.36 2.11

0.00 0.00 0.00 0.00 0.00 0.00
Foreign Banks 0 0.00 0.00 0.00 0 0.00 0.00 0.00

0.00 0.00 0.00 0.00 0.00 0.00
SSB 1 7.76 6.79 28.91 1 10.27 5.95 35.75

0.00 0.00 0.00 0.00 0.00 0.00
Total 79 100.00 100.00 100.00 81 100.00 100.00 100.00

1993 1994

Nb Total Claims on Attracted Nb Total Claims on Attracted
Assets Nonfin. In. Resources Assets Nonfin. In. Resources

Large Banks 13 81.61 85.04 53.17 15 78.47 89.27 60.14
     State 10 77.22 77.71 44.30 11 69.61 76.98 48.99
     Private 3 4.39 7.33 8.87 4 8.87 12.28 11.14

0.00 0.00 0.00 0.00 0.00 0.00
Small and Medium Banks 27 7.33 10.17 11.63 23 7.74 7.82 8.86
     State 14 3.74 4.37 6.61 4 1.17 0.76 1.51
     Private 13 3.59 5.80 5.02 19 6.57 7.06 7.35

0.00 0.00 0.00 0.00 0.00 0.00
Foreign Banks 0 0.00 0.00 0.00 2 0.06 0.00 0.03

0.00 0.00 0.00 0.00 0.00 0.00
SSB 1 11.05 4.78 35.20 1 13.73 2.91 30.98

0.00 0.00 0.00 0.00 0.00 0.00
Total 41 100.00 100.00 100.00 41 100.00 100.00 100.00
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Table 2.5. BNB Refinancing, Attracted Resources and
Claims by Banking Sector

 1991  1992  1993  1994

BNB Refinancing  18.8  15.7  22.7  36.4
 Growth rates (%)  16.7  44.4  60.4
Attracted Resources from  nonfinancial
institutions and other clients  114.8  147.1  221.6  405.5
 Growth rates (%)  28.1  50.6  82.0
Claims on nonfinancial institutions  164.4  218.6  281.3  434.5
 Growth rates (%)  32.9  28.7  54.4

Source: BNB Annual Report.

For the entire period of 1991 – 1994 refinancing by the BNB grew by
only 92.8%, as compared with an increase of 253% in enterprise deposits
and a 164.3% increase in credits to the real sector. Furthermore, by the
end of 1994, 77% of the total refinancing of commercial banks was con-
centrated in two banks, Economic Bank and Mineralbank, which re-
quired emergency support due to liquidity crises. Thus, after an initial
period during which the commercial banks had to rely on refinancing,
the role of refinancing has been declining. Refinancing is now used more
for emergency measures where it can be directed to solve specific prob-
lems facing individual banks.

Competition in the banking sector can have different dimensions. The
range of financial services provided by the banks has increased signifi-
cantly. For example, some banks have abandoned the ordinary deposit
terms (1, 3, 6, 12 months) and are now offering deposits with unspecified
maturity. “Demand deposits” are also being offered, having various
terms of advance notice. Deposits offering preferential conditions for dif-
ferent groups of clients (retired, students, etc.) have also been introduced.
From the beginning of 1995 some private banks started to offer insured
deposits.

On the other hand, price competition has been weak. Although banks
have abandoned their joint interest rate policy, in 1994 the differential
between the interest rates on credits and deposits has widened. This
spread reflects the difficult situation in which some big state-owned
banks find themselves. But new private banks have not chosen to com-
pete by narrowing the spread. Instead the competition has been directed
toward offering new services.

During the period of 1991 – 1994 the banking sector has changed in
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many aspects. Numerous new institutions entered and the sector has be-
came more competitive and more market oriented, but there are still im-
portant factors which hinder competition. Large state-owned banks bur-
dened with bad debts still dominate the sector. The market for various fi-
nancial services is still segmented, and the competitive pressure from for-
eign financial institutions is still weak.
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The Bulgarian National Bank

In this section we describe the responsibilities of the Bulgarian Na-
tional Bank (BNB) and present the balance sheet. Reviewing the balance
sheet gives us an opportunity to describe the operations of the BNB.

The Responsibilities of the Central Bank
The role of the Bulgarian National Bank is limited to central banking

and supervision functions. The BNB has been given three mandates12:
(1) The main task of the Bulgarian National Bank shall be to contrib-

ute to the maintenance of the internal and external stability of the
national currency. For this purpose, it shall formulate and imple-
ment the national monetary and credit policy and shall contribute
to the creation and maintenance of efficient mechanisms of pay-
ment.

(2) The Bulgarian National Bank shall have the exclusive right of is-
suing banknotes in this country.

(3) The Bulgarian National Bank shall regulate and supervise other
banks’ activities in this country for the purpose of ensuring the
stability of the banking system.

Maintaining an Internally and Externally Stable Currency: In the first
statement, the BNB is given its most important and most difficult charge.
Because the chapters which follow will discuss in detail the mechanisms
used by the central bank to manage the money supply and to clear and
collect payments, our comments here will be brief. It is useful, however,
to highlight at this point the emphasis given in the Law on both “the in-
ternal and external” nature of the task. Internal and external stability are
related but independent tasks. They are the prerequisite for Stiglitz’ first
function, management of the medium of exchange, that must be per-
formed by financial institutions in a market economy.

Internal stability is typically achieved when inflation is controlled by
manipulation of credit and the money supply and when the currency is
accepted as the medium for transactions. In a move to support the lev as
the internal medium of exchange, the Council of Ministers passed in Feb-
ruary 1991 Ordinance No. 15, which prohibited the use of foreign cur-

12 Article 2, Section I, Law on the Bulgarian National Bank.

Chapter Three
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rency in internal transactions. More important to the viability of the lev
for internal transactions, however, has been the smooth functioning of
the foreign exchange markets. This has eliminated the incentive to trans-
act in foreign currencies. The lev is now widely accepted in spite of the
high inflation which has ensued. This is a major accomplishment for an
economy in transition.

External stability depends on the establishment of foreign exchange
rate convertibility. During the early phases of the transition, this was a
major objective of the central bank. Here also the bank met with consid-
erable early success, but during two recent periods the value of the lev
fell dramatically. Since February 1991 when prices were released, the
convertibility of the lev has been established for many types of transac-
tions. During 1991 the floating exchange rate fluctuated between BGL
15 and BGL 22 per dollar. From early 1992 until the autumn of 1993 the
fluctuations of the lev were moderate and the lev appreciated in real
terms over the year. Its nominal value rose from BGL 22 to about BGL
26 per dollar while the inflation rate was about 80% per annum. In the
autumn of 1993 and again in the spring of 1994 there were sharp adjust-
ments in the exchange rate. The nominal value of lev depreciated dra-
matically. By the summer of 1994 the exchange rate was BGL 54 per
dollar. Over the next six months the lev steadily depreciated in nominal
terms until it reached BGL 66 per dollar at the end of 1994 where it re-
mained throughout the spring of 1995. Inflation over this recent period
was also higher. In 1994 the inflation rate was 121%13.

Issuing Currency: The second statement requires the central bank to
decide on the issuance and withdrawal of banknotes. By the end of 1994
there was more than BGL 69 billion in circulation.

As this mandate is discussed, bear in mind the distinction between
money and currency. In controlling the money supply, which includes
both currency and other liquid funds, the BNB is attempting to imple-
ment national macroeconomic objectives such as limiting inflation,

13 A dramatically different story unfolds if the producer price index is used instead of
the retail price index. In contrast to the 80% rise in the retail price index, the producer
price index rose only 25% during 1992 and continued to rise at a much slower rate until
the end of 1993. Beginning in the first half of 1994 the consumer and producer indexes
rose at approximately the same rate, but then consumer prices began rising more rapidly
again in the second half of the year. In 1994 producer prices rose 91% while consumer
prices rose 121%.
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maintaining stable foreign exchange rates and spurring economic
growth. In issuing currency, the BNB’s objective is more limited. Deci-
sions can be guided by public preferences, as to both quantity and de-
nomination of currency so long as the central bank controls the overall
quantity of money and credit.

 The rapid inflation of the past several years has prompted a change in
consumer preferences away from small lev banknotes and stotinkas
coins, to larger denomination notes. The BNB has decided, for example,
to replace one, two, and five lev banknotes with coins, and to withdraw
from circulation coins of 1, 2, and 5 stotinkas by the end of 1995. Simi-
larly, in 1992, the BNB circulated 200 lev banknotes for the first time. In
1993, 500 lev banknotes were circulated; in 1994, 1000 and 2000 lev
banknotes were created. These new notes are a response to the nation’s
desire for notes of higher denomination.

In addition to denominational preferences, the public at times devel-
ops a need for relatively more currency and relatively less bank deposits.
The BNB can respond to these seasonal needs by expanding the amount
of banknotes in circulation. These peaks may correspond to the public’s
increased needs for currency during holiday periods.

Commercial Bank Regulation: Finally, to the BNB has also been
given responsibility as the State’s regulator of commercial banks.
Throughout the world, governments typically set rules and monitor the
performance of banks to a much greater extent than they do other busi-
nesses. Underlying this caution is first the fact that banks operate prima-
rily with the funds of others, those of their depositors, who require pro-
tection against mismanagement of their funds. Secondly, given the cen-
tral role of commercial banks in the allocation of financial resources, the
disturbing effects of bank failure can resound throughout the economy.

Central banks need not necessarily be also supervision agencies. In-
deed the alternative of an independent supervision agency outside of the
BNB was considered. It was ruled out by Bulgarian lawmakers in view
of the limited quantity of skilled bank staff and the possibility of overlap-
ping control issues with the BNB if such an arrangement were estab-
lished (Stratev, 1992).

The broad outline of the BNB’s regulatory responsibilities regarding
commercial banks are found in the Law on the Bulgarian National Bank.
These general obligations are further elaborated in the Law on Banks and
Credit Activity (1992). This latter specifies the power of the BNB to
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grant and revoke licenses for conducting banking operations. It addition-
ally provides for both off-site and on-site inspections of commercial
banks.

BNB Organization
The functions of the BNB are administered by a Governor, a Manag-

ing Board, and a Plenary Council. The Governor, elected by the National
Assembly to no more than two five-year terms, is the BNB’s chief execu-
tive officer, responsible for organizing, directing and supervising the ac-
tivities of the Bank, and representing it at home and abroad. The Gover-
nor is the chairman of the Managing Board. Other members are three
Deputy Governors and five Heads of Departments of the Bank. All major
policy and regulatory decisions relating to the BNB’s three functions
must be adopted by this Board. Intending to protect the Managing Board
from undue political influence, Article 15 of the Law stipulates that “The
mandate of the Governor of the Bank, the Deputy Governors and the
other members of the Managing Board may be suspended before the
term set only if they have been sentenced for committing a crime of gen-
eral character with malice prepense or are prevented from performing
their functions for more than a year.”

The Law on the Bulgarian National Bank enumerates the duties of the
Managing Board. It is directed to “discuss and take decisions on the
implementation of the monetary and credit policies.” Specifically, it is
directed to “fix the percentage of the minimum reserves to be held by the
banks,” and to “fix the interest rates for this Bank’s operations.” These
functions are critical tools for the management of the economy. Only the
Managing Board grants and revokes commercial bank licenses, and sets
rules for banking activities.

In the Plenary Council, members of the Managing Board are joined
by six experts from the financial and scientific community. The functions
of the Plenary Council are more global in scope, defining the general di-
rection of monetary and credit policies, rather than its specific implemen-
tation. The Council must approve the annual reports and the budget of
the Bank.

The Balance Sheet of the BNB
By reviewing the balance sheet of the BNB we can describe many of

its activities.
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Bulgarian National Bank

December 1994 (million BGL)

Assets Liabilities

Bulgarian Coins 342 Statutory Fund 200
Foreign Currency 109 Reserve and Other Funds 91,094
Participation in Int. Institutions 12,075 Banknotes in Circulation 45,935
Foreign Securities 50,391 Current and Deposit Accounts 86,361
Deposits and Loans to Com. Banks 89,946 Other Liabilities 17,734
Loans to the Government 40,087
Securities 14,767
Other assets 33,606
Total Assets 241,324 Total Liabilities 241,324

Source: BNB Annual Report, 1994.

 Assets

Holdings of Bulgarian Coins: This item is an asset of the BNB and is
a liability of the government. It is as if the government issued the coins.
This differs from banknotes which are liabilities of the BNB.

Holdings in foreign currency: These are cash holdings of foreign cur-
rency. When combined with holdings of foreign securities, these hold-
ings represent the foreign currency reserves of the BNB.

Holdings in foreign securities: The BNB holds most of the foreign
currency reserves in securities in order to earn interest on its foreign cur-
rency balances. The BNB accumulates foreign currency reserves when it
sells lev and purchases foreign currency on the foreign exchange market.
Because it is a very large participant in the foreign exchange market for
lev, decisions by the BNB to buy or sell foreign currency can have a sig-
nificant effect on the lev exchange rate.

Another important source of foreign currency reserves has been loans
from international organizations, including the International Monetary
Fund (IMF), the World Bank, the Eurropean Union and Japan.

The policy that the BNB follows regarding the exchange rate can have
an important impact on the economy. Movements in the exchange rate
can affect both prices in Bulgaria and the competitiveness of Bulgarian
products in foreign markets. During the sharp exchange rate movements
in late 1993 and the spring of 1994, the BNB sold foreign currency in an
attempt to keep the lev from depreciating too dramatically.

The BNB is now following a policy which attempts to smooth move-
ments in the lev and prevent large fluctuations (BNB, Annual Report
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1994, p. 104). During the first half of 1995 the BNB added significantly
to its reserves by purchasing foreign currency. The exchange rate
changed very little during this period. If these purchases had not been
made, the lev would have appreciated.

The level of foreign currency reserves is important. When the BNB
has large foreign currency reserves, it is easier for the BNB to intervene
in the foreign exchange market and prevent sharp fluctuations. If specu-
lators in foreign exchange think that the lev will depreciate, they will sell
lev. Unless the BNB buys lev, the exchange rate will fall sharply. When
the BNB has large foreign currency reserves, its pronouncements that it
will keep the lev from falling will have greater credibility.

Foreign currency reserves also serve another important function. In
the spring of 1994 Bulgaria signed an agreement with the London Club
group to reschedule payments on part of Bulgaria’s large foreign debt.14

Under this agreement there was a substantial reduction (of about 45%) in
debt and debt service, but the government must make regular payments
in foreign currency. The accumulation of foreign currency reserves dur-
ing the first part of 1995 will make it easier to make the promised pay-
ments.15

Participation in international organizations: Bulgaria participates as
a member of a number of international organizations including the IMF,
the World Bank Group (IBRD, IFC, MIGA) and the European Bank for
Reconstruction and Development (EBRD). Bulgaria is also a founding
member of the Bank for International Settlements (BIS) in Basle and two
Moscow-based banks of the former CMEA. Bulgaria’s participation in
these organizations requires an equity participation which the BNB
shares with the Ministry of Finance.

Loans to the government: The government has operated with a budget

14 The London Club refers to banks which have formed a group to negotiate with
debtor countries that have debt problems. London Club loans are from private banks.
The Paris Club loans are from countries.

 15 During the first half of 1995 the BNB has been accumulating foreign currency re-
serves while the lev has remained steady. Inflation has declined sharply and sufficient
reserves have been accumulated that Bulgaria should be able to make the payments un-
der the London Club agreements without additional assistance from the IMF. It is not
clear, however, where this foreign currency is coming from. There is no stand-by agree-
ment with the IMF. An important unanswered question is whether this inflow is a tempo-
rary or permanent condition. Since the source of this flow of foreign currency is not
known, it is not possible to answer this question.
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deficit every year since the transition began. One of the two important
channels through which the government borrows is direct loans from the
BNB. As we will show later, this transaction is almost equivalent to hav-
ing the BNB print money for the government to use to pay its expenses.

Each year the amount the government owes the BNB grows. This re-
flects the growing size of the government debt. Typically these loans
mature in 10 years and pay the base rate of interest.

Securities: The second channel through which the government bor-
rows money is by issuing government securities. These securities are
purchased by banks, the State Insurance Institute and the BNB. A very
small part is purchased by individuals. BNB’s holding of these securities
is recorded here in the BNB accounts.

When the government issues government securities and they are pur-
chased by the BNB, the end result is effectively the same as having the
government borrow directly from the BNB. The BNB essentially prints
money that the government spends.

 Holding government securities serves an additional purpose for the
BNB. When the BNB buys and sells government securities in the finan-
cial market, it can regulate the money supply. These secondary markets
in government securities have been developing, but the BNB is still con-
strained in using this tool to regulate monetary policy by the fact that
these markets are still relatively immature. A further discussion of these
activities appears in Chapter VII.

 Other Assets: This entry of the balance sheet includes such items as
the buildings and equipment owned by the BNB and the BNB’s owner-
ship in the Bank Consolidation Company. It is also an offsetting entry for
the valuation adjustments of the foreign liabilities in case of depreciation
of the lev.

Liabilities

Banknotes in circulation: This entry reflects the role of the BNB as
the issuer of currency.

Current and deposit accounts: These accounts fall into two basic cat-
egories. First, the Ministry of Finance uses its account at the BNB as an
individual or enterprise would use a commercial bank account. The Min-
istry is responsible for making government payments. For example, the
Bulgarian foreign debt which is owed to the London Club is considered
an obligation of the government. When the Ministry makes a payment to
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the London Club, its balances at the BNB are reduced. When this hap-
pens, the BNB loses foreign currency holdings. This is illustrated below.
(Note that the accounts are listed in lev even though the payments are
made in foreign currency.)

Bulgarian National Bank
(million BGL)

Assets Liabilities

Foreign Currency holdings         -20,000 Current and Deposit Accounts           -20,000

Also entered under current and deposit accounts are deposits by com-
mercial banks. Two important types of commercial bank deposit ac-
counts are settlement accounts and reserve accounts. Settlement accounts
are used by the commercial banks to facilitate the transfer of funds be-
tween banks when, for example, payments are made between enterprises
which have accounts at different banks. Commercial banks also place
funds in reserve accounts to satisfy minimum reserve requirements.
Minimum reserve requirements are explained in Chapter V.

Statutory fund: Under the Law on the BNB the BNB is required to
keep BGL 200 million in fixed capital. This represents the net worth of
the bank. Since the BNB is very profitable and returns most of its profits
to the government, it is not difficult for the BNB to retain the required
fixed capital.

Reserve and other funds: The Reserve fund is part of the net worth.
The BNB earns interest on loans it makes to banks and the government.
It also receives interest on its holding of foreign securities. It pays inter-
est on current and deposits accounts, but the interest the BNB pays out is
much lower than the interest it receives on its assets. On banknotes, an-
other liability, it pays no interest at all. The BNB pays its operating ex-
penses out of this net income, but substantial profits still remain. These
profits are collected in the reserve account.

If this were a private bank these accumulated earnings would be paid
out to shareholders or be used to increase the capitalization of the bank.
The BNB is a central bank and the distribution of the operating profit is
regulated by the Law on the BNB (Article 8). Part of the profits (25%)
are added to the reserve fund. The Managing Board can decide to estab-
lish funds for special purposes – at present 1% of the profit is allocated to
provide emergency assistance to families of BNB employees. The other
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74% is transferred to the government. In 1994 the BNB transferred over
BGL 21 billion from the reserve account to the government (BNB An-
nual Report 1994, p. 88).

Other Liabilities: The entry included balance sheet adjustments when
there is revaluation of the lev. This is required because some of the
BNB’s assets and liabilities are in foreign currency.

The Independence of the Bulgarian National Bank
A final important element in the structure of banking is the relation-

ship between the central bank and the government. Ever since the found-
ing of the Bulgarian National Bank in 1879, there has been controversy
about the appropriate nature and extent of the Bank’s independence from
the government. A period of increased independence from government in
the 1920’s, for example, was followed by increasing government control
in the 1930’s (Colander and Kenningham, 1993). The issue of the past as
well as the issue of today is who should control monetary policy: an in-
dependent agency headed by an appointed official who in theory is pro-
tected by law from removal from office or the government selected by
the citizenry? Independence is sought by those who wish to preserve the
ability of a central bank to make needed but unpopular decisions on
policy matters. Greater control by government is sought by those who
value responsiveness to a governmental policy course. The relationship
between the government and the central bank authorities continues to be
contentious today as the question comes to an economy in a transitional
phase, bearing the burden of unemployment and inflation.

In recent years there has been growing interest among economists as
to whether central bank independence leads to better economic perfor-
mance. Germany, where the Bundesbank operates with considerable in-
dependence, presents an example where independence and low inflation
are present together. Cukierman (1994) surveys a range of studies which
show that greater legal independence is associated with lower inflation in
developed economies, but this association is not valid in underdeveloped
countries. In underdeveloped countries there is a strong association be-
tween inflation and the turnover of central bank governors. This suggests
there is a difference between the rule of law in developed countries and
underdeveloped countries. For countries like those in transition, which
have less experience with legal constraints, other measures of indepen-
dence are more appropriate. When these measures are applied, the ben-
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efits of central bank independence can still be seen in lower inflation
rates.16

The legal base which determines the relationship between the govern-
ment and the BNB supports an independent central bank. Article 47 of
the Law on the Bulgarian National Bank states that the central bank is to
perform its functions “independent from the instructions from the Coun-
cil of Ministries and other state bodies,” although Article 1 places it “ac-
countable to the National Assembly for its activity.” Twice a year the
BNB must report to the Parliament regarding its operations. However, in
both 1991 and 1992 the Law on the State Budget effectively overrode
Article 49 which restricts the amount of direct uncollateralized credit the
BNB can extend to the government. These actions call into question the
BNB’s independence at a practical if not a legal level.

Concluding Remarks
In this section we have seen the BNB has responsibility for issuing

currency, maintaining the stability of the lev, and managing the total sup-
ply of money and credit. These functions are carried out by the Manag-
ing Board of the Bank, and led by a Governor. The central bank has been
successful in establishing the lev as the medium of exchange, the first of
Stiglitz’s functions that must be performed by financial institutions in a
market economy. Bulgarian banking laws indicate support for an inde-
pendent central bank, although this independence has been challenged.
Nevertheless, Bulgaria has codified the basic structure of a two-tier
banking system with the BNB as a central guiding force in directing de-
velopments within the financial sector.

16 Cukierman finds no association between central bank independence and slower
growth. He concludes that greater independence produces less inflation without harming
growth. Cukierman also discusses other regulatory responsibilities such as deposit insur-
ance and being the lender of last resort which are often given to the central bank. He ar-
gues that when these responsibilities are given to the central bank “bad debts are likely
to be automatically monetized without budgetary legislation. By contrast when these
functions are institutionally separate from the CB it is more likely that the budgetary im-
plications of rescue operations will be more visible to the public eye” (p. 1445).
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Defining the Money Supply

The functions of money in a market economy are to act as a medium
of exchange, a unit of account, and a store of value. Under central plan-
ning, however, money did not necessarily function as either a medium of
exchange or as a store of value. Rather there were two types of money in
Bulgaria. One type was used to pay wages and circulated among indi-
viduals. It was used to purchase goods and services on the market. The
second type was in state enterprise bank accounts. It was used to describe
the transactions which took place among state enterprises, which were
constrained from easily converting the second type of money into the
first type. When the Bulgarian economy was “monetized” the distinc-
tions between these two types of money disappeared. Now that the Bul-
garian lev performs the functions of money as they are understood in
market economies, Bulgaria faces the same issues of definition and mea-
surement of money that exist in market economies. Arriving at good
definitions of the money supply in Bulgaria is especially challenging,
however, because financial institutions are constantly changing.

Different definitions of money are used depending on the purpose for
which they are employed. Utilization of the proper measure of money is
particularly important in the analysis of macroeconomic issues, where
using the wrong measure can result in poor policy choices. Traditionally
the most narrow definition of money is called M1 and successively
broader definitions are referred to as M2, M3 and so on. M1 refers to as-
sets that function as a medium of exchange. M2 includes all these assets
as well as those which are extremely liquid, that is, easily converted into
alternative assets which can be used as a medium of exchange. M3, M4
include progressively less liquid assets.

The determination of what to include in each of these definitions can
change over time depending on institutional arrangements and common
practice. If mechanisms are established which enable economic agents to
make payment with certain assets then these assets could be included in
M1. They should be included in M1 if economic agents actually use
them to make payments. For example, money market accounts in the
United States pay interest rates competitive with savings accounts. A
limited number of checks can be written on these accounts each month.

Chapter Four
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Even though the funds in these accounts can be used to make payments,
individuals rarely do so. In other words, individuals could treat these ac-
counts as a medium of exchange but in fact they do not. So the decision
was made to include them in M2, not in M1.17

 In Bulgaria, the BNB reports three measures of the money supply:
M1, M2, and broad money. The Bulgarian M1 corresponds to the stan-
dard formulations. M2 includes the assets in M1, plus foreign currency
deposits and time and savings deposits which together constitute “quasi-
money.” Broad money is the sum of M2 and import and restricted depos-
its. The BNB does not formally report a measure of M3.

Currently the definitions of the money supply, M1, quasi-money, and
broad money are:

M1 = Cp + DD(lev)
QM = FCD + S + T
M2 = M1 + QM
BM = M2 + RA

where
Cp is cash not in banks, DD(lev) is demand deposits in lev, FCD is

foreign currency deposits,18 S is savings deposits and T is time deposits
of all maturity levels. RA is restricted accounts which include funds de-
posited for purposes such as the registration of business licenses.

We shall shortly discuss each of these components, but first it may be
useful to get an overall sense of the magnitude and movements of the dif-
ferent measures. Table 4.1. gives BNB’s calculation of the money sup-
ply. Note that there was rapid growth of time deposits relative to other
liquid assets through 1993. During this period the growth of quasi-
money was much more rapid than M1. In 1994 time deposits and M1
have continued to grow at about the same rate, but foreign currency de-
posits have grown much more rapidly than other assets. This is due to the
sharp devaluation of the lev which occurred in the spring of 1994 and the
fear of another devaluation in the late summer. Since foreign currency

17 Mishkin (1992, p. 33) sees so much ambiguity in the use of these funds that he sug-
gests that they should not be entirely included nor entirely excluded from the definition of
M1. He proposes that a percentage of these balances be included in M1.

18 Until October 1992 both lev and foreign currency deposits were included in the defi-
nition of M1. In November foreign currency deposits were moved out of M1, but were
still included in the calculation of quasi-money.
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deposits are also part of quasi-money, quasi-money continues to grow
more rapidly than M1. This differential growth in the measures illustrates
the point that the choice of measures does matter.

Definition of M1: M1 = C + DD(lev)
M1 contains only the most liquid assets: cash and demand deposits.

Both of these assets can be used as a means of payment. Reliance on cash
as a medium of exchange is particularly strong in Bulgaria, however. The
widespread use of cash is related to three factors: the mechanisms of pay-
ment, the time required for payment, especially in light of prevailing in-
terest rates, and the evasion of taxes.

The use of banking services for making payment is still largely re-
stricted to firms, which have long used banking services for accounting
purposes under central planning. This has not been the case for individu-
als. Certainly, a primary reason for the reliance of individuals on cash as
a means of making payment is that they often have no alternative. Al-
though settlement deposits, which are accounts held by individuals, can
be used directly for payment, their use is limited to the payment of utility
bills. For this reason most individuals keep their liquid assets in time de-
posit accounts rather than demand deposit accounts. This contrasts
sharply with the United States and most west European countries where
other forms of payment are widely used.19

A second factor has been the long periods required before payment
was received through the Bulgarian bank clearing system. Under these
circumstances, cash can be the preferred means of payment even for en-
terprises. When interest rates are high, it is costly when money is not re-

19 It might be noted that USD100 bills are much more visible in Bulgaria than they are
in the United States. There are two good reasons for this. First, Bulgaria has no currency
notes of comparable size although the recent issue of the 2000 lev note is helpful. Thus if
someone wants to carry a large sum with them, carrying dollars is easier. Second, in the
United States for most transactions of any size cash is not used. Credit cards or checks
would be the preferred method of payment. Recently two private and one state-owned
banks have issued debit cards. A centralized infrastructure for processing transactions
through debit cards is established and a number of banks, including United Bulgarian
Bank and SSB are expected to issue their own debit cards in the near future. There are
still very few points of sale so it will take some time before the debit cards begin to be
used for making payments more widely.
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ceived on a timely basis. The Bulgarian National Bank has put into place
a new clearing system, the Bank Integrated System of Electronic Trans-
fers (BISERA), intended to correct delays in payments clearance. Im-
provements in transaction processing through this system has made pay-
ment easier. About 99% of interbank transactions are cleared in 24 hours.
A transfer from the payer’s account to the payee’s account in any two lo-
cations in the country can be completed in three days. Much business is
now conducted through this system. A good indicator that progress is
being made is that private businesses, which were not part of the old cen-
tral planning system also use this system although the incentives for tax
evasion are still strong.

Definition of Quasi-Money: QM = FCD + S + T
Quasi-money contains assets that are very liquid but are not normally

used directly for making payments.
Demand Deposits of Firms in Foreign Currency: Until September

1992 approximately 60% of demand deposits at commercial banks were
in foreign currency deposits.20  Until November 1992 these accounts
were included in M1. They have been moved to quasi-money because
they are used to store value and make payments for imported goods
rather than as a medium of exchange for domestic transactions. The rea-
soning behind the decision is similar to the example of money market
accounts in the United States given earlier. That is, since these accounts
are not in fact used for making domestic payments, they should not be
included in M121 .

Savings Deposits: Although savings deposits (i.e. accounts) are rea-
sonably liquid, they are included in the calculation of quasi-money rather
than M1 because they are not widely used for transactional purposes. At
one time this was the only type of account available to individuals and
only at the State Savings Bank. Now all commercial banks may offer
these accounts.

Time Deposits: The remaining category, time deposits, consists of de-

20 Total demand deposits in September 1991 were BGL 57 billion. Convertible cur-
rency deposits were BGL 41 billion.

21 Statistical data for M1 before 1993 have been revised and adjusted. In official publi-
cations after 1993 the data are entirely consistent with the new definition.
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posits held at a bank for specified periods of one month to a year. These
are similar to certificates of deposit in the United States. In this category
are also included children’s deposits which are savings accounts with re-
strictions on the withdrawal of funds, including the signatures of both
parents, and in certain cases of the child as well. Because of these restric-
tions, the accounts pay higher interest rates.

In general, interest rates on longer-term deposits are somewhat higher
to encourage customers to place their money in longer-term time depos-
its. Still the interest differential is not significant. As a result, most time
deposits are of short maturity – one and three months, combining rela-
tively high interest income and reasonable liquidity.

While the interest rates tend to adjust with the central bank base
rate,22  normally there is no enforceable contractual agreement between
the customer and the bank as to exactly how the interest rates will be set
over time.23  The inability of savers to get a clear contractual agreement
regarding interest rate adjustments on these accounts is an indication that
the banks still enjoy a powerful position relative to their customers. In
general, interest rates on longer-term deposits are higher to encourage
customers to place their money in longer-term time deposits.

Time deposits were the fastest growing element of the money supply.
Between December 1991 and June 1993 time deposits grew by 237%.
This compares with a 37% growth in M1 and a 11% growth in demand
deposits in lev. This high nominal growth rate of time deposits can be
attributed to the high nominal interest rates on these accounts and the
relatively low penalties for early withdrawal. A balance between cash,
demand deposits and time deposits appears to have been reached around
the middle of 1993. Since then the rate of growth of these three types of
assets has paralleled one another. From June 1993 to December 1994 the
growth rate of cash has been 91%, M1 103% and time deposits 89%.

 Throughout 1994 the nominal interest rate on time deposits rose. By
the end of the year the rate was above 60%. Although these accounts pay

22 The central bank rate (or base rate) is an interest rate set by the BNB. The BNB
makes collateralized, i.e. Lombard, loans to the commercial banks at this interest rate.
(Other loans from the BNB to the commercial banks may be at higher rates.) Many other
interest rates in the economy are affected by the central bank base rate. This rate is dis-
cussed in more detail below.

23 Some banks include a statement that the interest rate is adjustable and dependent on
the central bank rate, but then they do not necessarily abide by these statements.
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high nominal interest rates, after taking account of inflation the real inter-
est rates on these accounts are very negative. In 1994 money left in a
time deposit account would have lost 25% in real purchasing power.
These negative real interest rates have discouraged people from adding to
their time deposit accounts. The growth in the nominal level of time de-
posits during 1994 was somewhat less than the interest payments on
these deposits. Thus there were actually net withdrawals from these ac-
counts during 1994. This trend was reversed in 1995 as the exchange rate
stabilized and inflation began to come down. Time deposits began to
grow again.

While time deposits are not used directly for making payment, they
are now being used by individuals as a highly liquid asset which can be
easily converted into cash for making payments. They now form an im-
portant part of the money supply. Since one-month deposits appear to be
a form of near-money with a large impact on overall demand in the
economy, they should probably be separated from the others in defining
the money supply.

Defining M2 and Broad Money
M2 is simply the sum of quasi-money and M1. Thus, M2 contains all

the assets that we have described so far. Broad money contains all these
assets and import and restricted deposits.

Restricted Deposits: Restricted deposits include funds deposited for
purposes such as the registration of business licenses and money put
aside for the purposes of capitalization of companies.

The Money Supply and Economic Policy
It is generally conceded that there should be a strong relationship be-

tween the growth rate of the money supply and inflation. This is particu-
larly true in countries experiencing high rates of inflation.24  Yet recent
studies by Petranov (1993) and Minassian (1994) find little relationship
between money supply change and inflation in Bulgaria even when sev-
eral different definitions of the money supply were used. The failure to
find a high correlation between money growth and inflation may be due
to a number of factors. Radical changes in financial institutions present
one possibility. As we have seen, important changes in the relationship

24 See, for example, Cagan’s (1956) classic study of hyperinflation.
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between various different types of deposit accounts took place since the
transition began. For example, until mid-1993 time deposits grew much
more rapidly than other elements of M2. From this time forward, time
deposits have grown at approximately the same rate as other deposits.
From mid-1993 until the third quarter of 1994, foreign currency deposits
grew more rapidly than other elements of M2. Part of this sharp increase
was simply the revaluation of foreign currency deposits due to the depre-
ciation of the lev. But 20% of the increase is new foreign currency depos-
its added to accounts between mid-1993 and March 1995. In third quar-
ter of 1994 there was a large shift toward foreign currency deposits fol-
lowing the foreign currency crisis in the spring of 1994. This movement
stopped when the exchange rate stabilized later. These shifts suggest im-
portant behavioral changes that are not being captured in the more aggre-
gated M2 figures. All of these factors should be taken into account when
making economic policy decisions.
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Activities of the Commercial
Banks

Understanding the activities of commercial banks is important for at
least two reasons. First, the principal mechanism for passing savings
from individuals to investors is through the commercial banking system.
This is Stiglitz’s second required function of financial institutions in a
market economy. Since at present the variety of financial institutions is
very limited in Bulgaria, the importance of commercial banks in this pro-
cess of financial intermediation is great. Secondly, the banks play an im-
portant role in determining the money supply, a key macroeconomic
policy variable. The various money supply definitions discussed in
Chapter IV all include both cash held by the public and deposits at com-
mercial banks. The role of commercial banks in the determination of the
money supply is critical as these deposits are the liabilities of commercial
banks. We begin by looking at the items that appear on the balance
sheets of commercial banks. Then we consider how the commercial
banks manage their assets and liabilities.

The consolidated balance sheet of Bulgarian commercial banks is
given in Table 5.1. below. A new uniform accounting system and report-
ing system was first promulgated in February 1993. Banks were required
to adopt the requirements by June 30, 1994, but due to technical reasons
this period proved to be too short. Finally the new accounting system
was adopted at the beginning of June 1995. Some caution should be used
in reviewing these accounts. The figures in the accounts have fluctuated
considerably over the past two years. Furthermore, banks with special-
ized roles can distort the overall picture provided by the aggregation of
all bank activity. Such is the case of the Bulbank’s (formerly the Bulgar-
ian Foreign Trade Bank) contribution to the other assets item, and the
State Savings Bank’s contribution to attracted resources from nonfinan-
cial institutions and other clients. Aberrations such as these will be
pointed out in discussion of the relevant balance sheet item.

Chapter Five
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Table 5.1.Consolidated Balance Sheet of the Commercial Banks and the
State Savings Bank

(31 December 1994)

 Assets Liabilities

 A. Financial Assets 926.613 A. Attracted Resources 809.620
 I. Cash Balances 112.165 I. From Banks and Other

Financial Institutions 368.873
 II. Government Securities 212.331  II. From Nonfinancial

Institutions and Others 422.747
 III. Claims on Banks and Other
 Financial Institutions 137.756 B. Future Revenue 57.459
 IV. Claims on Nonfinancial
 Institutions and Others 451.224 C. Other Liabilities 113.982
 V. Bonds and Other Securities with
 Fixed Yields 4. 260  D. Own Capital 90.697
 VI. Shares and Other Securities with
 Variable Yields 0.917  I. Profit 9.519
 VII. Financial Long-term assets 7.949  II. Capital 51.925
 B. Nonfinancial Assets 20.110 III. Reserves 29.251
 C. Future Expenditure 3.400
 D. Rights to Equity Subscription 0.688
 E. Other Assets 102.769
 F. Reported Losses 17.178
 Total Assets 1,071.759 Total Liabilities 1,071.759
 G. Off-Balance Assets 216.969 E. Off- Balance Liabilities 216.969

Figures in billion BGL. Source: BNB Annual Report, 1994.

The Balance Sheet of Commercial Banks: Assets25

The following are descriptions of the most important commercial
bank assets and their function. In Figures 5.1. and 5.2. the structure of
banks’ assets at the end of 1993 and 1994 is presented. For clearer pre-
sentation “bonds and other securities with fixed yield,” “shares and other
securities with variable yield,” “financial long-term assets,” “rights to
equity subscription” and “future expenditures,” because of their low
share are aggregated in the common group “other assets.”

25 This section draws on material provided by Stoyan Iliev and Tzvetan Bonev.
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Figure 5.1. Structure of Bank Assets, at 31.12.1993
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Figure 5.2. Structure of Bank Assets, at 31.12.1994
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Cash balances: This category includes all bank notes (cash) in the
bank vaults, required reserves at the Bulgarian National Bank, transac-
tion deposits at banks and precious metals.

Banks keep cash funds to service the demands of their customers.
Since there are few alternatives, cash is widely used as a means of pay-
ment in Bulgaria. Banks must keep higher levels of cash on hand than
banks do in other countries where other means of payment are more
common.

 By law commercial banks must maintain required minimal reserves at
the Bulgarian National Bank. The level of these reserves is determined by
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the BNB. According to the Law on the BNB (Article 40), “BNB deter-
mines the required minimal reserves up to 15 per cent of the total assets
and the method of their calculation.” At first the requirement was set at 7%
of total attracted deposits, but this ratio was raised in a series of steps dur-
ing 1994 and 1995 until it reached 12% in the spring of 1995. In August
1995 it was decreased and set at 11%. The BNB also has the option to pay
interest on these accounts. It did not do so until May 1995 when it began
paying 10% (annually). As the reserve requirement has been raised,
noninterest paying reserves can adversely affect bank profits.

Most of these mandatory reserves must be held in lev accounts, but if
the bank has customers who make foreign currency deposits, some of the
current and deposit accounts at the BNB can also be in foreign currency.26

Commercial banks also have accounts at the BNB which are used for
settlement purposes (i.e. clearing balances). When one enterprise makes a
payment to another in levs and the two enterprises use different banks,
the transfer of funds between the two enterprises also becomes a transfer
of funds between the two banks. Suppose, for example, the enterprise
making payment has an account at Balkanbank and the enterprise receiv-
ing payment has an account at TSBank. When funds are transferred be-
tween the two enterprises, settlement of the transactions occurs by de-
ducting funds from the settlement account which Balkanbank has at the
BNB and adding these funds to the settlement account that TSBank has
at the BNB. The settlement accounts which commercial banks have at the
BNB pay interest of 14% (BNB, News Bulletin 4, 1995).

The system of clearing transactions through the BNB only applies to
transactions in levs. Any transactions in foreign currency must be cleared
by the banks themselves.27  To facilitate this process commercial banks

 26 When mandatory reserves were introduced in 1990, commercial banks were permitted
to use foreign currency deposits to satisfy the reserve requirement. However, the ratio of
foreign currency reserves to total reserves were not permitted to exceed the ratio of foreign
currency deposits to total deposits held at the commercial bank. This policy was changed.
At one point all foreign currency reserves were to be phased out by the end of 1993. Later
foreign currency reserves were permitted. In 1994 the percentage of reserves that could be
held in foreign currency was changed several times. For example, in August 1994 the
policy was changed twice (BNB Monthly Bulletin, No. 8, pp. 42 – 43). Since the beginning
of 1995, under specific conditions the percentage is 50%, otherwise it is 20%.

27 While these foreign currency transactions are now settled through correspondent re-
lationships between banks, in the future it is hoped that foreign currency transactions
will also be cleared through the BNB (BNB Regulation BUS 1092, “Settlement in BNB,”
p. 2.1; 2.2.6).
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hold deposit accounts at other commercial banks. Bulbank (the former
Bulgarian Foreign Trade Bank) is the largest provider of international
services for other commercial banks, but any bank with a full license, of
which there are presently seventeen, can provide these services.

Government securities: Banks hold two different kinds of government
securities: securities issued to finance the government budget deficits,
and securities issued under the Law on Settlement of Nonperforming
Credits (LSNC) to cover the bad loans of the state enterprises.

Bonds issued to cover government budget deficits differ in maturity.
At the end of 1994, 59.7% were short-term, and 40.3% were long-term
securities. The detailed maturity structure of the government securities
issued to finance the deficit is presented in Figure 5.3.28

Figure 5.3. Maturity Structure of Government Securities

The second type of government bonds were issued by the government
to cover the bad loans of state companies. Small programs were initiated
in 1991 and 1992, then at the end of 1993, Parliament adopted the Law
on Settlement of Nonperforming Credits29  which included all the bad

28 There are also longer-term government bonds, mainly held by the State Savings
Bank, which were issued under an earlier recapitalization program. Twenty-year bonds
of BGL 4.1 billion were issued in 1991.

29 The popular Bulgarian acronym for this Law is ZUNK.
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loans of state enterprises made before December 1990. Under the LSNC,
banks were able to exchange BGL 119.3 billion of bad state-enterprise
loans for government bonds. This program was designed to lift the bur-
den of these bad loans from both the state enterprises and the commercial
banks. A more detailed discussion of this program and its potential con-
sequences can be found in Chapter VIII.

A comparison of total bank assets at the end of 1993 and 1994 shows
that holdings of government securities rose from 8.9% to 19.8% of total
assets. Most of this increase was due to the implementation of the LSNC
in 1994. By the end of 1994 57.2% of internally held government debt
was in the form of LSNC bonds. By comparison, government bonds is-
sued to cover government deficits made up only 27.3%.

Although government securities issued to finance government deficits
are issued by the Ministry of Finance, these securities are sold at auctions
organized by the BNB. Secondary markets in these bonds have been de-
veloping since January 1993. The volume of trades increased signifi-
cantly in 1994 although the BNB is still a participant in most transac-
tions. The ability to trade in these markets increases the liquidity of the
bonds and make them more attractive to commercial banks. About 90%
of these government securities are held by the banking sector.30

Claims on banks and other financial institutions: In this general cat-
egory there are two types of claims: deposits at other banks and financial
institutions and credits to other banks and financial institutions. Within
each type there are several distinctions that should be made among the
purposes of these deposits:

• Term deposits: Commercial banks can also deposit money for
specified periods of time at the BNB. The interest paid on these de-
posits vary with the length of the deposits.

• Interbank loans: These are loans among commercial banks through
the interbank deposit market. Most of the transfers occur from the
State Savings Bank, which still receives the greatest proportion of
all individual savings deposits. Other banks tend to be net borrow-
ers in this system (BNB News Bulletin, 2, 1993).

30 The other large purchaser of government bonds is the State Insurance Institute. The
banks also act as an agent for individuals who wish to purchase these bonds. An indi-
vidual goes to the bank and the bank makes the purchase in the auction market. Recently
some financial houses act as agents for households and small companies as well.
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At the end of 1993 these assets were 41.3% of total assets. This de-
clined sharply (12.8%) at the end of 1994. In countries with well-devel-
oped financial institutions, this percentage would be much smaller. The
decrease recorded in 1994 can be considered a movement toward nor-
malizing bank portfolios and bringing their assets more in line with the
international patterns.

Claims on nonfinancial institutions and other clients: An important
function of banks is to make loans to support business activity. Banks
can make loans both in levs and in foreign currency. In December 1994
approximately 44% of all loans were in convertible currency (BNB An-
nual Report, 1994.) This category includes only loans made to commer-
cial and industrial organizations and individuals. Loans to other banks
are included in the category claims on financial institutions and other
clients.

• Commercial and industrial organizations: These loans are to both
state enterprises and private firms.31  The interest rates on these
loans are negotiable. Within this category are loans to state enter-
prises which, because of the difficulties with repayment, have pre-
sented serious challenges to the Bulgarian banking system. See
“Issues in the Management of Bank Assets” below.

• Individuals: Banks also make loans to individuals for housing and
other purposes. These loans are usually made by the State Savings
Bank, whose interest rate is the lowest one. Regulations govern
eligibility for consumer loans.

The relative share of claims on nonfinancial institutions in total assets
has increased from 34.8% at the end of 1993 to 42.1% at the end of 1994.
Given the fact that extending loans to businesses is typically the major
banking activity of commercial banks, this can be considered a relatively
low share. The recession in Bulgaria, reduced investment activity, lack of
creditworthiness of borrowers, insecure collateral, and institutional
changes have all contributed to the low level of such lending. The rising
share of such loans might be the beginning of a restructuring of bank
portfolios in favor of loans to the real sector.

31 Several important restrictions on “big loans” i.e. “loans to one person or economi-
cally related persons” are set forth in the Law on Banks and Credit Activity, Article 28. A
large loan exceeding 15% of the owners’ equity in the bank must have the explicit ap-
proval of the bank management and may not exceed 25% of the owners’ equity. The total
of such loans cannot exceed eight times the owners’ equity.
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Shares and other securities with fixed yield in trading portfolio: This
category includes securities with fixed yield which banks hold for a short
period of time (less than one year), for hedging or speculation.

Shares and other securities with variable yield in trading portfolio:
This category includes securities held by banks for a short period of time
(less than one year), for hedging or speculation but with variable yield.

Long-term financial assets: This category includes securities which
the bank intends to hold for a long period of time (more than one year)
for the purpose of receiving dividends, controlling other financial institu-
tions or other purposes.

The above categories are an insignificant share of bank assets – only
0.6% in 1993 and 1.2% in 1994. In part this reflects the fact that the stock
market is still very rudimentary. Only a limited number of securities are
traded and liquidity is still low. Furthermore, regulations governing the
trading of shares are still in the process of development.32

A bank cannot hold investments in real estate, equipment and securi-
ties in nonfinancial enterprises which exceeds the value of the owners’
equity in the bank (Law on Banks and Credit Activity, April 1992, Ar-
ticle 29). This constraint has important implications from the standpoint
of the banks’ role in the corporate control. There is substantial debate re-
garding the desirability of commercial banks making equity investments.
See “Management of Bank Assets” below.

Nonfinancial assets: The main items in this category are buildings,
equipment, transport vehicles and material inventories. Nonfinancial as-
sets acquired by banks as collateral against loans are also included. The
relative share of total assets grew from 0.9% in 1993 to 1.9% in 1994.

Future expenditures: This item includes expenditures during the cur-
rent period to maintain the bank’s activity in future periods.

Rights to equity subscription: When banks increase their capital, they
issue new shares to shareholders. These rights represent bank claims on
shareholders against subscribed but not paid in capital.

Other assets: Assets not classified elsewhere are included in this item.
Bulgaria’s foreign debt to other countries (i.e. Paris Club loans) is still on
the balance sheet of Bulbank and is included here. In addition, adjust-
ments for changes in foreign currency holdings arising from lev revalua-
tion also appear here.

 32 In June 1995 the Parliament adopted a law regulating securities trading.



48

The Balance Sheet of Commercial Banks: Liabilities
The liabilities side of the balance sheet of Bulgarian commercial

banks consists of the following items: attracted resources, future rev-
enues, other liabilities, and own capital. Liabilities structure at the end of
1993 and 1994 is presented in Figures 5.4. and 5.5.

Figure 5.4. Structure of Bank Liabilities, at 31.12.1993
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Figure 5.5. Structure of Bank Liabilities, at 31.12.1994
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Attracted resources from banks and other financial institutions: Com-
mercial banks can borrow funds either from other commercial banks and
financial institutions or from the BNB. Funds borrowed from other com-
mercial banks and financial institutions pass through the interbank
money market. Another market, the interbank deposit auction market,
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was once a major source of bank funds provided by the BNB, but the
BNB is now moving to collateralized forms of bank loans like Lombard
loans. These and other instruments of monetary policy will be discussed
in detail in Chapter VII.

It should be noted that the share of attracted resources from financial
institutions in total liabilities is substantial. Although it has decreased
from 58.7% in 1993 to 36.1% in 1994, it still remains high. This reflects
the initial period of establishing the banking system and is an indication
of the high level of interdependence between banks.

Attracted resources from nonfinancial institutions and other clients:
These include all demand, savings and time deposits. Since the State
Savings Bank was the only bank used by individuals before the reforms,
the majority of these accounts is still at the State Savings Bank. Over
time, however, with banks expanding their activities and establishing re-
gional branches there has been a progressive movement away from the
State Savings Bank as other banks compete for these funds.

Also included in this category are both transaction and nontransaction
deposits of organizations and firms in levs and foreign exchange. Enter-
prises which have transaction deposits can make payment through the
electronic payment system. All banks are now connected to this system.

The importance of these liabilities increased from 27.4% in 1993 to
39.4% in 1994. This increase reflects greater competition among banks
for mobilizing resources from primary depositors.

Future revenues: When interest is due on loans but is not paid, the in-
terest is credited as an asset. The balancing entry on the liability side is
future revenues. Similarly, when banks purchase bills of exchange at a
discount (i.e. below their face amount), they are carried on the books at
their full face amount on the asset side. The difference between the face
amount and the price actually paid is balanced on the liability side under
future revenues.

The relative share of future revenues has increased from 4.4% at the
end of 1993 to 5.4% at the end of 1994. This increase is at least partially
due to the increasing amount of new bad loans.

Other liabilities: This category should include not yet paid wages for
bank personnel, taxes, fees and commissions for services, etc. At present
this category is much too large for these items alone. This probably re-
flects the fact that the new balance sheet accounting procedures are not
fully understood by bank personnel. Many items are probably being
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placed here when accountants are unsure where they belong.
Own capital: This category represents the ownership value of the

banks and includes three subcategories – profit, capital and reserves.
• Profit. Here undistributed profit accumulated from both the current

and previous years is recorded. At present the profits of the bank-
ing sector as a whole are negative. This is due to general economic
conditions and problems in the banking sector. As a result, the
share of profits in total liabilities is very low.

• Capital. Regulations now require that banks operating within Bul-
garia have a minimum of BGL 500 million in capital. Banks with
an international license must have BGL 800 million.

• Reserves. There are two kinds of reserves: legal provisions against
bad loans and reserve funds. According to the Law on Banks and
Credit Activity (Article 26) banks must set aside provisions
against bad loans from their profits before taxation. The BNB
regulates the classification of loans and the legal provisions
against them. At the same time, when defaults are expected, banks
reduce their dividends and create reserves against possible future
losses. By setting aside funds over several years, it is easier for
banks to manage their losses. The Law on Banks and Credit Activ-
ity (Article 22) requires that banks set aside at least 1/5 of their
profits after taxation for a reserves fund until it reaches 1.25% of
total assets. Because bank profits have been negative, actual re-
serves are still much less than this legal requirement.

In accordance with the provisions of the international Basle agree-
ments, the banking law specifies that owners’ equity should not fall be-
low 8 per cent of risky assets33  (Law on Banks and Credit Activity, April
1992, Article 21).

In 1991 the Bank Consolidation Company (BCC) was established by
the government with the purpose to reorganize the banking system. The
basic goal of the BCC is to bring about mergers between banks so as to
create eight to ten relatively large state banks and then prepare them for
privatization (BNB, 1991, p. 76). Capital in the banks held by Bulbank,
the BNB and state enterprises are being transferred to the BCC which is
then to organize the privatization process. So far the experience of BCC

 33 The Basle agreements identify different risk categories. Owner equity requirements
vary across different risk categories.
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has been controversial. Several consolidations have occurred but the pro-
cess has been slow and difficult. The target number of state banks has
still not been achieved – at the end of 1994 there were still 16 operating
state banks. Privatization of the state banks has begun with minor sales of
shares by the BCC but has not proceeded very far.

Issues in the Management of Bank Assets
In managing their asset portfolios private banks pursue three often

contradictory objectives: profitability, liquidity, and solvency. For banks
to be liquid they must hold assets that are easily converted into transfer-
able assets. To ensure solvency the banks must be cautious about the
riskiness of loans. To be profitable, they must put financial resources to
work, seeking the highest yields on assets. But none of these can be pur-
sued independently of the others. High yields can mean not only higher
profits but also greater risk of insolvency. Liquidity can be at the expense
of profitability as money sits idle. When banks manage their assets, they
are pursuing strategies that will fulfill each objective without seriously
impairing the others.

There are several features of the Bulgarian financial environment
which further complicate the already difficult task of bank asset manage-
ment. We shall focus on three of the major issues: the paucity of second-
ary markets in most assets, the burden of bad loans of state enterprises,
and the need to finance the emerging private sector. Each impacts liquid-
ity, solvency or profitability of Bulgarian commercial banks.

Secondary markets: The paucity of secondary markets in most finan-
cial assets limits the strategies that Bulgarian commercial banks can pur-
sue to maintain liquidity. Secondary markets are valuable to banks be-
cause they enable them to move quickly in and out of holding assets to
take care of unanticipated or extraordinary needs for cash. Until recently
the bankers’ only choices for maintaining liquidity were to hold cash,
deposits at the BNB and to make short-term loans with other banks
through the interbank money market. With the development of second-
ary markets in government securities beginning in January 1993, banks
can now hold these securities and sell them when they need extra funds.
Since the establishment of these secondary markets, the percentage of
bank assets held in government securities has increased significantly.
These markets are growing rapidly but they are still limited and cannot
be compared with government securities markets in places like the
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United States where huge sums are transferred on a daily basis.34

Bad loans: One aspect of the reform of the banking system was the
distribution of loans or credits of state enterprises to the newly formed
commercial banks. The unfortunate legacy of these state enterprise loans
created a severe challenge for the banking system. The “original loans”
to many state enterprises were not really loans in the normal sense at all.
The money was extended under the previous system of central planning
where the risks of default on repayment were not evaluated. Once these
loans appeared on the accounts of the newly established commercial
banks, they became assets of these banks. As bank assets, the loans had
value only if they were repaid. Unfortunately, many state enterprises
were suffering from severe financial problems and were therefore not
able to repay these loans. They could not simply be written off as the
banks holding them would be seriously threatened with insolvency.

These problems were exacerbated by two other problems. The first
was high interest rates. When prices were freed in February 1991, nomi-
nal interest rates rose sharply to reflect the high inflation. Even state en-
terprises that might have been able to repay existing loans were faced
with high interest payments on the loans. The banks were fearful that if
the loans went into default they might be threatened with bankruptcy
themselves. The banks, therefore, did not want to declare the loans to be
in default.

The second problem was that many of these enterprise loans were in
convertible currency. Bulgaria borrowed large sums of money from for-
eign banks in the late 1980’s. Even though the central planning system
determined how the money would be spent, it was recorded in the bank-
ing system as if these were convertible currency loans being made by the
central bank to enterprises. When the banking system was reorganized,
these became real loans which the enterprises were now obligated to re-
pay. If these loans had been denominated in levs, the high inflation in
1991 would have greatly reduced their real value, but the sharp deprecia-

34 The secondary market in government securities is improving, but banks are still con-
cerned about its liquidity. When the BNB sells government securities to banks, a repur-
chase agreement is usually part of the sales agreement. Under the repurchase agree-
ment, the BNB agrees to repurchase the government securities within a short period of
time. This makes the security more liquid from the bank’s perspective. The bank knows
that it will sell the bond back to the BNB.
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tion of the lev more than offset this effect.35

As time passed the problem became worse because enterprises paid
neither the interest nor the principal on these loans. There was also gov-
ernment complicity in all of this. The government feared high unemploy-
ment and social unrest. State enterprises were in bad financial difficulty,
but they were still functioning at some level. If the bad debts forced liq-
uidation of state enterprises, unemployment would rise even higher. The
banks understood this and recognized that the government would bail
them out if state enterprise loans were not repaid. Thus the banks knew
the risks associated with extending further credits to the state enterprises
were low.

The Law on Settlement of Nonperforming Credits (LSNC) was
passed in late 1993. This Law exchanges government securities for the
bad credits that were created before 1991. By removing the bad debt
from the balance sheet of the commercial banks, it was hoped that the fi-
nancial condition of both the banks and the state enterprises will im-
prove. The LSNC is a complex but important law and it will be discussed
in greater detail in Chapter VIII.

Financing the private sector: The principal function of commercial
banks should be to make loans to the business community. However,
loans to the private sector have been very limited so far.

The BNB 1994 Annual Report shows only 12.4% of total credit going
to the private sector in 1993 and 13.9% in 1994. This compares with
50% and 45% to the government sector and 37% and 41% to the state
sector. Since at least one-quarter of the economy is private, these credit
figures show that there is still a strong bias toward bank lending to the
state sector. This bias continues to impede the development of the private
sector in Bulgaria.

 There are several reasons for this failure of the financial system to
transfer funds from savers to investors in new economic production.
First, there is great risk in the private sector. The economy is going
through enormous change. Future developments are difficult to predict.
Most prospective business people are very inexperienced; most bank per-

35 Inflation reduces the problem of repaying a fixed loan. If the value of a loan was
fixed at BGL 500,000, it would have been much easier to repay it after prices had in-
creased fivefold in 1991. When the loans were denominated in dollar amounts, however,
the BGL 500,000 loan became a BGL 5,000,000 loan. See Dobrinsky (1994) for a more
complete explanation of these problems.
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sonnel are very inexperienced as well. All these factors increase the like-
lihood that mistakes will be made and increase the riskiness of loans.
During this early period of transition, uncertainty and inexperience make
it extremely difficult to choose among projects so that the most produc-
tive projects receive the most support, and to effectively monitor the use
of loaned funds (Stiglitz’s points 2, 4 and 5).36

Secondly, there is a differential in the risk that banks incur when they
loan to the private sector. As the LSNC demonstrates, there is some
probability that the government will protect banks when loans to state
enterprises go into default. There is no similar guarantee for loans to the
private sector.37

Third, the laws regarding the bank’s right to seize collateralized assets
in the event of default are still vague. Without the ability to seize such
assets, banks cannot effectively use collateralization to protect them-
selves against future risk.38  The bankruptcy law has only recently been
passed. The Bulgarian financial system cannot meet Stiglitz’s seventh
criterion of definition of how risks will be shared among borrowers and
lenders when new economic projects are undertaken39 .

In addition to these already formidable complications is the inflation-

36 For a more detailed discussion of the problems of making loans in an economy in
transition, see Miller (1995).

37 It is not clear what protections the government will provide in the future. The LSNC
covered only credits incurred before 1991. Furthermore, in principle no further credits
can be extended to firms taking advantage of the LSNC unless improvement in results is
foreseen and real collateral is established. In practice these restrictions have not been
carefully followed.

38 Because risk is so difficult to assess in the present environment, typically banks rely
heavily on collateral to protect themselves. But even this approach can be flawed. The
process involved in seizing the property is usually lengthy and painful. Furthermore, in-
formation about liens against property might not be comprehensive. This has enabled
some borrowers to take out more than one loan against the same collateral. To protect
themselves many banks have demanded collateral which is significantly greater than the
value of the loan. These higher collateral demands have created an additional barrier
that private entrepreneurs must overcome in order to obtain bank credit requirements.

39 The new accounting system which has been implemented in mid-1993 is more de-
tailed with respect to private and state enterprises. According to preliminary data based
on the new system in mid-1995, credit extended to the private sector has been BGL 145
billion, and credit extended to the nongovernment sector has been BGL 149 billion. This
means that recently relative share of credit extended to the private sector is increasing. It
also suggests that credit for the private sector accounted under the old accounting system
might have been underestimated to some extent.
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ary environment which make bank loans problematic for business people
who wish to engage in production. When nominal interest rates reach
levels of 80% or more, the borrower may be forced to pay back an
amount almost equal to the original sum borrowed within a year. Al-
though this may not be a problem for traders who are borrowing money
to increase their inventories for a temporary period of time, it can cause
major cash flow problems for someone engaged in production. At the
end of one year a new firm might barely be producing anything at all.
Without production there is no way that sufficient revenue can be gener-
ated to pay the interest on a loan of 80%.40

One alternative to this dilemma is for banks to make equity invest-
ments in firms so that there need not be any interest repayment at the end
of the first year. This eliminates the cash flow problem of firms associ-
ated with loans. It creates, however, issues for the banks regarding sol-
vency as the risk of holding equity is greater than the risk of holding
fixed interest bonds. For example, in countries where good secondary
markets exist for both corporate bonds and equity, there is much greater
volatility in the prices of common stock shares than there is in corporate
bonds. The value of equity shares is much more dependent on the for-
tunes of firms than is the value of loans. Thus, empowering banks to
make equity investments provides an alternative to loans, but it does so
at the cost of greater risks to the banks. Capitalist countries differ greatly
as to whether banks are permitted to purchase equity interest in nonfinan-
cial institutions. For example, in the United States during the Great De-
pression concern that banks might invest in high-risk projects led to the
passage of laws prohibiting banks from owning shares in nonfinancial
enterprises (Mishkin, p. 59). At the present time, Bulgarian law permits
commercial banks to hold equity investments which in total with banks’
real estate and equipment cannot exceed the value of the owners’ eq-
uity41  (Law on Banks and Credit Activity, April 1992, Article 29).

Finding solutions to these problems is important if the private sector
is to grow and expand beyond the development of small largely self-fi-
nanced businesses. There are two serious problems: (1) establishing

40 As inflation has come down, nominal interest rates have also fallen, relieving some
of these problems but initially creating others. At least at first, interest rates on loans
have fallen less quickly than inflation. Real interest rates have risen.

41 If a bank seizes real estate, equipment or equity as collateral, it can hold such assets
for a peroid of not exceeding three years.



56

proper incentives for banks to make loans to the private sector, (2) over-
coming the informational problems associated with making loans in such
an uncertain environment. Given the high risks that banks take in making
loans, some encouragement to make private sector loans is probably war-
ranted. Improvements in the implementation of bankruptcy laws and
other contract laws that clarify the sharing of risks would be helpful. At
this stage some form of partial government loan guarantees for private
sector loans might be appropriate. For example, the government might
agree to cover some percentage of future loan losses when private sector
loans are extended.42

Inexperience in granting loans and evaluating risk will still lead to se-
rious mistakes. The development of better accounting and information
systems should be encouraged. For example, systems where liens against
collateral are recorded can reduce information problems. Whatever the
problems created by the encouragement of more private sector loans the
degree of resource misallocation will probably be less than the distor-
tions presently caused by the existing biases toward state enterprise
loans. These problems can only be overcome over time. Even well
trained loan officers would have difficulty making loans under the
present circumstances.

Issues in the Management of Liabilities
The liability side of the balance sheet describes how bankers acquire

funds that can be loaned out. Banks prefer to acquire funds which require
low interest payments and remain in the bank for long periods of time.
Commercial bankers are far from powerless in managing the liabilities
side of the balance sheet. By varying the interest rates they pay and the
types of deposits they offer, banks can influence the deposits they re-
ceive. Furthermore, banks can obtain funds by borrowing money either
from the central bank or from other banks.

In most countries demand deposits are an important part of the de-
posit base. In Bulgaria, because of the difficulties in transferring funds
from one bank to another, the size of transactional accounts is relatively
small. The development of the BISERA system for transferring funds be-

42 The government has done this in agriculture. See Petranov (1994). It is important
that government provide only some form of guarantees. Providing low interest loans only
distorts the allocation of resources.
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tween banks in a shorter period of time should make these accounts more
attractive.

Another important source of funds for the commercial banks is bor-
rowing funds from the BNB. This borrowing takes a number of forms
but all falls under the general category of “refinancing.” Borrowing from
the BNB allows the money supply to expand. (Further explanation of this
mechanism appears below, in Chapter VII.) For this reason the BNB
needs to keep careful control over the amounts of money it lends to the
banks.

Another form of borrowing is from one bank to another. The principal
mechanism for this borrowing and lending among banks is the interbank
money market. On this market banks which have no use for some of their
funds are able to sell their deposits to other banks who need the funds in
order to make additional loans. The establishment of this market in 1991
greatly increased the efficiency of the banking system since it made it
possible for funds to be transferred to banks which had the best use for
them. The price in the market is the interest rate which one bank pays
another for borrowing the funds. The interest rate is a market rate which
reflects the supply and demand for loanable funds. Higher interest rates
reflect more restrictive credit policies in the economy as banks compete
for more limited funds.

The ability of banks to attract deposits depends on the confidence that
people have in the bank. If people think that their money is safe, then
they will be more willing to entrust their money with the bank. In many
countries bank deposits are protected by some form of government guar-
antee. If the bank fails, individuals know that their money (or part of
their money) will still be returned to them.

At present the only bank in Bulgaria which offers an explicit govern-
ment guarantee on deposits is the State Savings Bank. When the Yambol
Bank failed, however, the government protected deposits. So there ap-
pears to be implicit government protection as well. Still, because of its
explicit guarantee, the State Savings Bank has a competitive advantage
relative to other banks in attracting deposits. An important question is
whether this guarantee should be expanded to other banks in the system
or eliminated all together. The dangers of expanding the guarantee are
clear from experience in the United States during the 1980’s when such
guarantees led to a gross misallocation of resources (Mishkin, pp. 254-
56). On the other hand, the guarantees provided stability for the US
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banking system for a period of more than 40 years after the Great De-
pression.

Building confidence in financial institutions is important at this stage
of the transition. Providing deposit guarantees can be an important way
to attract funds into the banking system where records can be kept of
payments among economic agents. Still these funds can be misused if
banks are not properly supervised and a well-designed regulatory struc-
ture is in place. Presently such a structure does not exist and the dangers
of deposit guarantees are great. However, a goal for the development of a
regulatory structure should be the possibility of establishing a deposit
guarantee so that banks will be able to attract more savings from the pub-
lic.

A clear distinction needs to be made between financial institutions
which are protected by some kind of guarantee and those which are not.
The pubic needs to be aware of the difference.43  Before protecting any
institution proper supervisory structures need to be in place. This sug-
gests that implicit guarantees be made explicit so the full exposure of the
government can be assessed. When new guarantees are contemplated,
they should be granted slowly to new institutions which are prepared to
report accurate information which can be properly evaluated by regula-
tors. While new entry of financial institutions makes the financial sector
more competitive, implicit deposit guarantees for new poorly supervised
banks can create a time bomb waiting to cause enormous future prob-
lems.

Role of Commercial Banks
Commercial banks perform two important functions in the Bulgarian

economy. First, deposits of the banks are part of the money supply. Sec-
ondly, banks are financial intermediaries which pass funds from savers to
investors. Until other financial institutions develop, banks will have tre-
mendous influence on future investment in Bulgaria and the development
of the Bulgarian economy. Important improvements in the banking sys-
tem have been made since the transition to a market economy began, but
there are still very serious problems which must be solved. We have

43 Unfortunately, one of the best ways to make such distinctions clear is to have a dra-
matic lesson where people lose money when an unprotected institution fails.
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noted the ways in which the current financial system is unable to meet
many of Stiglitz’s requirements for a market economy. Investment is the
key to future economic prosperity. If poor investment decisions are
made, future growth of the Bulgarian economy will be seriously im-
peded.
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Money Supply Determination

The supply of money and credit in the economy is determined by an
interaction between commercial banks and the BNB. In this section we
describe this interaction and develop a formula which describes how the
money supply is determined in Bulgaria. We begin with a description of
the transaction settlement system that is now being used in Bulgaria. This
is followed by a discussion of the relationship between the BNB and the
commercial banks as defined by the law on commercial banking. Finally,
a modified version of the standard money supply formula is derived.

Transaction Settlement System
Before the movement toward a market economy, there was no need to

quickly clear transactions through the banking system. The banks per-
formed the accounting procedures used by the central planning system,
but not the type of transaction service essential in a market system. It was
not uncommon for transactions to take several weeks to clear. To meet
the demands of the changed environment, the BNB has implemented the
BISERA electronic gross settlement system which is designed to provide
clearance of lev transactions within the banking system within three
days. BISERA does not encompass transactions in foreign currency,
however. So there are actually two ways transactions are cleared depend-
ing on the currency used.

 To understand how transactions are recorded within the banking sys-
tem we describe a series of examples. In each case the payer is
Balkantourist and the payee is Balkan Air. What changes in each ex-
ample is where these two firms hold their accounts.

Payee and Payer at the Same Bank: The simplest situation is when
the payee and the payer have accounts at the same bank. In this circum-
stance it does not matter whether the payment is made in levs or in for-
eign currency (dollars). Suppose that both Balkantourist and Balkan Air
have accounts at United Bulgarian Bank (UBB). Balkantourist makes a
payment to Balkan Air of BGL 130,000. Money must be deducted from
the Balkantourist account and credited to the Balkan Air account. This
transaction can be recorded on the T-account of UBB:

Chapter Six
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UBB

Assets Liabilities

Balkantourist                   – BGL 130,000 
Balkan Air                      + BGL 130,000 

The responsibility for transferring these funds from one account to the
other is totally the responsibility of UBB. No other bank is involved in
this process.

Payee and Payer at Different Banks: When Balkantourist and Balkan
Air have accounts at different banks, transaction clearance becomes more
complicated. The BISERA system is used and the banks utilize their
settlement accounts at the BNB to clear the transaction. Suppose instead
of banking at UBB, Balkan Air has an account at Mineralbank.44

Since Balkantourist still has an account at UBB, the payment will still
have to be made from this account. The transaction begins when
Balkantourist gives UBB an instruction to make payment to Balkan Air.
Under the BISERA system, the account of Balkantourist is reduced by
BGL 130,000 and the UBB account at BNB is reduced by BGL 130,000.
These entries should be made at the end of the first day or UBB will be
penalized.

UBB

Assets Liabilities

Dep. Acct. at BNB              – BGL 130,000 Balkantourist                     – BGL 130,000

 It is BNB’s responsibility to make the next two entries. First, on its
own balance sheet it records the corresponding entry to UBB’s entry
showing that UBB’s account at the BNB has been reduced by
BGL 130,000. Since Balkan Air has an account at Mineralbank, the levs
in UBB are transferred to Mineralbank.

BNB

Assets Liabilities

UBB                                  – BGL 130,000
Mineralbank                      + BGL 130,000

44 There are several methods of clearing transactions under the BISERA system. We de-
scribe direct transfers. A detailed description of BISERA can be found in the operations
manual.



62

Mineralbank now records the increase in its account at the BNB and
credits the account of Balkan Air.

Mineralbank

Assets Liabilities

Dep. Acct at BNB                + BGL 130,000 Balkan Air                        + BGL 130,000

The money has now been transferred from Balkantourist to Balkan
Air. Under the Bisera system, each stage takes no more than one day so
the whole process should take no more than three days. This is a great
improvement over the previous system, where the process of clearing a
transaction could be very lengthy.45

A Money Supply Formula for Bulgaria
The money supply in Bulgaria is determined by the interaction of the

commercial banks and the BNB. The process is essentially the same as
any country that uses a reserve system. Once a commercial bank acquires
reserves, the bank can loan this money to nonfinancial borrowers and
create additional deposits at the bank. This adds to the money supply. A
description of how additional bank reserves will cause the money supply
to grow can be found in any standard money and banking textbook.

Our purpose here is to describe the special features of the Bulgarian
banking system and show how these features alter the way in which the
money supply is determined. There are two significant ways in which the
Bulgarian model differs from the model in the United States.46  (1) For-
eign currency deposits have a much larger role in the money supply. (2)
Only part of cash in the vault can be used to satisfy the reserve require-
ments. In the United States all cash in the vault of the commercial banks
is also used to satisfy the reserve requirement.47

45 It might be noted that this procedure is the opposite of the check clearing system
used in the United States. In the United States the first entries are made at the bank re-
ceiving payment since the check is deposited by the payee.

46 The first edition of this monograph described a third difference, credit ceilings.
Credit ceilings were used as a tool for monetary control. The credit ceilings were aban-
doned in July 1994.

47 Coates (1992) also develops a similar money supply formula but does not attempt to
bring it fully in line with present Bulgarian conditions. Coates then provides an excellent
discussion of the problems of implementing monetary policy in the present environment.
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To derive a formula for the money supply in Bulgaria, it is easiest if
we envision a formula for broad money (M2). Let D describe the total
level of lev deposits. This would include all demand deposits, savings
deposits, time deposits in lev. Foreign currency deposits will be DF. The
total money supply would then be:

M2 = Cp + D +DF (1),
where
Cp is the amount of cash in the hands of the public. Consistent with

the definition of broad money used by the BNB this cash holding does
not include foreign currency that circulates in the economy.

In the standard construction of the money supply formula the central
bank controls movements of the money supply by exercising control
over the monetary base (MB). The monetary base is the sum of two li-
abilities of the central bank: cash (C) and commercial bank deposits at
the central bank (Dc). The central bank controls the monetary base and
the commercial banks determine whether they wish to hold cash or de-
posits at the central bank. In other words, the commercial banks are free
to deposit or withdraw cash from the central bank at any time. From the
definition of the monetary base we have:

MB = C + Dc (2).
In the Bulgarian context there are three special aspects to the commer-

cial bank’s decision to hold cash or deposits at the BNB. First, vault cash
is only partially included in the calculation of bank reserves so banks
will want to minimize the amount of vault cash they hold. Secondly, re-
serve accounts and settlement (clearing balance) accounts at the BNB are
separate so banks will have to hold additional deposits, over and above
their reserve accounts, to process settlements. For this reason we will dis-
tinguish between reserve deposits at the BNB (Dr) and deposits held for
settlement purposes (Ds).48  The third element is foreign currency depos-
its at the BNB, Df. Banks will want to minimize these deposits if they
cannot be counted toward the reserve requirement, but when they can be
used to satisfy the reserve requirement, banks will want to make such de-
posits. The sum of these three elements is total bank deposits at the BNB.

Dc = Dr + Ds + Df (3).

48 The separation is not absolute since banks can overdraft their settlement accounts up
to the limit of their reserves (Filipov, 1992). The volume of overdrafts have increased
dramatically recently. It is now a major form of refinancing.
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All cash issued by the BNB will also be cash in the hands of the pub-
lic (Cp) or be vault cash (Cv) held by commercial banks. So

C = Cp + Cv (4).
Let r represent the percentage of their demand, savings, time and for-

eign currency deposits that banks are required to keep in the their reserve
accounts at the BNB. Then the relationship between their required re-
serves, R, and total deposits, D, will be:

R = r (D + DF) (5).
There are three assets that banks can use to satisfy this requirement.

The first is reserve deposits, Dr. The second is vault cash which can par-
tially be counted. Let k be the percentage of vault cash, Cv, that banks
are allowed to use to satisfy the reserve requirement. Then k Cv will be
the share of vault cash included as reserves.

Commercial banks are permitted to use foreign currency deposits at
the BNB to partially satisfy the reserve requirement (e.g. BNB News Bul-
letin, No. 8, 1994). For example, if a commercial bank holds foreign cur-
rency deposits of USD l00,000, the commercial bank can deposit some of
these dollars at the BNB to satisfy the reserve requirement. Suppose the
reserve requirement is 10%. This bank needs to hold USD 10,000 in re-
serves. If the limitation is 20%, USD 2,000 (20% x USD 10,000) in re-
serves can be in the form of dollar deposits at the BNB. The percentage
limitation of foreign currency reserves has changed several times re-
cently. For simplicity we will assume that commercial banks deposit for-
eign currency at the BNB only to the extent that it satisfies the reserve
requirement, but they also take full advantage of opportunities to use for-
eign currency deposits when regulations permit.

Df = r g DF (6),
where g is the percentage limitation on foreign currency reserves.
Allowing foreign currency deposits at the BNB to be included among

reserve deposits changes the level of control that the BNB can exercise
over the money supply. If g = 0, the BNB has full control over the mon-
etary base. Decisions by commercial banks to add to their lev deposits at
the BNB can only come from cash holdings of levs. Such actions do not
affect the size of the monetary base.

By contrast, foreign currency deposits come from outside the Bulgar-
ian economy. If g > 0, decisions by commercial banks to increase their
foreign currency deposits at the BNB and include them in their reserves
will increase the size of the monetary base. If the BNB tries to control the
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size of the monetary base, the BNB must offset the increases due to addi-
tional foreign currency deposits by reducing other elements of the mon-
etary base. Chapter VII describes actions the BNB can take to control the
monetary base.

Adding up the three elements that can be used to satisfy the reserve
requirements we have

R = k Cv + Dr + Df = k Cv + Dr + r g DF (7).
Combining equations (5) and (7), we have
Dr = r D – k Cv + r (1- g) DF (8).
If equations (8) and (6) are substituted into equation (3) and then

equations (3) and (4) are substituted into equation (2), we have
MB = Cp + (1-k)Cv + r D + r DF + Ds (9).
If we factor D from the left side of equation (8), we obtain
MB = [cp + (1-k)cv + r + r dF + ds] D (10),
where cp = Cp/D, cv = Cv/D, dF = DF/D and ds = Ds/D. Each of these

ratios has an important role to play in the money supply formula. For ex-
ample, cp depends on consumer behavior. It reflects the public’s desire
to hold cash rather than deposits. Cash is the principle method of pay-
ment for transaction conducted by individuals. The cp ratio depends on
how easy it is to withdraw money from a bank and the interest rate on de-
posits. Cash pays no interest so people holding cash are foregoing the in-
terest payments they otherwise would receive on their money.

The ratios, cv and ds, relate to bank behavior. Banks need to retain
cash in the vault to service the demands of their depositors for withdraw-
als. Banks also need to keep minimum balances in their settlement ac-
counts at the BNB so that transactions can be processed through the
BISERA system. Since banks earn low interest on the settlement ac-
counts and no interest on the cash in their vaults, they will want to keep
these balances at low levels so they can loan out as much money as they
can at higher interest rates.

The other ratio dF will depend on two factors: (1) the preferences for
foreign currency balances relative to balances in lev by depositors and
(2) movements in the exchange rate. In 1994 there were dramatic shifts
in these preferences when the lev depreciated in the spring and there was
fear that further depreciation would occur in the fall. During other peri-
ods when the lev was more stable and interest rates on lev accounts were
higher than interest rates on foreign currency accounts, people moved
more of their money into lev accounts.
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The exchange rate will also influence dF because the formula is calcu-
lated in lev. When the lev depreciates, dF rises because the lev value of
foreign currency deposits rises relative to the value of lev deposits. It
should be noted that g does not appear in formula. This effect will occur
whether or not g is positive.

The level of deposits, D, can be found by rewriting equation (10):
D = MB/[cp + (1-k)cv + r + r dF + ds]  (11).
The total money supply can then be found by noting that equation (1)

can be adjusted so that M2 is expressed in terms of these ratios
M2 = [Cp/D + DF/D] D + D = (cp + dF + 1) D (12).
Then the money supply formula is:
M2 = MB [cp +dF+1]/[cp +(1 – k)cv + r +r dF + ds] (13).
With small modifications this formula is the same as the one used in

the United States. The main additions reflect the regulations regarding
bank reserves and the incorporation of foreign currency deposits in the
formula. To understand how the money supply is controlled it should
also be acknowledged that foreign currency deposits are included in MB
when g > 0.

Equation (13) illustrates that as long as there are certain regularities in
these ratios, the reserve requirement remains constant, and movements in
foreign currency deposits at the BNB are offset by other BNB actions,
the money supply can be controlled by movements of the monetary base.
Even if these ratios change in a predictable way, the monetary authorities
can compensate by adjusting the monetary base.49

The formula can also be used to illustrate the effects of recent events
and policy changes, but care must be taken in making predictions.50  For
example, the recent decision to allow banks to include part of their vault

49 Shifts in cp may reflect other changes in the economy which can make life more dif-
ficult for the monetary authorities. As preferences change for different types of money,
velocity changes. This can make the relationship between money growth and inflation
more unpredictable. Under these circumstances, monitoring money growth may not be a
sufficient guide to good policy decisions. Velocity changes will also have to be under-
stood.

 50 If the formula is used to predict the effects of changes in one of the ratios, it is im-
portant to understand what it means to assume that the other ratios remain constant.
These ratios are defined relative to demand deposits in lev. When a change affects the
amount of demand deposits in lev, the formula assumes that cash holdings of the public,
vault cash, settlement deposits and foreign currency will all adjust proportionally. In
many instances there are good reasons to believe that this will not always happen.



67

cash as reserves increased k. This increased the money supply.
At this point we can also describe the effects of lev depreciation on

the money supply.51  If g = 1, banks will be holding reserves in foreign
currency balances at the BNB. A depreciation will increase the value of
their deposit liabilities, but it will also increase the values of their re-
serves at the BNB. The increase in the value of their reserves will be just
enough to offset the increase in their required reserves. The commercial
bank will not be required to take any further action. The monetary au-
thority might be concerned, however, because the monetary base has ex-
panded and along with this the money supply is also larger.

This example helps illustrate why the BNB has had difficulty making
a decision about permitting banks to hold foreign currency as part of re-
quired reserves. Increasing g gives the BNB less direct control over the
monetary base. On the other side, commercial banks prefer to keep a bal-
ance between their assets and liabilities dominated in foreign currency.
This lowers their exchange rate risk (i.e. the risk that devaluation of the
lev will cause the value of their foreign currency liabilities to rise while
corresponding assets in lev remain unchanged.)

If g = 0, the situation is very different. Devaluation of the lev still in-
creases the required reserves (in lev) the banks must hold, but the value
of their reserves will not change when the depreciation occurs. Banks
will have to add to their reserves to meet the requirement. The monetary
base is not affected by the depreciation so it may be very difficult for
banks which do not have excess reserves to find the needed money to sat-
isfy the reserve requirement.

Individual banks may borrow money on the interbank market to sat-
isfy the reserve requirement. Unless the monetary authority expands the
monetary base, however, other elements of the money supply will have
to contract. Normally, banking systems contract by reducing the amount
of outstanding loans, but a sharp depreciation of the lev may make such a
dramatic contraction infeasible.

Allowing banks to keep some reserves in the form of foreign currency
creates a mechanism which partially adjusts automatically when the lev
depreciates. So while the BNB loses some measure of control over the

 51 We do not make direct reference to the money supply formula at this point because
the assumptions underlying the constant ratios for the other variables seem unrealistic
when depreciation occurs.
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money supply by choosing a g > 0, it also prevents monetary policy from
becoming overly restrictive when depreciation occurs.

Conclusion
In this chapter we have seen how the standard money supply formula

can be used to describe the situation in Bulgaria. From this formula we
can see that control over the monetary base allows the BNB to control the
money supply. By allowing foreign currency deposits to count as re-
serves against deposits, the BNB loses some control over the monetary
base, but it also provides a mechanism which can ease the contractionary
pressures created when depreciation occurs. In the next chapter we de-
scribe how the BNB controls the monetary base.
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Monetary Policy

In Chapter VI we saw that the money supply is determined by the
money supply formula. Analysis of the formulation revealed that the
money supply is most directly affected by changes in the monetary base.
One central issue for the implementation of monetary policy in Bulgaria,
then, is how well the BNB is able to control the monetary base. Many of
the instruments that are used to control the monetary base in developed
economies depend on the existence of financial markets which did not
exist in Bulgaria before the transition. As financial markets expand, the
BNB will have more possible instruments from which to choose.52

We will argue that while the BNB can exercise considerable control
over the monetary base through changes in its refinancing policies and
more recently in its open market operations, there are other activities
over which the BNB has less control. These also influence the monetary
base. The most important of these other activities are the direct financing
of government deficits and BNB’s intervention in foreign currency mar-
kets. First, we describe the impact of government debt financing and for-
eign currency operations. Then we analyze how much control the BNB
can retain by employing refinancing and open market operations to offset
some of the effects of the other activities.53

A second important element of monetary policy is interest rates. The
BNB has tremendous influence on interest rate charged for (Lombard)
loans extended to commercial banks and on direct loans to the Ministry
of Finance. In economies with well developed capital markets there is a
close connection between money supply growth rates and interest rates.
For example, in the United States the Federal Reserve influences interest
rates by buying and selling government securities. In Bulgaria the link-
age between interest rates and monetary growth rates is not as close. Af-
ter discussing various actions which influence the money supply, we dis-
cuss the impact that interest rates have on economic activity.

52 Filipov (1992) describes the instruments that the BNB is presently using to carry out
monetary policy. He also provides a useful history of when many of these instruments
were first utilized.

53 For an analysis of the effectiveness of monetary policy at the beginning of 1992, see
N. Georgiev and N. Gospodinov (1992).

Chapter Seven
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Direct Financing of Government Debt
The BNB helps the government finance its debt by making direct loans

to government. Sometimes analysts refer to this as “printing money” to
cover government deficits. In actual fact the process is a little more compli-
cated than this, but the effect is indeed much the same as it would be if the
BNB had a printing press and simply printed more levs to pay government
workers. When the government borrows money from the BNB, this in-
creases the size of the monetary base, and as we have seen, these increases
in the monetary base cause the money supply to expand.

These changes can be depicted on T-accounts for the BNB and the
government. The government’s loan from the BNB will appear as a li-
ability of the government and an asset of the BNB. In return the govern-
ment receives money placed in its account at the BNB.

Government

Assets Liabilities

Dep. Acct. at BNB            + BGL 1,000,000 Loan from BNB              + BGL 1,000,000

BNB

Assets Liabilities

Loan to Government         + BGL 1,000,000 Government                   + BGL 1,000,000

At this point there has been no change in the money supply, but the
government has not made any expenditures yet. If the government makes
a payment for office equipment, then the government’s account at the
BNB will fall as cash is withdrawn to make a payment to the store. This
will create a second set of entries.

Government

Assets Liabilities

Office Equipment         + BGL 1,000,000
Deposit at BNB            – BGL 1,000,000

BNB

Assets Liabilities

Government                     – BGL 1,000,000
Cash                               + BGL 1,000,000
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At this point the monetary base increases because cash outstanding is
part of the monetary base. If the monetary base increases, the money sup-
ply will increase. Thus, the government’s decision to borrow money
from the BNB to pay for office equipment causes the money supply to
expand.

The BNB has limited control over the level of direct government bor-
rowing. Rather, the Parliament sets an annual limit for direct government
borrowing. Even when the government has needs which exceed this
amount, the BNB has had difficulty in controlling the level of credit it
eventually extends. If the BNB wants to control the level of the money
supply, it must use other tools to offset the effects of government bor-
rowing on the monetary base. Direct financing of the government debt is
undesirable for BNB given bank’s anti-inflationary policy and since the
beginning of 1995 it has been abandoned.

Foreign Currency Operations of the BNB
The BNB has been active in the foreign currency markets trying to

smooth the exchange rate movements of the lev. While Bulgaria does not
have a fixed exchange rate, the BNB has intervened in the market so that
movements in the lev are less dramatic than they otherwise would be. In
late 1993 and then again in the spring of 1994 there were foreign ex-
change “crises” where there were dramatic depreciations in the value of
the lev. During these periods the BNB was very active in the foreign ex-
change market trying to control the price of the lev. Over time these ac-
tivities have caused considerable fluctuations in the amount of foreign
currency reserves held by the BNB.54

When the BNB enters the foreign currency market, it is buying or
selling foreign currency, but it is also buying or selling levs. For ex-
ample, if the BNB buys US dollars, it pays for these dollars in levs.
When it pays in levs, the BNB increases the monetary base, causing the
money supply to increase. This can be seen on the T-account of the BNB.

54 There are also other activities which have a big influence on the foreign currency
position of the BNB but do not affect the monetary base. The International Monetary
Fund (IMF) has provided support to Bulgaria to help it through the transition. These
credits increase the foreign currency reserves of the BNB (gross reserves, not net re-
serves, since these are loans from the IMF). Payments on Bulgaria’s foreign debt must
also be in foreign currency. These payments reduce the size of the foreign currency re-
serves of the BNB.
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BNB

Assets Liabilities

Foreign Currency Reserves      USD 10,000 Cash                                +  BGL 650,000

The increase in cash increases the monetary base and the money sup-
ply.

Conversely, foreign currency transactions can also reduce the money
supply. If the BNB decides to sell dollars, then the monetary base will
shrink. The problem here is that the desire to smooth currency fluctua-
tions will have an influence on the money supply, and the resulting
change in the money supply may not be desirable from the perspective of
the BNB. The BNB then needs to offset these changes using another
monetary policy tool.

The BNB has been actively controlling the movements of the foreign
exchange rate to smooth the movements on the foreign exchange mar-
kets. When the BNB tries to prevent the lev from appreciating in value,
the BNB buys a convertible currency like US dollars and pays for it with
levs. This expands the monetary base. If the BNB does not want the
money supply to expand, it can sell government securities to offset the
increase in the monetary base. This is called sterilization.

Refinancing
Refinancing is commercial bank borrowing from the BNB.55  Refi-

nancing takes a variety of forms under a variety of conditions. In each
case, however, the basic accounting and the effect on the money supply
is the same. An increase in refinancing increases the monetary base. This
is shown in the following T-accounts, in which UBB’s deposit at BNB
adds to the monetary base.

UBB

Assets Liabilities

Dep. at BNB                         + BGL 10,000 Loan from BNB                  + BGL 10,000

55 This is very different from the way this term is used in the United States. In the U.S.
refinancing usually refers to the refinancing of a loan (i.e. mortgage) where the borrower
pays off the original loan and then takes out another.
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BNB

Assets Liabilities

Loan to UBB                       + BGL 10,000 UBB                                    + BGL 10,000

Over time there has been a shift from early forms of refinancing such
as moratorium, conversion and other deposits toward discount loans, in-
terbank deposits which are sold at auction, and Lombard loans.56  During
1994 the deposit auctions ceased and the combination of Lombard loans
and overdrafts constituted more than 90% of all financing.57

Discount loans: These are loans made from the BNB to commercial
banks. Bills of exchange and promissory notes are used as collateral to
secure these loans. In many ways these are similar to discount loans
made in the United States. By increasing the monetary base they enable
banks to expand the amount of loans they make.

Lombard loans: Refinancing loans made with specific forms of col-
lateral are known as Lombard loans. At the end of 1994 almost 80% of
all refinancing was in the form of Lombard loans. The most important
collateral for Lombard loans is government securities. Banks can borrow
up to 60% of their government securities holdings. The interest rate on
Lombard loans is equal to the central bank base rate of interest. Since
government securities are the most common form of collateral, the differ-
ence between interest rates paid on government securities and interest
rates charged for Lombard loans can affect bank profits. The interest rate
on government bonds is determined in the government securities market.
When the rate on government bonds rises above the base rate, banks can
make a profit by borrowing at the lower Lombard rate and buying gov-

56 Moratorium and conversion were loans made for specific purposes. Moratorium is a
carryover from an earlier attempt to refinance banks to allow them to extinguish
nonperforming loans. Conversion was money for military conversion. Direct refinancing
were deposits (i.e. loans) placed with banks who had specific needs.

57 The interbank deposit auction should not be confused with the interbank money mar-
ket which is still very active. In the interbank money market loans are made among
banks. From the viewpoint of the banks borrowing money, it does not matter greatly
whether the money comes from another bank or the BNB. In either case the bank ac-
quires deposits at the BNB which can then be used to make loans. For this reason banks
which need to borrow funds will attempt to borrow in the market with the lowest rates.
However, trades on the interbank money market do differ from loans from the BNB in
that there is no effect on the money supply. Deposits are only moved from one bank to
another.
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ernment bonds which pay a higher rate. The availability of Lombard
loans can, therefore, increase bank demand for government securities.

Recently the interest rate on government securities has been above the
base rate, but most of the Lombard loans use LSNC bonds for collateral.
These LSNC bonds are government bonds which were issued to replace
bad enterprise debts on bank balance sheets and pay only one-third of
base rate of interest. Thus banks which use these bonds for collateral are
paying much more interest on the Lombard loans than they are receiving
in interest on the government bonds. These loans are very costly to the
banks. The banks would be much better off selling the bonds. But the
banks can only sell these bonds at a loss, since they pay so little interest.
In December 1994 92% of all Lombard loans were extended to just two
banks. 94% of Lombard loans used LSNC bonds as collateral.

Unsecured deposits: These are BNB’s deposits with the commercial
banks against which there is no collateral. This monetary policy instru-
ment is used when a certain bank has temporary difficulties and in this
case BNB is lender of last resort. The recent tendency for increase of the
amount of unsecured deposits is an indicator for worsening of the situa-
tion in some banks.

By varying the amount of refinancing, the BNB can influence the
monetary base. Sometimes these operations can be used to offset the im-
pact on the money supply of other activities such as direct government
borrowing. At other times adjustments in the amount of refinancing can
be used to set a new course for monetary policy.

Open Market Operations
Open market operations are the purchase and sale of government se-

curities by a central bank. In 1993 the BNB began to engage in open
market operations. This became possible as both a primary and second-
ary market for government securities developed. Having a good second-
ary market in government securities also makes it easier for the govern-
ment to sell government bonds on the primary market since economic
agents are always willing to hold a lower interest paying asset if it is
more liquid.

Since the middle of 1994 when credit ceilings were abandoned, the
BNB has used open market operations as the major tool for controlling
the money supply. Recently the market for government securities has ex-
panded dramatically as the BNB has become much more active.
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The impact of open market operations is to change the monetary base.
For example, if the BNB sells government securities and these securities
are purchased by UBB, then the T-accounts will be as follows:

UBB

Assets Liabilities

Dep. at BNB                      – BGL 100,000
Gov. Securities                  + BGL 100,000

BNB

Assets Liabilities

Gov. Securities                   – BGL 100,000 UBB                                 – BGL 100,000

This transaction reduces UBB’s deposits at BNB, which lowers the
monetary base.

Open market operations can be used when the BNB wants to expand
the money supply more slowly or more rapidly. However, many open
market actions undertaken by the BNB are defensive. These are actions
which are used to offset the effects of other BNB activities as is the case
with controlling the movements of the foreign exchange rate. The largest
share of the open market operations is due to repo-operations58  – about
94% of the total volume. The average period of a repo-operation is 10
days.

Recently some large banks have been in serious financial difficulty
because of the bad state-enterprise loans. When the bad loans were con-
verted to government securities under the LSNC these difficulties be-
came more transparent and the BNB made loans to these banks through
various refinancing arrangements, i.e. Lombard loans and overdrafts. As
we have seen, however, refinancing also increases the monetary base.
The BNB can counteract the effects on the monetary base of this refi-
nancing by selling government securities.

BNB’s flexibility in engaging in defensive operations is limited by
the size of the government securities market and the willingness of other
economic agents to purchase government securities. As this market ex-
pands, it will be easier for the BNB to carry out these policies. Presently

58 Repurchase agreements.
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the BNB must sell many of its government securities with repurchase
agreements. Under these agreements the BNB guarantees that it will re-
purchase the bond. If the government securities markets were more liq-
uid, this would not be necessary since the bank would be confident that it
could resell the bond whenever it needed greater liquidity.

Interest Rate Policy
Another tool which the BNB can use to influence the flow of credit

into the economy is adjustment of interest rates. Through changes in the
central bank base rate, the BNB can influence the entire structure of in-
terest rates. In February 1991 the basic interest rate jumped to 45% from
4.5% at the beginning of January 1991 and 15% on January 15th. From
September 1991 until June 1992 the rate was 54%. In 1994, a year of
high inflation, the base rate was raised and at the end of the year it was
close to 72%. In 1995, as inflation came down, the BNB lowered the
base rate in a series of steps and it stood at 44% at the end of June.

The movements of the base rate have reflected changes in inflationary
conditions. While nominal interest rates since early 1991 appear quite
high, for much of this period the real base interest rates have been nega-
tive. Nominal interest rates on time deposits in banks have been below
the base rate and in real terms even more negative. Negative real interest
rates discourage savings and encourage consumption.

In Bulgaria where there is still very little private property, people
have very few options for escaping the negative real returns they receive
on their bank deposits. One of the few options is foreign currency depos-
its. But the value of these deposits has also fallen in real terms since late
1991. Foreign currency deposits can also be a risky option. In spite of
high inflation since early 1991, there have long periods of rather stable
nominal exchange rates broken by sudden sharp depreciations. The lack
of other assets for holding wealth has probably meant more speculation
in foreign currency markets than might otherwise have been the case.

On the other side of the savings and investment nexus, the high nomi-
nal rates and the negative real rates have had some perverse effects. Inter-
est rates should function as a price which rations the available amount of
credit. If rates are high, some borrowers should be discouraged and not
seek loans. Unfortunately, the high nominal rates created serious difficul-
ties for many state enterprises which had large debts before the nominal
rates were increased. When the nominal rates suddenly increased, this
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unanticipated change in their debt burden placed these enterprises in a
very difficult position. Even potentially viable enterprises have found it
difficult to survive. Rather than place these loans in default, banks con-
tinued to loan to these enterprises so that they could pay the higher inter-
est on these loans. The higher interest rates had the strange effect of in-
creasing the amount of loans the banks had to advance to enterprises so
that the enterprises could pay the interest back to the banks (OECD,
1992).

High interest rates have not discouraged state enterprises from bor-
rowing, but private business has seen the high rates as onerous. This,
along with the higher risks banks face in loaning to the private sector has
inhibited the expansion of loans to this sector.

The bad loan problems in the banks have created a large gap between
deposit rates and loan rates. This gap increased in 1994 when the LSNC
was enacted and the problems of the banks clarified. The gap on monthly
interest rates reached 2.1% in November 1994. (When compounded this
would be 28% on an annual basis.) (BNB Annual Report 1994, p. 69) A
large gap between deposit rates and loan rates makes it difficult to create
positive real interest rates on deposits and keep loan rates low enough to
encourage investment.59

General Policy Trends
With the development of open market operations, the BNB now has a

set of tools which should make it possible to exercise considerable con-
trol over the money supply. The major problem the BNB faces in con-
trolling the money supply is the effect of direct government borrowing.
The large government deficits continue to be financed by “printing
money.” The pressure to assist in the financing of government deficits
continues to raise the monetary base and the money supply. Until this
pressure subsides, it will be difficult for the BNB to gain control over
monetary growth.

The position of the International Monetary Fund (IMF) as regards
monetary policy is described by Coates (1992). The IMF recognizes
many of these difficulties and has established targets for government

59 McKinnon (1993) finds that large gaps between deposit rates and loan rates discour-
age capital deepening. This hinders the development of financial markets and severely
retards growth in developing countries.
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deficits. The hope is that with new taxes such as the value added tax
which was implemented in the spring of 1994 the government can keep
its borrowing within certain limits. If so, the growth of the money supply
can be reduced over time so that the inflation can be reduced. Besides the
government deficits hidden deficits financed on the expense of the
decapitalization of the commercial banks put pressure on the monetary
policy as well. In this sense the possibilities for BNB to carry out an anti-
inflationary policy are strongly reduced by the worsening condition of
some banks.

Another problem is the large gap between deposit rates and loan rates.
This gap makes it hard to maintain positive real rates on bank deposits.
Furthermore, loans continue to be made to state enterprises of question-
able viability in a market economy.

Finally, good statistics continue to be a problem. It is difficult to carry
out a successful monetary policy if you do not know what conditions the
economy faces. New accounting procedures are now being implemented
which should help clarify the position of the banks, but it will take time
before these new accounting procedures are fully understood. National
accounting figures are still weak especially in regards to private sector
activity. These weaknesses in important statistical measures make it very
difficult to carry out a reasonable monetary policy.
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Bad Loans and the Law on
Settlement of Nonperforming Credits

Origins of the Bad Loan Problems
Under the system of central planning that existed before 1989, credits

were extended to state enterprises for investment purposes. Decisions as
to how investment funds should be allocated were made very differently
from what would occur in a market system. In a market system firms go
to a bank and request a loan with the expectation on the part of both the
banks and the firm that the loan will be repaid with interest. Under cen-
tral planning, investment decisions were made centrally. Planners made
credit decisions based on the objectives of the plan.

When the transition began, credits which had been extended to the
state enterprises during this earlier period were transformed into formal
loans. These loans now became important assets of the commercial
banks.

If the state enterprises had been in a position to repay the loans, no
problems would have arisen. Unlike normal loans, however, the borrow-
ers in this case did not initiate the request for the funds with the intention
of repaying them. The “loans” were created under a very different set of
circumstances.

Two additional problems arose which made repayment of these loans
especially difficult. When the economy suddenly moved away from cen-
tral planning and CMEA trade collapsed, many state enterprises found
themselves in a very difficult situation. Unaccustomed to marketing their
goods, they found that the demand for their products dropped dramati-
cally. Even if they had been in a position to repay the loans before the
transition began, it was impossible to do so later.

Secondly, many of the loans were in hard currency. During the latter
part of the 80s, Bulgaria borrowed heavily. This created a large foreign
debt which has been difficult for Bulgaria to repay. When the money
from these loans was allocated to the state enterprises, it was recorded in
the accounts as hard currency loans to the state enterprises. If these loans
had been in lev, they would have been much easier to repay after 1991.
The very high inflation in 1991 would have greatly reduced the real

Chapter Eight
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value of these loans.60 Instead the value of these loans in lev rose dra-
matically when the lev depreciated.61

When the new banks were formed on the basis of former branches of
the BNB, they inherited the portfolio of these branches, where these
loans represented a very significant part of the total assets of these banks.
In truth these assets were not real since the state enterprises were not able
to pay back the principal or in many cases even the interest. This created
a dilemma for the banks. If the banks acknowledged that these loans
were never going to be repaid, they would have to declare these loans as
bad loans. This would mean subtracting them from the asset side of their
accounts. To balance this loss of assets they would have had to reduce
their net worth as shown in the balance sheet below.

Bank A

Assets Liabilities

SOE62  Loan                       – BGL 100,000 Net Worth                         – BGL 100,000

If a bank has many bad loans, net worth may become negative. It soon
became clear that if the bad loans from state enterprises were honestly
reported, many Bulgarian banks would have been insolvent and would
have to declare bankruptcy.

If this was an isolated problem with one or two banks, it might easily
have been solved. Unfortunately, it was widespread and threatened the
viability of the entire newly formed banking system. Rather than force
the collapse of the entire system before a solution to the problem could
be found, banking authorities did not compel banks to do a careful ac-
counting of their bad loans. Bank balance sheets, therefore, did not repre-
sent the true situation.63

60 The nominal interest rate on lev loans was raised dramatically during this period. So
it was not easy for state enterprises to repay these loans either.

61 See Dobrinsky (1994) for a more extensive discussion of this problem.
62 State-owned enterprise.
63 It should be noted that Bulgarian banks are not the only banks that have misleading

balance sheets. In the United States it was widely recognized in the 1980s that large
banks which had made loans to South American countries were not making a full decla-
ration of the extent of their bad loans. Banking authorities were very permissive because
these banks were so large. Full disclosure of the scope of the problem might have caused
serious disruption to the entire banking system. The valuation of these banks on the stock
market, however, was very low relative to their reported earning. Thus, to some degree
their accounts were disbelieved by potential purchasers of their shares.
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 Failure to account for the bad loans created other problems as well.
The banks could justify their position that the loans were good loans and
being properly serviced if the interest payments on these loans were be-
ing made. To pay the interest, the state enterprises needed money. The
banks could accommodate them by lending them more money. Thus we
can imagine a transaction like the following where the bank loans the en-
terprise money which it uses to pay interest on the original loan.

Bank A

Assets Liabilities

(1) SOE Loan                    + BGL 80,000 (1) SOE Deposit                    + BGL 80,000
(2) SOE Deposit                – BGL 80,000

(2) Net Worth                        + BGL 80,000

There are two transactions described here. The first line in this T-ac-
count is the loan made to the state enterprise. The entries on the second
and third lines (which are marked (2)) describe what happens when the
interest is paid. Since the payment of interest on the loan adds to the
profits of the bank, this income increases the net worth of the bank.

If the bank balances its assets and liabilities, the original bad loan is
balanced by a deposit on the liability side of the account. The interest the
bank must pay on this deposit will offset some of the profit it makes on
the interest received on the enterprise loans. This loss is shown below as
drop in net worth to the bank:

Bank A

Assets Liabilities

Customer deposit                 + BGL 40,000
Net worth                            – BGL 40,000

The combination of transaction shows that the net worth of the bank
has increased by the difference between the interest received on the loan
(BGL 80,000) and interest paid on the deposit (BGL 40,000). In this ex-
ample, there is an increase in net worth of BGL 40,000. This makes it ap-
pear that the bank is profitable when indeed it is not.

The problem with this scenario is that the state enterprise is in no bet-
ter position to pay the new loan (which was advanced to pay the interest)
than it was to pay the old loan. Both of these loans should be considered
bad loans and written off the books as bad assets. If this were done, the
net worth of the bank would be reduced by the total amount of both
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loans. The precarious position of the bank would then be clear from its
accounts. As long as the bad loans are not acknowledged as such, the ac-
counts cannot be used to assess the true situation of the bank.

The problem of bad state-enterprise loans was exacerbated by still an-
other development. Many state enterprises which could not repay their
loans were large enterprises employing many people. If these enterprises
were unable to obtain additional credit, they would be forced to close.
Their workers would lose their jobs and unemployment would increase
dramatically. Even though these enterprises could not repay these old
debts, they continued to come to the banks to borrow additional money
to pay their workers. The government did not discourage this because
there was real concern that so many people out of work would cause
great social distress. Thus there was a tacit understanding between the
banks and the government that the banks would be protected when these
loans were not repaid. These loans became effectively low risk loans for
the banks since they understood that defaults by state enterprises would
be covered by the government. On the other hand, loans to the private
sector received no such government protection. It became much harder
for a private firm to obtain bank credit because state enterprise loans, be-
ing implicitly backed by the government, were perceived to carry less
risk.

The bad loans also caused another problem. Banks sought high profits
on their existing loans so that they could eventually write off the bad
debt. This created a wide gap between interest rates banks paid on de-
posit accounts and the interest rates charged on loans. Through much of
this period the gap has been approximately 2% a month or between
26% – 41% annually. This gap has been maintained in spite of the entry
of new private banks and the recent lowering of interest rates.64

An important theme set forth by McKinnon (1993) is that such a gap
can create serious problems for economic development. When such a gap
exists, the expansion of the financial sector and the gains from interme-

64 In 1995 the base rate was lowered dramatically. Deposit rates which were 4% have
been lowered to 2%. Loan rates which were 6% have been lowered to 4%. So instead of
loan rates being 50% higher than deposit rates, loan rates are approximately double de-
posit rates. Dobrinsky (1994) argues that this gap was maintained because of credit ceil-
ings which restricted the supply of available credit. But the gap between loan and deposit
rates has not narrowed since the credit ceiling were abolished in the summer of 1994.
Perhaps, some form of collusive behavior among the banks provides a better explanation.
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diation are difficult to achieve. To encourage the growth of the bank de-
posit base, it is important to try and keep the real interest rate on deposits
positive. Then depositors will not lose real purchasing power from the
inflation. When the gap between deposit rates and loan rates is very high,
this is difficult to do because positive real deposit rates will create very
high real loan rates.

For example, if annual inflation is 40% and deposits pay annual rates
of 42%, a 26% gap would mean loan rates of 68%. Very few businesses
can afford to borrow if real interest rates are 28%.

During much of the period since 1990, real loan rates have not been
as positive as this example suggests because real deposit rates have been
very negative. This has discouraged saving since people have so few sav-
ings options65 . As long as a large interest gap remains, it will be very dif-
ficult for normal financial intermediation to develop.

Law on Settlement of Nonperforming Credits
It had been recognized for some time that if normal banking relation-

ships were to evolve something had to be done to help the banks with the
bad loans inherited from the period of central planning. A major concern
in designing a program was to create the expectation that this was a one
time cleansing of bad debt. If bankers believe that the government will
come to their rescue every time they get into trouble, there will an incen-
tive for bankers to take excessive risks when they make future loans.

In December 1993 the Law on Settlement of Nonperforming Credits
was passed. The size of the program is estimated to be about USD 3 bil-
lion. The program replaces all state-owned enterprise loans that had not
been serviced before 30 June 1993 with government securities. These se-
curities have become known as “ZUNK” bonds. (This name comes from
the abbreviation of the program name in Bulgarian.) There are two types

65 From 1991 through 1993 time deposits grew in real terms in spite of negative real in-
terest rates. Deposits in hard currency were the only alternative to term lev deposits. But
during this period the depreciation rate of the lev was even less favorable to savers than
the interest rate on time deposits. The sharp depreciation of the lev in late 1993 and early
1994 made foreign currency deposits appear more attractive. Interest rates rose. With
the large interest rate gap, the real rate of interest on loans rose to 20 – 26% in 1995.
This created stress within the banking system as the number of nonperforming loans in-
creased.
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of ZUNK bonds. Both types have a 25-year maturity. One type is de-
nominated in U.S. dollars. These bonds replace the foreign exchange de-
nominated loans to state enterprises on the bank balance sheets. These
bonds pay an interest rate equal to the 6-month LIBOR.66  The interest is
paid in lev not foreign currency. The value of these bonds is stated in for-
eign currency, however, so their valuation depends on changes in the ex-
change rate between dollars and lev. The second type of ZUNK bond is a
lev denominated bond. These bonds start by paying 1/3 of the base rate
of interest. This interest rate rises over seven years until these bonds pay
the full base rate of interest.67  From the bank’s perspective, the exchange
of state-owned enterprise lev-denominated loans for ZUNK bonds would
look as follows:

Bank A

Assets Liabilities

SOE Loan                     – BGL 100,000
ZUNK Bond                 + BGL 100,000

There are several important aspects of this program that have impor-
tant implications for the development of the Bulgarian banking system
and the conduct of monetary policy. First, ZUNK bonds pay lower inter-
est rates than other government securities. As a result, their true market
value is less than the face amount of the bonds. Secondly, a unique fea-
ture of the program is that these bonds can be used in a special way to
purchase state-owned enterprises under the program to privatize these
enterprises. Third, while the ZUNK program was large, it only covered
the bad debt of state enterprises that was created before 1991. We discuss
each of these issues below.

Low Interest on ZUNK Bonds
The exchange of enterprise loans for government securities affects the

cash budget of the government since it creates an obligation to pay inter-
est on the bonds. To reduce this, expense the government created ZUNK
bonds that paid less interest than other government securities.

66 The LIBOR is the interest rate that international banks pay each other on loans in the
London money market.

67 For a more complete description and analysis of the ZUNK bond program, see
Dobrinsky (1994).
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Although such a decision may have been appealing from a political
vantage point, it reflected an unwillingness to face up to an economic re-
ality. It is generally acknowledged that when state banks make loans to
state enterprises, and there is no expectation that the loan will be repaid,
this is equivalent to a direct government subsidy of the state enterprises.
Such flows should be considered part of government expenditures. Since
they are not covered by tax revenues, these flows add to the government
debt. The exchange of bad enterprise loans for government securities is
acknowledgment (in an accounting sense) of the economic facts. Not
paying full market interest rates on these bonds is an attempt to finance
part of the government debt at less than market interest rates. It was
bound to cause problems.

The decision to pay less than full market interest on the ZUNK bonds
placed many banks – especially Mineralbank and Economic Bank in a
difficult position. These bonds are an asset of the banks. These assets are
balanced by liabilities on the other side of the balance sheet. Normally
banks make profits by paying lower interest on their liabilities than they
receive on their assets. Because the ZUNK bonds pay such low interest,
the reverse is true. The major liabilities of most banks is term deposits,
money obtained through refinancing from the BNB and money borrowed
through the interbank money market. The cost of money received
through refinancing and the interbank money market exceeds the base
rate. Term deposits pay interest rates approximately two-thirds the base
rate. With this mix of liabilities the banks have to pay out much more
than they receive from holding lev-denominated ZUNK bonds which pay
only one-third the base rate or dollar-denominated bonds paying LIBOR.

To be profitable banks have to earn a high enough return on their
other assets and their off-balance sheet operations to make up the differ-
ence. If the ZUNK bonds are a substantial part of a bank’s asset portfo-
lio, as was the case with Mineralbank and Economic Bank, this is not
possible.

It may seem strange that a program designed to improve the financial
condition of the banks would create so much stress. ZUNK bonds may
pay less than market interest rates, but one would think that they were
better than bad state-enterprise loans. What the ZUNK bonds did, how-
ever, was force the banks to use more honest accounting procedures.
They could no longer loan money to state enterprises so that state enter-
prises could then repay the interest.
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Mineralbank and Economic Bank held the majority of the ZUNK
bonds. The situation at these banks became dire. In 1994 the BNB had to
expand the refinancing to these banks so much that it became difficult for
the BNB to maintain control over the monetary base. Eventually, the
Ministry of Finance replaced the ZUNK bonds with government securi-
ties paying full market interest and the BNB stopped the refinancing of
these banks.

ZUNK Bonds in Privatization
While the banks carry ZUNK bonds on their balance sheets at face

value, the decision to pay low interest on the securities means their true
value is much less. So while the intent of the program was to clean up the
bank balance sheets, it only partially achieved that result. The banks’ ac-
counts still do not reflect their true situation.68

On the other hand, a special provision of the ZUNK bond program
does increase the value of the ZUNK bonds above the level that their low
interest rates would normally dictate. ZUNK bonds can be used in the
privatization program for state-owned enterprises. A potential purchaser
of a state enterprise can go to a bank and purchase a ZUNK bond. The
purchaser can then go to the privatization agency and make an offer to
purchase the enterprise and make partial payment for the enterprise with
ZUNK bonds. In this transaction the ZUNK bonds will be valued at full
face value by the privatization agency even if the purchaser paid the bank
substantially less for the bonds.69  For example, a potential buyer of a
state-owned enterprise may bid BGL 3 million for the enterprise. If the
proposal is approved, BGL 1 million of the payment might be in ZUNK
bonds purchased from a commercial bank. While the ZUNK bonds have

68 To say nothing of the fact that banks continue to carry bad state-enterprise loans on
their books that were made after 1990. These loans still have a low expectation of repay-
ment. To the extent these loans are valued at their full face amount, banks’ accounts are
still distorted. So even if the ZUNK bonds paid full market interest, this would continue to
be a problem.

69 As part of the program to privatize state-owned enterprises there is a similar provi-
sion for the use of Brady bonds created under the foreign debt agreement with the Lon-
don Club. The two types of bonds, ZUNK and Brady, appear to be sold in segmented
markets. The Brady bonds are being used by potential foreign investors and the ZUNK
bonds by Bulgarians interested in purchasing newly privatized firms.
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a face amount of BGL 1 million, the bank might have sold the bonds to
the purchaser of the state enterprise for BGL 700,000.

Even though this program raises the market value of ZUNK bonds,
their true value is still far below the face amount. From an accounting
point of view, this continues to create a confusing situation. If the true
value of the ZUNK bonds were acknowledged, the balance sheet of the
banks would appear to worsen. Instead of improving the position of the
banks, the ZUNK program would cause the net worth to deteriorate. This
can be seen more clearly by reviewing an example of what happens if a
bank sells its ZUNK bond to a buyer participating in the privatization
program.

We saw above that when banks received BGL 100,000 in ZUNK
bonds, the bank’s balance sheet showed a simple substitution of ZUNK
bonds for state-enterprise debt. If the bank now sells these bonds for
70,000, it must reduce its net worth to reflect the difference in value be-
tween the sale price and the balance sheet valuation:

Bank A

Assets Liabilities

ZUNK Bond                    – BGL 100,000
Cash                                  + BGL 70,000

Net Worth                            – BGL 30,000

One might ask why the bank would be willing to engage in such a
sale. The reason the bank can find this transaction beneficial is that even
though the bank is losing net worth, it can now reinvest the 70,000 in
another asset which will earn more income than the low interest paying
100,000-lev-ZUNK bond.70

The purpose of the ZUNK program was to recapitalize the banks by
increasing their net worth. In examples like the one above the actual ef-
fect was to decapitalize the banks – at least in terms of their accounts.
There are two reasons for this confusion. First, the original accounts did
not reflect the true situation faced by the banks. Secondly, the ZUNK
program encouraged more accurate accounting by the banks but provided

70 The sale price of the ZUNK bond for privatization purposes will be higher than it
otherwise would have been since the purchaser can use the bond as if it were valued at
its face amount. The BNB has also put a minimum price on ZUNK bonds.
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only a partial solution to the problem. With the ZUNK program banks
are actually healthier (since the ZUNK bonds are more valuable than the
bad enterprise loans), but their accounts can make it appear that their
situation has deteriorated.

More Bad Loans?
ZUNK bonds are only a partial solution to the problem for three rea-

sons. First, they pay low interest. Secondly, they only manage the bad
debt problems that were created before 1991. Third, state enterprises re-
ceived only marginal debt relief. Under the ZUNK program state-enter-
prises do not have to pay interest on their original loans for a short time,
but the debt was simply transferred from the banks to the government.
Now the enterprises are indebted to the government instead of the banks.

The basic problem lies with the state-owned enterprises. As long as
they are in deep financial trouble and the banks, perhaps for political rea-
sons, feel a responsibility to advance them credit, the problem will con-
tinue. Until the state enterprises are restructured, there will be demands to
subsidize them to keep employment from falling. This will recreate the
bad loan problems in the banks and continue to divert funds which
should be used to support private sector initiatives.

If, under the ZUNK program, state enterprises had been given total
debt relief for their pre-1991 loans, they would have been in a much
stronger financial position.71  Hard budget constraints would have been
easier to enforce, providing greater encouragement for restructuring.
Since the situation of the enterprises has not changed significantly, the
same forces which created the original problems are still present.

Conclusion
Many countries in Central and Eastern Europe which are moving to-

ward capitalism have experienced severe problems due to bad state-
owned enterprise loans. The Law on Settlement of Nonperforming Cred-
its took a step toward solving a serious problem. Unfortunately, it did not

71 Sadly it was not recognized that such debt relief would have had no affect on the fi-
nancial position of the government. If the enterprises had been released from their obli-
gation to pay back these loans, this would have improved the net worth of the enterprise.
Since enterprises are owned by the state, the improvement in the net worth of the enter-
prise would have increased the value of the state’s ownership by an equivalent amount.
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go far enough. Hesitancy on the part of the government to assume full
responsibility for the bad loans of state enterprises resulted in a program
which only partially cleaned up the balance sheets of commercial banks.
The remaining problems are serious enough so that proper banking pro-
cedures will still be difficult to implement. Because repeated recapitaliza-
tions of this type create the wrong incentives for banks, an important op-
portunity was lost.
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Conclusion

 To appreciate the progress made in the development of Bulgaria’s fi-
nancial system, it is important to remember the starting point. Levs did
not necessarily buy goods. Banking was monolithic. Secondary markets
for financial instruments did not exist. It is from this starting position that
Bulgaria’s efforts must be measured.

Since the transition to a market economy began, pressing macroeco-
nomic problems have dominated the attention of policy makers – con-
trolling the growth of the money supply, curbing inflation, financing
government debt, smoothing the fluctuations in the lev, establishing a
convertible currency. But dealing with these issues required first a new
legal structure within which solutions could be sought. Two fundamental
legislative acts, the Law on the Bulgarian National Bank and the Law on
Banks and Credit Activity, set the basic structural framework for a two-
tiered system of Bulgarian banking. In addition to commercial bank
regulation and currency issuance, the Managing Board of the Bulgarian
National Bank was given responsibility for managing the supply of
money and credit for the nation.

 Mirroring the concern of policy makers, we have taken an approach
which emphasizes the macroeconomic rather than the microeconomic as-
pects of the development of the Bulgarian financial system.

Because controlling the growth of the money supply is an important
tool for controlling inflation, we began by discussing how the money
supply should be defined. A money supply formula was derived, which
revealed that the money supply is most directly affected by changes in
the monetary base. The central issue for the implementation of monetary
policy in Bulgaria is how well the BNB is able to manage the monetary
base. We found that the BNB does exercise considerable control through
its open market operations. Major difficulties in controlling the growth
rate of the money supply persist. Large government deficits must be fi-
nanced by printing money. Now that the Law on Settlement of Nonper-
forming Credits has been implemented the bad loan problems of the
banks are now clearer and must be faced. Foreign currency crises in 1993
and 1994 have created increased pressure to design a policy that will pre-
vent future crises. Nevertheless, the BNB’s progress has been significant
in designing basic tools to control the money supply and the aggregate
level of credit.
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Many of the remaining institutional weaknesses, however, are more
microeconomic. At the beginning of this essay we cited Stiglitz’s (1992)
list of functions that a financial system in a market economy must per-
form. Now that we have described the Bulgarian banking system it is
useful to return to this list in order to assess how much progress has been
made in each of the functional areas Stiglitz describes. The difficulties at
the microeconomic level become more evident as we review this list.

1. Management of the medium of exchange.
Considerable progress has been made in management of the medium

of exchange. The lev has been established as a viable internal currency
used as a means of payment. The BISERA transaction payment system
now provides for more reliable transfers of funds among banks.

2. Transferring funds from savers to investors in new economic pro-
duction.

3. Pooling small amounts of savings so that larger projects can be
undertaken.

The financial system is beginning to expand beyond the core banking
system, but almost all financial intermediation still involves the banking
system.72  There are few investment options in Bulgaria for the individual
saver so the banks have been effective in expanding their deposit base.
Time deposit accounts have proved to be a particularly attractive asset
and have grown rapidly during periods of relative exchange rate stability.
In this way the banking system has functioned to pool small amounts of
savings.

More problematic has been the employment of these funds in new
economic production. Unfortunately, the government and the state enter-
prise sector continue to make such large demands on bank funds that
little remains for the development of the private sector. Because almost
no private financial intermediation has developed as competition, bor-
rowers who need large sums to start production projects have little re-
course other than the banks. Clearly methods must be found to encourage
banks to more fully participate in the development of the private sector.
One possibility is to provide more centralized direction through some
form of industrial policy (Miller, 1995).

4. Choosing among projects so that the most productive projects re-
ceive the most support.

72 The other major intermediary is the State Insurance Institute.
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5. Monitoring the use of funds so that they are used in the intended
way.

These two functions are closely tied. The difficulties that currently
hinder their effective performance are identical. Some economists have
referred to the early period of transition as the “noisy period” (Tirole,
1991). During this period it is difficult to evaluate risks because there is
so much uncertainty about the future course of the economy. Added to
this is the lack of expertise and experience of economic agents in their
new roles. Inexperienced or untrained loan officers make evaluation of
projects difficult. This same lack of knowledge precludes banks from
properly monitoring projects. The new entrepreneurs seeking loans are
similarly inexperienced. Many lack the skill to write a basic document
like a business plan. Even experienced Western financial loan officers
have difficulty making loans and monitoring their success in this envi-
ronment.

6. Enforcement of loan contracts so that the loans are repaid.
7. Definition of how risks will be shared among borrowers and lend-

ers when new economic projects are undertaken.
Bankruptcy laws define how creditors will be compensated when a

debtor goes into default. A bankruptcy law was just passed in 1994; its
full implementation will take some time as the various aspects of the law
are clarified. Lending on the basis of creditworthiness is difficult since
the information sources which exist in more developed financial systems
do not exist. Even making loans on the basis of collateral can be difficult
because records of liens (i.e. previous loans which used the property as
collateral) on property cannot be entirely trusted.

8. Lowering of risk by creating methods for diversification of invest-
ment risks.

There has been little diversification of risk in private sector invest-
ment. The inability to obtain credit from the banks has forced most pri-
vate enterprises to finance their activities out of their own savings. This
has made it difficult to start even medium-sized private production ac-
tivities. It also means that there has been almost no opportunity to diver-
sify risks of private market activity.

Alternative means for pooling risks would be to develop nonbank fi-
nancial intermediaries. These institutions are difficult to establish be-
cause savers must have confidence in the management before they will
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be willing to trust others to invest their savings. These institutions are
just beginning to develop.

The advantage of such institutions would be their independence of
any history of state involvement. As private corporations, their survival
would depend on their ability to make good investment decisions. Such
institutions could fill an important gap by supporting the growth of the
private sector.

One important unanswered question is how the present growth of the
small-scale private sector is being financed. This is almost entirely in
trade and distribution. In some instances families have pooled funds to
start a small business, but this probably explains only a fraction of what
is being observed. What is not much in evidence is the ability to pool
relatively larger sums to begin productive activity.

For an economy to grow, effective mechanisms must be established
which channel savings to investment activities. Thus far these mecha-
nisms are working very poorly in Bulgaria. On the other hand, substan-
tial progress has been made in defining a legal structure for banking, cre-
ating an internal medium of exchange, and designing monetary policy
tools. Judged by the Stiglitz criteria, it is clear that there are many weak-
nesses in the functioning of the financial system in Bulgaria, especially at
the microeconomic level. Judged from its starting place, it is clear that
Bulgaria has made much progress.
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