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Banking Sector
The banking system in Bulgaria still cannot overcome the consequences of the severe economic crisis, which affected the income of the
households and the solvency of the firms. The level of bad credits did
not reach its peak. Assuming the debt crisis in Europe and the stagnation in the construction sector on a national level our expectations for
an improvement in the economic environment for the last 12 months
turned out to be too optimistic. Positive events for the last year were
the high liquidity in the banking system and the augmentation in the
savings, although there was a peak in the level of non-performing
credits for private parties. Interest rates are still declining, which will
stimulate the lending and the consumption in Bulgaria.
Stable trend of growth in assets
The growth of
assets is a stable tendency

The tendency of assets growth, which settled at the beginning of the last year ,
proved to be stable with the exception of some minor fluctuations. Banks attract substantial cash flows, mostly through deposits from firms and private
clients. The trend will probably continue over the next year .
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Source: Bulgarian National Bank
At the end of the second quarter , the assets in the local banking system e xceeded 79 billion BGN. The credits comprised 83% of the total assets and declined a bit. Half of the growth in the assets transformed to loans to corporate
clients.
BGN '000

2005

2006

2007

2008

2009

2010

2011

2Q 2012

Total Assets

32 850 884 42 194 864 59 089 503 69 560 455 70 867 899 73 725 696 76 811 182 79 413 571

Total Gross Loans

24 222 552 31 393 273 45 875 596 56 938 525 59 852 752 61 508 298 64 352 181 65 741 770

As Percentage of Assets
Total Loans to NFIs and Other Clients
As Percentage of Assets
Total Claims on Financial Institutions
As Percentage of Assets

73.73%

74.40%

77.64%

81.85%

84.46%

83.43%

83.78%

82.78%

18 379 092 22 770 569 37 950 637 50 189 461 52 449 151 53 854 013 56 043 694 56 823 416
55.95%

53.97%

64.23%

72.15%

74.01%

73.05%

5 843 460

8 622 704

7 924 959

6 749 064

7 403 601

7 654 285

17.79%

20.44%

13.41%

9.70%

10.45%

10.38%

Source: Bulgarian National Bank
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72.96%

71.55%

8 308 487 8 918 354
10.82%

11.23%
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Graph 2

Source: Bulgarian National Bank, National Statistical Institute
The ratio
assets-to-GDP
is increasing
slightly

The economic growth in the country was powered largely by the credit activity
of banks. Since 2007 onwards, the level of assets is relatively constant with
respect to the nominal GDP . The penetration of banking services reached its
maximum under the current level of economic activity and is not expected to
increase in mid-term perspective. The saving rate of the population is relatively
high, as the deposits of the private parties grow faster than the rest. There is a
reduction in the deposits of financial institutions that can be attributed to rising
savings. Increase in the assets-to-GDP ratio could appear only after structural
changes in the banking sector such as shifting the focus on investment banking
sector . However , this is not a very likely scenario.
Bulgarian Banks have sufficient level of capital
The high level of equity, together with the accumulated provisions and profits ,
prevented the financial system from bankruptcy of banks due to bad credits.

Graph 3

Source: Bulgarian National Bank
Banks are secured with sufficient amount of
capital

The capital adequacy of the banking system remains very good, thanks to the
profits and the accumulated reserves. Some banks were given recommendations to raise capital from BNB in order to improve their capital adequacy.
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Graph 4

Source: Bulgarian National Bank
The level of capital of banks
follows the
trend of growth
in the assets

The level of capital in the banking system has not changed substantially over
the past two years, remaining on 13.5% of the assets. During the second quarter , the percentage of the equity out of the total assets has decreased slightly.
This is due to the fall in the level of bank reserves. For the first half of the year ,
there are no substantial changes the capital structure of banks.

BGN '000

2005

2006

2007

2008

2009

2010

2011

2Q 2012

Total Equity

3 446 356

4 388 784

6 208 461

7 930 886

9 456 575 10 032 261 10 448 465 10 548 945

Issued capital

1 212 322

1 502 447

2 093 523

2 623 631

3 323 381

3 454 942

3 742 320

3 768 576

35.18%
216 304

34.23%
262 878

33.72%
248 915

33.08%
137 295

35.14%
275 406

34.44%
258 938

35.82%
248 820

35.72%
251 204

As Percentage of Equity
Revaluation reserves
As Percentage of Equity
Reserves
As Percentage of Equity
Income from current year
As Percentage of Equity

6.28%

5.99%

4.01%

1.73%

2.91%

2.58%

2.38%

2.38%

1 433 367

1 812 727

2 507 058

3 569 346

4 818 076

5 373 529

5 560 468

5 894 972

41.59%

41.30%

40.38%

45.01%

50.95%

53.56%

53.22%

55.88%

584 235

807 590

1 143 558

1 386 749

780 192

616 663

586 141

323 445

16.95%

18.40%

18.42%

17.49%

8.25%

6.15%

5.61%

3.07%

Source: BNB; Calculations: Elana Trading
The generated profits in the banking system powered the increase in the equ ity
of banks over the last two years. The achieved financial results compensated
the significant leap in the level of non-performing credits. The profit margin is
at its lowest level for more than a decade due to the crisis with the nonperforming loans.
Lending continues to fall behind
Only the biggest
companies are
given credits
easily

Our expectations for the last year were for a gradual increase in the lending to
firms. Banks had started to seek new opportunities for growth in the lending in
order to maintain their market shares. Meanwhile the level of non-performing
credits kept increasing, and the potential borrowers decided to be cautious
when considering the opportunities for taking new credits. Therefore, only the
level of the large corporate credits increased. Often these are related entities or
are part of economic groups of firms that work with particular banks for decades. As a whole, the level of lending in the economy is falling which has a
negative effect on the economic growth.

-4-

Bulgarian banking sector, August 2012
Graph 5

Source: Bulgarian National Bank
Credits are expected to increase slightly

Upward trend of lending will set in again later on this year , mainly as a result of
the expected fall in the interest rates and the gradual improvement of the economic growth. The loans-to-assets ratio is still falling and any forecasts for increase or stabilization on the current levels would be premature. Lending to
households will keep shrinking and probably will be the last to recover .

Graph 6

Source: Bulgarian National Bank
The level of deposits will grow
faster than
credits

The expectations for stronger growth rate of deposits compared to gross credits
in the banking sector proved to be correct. This trend will probably continue at
least until the end of the year . Significant decrease in the interest rates as well
as improved economic environment in the country is required in order to stimulate the demand for raising capital for investment and construction.
The tendency towards reduction of the loans-to-deposits ratio is not worrisome.
Its level is still higher , compared to the beginning of 2007, and its decline will
allow the adjustments in interest rates to continue.
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Graph 7

Source: Bulgarian National Bank
Corporate credits are still the
dominant

There were no significant changes in the structure of the bank credits for the
past year – credits to corporate clients still comprise the biggest share
(56.5%). The interbank loans recorded an increase while the money lent to
government and municipal authorities is unessential for banks, both as volume
and structural change. Exposures to retail clients were 28% and the decrease
for twelve months is 2 percentage points. The retail credits were equally divided between mortgage loans and consumer loans. Interbank lending represented about 13.6% of the total credits, which is significantly lower than the levels
of 2007 when it was 17%.

Graph 8

Source: Bulgarian National Bank
The risk of losses remains high

Consumer loans are the riskiest exposition in the banks’ portfolio. Just below
12% of the gross consumer loans are impaired and their growth was ceased
since the middle of the last year . The picture with the housing loans was similar
and they will probably shift the peak of the level of impairment costs to the
next year .
There was a slight increase in the impaired credits to corporate clients and this
trend is going to be more permanent. However , the level of impairment of corporate loans was still significantly lower than the level of impairment of consumer loans and even compared to the average level of non-performing credits
in the banking system, which is 16%. The risk of accumulation of further losses
remained high since the levels of bad credits and impairment costs had not
reached their peak yet.
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Stable growth of deposits
Graph 9

Source: Bulgarian National Bank
Accelerated
growth rate of
deposits

The growth rate of the deposits was stable and it is expected to keep the same
trend until the end of the year due to economic factors and low confidence of
the consumers. The slowdown in the growth of the deposits over the fourth
quarter of 2011 could be explained by seasonality, since household expenses
increase naturally during the holidays. The share of deposits in liabilities in the
banking system maintains at the same level. The calculations for the graph
exclude the attracted liabilities other than deposits.

Graph 10

Source: Bulgarian National Bank
Deposits of
households have
the fastest
growth

Deposits of households have already reached 50% of the total attracted funds.
The saving rate is high. The annual growth of the savings is between 11% and
15%, which is significantly higher than the interest rates on deposits. This tendency is expected to continue over the next 12 months since the households
restrain from capital expenditures. Deposits of firms increased at a moderate
rate over the last two years and showed a temperate slowdown for the second
quarter . This is seen as a sign for stabilization of the economy and it is expected to continue over the next year . The interest rate on deposits will bear a
downward pressure, since the free cash will be an obstacle for the profitability
of banks.
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BGN '000

2005

2006

2007

2008

2009

2010

2011

2Q 2012

Total Assets

32 850 884 42 194 864 59 089 503 69 560 455 70 867 899 73 725 696 76 811 182 79 413 571

Total Deposits

25 412 517 33 188 318 49 271 146 57 246 776 57 834 931 60 211 232 65 606 584 68 154 641

As Percentage of Assets

77.36%

Deposits of Financial Institutions
As Percentage of Assets

4 966 384
15.12%

78.65%

83.38%

82.30%

81.61%

81.67%

85.41%

85.82%

5 628 307 10 266 006 15 304 824 14 399 190 13 082 797 10 018 514 10 621 425
13.34%

17.37%

22.00%

20.32%

17.75%

13.04%

13.37%

Source: Bulgarian National Bank
Deposits of the credit institutions dropped below 13% of the total assets over
the first quarter , while afterwards there was a slight rise to 13.4%. Part of these funds came from foreign investments. The level of foreign investments decreased significantly over the last years and now they are no longer an essential source of finance for banks.
Graph 11

Source: Bulgarian National Bank
Banks invest
their free cash
resources in
financial instruments

The low level of credits and the rise in the bank deposits forced banks to put
their funds into government bonds. The financial assets include those held for
trading, those designed at fair value through profit or loss, the assets available
for sale and investments held to maturity. Their total value is exceeding BGN 7
billion.
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Financial Results
The banking system achieves net profit despite the large depreciation
of assets. This is due to the high interest rates on credits and the relatively low level of impairment considering the bad loans.
Graph 12

Source: Bulgarian National Bank
Interest margin
fell substantially

The value of the net interest margin s hrank further over the last few quarters.
Interest expenses on deposits increased slightly, but the declining income from
interest on credits stayed rather unchanged. That is why banks are expected to
be more active in lending and most of all to reduce the interest rates on deposits.
The dynamics of interest rates
The expectations are that in the next few quarters the net interest margin will
continue falling since the interest rates on deposits will decline additionally.
Furthermore, due to competition in the banking sector the interest rates on
credits will fall too. The rates of change however will not be significant.

Graph 13

Source: Bulgarian National Bank
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Banks reduce
the interest
rates for corporate clients

Interest rates on credits are falling and this is mainly seen on the corporate
loans. There are two reasons explaining this trend. First, banks compete to
attract the well performing Bulgarian companies as clients. The second and the
more important reason is the high level of bad loans, which forced banks to
restructure credits so that companies will still be able to pay back their debts
after periods of initial delay. Banks aim to preserve their cash flows since their
debtors are experiencing serious financial problems and the risk from bankruptcy is substantial.

BGN '000
2004
2005
2006
2007
2008
Total Assets
24 917 359 32 850 884 42 194 864 59 089 503 69 560 455
Interest Income
1 391 229 1 957 287 2 433 068 3 419 488 4 918 001
As Percentage of Assets
5.58%
5.96%
5.77%
5.79%
7.07%
Interest Expenses
364 975 599 394 842 003 1 247 907 2 130 369
As Percentage of Assets
1.46%
1.82%
2.00%
2.11%
3.06%
Net interest income
1 026 254 1 357 893 1 591 065 2 171 581 2 787 632
As Percentage of Assets
4.12%
4.13%
3.77%
3.68%
4.01%
Source: Bulgarian National Bank; Calculations: Elana Trading

2009
70 867 899
5 161 490
7.28%
2 314 459
3.27%
2 847 031
4.02%

2010
73 725 696
5 070 996
6.88%
2 153 762
2.92%
2 917 234
3.96%

2011
76 811 182
5 029 255
6.55%
2 160 282
2.81%
2 868 973
3.74%

Graph 14

Source: Bulgarian National Bank
Interest rates
on deposits
have stabilized

Interest rates on deposits are falling slowly. They are still around the levels
from the beginning of 2007 and there is still space for further reductions. At
that time there was access to cheaper financial resources from abroad, which
had a substantial effect for the Bulgarian banking system. The interest rates on
deposits for households in BGN are still high. Banks follow a policy of keeping
the pool of private clients and setting the interest rates back at the levels 2007
would require more time.
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Graph 15

Source: Bulgarian National Bank
Decline in the
impairment
does not mean
improvement

Impairment costs increased significantly along with the increase in the non performing credits. However , the reduction in the expenses on impairment that
was observed during the first quarter does not match a decline in the bad
loans. Therefore, the observed decline is only temporal. The generated profit of
banks turns out to be higher than the expected when considering the current
level of non-performing credits. It is indeed expected that impairment will still
be high. They will actually fall only in the long run along with the improvement
of non-performing credits. Furthermore, the real estate market is still not recovering to its previous levels and the risk of asset depreciation is soaring, as
banks are not selling out real estates to incorrect payers.

Graph 16

Source: Bulgarian National Bank
Banks rather
count on financial profits

The financial results of bank s maintained at the levels from the last three
years, but the contribution of transactions with securities to the profit is higher . This is mainly due to the appreciation of the Bulgarian government securities in which banks invested their free resources. There is significant variation
in the financial profits generated by the different banks. The percentage of the
assets invested in financial instruments does not grow as fast as it is necessary
in order to maintain the higher level of profits.
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NON-PERFORMING CREDITS
The level of non-performing credits continued to rise steadily
without a slowdown since the beginning of the crisis. This is the
main reason for the deteriorating profits of Bulgarian banks and
the policy of tight credit conditions they are following. Banks limited the provision of loans to individuals and small and mediumsized businesses.
Our expectations for the last year were that the growth rate of
the bad credits would decrease gradually as an absolute value
and as a percentage of the gross credits. Those forecasts proved
to be wrong since the leading banks in Bulgaria stuck to the policy of tight credit conditions and rather focused on providing finance to bigger business projects.
Graph 17

Source: Bulgarian National Bank
The problems
of borrowers
remain

At the end of the first quarter of 2012, the exposures past due over 90
days exceeded 16% of total and kept rising. The declining growth rate of
these exposures during the last year did not appear to be a sign for stabilization. If we add up the amount of 30-day overdue credits to those
overdue more than 90 days, the total percentage grows to 24.31% at the
end of the first half of the year .
The greatest increase was in the credits past due over 180 days. The
credits past due between 90 and 180 days were decreasing in real volume together with watch exposures. This shows the persistency of the
financial problems of the borrowers and the resulting transition of the
non-performing credits from one category to next one.
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Графика 18

Source: Bulgarian National Bank
Additional
growth of bad
loans is expected

The non-performing loans between 31 and 90 days decreased by 14% or
about 686 million BGN compared to the peak from the beginning of
2011, which is a positive sign. The observed reduction is due to the fact
that these credits moved to the next category of non-performing credits,
which increased by more than 500 million BGN for a year . The first half
of the year recorded a new growth in the non-performing credits past
due over 180 days, showing a further deterioration in the credit portfolios
of the banks. So far , the improvement of the banking system is just at its
beginning, which means that there will be at least two more quarters of
worsening credit situation before the stabilization could be expected.

Graph 19

Source: Bulgarian National Bank
The growth rate of the credits past due over 180 day shows an annual
decrease compared to the peak from the beginning of 2011. Reduction in
the watch exposures implies that the growth rate of non-performing
loans overdue more than 90 days will decrease as well. However , it is too
early to talk about a peak in the level of bad credits.
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Graph 20

Source: Bulgarian National Bank
The process of
transformation
from bad loans
to regular credits will take
time

The structural breakdown of credit exposures shows that the percentage
of non-performing corporate loans is bigger than the retail credits. Even
though the difference is rather insignificant, it reflects that currently the
corporate loans are more problematic than the retail credits. Slight decrease in the level of non-performing credits is seen only in the consumer
loans. The data represents the total level of NPL’s, and does not imply
that the ability of borrowers to payback will change after the restructuring of their credit schemes. Improvement in the economic environment in
Bulgaria will result in a significant fall in the percentage of nonperforming credits.

Graph 21

Source: Bulgarian National Bank
Nonperforming
corporate loans
with higher
share in the
large banks

The banks with different market share have similar share of bad credits.
For the banks belonging to the First group (embracing the 5 biggest
banks in Bulgaria, according to the classification of BNB) the proportion
of corporate credits falling into the category “loss” is greater than the
levels in the other banks and the branches of the foreign financial institutions. The level of non-performing loans, past due between 30 and 90
days, is lower for the bigger banks. This implies that bigger banks tend
to restructure the credit schemes for corporate clients. There are no differences when comparing the levels of bad credits to private clients between the bank groups. The first five biggest banks have provided about
a half of all credits to firms and more than two thirds of all loans to private parties.
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holding shares of the analyzed companies, unless otherwise noted.
Regulatory Authority: Financial Supervisory Commission, Shar Planina Street 33, 1303 Sofia, Bulgaria
Information Disclosure: All reasonable care has been taken to ensure the facts stated are accurate and opinions given
are fair and reasonable. Our recommendations are based on information available to the public that we consider to be
reliable but for the completeness and accuracy of which we assume no liability. Neither ELANA Trading, nor its directors,
officers or employees shall in any way be responsible for its contents. The views expressed may differ from the views of
other firm departments or representatives. Additional information is available upon request. Unless otherwise noted,
sources for all information in charts and tables are ELANA Trading’s calculations.
Risks for Investors: Information in this document should not be regarded as an offer to buy or sell any financial instruments. The investment possibilities discussed in this document may not be suitable for certain investors depending on
their specific investment objectives and time horizon or in the context of their overall financial situation. In particular , the
risks associated with an investment in the securities or the financial instruments under discussion are not explained in its
entirety.
The prices or values of the securities may go down as well as up and can fluctuate and fall against the investor . The securities or investments may cause the investor to lose the amount invested. Past performance is not a guide to future performance. Changes in exchange rates may have an adverse effect on the value, price or income of the securities or investments.
Valuation Methods: Company valuations are based on the following methods: multiple-based (P/E, P/B, EV/EBITDA),
historical valuation approaches, peer comparisons, discount models (DCF , DDM) or asset-based evaluation methods. Valuation models are dependent on macroeconomic factors, including interest rates, foreign exchange rates, prices of raw
materials, and any expectations about the economy, the market sentiment. The valuation is based on expectations that
might change rapidly and without notice, depending on developments specific to individual industries and countries. Recommendations and target prices derived from the models might therefore change accordingly. The application of models
depends on forecasts of a range of economic variables, thus there is a range of reasonable variations within models. Any
valuation is dependent upon inputs that are based on the subjective opinion of the analysts carrying out this valuation.
Recommendations: Analyst(s) recommendations are based on the specific factors for the company, sector , country and
global developments, as compared to market indices. Recommendations and opinions reflect ELANA Trading's expectations over the 12-month period following publication from the perspective of long-only investment clients. ELANA Trading
reserves the right to express different or contrary recommendations and opinions for different timescales or for other
types of investment client. Except as otherwise noted, expected performance over next 12 months vary for different recommendations for Bulgarian stocks as follows:
More than 5% higher as compared to SOFIX and BG40 performance
BUY

HOLD
SELL

Market performance, +/-5% as compared to SOFIX and BG40
More than 5% lower as compared to SOFIX and BG40 performance

Frequency of Recommendations: No schedule of recommendations is available. The frequency of recommendations
depends on specific factors to individual companies and the opinion of the analyst(s) for the necessity of minor or major
changes.
Copyrights: The copyrights of ELANA Trading analyses belong to the Research Department of the brokerage and their
content cannot be used for commercial purposes. Replication and redistribution of ELANA Trading analyses content is
expressly prohibited without the prior written consent of the appointed contacts listed below.

For more information, please contact:
Research analyst
Tsvetoslav Tsachev
Tamara Becheva

Phone:
+359 2 810 00 23
+359 2 810 00 27

E-mail:
tsachev@elana.net
becheva@elana.net

Internet:
www.elana.net
www.elana.net

- 15 -

