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	HOW THE BANK 
EFFICIENCY CHANGES: THE CASE OF BULGARIA

	
	


The paper traces the trends in the development of the Bulgarian banking system focusing on the dynamics of bank efficiency. Although the financial crisis in 1996–1997 and the following shift in monetary regime (introduction of Currency Board Arrangement) exerted significant influence on the development of banking sector characteristics, the study covers only period of 1999–2006 because of the lack of consistent available data prior 1999. 

During the analysed period the impact on the bank efficiency of the following factors is studied: the change in property, penetration of the foreign commercial banks on the local banking market, competition, structure of bank assets and liabilities, central bank policy in respect to credit activity and so on. The traditional accounting approaches to bank efficiency evaluation are analysed. The paper presents also a survey of literature on the banking system and bank efficiency development in Bulgaria.
Introduction. The efficiency of the Bulgarian banking system has been subject to several studies during the last years. Most of them are comparative studies focusing on transition economies in order to measure the effect of privatisation on bank performance [Bonin, Hasan, Wachel, 2004a; 2004b; Athanasoglou et al., 2006] and the influence of foreign banks entry and foreign ownership with controlling power on bank efficiency [Havrylchyk, Jurzyk, 2006]. The operational efficiency of the Bulgarian banking system has been studied in a pool of transition countries, using modern approaches like deterministic and non-parametric Data envelopment analysis [Grigorian, Manole, 2002; Tomova, Nenovsky, Naneva, 2004; Tomova, 2005] or stochastic and parametric Stochastic frontier approach [Yildirim, Philippatos, 2002]. Those analyses provide an estimation of different types of banking inefficiency (avera​ge X-inefficiency, average profit-inefficiency or average technological inefficiency), covering the period till 2002. Only Nenkova and Tomova (2003) try to estimate the technical efficiency of the Bulgarian banking system alone but as the data covers only the period December 1999 – June 2001, their estimates are not reliable.

In this paper we use a simple based on operational efficiency accounting measures approach and we test two hypotheses on the efficiency of the Bulgarian banking system: hypothesis 1: the foreign-owned banks are more efficient than domestic-owned banks, and hypothesis 2: the large banks in the Bulgarian economy are more efficient than the small ones. 
History of the Bulgarian Banking System. Major institutional reforms in the banking system took place at the end of 1989. The reform in financial sector began with the reestablishment of the commercial banks. At that time, the Bulgarian National Bank (BNB) performed almost all of the functions of the banking system. The banking system was transformed from one-tier into a two-tier banking system with the BNB on the first and the commercial banks on the second tier. The sector-specific banks were transformed into universal banks [Miller, Petranov, 2001] collecting deposits and offering credits to different economic sectors. The banking sector reform was backed up by the adoption of new legislation appropriate for functioning of the recently established two-tier banking system. With the Law on the BNB of 1991 the authority defined the objectives and functions of the Central Bank and granted its independence from the government. A year later the Law on banks and credit activity came into force, where the different activities banks could perform were defined according to the type of granted license
. Following the transformation of 59 branches of the BNB into commercial banks in 1990, the number of banks reached 70. After 1992 it started to decrease as a result of their consolidation
. 

Many state-owned commercial banks existed and they turned out to be inefficient since they were forced by the government to provide credits to loss-making state enterprises. The commercial banks inefficiency was the reason for the establishment of the Bulgarian Consolidation Company (BCC) in 1992 [Miller, Petra​nov, 2001]. The core objectives of the BCC were to consolidate, restructure and privatise state-owned commercial banks. The BNB also tried to encourage the process of consolidation by raising minimum required capital. Since the beginning of the banking system reforms the authorities have decided not to permit foreign banks to enter the market because of the fear that they could put pressure on local commercial banks
. Although the banking supervision regulations were developed according to the international standards, their enforcement was poor and the licensing policy of BNB was rather loose [Balyozov, 1999]. The delayed privatization and the lack of financial discipline deepened the transfer of state-owned enterprises’ losses to the banking system, which together with poor lending practices, led to the decapitalization of several banks. Deposit runs were a natural outcome and they started in late 1995 with the BNB performing as a lender of first instead of last resort [Berlemann, Hristov, Nenovsky, 2002]
. 

The banking crisis aggravated in 1996 and turned into a large-scaled financial crisis, which was resolved by the introduction of the currency board arrangement in the middle of 1997. A new stage of banking sector reform started: entirely new laws on BNB and commercial banks were adopted, entry of foreign banks was liberalized, supervision policies were strictly applied, and privatization and competition were encouraged. Regardless of the broad improvement in the environment, the commercial banks started to optimize their behaviour providing new products and improving their efficiency only several years ago when the international interest rates fell to extremely low levels thus pushing the banks to the very natural way of performing banking activities
. 

Bank Efficiency of the Bulgarian Banking System. As we have seen there are numerous studies on the banking system efficiency. Most of them provide an analysis of the banking systems in the transition economies. During the last years the research has been focused on the bank efficiency comparison between the EU members, the new EU members and the candidate countries for full EU membership. The issue of the banking systems’ efficiency of the new and future EU members is gaining importance in view of the fact that the more efficient are the banking systems, the more the country will have the capacity to converge to the EU because of the provided conditions through financial intermediation for higher economic growth.

In the paper we focus on the analysis of the standard bank efficiency indicators like return on assets (ROA) and return on equity (ROE). Several ratios to total banks’ assets are also analysed – those are operating profit, net interest income, non-interest expenditures and exchange rate revaluations. We use a three groups’ classification of the banks
. The first ten banks form the first group, the remaining banks are in the second group and the last group includes the foreign banks branches. For the purposes of the study and ensuring the comparison for the analysed period we made a reclassification of the banking institutions for the period until 2003 in compliance with the three groups’ classification.

In order to test the first hypothesis we produced an alternative classification of the bank units. Using the criterion of the ownership of the bank’ capital we obtained three groups: foreign banks with the majority of shares held by foreigners, domestic banks with the majority of shares held by domestic owners, and state-owned banks with a government institution as a major shareholder.

By intuition we may state that the bank efficiency depends on the activity of the banking system, legislation, administrative measures imposed by the central bank and some external factors. By looking at the dynamics of the bank efficiency indicators it could be noticed that there is not specified trend in them, because they depend on several factors simultaneously. By more detailed analysis we will try to identify the main factors, driving the bank efficiency in Bulgaria.

The return on assets indicator shows a relatively high efficiency of the Bulgarian banking system
, because of the high profits realised in the sector (fig. 1). Starting from very high level (4,98 at the end of 1997) it decreased for one year and again started to step up reaching 2,89 in 2000. The high values of ROA in 1997 might be explained by the possibilities of the banks to gain from the exchange rate movements as a result of the national currency depreciation, especially in the first half of the year. After the deep financial crisis in June 1997 the Bulgarian currency was pegged to the Euro and the banking system lost this opportunity. As a result the growth rates of the net profits of banks started to decelerate and the ROA slowed down. After 2000 the decrease in the indicator was driven by the decline in the interest rates on the international markets
, and by the depreciation of the USD against Euro (Bulgarian lev respectively) in 2002. During the next years the ROA remained relatively stable, with the exception of 2003, when a considerable credit growth in the banking system was observed
 (fig. 3). 

The ROA developments of the different banks groups reveal that ROA of the first group has the same dynamics as the ROA of the total banking system. Actually, the first group determines the dynamics of the ROA in the banking system because it comprises more than 75% of the total assets in the banking system (79,5% in 1999). The ROA of the second group is moving relatively steady with the exception of 2001 and 2003, where the same factors – the interest rates movements and the high credit growths – exerted influence on the respective direction. 
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Fig. 1. Return on assets (ROA)
Source: BNB, own calculations.
According to the ownership classification groups a considerable change in the ROA of the foreign banks and domestic banks is observed. In 2000 Bulbank was sold to a strategic foreign bank and this contributed to the significant increase in the ROA of the foreign banks group. As the ROA of the Bulbank increased more than sixty percent it could be claimed that the privatisation has some effect on the bank efficiency. In 2003 there was again a new spike in the ROA of foreign banks when bank DSK was privatised, which confirms the stated thesis. After this period there were not new foreign entries and the ROA stabilised. At the end of 2006 again there was an increase, this time due to the better performance of the foreign banks and probably decreased non-interest expenditures as a result of technological improvements. It should be pointed out that after 2000 the foreign banks have the highest profitability, measured by the ROA indicator, which could be explained with the transfer of the technological advance, experience and knowledge of the foreign banks in the bank management of the privatised domestic banks.
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Fig. 2. Return on eqity capital (ROE)
Source: BNB, own calculations.
Since 2002 the state-owned banks and domestic banks have the same ROA, which could be explained with the high competition in the sector (see table 1)
. 

	Table 1.
	  Measures of Concentration in the Banking Sector


	
	XII.1999
	XII.2000
	XII.2001
	XII.2002
	XII.2003
	XII.2004
	XII.2005
	XII.2006

	Banks assets
	 
	 
	 
	 
	 
	 
	 
	 

	Herfindahl Index
	0,12
	0,11
	0,09
	0,08
	0,08
	0,07
	0,07
	0,07

	Concentration 
Coefficient, %
	57
	55,2
	51,4
	49,9
	47
	44,2
	42,19
	41,18

	Claims on non-financial institutions and other clients
	 
	 
	 
	 
	 
	 
	 
	 

	Herfindahl Index
	0,08
	0,07
	0,07
	0,07
	0,07
	0,08
	0,08
	0,08

	Concentration 
Coefficient, %
	43,6
	42
	41,1
	41,85
	43,15
	45,36
	44,98
	44,19

	Deposits of non-financial institutions 
and other clients
	 
	 
	 
	 
	 
	 
	 
	 

	Herfindahl Index
	0,13
	0,13
	0,11
	0,1
	0,09
	0,08
	0,08
	0,07

	Concentration 
Coefficient, %
	61,7
	62,2
	58,2
	55,8
	53,07
	50,32
	46,79
	43,79


Source: [Miller, Petranov, 1996], BNB, AEAF, own calculations.
The bank efficiency, measured by return on equity (ROE), is also relatively high
. In 1999 it decreased to 15,2% in comparison with 1997, when it was 40,5%. The introduction of the Currency board, the strong monetary rules and the new capital requirements have contributed to this slow-down. In 2000 and 2001 it stepped up for a while and in 2002 again registered a decrease mainly due to the exchange rates revaluations. For the next years the indicator remained relatively stable with the exception of 2006, when it augmented because of the deceleration of the capital rise. 

The ROE is different for the separate banking groups. The largest volatility is observed in the third group, where the indicator moves in the limits of –1,96 to 130,5%. The second banking group had moderate increase in the ROE, especially after the spike in 2002. Actually, the indicator for the entire banking system in Bulgaria is determined by the dynamics of the indicator for the first and third group.

Concerning the ownership structure groups, the most efficient banks are the foreign ones, which is due to the reasons stated above. The dynamics of ROE follows the dynamics of ROA in the foreign bank group. However, the efficiency of the domestic banks followed an upward trend after the privatisation of Bulbank in 2000. In 2006 there was a slight decrease of the indicator due to restrained opportunities for net profits of the domestic banks as a result of the central bank measures for curbing bank credit activities (fig. 3). Additional factors are the increase in the price of the attracted financial resources by domestic banks (interest rates on term deposits increased by 0,23 percentage points in 2006 compared with 2005 interest rates of 3,24%) and the competition in the bank sector mainly in respect to deposits collection (fig. 4). At the same time the state-owned banks are characterised with decreasing bank efficiency in most years in the analysed period. During the last four years they showed the lowest bank efficiency in the banking system.
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Fig. 3. Credits to non-financial institutions and other clients
Source: BNB, own calculations.
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Fig. 4. Deposits to non-financial institutions and other clients
Source: BNB, own calculations.
A standard measure of efficiency improvement is the declining interest spread in the country as lower cost of credit encourages investment projects implementation and stimulates economic growth. Although the interest spread in Bulgaria is about 3–3,5 percentage points higher than its average level in EU, it follows steadily a downward path with the financial integration and the continued process of intermediation deepening (fig. 5). Although the net non-interest income contribution to total income generation is steadily increasing, the net interest income remains the most important source of income for the Bulgarian banking system mainly because of the high interest spread (fig. 6). However, since 2004 there is a slight decrease in net interest income (more pronounced for the second group of small and medium-sized banks) which reflects the higher costs on financing and the slow-down of credit activity.
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Fig. 5. Interest spread
Source: BNB, own calculations.
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Fig. 6. Net interest income
Source: BNB, own calculations.
Another positive impact on the bank efficiency comes from the non-interest ex​penditures of the banks (fig. 7). Since 2000 the administrative costs follow a downward trend, driven by the improvement of banking institutions management allover the system. The most significant drop in those costs is observed in the group of domestic banks, as they converge quickly to the respective ratios of the foreign banks.
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Fig. 7. Non-interest expenditures
Source: BNB, own calculations.
The observed tendencies are reflected in the dynamics of operating profit to total assets ratio which after a significant drop in the period 2000–2003 stabilized and started to grow again. This, with lowering interest spread and decreasing non-interest expenditures reflects the improved efficiency of the banking institutions. The most efficient is the group of large banks due to the economies of scale, and in respect to the second classification – the group of foreign banks due to the flexibility of financing and better access to managerial and technology improvements. The stabilization of operating profit observed in the group of domestic banks proves that as a whole this group is improving its potential to operate under increased competition pressure and in that process it contributes to transforming the banking system into more efficient one.
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Fig. 8. Operating profit
Source: BNB, own calculations.
Conclusion
In the paper we estimated and analysed the bank efficiency of the Bulgarian banking system by separating the banking system into several major groups, according to the ownership structure and bank assets. We used standard indicators for bank efficiency, namely return on assets, and return on capital, operating profit, net interest income, non-interest expenditures and exchange rate revaluations. The lack of data concerning particular banks prior to 1999 prevented us from providing a consistent analysis for the period preceding the Currency board introduction. However, using the official data we made some conclusions for the current state of the banking system profitability and confirmed the tested hypotheses. 

On the ground of the analysis we come to the conclusion that during the analysed period foreign banks perform better than domestic and state-owned banks. Their efficiency is higher than that of other banks because of the technological improvements and better managerial knowledge and experience. Actually, the privatisation of the state-owned banks had a positive impact not only on the privatised banks efficiency but also on the entire system.

In addition the large banks turned out to be more efficient in comparison with the small ones. The reasons behind are the decreasing operating costs and the advantage of scale economies realisation. The accumulation of large financial resources, the need for better management and the increased competition in the banking system put pressure on the small banks, which inevitably led to the significant non-interest expenditures. However, such investments are expected to increase the small banks’ capacity to further improve their efficiency in the future.
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� The banks with full license could operate in the country and abroad, while the banks with restricted license could operate only in the country. 


� In 1992 United Bulgarian Bank was created from 22 small banks, in 1993 Express bank and Hebros bank emerged, and in 1995 Biochim took over Sofia bank [Berlemann, Nenovsky, Hristov, 2002].


� The restriction of foreign banks entry was pursued until 1995 and their number as of end of 1995 is only 4 [Ibid].


� Several studies provide a detailed analysis on the Bulgarian banking system and the main corner stones in its development. See for example: [Milller, Petranov, 1996; 2001; Trifo�no�va, 2002; Vucheva, 2001; Caporale et al., 2002].


� On the issues of financial repression, credit rationing, credit activity and credit capacity see: [Nenovsky, Hristov, 1998; Hristov, Mihaylov, 2002] etc. 


� Until 2003 the bank groups were five. The classification was made on the basis of the amount of the banking assets. The first group included the banks with total assets of more than BGN 800 mln. (before 2000 – BGN 500 mln.), the second group included banks with total assets of more than BGN 300 mln., the third group included the banks with total assets of more than BGN 100 mln., the forth group included the banks with total assets of less than BGN 100 mln., and the fifth group included the branches of the foreign banks.


� For the purpose of comparison the EU-25 average return on risk-weighted assets is 1,44 as end of 2005 [ECB, 2006]. 


� In 2001 the main part of the bank assets was claims on financial institutions or bank assets invested abroad. The share of claims on financial institution was 33,1% of the total banks assets, whereas the share of claims on non-financial assets was 33,9% of the total assets in 2001.  


� The credit growth in 2003 was 49,4%, while in 2001 and 2002 it was 37,2% and 45,5% respectively.


� We measure the competition with Herfindahl index and the concentration coefficient in respect to bank assets, claims on non-financial institutions and other clients and deposits of non-financial institutions and other client.


� For the purpose of comparison the EU-25 average return on equity is 19,56 as end of 2005 [ECB, 2006].
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