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rhe Bulgarian banking and financial system changed dramatically 
in 1989 when the Communist Party lost its ruling monopoly and 
Bulgaria, like most of its East European neighbors, started down 
the road to political and economic democratization. The enthusi-
asm accompanying the breakdown of Communis t control made 

the obstacles to a smooth transition to a market economy seem relatively 
minor. However, the pervasiveness of these stumbling blocks (internal bud-
get deficits, massive external debt, inefficient state-owned enterprises, and a 
banking system mired in nonperforming assets, to name a few) has now be-
come painfully apparent. These problems, intensified by the recent collapse 
of the ruling political coalition on October 28, 1992, make the task of re-
structuring the financial system monumental indeed. 

Despite the magnitude of the difficulties confronting Bulgaria, it is im-
portant that the country persist in efforts already under way to revitalize and 
privatize its banking and financial system, which will play a vital role in the 
transition to a market economy. This article presents an overview of the 
banking reform taking place in Bulgaria, discussing the lack of information 
on creditworthiness, the lack of effective accounting and legal systems, and 
the p rob lems associated with bad loans within the banking system and 
among state-owned enterprises.1 In Bulgaria, as in other transition economies 
of Eastern Europe, the banking system's ability to fulfill its role in stimulat-
ing economic growth depends directly on how it handles the deadweight 
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losses associated with failed state-owned firms, which 
have been transformed into bad loans on commercial 
banks' balance sheets. 

The nature of the reforms being undertaken in Bul-
garia parallel those occurring in other East European 
countries such as Hungary, Romania, the independent 
states of the former Soviet Union, and the Czech and 
Slovak Republics. Thus, while this article focuses on the 
Bulgarian case, the problems, prospects, and proposed 
solutions are also relevant to these other economies 
in transition. To begin, a brief overview of the eco-
nomic history of Bulgaria provides the necessary back-
ground for describing the particulars of the Bulgarian 
banking system. 

A Brief Economic History of Bulgaria2 

Situated on the northeastern section of the Balkan 
Peninsula, the Republic of Bulgaria has a population 
of about 9 million people. The Bulgarian standard of 
living, while low, is above that of Romania and Alba-
nia, two of its neighbors. The average Bulgarian work-
er earns about $90.00 (U.S.) per month. Blessed with a 
warm climate and fertile soil, the country has a natural 
comparative advantage in the production of agricultur-
al commodities. 

T h e con temporary Bulgar ian state dates back to 
681, when the Bulgarian Kingdom was founded after 
the Byzan t ine E m p i r e fo rmal ly recognized Bulgar 
control of the region between the Balkan Mountains 
and the Danube River. For the next seven centuries the 
Bulgarian state was controlled by a succession of vari-
ous ruling factions, and the Bulgars were gradually as-
s imi la ted in to the r e g i o n ' s more n u m e r o u s S lav ic 
population. In the latter half of the fourteenth century 
Bulgaria was invaded by the Ot toman Turks and in 
1396 lost its independence for the next f ive centuries. 
After the Russian-Turkish War in 1878 Bulgaria was 
liberated from Turkish domination and became an in-
dependent state. 

Until well into the twentieth century Bulgaria's econ-
omy was dominated by agricultural production. Be-
tween 1920 and 1944 the Bulgarian economy showed 
signs of resilience despite the worldwide depression 
during the early 1930s. For example , f rom 1929 to 
1939 the average annual growth rate in industrial out-
put in Bulgaria was 4.8 percent, compared with only 
1.1 percent for Europe as a whole. This economic re-
si l ience came at a price, however . T h e constra ints 
i m p o s e d by the d e p r e s s e d w o r l d e c o n o m y and a 

shr inking export marke t in Europe led Bulgar ia to 
seek alternative trade arrangements, including bilateral 
trade agreements with Germany. While these agree-
ments, which covered an estimated 88 percent of the 
country 's agricultural output, guaranteed the sale of 
Bulgarian agricultural products to Germany, they also 
tied the Bulgarian economy closely to Germany's . As 
a result , much of Bulgar ian industry was excluded 
f rom the European free trade zone, isolating the coun-
try f rom market forces governing the European and 
world economies and leading to its a l ignment with 
Germany during World War II. 

Following the war, Bulgaria came under the Soviet 
Un ion ' s inf luence , and economic deve lopment was 
subjected to the Communist Party's doctrine. The gov-
ernment gradually assumed direct control of the entire 
economy, nationalizing agriculture, f inancial indus-
tries, and virtually all private industry and determining 
the allocation of resources and output at all levels of 
production. 

During the period of Communis t dominat ion the 
Bulgarian government's main economic objective was to 
create new industries—engineering, metallurgy, chem-
icals, electricity generat ion, and appl iances, among 
others. This emphasis virtually reversed the compara-
tive contributions of industry and agriculture to aggre-
gate production or output, resulting in a massive shift 
in occupations and in migration of the population from 
rural to urban areas. 

Bulgaria's East European neighbors, including Czecho-
slovakia, East Germany, Hungary, Poland, and Roma-
nia, were also brought into the Soviet sphere af ter 
World War II. Given the similarity of their economic 
institutions and policy objectives and their common 
concern for fostering industrialization, income redistri-
bution, and social equality, these countries, along with 
the Soviet Union and others with centrally planned 
economies, formed an economic union—the Council 
for Mutual Economic Assistance (CMEA)—in Jan-
uary 1949. An essent ia l c o m p o n e n t of the Sovie t 
growth strategy, the council provided a f r amework 
within which its members could promote their own 
(and the Soviet Union's) national objectives.3 

The Bulgarian economy showed significant signs 
of weakness as early as the late 1950s, and the gov-
ernment 's f ive-year economic plans issued following 
the nationalization of industry were rarely achieved. 
In recognition of this failure, the government intro-
duced several economic reform programs during the 
1960s and 1970s. At the end of the 1970s, the so-
cal led N e w E c o n o m i c M e c h a n i s m was in t roduced 
with the aim of creat ing se l f - f inancing f i rms at all 
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levels of industry and thereby enhancing productivity 
and efficiency. These reforms were deemed ineffec-
tive. Indeed, the rate of economic development actu-
ally s lowed in the years fo l lowing adopt ion of the 
program. 

Attempts at economic reform continued through the 
1980s. However , as late as 1988 state-owned enter-
prises and cooperatives still dominated the Bulgarian 
economy, producing virtually all of the country's out-
put and employing almost all of the work force. With 
the downfall of the Communist Party in 1989, Bulgar-
ia took its most important steps toward economic re-
form by discont inuing the central p lanning of f i rm 
management and developing the mechanisms to estab-
lish private ownership and property rights. 

The country began the process of economic reform 
with a parliament controlled by a fragile democratic 
coal i t ion. This coa l i t ion co l lapsed in late Oc tobe r 
1992, and it is not yet clear how this development 
will affect the speed with which reforms are imple-
mented. In addition, the country has an external debt 
of approximately $12 billion (U.S.) owed primarily to 
the Federa l R e p u b l i c of G e r m a n y , Japan , and the 
United Kingdom. The government also faces the dif-
ficulties of managing an internal budget deficit esti-
mated to be approximately 9 billion Bulgarian leva 
(approximately $500 million [U.S.] at the current of-
ficial exchange rate of about 23 leva to $1 [U.S.]) for 
fiscal 1992. 

7Tie Structure of the 
Bulgarian Banking System 

The modern era in Bulgarian banking and finance 
began with the passage of the Banking Law of De-
cember 27, 1947, which effectively nationalized the 
system. From 1948 until 1981, this system, similar to 
those of other East European countries, comprised three 
distinct banks. The Bulgarian National Bank, much 
like the Gosbank in the classic Soviet economic model 
of centralized planning, moni tored the f inancial as-
pects and financed the investments of the central gov-
ernment 's annual economic plan. It also monitored the 
payments of enterprises, received their deposits, and 
extended credit in the domestic currency. The Bulgari-
an Foreign Trade Bank had sole responsibility for for-
eign exchange operations (payments associated with 
imports and exports, foreign credits, and management 
of foreign currency reserves). The State Savings Bank 
was limited to serving the household sector, receiving 

their savings deposits and f inancing housing credits 
much as savings and loan associations do in the Unit-
ed States. 

Bulgaria 's three-bank system ended in 1981 when 
the g o v e r n m e n t created a spec ia l bank to f i n a n c e 
business activities that were not included in its offi-
cial economic plan or that exceeded the plan's target 
budget . Further change occurred in 1987, when the 
g o v e r n m e n t set up seven spec ia l i zed c o m m e r c i a l 
banks, each restricted to lending in a particular eco-
nomic sector, such as transportation, electronics, con-
struction, or chemicals. The seven banks operated as 
full-service universal banks, able to provide loans in 
the domestic or foreign currency and to take equity 
posi t ions in other f i rms, companies , and joint ven-
tures in their respective sectors. In 1989 the govern-
ment created fif ty-nine new commercial banks out of 
the former branches of the Bulgarian National Bank 
and s imultaneously el iminated the requirement that 
certain banks engage in specialized lending.4 This ac-
tion allowed all banks to funct ion as universal banks. 
Since 1989 several new banks have been granted char-
ters by the Bulgarian National Bank, including at least 
four private banks (as of late 1992). As of July 1991 
there were a total of seventy-four banks (excluding 
the Bulgarian National Bank and the Bulgarian For-
eign Trade Bank) with a total of 4,033 offices operat-
ing in the country. 

Most Bulgarian banks are organized as joint stock 
companies. Until late 1991 the shares of all banks ex-
cept the four recently created private banks were owned 
principally by the Bulgarian National Bank, the Bul-
garian Foreign Trade Bank, and a few large state en-
terprises in the nonfinancial sector. As of July 1991 
the Bulgarian National Bank owned approximately 32 
percent of the shares of the older commercial banks 
(the seven created in 1987 and the Bulgarian Foreign 
Trade Bank) and about 65 percent of the shares of the 
f i f t y -n ine banks c rea ted in 1989 out of its f o r m e r 
branches. The Bulgarian Foreign Trade Bank and the 
seven specialized banks created in 1987 also own a 
significant percentage of the shares of these fifty-nine 
banks. 

In conjunction with the World Bank, the Bulgarian 
National Bank has designed a merger and privatization 
program to consolidate Bulgaria 's commercial banks 
into eight to ten institutions with shares held by pri-
vate domestic and international investors. The shares 
of the commercial banks owned by the Bulgarian Na-
tional Bank and the state-owned enterprises were re-
cently transferred to the Bank Consolidation Company, 
a wholly owned subsidiary of the Bulgarian National 
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Bank established to manage and oversee the consoli-
dation effort. 

bank ing and Financial System 
Obstacles to the Bulgarian Transition 

Of the many problems confront ing the Bulgarian 
and other East European economies, the lack of well-
funct ioning money and capital markets is especially 
critical. The existing markets in these countries are 
less diverse and stable than those of Western economies 
primarily because they lack the complex information 
required to assess risks and the credi tworthiness of 
borrowers. This dearth of information is understand-
able given that central planning regimes offered few 
incentives to accumulate such data. 

Before 1987 the governments of centrally planned 
economies like Bulgaria served as the lender of last re-
sort, automatically financing the losses of state-owned 
enterprises. These governments essentially provided a 
form of comprehens ive insurance to f i rms wi thout 
charging the appropriate premiums, and this practice 
led, in most cases, to the overextension of credit be-
tween state-owned enterprises and by commercial banks 
to these f irms. In Bulgaria, where most commercial 
banks' balance sheets are dominated by such loans, an 
estimated 54 percent of all bank credits, equaling 34.4 
percent of the country's gross domestic product, were 
nonperforming. For the specialized commercial banks 
created in 1987, nonperforming loans accounted for 
65 percent of the loans held on their balance sheets.5 

Currently, Bulgarian state-owned enterprises have 
an estimated total outstanding debt of about 100 bil-
lion leva. Of this total, more than a quarter is owed to 
other state-owned enterprises and about half is owed 
to Bulgarian commercial banks. This interdependence 
of the balance sheets of state-owned enterprises and 
commercial banks impedes the operation of the Bul-
garian money and capital markets because it makes it 
difficult to distinguish efficient and economically or 
financially viable f i rms f rom those that are inefficient 
and nonviable. This situation, in turn, makes it almost 
impossible for banks or other investors to make ratio-
nal credit decisions, creating negative spillover effects 
for consumers. 

The overall uncertainty in the Bulgarian economy 
adversely affects the profitabili ty of business enter-
prises in general and reduces the market value of their 
instal led capi tal , thereby l imit ing their capaci ty to 
borrow against this capital. This atmosphere of uncer-

tainty, overlying a complex system of interfirm cred-
its that links the fortunes of well-run f irms to the poor-
ly run ones , is s l owing the t rans i t ion to a marke t 
economy. 

The narrowness of the capital markets in the evolv-
ing economies of Bulgaria and other East European 
countries exposes investors and creditors to excessive 
degrees of systemic risk because they cannot diversify. 
This inability to diversify leads to large risk premiums 
and overly expensive credit, and, coupled with the in-
terdependence of state-owned enterprises ' and com-
mercial banks ' balance sheets, al lows small shocks 
incurred by a particular firm or sector to be transmit-
ted to other f i rms and sectors and eventually to the 
commercia l banks and the entire economy. To limit 
their exposure to such risks, lenders and investors will 
tend to shorten their investment and lending horizons. 
From a social viewpoint the domination of short-term 
quick-payback investments may not be optimal be-
cause they may squeeze out more desirable (and more 
profitable) longer-term investments. 

.Removing the Obstacles 

The factors identified above represent major im-
pediments to Bulgaria 's successful shift to a market 
economy. It is clear that the Bulgarian banking and fi-
nancial system would be made more efficient by the 
implementation of policies that would ( 1 ) improve the 
f inancia l in fo rmat ion sys tem and the legal inst ru-
ments available to lenders, investors, and borrowers; 
(2) cleanse commercial banks' and state-owned enter-
prises' balance sheets of their bad loans; and (3) en-
hance Bulgarian policymakers ' credibility. 

Financial Information. An improved financial in-
format ion system in Bulgaria and similar transition 
economies would provide for a better assessment of 
individual f i rms ' creditworthiness, thereby encourag-
ing more lending and investment. Developing a frame-
work of legal ins t ruments to en fo rce contracts and 
protect both lenders ' and borrowers ' property rights 
would also improve the lending environment. 

A uniform set of transparent accounting standards, 
including rules for public disclosure of nonproprietary 
financial information, is critical to the further liberal-
ization of Bulgaria's banking and financial sectors. Ac-
counting standards form part of the resource allocation 
process, allowing banks to compare the merits of one 
borrower over another. Similarly, bank supervisors, in-
vestors, deposi tors , and managers need dependable 
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bank financial statements to make informed judgments 
about bank financial health and performance. 

For banks, a vital component of the accounting sys-
tem is a set of rules relating to valuation of assets and 
capital. Without such rules, accounting systems be-
come relatively worthless and the value of banks' eq-
uity capital may be called into question. Assets need 
to be valued on a bank's books at their true worth, par-
ticularly when this value is less than the price paid for 
them. Cons ider ing the scope of the nonpe r fo rming 
loan problem among Bulgarian commercial banks, the 
application of accounting standards would require that 
such assets be written down or written off, depending 
on their status, before the banks will be free to func-
tion as true financial intermediaries. 

Cleans ing Balance Sheets . F inding appropr ia te 
ways to clean up commercial banks ' and state-owned 
f i rms ' balance sheets f rom bad loans would uncouple 
the fortunes of f i rms that should continue operating 
f rom those that ought to be shut down, restructured, or 
reorganized. A major challenge in Bulgaria and other 
former Soviet Bloc countries is to achieve this objec-
tive without imposing excessive costs on the national 
budget or fur ther hamper ing the incentive structure 
faced by market participants. 

A number of me thods for c leansing the balance 
sheets of commercial banks and state-owned enterprises 
are being debated in the transition economies of East-
ern Europe: the simple cancellation of state-owned en-
terprises' debts, socialization or nationalization of bad 
debts, privatization of bad debts through specialized 
asset liquidation or carve-out companies , or liquida-
tion and restructuring of banks and state-owned enter-
prises through a specialized government restructuring 
agency or company. 

The simple cancellation of all debts of state-owned 
enterprises is not advisable for several reasons. First, 
such a step would reduce the working capital of credi-
tor f i rms and banks; it also carries the risk of driving 
good f irms whose cash-flow requirements depend crit-
ically on debt service receipts into bankruptcy. Simi-
larly, cancellation of only the acknowledged bad debts 
of s ta te-owned enterpr ises is i l l -advised because it 
could give rise to serious moral hazard or other incen-
tive problems. Such a plan of debt forgiveness or can-
cellation might lead suppliers of inputs to the state-
owned companies (both good and bad) to withhold 
f inancing in fear of further debt cancellation by the 
government or the outright repudiation of these obli-
gations by state-owned enterprises in hopes of receiv-
ing fur ther government protect ion. To the contrary, 
the East European governments should consider ex-

tending the credit of p rof i t ab le s ta te -owned enter -
prises to minimize disruptions to the financial sector 
as banks ' and state-owned f i rms ' balance sheets are 
cleansed.6 

Separating the future prospects of the debtor and 
creditor enterprises and banks through the nationaliza-
tion, socialization, or absorption of bad debts by the 
government is a feasible alternative to a simple debt 
cancellation policy. Such actions would transform the 
nature of these debts and alter their risk characteristics 
without changing their magnitude. 

Tn nationalizing the debt, the government can en-
gage in debt-for-debt swaps, exchanging its own debt 
(bonds or bills) for the bad loans that creditor f i rms 
and banks hold against other enterprises. In essence 
the transaction would recapitalize the f irms and banks 
by replacing bad loans with government obligations 
and transforming debtor f i rms ' liabilities to other en-
terprises and banks into government l iabili t ies. By 
acting as a financial intermediary, the government es-
sentially transfers the cost of the restructuring to Bul-
garian taxpayers.7 

By servicing its own debt the government would 
ensure that the creditor enterprises and banks are paid 
off. However, to secure its capacity to service its debt, 
the government must have at its disposal a functional 
tax system capable of collecting the needed revenues 
without resorting to inflationary finance. This need for 
revenue points out the urgency for quick development 
of an efficient tax and collection system. 

The Bulgarian government has, in principle, adopted 
this bad-debt nationalization plan for a portion of com-
mercial banks' bad loans granted before 1990. However, 
given Bulgaria's internal budget deficit, its tax system 
will have difficulty coping with the debt-service re-
quirements on the government bonds used in this plan, 
as acknowledged by the existence of a five-year mora-
torium on the payment of interest on this debt.8 

The presence of the internal budget deficit calls for 
other, innovative solutions to the country 's bad debt 
problem. In addition to the debt swap program, the 
Bulgarian government has established the Bank Con-
solidation Company—similar in some respects to the 
Resolut ion Trust Corpora t ion in the Uni ted States, 
which is charged with l iquidating f inancial ly fa i led 
savings and loan associations—to oversee the restruc-
turing, consolidation, and privatization of the banking 
system.9 A similar agency is being formed to handle 
this process for s tate-owned enterprises. The use of 
government entities to carry out the restructuring re-
flects the general lack of information on asset values, 
a shortage of private risk capital, and the absence of 
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established markets for asset liquidation. Thus, unlike 
the United States in recent cases, Bulgaria cannot rely 
on the formation of private companies to purchase and 
liquidate the failed companies. 

In short, cleansing the balance sheets of the com-
mercial banks and viable state-owned enterprises is 
critical to the success of the ongoing Bulgarian transi-
tion. Once these balance sheets are cleaned up and 
better valuation of assets is possible, the economy can 
be further opened up and the benefits associated with 
foreign capital investment can be realized. These ben-
efits include financial and managerial assistance and 
better access to international capital markets. Foreign 
investors and managers can bring the know-how, con-
tacts, information, and other skills needed to augment 
the country's existing expertise and improve the func-
tioning of domestic money and capital markets. 

Enhancing Credibility. Among the countries of 
Eastern Europe , another obs tac le to the successfu l 
t ransformat ion to a market economy is government 
pol icymakers ' lack of credibility, which adds to the 
uncertainty faced by economic agents and results in 
ineff ic ient decis ion mak ing a m o n g market par t ic i -
pan t s because they do not k n o w the " ru le s of the 
game" in the newly liberalized markets. To enhance 
their credibility, policymakers must demonstrate that 
they are willing to introduce fundamental change in 
the manner in which policy is conducted and to be 
consistent in their policy choices. The adoption of a 
rule-based policy f ramework rather than one based on 
discretion represents one way of gaining credibility. A 
rule-based f ramework tends to reduce the perception 
of arbitrariness and thereby strengthens confidence in 
the policy-making process. However, a system devoid 
of some discretionary leeway is not advisable because 
it may not allow policymakers to respond to econom-
ic shocks or political crises in a timely and appropri-
ate fashion. 

Regardless of the degree of discretion allowed poli-
cymakers in these transition economies, at least two 
elements of policy credibility are crucial to the success 
of the changes. First, the economic reform program it-
self must be credible. It should be feasible, stand up to 
the test of professional scrutiny, and reflect the experi-
ences and lessons f rom similar episodes in other coun-
tries. Second, policy commitments must be credible. 
They must not be changed in midcourse to take advan-
tage of private sector agents ' response to the initially 
announced policies. This practice can only result in 
policy ineffect iveness as economic dec is ionmakers 
learn not to trust their policymakers and react to policy 
pronouncements in perverse and undesirable ways that 

neutralize the policies' intended effects. Clearly, policy-
makers must f ind ways to guarantee to market partici-
pants that policy will not be used to their disadvantage 
after they have altered their behavior in response to 
policy pronouncements. 

There are many ways of achieving consistency and 
credibility in policy making in Bulgaria and the other 
former Soviet Bloc countries. Among these are polit-
ical constraints like those imposed by consti tut ions 
(such as ba lanced b u d g e t p rov i s ions ) ; legal con -
straints set forth by parliaments, congresses, and oth-
er official governing bodies; and external constraints 
of the type imposed by internat ional organizat ions 
such as the Basle Commi t tee on Banking Supervi-
sion, the Genera l Agreemen t on Tar i f fs and Trade 
(GATT), the Internat ional Monetary Fund , and the 
World Bank. 

T h e newly f o r m e d d e m o c r a t i c g o v e r n m e n t s of 
Eastern Europe face enormous political pressures as 
they attempt to implement reforms. In such an envi-
ronment , the value of economic policy constra ints 
imposed by international agencies should not be un-
derestimated. In most cases these restrictions, in addi-
tion to fostering a smooth transition, also contribute 
much in the way of binding policymakers to credible 
and consistent economic policies. 

The Bulgarian Banking Industry's Future 

The short-run prospects of the Bulgarian banking in-
dustry hinge directly on the ability of the Bank Consol-
idation Company to carry out its task of restructuring, 
consolidation, and privatization. Given the banking sec-
tor ' s key role in the economic development process, 
the future of the Bulgarian economic transition is seen 
to depend critically on developments in this sector. 

T h e Bank Consol ida t ion C o m p a n y ' s initial goal 
was to reduce the number of commercial banks f rom 
about seventy-four to around eight or ten through a ju-
dicious merger and consolidation program beginning 
in October 1991 and ending in February 1992. For nu-
merous reasons, this ambitious goal was not achieved. 
As of September 1992 one merger involving twenty-
two commercial banks was formalized with the volun-
tary signing of a merger agreement, spearheaded by 
the Bank Consolidat ion Company and approved by 
the Bulgarian National Bank, that resulted in the for-
mation of the United Bulgarian Bank (formerly named 
the Bulgarian Credit Bank). This bank anticipates re-
ceiving equity investments and technical assistance 
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from the European Bank for Reconstruction and De-
velopment and other foreign organizations. Currently, 
it is anticipated that two or three mergers involving 
other commercial banks will be formalized during the 
winter of 1993. 

Considering the magnitude of its task, it is not sur-
prising that the Bank Consolidation Company failed to 
meet its initial consolidation goals. Clearly, the con-
solidation effort cannot be effectively carried out with-
out proper attention to the problems discussed in this 
article. In trying to achieve consolidation, the Bank 
Conso l ida t i on C o m p a n y faces a bank ing indus t ry 
characterized by numerous banks of inefficient size 
(too small to exploit economies of scale) with undiver-
sified loan portfolios, poor-quality assets and exces-
sive bad debts, inadequate equity capital, and a labor 
force generally lacking in modern banking and finan-
cial skills. 

Despite its lack of resources, the Bank Consolida-
tion Company has made important strides in establish-
ing a f r a m e w o r k fo r merg ing Bu lga r i a ' s banks . A 
uniform accounting system and an analysis system for 
appraising banks ' f inancial health have been estab-
lished. The analysis system resembles the C A M E L 
rating system used by commercial bank regulators in 
the United States, which appraises bank capital, asset 
quality, management , earnings potential, and liquidi-
ty fo r all commerc ia l banks as well as for merger 
candidates. Under the Bank Consolidation Company 's 
guidel ines , the bank resul t ing f r o m a merger mus t 
have sufficient equity capital in accordance with the 
existing international capital regulations (8 percent of 
total assets), must not contain excessive bad debts in 
its loan portfolio (nonperforming assets must be writ-
ten down, written off, or reserved), and must be well 

1. During the spring of 1992 the author was on special assignment 
in Bulgaria working with the University of Delaware-Bulgarian 
Coalition and with the Bulgarian National Bank and its Bank 
Consolidation Company. More recently, he visited Bulgaria as 
part of a Federal Reserve' Bank of Atlanta-U.S. Treasury short-
term technical assistance mission at the Bank Consolidation 
Company. Much of this article is based on information ob-
tained during these visits, such as unpublished memoranda and 
conversations with officials of the Bulgarian National Bank, 
the Bulgarian Bank Consolidation Company, the International 
Monetary Fund, the World Bank, the University of Delaware-

diversified. In addition, the bank management must be 
of high quality, and the bank must have positive earn-
ings potential and excellent liquidity on its balance 
sheet. As for most Western banks, the merged institu-
tion must also have formal written policies covering 
all aspects of its operations. 

Conclusion 

A natural function for banks in the transition from a 
command to a market economy is to replace central 
plans for financial intermediation and economic devel-
opment in such a way as to bring market forces to bear 
on the process of transferring savings into investment. 
This process is the key to both the failure of the sys-
tem of central planning in pre-1989 Bulgaria and to 
the country's prospects for future economic reform. 

Unfortunately, as this article suggests, the Bulgari-
an banking and financial system is currently incapable 
of carrying out this function effectively. The problems 
in the Bulgarian banking and financial system are both 
broad-based and deep- rooted and will probably be 
eliminated only through a slow and difficult process of 
economic transition. Despite this pessimistic outlook, 
however, there are several positive developments taking 
place in the banking system. Bulgarian policymakers 
seem to understand the need for further banking sys-
tem reform and are taking steps to restructure the in-
dustry to put it on a sound economic footing. As these 
system reforms are carried out, they should generate 
posit ive external ef fects fo r price re form, monetary 
policy, trade liberalization, and other key elements in 
the economic transition process. 

Notes 

Bulgarian Coalition, and the managements of several Bulgarian 
commercial banks. 

2. This description draws heavily on documents of the Bulgari-
an National Bank, including its 1990 Annual Report. 

3. Approximately 90 percent of Bulgaria 's foreign trade was 
conduc ted with C M E A count r ies until 1989, when the 
CMEA relationships began to disintegrate. 

4. Although sector-specific lending by commercial banks is no 
longer mandatory, many still lend to only a few firms in des-
ignated sectors. This behavior, combined with the fact that 
many of the newly created commercial banks were allocated 
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the loans accumulated by state-owned enterprises under the 
old Gosbank-type financial system, has resulted in a banking 
system characterized by inadequate loan portfolio diversifi-
cation. Inadequate diversification exacerbates other problems 
in Bulgaria's banks, including small capital bases and inex-
perienced managements, that are discussed elsewhere in the 
article. 

5. Given the accounting principles employed in Bulgarian banks, 
these estimates are extremely conservative by Western stan-
dards. 

6. Identifying which state-owned enterprises are profitable re-
quires the adoption of meaningful accounting conventions, 
as discussed earlier. 

7. It should be kept in mind that, unlike bad loans that resulted 
from the savings and loan debacle in the United States, the 
bad loans of the Bulgarian commercial banks have always 
been government obligations. These loans were made by the 
government's monobank and assigned to the newly created 
commercial banks once the two-tiered banking system was 

adopted. However, as in the U.S. savings and loan crisis, the 
Bulgarian government should commit not to engage in future 
bailouts of banks if it is to avoid the problems of excessive 
risk taking associated with the moral hazard dilemma. 

8. However it is financed, any plan to nationalize debt hinges 
on the question of government credibility; government bonds 
swapped for bad loans must be marketable if the plan is to 
be effective. By substituting public debt for private or quasi-
private debt, the government is merely making explicit an 
existing obligation. The point is that it must commit itself to 
raise taxes or earmark revenues (for example, cut future 
spending) to service this newly issued debt. If the govern-
ment cannot credibly commit , its debt will not be mar-
ketable. An al ternative to the issue of government debt 
would be obligations of the central bank serviced by ear-
marked taxes (fees) collected from the banking system. 

9. The activities of the Bank Consolidation Company are dis-
cussed in more detail in the section that follows. 
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