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Bulgarian banking
systemoO 1T W

ulgarian banking industry developed very rapidly
during the past decade. Consequently, bank
and subsequent
related to mergers and acquisitions, a number of
reputable foreign financial institutions entered the local
banking market. Some of the biggest Greek, ltalian,
French and Austrian financial groups operate in the
sector.

privatization transactions

With Bulgaria's EU accession in 2007, penetration of
banking services surged dramatically. Parent banks
through their local subsidiaries allocated billions of euro
in to the small economy of Bulgaria. In the form of bank
loans, these funds reached households and businesses.
Credit expansion contributed to the renovation and
expansion of production capacity of the economy, but a
significant proportion of the capital was directed to low
productive real estate market and related sectors.
Considerable part of bank loans were used by
households and firms to buy luxury goods (cars,
electronics, which
significant capital outflow from the country and loaded

imported furniture), led to a
current account to a record level (25 percent of GDP for
2007 and 2008)

After the outbreak of the financial crisis that easily
turned in to a general economic one, situation changed
dramatically. Non-performing loans increased in line
with unemployment, declining exports, decline in sales
of businesses and growth in business claims.

The banking system remains stable, but the effects of
the crisis are beginning to be felt more strongly.

Unconditional growth in assets, loans and profits stay in
the past. Bank assets and loan portfolio of the system
increased in 2009 with the symbolic 1.9 and 3.6 percent
respectively, while profit declined by preliminary data by
almost 44 percent. Banks have become very demanding
in terms of the solvency of customers, while significantly
enhanced requirements to the borrowers. Meanwhile,
credit conditions become less favorable, which also
contributed to the decline in volume of new businesses
on loans. The war on deposits battlefield as the main
source of funding at a time when parent banks cannot

finance their Bulgarian divisions led to a significant
increase in interest rates on borrowed resources from
households and businesses.

While over 80 percent of banks’ assets and capital in
Bulgaria are controlled by foreign banks or financial
institutions, distributed in
countries (Greece, Italy, Austria, France, Hungary, etc.),

the ownership is well

so now is unlikely to develop a negative scenario of the
Baltic banks, ownership of which is concentrated in the

hands of Nordic banking groups, which stopped funding
its subsidiaries, and even withdrew capital.

Concentration and market structure

Market power
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Herfindahl-Hirschman Index (HHI) for the Bulgarian
banking system in late 2009 with has a value of 839
points, well below the maximum 10 000. At first glance,
this fact signals a strong competition in the banking
market. HHI index increased from last year. In late 2008
it was at the 829 level, as was the value of the index in
2007. However market share of the 6 largest banks
continues its upward trend and in 2009 increased to
49.5 percent. From this perspective, the banking market

is an oligopolistic situation.
Ownership concentration (by countries)
Nearly 30 percent of bank assets are owned by banks

and branches of Greek financial institutions. Bulgarian
banks followed with 16.40 percent ownership in the



assets, then arrange Italian, Hungarian and Austrian
banking groups with their local branches. Ownership in
the assets and capital is relatively diversified. Currently
Greek debt crisis does not lead to withdrawal of funds
from the system. Local banks are among the most
valuable assets of the Greek banking groups and they in
turn have no intention making them undercapitalized, or
put them in a state of liquidity crisis, the more likely
some of the local units to change their ownership.

Assets ownership structure
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Greek banking groups hold 24.4 percent of the bank
capital in the country, Italian, Bulgarian, Hungarian and
Austrian majority owners follow.

Capital ownership structure

2.7%

~4.7%

3.7%
4.6%

B Greece | [taly m Bulgaria
® Hungary m Austria = Germany
® France = Belgium Other

Penetration of banking services in
Bulgaria

Assets and penetration (trends)
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Over the past four years the importance of the banking
system to the economy rose significantly. The ratio
between bank assets and gross domestic product
increased from 85 percent at the end of 2006 to 107
percent by the end of 2009. Assets of commercial banks
rose from 42.2 billion euro to 70.9 billion euro for the
period 31.12.2006-31.12.2009.

Privatization and consolidation of the bank capital in the
country directed billions of leva provided by parent
banks to their
respectively,

local subsidiaries. Loan portfolios,

branches soared.
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Unfortunately most of the loans from the credit bum era
(2006-2008 vyear)
properties, furnitures, appliances, new cars and luxury

were used for acquisition of
goods that heavily loaded current account led to high
inflation and to economic imbalances. Hopefully the
economic agents take their lesson in the next up trend in

business cycle and act more rationally.

Commercial banks market share

Market share, trends

* 2009 2008 2007

Groupl
UniCredit Bulbank 16.3% 15.8% 15.3%
DSK Bank 12.3% 12.5% 13.3%
United Bulgarian Bank 11.5% 11.1% 10.4%
Raiffeisenbank (Bulgaria) 94% 9.9% 10.1%
Eurobank EFG Bulgaria 85% 7.8% 7.4%

Groupll
First Investment Bank 58% 6.1% 7.1%
Piraeus Bank Bulgaria 51% 6.0% 6.0%
Societe Generale Expressbank  4.1% 3.6% 3.0%
Corporate Commercial Bank 29% 3.0% 3.0%
CIBANK 27% 2.7% 3.4%
Central Cooperati\&ank 2.6% 24% 2.6%
Allianz Bank Bulgaria 23% 23% 2.5%
MKB Unionbank 23% 22% 1.7%
Investbank 14% 1.6% 1.8%
ProCredit Bank (Bulgaria) 1.4% 1.4% 1.4%
Bulgarian Development Bank 1.3% 0.6% 0.4%
Municipal Bank 1.2% 1.4% 1.7%
BulgariarAmericarCredit Bank 1.1% 1.2% 1.2%
International Asset Bank 0.7% 0.8% 0.9%
Emporiki BankBulgaria 0.7% 0.7% 0.4%
D Commerce Bank 05% 0.4% 0.4%
Tokuda Bank 05% 0.5% 0.5%
NLB Bank Sofia 03% 0.3% 0.3%
Texim Private Enterpreneurial 01% 0.1% 0.1%
Bank

Grouplll
ALPHA Bank S.ABranch 32% 3.1% 2.5%
ING Bank N.®@Branch 0.7% 0.7% 0.7%
BNP Paribas S.ABranch 06% 1.1% 0.9%
Citibank N.A.Branch 05% 0.6% 0.7%
T.C. Ziraat Bankagranch 0.1% 0.1% 0.1%
Reg Investment BandBranch 0.0% 0.0% 0.0%

Assets mIin.BGN 70 868 69 560 59 090

*BNB classification

Over the past three years only Unicredit Bulbank and
UBB managed to increase their market share among the
banks of Group 1. The gap between the last bank in
Group 1 and the first bank of the second group keeps

widening. Leading five banks have increasing their
market power.

In 2009, second group banks shuffled their positions
First
Bulgaria, CIBank and Investbank lost market share, while

more often. Investment Bank, Piraeus Bank
Municipal Bank, Societe Generale and Unionbank grew
the proportion of total assets in the banking system.

Loans

Loan portfolio, trends

In recent years, credit growth significantly outstripped
growth in GDP and productivity of the economy. Part of
the company's loans were used for the upgrading of
production facilities and expanding the capacity of the
economy, but significant part of the companies' bank
loans and retail loans were steered in to the low
productive real estate sector, the purchase of furniture,
which
ultimately led to a serious burden on the current

electronics, automobiles and luxury goods,

account balance.

Key financials

nin.BGN 2007 2008 2009
Loans and advancégross 45876 56939 59 853
Governments 165 183 199
Credit institutions 7925 6749 7404
Noncredit institutions 508 766 875

Firms 24 305 31883 32712

Retalil 12972 17 357 18 664

Housing mortgage loans to 5890 8257 8954
individuals

Consumer loans 7082 9100 9711

*Gross nominalvalues without being actualized with
loan loss provisions

Retail exposures, particularly residential mortgage loans
to individuals represent a low systemic risk, unlike the
banking systems in Estonia, Latvia, Lithuania and Croatia,
for example. The next credit expansion must be
channeled to create high added value and high-
performance business.

Interest rates (loans)

Interest rates in the banking system eased in 2009,
although a minimum growth is evident. In 2008, interest
rates on loans skyrocketed, on average by 120 basis

points to 8 percent. Loans to households got more
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expensive in 2009, but this group appreciation was
offset by the cheaper business loans and lower interest
rates on loans to credit institutions.

Interest rates
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Concentration of credit portfolio (by client
groups)

The share of corporate loans in total loans mix
decreased to 54.7 percent in 2009, at the expense of

growth in the share of loans to households.

Loans, clients structure
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Currency structure

Less likely scenario is the failure of the currency board,
which is synonymous to the weakening of local currency
against the euro. However, banks are still heavily
discounting this risk, respond to it with growth in loans

denominated in foreign currencies, mainly euros. In
2009 nearly 62 percent of all loans are denominated in
foreign currency. Many of the BGN denominated loans
lend have a clause in the credit agreement, which allows
banks in case of BGN devaluation to transform their BGN
claims in euro. Hypothetical depreciation of the lev
against the euro will lead to the failure of borrowers to
service their appreciated loans in national currency and
a wave of non-performing loans will be seen, which will
finally lead to banking system decapitalization. Growth
in the currency component of borrowed funds is among
the main culprits for the increase in loans granted in
foreign currency.
FX share of loans
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Fortunately, international reserves of Bulgarian National
Bank grow so that cements the current rate between
BGN and EUR, at which Bulgaria will most likely join the
Eurozone in the coming 3-5 years.

FX share of loans (by client group)
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Bad loans
Loan loss provisions

It is normally with such a deep recession, firms and
households to experience serious problems in servicing
their debt. Accrued provision for impairment losses on
loans amounted to 2.1 billion leva and correspond to 3.5
percent of gross loans in the system. The actual situation
of non-performing loans is worse than reported in the
bank statements. Credit institutions managed through
renegotiating and reinitialization of problem loans to not
report them in the "problematic" column. However, this
will depress financial results a long time due to the
financial system, while the problem loan negative effects
are absorbed .

Loan loss provisions
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Provisions (by customer group)

Consumer loans are most risky in the banks’ credit

portfolio, business loans and mortgage loans to

individuals follow them.

Loans provisions
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Housing mortgage loans to individuals
Consumer lons

Banks experience difficulties to renegotiate terms on
consumer loans already lent because of the large
number of borrowers and because of the lower amounts
lent compared to business loans for example. Net
income shrank by 1.04 billion leva because of losses
incurred on non performing loans. Impairments in 2008
amounted to 330 million ( 60 percent less than 2009
numbers). Depreciation costs, related to bad loans are
likely to continue to grow in 2010.

Impairment losses
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Attracted funds

Attracted funds, tendencies

Key financials

nin.BGN 2007 2008 2009
Attracted funds by: 52196 60884 60833
Credit Institutions 11503 16562 15179
Deposits 7915 11308 9777
Repo agreements 313 377 568
Shortterm financing 505 1051 2098
Longterm financing 2769 3826 2737
Noncredit institutions 20151 19887 18696
Deposits 19846 19568 18449
Repo agreements 12 50 4
Shortterm financing 24 74 36
Longterm financing 268 195 209
Households 18986 22168 24837
Subordinated debt 1140 1735 1709
Debtcapital (hybrid) instrumen 416 533 412

Although the 2008 financial crisis was at its height in the
Western World, parent banks poured more than 5 billion
BGN in their local branches, encouraging their active
credit activity. It is a large part of these funds were
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channeled into inefficient activities and consumption. In
2009 attracted funds from credit institutions decreased
by 1.4 billion BGN. Growth in deposits of households,
however, offset the decline in borrowings from credit
institutions related companies. Businesses experience
serious problems, this speaks a second consecutive year
decline in firms deposits .

Interest rates on borrowed funds, (by client
group)

Fear of losing a job, immigrant money, deposit tourism,
higher interest rates on deposits are among the most
logical explanation behind the growth in household
deposits in current crisis conjuncture.

Strong deposits demand led to a strong appreciation of
the resources attracted by banks, although not with the
intensity of 2008. Cost of funds in 2009 for the system
stood at 3.67 percent compared to 3.36 percent a year
earlier and 2.18 percent in the pre-crisis 2007. In 2009,
banks paid on average 4.46 percent of funds received by
households and 3.32 percent of funds from business.

Interest rates (by client group)
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Financing through debt-equity (hybrid) instruments
remains the most expensive source of financing for
commercial banks, but this source occupies a very small

share in the total mix of attracted funds.

Credit institutions have provided loans to commercial
banks at an interest rate of 2.67 percent per annum.
Resources from credit institutions are the third largest
source of borrowed funds in the banking system. These

funds are most often associated with foreign bank
centrals. Their local subsidiaries are provided with
cheap and easily accessible resources of parent banks,
which helped them to realize higher profitability than
other local banks. This especially applies to the first®
group of banks who actually led the credit expansion in

the country.
Borrowed funds, clients structure

Share of funds attracted from households increased
significantly over the past 12 months. Higher interest
rates on deposits and negative expectations of economic
agents are key contributors to this fact. While banks
borrow mainly from households, they lent mostly to
corporations. Business loans are with a lower risk profile
compared to loans to households.

Borrowed funds, (by source)
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Currency structure

their
customers with higher interest rates on deposits in local

Banking institutions has been stimulating
currency, however firms and households sacrificed part
of the interest rate through depositing funds in foreign
currency (mostly euro) but trying to minimize the
even that a tiny chance of BGN

currency risk,

devaluation exists.

' According BNB classification, first group banks include the
five biggest banks (by assets) as of the end of 2009
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EX share of attracted funds
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In 2009, share of FX denominated deposits jumped to 65
percent, compared to 60.16 percent of all deposits being
denominated in foreign currency in 2008.

Revenues

Banking revenues and expenses

Net banking income managed to increase, despite the
banks
successfully transferred increased interest expenses to

gloomy economic conditions. Commercial
borrowers, but are having problems with administrative
cost optimization. Namely, there is the potential for
maximizing net income in conditions of such a severe
credit portfolio deterioration. Net fee and commission
income is lower than 2008 value because of the

economical slowdown, but stay above the 2007 level.

Net banking income and C/I ratio
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Net banking income, structure
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In 2009 net interest income retains its share from 75
percent of the net banking income. Banks largely
managed to transfer the increased interest costs on
deposits at higher interest on loans. However, net
interest income grew more slowly than gross interest
revenues due to the rapid increase in interest expenses.




Profitability

Return on equity and assets

Growth in expenses and higher
administrative costs led to a hard depression in the
profitability of the system. Although greatly reduced,

commercial banks reported profits for 2009, while

impairment

commercial banks in the Baltic countries for example
have been operating at a loss due to the large amount of
written off loans.

ROE
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Conclusion

€ If the financial crisis in 2008 largely
round Bulgaria, then in 2009 the economic crisis came at
the small Balkan country at full force. Although it late
coming, it threatens to stay longer and cause more
severe damage than in developed countries. Of course
debt and budgetary burden which they used for going
through the steepest leg of the recession, will have long
term negative effect on their economies, while Bulgaria
has the chance to come in excellent condition by the
crisis as long as the government implements the
necessary reforms to help the process of economic
restructuring and increasing overall effectiveness;

€ Despite the seriousness of the economic
slump, Bulgarian banking system as a whole stands
rather stable - liquid, well capitalized, profitable and
diversified ownership. The economic crisis came just in
time, before swelling debt, consumer and property
bubble become a threat to what happened in the Baltic
states. In its sustainability, banking sector in Bulgaria is
better than many economies in similar economic shape,
but is lacking those who had more moderate and
balanced development in the ascending phase of the
business cycle;

€ Past year market the end of the credit
expansion, but launched a major deposits war between
the banks.
shrank by 8.4 percent or 1.4 billion leva. Companies also

Attracted funds from credit institutions

significantly reduced their cash positions that kept with
commercial banks, throughout this hole is offset by
individuals and households;

€ Overall, banks in the country entered in
2009 in a very different way the new economic
conditions. Some banks passively suffer the blows of the
crisis, others almost do not feel the pressure, and thirds
of very aggressive, became extremely conservative, the
fourths were using low-competition in lending for
expanding their market positions;

€ Banks’ whit  which
operates the system, appreciated, mainly due the

attracted funds,

interest rates increase in the deposits of citizens and
businesses, but to a considerable extent is offset by
cheaper external financing, which in turn is the result of
unprecedented liquidity measures of central banks and
governments in major economies. In some individual
cases, cost of funds appreciation is too drastic and
bank’s management faces serious problems;

€ Contrary to widespread opinion, banks
successfully pass to theirs credit customers more
expensive funding;

€ Sharp decline in net financial result of
the banking system is largely due to increased costs for
impairment of loans. However, poor quality of loan
portfolio does not reveal in full the gloomier situation,
as a result of the undertaken measures by banks in
restructuring, renegotiation, refinancing and more of
problematic loans. However, this will depress profits in
the banking sector for a long time to come;

€ Economic activity slowdown, negatively
impacted on non-interest income of banks and not
allowed them, unlike in 2008 to compensate through it
its deteriorated performance;

€ High administrative expenses remain the
Achilles heel for the system. But here is revealed a
potential for profit maximization through cost cutting.
Despite this fact, administrative expenses are on their
way up.

€ A clear trend of increasing foreign
exchange component exists, as in borrowed funds and
loans. In some banks this is an objective inquiry, but for
other purposeful policy under the influence of increased
currency risk.
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