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SUMMARY. This paper uses interviews with commercial bank officials to investigate how well the
banking system assesses risk and allocates credit, monitors borrowers, facilitates risk diversification,
and pools savings while the credit boom in Bulgaria is unfolding. Bank credit to enterprises more than
tripled in only five years despite significant institutional problems in the country. The interviews show
that the banking system adapts to the local conditions and performs it theoretical functions reason-
ably well. The area that is most severely influenced by weak institutions seems to be monitoring and
exerting control over borrowers.
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1. Introduction

Bulgaria experienced a dramatic increase in credit market activity in the
last few years. The Bulgarian National Bank (BNB) reports that bank credit to
private non-financial enterprises increased by about 360 per cent from 1999
to 2005. In some sectors of the economy the credit growth was even faster.
For example, the credit to firms in the construction industry increased 14
times during that period!

The credit boom has occurred in an environment that presents a number
of challenges to lenders. Bulgaria is a new market economy where most firms
have short history and little, if any, experience with credit. Tax evasion is
widespread and financial disclosure documents are not very reliable. The
legal enforcement of contracts is relatively weak. On the macro level, the
1997 financial crisis is a recent reminder that Bulgaria is susceptible to crises.
Yet, credit markets have been buoyant. How are banks able to extend so
many credits so rapidly? Are they allocating credit effectively? This paper
provides a glimpse into these questions using interviews with 25 banking
officials conducted in the fall of 2006.

The interviews are centered on four major theoretical functions of the
financial system outlined by Levine (2005). Financial institutions benefit the
economy by: 1) producing information about investment opportunities and
allocating capital; 2) monitoring borrowers and exerting corporate
governance; 3) diversifying cross-sectional and liquidity risks; and 4) pooling
and aggregating the savings of the population.' The interviews reveal that
bankers face significant difficulties in terms of risk assessment and exerting
control over borrowers related to the ongoing transition process and the
relatively low level of development of Bulgaria. However, the interviews also
show that banks are cognizant of these hurdles and adapt to overcome them.

The literature provides ample evidence that financial development
enhances economic growth (Levine, 2005). However, this general finding is
not without caveats for different regions and for countries at different levels
of financial and economic development. For the transition countries, the
evidence is mixed. Jaffee and Levonian (2001), Drakos (2002), Fink, Haiss,
and Mantler (2005), and Fink, Haiss, and Vuki ¢ (2004) find that financial
development has contributed to economic growth whereas Mehl, Vespro,
and Winkler (2006), Koivu (2002), and Mehl and Winkler (2003) do not
obtain such evidence. Furthermore, the financial crises literature shows that

"Levine (2005) also discusses the role of the financial system in facilitating payments. This was not
discussed after the first 2-3 interviews since the interviewees did not see any problems in that area.
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credit booms often end in crises (IMF 2004). Whether rapid credit
expansions have a positive outcome (growth) or a negative outcome (crisis)
depends on how effectively the financial system performs the functions
discussed by Levine (2005). Unfortunately, the finance and growth literature
and the financial crises literature shed little light on these theoretical
functions. Because of lack of data, the empirical literature uses overall levels
of credit to measure financial development whereas, strictly speaking,
financial development should be measured by how effectively the financial
system performs its theoretical functions.

The objective of this paper is to understand which functions of the
financial system are performed well and which ones are not performed well
while the credit boom in Bulgaria is unfolding. Bulgaria is interesting because
it presents a challenging environment to lenders, similar to that in other
transition and developing countries. This allows us to investigate which
functions are hampered most by weaknesses in the institutional environment.
Institutions have been singled out as some of the most important
determinants of financial development (La Porta et. al., 1998) but it is not
clear which of the channels that finance affects growth through are blocked
most severely when institutions are weak.

Using interviews to address these issues is not the standard practice in the
literature and understandably so - interview data are difficult to collect, and
the end product is relatively noisy information from only one country at a
given point in time. Yet, interviews provide valuable insights which can
complement earlier studies that use quantitative data.

2. The Credit Boom in Bulgaria

Bulgaria had a typical Soviet-style monobank financial system until 1989.
Neither domestic private banks nor foreign banks existed. The State Savings
Bank collected most private savings and the central bank was in charge of
almost all capital allocation (Miller and Petranov 2001, Koford and Tschoegl
2003). This gradually changed during the transition years but not without
bumps along the way. Most of the serious reforms in the financial sectors
were implemented after the financial meltdown in 1996-1997. For a number
of years Bulgarian banks, both private and public, channeled funds to
inefficient but politically important enterprises. Corruption in lending was
rampant. When eventually the volume of non-performing loans became
unmanageable, the banking system collapsed, the exchange rate devalued,
and inflation increased to hyperinflation levels. This, along with a sharp drop
in output, erased the savings of the population.



The crisis prompted more serious reforms. A newly elected government
introduced a currency board to reduce inflation and privatized the banking
system giving favored position to foreign banks (Sevi¢, 2000). At present,
almost the entire banking system is privately owned and most banks are
foreign-owned. The privatization of banks, along with successful
macroeconomic stabilization, robust growth, capital inflows, approaching EU
accession at that time, and low international interest rates set the stage for the
rapid credit expansion.

Table 1 shows that credit to private non-financial enterprises expanded by
361 per cent during the period from 1999 to 2005, or nearly 24 per cent
each year. Credit increased from about BGN 6.2 billion in 1999 to about
BGN 22.6 billion in 2005.> The credit expansion varied substantially across
economic sectors. Of the main economic sectors in terms of size, credit grew
especially rapidly in the construction sector (1406 per cent), the real estate
sector (3446 per cent), the hotels and restaurants sector (506 per cent), and
the trade sector (510 per cent). Credit to manufacturing grew less rapidly
(192 per cent). By 2005, the credit to the manufacturing sector was smaller
compared to the credit to the services sectors whereas their relative sizes
were reversed in 1999 when the manufacturing sector was the largest
recipient of credits. Agriculture also lagged behind in terms of credit growth
with an increase in credit by about 277 per cent during the period.’

Table 2 shows that the growth in credit activity in Bulgaria has come
primarily from the growth in the number of loans extended rather than the
growth in the average size of a loan. The number of loans with size greater
than BGN 500,000 has grown about 5 times from 701 in 1999 to 3541 in
2005 whereas the number of loans in the BGN 5000 less category has grown
by almost ten times from 3394 in 1999 to 30,166 in 2005. Furthermore, the
average size of the loans in the latter category has declined from BGN 1923
to BGN 968. Hence, while the banking system is extending more loans in
every size category, the tendency is to extend a disproportionately large
number of small loans.

Table 3 shows that the maturity of credits has lengthened over time. In
1999, short-term credit with maturity of one year or less was about 74 per
cent of total credit while long-term credit with maturity of more than five

*The lev is fixed to the euro at about T EUR = BGN 2.

* In what follows | focus on the role of commercial banks and do not discuss stock markets, bond
markets, and other non-bank financial institutions as they are only a small portion of the Bulgarian fi-
nancial system. Furthermore, following the overwhelming majority of papers on finance and growth |
focus on business credit to the exclusion of household credit.
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years was only 1.7 per cent of total credit. By June 2006, short-term credit
had decreased to about 31 per cent, while long-term credit had increased to
24 per cent of total credit. This is similar to the maturity composition of credit
in other Central and Eastern European countries as well as to the maturity of
credit in most West European economies (Valev and Tasic 2007).

Part of the reason for the rapid growth of credit in Bulgaria is probability
the low starting level of credit as a percentage of GDP. Beck, Demirglic-Kunt,
and Levine (2000) report that credit to the private sector, including corporate
credit and household credit, in Bulgaria was 10.86 per cent of GDP in 1999.
For comparison, private credit was 37.41 per cent of GDP on average in five
Central European transition economies (The Czech Republic, Hungary,
Poland, the Slovak Republic, and Slovenia). Their updated data set shows that
in 2004, private credit was 30.85 per cent of GDP in Bulgaria and a very
similar 34.95 per cent in those countries (which was actually less than their
1999 levels). However, a low initial level of private credit does not guarantee
a subsequent rapid credit growth. For example, consider Romania which is a
neighboring country of Bulgaria with a similar level of economic
development and the same EU accession date. Private credit in Romania was
8.48 per cent of GDP in 1999 and 8.78 per cent of GDP in 2004 (although
credit appears to have picked up in the years since then).

So far banks appear to be making prudent decisions. The per cent
‘standard loans,” i.e. loans that are not in doubt of repayment, are subject to
provisions or are outright uncollectible, were 92.32 per cent of total loans at
the end of 2005 (BNB, 2005). This is a large change compared to 1996 when
standard loans were only 43.67 per cent of all loans in the large state-owned
banks, 33.41 per cent of the loans of smaller privately owned banks, and 0.21
per cent (not 21 per cent, 0.21 per cent) of the credits extended foreign
banks (BNB, 1996).

3. Interviews with Commercial Bank Officials

To gain insight into the mechanics of the credit process, | interviewed
25 officials from the banking system from August to December 2006. The
interviewees included bank officials from a wide variety of banks in Sofia and
outside Sofia. Some interviewees were from small banks without a large
branch network that specialize in particular financing while others were
employed by the largest banks in Bulgaria. The sample of interviewees also
ranged across positions within the banking system. | interviewed credit
inspectors of small enterprises and microenterprises at bank branches as well
as branch managers, and senior economists. Some interviewees specialized
in corporate credits while others had significant experience in the largely



dormant but developing credit market for agriculture activities. Many of the
bank officials had working experience at other banks since the turnover in
the banking system is high and many had experience from several positions,
e.g. microcredits, corporate credits, mortgages, research and even board of
directors. The interviews took about 1 hour during office hours or after work.
The following sections summarize the views of the interviewees. The sections
follow the four functions of the banking system discussed earlier.

Producing information about possible investments and allocating
capitaf’

The bankers explained that having a relatively long (2-3 years or more)
history with a bank is an important determinant of whether that bank will
extend a loan to a borrower. This was true particularly at the branch level
from where banks channel financing to micro-, small-, and medium-sized
firms. If the bank is not familiar with the borrower (and in some banks this is
the procedure with all borrowers) the loan application goes through a risk
department that checks for links to organized crime and illegal activities,
among other things. This is accomplished on the basis of documentation and
sometimes site visits. After the borrower is cleared through the risk
department, the procedure for extending the a loan can be completed.

Credit information sharing

A credit register started operating in Bulgaria only a few years ago. Only
then banks could become informed about the total indebtedness of
borrowers. Although the credit register is not complete, e.g. it does not
include information on leasing credit, it provides valuable information about
indebtedness. For example, a bank discovered that one of its borrowers had
accumulated 18 credits from 16 different banks when his indebtedness was
checked up in the newly opened credit register!

The credit register provides information about the current indebtedness of
a borrower but it does not show the credit history of a borrower. The absence
of a credit history is a major impediment in the credit evaluation process and
explains why banks lend primarily to firms that are their long-term customers.
This also contributes to the aggressive competition between banks to attract
credit inspectors with an established customer base from other banks.

*If the cost of evaluating projects is high in relation to the expected returns accruing to individual
investors, investors would prefer assets that have lower returns but are also easier to evaluate. Many
high-value projects will not be undertaken since they lead to slower economic growth. In that envi-
ronment, financial intermediaries emerge as institutions that specialize in the acquisition, processing,
and production of information for the improvement of the allocation of savings.
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Attracting bank officials from other banks is a way to gain access to the
information held at these institutions.

One interviewee explained that a few large banks with long standing in
the economy were reluctant to share their proprietary information about the
credit history of borrowers. Sharing that information would have made it
easier for firms to shop around for credit from other financial institutions.
Therefore, these banks insisted on excluding the credit history from the credit
register when it was first designed.

Tax evasion and credit activity

Banks estimate that more than half of the profits of small and medium-
sized firms are not reported. The overwhelming majority of firms, if not all,
keep two sets of books - the official set of books for tax purposes and a
second set of ‘black’” books. The official books often show losses or negligible
profits whereas the black books show positive and sometimes very healthy
profits. Many banks have found ways to incorporate information about the
true conditions of a borrower into their decision making process. In fact,
some banks specialize in analyzing unofficial information by making site
inspections and using the black books. In the cases when the reported official
financial situations of a firm cannot substantiate a loan, the loan is justified by
preparing a favorable ‘economic potential’ valuation.

The use of information other than the official books in the evaluation
process is not a secret to anyone in the industry including the supervision
authorities. Indeed, a bank inspector might raise questions about a credit that
appears unjustified by the financials of the borrower. However, the credit will
not be reclassified as a problem credit by the supervisor if there is evidence
that the borrower is doing well even if the official financial documents do not
support this.

A priori, one might suppose that financial development would provide a
strong incentive for firms to reveal positive profits. If access to credit is more
important in relation to the savings from tax evasion, then firms would prefer
to reduce the shadow portion of their activities. While this argument is valid
to a certain extent it seems that many banks are also adjusting their practices
to the conditions in the real economy. Also, the government apparently is
reluctant to fight tax evasion through the financial system at the expense of
reducing the flow of external financing to firms. Nonetheless, the discrepancy
between official and unofficial information is a problem for banks because
unofficial information is costly to verify. Furthermore, not all banks use
unofficial information in their evaluation process which limits the range of
borrowers who approach them for credit.



Lack of experience on the part of borrowers

Bankers often complained that they received requests for credit for
activities that were far removed from the current business of the applicant. A
typical example is someone who owns, say, a restaurant in Sofia and requests
funds to build condominiums at one of the resorts in Bulgaria. The applicant
has no experience in the construction business and the business plan is weak.
Nonetheless, the borrower wants to participate in the construction boom
because the profit margins are reportedly high. While this may sound strange
in a developed economy where the major players in a sector are established,
in a new market economy like the Bulgarian one, many sectors are not yet
dominated by established firms. This leaves space for newcomers.
Furthermore, the profit margins in a capital-poor country like Bulgaria are
high. This attracts inexperienced entrepreneurs who may obtain a positive
profit from a project even if the execution of the project is less than perfect.

Evaluating the environment of the borrower

Several bankers at the local branches claimed that evaluating the
individual borrower was not difficult, especially if the borrower was a long-
term customer of the bank. However, they complained that obtaining
information about the sector or the geographical region in which the
borrower operated was a major challenge. These difficulties are due to the
lack of comprehensive and timely data on sectoral and regional economic
dynamics but also to the rapidly changing economic structure of Bulgaria.
The economy still experiences dramatic structural changes as a result of
continuing reforms. Some sectors such as construction, tourism, and finance
have seen exceptional growth rates. However, this growth is concentrated
mostly in the large cities and the major resorts and has fueled massive internal
migration. Forecasting how long these growth rates will last and what the
next region with rapid growth will be, is not an easy task. Recognizing the
need for such information, the research department of one of the large banks
in Bulgaria has started a project on sectoral and regional analysis. Reportedly,
various participants in the financial system show significant interest in their
analysis.

Who makes the final decisions?

Every level in the banking system faces a limit in terms of the maximum
size of the credit it is allowed to extend. The limits are set at the headquarters
of the banks and may differ across the various branches of the same bank
depending on the location of the bank branch and the experience of the
branch officials. For example, in one bank, a new branch starts with a
BGN 20,000 (EUR 10,000) limit and the limit can increase up to BGN
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500,000. Furthermore, the credit inspectors within the same branch have
different limits on the maximum credit size. Any credit with a size greater
than the one that can be decided at the branch level is decided in the central
office in Sofia and, when the bank is foreign-owned, the largest credits are
decided in the headquarters abroad. The size limitations were introduced
after the 1996 crisis. Before that, branch manages had discretion with large
credits which led to corruption and to misallocation of resources.

Bank officials believe that the size limitations at the branch level do not
pose a problem in terms of restricting credit or hampering the assessment
process. Similarly, none of the interviewees expressed concern that the big
decisions are made abroad. In fact, one official argued that the headquarters
of international banks are better equipped to evaluate large projects
compared to local credit inspectors since officials at the headquarters can
draw on experience from other countries. Overall, the new managerial
structures and the incentive schemes introduced by foreign banks were
received well by the interviewees.” All bank officials were eager to point out
that, in terms of management style, banks function much better compared to
the period before the crisis. The managerial know-how introduced with the
entry of foreign banks seems to have contributed significantly to this positive
change.

Monitoring investments and exerting corporate governance®

To understand the challenges involved in the process of monitoring, one
must distinguish between the two general types of credits extended by the
banking system to non-financial firms - investment credits and turnover/

° Some examples of new managerial practices include bonuses for the sale of credits adjusted for
the quality of credit portfolios; long-term contracts with a higher salary as an effort to retain top per-
formers; salaries based on the performance of the credit department rather than on the performance
of the individual member of the department to stimulate team work and internal monitoring; various
team building activities and seminars throughout the year; and emphasis on the hiring of young bank
officials at some banks. Overall, bankers seem to work in a highly structured environment. The over-
whelming majority expressed satisfaction with their jobs although the level of compensation is still
relatively low (a top credit officer can be on a BGN 500-600 monthly salary) and the working hours
are long and often extend beyond the official 9 to 5 hours. The officials feel that there is potential for
professional growth in the banking system primarily through frequent mobility between banks. In fact,
banks compete to hire strong performers who bring with them a large Rolodex of satisfied clients as
clients tend to follow the bank official (assuming that the new bank is of similar reputation).

®In its function as a ‘delegated monitor’ (Diamond 1984) the banking system uses economies of
scale to reduce the cost of monitoring firms that would otherwise have to be incurred by the indi-
vidual investors. Furthermore, it reduces the free-rider problem that arises when small individual inves-
tors rely on others to monitor the firms. Hence, well-developed financial systems improve individuals'
ability to monitor and influence the use of capital. Such ability in turn may influence saving behavior
and investment decisions, both of which can be beneficial to growth.



overdraft credits. Investment credits are extended for a particular purpose.
They have maturity that reflects the time schedule of implementing the
investment project. The disbursement in stages of the investment credits is for
particular purposes. For example, if a firm has obtained an investment credit
to build a hotel, then financing would be disbursed for the purchase of
cement, another for bricks, still another for the purchase of furniture, etc.
Each disbursement has a particular purpose and is agreed upon at the
negotiation of the credit. When the project begins to generate revenues, the
proceeds are committed to paying down the interest and principal of the
credit. Often the bank has the right to 100 per cent of the generated
revenues and, only after the principal is paid off, the borrower can keep the
residual stream of revenues.

Obtaining an investment credit is advantageous for the borrowers
because they have access to resources for the duration of the implementation
of the project. The advantage for the banks is that they have a clear idea what
the resources are used for. This clarity makes it easier for banks to perform
their function as monitors. The disadvantage of the investment credit is that
its extension is cumbersome and costly for the borrower and for the bank.
The borrower has to produce a detailed business plan and documentation,
and has to provide strong argumentation of the need for financing. The bank
has to analyze this information.

In contrast, the overdraft and turnover credits are extended on the basis of
evidence for the turnover of the firm and its current financial condition. The
credit limit of the turnover credits is set as a percentage of the turnover of the
firm, e.g. 30 per cent of the turnover. The advantage of this credit for the bank
and for the firm is that it is easier to be justified and extended. The procedure
is shorter and less complicated. Furthermore, the borrower has greater
discretion over the use of the borrowed funds. The credit line can be used as
intended to meet the liquidity needs of the firm or it can be used for
investment purposes. In the latter case the borrower can fund investment
projects without a preliminary agreement with the bank. The turnover credits
are riskier for the borrower because they are short-term (usually with one year
maturity) and have to be used with caution for financing long-term
investments. At the same time, however, they give the borrower greater
discretion over the use of funds.

The concern of many of the interviewed bank officials is that the banking
system is extending too many overdraft and turnover credits, which are then
used for investment purposes. With this, the effectiveness of the monitoring
of the use of funds is diminished and the risk of imprudent investment
decisions by the borrowers increases. It is difficult to determine how
widespread this practice is but more than half of the bank officials brought it
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up as a problem.”

The challenges in terms of monitoring discussed here are linked to the
information challenges discussed in the previous section. Banks find it easier
to extend turnover credits as they are less informationally difficult. This,
however, reduces their control over the use of funds as the discretion over
the use of funds is shifted to the borrower. Hence, information difficulties
breed monitoring difficulties.

Aside from the issue of investment vs. turnover credits, the interviewees
stressed that verifying the existence of the collateral is a frequent problem.
Despite all the documentation brought to the bank by a borrower, site
inspections sometimes reveal that the collateral is not in place. For example,
a machine that was used as collateral was sold. Or perhaps, part of the firm
was sold or transferred to a relative. A careful inspection can also reveal that
the firm has a number of other formal and informal creditors who claim
ownership of the collateral. Hence, the lack of easily verifiable and
enforceable property rights is a problem. By law and by contract, borrowers
must inform banks of ownership changes but, in practice, this information is
not submitted promptly with little or no ensuing penalty to the borrower.

Now, assuming that the bank is aware of the actual use of funds and it has
correct and timely information about the financial condition of the firm, what
actions does it take when the borrower starts to experience difficulties? First
and foremost, all interviewees agreed that banks prefer to work with the
borrower to resolve the problem situation and that selling the collateral is
done only as a last resort. What usually happens is that officials from the bank
start spending quite a bit of time with the firm officials on the premises of the
firm. Much information about the business is generated and analyzed. This
can take months. If the firm and the bank can reach an agreement, the loan
is restructured usually by extending its maturity, giving a gratis period or
making other allowances. The bank also encourages the borrower to secure
funding from other sources. If agreement cannot be reached, then the bank
proceeds to selling the collateral.

Selling the collateral is not done by banks but by credit collection
agencies that purchase the problem loan from the banks at a discount.
Usually, the procedure for selling the credit and selling the collateral takes 6-

7 As far as | am aware, the BNB or other government institutions do not provide a breakdown of
commercial credits into investment, turnover, and overdraft credits. Many bank officials also men-
tioned that household credits, particularly mortgages but also consumer loans (which can reach BGN
10,000 or more per person) are also used for investment purposes by some borrowers. Often, they
are cheaper in terms of interest rates and easier to obtain in terms of documentation using personal
real estate property as collateral.



9 months but it can also take more than a year when the borrower does not
cooperate. From the perspective of at least one interviewee, the collections
process is difficult, lengthy and costly and this sometimes deters banks from
extending credits in more risky situations.

Facilitating the trading, diversification, and management of risk®

Many of the interviewees attributed the 1996 banking crisis partly to the
lack of bank credit portfolio diversification. Many banks had significant
exposure to one economic sector and often to one firm. The legacy of the
crisis, the Basel capital adequacy standards, and the better portfolio
allocation practices all contribute to greater attention paid to cross sectional
diversification. However, banks do not seem to apply any particular model, or
set of rules or principles to evaluate the effectiveness of their cross-sectional
diversification. Overall, the interviews suggested that currently banks are
more concerned with growing their market share and less so with
overextending themselves in certain sectors. The rapid growth of credit to a
wider range of firms in terms of size, location and sectors naturally contribute
to bank portfolio diversification.

Spreading risk over time requires that the banking system transforms the
liquid short-term deposits into less liquid long-term assets. This is beneficial to
the economy as banks finance long-term investment projects that raise
productivity. Most interviewees agreed that short-term credits are preferred
by the banking industry as banks are wary of a large maturity mismatch on
their balance sheets. Often the bankers brought up their experiences during
the 1996 banking crisis when demand deposits and short-term time deposits
fled the banking system and the banks were left holding long-term illiquid
assets. It is understood that one of the functions of the banking system is to
transform short-term liabilities into long-term assets but the dislike for this
function is strong, particularly at smaller institutions that face more
uncertainty on the liabilities side of their balance sheets.

% Well-functioning financial systems provide opportunities to trade, pool, and diversify risk increas-
ing the risk-adjusted return on savings and improving the allocation of resources. Cross sectional risk
diversification: if individual investors can hold stakes in a pool of projects that includes a mix of low-
risk and high-risk projects (e.g. a mutual fund or the credit portfolio of a bank), more high-risk/high-
return projects will be funded leading to faster economic growth. Similarly, more innovation activities
that are inherently risky will be undertaken leading to faster technological progress. Intertemporal risk
sharing: a well-functioning financial system can spread the risk of systemic shocks over time. Investing
with a long-term perspective, the financial system provides relatively low returns in prosperous times
and relatively high returns during recessions. Lowering liquidity risk: liquidity risk arises because of
uncertainty associated with converting assets into medium of exchange. In a well-functioning finan-
cial system individual investors will hold assets that are liquid but the financial system will transform
the resources into high-return/less-liquid assets contributing to more investment into long-term/high-
yield projects leading to faster economic growth.
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At present the maturity of credits in Bulgaria is similar to that of other
transition countries. The maturity of investment credits can reach 5-7 years
but some banks already offer a 10-year maturity. The prevalent view among
the interviewees is that competition between banks will lengthen the
maturity of investment credits. If some banks start offering loans with long
maturity, other banks will follow suit if the demand for such credits exists.
However, some bankers explained that at present the demand for long-term
credit is not that strong. Much of the credit demand comes from the
construction industry for building hotels and residential buildings in the cities
and in Bulgaria's main tourist destinations along the Black Sea coast and the
ski resorts in Southwest Bulgaria. Since many buildings were selling off even
before they were completed, the average life of a project in the building
industry spanned about 3-4 years. Over time, capital will have to be directed
to more long-term projects with the closing of short-term profit opportunities.
[t remains to be seen if investors will be willing to seek funding for long-term
projects and if banks can provide the resources at reasonable interest rates.

Mobilizing and pooling savings’

One of the main functions of the financial system is to pool the savings of
the individual savers and use these pooled funds to finance large, high-
productivity projects. However, according to the statistical data discussed
earlier, the credit growth in Bulgaria has originated from a rapid increase in
the number of borrowers than from an increase in the size of credits
extended to the average borrower.

Bankers agreed that most credits in Bulgaria are relatively small in size.
There were several reasons brought forth by the interviewees to explain why.
First, lending to a greater number of borrowers increases credit portfolio
diversification. Second, despite the credit expansion during the last few years
and the healthy profits of banks, bank capital has not grown much; this puts
limits on exposure to any one firm or to a industry. Third, and most important,
the overwhelming majority of firms in Bulgaria are small in size and obtain
small credits. Therefore the rapid growth in small credits can be taken as
evidence for greater access to finance by small- and medium-sized firms.

It is important to add that Bulgarian firms do have access to large credits.

?The financial system can overcome the transaction costs of attracting the savings of economic
agents into the formal financial system. Furthermore, being able to agglomerate savings, the financial
system can have a profound effect on the economy as it can fund projects that need large injections
of capital and cannot be completed with staged financing. Such large projects cannot be funded by
individual investors but, through economies of scale, they have a strong positive effect on productiv-
ity and economic growth.



However, these credits are generated by banks outside Bulgaria. A prime
example that was mentioned by several officials was the credit obtained by
Maritza lztok, a major foreign-owned utility. The credit was for several
hundred million euro and was arranged by a consortium of foreign banks.
Larger firms, particularly those with foreign participation, can access
international capital markets where they obtain larger credits at better
terms. "'’

With respect to attracting the savings of the population, bankers almost
unanimously claimed that trust in the banking system is strong despite the
banking crisis. Depositors can choose between demand deposits, as well as
time and savings deposits with various maturity structures and currency
denomination in levs, euro and US dollars. Casual observations from the big
cities and even the small towns suggest that banks operate numerous
branches making it physically easy for people to go to a bank. Banks also
offer innovative products. For example, one bank offered a deposit whose
return was linked to an investment in a portfolio of stocks but with a
guaranteed return minimum.

The interviews suggested that there are two major deterrents to
participating in the financial system. One is that many people in Bulgaria have
no savings: incomes are too low. The second reason is tax evasion. Banks are
required to submit information about large bank transactions to the central
bank. Therefore, savers with undocumented savings prefer alternative assets,
mostly real estate. There also appears to be a thriving unofficial lending
market which operates with these funds.

4, Conclusions

The banking system in Bulgaria has undergone a profound change in the
last several years. Banks have helped relax the financing constraints on firms
by offering an array of financial products and competing to improve access
and the quality of service. The 1996 crisis has been a catalyst for reforms in
the banking sector and for improved vigilance at the supervisory authorities.
Credit has increased more than threefold since 1999.

Although their various functions, e.g. to distinguish between good and

1% This suggests that, ideally, the discussions of credit activity in Bulgaria (and in other countries)
should incorporate international as well as domestic credit. In the case of Bulgaria, which is a net in-

ternational borrower, domestic credit is an underestimate of the overall amount of credit to the pri-

vate sector. However it is not clear by how much as data on international borrowing are not available.
Because of similar data limitations in other countries, literature on finance and growth has focused on
the effect of domestic credit on growth.
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bad risk, are hampered by institutional and other factors, the functions are
performed reasonably well as banks adapt to the environment. In the
absence of shared credit history and with a large part of the economy
underground, banks rely on relationship lending based mostly on "soft"
information accumulated by doing business with a firm over time. Berger and
Udell (2002) point out that relationship lending requires a shift in discretion
over the lending decision down to the credit officers who are in direct
contact with the borrower. However, this shift in decision making power also
requires an organizational structure for effective monitoring of the lending
decisions by upper management. Indeed, the conversations with the
interviewees suggest that the banks strike this balance fairly well.

One relatively weak area that emerged from the interviews is the
monitoring of borrowers. It seems that banks’ efforts are devoted primarily to
expanding their credit portfolios and growing their market share with less
attention paid to active subsequent monitoring and control. Much of the time
of credit inspectors is devoted to new credits. Bonuses for performance are
often based on the rate of expanding a credit portfolio. Furthermore, weak
contract enforcement and poorly defined and protected property rights over
the collateral make it difficult to influence the behavior of borrowers.

The analysis leaves no doubt that a well functioning financial system is
instrumental for economic growth. Much of the immediate boost to growth
can probably be attributed to capital accumulation - the purchase of plant
and equipment that are essential in a capital-poor economy like the
Bulgarian. Over time, the efficient allocation of credit and monitoring of
borrowers will be important for improving corporate governance and
productivity. To date, however, the most important task has been to satisfy
the large dormant demand for financing. Talking to businesspeople, one
hardly hears that lack of external financing is a major impediment to doing
business in Bulgaria whereas in the late 1990's this was a major issue.

The analysis also highlights the importance of sound internal practices in
the financial system. It seems that much of the improvements in the system
are due to new managerial procedures and culture. In this respect, the value
added of international banks and the strong supervision by the central bank
are apparent.
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