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Introduction 

Stock market liquidity is a resultant indicator of multiple factors which, broadly 

speaking, affect the security of investors. Security is in turn a multi-layer category 

and includes the protection of the rights of ownership, the predictability and 

attractiveness of the investment, the monetary and fiscal environment, the stability of 

the macroeconomic indicators. These conditions are secured by the institutional 

national macroframework, whereas their level is the result of the achieved efficiency
1
 

of its work. A specific aspect of investment uncertainty is the protection of the rights 

of ownership. It is achieved through the administration of justice and supervisory 

institutions on the one hand, and upon a broader interpretation - also through the 

market infrastructure. Outside of the strict legal terminology the importance of the 

rights of ownership, as far as the investment behaviour of the entities is concerned, is 

manifested in the protection from expropriation due to opportunist behaviour or 

adverse selection, provided to them by the institutions. The latter ensure the 

protection of shareholders through the content of the legal standards, the regulations 

of the supervisory institutions and the rules of the market infrastructure (nominal 

protection) and through the extent to which the rules are applied to all (actual 

protection). In that sense, the institutional efficiency in the protection of the rights of 

ownership is manifested in the establishment of the rules and their application. 

The study of institutional efficiency is topical due to the influence that the 

institutions have on the investment process as a whole and on the liquidity of the 

stock market in particular. Their day-to-day activities form the level of trust with the 

shareholders and the latter in turn react by rerouting funds towards or out of the 

national stock market. 

 

                                         
1
  The term institutional efficiency is used in order to to present the degree to which institutional 

measures and policies succeed in improving the investment environment in a broad context and 

the liquidity of the stock market in a narrow context. This is the success with which institutions 
create and set the rules, as well as the extent to which their actions are beneficial to market 

liquidity. 
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The object of the present study are the institutions involved in the formation and 

enforcement of the rules on the Bulgarian stock market and of the infrastructure 

needed for the investment process. The subject of the study is the work of these 

institutions, the degree to which they achieve the goals assigned to them to ensure 

investment security. The aim of the study is to determine the institutional weaknesses, 

which - according to market participants - predetermine the low market liquidity. The 

tasks of the study are to reveal the specific evaluations on the various aspects of the 

institutional effect, and the different effect on the liquidity of the stock market, 

respectively. 

Because of the direct connection between stock market liquidity in Bulgaria, 

which is extremely low
2
, and the efficiency with which the institutions manage the 

investment process, there will be examined the following Hypothesis: The efficiency 

of the institutions ensuring the protection of investors on the Bulgarian stock market 

is low. 

1. Efficiency of the institutions in protecting the rights of investors 

The institutions of the legal and the regulatory system must guarantee the 

shareholders equality in the investment process, specifically, access to objective 

information about the assets, equal opportunities for the realization of profits and 

equal rights in the management of companies and the distribution of profits. In 

addition, the institutions of the market infrastructure must guarantee security and 

equality of the trading process, of the settlement and the preservation of the assets. 

High institutional efficiency guarantees the protection of shareholders, whereas low 

efficiency creates conditions for inequality and therefore risk of expropriation. It is 

precisely the protection of investors that is a factor for high market liquidity, which 

turns its provision into an important prerequisite for the functioning of the national 

stock market. 

In the literature studying the quality of the investment environment in the national 

economy, the term "expropriation" is used with the meaning causing loss to the investors, 

taking away their opportunity to get the same profit from their investment as the majority 

shareholders, or the people governing the company. Opportunist behaviour is a term 

describing the actions of the majority shareholders or the people governing the company, 

with which they make deals with related parties to the detriment of minority shareholders, 

do not exercise due care in managing the company or take advantage of inside 

information (insider trading). The disadvantageous choice is due to information 

                                         
2
  The various liquidity indices of the Bulgarian stock market are 5 to 50 times lower than the 

average ones for the EU. 
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asymmetry - when the company - the object of investment - does not reveal important 

information about its activity and its prospects, shareholders cannot appreciate the real 

quality of the asset. As a result, they possess overvalued shares or do not possess the 

assets that will bring profits. 

The level of investment uncertainty in the narrow aspect of the protection from 

expropriation depends on the rules in the investment process and the extent to which 

they are observed, respectively, is the result of institutional efficiency. The 

importance of institutions for the economic behaviour of economic agents in general, 

and for their investment behaviour in particular, is due to two of their major functions 

(Sedlarski, 2008). The first is connected with the rules of behaviour and the extent to 

which the agents follow them, and their efficiency in that sense directly determines 

the confidence, transparency and security of investors. The second function is 

connected with the transaction cost of the subjects in commercial contracts, in 

particular with the investments, which also directly affect the level of liquidity. The 

institutional matrix defines the set of the social and economic (including investment) 

opportunities for the members of society (North, 2005), whereas according to Knack 

and Keefer (1995) it is precisely the former that determines the quantity and the 

quality of investments. North's definition is shorter (1990) - the rules of the game in a 

society affect the economic results. 

The quality of the legal system (rules of law and effective administration of 

justice) shapes the economic results due to the support which the legal system renders 

to market-based economic activities (Armour, Deakin, Sarkar, Siems, Singh, 2008), 

an important part of which is the stock market. Market liquidity is a direct 

consequence of the market foundation of the national financial system, since it 

reflects the investment traditions and the sources of external capital accepted by the 

investment community, in this case equity capital. La Porta, Lopez de Silanes, 

Shleifer and Vishny (1997) prove that external equity financing is determined by the 

differences in the legal standards and their application. The share of the capitalization 

of the stock market, held by minority shareholders and the number of initial public 

offerings correlates positively with the extent to which the law is respected, with the 

quality of the application of the law and the legal protection of minority shareholders. 

The opportunist behaviour of managers and controlling shareholders at the expense of 

investors is more limited when the legal protection of investors is substantial and the 

application of the laws is timely and cost-effective. The factor "rules of law and law 

enforcement" ultimately leads to a certain or uncertain investment environment, it 

either creates, or does not create, confidence in the market, hence it generally 

determines the market liquidity as a readiness to invest or neglect the equity market 

on the part of investors and issuers, foreign or national. Its action is fundamental and 
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multidimensional. The resultant indicator is the level of trust in the stock market, and 

is a major determinant of liquidity and uncertainty. A decline in confidence instigates 

a "freeze" of the markets. 

A primary function of institutions is, broadly speaking, to reduce transaction 

costs (Williamson, 1985) (a consequence of combining the indeterminateness and 

complexity of the environment with the limited rationality of individuals), and on the 

stock market this is achieved through the standards of transparency and non-

admission of opportunist behaviour. These goals of regulations are pursued through 

monitoring the supervision authorities by means of the processes of licensing and 

permits regimes, whereas in the case of ascertained breaches - through public 

regulatory prosecution. According to Prentice (2006) the regulating institutions on the 

stock market aim to achieve efficiency of the markets that is higher than the 

efficiency without government intervention. There has been adopted the view that the 

alternatives (private contracts, self-regulation, competition between the regulators, 

restrictions due to reputation, private prosecution) are obviously insufficient due to 

the extremely high "profit" from opportunist behaviour. 

The rules connected with the trade in shares are generally set in the laws on secu-

rities, public companies and the markets for financial instruments, as well as in the 

secondary legislative base, whereas the detailed requirements are set out in the ex-

change market rules for listing and trade, as well as in the rules of procedure of the 

depositary institution. The institutions which enforce the rules are the courts of law, the 

authorities for supervision of trade in securities, stock exchanges and depositaries, 

respectively. In Bulgaria these institutions are respectively the court of law, the Finan-

cial Supervision Commission, the Bulgarian Stock Exchange and the Central Deposito-

ry, therefore their significance in the investment process is huge (they shape out and 

enforce the rules). Since Bulgaria belongs to the continental tradition of civil law, the 

legal standards are drafted by a legislative body, namely the National Assembly. 

2. Assessment of the institutions involved in the process 

This study is based on a survey, the results of which demonstrate the way in which 

participants in the investment process perceive the quality of the system ensuring the 

observance of the rules, respectively the protection of shareholders in public companies. 

The survey has been conducted among 19 active participants on the capital market in 

Bulgaria
3
 and includes the opinions of securities brokers (6), executive directors of public 

                                         
3
  The participants in the survey are representatives of 4 investment intermediaries (out of a total of 

57), 4 management companies (out of a total of 30) and 7 public companies (of 444 registered 
issues). The lawyers serving market agents have the most complete notion of the weight of the 

regulations and law enforcement which determines their place in the survey.  
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companies (4), executive directors of management companies (2), executive directors of 

investment intermediaries (1), investment consultants (3), one director for investor rela-

tions and two directly involved lawyers. Besides being professionals, the majority of the 

participants in the survey are also individual investors on the Bulgarian stock market, and 

some of them are also representatives of institutional investors. 

The questions in the survey (Table 1) have to do with the judicial system and the 

Financial Supervision Commission as organs which enforce the observance of the 

rules from the normative acts and with the Bulgarian Stock Exchange - Sofia AD and 

Central Depository AD as institutions engaged in securing an important part of the 

investment infrastructure and equal listing, trading, transfer and preservation of own-

ership of the assets. 

The evaluation of justice and the Financial Supervision Commission is unsatis-

factory - 84% of those surveyed are able to identify cases in which the rules have not 

been applied according to them. To the questions whether they have been the object 

of an inequitable attitude, the percentage of positive answers is exceptionally high 

(68%) with regard to the Financial Supervision Commission, and lower - regarding 

the juridical system, but an important clarification here is the percentage of cases that 

have attained to judicial interpretation. To the additional question of whether their 

cases have been examined in the court of law, 9 of those surveyed respond negatively. 

The balance is that barely three out of 10 accept the court rulings on investment or 

regulatory disputes submitted to court as fair. The high percentages of affirmative 

answers to the first three questions place the two most important institutions guaran-

teeing the confidence of the Bulgarian stock market in a position where the confi-

dence in them is not at the needed level. 

The evaluation of the efficiency of the institutions ensuring the observance of 

the rules is manifested also with the imposition of standards in the work of the joint-

stock companies that are raising capital. Responses to questions 4 and 5 reveal dis-

trust that investors will be protected. Over 68% mention cases in which minority 

shareholders are not protected by means of the principal instrument for this - the 

auction bid, and nearly 95% believe that in public companies illegal deals between 

related parties are made. Low confidence in these two instruments for protection (the 

auction bid and the approval of the deals with related parties) determines the low 

confidence of the investment community that the rules will be observed and, accord-

ingly, the shareholders will not fall victim to expropriation. 

What is important for the real observance of the rules is to disallow abuse of in-

side information. The percentage of those who have registered such deals (question 6) 

looks promising - only about one third of those surveyed, one of the participants even 

mentions a case in which there was a person penalized for such behaviour. 
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In addition to the confidence that they will not be at a loss, investors also need 

guarantees that they will have timely access to the information of importance for the 

companies. The level up to which issuers provide the investment community with the 

price-sensitive information and the moments in which this is done, form the level of 

transparency and it is an important determinant of market liquidity. Responses to 

questions 24 and 25 give a rather low rating on the two most important functions of 

the institutions involved in the observance of rules. Only one person of those sur-

veyed is convinced that price- sensitive information is accessible to the investors. 

Barely one fourth of the participants in the survey actually believe the information 

disclosed in the prospectuses. The highest is the percentage of the participants who 

are convinced to a rather low degree that they have access to the important infor-

mation on the assets. The percentage of those convinced to a medium degree is 

around one third for both questions. 

Table 1 

Results of a survey among participants on the Bulgarian stock market 

 
Questions yes % no % 

undecided 

% 

1 

Can you point out cases in which 

jurisdictional organs or FSC have not 

applied the law in a way that you think they 

ought to have? 

84.21% 15.79% 0.00% 

2 

Have you been the object of inequitable 

treatment on the part of the judicature in 

your investment activity? 

36.84% 63.16% 0.00% 

3 

 

Have you been the object of inequitable 

treatment on the part of the FSC in your 

investment activity? 

68.42% 31.58% 0.00% 

4 

Can you point out cases in which there has 

not been made a due auction bid or it has 

been made at a significantly understated 
price? 

68,42% 31,58% 0,00% 

5 
Are unannounced or unlawful deals with 

related parties made in public companies? 
94.74% 5.26% 

 

0.00% 

6 
Have you witnessed an abuse of inside 
information and high profits from insider 

deals? 

36.84% 63.16% 0.00% 

7 
Can you point out cases in which the abuse 

of inside information has been penalized? 
5.26% 94.74% 0.00% 
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8 

Are you confident that you will not be 

dispossessed in a company with 
concentrated ownership? 

10.53% 68.42% 21.05% 

9 
Can you name a company in which the 
majority shareholder actually holds under 

50%? 

36.84% 63.16% 0.00% 

10 
Could you give up the control in a public 

company in order to attract external capital? 
68.42% 26.32% 5.26% 

11 

Would you say that the number of 

investment intermediaries is decreasing due 

to the high requirements and costs? 

84.21% 10.53% 5.26% 

12 
Would you say that the issuers are not listed 

because of the high requirements and costs? 
68.42% 21.05% 10.53% 

13 

Do you think that BSE Sofia AD and CD 

AD have built sufficient market 

infrastructure?  

36.84% 42.11% 21.05% 

14 

Would you say that the actions of BNB with 

respect to CCB AD of the last 

6 months attract investors on the Bulgarian 

stock market? 

0.00% 89.47% 10.53% 

15 

Do you think that the rules of the Bulgarian 

regulated market for listing and trade are 

applied equally for all? 

31.58% 52.63% 15.79% 

16 

Do you think that the commercial exchange 

system does not allow rigging the prices of 

exchange deals? 

36.84% 36.84% 26.32% 

17 
Do you think that the presence of market 
makers would boost market liquidity? 

52.63% 10.53% 36.84% 

18 

Is it possible for market makers to work 

effectively on a market with high 

concentration of ownership? 

31.58% 47.37% 21.05% 

19 

Do you think that revealing the 

intermediaries - parties in the deals is 

important for the transparency? 

68.42% 21.05% 10.53% 

20 

Do you think that the existing framework 

and infrastructure of repo transactions is 

adequate? 

36.84% 31.58% 31.58% 

21 
Do you think that the existing framework 

and infrastructure of short sales is adequate? 
15.79% 57.89% 26.32% 

22 

Have you been involved in short sales, 

including on account of a third party during 

the last 2 months on the Bulgarian stock 

market?  

0.00% 100.00% 0.00% 
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23 

Are you aware of a case in which an 

investment intermediary in Bulgaria was an 

underwriter on their own account of an issue 

of securities? 

0.00% 100.00% 0.00% 

 
  high % middle % low % 

24 

To what degree do you believe the 

information in financial statements and 

prospectuses? 

26.32% 31.58% 42.11% 

25 
To what degree are you confident that 

issuers reveal price sensitive information? 
5.26% 36.84% 57.89% 

 

Concentration of ownership is an important characteristic of the Bulgarian stock 

market. It is believed that this phenomenon reveals failure of the legal system to 

guarantee the protection of the property of investors, which is why minority 

shareholders avoid family businesses, whereas the majority ones prefer to get 

financed in a manner that excludes the public issue of shares (La Porta, Lopez-de-

Silanes, Shleifer, Vishny, 1997). Most public companies in Bulgaria are run by their 

majority shareholder or by a related party, whereas over 60% of those surveyed are 

unable to name a company, in which the ownership is actually fragmented. The main 

issue of the concentration of shareholder ownership is the belief that minority 

shareholders will not be harmed. Unfortunately those who do not expect to fall victim 

to such opportunist behaviour represent a mere 10% of those surveyed (question 8). 

For the majority of the participants in the survey the concentration of ownership is a 

threat and they do not demonstrate sufficient confidence when investing in such 

companies. What is interesting in this case is the response to the question whether the 

participants in the survey would part with their control in the company in order to 

attract external capital. Over 68% respond affirmatively, which means that it is 

possible for Bulgarian majority shareholders to reconsider their strategy if market 

conditions change. The participants in the survey believe that market makers would 

raise liquidity in the positions in which the ownership is not fragmented, but do not 

estimate highly the possibilities for them to do this on a market with concentrated 

ownership. 

The regulatory process requires both the enforcement of the necessary require-

ments and rules, and a competent estimation regarding the adequacy of the standards 

and the costs of regulated entities. Excessive supervision is also a regulatory failure, 

and on the emerging markets such a trend leads to an increase in transaction costs 

(reaching prohibitively high levels, preventing the conclusion of transactions) (Sed-

larski, 2008) and the respective lowering of liquidity, as well as to the important 

defect of the bilateral restriction of access (North, Wallis, Weingast, 2006), in which 
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issuers prefer non-public financing, whereas investors avoid listed assets due to the 

high costs. The questions concerning the high requirements and costs as a cause for 

the decrease in the number of investment intermediaries (question 11) and the delist-

ing and non-listing of issuers (question 12) reveal the accord on the part of the sur-

veyed that such a trend is also observed on the Bulgarian stock market. The greater 

part of the participants in the survey think that the high requirements and costs are a 

problem for both issuers (over 68%), and investment intermediaries (over 84%). The 

practice substantiates the phenomenon, since for the period 2008 – 2014 the number 

of listed issues has fallen by over 20%, whereas that of investment intermediaries - by 

over one third. 

The regulated securities market as an institution, by way of its reputation is a 

factor concerning market liquidity - market liquidity is one of its important character-

istics and defines it qualitatively. The reputation of the market is formed on the basis 

of its institutional qualities - the rules and their application, the efficiency of the trad-

ing process, the efficiency of the process of disclosing information. The reputation of 

the stock market largely reflects also the reputation of the financial institutions trad-

ing there and the reputation of the companies - issuers, whose papers are listed on it. 

The standards of the stock exchange (the stock exchange rules on listing, disclosure 

of information and the trading rules) and the willingness to enforce those (with re-

spect to traders, investors and issuers) turn regulated markets into an important insti-

tutional factor. The trading process on the stock market must result in a fair price and 

disallow its manipulation. The evaluation of the surveyed as regards the rules on the 

Bulgarian stock market reveal distrust (question 15) - half of them think that the rules 

do not apply equally to all. Discrimination in the investment process is an important 

channel for the rise in uncertainty and the respective decrease in the confidence that 

the rights of ownership are protected. More encouraging results are shown by the 

even number of those convicted that the rules of trade disallow manipulation of the 

prices of transactions, and those that are not convinced in this. As far as the next 

question is concerned - regarding the importance of the disclosure of information for 

parties in the exchange transactions - the equilibrium is upset once again and the 

majority of the surveyed believe that this information is important and must be avail-

able. 

Market opportunities for fast purchases and sales reduce systemic risk, whereas 

the possibility only for purchases leads to bubbles and to a respective asymmetrical 

development of the market (Endo, Rheep, 2006), deviation from the base value, 

followed by a collapse and slow recovery. On the developed markets these investment 

opportunities are provided through the systems of repo transactions and short sales. 

The evaluation of the participants in the survey on the possibilities for that kind of 
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trade in Bulgaria reveals the serious issues of the asymmetric investment process on 

the national stock market. While the assessment of the available infrastructure 

securing the margin purchases is balanced (question 20), the assessment regarding the 

possibilities for short sales is predominantly negative (question 21). Most definite is 

the response to question 22 - none of the participants in the survey has done any short 

selling in Bulgaria. The lack of opportunities for a symmetrical investment process is 

a serious threat to the rights of ownership, since it puts the investors in Bulgarian 

securities at a disadvantage with respect to those investing in foreign assets. On the 

other hand the asymmetric market poses additional risks to the investors, which is 

also an element of discrimination. 

The second unanimous response is that to question 23 - none of the participants 

can name an occasion in which an investment intermediary has taken an issue of 

securities at their expense. A similar definiteness is revealed by the fact that 

investment banking is a completely undeveloped territory, and the issuers in Bulgaria 

do not have at their disposal the main tool for attracting capital. 

Institutional efficiency is an important factor for the investment process, since it 

shows the degree to which the rules are followed and investors are protected. 

Attracting the latter is a function of the success with which institutions form and 

enforce standards, because in this way they determine uncertainty. Institutional 

inefficiency causes a reflux of investment since ownership is not protected. In this 

respect question 14 leaves beyond any doubt the connection between the extent to 

which supervisory institutions (in this case BNB) apply the rules and the 

attractiveness of the national stock market to foreign and national capital. When 

institutions do not perform quality oversight, do not react to the problems in the 

investment environment and do not act decisively, the national stock market is not 

attractive. When actions are contestable and decisions are not objective, uncertainty 

increases and that leads to a reduction in the capital intended for the stock market. 

Conclusion 

The main conclusion which we arrived at upon reviewing the results of the 

survey is that investors are not satisfied with the work of the institutions on the 

Bulgarian stock market. They do not express the explicit impression that rules are 

followed, that there is no discrimination, that the necessary infrastructure is 

accessible. On the other hand, the technologies for supervision are considered cost 

ineffective, which increases transaction costs. The Central Depository and the Stock 

Exchange are still unsuccessful in offering adequate infrastructure, which lowers 

confidence in the market and makes it asymmetric, therefore susceptible to bending, 

crashes and slow recovery. 
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Disapproval is the main result of the survey. The non-application of the 

standards to all on the part of the judicature and the supervisory authority violates the 

protection of the rights of ownership, because they cause discrimination, on account 

of which individuals with opportunist behaviour expropriate with impunity. The low 

level of confidence in the system ensuring transparency creates conditions for abuse. 

The missing market infrastructure creates expectations for overvalued assets and the 

respective drying up of liquidity during periods of high risk. 

The results of the survey prove the hypothesis, namely, the efficiency of the 

institutions involved in the development and the enforcement of the rules ensuring the 

protection of the rights of ownership is low. The perception of the investment 

environment as risky due to the inadequate protection and opportunities for investors 

leads to low market liquidity and low prices of the assets, hence low market efficiency. 

In order to overcome the weaknesses there must be an increase in the efficiency 

of the institutions involved in the provision of equal treatment to the agents, of the 

necessary market infrastructure and of cost-effective technologies for supervision. 

The activities in that sense must include: 

- Simplification of the rules in the investment process – the compulsory standards 

securing the rights of ownership of investors include adequate access to timely 

information on the assets and protection from opportunist behaviour (deals with 

related parties, insider and manipulated trading). Unnecessary complication of the 

rules leads to difficulties in their understanding and application, and this refers 

not only to local investors and issuers, but also to the regulator and the justice 

system. In addition, public control over the observance of the plainly set out rules 

will be more effective. A significant consequence of the streamlined process will 

be the lowering of transaction costs; 

- Immediate privatization of the stock exchange and the depository institution - 

this will achieve two important goals - integration with a more developed 

market and a modern clearing system, allowing for complex margin trading; 

- Activities directed towards the regulatory authorities, aimed at increasing 

their competence. 
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INSTITUTIONAL INFLUENCE ON THE LIQUIDITY 

OF THE BULGARIAN STOCK MARKET 

Doctoral student Krasimira Naydenova 

Abstract 

The liquidity on the stock market is directly dependent on the degree to which investors 

feel protected. The expropriation, non-transparency and low confidence are consequences of 

the absence of rules or their non-application. The study of the efficiency with which the insti-

tutions on the stock market in Bulgaria that are involved in the observance of the rules impose 

them, shows distrust in the system. The investors' evaluation of the institutions of the market 

infrastructure is low. Such perception of the institutional efficiency of the stock market deter-

mines its low market liquidity. 
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