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. Introduction

A number of socio-economical changes have been iddBelgaria during the last years. They
generated fast growth of the corporate properiging by this way many problems. Generally, the
practice of management in Bulgaria corporationsjuiding internal control, forestalls the theory
development and the best practices adoption. Thésted preconditions for internal control
inefficiency and ineffectiveness and by this wafprinsufficient minoritary shareholders’ protectio
Despite of the existence of a number of corporateegance researches, a study of the internal
control in Bulgarian firms and, in particular, iarporations doesn’t exist.

Bulgarian legislation, like the Continental Euraopee, is to the highest degree liberal to the
private corporations’ internal control systems (JCS8rganization and operation. Legislative
requirements in this area exist only for the bagldarporations. For this their internal controlteyss
(ICS) have to be studied separately. The main @bgof this paper is to ascertain the Bulgarian

banks’ ICSs state and to outline the main direstimn improvement.

Il. Legal framework

Eventual failure of the banking system would leaaddnsiderable social cataclysms. For this
banks are subject of strengthen state regulatioat &f all this accomplishes through the central
banks. According to the Law on the Bulgarian NaioBank, art. 2, par.6, The Bulgarian National
Bank shall regulate and supervise other banksvities in this country for the purpose of ensurihg
stability of the banking system and protecting dgtpos’ interests. The Deputy Governor, head of the

Banking Supervision Department, fulfils this furocti

Beside the existence of banking supervision, thagxternal banks’ control, there are legal
requirements about the internal banks’ control.hStazjuirements exist even in Continental Europe
countries, which have liberal legislation of thévate corporations’ ICSs. In 1998 Basel Committee
on Banking Supervision issued two publications: Etamework for Internal Control Systems in
Banking Organizations and (2) Framework for thel&@on of Internal Control Systems. In 2003
according to this documents passed Regulation NoriGhe Internal Control in Banks, which
abrogated the old Regulation No.10 (1993). Thikésmain act, regulating Bulgarian banks’ ICSs. To

a great extent it determines their organization @etration.

Also, banks’ internal control idiosyncrasy is thihe control subjects have to report to an
external body - banking supervision. Such requirgng®es not exist for non-financial corporations.

Their internal control subjects are obligated fooré only to the management and to the owners.



The main legislation, which regulates ICS in Builgar banks, as above-mentioned, is
Regulation 10 of BNB for internal control in bankor this, firstly its edicts should be analyzed.
Although the regulation is new, it contains somé&dated texts. According to art.4 internal control i
banks consist of the following elements: (1) mamagyat oversight; (2) risk control; (3) reporting and
information; and (4)internal audit. In contrast @SO and other contemporary internal control
frameworks Regulation No.10 does not focus on eofitrols — ethical values, competency, trust,
integrity. But big financial scandals last year&nron, WorldCom, etc. clarified that the control

environment is especially important for effecti@SIs’ operation.

The outdated definition for internal auditing ihet important disadvantage. According to
art.13, par.1l internal auditing is an independemraisal function, established within a bank to
examine and evaluate its transactions, operatiodsantrol systems which shall be carried out gy th
internal audit unit. It is in conformity to the olgia’s definition and does not give an accounttaf
last trends for expanding the internal auditingpgcdn particular for rending consultative services
Besides this, according to the Regulation the apartment, fulfilling internal auditing functiois
so called specialized internal control unithis induces confusion in the banks, because esdettms
‘internal control’ and ‘internal audit’ are confukeThese Regulation disadvantages have important

effect on banks’ internal control organization ameration.

lll. Collecting data

Dated June,®] 2005 there are 29 commercial banks with an iatésnal banking license and
5 branches of foreign banks. The followimformational channelswere used in order to study their
ICSs:

1. Specialized internal control unit working rules westudied. These rules are
required from Banking Supervision Department, adic@y to Law on Banks’
art.58, par.l. It contains a provision that bankallssubmit to the central bank
copies of their Articles of Association, regulationinstructions, and other
documents containing provisions regarding the scepmel procedures for
conducting transactions, the capital and the ialeorganization of the bank,

within 7 days following their adoption, or after anding or supplementing them;.

2. To what extent banks comply with the requiremerthefRegulation (art.28, par.2)
to submit to the banking supervision bodies theuahneports on the activity of

the internal audit is examined;.

3. An inquiry into banks’ ICSs was conducted. An dssise from the IIA Bulgaria

and Banking Supervision Department was asked fsmptlrpose; and



4, An investigation for disclosure of non-financial farmation by Bulgarian
corporations. We investigated separately the wids-sand the annual reports of

banks.

IV. Bulgarian banks’ specialized internal control unit working rules investigation
Dated June, 1st, 2005, only 3 banks submittedda#émtral bank Specialized internal control

unit working rules. So, we could draw the fallowicanclusions:

1. Half of the studied banks have Internal audit aarBesides this they didn't
submit it to the central bank according to theiligdiion. Firstly, this is evidence
of insufficient Bulgarian banks’ internal controtahsparency. This trend is
dangerous because of the possibility to be caugedehk ICSs’ organization and

operation;

2. Secondly, this means absence of strong enough Bguskipervision Department’s

control, because any bank was not sanctioned ifon#gligence.

3. However, the other banks did not submit such ridesause they had not created
them. This is much more dangerous practice, becaitbethe lack of such a
document is impossible to be guaranteed the intewnditors’ work independence

and effectiveness.
Following three banks submitted internal audit oigation and operation rules:
% Bank A —Bank A Internal Audit Department Working Rules;
« Bank B — Bank B Bulgaria Internal Control Rules;

« Bank C — (1) Internal Control System Common Rules; andn{8jnal Audit

Organization and Operation Rules.

Bank C rules are the most complete and adequatevWexamine consecutively all of the

enumerated documents.

Bank A: Supervisory Board adopts Internal Audit Departm@farking Rules. This is a
positive fact, because so the conflict of interdsisk is guarantied to some extent during the ICSs

design.

According to the Rules, art.2, the internal audiailCS’s elemengnsuring (1)goals’ and
tasks’ achievement; (2)economic and effective nesmsiusing; (3)adequate risk control; (4)assets
protection; (5)financial and managerial informaticaliability and completeness; and (6)activities
compliance with applicable laws and regulationdics, plans, internal rules and procedures. Art.7
also consists of such a text, but these textsareairect and are misleading to some extent. EHwen

best control can not ensure absolute, but onlyoredsde assurance that the organization’s goals and



objectives will be achieved. So preconditions farduly expectations towards internal audit are

created.

According to art.3 internal audit is independertivély that appraises bank transactions and
operations and ICSs. It is performing by InternaildA Department. This definition is in compliance
with the Ixia’s one, in force till 1999, but nottwithe new one. By this way the internal auditingpse
gets narrower and focuses on the assurance sermegiecting the consultative one. This is direct

outdated Regulation No 10 texts’ consequence agtdights the need of their change.

There is an Audit Committee in Bank A. Head of thieernal Audit Department has to report
to the Audit Committee and to the Supervisory Bodltds is a positive fact, because so Internal Audi

Department’s higher independence preconditionsraated.

In the Bank B Internal Control Rules the terms ‘internal coritrahd ‘internal audit’ are
confused. According to Art.4, par.4 the done framanistrators and other persons with governance
functions reviews and control activities within tlramework of their competencies, can not replace
internal audit functions. At the same time thisrtds not used anywhere else in the Rules. Instéad o
this the term ‘internal control’ is used and insteaf the term ‘internal auditors’ — ‘internal

controllers’. This confusion is a Regulation Nockihsequence also.

According to Art.2, par.2 the internal control iyanized as an independent appraisal activity.
This statement is true about the internal audit,almut the internal control as a whole. In theesas
when the control is done as a part of the managermarctions is not correct to write about
independence existence. Internal auditors (acogrdm the Rules — internal controllers) are
independent because they can not combine theitiggogiith other positions in the Bank and they can

not have authorities and responsibilities in théitee (Art.4, par.2).

Even if we suppose that this definition refershe internal audit, not to the internal control as
a whole, it is outdated and does not takes intmwucthe last internal audit trends. This is a

Regulation No 10 consequence too.

Other Rules disadvantage is the lack of clearlyneef Internal Control Department position
within the organization and Head of the Departmrepbrting lines. This have to be changed because

it could be an insufficient bank’s internal auditiependence sign.

In contrast to the other banks, Bank C there are two different documents- (1) Internal
Control System Common Rules; and (2) Internal A@tiganization and Operation Rules. This is a
sign, that the difference between ‘internal auditd ‘internal control’ is clearly realized. Besidbss
these two documents are much more comprehensivea@deguate then the other banks’ submitted

documents.

According to the Rules internal control is contiosoprocess that provides assurance
regarding the achievement of the goals and obgstat all organizational levels. As already was

pointed, this generates excessive expectationsrdoimternal control, because it could provide only
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reasonable, not absolute assurance. At the exjpéisis according to the Internal Audit Organizatio
and Operation Rules internal audit is independassuring the achievement of the goals and
consultative activity, created to check the bankémsactions, operations and control system, to add
value and to improve organizational operationss™afinition is in accordance with the new internal

audit comprehension and recognizes its consultativetion.

Internal Control System Common Rules’ Part Il (Mage&ent control), Par.4, emphasizes the
Code of Administrators’ and Employees’ Ethical Babaand the Controllers’ Training, Assessment
and Stimulation System importance, i.e. ethic amdmetence importance. Similarly it highlights tone
of the top importance — according to Part IV, Panghagement board is responsible for high ethical
and moral standards encouragement and for therootish of such an organizational culture, that
highlights and demonstrates to all employees ialecontrols’ importance. By this way the Rules

reflects the trend toward turning the attentiosdé controls.

Especially positive is the fact, that the main esypks’ internal control fulfillment obligations
are listed. So the Rules contribute to their rate the complete control process realization aedter

preconditions for its better fulfillment.

The supreme internal control body — the Generale$twdders’ Meeting, hires and fires the
Head of Internal Audit Department. Besides thig Supervisory Board bears the responsibility for
bank's ICS’'s main directions, strategy and poli&yccording to them the Management Board
approves Internal Controls’ Realization Instrucioand Rules. So the responsibility for internal
control organization is beard by the supreme gawmgriodies. This generates preconditions for

conflict of interests’ avoidance and high orgariaadl independence.

After all this we could come to the conclusion,tte&en this Bulgarian banks, that have
created Internal Audit Department Organization @gkration Rules, have to make considerable
corrections, supplementing and bringing them upgdate. Besides this, it is necessary Bank

Supervision Department’s control to be strengtherm@tiRegulation No10 to be changed.

IV. Bulgarian banks’ Internal Control Reports study

Dated June, 1st, 2005, any bank has not submittednal Control Report, despite the legal
requirement. This fact corroborates our lack ohgmarency and strong enough Central bank’s
supervision thesis. This is mostly due to the féztt according to Regulation No 10 such reporttbas
be submitted firstly in 2005 (for the financial 2)Gand effective control mechanisms are not created
yet. This, combined with the lack of internal caidi information disclosure practice and willingses

leads to this result.



V. Inquiry

Main purpose of the inquiry is to determine Bulgarbanks’ ICSs’ condition. Questionnaires
were sent to the all banks’ internal auditors elsndm spite of this that they were sent on thealtfebf
Banking Supervision Department and IIA BulgariayofiP returned the questionnaires. This again

proves our lack of transparency thesis.

The fact that half of the answered to the inquamks are from first group, i.e. from the banks
with the banks with highest assets suo we could conclude that the biggest Bulgariankba
management teams have realized the need of highespirency and positive image creation. It is

necessary conditions to be improved in the othekda

We could assert confidently enough that the recetygestionnaires’ results present the real
conditions in Bulgarian banks’ ICSs, because thkfathat answered the inquiry, manage more than
the half Bulgarian banks’ assets (Exhibit 1). Smoading to the main massive methake possible
mistakes and disturbance. This method is applieduse of the general population small size and the

impossibility for all respondents answers receiving

Inquiry’s questions could be divided into two greup(l) concerning internal control

organization; and (2) concerning internal conteghnology.

Through thefirst question group(Exhibit 2) is made an attempt to be receivedrimfation
about these subjects that are common for the IGStlam corporate governance system — internal
auditors, Audit Committee, Board of Directors (Mgament and Supervisory Boards) and General
Shareholders’ Meeting. The General Shareholdersétiig’'s means for fulfilling direct internal
control are minimal. Besides this the problem alddwigarian corporations’ Board of Directors is
relatively well investigated during the corporatevgrnance studying. For this with these questioas w

attempt to receive information for the Bulgariamksl remaining two subjects’ existence and status.
On the basis of the received answers the followim#jngs are done:

¢ Only three of the investigated banks (25 %) hawated audit committee. At that each of
these audit committees consists only from one tire@nd in one of them there are non-
resident such. Knowing that usually is assumedtti@bptimal directors’ number is three to

five, we could conclude that even these audit cdtass are created formally;

¢ The problem with the directors’ independence issobted. Only in one of the banks the audit
committee’s member is an independent directorhéndther cases the directors are insiders.

This additionally hampers the independent and gffiecommittee’s function fulfilling.

¢ In one of the banks there are simultaneously fonatg Internal Control and Internal Audit

Departments. By this way an attempt is made theuR&gn No 10 inaccuracy to be

! Nonrandom sampling, consisting of the general fijfmn’s biggest part.



overcome, but this could lead to bigger confusimtduse of the existing overlapping

functions’ risk.

¢ Half of the investigated banks have not writtereinal Audit Department’ written charter.
This potentially could impede department’s activihecause this is the main document,
regulating the internal audit function. The lack sefch a document creates an insufficient

independence danger and to some extent to forteathad auditors’ duties execution

¢ Head of the Internal Audit Department reports fiorally to the audit committee, where such
is created. In two of the other banks he repomstianally to the highest organizational level
— Management Board or Supervisory Board. Howevethe other cases he reports to the
Chief Executive Officer (CEO). This contradicts te International Standards for the
Professional Practice of Internal Auditing, accogdivhich “the chief audit executive should
report to a level within the organization that alfothe internal audit activity to fulfill its

responsibilities . So preconditions for insuffitiénternal auditors’ independence are created.

¢ At the same time the administrative reporting lirmee satisfactory — usually chief audit
executive (CAE) reports to the chief executive adffi (CEO). In two banks he reports
administratively to the audit committee. This isugnal, because the committee should not

fulfill operative functions. This shows an insuféot understanding of its functions again.

¢ Big part of the investigated banks (10 or 83 %)susaly their internal audit departments’
resources. This is predetermined from the Regulahlm 10 internal control department
existence requirements. On one hand, this is diym$act because internal auditors are more
aware of the banks’ operations than the outsourenggnization’s employees. On the other
hand, the internal auditing concept is not well\wnoyet and there are little specialists. For
this it would be useful external organizations’véezs to be used for these activities that need

specific knowledge and skills, what is the practicewvo of the investigated banks.

¢ Only one of the banks with audit committee the €mternal Auditor (CIA) has unrestricted
access to the audit committee. In the other twkddme CAE has not such unlimited access.
Besides this in one of them it is determined théetimgs to be done only at determined dates.
In the other case they communicate only by writtgmorts. By this way the rapid reaction

possibilities are restricted and the audit committeefulness is limited to high extent.

With the second group of questionfExhibit 3) information for internal control fulfinent
technology in Bulgarian bank is collected. On thsib of the received answers the following findings
are done:

¢ Internal auditors in banks rate highly the degresupport by the managers for realization of
internal control and of internal audit: 92% of thamswer that managers fully understand the
necessity of internal control and fully support gieempts of the internal auditors. This fact is

very important by itself. One should keep in mirmviever the preconditions for insufficient



independency of internal auditors which due to cksfen the organization of banks ICS. We
pointed these defects in the previous chapterpbtigem is insufficient popularity of internal
control concept in Bulgaria. That makes negatieftitt that the half of the Bulgarian banks
does not organize trainings of their managers fglamation of internal control basic

principles.

The majority of banks have approved ethic code: @®%mem. As mentioned in the annual
evaluation for corruption of Coalition 2000 (200®bere is already critical mass of firms,
which are approved ethic codes and standards faealsoresponsible behavior: such as
Standard for business ethic, Global contract, &tkeir observation however is still

problematic. In majority of cases they are assuamalite clubs for improvement of their
charter, which do not lead to strict engagementsobservation of the social responsibility
standards. Significant fact is that the half of thenks does not organize trainings for

improvement of the ethical behavior of their offilsi.

Property in Bulgarian banks is mainly foreign o88% from the investigated banks). Hence
it is interesting to investigate in how foreign aws effectuate control on bank activities. In
some of them (40%) foreign shareholders are membkithe Managerial Board and/or
Supervisory Board. In more than half of them (608tgre is also direct control to the
mother’s part by periodical examinations by itstieecfor internal control and/or periodically

sent reports. That is due to the fact that usdatlgign owners are majority shareholders.

Internal auditors in banks rate not very high tlegrde of realization of employees for their
role in internal control effectuation. Half of theamswer “they realize , 17% answer
“somewhat realize and only 1/3 answer “fully reali That talks about potential danger ICS
not to be able to operate effectively (even if tteeg well designed and well organized)
because of absence support to the officials’ pertknown, internal control is an obligation of
each employee. Hence, the absence of comprehdndioa part of some of the employees for

their own role in this process would break the radractivity of the entire system.

Because of the absence of sufficiently well prefgaspecialists in the internal audit field,
interesting is the question about the selectiorfitials in the internal audit department.
Leading is the requirement for higher economicaicadion language skills (usually English),
computer skills, and experience in bank fieldslhot required however, specific knowledge
in the internal control (or audit) field. Concergirincreasing the competence of already
employed auditors, half of the banks organize famt internal trainings. 83% encourage
them to attend courses and seminars, organizedhigy organizations. No one of the banks,
however, stimulates internal auditors to pass eXamsertified internal auditors; nevertheless

this certificate is internationally recognized piréar good professional skills.

In general banks effectuate all stages of risksassent: (i) identification; (ii) risk analysis;

and (iii) management of environment change. Thaxgained with a view to the fact that
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because of the higher risk, to which they are sibike there are normative requirements in
this direction. In one of the investigated bankswéver, they do only risk identification.

Another one does not manage the environment charDest strongly decreases the
effectiveness of risk assessment, which is espedahger for types of organization such as

banks.

¢ The majority of internal auditors have answered th& banks, where they work, apply
mainly current control (83%) and/or subsequent @8%0). This supposes lower prevention
of the realized control and hence, smaller effectess of the process. Besides, they realize
the necessity of previous control: all the inquiradswer that they preview its priority

applying in future.

¢ 75% of the investigated banks have built systemifieernal whistleblowing in case of
detected irregularities. This is undoubtedly pwgsitfact, as it increases the probability for

discovering of errors and abuses to the part df bnagers and officials.

¢ Positive fact also is that in almost all investighbanks internal audit assesses not only the
internal control but also the risk management dn@ddorporative management. Only in one
bank internal audit is directed to assessmenttefrial control solely. Hence, in general banks

have assumed wider scope of internal audit.

¢ Only 42% of the investigated banks apply contrdftagsessment. All the others use another
method for monitoring: examinations to the partiragérnal audit department, to the part of
head office for branches of foreign banks, etcerkdting is that only two from the
investigated banks ally simultaneously control-ssdessment and monitoring to the part of
internal audit. Therefore, firstly the tool for ¢oml self-assessment are still weakly known for
the majority of banks and hence it is not applBesides, some of the banks use it as unique
method for monitoring performing, which is not rewoendable because of its above-

explained defects.

Third phase of the inquiry is the investigation of the sitwati concerning information
disclosure in bank sector. To this aim we studiredannual reports of banks for 2004 and their web-

sites.

In general Bulgarian banks disclose mainly nornedyivequired financial and accounting
information. The exceptions are just few. ObIBB takes actions for disclosure of information about
the realized internal control. The annual reporthe bank contains chapter entitled “Corporative
management , which declares the responsibilithefBoard of Directors for the operation of ICS in

the bank. Critical description of the ICS is doherg, but without giving an evaluation to it.

More banks make disclosure concerning activitiekem in relation to society interests’
protection and environment protection. Six of thaks have separated chapters in their annual geport

and/or in their web-pages, devoted to observati@oaiety rights:



O UBB —chapters “Sponsors both in annual report and inpage of the bank;
O Euro bank— chapter “Sponsor politics in the annual report;

O Citibank - chapter “Donors programs in the web-site oflihek;

O Post bank-chapter “Social engagement in its annual reports;

O ING Bank — chapter “ING and the society in the web-sitéhef bank;

0O ProCredit Bank— chapter “Ethical standards and related to thér@mment ones in the

annual reports.

Four banks are members of the Global contract: &Wb Bulgarian-American credit bank,

Citibank and ING Bank. Onlaulbank however discloses definitively this fact.

On the base of the above we could summarize th&gaBan banks make attempts for
applying of the last achievements in the field einal control. Besides their control processes ar
not transparent. Hence, needed are many improveroétite control process, some of which defects

are due to imperfections of the applied normatinganization.

VI. Approaches for Bulgarian banks’ ICSs improvemen

Based on the information about the Bulgarian bank$Ss organization and technology,
received through the pointed out three informatiatennels, we could conclude that as a whole
transparency is missing. Besides this the bestraomtactices are yet to be applied. To a high rxte
this is due to the small number of well qualifietiernal audit specialists in Bulgaria. To be faaikd

this process it is necessary revision to be dolegdregulation No 10.

Based on this, the following approaches for improget of Bulgarian banks’ ICSs
organization and entire operation could be made:

0 Firstly, the followingchanges in BNB’s Regulation 1@or internal control in banks must be
passed(1) to be changed the content of ICS elements. Itthdse carried out in agreement
with the text of Frame for ICS of Basel's commit{eecluding the so-called control culture), as
well as with all the other contemporary frames fioternal control. Besides it has to be
emphasized on the importance of soft contr(®3;to be changed the definition for internal
control in agreement with this one, passed in 199PAS. By this way consulting functions of
internal control will be recognized3) the name “specialized office for internal contrim be
changed to “internal audit department . By this whg confusion in creation of ICS in
Bulgarian banks will be avoided. Also avoided wik confusion of the notions “internal
control and “internal audit (4) to be entered an obligation for creation of audinmittee,
attached to the Board of Directors (Supervisory rBpaespectively) of banks (except the

branches of foreign banks), which consist in filigependent directors;
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Another direction for improvement of organizatiohlGS in banks is creation of big enough
audit committees, which could effectively perforineit functions even if normative obligation
is absent. Besides, they must be consisted fulipdependent directors as by this way some

independency of their activity will be guaranteed,;

Especially important in ICS organization is adegquaporting linesof CAE to be previewed.
For this they must rearrange their ICS in such & weat functionally the internal audit
manager to report before the audit committee (g® ¢ais not created yet — before the Board of
Directors). Besides, in case of necessity the CAE to have unlimited access to the audit

committee;

Board of Directors of banks, wit the help of thediazwwcommittee, must passharter of the
internal audit departmentif such one is present. By this way possibility internal auditors

to perform effectively and independently their ghtions is guaranteed in a certain degree.

The following changes in Regulation 10f BNB for internal control in banks must be
introduced: (1) banks to be demanded to create written ethic c(@eto be changedhe
requirement of article 19 paragraph 2 all contrdbjects to be covered in the frames of one
control period with prolongation no more than tweays. This period is too short for the large
activities of bigger banks and hence, it puts athstato the applying of risk-based approach in

audit.

These banks, which have no writtethic code must approve such one. That makes
preconditions for increasing of the officials’ corptive culture and for improvement of the

ethical climate in corporation.

Moreover, all banks must organizeitions and trainings of their employee$or ethical
behavior and for increasing of their corporativdtume. That avoids the risk approved ethic
code to rest just a sheet of paper without prdctigplication. Also the reasons for introduction
of each new type of control must be explained todmployees, as well as the profits which it
brings. This will help to avoid the risk of boydatj the innovations in internal control field to
the officials part because of misunderstandinghefgrofits and because of considering them

for onerous and nonsense.

All levels managers are main control subjects. Thepport determines in considerable degree
how much effective will be the internal auditorstigity. For this especially important is they
to realize the necessity of effectuation of intére@ntrol and of internal audit. To this aim
managemenmust be submitted to periodidaitions concerning the internal control principles

and techniques.

Internal auditors must be stimulated to pass examCA. This certificate is worldwide
recognized guarantee for their qualification. Besidaccording to the IIA rules the practicing

certified internal auditors must take for each tears-long period 80 classes for Continuing
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Professional Education (CPE). Such classes aregmemad for various forms of tuitions,
publications, presentations, etc.. That guaranfeeskeeping up and for improvement of

internal auditors qualification.

0 All banks must apply all the stages of risk assessmbut not only this one of risk
identification. That will guarantee in higher degri®r applying of more effective risky-based

control process.

0 Gradually must be transited to wider using of vasionethods for preliminary control. That
will increase the preventive and prophylactic fumetof internal control, and hence its

effectiveness.

0 Wider usage of the control self-assessment methogcommended, as it ensures participation
to the monitoring not only of the internal auditbrg of the very managers also. That facilitates
the work of auditors which to its part, supporterthto effectuate more comprehensive and
more all-embracing control inside the bank. On haotand, participating to the monitoring
and to the control, managers much better comprettezid own role in the entire process of

internal control realization.

VI. Conclusion

Based on the information for Bulgarian banks’ IG8ganization and technology, received
through the pointed out three informational chasmeke could conclude that as a whole transparency
Is missing and the best control practices areg/éetapplied. To a high extent this is due to thalk
number of well qualified internal audit specialists Bulgaria. To be facilitated this process it is

necessary revision to be done to the RegulatiodMo
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EXHIBIT 1

Amount of investigated banks’ assets (thousands BIGN)

Investigated banks

Assets amount

| group

Bulbank 3303073
United Bulgarian Bank 2704 278
HVB Bank Biochim 2190 034
Raiffeisenbank 2 238 343
First Investment Bank 2 229 582
DZI Bank 940 375
Il group

Hebrosbank 655 656
Municipal Bank 519 381
Union Bank 429 751
D Commerce Bank 61 961
Il group

ING Bank - Sofia Branch 320 453
Alpha Bank - Sofia Branch 145 602
Amount of the investigated banks’ assets 15 738 493
Amount of the whole banking system’s assets 27 926 520
Investigated banks’ assets as a part of the wholeabking system’s 56%

assets (%)

13



EXHIBIT 2

Questions concerning the internal control organizabn in Bulgarian banks

Questions according to the Audit Committee:

¥ Do there is an Audit Committee at the bank’s BazfrBirectors?
a) Yes
b) No
¥ How much are the Audit Committee’s directors?
k1 How much of the Audit Committee’s directors aredpdndence one?

Questions according to the Internal Audit Departmien

¥ Do there is in the bank an Internal Audit Departtragrart from the Specialized Intern
Control Unit?
a) Yes
b) No

¥ If you answered with yes, what type of functionsfens each of them?

¥4 Has the bank’s Board of Directors adopted a wriltgarnal Audit Charter?
a) Yes
b) No

¥4 To whom does the CAE administratively report?
a) Audit Committee/Board of Directors
b) Chief Executive Officer/President
c¢) Chief Financial Officer
d) Next level Financial/Controller/Treasurer bel@wO
e) Other, please specify:

¥ To whom does the CAE functionally report?
a) Audit Committee/Board of Directors
b) Chief Executive Officer/President
¢) Chief Financial Officer
d) Next level Financial/Controller/Treasurer bel@wO
e) Other, please specify:

¥ Do some internal audit activities are outsourced?
a) No
b) Yes, but only for special projects
c) Yes, the major part

Questions according to the communication betweee thudit Committee and the Interng

Audit Department:

¥ How frequently do th€ AE and the audit committee meet?

14
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¥ Do the CAE has unlimited access to the audit cotemin a case of hecessity?
a) Yes
b) No
k1 How the CAE communicates with the audit committee?
a) Written reports
b) Oral reports
¢) Both written and oral reports
d) Without reports
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EXHIBIT 3

Questions concerning the internal control technologin Bulgarian banks

Y|

To what extent do bank’s managers understand temal control necessity?

a) Fully understand

b) Somewhat understand

¢) Understand

d) Somewhat misunderstand

e) Fully misunderstand

¥4
a) Yes
b) No

¥

Do there is in the bank internal control trainifgsthe managers?

To what extent do bank’s managers support intexaditors’ efforts?

a) Fully support

b) Somewhat support

¢) Support

d) Somewhat do not support

e) Fully do not support

¥
a) Yes
b) No
¥
a) Yes
b) No
¥
a) Yes
b) No
¥
¥4

Have the bank’s Board of Directors adopted writterde of Ethics?

Do there is in the bank regular ethics trainingsiie employees?

Does the bank have foreign shareholders?

If you answered with yes, how do the foreign shaladrs control banks’ activity?

To what extent do bank’s employees understand dairinternal control role?

a) Fully understand

b) Somewhat understand

¢) Understand

d) Somewhat misunderstand

e) Fully misunderstand

Y|

What are internal auditors’ recruitment criteria?

a) High education - please specify:

b) Professional experience - please specify:
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¢) Language skills - please specify:
d) Other - please specify:
¥4 How the bank does stimulate internal auditors’ cetapce enhancement?
a) Through internal trainings
b) Through external trainings and seminars attecelatimulation
¢) Through encouragement internal auditors to fes€I1A exams
d) Other - please specify:
e) Does not stimulate internal auditors’ competerdgancement
¥ Do all risk assessment stages are applied?
a) Risk identification Yes
b) Risk measurement risk analysis Yes
¢) Prioritizing risk Yes
k1 What form of internal control is applied most freqtly?
a) Preventive control
b) Detective control

c) Corrective control

¥4 Do you foresee preventive control predominantlylpg in the future?
a) Yes
b) No
¥4 Do there is whistleblowing system in the bank?
a) Yes
b) No
Do the bank’s Internal Audit Department periodigappraise:
a) Internal control Yes
b) Risk management Yes
c) Corporate governance Yes
k1 What monitoring tool is employed in the bank?

a) Control self-assessment
b) Independent body monitoring
c¢) Other - please specify:

No
o N
No

No
No
No
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ENDNOTES

1 In the Regulation 10 English version this termramslated as ‘internal audit unit’, but in the @t variant is used the
term ‘specialized internal control unit’.

2 Banks' names are changed due to the confidentizfiitye information.

3 Since April 2003, the BNB Banking Supervision Depemt classifies the commercial banks in three gsodfhis
grouping does not entail any rating element. Arnagdpanks into groups is done based on the amduhed assets and is
changed as of each particular period. The firsugralways consists of 10 banks, the second gromgpdses all the

remaining banks, and the third group comprisedbthaches of foreign banks in Bulgaria.
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