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Abstract

This article evaluates the potential effects on the financial reporting in the Bulgarian National
Bank (BNB) following its accession to the Eurosystem. By comparing the current International
Financial Reporting Standard (IFRS)-based accounting policy of the BNB and the Eurosystem
accounting framework, the author points out the major differences and emphasizes on how
these differences would be reflected in the potentially modified financial statements of the BNB.
With the conducted comparative analysis, the author indicates the need of special attention on

the way the financial reporting of the BNB would change.
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. Introduction

The accounting framework forms critical part of the reporting process today. While in
narrow sense, we use it to comply with the rules and provisions set in order to establish an
accounting policy, in its broader sense the framework defines the meaning, nature and reason
for accounting as a whole. Doing accounting by strictly following the provisions of a given
framework is an important prerequisite for preparing meaningful and comparable financial
statements.

National legislation, industry specifics and institutional characteristics are just some of
the factors, which predetermine the impossibility to align all applicable financial reporting
frameworks. Consequently, different treatment of elements of financial statements arises, which
to a certain extent is likely to distort the comparability. While obvious in the context of reporting
information in the non-financial sector with the existence of both International Financial
Reporting Standards (i.e. International Accounting Standards) and National Accounting
Standards, mutual co-existence of reporting frameworks appears in the financial sector too. This
assumption is applicable in the scope of the central banks as well. Normally, nowadays central
banks choose among several reporting frameworks out of which: (1) IFRS; (2) local generally
accepted accounting principles, i.e. ‘local GAAP’; (3) Eurosystem® accounting and reporting
framework.

The discussion on this topic looks relevant from the point of view of the BNB. The
potential accession into the Eurosystem would have a substantial impact on the way its
accountancy is conducted. Having in mind that the current applicable accounting framework is
IFRS-based, future access of the BNB into the Eurosystem requires a transition to a framework
which is completely new — the Eurosystem accounting and reporting framework. Thus, the
BNB’s accounting policy should be harmonized with the new reporting framework and the
financial statements would need to be adjusted accordingly.

Therefore, assuming the importance of the matter and being in the context of a potential
transition from one framework to another, it is essential to focus on both reasoning (i.e. what
leads towards the introduction of the new reporting framework) and consequences (i.e. which
are the major outcomes of this potential transition). Whilst the reasoning might be
understandable — the accession of the BNB to the Eurosystem, the potential effects on the
reporting of the BNB require more detailed look. A comparative analysis will contribute and
provide the necessary information for understanding the major consequences that the accession
of the BNB into the Eurosystem comes with.

Il. Mandate and Governance of the Bulgarian National Bank

Il.L1.  Objectives and functions of the Bulgarian National Bank

The Bulgarian National Bank, established in 1879, is the central bank of the Republic
of Bulgaria. The primary objective of the institution, as noted in Article 2, par. 1 of the Law on
BNB (LBNB), is to maintain price stability through ensuring the stability of the national
currency?.

! The European Central Bank, together with the NCBs of the Member States whose currency is the euro, constitute
the Eurosystem.
2 Further objectives are provided in Article 2, par. 2 of the LBNB.
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Since 1997 in Bulgaria functions a currency board arrangement (CBA) — a monetary
policy regime ensuring the necessary price stability for the economy by means of assigning the
responsibility of its achievement to a legally and effectively independent central bank®. Hence,
the structure and certain functions of the BNB are based on the CBA. The CBA has implications
on the Balance Sheets of the BNB and is critical for further understanding the accounting policy
of the BNB.

The main functions of the central bank are enlisted in the LBNB. The central bank
ensures the issuance of notes and coins in the country, the maintenance of unrestricted exchange
between the Bulgarian Lev and the reserve currency as well as the full coverage of the
obligations of the BNB with highly liquid assets. The BNB regulates and supervises the banking
system of the country and acts as a lender of last resort in certain regulated cases. The BNB
also supports the development and functioning of efficient payment systems and oversees them.
The regulation and supervision of the activities of payment system operators, payment services
providers and electronic money issuers in Bulgaria is another function of the central bank.

I.2.  Organizational structure of the Bulgarian National Bank

The structure of the BNB is reflective of its objectives. The collegiate decision making
body of the BNB is the Governing Council, which consists of the Governor, three Deputy
Governors and three other members. The Deputy Governors are responsible for the Issue
Department, the Banking Department and the Banking Supervision Department respectively.

The BNB Issue Department is responsible for maintaining full foreign exchange cover
of the total amount of monetary liabilities of the BNB, by taking actions needed for the efficient
management of the gross international reserves*. Therefore, the balance sheet of the Issue
Department is indicative of BNB’s goal to achieve higher liquidity which is done by investing
the main share of asset on the Issue Department’s balance sheet into government bonds and
government guaranteed debt securities with the highest credit rating as well as into short-term
deposits with first class foreign central and commercial banks. In addition, the Issue Department
of the BNB is responsible for the issuance of notes and coins. The BNB has a monopoly on
issuing banknotes and coins.

Article 19, par. 2 of the LBNB assigns the performance of the function of lender of last
resort to the Banking Department. Another function of this department is the supervision of
payment systems and payment system operators, payment services providers and electronic
money issuers in Bulgaria. The final goal is to minimize the systemic risk. In addition to that,
through the Banking Department the BNB acts as a fiscal agent and depository of the State.
Although not directly associable with these specific functions, the Banking Department balance
sheet includes data on some items without which even the simplest activities of the BNB would
be significantly challenged. For example, these are the fixed tangible and intangible assets that
are held within the BNB which are recorded on the asset side of the balance sheet. Moreover,
various relations with suppliers, staff and other creditors which necessitate the normal
functioning and the achievement of BNB’s objectives are reported on the liability side of the
Banking Department financial statement.

I1.3.  Currency Board Arrangement in Bulgaria
11.3.1.  The rationale for the introduction of the Currency Board Arrangement

3 https://www.bnb.bg/AboutUs/AUMission/index.htm?toLang=_EN.
4 Article 20, par.1 of the LBNB





The CBA has been already mentioned due to its importance when considering the
accounting policy of the BNB. Indeed, a number of events occurred in the late 1990s in
Bulgaria, which all indicated that there has been a vital need of stabilization policy. In his paper
‘The Bulgarian Financial Crisis of 1996-1997° published by the BNB, Zdravko Balyozov®
identifies numerically some of the peaks of the crisis, which indicate for the malfunctioning of
various parties at that time®.

11.3.2.  Instruments of the Bulgarian currency board arrangement:

A. Minimum required reserves: In accordance with the LBNB and Ordinance No
217 of the BNB banks and foreign bank branches with a registered office in Bulgaria are
required to maintain minimum reserves with the BNB. The reserve base on which the amount
of minimum required reserves (MRR) is specified in Art. 2 of Ordinance No 21 (the banks’
liabilities in Bulgarian levs but also in foreign currency)®.

B. Lender of last resort: the BNB may extend loans in levs to banks through the
Banking Department. The conditions that needs to be met in order for a bank to receive funds
from the BNB are explicitly indicated in Ordinance No 6°. Financing is received in an event of
liquidity risk that affects the stability of the banking system?'°.

C. Open market operations: currently the rules of the CBA in Bulgaria do not allow
using open market operations as an active instrument of the BNB’s monetary policy. The LBNB
prohibits the purchases or sales of securities for the purpose of affecting the money supply in
the country and regulating banking sector’s liquidity.

I1.4.  Accounting policy of the Bulgarian National Bank

The LBNB provides evidence on the specifics of the current accounting policy of the
BNB. The reporting framework within which the BNB should keep its accountancy is the
International Accounting Standards (IAS) as well as the Bulgarian Law on Accountancy.
Therefore, the BNB should prepare its financial statements in accordance with the guidance

° ‘The Bulgarian Financial Crisis of 1996-1997° Zdravko Balyozov, June 1999 as part of Discussion Papers
published by the Bulgarian National Bank. The author in his discussion paper has examined all the numerical
details that are used to represent the dimension of the financial crisis.

& On one hand, there were large state-owned enterprises, which did not function well and incurred losses that were
passed either to the banking sector or to the government. Passing the losses of state enterprises to commercial
banks combined with the instability of the operating environment (higher inflation, rising unemployment, lost
credibility in the entire financial sector etc.) led to the insolvency of about one third of the total number of banks.
Attempting to revive some of the financial institutions, the Bulgarian National Bank intensified the use of its lender
of last resort function. At that time, the credibility in financial sector had already started to decrease, which
additionally led to the depreciation of the Bulgarian Lev with almost 600% for 1996. On the other hand,
government experienced massive budget deficit, which reached 11% of the GDP at the end of 1996 against 6% in
1995. Having all this in mind, it was decided to turn to the currency board hoping that the early-democratized
country could soon rebuild the credibility in financial institution based on results achieved.

7 Ordinance No. 21 of the BNB of 26 November 2015 on the Minimum Required Reserves Maintained with the
Bulgarian National Bank by Banks.

8 Currently the MRR is 12% of the reserve base.

® Ordinance No 6 of the BNB of 1 July 2014 on Extending Collateralized Lev Loans to Banks.

10 To obtain a loan the bank needs to be solvent with an acute need of liquidity that cannot be provided from other
sources. Ordinance No 6 of the BNB states that in order to receive the funds banks need to provide liquid collateral
and the loan repayment shall not exceed three months. Finally, the BNB may extend loans to banks only up to the
amount of available funds on the Banking Department deposit placed with the Issue Department. Given the
conditions described, it could be concluded that this instrument should not be considered as a regular source of
funding that commercial banks would be able to receive constantly. Rather, it should be perceived as a short-term
funding, which could not be repeatedly used in short periods of time.
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provided by them. Aligned with the governing structure, the LBNB lists the balance sheets that
needs to be compiled and published as part of the activities of the BNB. On one hand, we have
the balance sheet of the Issue Department!! prepared on both weekly and monthly basis. On the
other, there is also the balance sheet of the Banking Department, which is prepared on a monthly
basis only. The BNB publishes position of its basic assets and liabilities, presenting separate
balance sheets of the BNB Issue and Banking Departments'?, also an annual financial statement
and the profit and loss account of the BNB in the Darjaven Vestnik. The Ordinance No 1 of the
BNB establishes the format and contents of separate balance sheets of the Issue and Banking
Departments and of the consolidated statement?2,

Pursuant to Article 31 of the Law on Accountancy undertakings prepare consolidated
financial statements in accordance with the requirements and rules of the applicable accounting
framework. Therefore, as required by IFRS, all the subsidiaries which the BNB controls as well
as all the associates over which significant influence* is exercised are taken into consideration
on consolidation. Whilst the consolidated report contains financial information on the group as
a whole, it is essential to point out that all intragroup receivables, payables, incomes and
expenses (i.e. intragroup balances and transactions) are eliminated. Moreover, in accordance
with BNB’s accounting policy, the investments in associates are accounted for using the equity
method based on which the share of the BNB in the associates is determined at the end of the
reporting period.

I11.  The Eurosystem Accounting and Reporting Framework

I11.1.  The Eurosystem and the critical importance of its accounting framework

The European Central Bank along with the national central banks (NCBs), constitute
the European System of Central Banks (ESCB). The primary objective of the ESCB is to ensure
price stability’®. In the Eurosystem this is achieved through the monetary policy of the
Governing Council of the ECB. We further discuss these instruments below since they form an
important part of the accounting policy of the Eurosystem. In implementing its monetary policy,
the Eurosystem conducts open market operations, offers standing facilities and requires credit
institutions to hold minimum reserves on accounts with the Eurosystem. In order to achieve its
objectives, the Eurosystem has a set of instruments at its disposal for conducting open market
operations, which include reverse transactions, outright transactions, the issuance of ECB debt
certificates, foreign exchange swaps for monetary policy purposes and the collection of fixed-
term deposits. In brief, the financial statements of the Eurosystem should reflect, describe and
explain these instruments used. The reporting framework of the Eurosystem is essential for
several reasons. On one hand, it is a direct source of information for the activities undertaken
by both the ECB and the NCBs of the Member States. On the other hand, it is a reflection of
the decision-making processes of the Eurosystem. Namely, it is through the accounting policy

1 The Issue Department holds the Banking Department deposit, which represents the difference between the Issue
Department assets and its monetary liabilities. Naturally, this difference indicates the maximum amount that the
BNB could use to fulfill its lender of last resort function when necessary.

12 Model of the balance sheets is presented in Tables 1 and 2 of the Appendix.

13 Ordinance No 1 of the BNB of 10 January 2018 on the Format and Contents of Separate Balance Sheets of the
Issue and Banking Departments and of the Consolidated Statement of Financial Position of the Bulgarian National
Bank. Model of the consolidated statement of financial position of the Bulgarian National Bank based on the
current IFRS accounting policy is presented in Table 3 of the Appendix.

4 The Bulgarian National Bank owns shares in the capital of: ‘Bulgarian Mint” EAD (100%), Printing Works of
the BNB AD (95.6%), BORICA AD (36.11%) and Cash Services Company AD (25%).

15 Article 282, par. 2 of the Treaty on the functioning of the European Union.
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and its explanations that the general public can more easily understand the course of action and
the way of treatment of the ongoing major activities. Additionally, the framework of the
Eurosystem matters for the NCBs as well by serving as an essential guideline for them.
Followed strictly by all NCBs it allows for harmonization of the rules and standards. This
consequently ensures comparability and smoother consolidation processes for the Eurosystem
financial statements.

I11.2.  European Central Bank legal framework for accounting and financial reporting

Once we have figured out the importance of the accounting and reporting framework of
the Eurosystem, we need to pay special attention to Guideline (EU) 2016/2249. It provides
details on principles and assumptions that have been followed in preparing the financial
statements. Setting out these principles leads to mandatory (in most of the cases) but also
sometimes recommended rules for the categorization and the valuation of the different balance
sheet items. For instance, the accounting treatment of unrealized gains is determined
(mandatorily taken into revaluation account). Additionally, there are details on the unrealized
losses reporting (their treatment depends on whether there are any previously recognized
revaluations and on the extent to which these revaluations could offset the unrealized losses®).
Evidence is furthermore provided on how to account for costs incurred in connection with the
issue of euro banknotes (recommended to take these costs to profit or loss account when
incurred). Therefore, this Guideline on the accounting within the Eurosystem is considered an
important source which directs the way NCBs report financial data for reporting purposes.

Applicability scope: Clearly, this is a legal document applicable for the ECB. As for
the NCBs, it shall apply for the Eurosystem accounting and financial reporting purposes. This
means that the NCBs do not obligatory prepare their national reports and financial accounts in
compliance with Article 2, par. 2 of the abovementioned guidelines. However, such compliance
is recommended as much as it is applicable in order to ensure consistency, comparability and
better harmonization of the financial statements. This makes us distinguish the applicability of
the Eurosystem accounting rules and principles between (1) mandatory and (2) recommended.
The mandatory scope creates an obligation for the NCBs to strictly follow the established
principles in accordance with Guideline (EU) 2016/2249. This scope reflects the Eurosystem
common tasks and objectives. On the contrary, the recommended scope of the applicability
refers to the NCB own tasks and activities that do not relate to the process of conducting
common monetary policy. With that being said, the treatment of intangible fixed assets for
instance would fall into the recommended scope. As regards to the financial assets, their
treatment depends on the purpose they are used for. If we are specifically speaking for financial
assets used for the purpose of conducting the common monetary policy, then following the
established Eurosystem accounting rules and regulations would be mandatory. When the
financial assets do not necessarily relate to the purposes of common monetary policy, the scope
of applicability would be more recommendable.

Major principles and assumptions of the Eurosystem accounting policy’:
Regardless of the differentiation in the applicability scope of Guideline (EU) 2016/2249, some
of the principles it sets out indicate for rules which are generally applicable to the financial
statements of each NCB. For instance, there is a requirement for using methods that are

16 See “Other differences in the accounting policy of BNB and of the ECB — key areas in determining the
financial result” under Point IV ‘Current accounting policy of the Bulgarian National Bank vs Eurosystem
Accounting and Reporting Framework’ of this article.

17 Main principles and the applicable basic accounting assumption are listed in Articles 3-4 of Guideline (EU)
2016/2249 of the European Central Bank of 3 November 2016 on the legal framework for accounting and financial
reporting in the European System of Central Banks.





reflective of the economic reality — this would mean that the statements need to be
understandable, relevant, reliable and transparent. The principle of substance over legal form is
another well-known rule, i.e. transactions need to be accounted for in accordance with their
substance and economic reality and not merely with their legal form. Additionally, deviations
from rules set out by the Eurosystem reporting framework are either not allowed, or if allowed
— their effect should be considerably immaterial. Special attention is paid to the prudence as a
key principle forming the accounting policy of the Eurosystem.

The accounting policy of the Eurosystem identifies several key assumptions. Firstly, all
accounts are prepared on a going concern basis. The financial statements are prepared on a
going concern basis of accounting unless there is an intention for liquidation or ceasing of
operations, or there is no realistic alternative but to do so. Moreover, the financial statements
are prepared on an accrual basis — meaning that income and expenses are recognized in the
period when incurred rather than when received/paid respectively. In accordance with the
Eurosystem reporting framework, financial statements need to be adjusted for post balance
sheet events. These are events that occur between the annual balance sheet date and the date the
financial statements are approved by the relevant bodies, however provided that these events
affect the assets and liabilities as at the balance sheet date. The accounting policy of the
Eurosystem requires no adjustment for events that do not affect the assets and liabilities as at
the balance sheet date, however disclosures may be necessary. Typically, such events are
disclosed in case non-disclosure affects the decision-making processes of the users of the
financial statements.

Financial statements publication: The Eurosystem accounting framework identifies
the reporting obligations. In brief, ECB is required to publish a consolidated statement of the
Eurosystem each week by reporting the assets and liabilities held by the Eurosystem against
third parties. ECB publishes the balance sheets of the NCBs and the ECB on a monthly basis
attempting to improve the credibility overall. These balances are useful since they are the basis
for consolidation. Finally, there is the Annual consolidated balance sheet of the Eurosystem,
which is published in the Annual Report of the ECB. It indicates for the Eurosystem assets and
liabilities held at the year-end and excludes intra-Eurosystem transactions.

The consolidation process: as part of its reporting activities, the Eurosystem
consolidated balance sheet contains the items in the ECB balance sheet together with those of
the NCBs. This requires from the NCBs balance sheets to follow similar accounting principles
and techniques in order to facilitate the consolidation process. Naturally, the accounting periods
for all the balance sheets included in the Eurosystem reporting should be coterminous, i.e.
contiguous. Various consolidation adjustments may arise as a result of intra-Eurosystem
transactions. On consolidation, the ECB aggregates figures reported under the same line item
in the balance sheets of the ECB and the NCBs which one more time emphasizes on the need
of harmonized financial statements. Exceptionally, items that relate to intra-Eurosystem
transactions are not aggregated. Additionally, when the case is that several NCBs have balances
with one and the same third party, these balances are not netted. For instance, the Bank of
France has a liability towards a credit institution. At the same time, Deutsche Bundesbank has
a claim against the same credit institution. These balances are not offset in the consolidated
statement; rather gross amounts are presented since the NCBs are separate legal entities.
Moreover, all intra-Eurosystem items reported in the individual balance sheets of the NCBs are
eliminated on consolidation. Therefore, any claims and liabilities between the Eurosystem
banks including the ECB shall be netted. For example, cross-border payments within the





Eurosystem follow this rule. Such payments are executed via TARGET2, Assuming the
single-currency area within which the Eurosystem banks operate, the sum of all payments shall
be nil. As a result, no such payments are disclosed in the consolidated balance sheet.

111.3. ECB monetary policy and why accounting framework matters: indirect relation
between the applicable reporting framework and the implementation of the monetary policy
objectives

Eurosystem monetary policy instruments: various studies so far'® have indicated that
there is an indirect relationship between the accounting /respectively accounting framework
based on which accounting is conducted/ and the monetary policy objectives. To summarize
the effects of this indirect relation and to demonstrate the importance of accounting for the
implementation of the monetary policy objectives, we look first at the most-used conventional
monetary policy instruments of the ECB.

A. Open market operations (OMOs): The ECB uses the OMOs primarily to steer
the level of interest rates, to manage the liquidity and to signal the monetary
policy stance. There are two types of such operations that the ECB regularly
uses: the one-week liquidity-providing operations in euro known as main
refinancing operations (MROs) as well as the three-month liquidity-providing
operations in euro referred to as longer-term refinancing operations (LTROs).

B. The standing facilities: the ECB offers two types of standing facilities: a) the
marginal landing facility that could be used to obtain overnight liquidity from
the central bank against collateral — the presentation of sufficient eligible assets;
and b) there is an option to make overnight deposits with the ECB which
represent the so called Deposit facility. Both facilities are available to eligible
counterparties on their own initiative.

C. Minimum reserve requirements: there is a requirement from the ECB towards
the credit institutions within the Euroarea in accordance to which the latter need
to hold deposits on accounts with their NCBs. These are referred to as minimum
required reserves. Depending on the objectives of its monetary policy, the ECB
may decide either to increase the reserve requirements, i.e. a contraction in the
money supply, or to decrease the required reserves in order to expand the money

supply.

Central banks after the Global Financial Crisis: The Global Financial Crisis led to a
massive growth in central banks’ balance sheets. Such a massive growth could normally
indicate for various risks. Expansion of the balance sheets signalize for more liquidity provided
to financial institutions. In return, this leads to higher risk exposure including credit, exchange
rate and interest rate risks.

18 Trans-European Automated Real-Time Gross Settlement Express Transfer System. Launched in 2007, this
system provides a mechanism for settling euro payments thus implementing the Eurosystem common monetary
policy.

19 See ‘Recent Research on Banks’ Financial Reporting and Financial Stability’ by Stephen G. Ryan, published
on September 19, 2018; also ‘Financial Stability Frameworks and the Role of Central Banks: Lessons from the
Crisis’ by Erlend Nier, published on April 1, 2009. ‘Why accounting matters: a central bank perspective’
published by the ECB in May 2014.





Interrelation between the financial strength? of a central bank and its monetary
policy objectives: Typically, there might be buffers to counteract these risks mentioned during
such times, however, government buffers are seriously affected by the time lags, meaning that
legal reforms enacted by the government take time. Assuming potential difficulties, central
banks could turn to the government seeking for recapitalization. However, this practically
makes the central bank vulnerable to government intentions (decreasing their financial strength)
while the monetary policy independence is also at risk. In such situations the implementation
of monetary policy objectives is more difficult since the central banks pursue different goals
simultaneously and therefore the level of monetary policy is suboptimal. Consequently, an
interrelation exists between the financial strength of a central bank and the achievement of the
monetary policy objectives.

Reporting framework affects the financial strength of a central bank: the reporting
guidelines followed by central banks today differ. While some have adopted the IFRS, others
like the Eurosystem NCBs apply ECB financial and reporting framework. Due to the different
treatment of some balance sheet items in accordance with the applicable frameworks, some of
the central banks appear to be more financially strong than others. Major examples of mismatch
in the treatment include the unrealized gains as well as the accounting for various provisions
by central banks®. As a result, it appears that the reporting framework applied affects the
financial stability of a central bank which in return has direct implication on the successful
monetary policy implementation.

In the paper ‘Why accounting matters: a central bank perspective’?2, published by the
ECB in May 2014, the authors unanimously conclude for this indirect relation between the
accounting framework applied and the implementation of the monetary policy objectives®® by
providing various numerical cases to justify the validity of the interrelation. By making the
necessary reclassifications to estimate what would be the profit of a Eurosystem central bank,
had it applied the IFRS, the paper then uses various indicators such as annual net profit,
financial buffers and others measuring the financial strength to reconfirm the established
interrelation.

In essence: apparently the applicable accounting framework matters for the profit of a
central bank. In return, this affects the financial strength of a central bank. ECB’s profit is lower
when compared to the case under IFRS. This is explained by various factors. On one hand, it is
the accounting treatment of various transactions such as the revaluation gains and general
provisions. Additionally, we have the impact of financial buffers, which are higher in the
Eurosystem when compared to the IFRS. Positively, higher buffer level would mean that there
will be no need of government recapitalization and the central bank would not risk its
independence. Such framework not only increases the financial strength of the central bank but

20 While in practice there are various indicators used to measure financial strength, in this particular context it
should be considered as a direct consequence of central bank’s independence, i.e. the independence of particular
central bank as being directly related to its financial strength and therefore ensuring the conduct of appropriate
monetary policy and the achievement of this policy’s objectives.

2L While the revaluation gains and losses are treated asymmetrically under the Eurosystem guidelines, assuming
IFRS treatment — these are both taken into the profit and loss account. Additionally, the general risk provisions
indicate for another case that requires adjustment. Assuming that such provisions are not allowed under IFRS, to
arrive at the adjusted profit/loss figures for comparison purposes, there is a need of a simulation model that removes
any transfers to and from provisions from the income statement figures achieved applying Eurosystem framework.
22 “Why Accounting Matters: a central bank perspective’, Occasional Paper Series No 153/May 2014, European
Central Bank, Claudia Schwarz, Polychronis Karakitsos, Niall Merriman and Werner Studener.

23 The article exhaustively covers the topic on the way accounting frameworks affects the monetary policy, the
financial stability and the banking supervision. The information presented and conclusions made are based on the
paper and more specifically the indirect relation between the accounting framework and the monetary policy.
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also works better for the bank’s credibility and therefore finally allows for better achievement
of the monetary policy objectives.

IV. Current accounting policy of the Bulgarian National Bank vs
Eurosystem Accounting and Reporting Framework

There are several key areas which substantially differ when comparing the current
accounting policy of the BNB2* versus the Eurosystem reporting guideline. First area that
requires attention relates to the classification of the financial instruments in the balance sheet.
To demonstrate better this difference, we look at the criteria for financial instruments
classification and the major categories used by the BNB and by the ECB.

Financial instruments at the BNB: Financial instruments are included in the balance
sheet of the BNB provided that BNB becomes a party to the contractual terms of the financial
instrument used. The bank keeps recognizing financial assets in its balance sheet as long as it
keeps control over the contractual rights to the financial asset and given the BNB controls
substantially all risks and awards arising from the ownership of the financial asset. As for the
financial liabilities, the BNB recognizes them in its financial statement unless the obligation is
paid, expired or cancelled?®. To ensure accurate accounting and appropriate measurement of the
instruments, however, the BNB needs to clearly identify criteria for classification and
distinguish the financial instruments accordingly. Since the current accounting policy of the
BNB is IFRS based, the BNB follows the applicable accounting standard IFRS 9 ‘Financial
Instruments’ that gives clarity on the matter. Consequently, the classification of financial assets
and liabilities is made in compliance with this standard. Based on that, financial assets are
classified as measured either at amortized cost, or at fair value through other comprehensive
income, or at fair value through profit or loss.

Financial assets classification at the BNB: This classification of financial assets
strongly depends and is made on the basis of both (1) the business model for managing the
financial asset and (2) the contractual cash flow characteristics of the financial asset. In other
words, the BNB classifies its financial assets based on the business model for managing a
particular class of financial assets (i.e. classification is not made at an individual financial
instrument level) and on the characteristics of the cash flow associable with the financial asset?®.
Where the case is that the business model is holding the financial asset to collect the contractual
cash flows, then the financial instruments are classified as measured at amortized cost.
Essentially, the cash flows include principal and interest payments. However, if the case is that
the business model for managing the financial asset is to hold it in order to receive contractual
cash flows but also for resale, then BNB classifies these assets differently. For instance, the
deposits of BNB are classified as measured at amortized cost, the debt instruments are measured
at fair value through profit or loss and the investments fall into the category of financial assets
measured at fair value through other comprehensive income.

Financial liabilities classification at the BNB: The classification of the BNB’s
financial liabilities is again based predominantly on the provisions of IFRS 9 ‘Financial
Instruments’. The standard requires classifying the financial liabilities as measured either at fair

24 Throughout this point evidence for the accounting policy of the BNB is taken from various sources with the
most important one being the Annual Report of the Bulgarian National Bank for 2023.

% The principles standing behind the recognition of financial assets and liabilities in the BNB are confirmed by
both the provisions of the applicable accounting standard IFRS 9 ‘Financial Instruments’ and the Notes to the
Consolidated Financial Statement for 2023.

26 Per IFRS 9, Chapter 4 ‘Classification’. Appendix of the international financial reporting standard provides more
detailed information on the two models applied.
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value through profit or loss or at amortized cost.?” Generally, financial liability is classified at
fair value through profit or loss when it is held for trading purposes. There is one exception
which specifically relates to those financial liabilities designated at fair value through profit and
loss. Based on IFRS 9, when there are changes in the level of the own credit risk (i.e. changes
in the instrument specific credit risk) which subsequently affect the instrument’s fair value,
these should be accounted for in the other comprehensive income?,

Financial instruments classification within the Eurosystem: The classification of
financial instruments in the Eurosystem is made in accordance with the Guideline (EU)
2016/2249. The focus in establishing the different categories of financial instruments reflects
the objectives of holding the particular financial instrument with two major groups particularly
distinguished. On one hand, there are these financial instruments held generally for investment
purposes, i.e. the primary objective is to achieve given rate of return and to collect certain cash
flows. On the other hand, there are these financial instruments which are used as a tool for the
stability of the monetary and foreign exchange policy. The primary goal of such financial
instruments is to be a source of stable price level, to ensure liquidity and to result in appropriate
foreign exchange policy. Therefore, obtaining certain rate of return and receiving the
contractual cash flows is of less than primary importance for these financial instruments.

The securities held for monetary policy purposes include securities purchased for
monetary policy purposes that are issued by supranational or international organizations, or
multilateral development banks. Additionally, this category includes the ECB debt certificates
purchased for fine-tuning purposes. As for the second group of financial instruments (outside
the scope of these used for monetary policy implementation), generally, here we include
securities other than those classified as held for monetary policy purposes. For instance, this
could be marketable debt securities held-to-maturity, marketable debt securities other than held-
to-maturity, marketable equity instruments, etc. Finally, the group of financial instruments of
the Eurosystem includes also loans and off-balance-sheet instruments. The off-balance-sheet
transactions may be foreign exchange forward transactions, foreign exchange swaps, futures
contracts, interest rate swaps, forward rate agreements, options and others.

Initial and subsequent measurement of financial instruments; impairment losses —
BNB vs ECB: Once we concluded that the financial instrument classification is different from
the perspective of the BNB and the ECB and is strongly dependent on the provisions of the
applicable accounting framework, we continue the comparison by further extending the
financial instruments focus. Instruments require not only appropriate classification but also
accurate initial and subsequent measurement in compliance with the applicable guidelines.

Measurement at fair value through profit or loss or at amortized cost — the case of
BNB: We already mentioned that the initial and subsequent measurement of financial
instruments for the BNB is in accordance with IFRS 9, i.e. financial assets and liabilities are
measured either at amortized cost or using fair value measurement depending on their
classification. Again, the business model within which financial assets and liabilities are held
matters for their measurement. In accordance with this model, on one hand there are these
financial assets and liabilities held to collect contractual cash flows and for sale. Financial assets
held for sale are recognized initially at fair value in the statement of financial position of the
BNB while the transaction costs are expensed in the profit or loss statement. Subsequently, all
changes in the fair value of these financial instruments are recognized in the profit or loss.

27 Per IFRS 9, Para 4.2 “Classification of financial liabilities’.
22 BNB’s most recent annual financial statements for 2023 do not include such cases.
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Quite contrary, if particularly the business model is to hold a financial asset in order to
collect contractual cash flows, then such instruments are initially measured at acquisition cost
and subsequently carried at amortized cost. The subsequent amortized cost represents the initial
asset valuation which is adjusted for the amortized premium (or discount) using the effective
interest rate model. The premium (or respectively the discount) is amortized for each individual
item and is recognized in the statement of comprehensive income of the BNB. The calculated
interest associable with these financial instruments is recognized on a daily basis again in the
statement of other comprehensive income of the BNB.

Measurement at fair value in the other comprehensive income for debt and equity
instruments — the case of BNB: Along with the fair value measurement through profit and
loss, changes in the fair value of the debt and equity instruments of the BNB could be measured
through the other comprehensive income?®. For the debt instruments of the BNB, this is valid
for these financial assets held within a business model for the purpose of collecting contractual
cash flows or for their sale. These financial assets shall give rise to cash flows arising on specific
dates per the contractual terms of the asset. The payments represent principal or interest.
Measurement rules for these debt instruments specify that the interest income, foreign exchange
revaluations and impairment losses (and the associable recoveries) are recognized in profit or
loss statement. However, any other changes in the fair value of the instrument shall be
recognized in the other comprehensive income.

Furthermore, in accordance with IFRS 9 ‘Financial instruments’, the BNB makes an
irrevocable election to classify and measure its equity instruments (i.e. its equity investments)
specifically at fair value through other comprehensive income. These equity instruments qualify
as equity under IAS 32 ‘Financial Instruments: Presentation’ and they are not held specifically
for trading purposes. Any associable gains and losses are not recognized in the profit or loss
statement whilst the dividends on such instruments are recognized as other operating income.
Equity instruments measured at fair value through other comprehensive income are not tested
for impairment.

Impairment of financial assets at the BNB: Financial instruments could be impaired.
The BNB tests is financial instruments measured at fair value or at amortized cost for
impairment using the so called expected credit losses hypothesis. The base is a 12-month
probability of default period with credit risk level comparable to the one observed at the initial
recognition of the financial asset. It is calculated for the residual lifetime of the financial asset.
Impairment of financial instruments measured at amortized cost is recognized in the profit or
loss statement. When however, an asset held for investment purposes is impaired, the BNB
transfers the cumulative loss that has been recognized in equity to profit and loss.

The case of the ECB: Similar to the BNB, the measurement of ECB’s financial
instruments is subordinate to the classification established in the Eurosystem. The financial
instruments within the Eurosystem are measured at either market prices or at amortized cost.
Securities held-to-maturity denominated in both foreign and domestic currency are measured
at amortized cost along with some of the securities held for monetary policy purpose. Quite
contrary, the securities not-held-to-maturity are measured at market prices together with the
marketable equity instruments and some of the securities held for monetary policy purposes.
Market values are used also for the off balance sheet instruments while loans are measured at
their nominal value.

Measurement rules — different but also similar: It is therefore essential to mention
that rules for initial and subsequent measurement of financial instruments do not significantly

29 IFRS 9, Par. 5.7 ‘Gains and losses’, Par. 5.7.5 ‘Investment in equity instruments’.
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differ between the BNB and the Eurosystem. Whilst the classification categories established
are based on different criteria, the principles for their measurement look similar. Both BNB and
the ECB use amortized cost for measuring some of their financial instruments. Additionally,
the BNB (IFRS-based) reporting framework uses fair values which are expressed through the
market prices which are also applicable in the case of the Eurosystem accounting guideline.

ECB and impairment losses: Financial instruments measured at amortized cost within
the Eurosystem are also subject to impairment. Therefore, the ECB also needs to test such
instruments for impairment, however the model used to assess potential impairment loss is a bit
different. We already mentioned that in assessing the need of impairment, the BNB uses
expected credit losses model based on 12-month probability of default. The probability of
default is a management’s estimate of the likelihood to see debtor/creditor defaulting on their
obligation. The model used for assessing impairment within the Eurosystem is based on the
incurred cost concept. These two models differentiate substantially in the time apportioning of
the impairment. Whilst the incurred cost model requires real evidence, i.e. real conditions in
order to recognize the credit losses, the expected credit loss model under an IFRS-based
reporting framework does not necessitate such evidence. Quite contrary, within the second
model that is also applicable in the BNB, central banks need to recognize continuously
impairment losses not solely on the basis of past events, but also looking at the present and
additionally making some forecast. This makes the IFRS-based model for assessing impairment
of financial instrument a bit more forward-oriented, which allows for better and time
apportioned recognition of the impairment. The expected credit losses model is also focused on
the continuous update of the loss based on the most up-to-date information which makes it
especially relevant and reliable. With that said, we see how instruments at the BNB and within
the Eurosystem could be measured using identical measurement bases, however the impairment
concept used may not be one and the same. Most recently (July 2024), the International
Accounting Standards Board (IASB) completed a post implementation review of the
impairment requirements per IFRS 9 ‘Financial Instruments’’. The Board concluded during
one of its phases that the forward-looking expected credit loss model results in more timely
recognition of credit losses compared to the incurred credit loss model. This further points out
the difference between the two models mentioned.

Other differences in the accounting policy of BNB and of the ECB — key areas in
determining the financial result: There are a couple of other differences in the accounting
policies of the BNB and the ECB specifically arising from the applicable reporting frameworks
which indicate for mismatches in some rules and principles. These are most importantly related
to the income recognition principles, rules for provisioning etc., which at the end have
significant impact on determining the financial results of the banks. When it comes to
provisions, there are most importantly two accounting standards that the BNB follows:
International Accounting Standard (IAS) 37 ‘Provisions, Contingent Liabilities and Contingent
Assets’ as well as IFRS 9 ‘Financial Instruments’. On one hand, we already illustrated how
essential IFRS 9 is by emphasizing on its important role (e.g. the standard is essential when
determining the expected credit loss model as well as when discussing the potential impairment
losses of financial instruments; also IFRS 9 provides clarity on hedge instruments which are
particularly used within central banks). On the other hand, the applicable 1AS 37 is critical too
by giving better understanding of the rules for provisioning at the BNB. Thus, according to this
standard, the BNB reports provisions when there is an assumed legal or constructive obligation
as a result of some past events and the repayment is likely to be associated with lost economic

%0 IFRS Post-implementation review, IFRS 9 Financial Instruments — Impairment, July 2024 — a project summary
that indicates the work that the IASB completed and the conclusions it reached in assessing a post-implementation
review of the impairment of financial instruments.
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benefits for the BNB3!. Additionally, reliable measurement of the assessment is required, i.e.
the BNB recognizes provisions whenever it is possible to reliably estimate the future outflow
of economic resources. Based on the applicable IAS37, the BNB can only recognize provisions
for future liabilities, i.e. it is not possible considering BNB’s IFRS-based accounting policy to
account for provision that could relate to future operating losses. This means provisioning
explicitly requires current obligation of the BNB resulting from past events that creates
potential future outflow of economic resources. Quite often however, due to their nature central
banks are exposed to future operating losses. Financial instruments are good example that
validates this point. They are pervasive across the financial sector including central banks.
Being heavily used as a tool to achieve monetary policy objectives, financial instruments expose
central banks to a number of risks (including liquidity, currency, inflation, leveraging risks and
others). To counteract, they would prefer hedging against these potential future operating
losses, which requires provisioning. Whilst the IFRS-based accounting policy applicable to the
BNB does not allow recognizing such provisions, the case for the ECB differs. The applicable
reporting framework used within the Eurosystem reflects better the importance of these risks
and generally the nature of the central banks’ activities. Therefore, it addresses this by not only
allowing provisions for potential future liabilities, but also for potential future operating losses
(arising as discussed above in the form of credit risk, interest rate risk, foreign exchange risk,
etc.).

As for the income recognition principles, inconsistency may especially arise when
comparing the ways revaluation gains and losses are treated in accordance with the IFRS-based
BNB accounting policy and the Eurosystem reporting guidelines. In accordance with the policy
of the BNB, all gains and losses arising from changes in the fair value of financial instruments
reported at fair value through profit or loss are recognized in the Statement of comprehensive
income. However, the ECB undertakes rather more asymmetric approach in recognizing gains
and losses. The accounting treatment of the non-held-to-maturity instruments, of the marketable
equity instruments, as well as of the off-balance sheet instruments is indicative. Practically, this
means that in the Eurosystem the unrealized revaluation gains are taken into a revaluation
account increasing the equity. At the year-end if there are unrealized revaluation losses, they
are firstly ideally charged against any previously recognized unrealized gains in the revaluation
account. However, the portion of unrealized loss that cannot be offset against existing previous
unrealized gains, is recognized as a negative income in the profit or loss account, therefore
reducing the financial result. Additionally, the offsetting of losses against previously recognized
gains in the Eurosystem is acceptable not at an instrument class level, but for individual
securities based on their ISIN (International Securities Identification Number). This in return
decreases significantly the scope of losses offset.

V. Potential effects on the reporting of the Bulgarian National Bank
following the accession to the Eurosystem

The day marking the accession of the BNB to the Eurosystem inevitably comes with
important changes that have real time impact on the reporting process of the BNB. Based on
the detailed comparison of the accounting policies and reporting frameworks of the IFRS-based
BNB and ECB guidelines so far, we are able to point out part of the most critical potential
effects. On one hand, some of the reclassifications affecting the potential balance sheet of the
BNB arise namely from the different treatment of various items in accordance with the two
reporting frameworks. On the other hand, there is a number of balance sheet items which the

31 Based on the guidance provided by IAS 37, Par. 10 ‘Definitions’.
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BNB has not reported in its financial statement so far. Entering the Eurosystem necessitates
recognizing them, however.

The adoption of the euro, i.e. effectively recognizing the euro as a domestic currency
for the Republic of Bulgaria, would necessarily enact an automatic conversion of the balances
from Bulgarian Lev to euro. For reporting purposes and considering specifically the balance
sheet of the BNB, this would mean that all assets and liabilities would be restated in euro.
However, this does not simply represent conversion process of balance sheet items from one
currency into another. As we see below, it comes with much more reclassifications that illustrate
the modifications of this process. The structural model of the BNB’s balance sheet after the
introduction of the euro in the Republic of Bulgaria should take into consideration all the notes
presented below emphasizing on the necessary amendments that will happen®2.

Prior to the accession of the BNB to the Eurosystem, the money put into circulation has
been recorded on the liability side of the Consolidated Statement of Financial Position of the
BNB under the item ‘Banknotes and coins in circulation’. Whilst this include both banknotes
and coins put into circulation, the things slightly change when the euro is adopted in the
Republic of Bulgaria. The balance sheets of the Eurosystem NCBs indicate for separate
disclosure of the banknotes and the coins in circulation. This means that while the euro
banknotes need to be reported under the balance sheet item ‘Banknotes in circulation’, the coins
in circulation should be presented under ‘Other Liabilities’. Annex IV Composition and
valuation rules for the balance sheet of the Guideline (EU) 2016/2249% recommends treating
coins issued by NCBs under sub-item ‘Sundry’ of the line item ‘Other Liabilities’.

In addition, another accounting effect concerning the banknotes and coins put in
circulation arising from the accession of the BNB to the Eurosystem relates to the so called
banknote allocation key. Euro banknotes in circulation are split between the Eursosystem NCBs
and the ECB in accordance with the banknote allocation key agreed by the ECB Governing
Council. Each NCBs therefore has its own portion of the euro banknotes in circulation.
According to this accounting regime on the issue of euro banknotes applicable within the
Eurosystem, 8% of the total euro banknotes are allocated to the ECB. The remaining 92% of
the euro banknotes pertain to the NCBs (see banknote allocation key in Appendix). However,
it should be pointed out that the EU single market ensures free movement of goods, services,
capital and persons within the EU. Having this in mind, the banknotes allocated to a particular
central bank will naturally be different from the value of banknotes that a particular central
bank puts into circulation. Therefore, to compensate for any difference between the value of
euro banknotes allocated to NCBs on the basis of the already mentioned accounting regime and
the value of the banknotes put into circulation, NCBs record so called ‘Net claim/liability
related to the allocation of euro banknotes within the Eurosystem’. This difference therefore
gives rise to an intra-Eurosystem balance. In the case of the BNB the intra-Eurosystem item
functioning as a balancing figure could results in one of the two potential cases. If the allocated
to the BNB euro banknotes are lower than the actual euro banknotes and coins put in circulation
when adopting the euro, then the balancing item arising would be an asset recognized in the
balance sheet of the ECB — intra-Eurosystem claim on the BNB, while the BNB would account

32 Table 5 of the Appendix contains a model of the annual balance sheet of the Bulgarian National Bank following
its accession to the Eurosystem. The statement is based on the composition rules, guidelines and requirements of
Guideline (EU) 2016/2249 of the ECB.

3 This guideline is considered the legal framework for accounting and financial reporting in the European System
of Central Banks. Annex IV of the guideline specifically points out the treatment of assets and liabilities as well
as the valuation principles applied. Per the guideline, NCBs could treat (recommended scope of application) issued
coins as “Sundry” under item “Other Liabilities” on the liability side of their Balance sheet.
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for the arising liability towards the ECB. Quite contrary, given the case is that the allocated
banknotes and coins per the ECB formula exceed the money put into circulation by the BNB,
then the balancing item arising would be an asset for the BNB recognized in its balance sheet
— claims on the ECB. Analogically, the ECB would recognize a corresponding liability towards
the BNB.

For example, the Annual Report of Banque de France for 2023 indicates such difference.
There the value of the euro banknotes issued by Banque de France is less that the value of
banknotes in circulation allocated in accordance with the banknote allocation key. Therefore,
claim on the Eurosystem is recorded in the asset side of Banque de France balance sheet®*,

In brief, the ‘subscribed capital key’ signifies for the share of the BNB (expressed as
percentage) in the ECB’s subscribed capital. It is determined by assigning to the BNB a
weighting in this key which is the sum of two equally weighted components being 1) the share
of the Republic of Bulgaria in the population of the Union; as well as 2) the share of the
country’s gross domestic product at market prices of the Union. When taking into consideration
the ECB total share in the euro banknote issue and applying the ‘subscribed capital key’ the
percentage distribution results in the ‘banknote allocation key’3.

When mentioning the potential difference between the allocated euro banknotes to the
BNB and the actual banknotes put into circulation, we already open the discussion about the
need of recognizing intra-Eurosystem items. Inevitably, the balance sheet of the BNB after
introducing the euro should reflect separately all claims and liabilities that the BNB has towards
the other Eurosystem central banks. This not only includes direct relations with the ECB like in
the example with the banknotes allocation but also with the other NCBs. In fact, the BNB
maintains such relationship for various reasons. Regardless of the reason, the key difference
following the euro adoption is that these Eurosystem entities will started to be treated as
residents for the BNB going forward. Normally, such balance arising from these relations could
be the intra-Eurosystem claim of the BNB equivalent to the transfer of foreign reserves. These
are the euro-denominated claims on the ECB in respect of initial and additional transfers of
foreign reserves under Article 30 of the Statute of the European System of Central Banks and
of the European Central Bank (Statute of the ESCB)*. Additionally, the items of intra-
Eurosystem receivables/payables in the potentially modified balance sheet of the BNB could
also include the liabilities related to the issuance of ECB debt certificates. These are intra-
Eurosystem liabilities vis-a-vis the ECB, arising from the issuance of ECB debt certificates. We
already discussed it but receivables/payables related to the allocation of euro banknotes within
the Eurosystem could also fall into this category of intra-Eurosystem items. Finally, there are
some other claims/liabilities which are presented net in accordance with the ECB accounting
and reporting framework. For this reason, it is the ECB accounting and reporting framework
which suggests identifying separate line item ‘Other intra-Eurosystem claims’ (or respectively
‘Other intra-Eurosystem liabilities’) which would include the net balance of a number of items.

34 See Banque de France Annual Report for 2023, Notes to the financial statements, Note ‘Banknotes in
circulation’.

3 Article 29 ‘Key for capital subscription’ of the Statute of the ESCB provides more detailed guidelines on the
process of determining the weightings of the NCBs, the statistical data used etc. Moreover, Decision (EU)
2022/2546 of the European central bank of 16 December 2022 entering into force on 1 January 2023 validates the
bank allocation key from 1 January 2023 with a detailed disclosure of the NCBs allocations. Table 4 of the
Appendix contains the banknote allocation key from 1 January 2023.

3 Article 30 ‘Transfer of foreign reserve assets to the ECB’ of the Statute of the ESCB clarifies that the ECB shall
be provided by the national central banks with foreign reserve assets. The Governing council decides upon the
proportion to be called up by the ECB. Per the article, the contributions of the NCBs are fixed in proportion to the
particular central bank’s share in the subscribed capital of the ECB.
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The group of other intra-Eurosystem items could include balances of TARGET2 accounts,
interim distribution of ECB income and others.

Another important modification which is necessary referring to is the reporting of
financial instruments in the balance sheet of the BNB following the accession to the
Eurosystem. After paying detailed attention to the differences in the financial instrument
reporting based on the two reporting frameworks (BNB and ECB), we can point out now how
the modified statement of financial position of the BNB would look like in terms of the financial
instruments. On one hand, as already concluded clear distinction of the purpose of the financial
instrument would be needed. Normally, those ones used specifically for the purposes of
conducting monetary policy will need to be separated in the asset side of the modified balance
sheet under line item ‘Securities held for monetary policy purposes’. On the other hand, those
outside the scope of monetary policy could fall into two separate categories. Firstly, under
‘Other securities’ there could be included the balances of notes, bonds, bills, zero bonds, equity
instruments etc. Secondly, assuming that the modified balance sheet should be in compliance
with the ECB financial and reporting framework, reverse repo transactions, fixed term deposits,
current accounts held as an earmarked portfolio participating interest and others could be
separately disclosed under the line item ‘Other financial assets’. For example, Banque de France
includes its collateralized securities earmarked against customer deposits under a separate asset
item ‘Other euro and foreign currency denominated financial assets’ in its balance sheet®’.

The process of implementing and conducting the Eurosystem’s monetary policy strategy
affects the modified balance sheet of the BNB as well. Depending on the particular instruments
used, a number of balance sheet items could arise. When solely speaking about lending to
different credit institutions related to the monetary policy operations denominated in euro, on
the asset side of BNB’s balance sheets various items may need to be recognized. These could
be items related to the open market operations (i.e. such as main refinancing operations, longer-
term refinancing operations, fine tuning operations and structural operations). Additionally,
under the scope of the standing facilities, the BNB may need to recognize marginal lending
facility line item on its asset side to account for the provided overnight liquidity at a pre-
specified interest rate against eligible assets. Quite contrary, on the liability side the BNB may
need to account for all its liabilities to credit institutions related to monetary policy operations
denominated in euro. Potential line item could be the deposit facility used to account for any
overnight deposits held by the BNB at a pre-specified interest rate (i.e. the reverse monetary
policy instrument to the marginal lending facility). Moreover, on the liability side of the
potential BNB balance sheet could be included also the current accounts of credit institutions
which are often made up of minimum reserve requirements as well as sums in excess of the
minimum reserve requirements.

Differences in recognizing provisions when applying the IFRS-based BNB reporting
framework and the ECB accounting and reporting framework were already presented when
comparing the two accounting policies. Therefore, from this point of view, after the date of
accession to the Eurosystem, the BNB would be allowed to recognize provisions for potential
future operating losses. However, in terms of the balance sheet, there are some other
modifications that may arise. Currently, the ECB reporting guideline allows recognizing
provisions for counterparty or credit risks arising from monetary policy operations. For
instance, it could be the case that after impairment tests carried out on different securities, and
in compliance with the principle of prudence, the BNB may need to recognize provision for
credit (counterparty) risk related to the monetary policy operations. This would be effectively

37 Based on the Annual report for 2023 of Banque de France; Note 9 ‘Other euro and foreign currency denominated
financial assets’.
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a new type of provision which BNB has not recognized so far. In fact, this has been the case of
Banque de France, which after carrying out impairment testing on Asset purchase programs
(APP) and on Pandemic emergency purchase programs (PEPP) considered appropriate to
recognize a provision of EUR 42.9 million. However, Banque de France shared this provision
in full across the other NCBs of the participating Member States on the basis of the key for
subscription of the ECB’s capital. Banque de France then recognized EUR 8.7 million of the
total provision®. It is important to mention that such provisions shared across the NCBs could
be ofgf;set on a central bank level against the monetary income received by the particular central
bank*”.

Another significant change in the accounting policy of the BNB after the accession to
the Eurosystem would affect the unrealized gains and their treatment. The BNB would need to
follow more asymmetric approach in recognizing these gains which would be in compliance
with the ECB financial and reporting framework. For example, this would practically mean that
the BNB should reassess its approach of recognizing all gains and losses arising from changes
in the fair value of financial instruments reported at fair value through profit/loss in the
Statement of comprehensive income. Rather, in compliance with the ECB reporting framework,
the BNB should report all gains on the revaluation of such instruments into a revaluation
account on the liability side of its balance sheet. This means that the unrealized gains would not
be reported as income in the profit or loss account but would be rather showed directly under
the liability item ‘Revaluation account’. Therefore, the unrealized gains would not be part of
the distributable profit. However, at the end of the reporting period (i.e. at the year-end) the
unrealized losses should be recorded in the profit or loss account if the case is that they exceed
the previous recognized revaluation gains recorded in the corresponding revaluation account.
Moreover, under the ECB framework approach, the registration of unrealized gains and
subsequent losses is done for each security (on the basis of its ISIN). This separate treatment of
each security based on its international security identification number significantly increases
the likelihood of not having any previously recognized gains against which to offset the losses
at the year-end. This illustrates the asymmetric approach that the BNB should imply following
its accession to the Eurosystem.

Finally, another point that is worth-mentioning relates to the accrued interest on assets
and liabilities. While currently the BNB presents the accrued interest under the same line item
to which the interest relates to*°, the ECB accounting and reporting framework does not follow
this approach. Alternatively, after adopting the euro, the BNB should present any accrued
interest on assets and liabilities separately. For this reason, the reporting framework of the ECB
suggests recognizing the interest using separate line items as ‘Accruals and prepaid
expenditure’ on the asset side of the NCBs balance sheet and ‘Accruals and income collected
in advance’ on the liability side respectively.

38 Pyrsuant to Article 32, par. 4 of the Statute of the ESCB it is the Governing Council which may decide that
NCBs shall be indemnified against costs incurred in connection with the issue of banknotes or in exceptional
circumstances for specific losses arising from monetary policy operations undertaken for the ESCB. This has been
particularly the case of Banque de France. Indemnification shall be in a form deemed appropriate in the judgment
of the Governing Council; these amounts may be offset against the national central banks’ monetary income.

39 In accordance with Article 32, par. 5 of the Statute of the ESCB, the sum of NCBs’ monetary income is allocated
to the particular central bank in proportion to the paid up shares in the capital of ECB. This income is reduced by
certain items, one of which could be the indemnification of provisions for specific losses arising from monetary
policy operations.

40 Based on BNB Annual Report for 2023. For example, refer to the monetary liabilities and the gross international
reserves of the BNB where the accrued interest receivable and interest payable are carried to the relevant financial
assets and liabilities.
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By presenting these cases and emphasizing on the potential effects on the BNB’s
reporting in each particular case, the aim is not to claim for full coverage of all future
reclassifications that follow for the BNB with regards to its balance sheet. Instead, all these
modifications and changes that would affect the balance sheet of the BNB reconfirm the
importance of the comparative analysis and the need for understanding the ECB accounting and
reporting framework so as to be able to present balance sheet which is in compliance with the
guidelines of this framework.

VI. Conclusion

This article conducts a comparative analysis of the potential effects on the BNB
following its accession to the Eurosystem based on solid understanding of both the specifics of
an IFRS-based accounting policy and the Eurosystem reporting framework guidelines. Having
in mind this comparative analysis, the following relevant conclusions need to be indicated:

Interrelation between the accounting policy and the reporting framework: Conducting
an accounting policy and implementing any financial reporting processes circle around the
applicable accounting framework and its guidelines. This means that the accounting treatment,
classification and valuation of the various items we see in the financial statements of the BNB
is not only demonstrative for the BNB’s accounting policy but also indicates an alignment of
this policy at one higher level with the reporting framework which the BNB follows.

Getting to know the specifics of the reporting framework — presumably more important
than ever: As of today, the BNB’s accounting policy is harmonized with the IFRS which
signifies for the framework applied. However, being on the verge of critical events that are
likely to completely change the reporting processes in the BNB, the crucial need of
understanding the applicable framework appears to be more important than ever. Having said
that, the accession of the BNB to the Eurosystem predetermines not only the need of perfectly
understanding the features of the IFRS-based reporting framework, but also necessitates
openness towards the new specifics of the ECB guidelines.

The need of a comparative analysis between the two reporting frameworks: For this
reason, we conduct a comparative analysis between the current IFRS-based accounting
framework of the BNB and the provisions of the ECB reporting guidelines governed by
Guideline EU 2016/2249. This comparative analysis allows us to point out the major differences
between the current and the potentially modified accounting policy of the BNB. The key areas
indicating for probable changes in BNB’s accounting policy namely relate to the classification
of financial instruments, their initial and subsequent measurement, as well as some key changes
in determining the financial results of the BNB such as accounting for provisions, unrealized
gains and revenue recognition principles.

From comparative analysis to potential effects on BNB'’s reporting: Having performed
the comparative analysis helps not only to better emphasize on the differences, but also
contributes to pointing out the real effects on BNB’s balance sheet. It is why at the very end we
incorporate the differences analyzed with a number of intra-Eurosystem balances that would
appear following BNB’s accession to the Eurosystem. Then we had a complete picture of how
the potential modified balance sheet of the BNB would look like. In other words, it appears that
BNB'’s balance sheet depends on two major groups of potential changes. On one hand, we have
items which already exists in BNB’s financial statements but need to get modified accordingly
so that they are harmonized with the particularly new reporting framework (e.g. financial
instruments, revaluations, provisions etc.). On the other hand, we speak for completely new
intra-Eurosystem balances which arise for the first time and most importantly demonstrate the
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accession of BNB to the Eurosystem (e.g. balances related to implementing the Eurosystem
monetary policy, balances related to banknote allocation etc.).

Finally, all the efforts put into having a better vision of what follows for the BNB
reporting after the euro adoption make real economic sense. At the end of the day, an
appropriate accounting treatment and smooth adaptation to the new reporting framework would
simply reconfirm that the BNB understands correctly the provisions of the ECB guidelines and
is therefore ready to be a member of the Eurosystem from an accounting point of view.
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VII.  Appendix

Table 1: Model of the weekly/monthly balance sheet of the Issue Department of the

Bulgarian National Bank based on the current IFRS accounting policy

Weekly/Monthly Balance Sheet of the Issue Department of BNB as of ...........

|ASSETS |(BGN'000) |LIABILITIES |(BGN'000) |
Cash and foreign currency Banknotes and coins in
denominated deposits circulation
Monetary gold and other monetary Liabilities to banks
gold instruments Liabilities to the government
Investments in securities and to government budget
institutions

Liabilities to other depositors
Banking Department deposit

ITOTAL ASSETS: | [TOTAL LIABILITIES: |

Source: Bulgarian National Bank

Table 2: Model of the monthly balance sheet of the Banking Department of the Bulgarian

National Bank based on the current IFRS accounting policy

Monthly Balance Sheet of the Banking Department of BNB as of ...........

|ASSETS |(BGN'000) |LIABILITIES |(BGN'000) |
Gold and other precious metals Borrowings from the IMF
Receivables from the government Liabilities to international

of the Republic of Bulgaria financial institutions

Capital investments and IMF Other liabilities

guota Total Liabilities

Fixed tangible and intangible Capital

assets Reserves

Other assets Retained earings

Deposit with the Issue Department Total Equity

ITOTAL ASSETS: | [TOTAL LIABILITIES: |

Source: Bulgarian National Bank
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Table 3: Model of the consolidated statement of financial position of the Bulgarian

National Bank based on the current IFRS accounting policy

Consolidated Statement of Financial Position of the Bulgarian National Bank

Assets (BGN'000)
. Cash and foreign currency denominated deposits

. Gold, instruments in gold and other precious metals

. Financial assets measured at amortised cost

. Financial assets at fair value through profit and loss

. Financial assets at fair value through other comprehensive income

. Tangible assets

. Intangible assets

. Other assets

Total assets

00O ~NOoO Olh WwWwN -

Liabilities (BGN'000)
1. Banknotes and coins in circulation

2. Liabilities to banks and other financial institutions

3. Liabilities to government institutions and other liabilities

4. Liabilities to international financial institutions

5. Other liabilities

Total liabilities

Capital and reserves (BGN'000)
1. Capital

2. Reserves

3. Non-controlling interest

Total equity

Total liabilities and equity

Source: Bulgarian National Bank

Table 4: ECB Banknote Allocation Key from 1 January 2023

%
European Central Bank 8,0000
Nationale Bank van Belgié/Banque Nationale de Belgique 3,3250
Deutsche Bundesbank 24,0575
Eesti Pank 0,2570
Central Bank of Ireland 1,5455
Bank of Greece 2,2575
Banco de Esparia 10,8825
Banqgue de France 18,6390
Hrvatska narodna banka 0,7400
Banca d’Italia 15,5035
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Central Bank of Cyprus 0,1965
Latvijas Banka 0,3555
Lietuvos bankas 0,5280
Banque centrale du Luxembourg 0,3005
Central Bank of Malta 0,0960
De Nederlandsche Bank 5,3480
Oesterreichische Nationalbank 2,6710
Banco de Portugal 2,1360
Banka Slovenije 0,4395
Narodna banka Slovenska 1,0450
Suomen Pankki 1,6765

TOTAL 100,0000

Source: Decision (EU) 2022/2546 of the European Central Bank of 16 December 2022

on the issue of euro banknotes

Table 5: Model of an annual balance sheet of a Eurosystem national central bank

Assets

Liabilities

1. Gold and gold receivables

1. Banknotes in circulation

2. Claims on non-euro area residents
denominated in foreign currency

2. Liabilities to euro area credit institutions related
to monetary policy operations denominated in euro

2.1 Receivables from the IMF

2.1. Current accounts

2.2. Balances with banks and security investments,
external loans and other external assets

2.2 Deposit facility

2.3. Fixed-term deposits

3. Claims on euro area residents denominated in
foreign currency

2.4. Fine-tuning reverse operations

2.5. Deposits related to margin calls

4. Claims on non-euro area residents
denominated in euro

3. Other liabilities to euro area credit institutions
denominated in euro

4.1. Balances with banks, security investments and
loans

4, Debt certificates issued

4.2. Claims arising from the credit facility under ERM
I

5. Liabilities to other euro area residents

5. Lending to euro area credit institutions related
to monetary policy operations denominated in
euro

denominated in euro

5.1. General government

5.1. Main refinancing operations

5.2. Other liabilities

5.2. Longer-term refinancing operations

6. Liabilities to non-euro area residents

5.3. Fine-tuning reverse operations

denominated in euro

5.4. Structural reverse operations

7. Liabilities to euro area residents denominated in

5.5.Marginal lending facility

foreign currency

5.6. Credits related to margin calls

8. Liabilities to non-euro area residents

6. Other claims on euro area credit institutions
denominated in euro

denominated in foreign currency

8.1. Deposits, balances and other liabilities

7. Securities of euro area residents denominated
in euro

8.2. Liabilities arising from the credit facility under
ERM 11
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7.1. Securities held for monetary policy purposes

9. Counterpart of special drawing rights allocated
by the IMF

7.2. Other securities

10. Intra-Eurosystem liabilities

8. General government debt denominated in euro

9. Intra-Eurosystem claims

10.1. Liabilities related to the issuance of ECB debt
certificates

9.1. Participating interest in ECB

9.2. Claims equivalent to the transfer of foreign
reserves

10.2. Net liabilities related to allocation of euro
banknotes within the Eurosystem

9.3. Net claims related to the allocation of euro
banknotes within the Eurosystem

10.3. Other liabilities within the Eurosystem

11. Items in course of settlement

9.4. Other claims within the Eurosystem

12 Other liabilities

10. Items in the course of settlement

12.1. Off-balance sheet instruments revaluation
differences

11. Other assets

12.2. Accruals and income collected in advance

11.1 Coins of euro area

12.3. Sundry

11.2 Tangible and intangible fixed assets

13. Provisions

11.3 Other financial assets

14. Revaluation accounts

11.4 Off-balance sheet instruments revaluation
differences

15. Capital and reserves

11.5 Accrual and prepaid expenditure

15.1. Capital

11.6 Sundry

15.2. Reserves

12. Loss for the year

16. Profit for the year

Source: based on the composition rules for the balance sheet of an Eurosystem central

bank listed in Guideline (EU) 2016/2249
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