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THE IMPACT OF THE BANKING SYSTEM
CONCENTRATION LEVEL AND THE PANDEMIC ON

THE GEORGIAN BANKING SECTOR

Introduction. The importance of the banking sector is vital
for the economic development of any country, since it is the main
structural unit of monetary use, which plays the greatest role in the
development of the state. As in all markets, we are faced with
competition in the banking market, which is characterized by certain
specifics, since the main product is money that cannot be replaced
by other goods, and the main purpose of competition is to gain an
advantage among agents operating in the same market, which is
reflected in the final profit. The more the banking market develops
and the more diversified the services offered to clients, the more the
role of competition in the banking sector increases. The spread of
the pandemic not only impeded the development of healthy
competition, but also called into question the normal functioning
and development of the banking sector.

Aim and tasks. The aim of the study is to determine the level
of competition in the Georgian banking sector by the method of
identifying total assets and net loans, which aims to identify the
causes of the market concentration level and find solutions, as well
as to determine and assess the shock effects of the pandemic,
because The pandemic period has become an even bigger challenge
for the Georgian banking sector, where most of the market players
occupy a small volume of the market, the National Bank of Georgia
is actively trying to keep up with the challenges, and in order to
mitigate the negative impact caused by the pandemic

Results. The results of the study showed the monopoly
functioning of the market, which is an obstacle to the development
of a competitive market, resulting in unhealthy functioning of the
market and the development of a flexible banking system, which
ultimately negatively affects the stability of the country's economic
development. As for the post-pandemic situation, it has been dealt
with quite positively in Georgia, with the management of loan and
deposit portfolios successfully managed through a temporary
supervisory plan developed by the government, which has not been
followed by outflow of funds from banks and loan portfolio
mismanagement.

Conclusions. In conclusion, it should be noted that in a
highly concentrated market, small banks should be promoted with
various legislative benefits, which will lead to competition, it is
possible to impose a so-called "Capital tax", which implies high
demands on capital, it will allow small banks to develop in a healthy
competitive environment. Despite the fact that no bank was
disrupted during the virus shock in Georgia, the financial result was
so unfavorable, it was damaged, the main reason for which was the
provision of possible losses on loans, which amounted to a total of
1.22 billion GEL, the National Bank of Georgia is actively trying to
keep up with the challenges.

Keywords: market concentration, pandemic impact,
Herfindahl-Hirschman Index, grace period.
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BILIJIMB PIBHSI KOHLIEHTPAILII BAHKIBCBKOI
CHUCTEMH TA NAHAEMIi HA BAHKIBCBKHUM
CEKTOP I'Py3Ii

Beryn. BaxkiuBicTh  0aHKIBCBKOTO — CEKTOPY  JKHUTTEBO
HEeoOXiZHa IJi1 €KOHOMIYHOTO PO3BUTKY OYyIb-KOI KpaiHu, TOMY
IO II¢ OCHOBHA CTPYKTYPHA OIWHHIIL TPOIIOBOTO 00iXOmy, IO
BiJlirpae HaWOULIBIIY pOJIb y PO3BUTKY HepxkaBh. Sk 1 Ha BCiX
PHHKaX, MU CTHKa€MOCS 3 KOHKYPEHII€I0 Ha OaHKIBCBKOMY PHHKY,
SKa XapaKTEePHU3YETHCS MEBHOIO CIENH(]IKOI0, OCKIILKA OCHOBHHM
TOBapPOM € TPOIIIi, SKi HE MOKYTh OYTH 3aMiHCHI 1HIIUMHU TOBapaMH,
a OCHOBHAa M€Ta KOHKYpEHIiI MOBs3aHa i3 OTPUMAaHHSIM IepeBaru
cepea areHTiB, sKi JII0Th Ha OHOMY PHHKY, L0 BiZOOpa)kaeThCs HA
KiHIeBOMy mpuOyTKy. UmMm Oijibllle pO3BHBAETHCS OaHKIBCHKHM
PHHOK i YUM Pi3HOMAaHITHILI TOCIYTH HPOMOHYIOTHCSA KIIIEHTaM,
TUM OiJbIlIe MOCUIIOETHCA POJb KOHKYPEHLIl B OaHKIBCHBKOMY
cektopi. IlommpeHHs mnaHmemii HE JHIIE 3aBagWiIo PO3BUTKY
30pOBOi KOHKYPEHIIii, ajleé ¥ TOCTaBHWB IIiJl CyMHIB HOpPMAaJIbHE
(yHKLIOHYBaHHS Ta PO3BUTOK OaHKIBCHKOTO CEKTOPY.

Mera i 3aBaaHHsi. MeTOIO IOCTiIKEHHS € BU3HAUYEHHSI PIBHS
KOHKYpPEHITii B 0aHKiBCbKOMY cekTopi ['py3ii, METO10M BU3HAYEHHS
CYKYITHUX aKTHBIB Ta YACTUX MO3UK. 3aBJaHHIM SIKUX € BUSBICHHS
OCHOBHUX TPUYHMH pPiBHSA KOHIIEHTpAIlii Ha PHHKY Ta IOIIYK
pilmeHb. A Tako)XX BHSBJICHHS Ta OIlIHKA HACTIAKIB «IIIOKY»,
CIIPUYMHEHOTO TTAHAEMIETO.

Pe3yabraTu. Pesynpratn JOCIi DKEHHS MOKa3aJx
MOHOTIIONIbHE (DYHKI[IOHYBAaHHS PHHKY, IO € TIEPEHIKOJOI0 ISt
PO3BUTKY KOHKYPEHTHOTO PHUHKY, Y PE3YJIbTaTi SKOTO BiJOYBa€ThCA
He310poBe (DYHKLIOHYBaHHS PUHKY Ta MEPELIKOKAHHS THYYKOMY
0aHKIBCbKOMY PpO3BHUTKY, IO B KIHIEBOMY paxyHKY HETaTUBHO
BINTUBA€ Ha CTAOIIBHICTh EKOHOMIYHOTO pPO3BUTKY Kpainu. Illo
CTOCYETHCS TOCTIAHAEMIYHOI cuTyarlii, To B I'py3ii 0opoTs0a 3 Hero
JOCUTH TO3UTHUBHO OYJI0 BUpILICHO. 3aBISKA THMYACOBOMY IUIaHY
HarsIoy, po3pobieHOMY ypsamoM, OyJI0 VCHIITHO KEpPOBaHO
KPEIUTHAM  Ta  JICIO3UTHHM noptdersimu, 110 HE
CYNPOBOKYBAJIOCS BiTOKOM KOIITIB 3 OaHKIB Ta HECIPABHICTIO
YOPABIIHHIM KPEAUTHAMH TOPTQEIISIMH.

BucnoBkn. Ha 3akindeHHs Ttpeba BiAMITHTH, IO Ha
BHUCOKOKOHLICHTPOBAHOMY PHHKY OOOB’SI3KOBO MOBHHHO BiIOYyTHCS
MiATPUMaHH MaJTuX OaHKIB 32 PI3HUMU 3aKOHOJAABUYMMHU BUTOJAMH,
0 TPHU3BEAE M0 MOJIMIIEHHS KOHKYypeHIli. MoximBo, mob Ha
npoBigHi O6anku Hakmanu "llomaTok Ha Kamitan', Mo Tepembadac
npeA'aBJIeHHsT BUCOKHX BUMOT 10 Kamitany. Llle mo3Bonuth mManum
0aHKaM pO3BHHYTHCH B 3J0pOBiii KOHKypeHmii. HemiBisiunch Ha
MaHAEeMil0 po0oTa XKOIHOrO OaHKY HEe 3aTpuMyBajacs, (hiHaHCOBHI
pe3yabpTaT Bce Ine OyB HECTIPHATIMBUM,0CHOBHOIO IMPUYHHOIO
SIKOTO CTajl0 HaJaHHS MOXIMBUX 30MTKIB 3a MO3MKAaMH, IO
3araioM ckmanmo 1,22 wmimbspma Jrapi. HesBakaroum Ha 1€,
Hamionaneumii Gank I'py3ii akTUBHO HamaraeTbcsl HE BiICTaBaTH
BiJl BUKJIMKIB 1 pO3p0oOJsTHME Pi3HI TUIAHH 3 METOIO MOM'SKIICHHS
HETaTHBHOTO BIUTMBY MaHJEMIT Ta 320X0UCHHS €KOHOMIKH KpaTHH.

Kiro4oBi ciioBa: KOHIIEHTpAIliS pUHKY, BIUTUB MaHACMIl,
iHaekc ['epdina-anpripiman, myIbroBUN MEPioi.
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Introduction. In a market economy, when
the market is saturated with free-user
interactions, banking competition is paramount,
as banks no longer have the role of merely
accepting deposits, lending or exchanging
money. While these functions of banks still
exist, modern banks are now focusing more on
providing a more convenient payment regime
and delivering money that meets the needs of
the commercial sector. Precise information on
the establishment of the first bank and the
development of the system has not been
preserved, although there is speculation that the
need for the origin of the bank first arose in
antiquity as the need arose for payment to be
made through intermediaries. According to the
second view, banks originated in the form of
bank houses in Italian cities of the XIV-XV
centuries, such as Venice and Genoa. Unlike the
money-landers, in this case the industrial and
capitalists were credited with the so-called
"moderate price" [1].

As for Georgia, the first credit organization
in Georgia was founded in Thbilisi in 1810 and
was called "Prikaz", and the employees of this
organization are "Prikazchiks". Loans were
issued here, similar to today's mortgages, they
received 6% per annum for the mortgage loan,
and the loan amount did not exceed 50% of the
pledged property. From the 1950s onwards, the
further development of the country required a
more flexible credit organization, so from 1849
transformations took place and Georgia "Prikaz"
was renamed "Prikaz" of the Transcaucasus and
functions such as deposits and savings banks
were added, where consumers received 4%
interest.

As for the beginnings of the Georgian Bank,
we meet it in 1875, when the Georgian public
figure of that time, Ilia Chavchavadze,
established a local bank. Here the lands were
pledged by the princes and they were given a
certain amount of money, the peasants could
buy the land with a bank loan, which maintained
the agricultural sector and prevented the
migration of the peasants [8].

The current Georgian banking system
originated in 1991, because there were no
Georgian banks during the Soviet era, the
banking system in general was not allowed.
There were only state-owned banks whose main
function was to save money.
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The establishment and development of
commercial banks in Georgia began chaotically
in 1991, when obtaining a banking license was
not a problem for anyone. As a result, hundreds
of banks were opened in two years, but for a
long time none of them functioned. In many
cases, banks engaged in the following activities:
They took money from the population, then
stopped operating and the bank owners fled the
country. As a result, the already unaware
population in the banking system has lost even
more trust in banks. Added to this was the fact
that money deposited in savings banks during
the Soviet era was not returned to the people.
Despite such an unfavorable background,
several Georgian banks  withstood the
catastrophic criminal background of the 90s,
and today operate in the market as trusted and
large banks. According to the National Bank,
the maximum number of banks in the Georgian
market in 1995 was 102, and reached a
minimum in 2006 with 17 banks [9].

Today, as a result of the merger of several
banks, 15 banks continue to operate in the
market [10].

In order for the banking process to run
properly, it is necessary to regulate it through
appropriate principles.The main purpose of
banking regulation is to determine the potential
of the country's banking system and promote its
full use. Banking regulation should be systemic,
regular in order to timely assess the financial
condition of commercial banks, identify the
circumstances that endanger the interests of the
bank's customers, and check the compliance

with the banking and foreign exchange
legislation in the country [2].
Analysis recent research and

publications. Competition between banks is the
biggest challenge in the Georgian banking
market. Banking competition is a process of
competition between commercial banks, which
in itself means achieving maximum profit
sources and growth opportunities in a defined
market with limited resources. Creating a
competitive, flexible and reliable banking
system is one of the most difficult and important
problems facing the country, as the development
of the country's economy significantly depends
on the state and stability of the banking system

[2].
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In order to establish a perfect market
economy in the country, it is necessary to
promote  competition, development and
protection. In order for competition to serve the
public interest, it must be conducted in good
faith, as the consequences of uncivilized
competition may have far more negative
consequences for society than is expected in
times of absolute monopoly. Accordingly, one
of the primary tasks of the developed countries
of the world is to develop legal regulation
mechanisms that provide roles to identify and
prevent abusive economic agents in the relevant
commodity markets, as well as to promote and
uphold the principles of fair competition [6].

In Georgia, the rule of supervision and
regulation of banking activities serves to protect
these principles and put them into practice,
whose authority is granted by the National Bank
under the legislation of Georgia. The National
Bank has several aspects of supervision over the
bank's activities, the most important of which
are: capital adequacy, liquidity, asset quality,
risk concentration.

Determining capital adequacy is the main
lever of banking supervision and ensures the
stable and sustainable functioning of the
Georgian banking system by regulating
bankruptcy risk minimization.Its purpose is to
help reduce the risk of bankruptcy for
commercial banks and the stable functioning of
the entire banking system. Its fulfillment is
obligatory for all commercial banks operating in
Georgia and branches of foreign banks. Bank
equity is the main source of financing,
development, reliability and financing of the
bank's business and financial losses, through
which the losses are amortized, which are not
covered by the depositors, but by the bank's
shareholders.

For commercial banks, liquidity is the
ability to meet obligations on time, especially
when it comes to repaying loans obtained in the
interbank market and deposits of bank
customers. It is vital to maintain the bank's
future existence and good reputation. With this
in mind, banks need to actively manage
liquidity even because their core intermediary
function inevitably involves transforming loan
maturities as borrowers seek to borrow over
longer maturities than banks' deposit maturities.
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The financial statements of a commercial
bank shall contain accurate, complete and up-to-
date information on the financial condition of
the bank, including the quality of the assets.
One of the key issues for this, is whether his
borrower will be able to service and repay the
loan. Problems with asset quality are often the
main reason for banks to go bankrupt - when the
losses are too great and it i1s impossible to repay
them at the expense of the bank's capital. The
study of specific loans is central to the on-site
inspection process, as early detection of
problem loans is crucial. Auditors should ensure
that commercial banks have developed and
documented their own lending policies,
principles and procedures in accordance with
which they carry out lending.

Concentration of risks associated with
specific counterparties is the most important
component of banking supervision because the
greater the concentration, the greater the
potential for loss.It is a traditional decision in
the field of supervision to limit the volume of
operations to the level of a certain share of
certain funds (capital base) with individual
counter-agents or groups of counter-agents. In
order to ensure the stable financial condition of
commercial banks and branches of foreign
banks operating in Georgia and to manage their
credit risk, the National Bank of Georgia has
imposed large-scale loans or other -credit
services by banks on one or more persons or
related parties.

The total amount of loans and other
liabilities issued by a commercial bank to one
person should not exceed 15% of the bank's
supervisory capital, and the total amount of all
large loans and liabilities should not exceed
25% of the bank's supervisory capital[17].

To determine the current situation in the
Georgian banking market, using the Herfindahl—-
Hirschman Index(HHI) using the net loan and
total asset method below:

HHI=D’ ;| + D’ , + D’ 5 +......

Where n is the list of service providers in the
market, D ; is the share of the supplier in the
market, which is calculated as follows:D ;= V;/
Vm, where V; is the sales volume of the service
provider, and Vy, is the total market volume.
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Table 1. Annual Report of the National Bank

N Bank Total asset (Gel) Net loan (Gel)
1 JSC “TBC Bank” 20,965,767,096 13,335,876,951
2 JSC “Bank of Georgia” 19,342,099,382 11,889,636,940
3 JSC ”Liberty Bank” 2,763,974,341 1,384,112,901
4 JSC ”VTB Bank Georgia” 1,948,708,132 1,236,167,902
5 JSC ”ProCredit Bank” 1,743,894,693 1,234,617,479
6 JSC Basisbank” 1,738,232,204 974,831,043

7 JSC ”Cartu Bank” 1,407,278,603 855,274,202
8 JSC "Credo Bank" 1,306,951,768 989,717,237
9 JSC ”Terrabank” 1,114,194,230 837,882,967
10 | JSC ”Khalik Bank Georgia” 604,207,215 438,352,998
11 | JSC ”Pasha Bank Georgia” 464,713,298 297,479,797
12 JSC ”Ish Bank Georgia” 324,969,632 193,272,846
13 JSC ”Finca Bank Georgia” 280,460,899 176,732,993
14 | JSC ”Ziraat Bank Georgia” 123,860,995 47,530,457
15 JSC ”’Silk Road Bank” 89,217,779 11,820,176

Source:[ https://www.nbg.gov.ge/index.php?m=672]
In total, third quarter of 2020 according to — The market is highly concentrated if the

the latest data on the banking market, the total
assets of banks amounted to GEL
54,218,530,267, while net loans amounted to
GEL 33,903,306,889.

— The market is less concentrated if the
value of the HHI index does not exceed 1250;

— The market is moderately concentrated if
the value of the HHI index is in the range of
1250 to 2250

value of the HHI index exceeds 2250.

According to the research, the total bank
assets method is HHI = 2895 and the total loans
method is HHI = 2830.

The market evaluated by these two
indicators 1is highly concentrated and has
achieved a highly monopolized position, which
prevents the establishment and maintenance of a
reliable and efficient banking system (Fig. 1).

Total Asset

B JSC“TBCBank”, M JSC“BankofGeorgia” M OtherBanks &

Fig. 1. Information about total asset on the Georgian banking sector
Source: Constructed and supplemented by the autor on the basis of [11]

28




Exonomika. Exonocisn. Coyiym, T.5, Nel 2021

Net Loans

B JSC“TBCBank”,

M JSC“Bank of Georgia”

l Other Banks

Fig. 2. Information about net loans on the Georgian banking sector
Source: Constructed and supplemented by the autor on the basis of [11]

Total asset method below half of the market
holds two banks, in total 75%, and the
remaining 25% 1is shared by 13 banks. The
situation is similar with net loans (Fig. 2).

When a market is saturated with perfect
competition, none of the market participants has
the power to influence the market price and is
forced to accept the price set by the market. On
the other side of the spectrum, there is a
situation where there is only one or two
suppliers in the market and the monopolist in
the monopoly market has absolute market
power to determine the price of goods or
services [3]. The development and appearance
of many banks in the market has created a
competitive market that, as everywhere, favors
customers.They can already boldly select the
product or service they need on the best terms,
as competition and limited consumer market
resources enable them to do so.

Although there are 15 banks operating in
the Georgian banking market, the market is
still monopolistic, and if we add to the fact that
banking products and interest rates are similar,
the question arises as to what causes a large
number of customers to segment towards two
specific banks. The answer to this question
leads to customer loyalty, which usually means
their loyalty to one particular bank, which is

due to various factors. The main factors, in
addition to the interest rate, which does not
differ much from bank to bank, include factors
such as: the level of remote banking services,
the number of bank branches and ATMs,
cashback, etc.

Remote banking has long been established in
Georgia, especially during the pandemic, when
consumers avoided visiting the bank as much as
possible. The pandemic period has become an
even bigger challenge for the Georgian banking
sector, where most of the market players occupy
a small volume of the market. However, not
surprisingly, the Georgian financial system
proved to be one of the most resilient in terms
of fighting the pandemic.

Aim and tasks. Banks have responded to
new challenges as quickly as possible,
strengthened and simplified digital services for
their clients, and shifted the main stream of
employees to remote work. Remote service was
also encouraged: in addition to ATMs,
customers were also given the opportunity to
withdraw money at the POS terminal of
pharmacies or shops, and the possibility of
remote identification of the customer through
the call center was simplified as much as
possible, despite the fact that no bank was
disrupted during the virus shock.
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It was damaged, the main reason for which
was the provision of possible losses on loans,
which amounted to a total of 1.22 billion GEL.
As for direct lending, the demand for mortgage
lending has almost halved since March, as a
pandemic has given borrowers other priorities,
with GEL lending up 0.8% to GEL 14.71 in
March, when the sector received its first shock.
Foreign currency loans totaled $ 1.4% and $
6.32 billion, respectively. In terms of attracted
funds, deposits in GEL decreased by 7.9% in
March, while in foreign currency decreased by
2.9%. Due to the fact that banks were expecting
a shortage of GEL resources due to the
pandemic, interest rates on loans in the market
increased and lending conditions became more
complicated. If before the pandemic the average
interest rate on consumer loans at the maximum
maturity was 15%, today it exceeds 18%.

Results. Nevertheess, the National Bank of
Georgia is actively tying to keep up with the
challenges, and in order to mitigate the negative
impact caused by the pandemic and to stimulate
the country's economy, the NBG has developed
an interim supervision plan, commercial banks
eased capital requirements, resulting in a GEL
1.6 billion release for the banking sector, which
banks can use to offset potential losses as well
as boost lending to the economy.

Under the plan, the capital conservation
buffer and part of the Pilar 2 buffer were
scrapped, freeing up $ 1.6 billion in capital to
the banking sector to offset potential losses or
increase lending to the economy. Relief of
capital requirements by the National Bank
should not have been used by banks to make
dividends, redemptions of shares, equity
investments, increase in management bonuses
or other payments that would have reduced the
bank's capital [12].

In the wake of COVID-19 shock, significant
changes have taken place in the banking sector,
easing requirements to ease bureaucratic
burdens and increase operational efficiency,
which has resulted in less interference in
lending micromanagement when the lender can
enter through the lender.There have also been a
number of changes: the maximum term for
mortgages has been increased to 20 years,
instead of 15-year GEL loans, or loans where
the borrower's income and loan currency are the
same.

The amount of PTI (Loan Service Ratio)
limits instead of 4 was reduced to 2, set at 30%
up to 1000 GEL and up to 50% above 1000
GEL [13; 17].

However, the biggest challenge was that
the borrowers who lost their income could not
repay the monthly loan installment, which in
turn would lead to the deterioration of the credit
history of the population, the accrual of fines,
and so on. Under an action plan developed by
the government, commercial banks have
imposed a 3-month grace period on loans for
borrowers to avoid payment problems and
related penalties.

Loans could be deferred by any individual,
and this offer has benefited more than half a
million borrowers. The grace period covered
both consumer and mortgage loans, card loans
such as credit card and overdraft, pawn loans,
fast and auto loans [15]. The amount that was
not repaid during the grace period was
redistributed by the bank to the remaining term
of the loan, which resulted in an increase in the
term of the loan, while the monthly deposit
remained almost unchanged. After the
expiration of the 3-month period, the possibility
of deferment for the mentioned period was
activated again and in total, the customers were
able to use the 6-month period. The only
condition for deferred loans was that customers
who used several loan products had no choice
but to defer one of the specific loans. The
deferral applied to all loans, or in case of refusal
- to none [16; 18-23].

Conclusions. Finally, it must be said
that the banking sector met the challenges of
Covid-19 prepared. Despite the complete
shock caused by the pandemic, the
functioning of banking institutions was not
delayed, the outflow of deposits was minimal,
lending was not stopped, and the supervisory
plan developed by the NBG allows us to deal
with problems and the banking sector to
continue to function smoothly. By reducing
the capital and liquidity requirements for
commercial banks by the National Bank, the
sector has been able to offset potential losses
and pursue real business operations, allowing
for lending to the real economy.
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As for the high level of market
concentration, based on the research using the
method of net loans and total bank assets, we
can conclude that the Georgian banking market
is highly concentrated, and when competition is
low and the country's central bank is not
actively working to correct the process, the
consumer ultimately suffers and fails to get the
desired result.The level of concentration is so
high that the IMF notes in IMF research and
recommendations that it is necessary for at least
three leading banks to place high demands on
capital. This norm, known as the “Obama Bank
Tax”, is designed to ensure that dominant banks
do not overuse their position, reduce high-risk
lending, and allow other banks to thrive in
healthy competition. It is this norm that will
help to improve competition in the banking
sector.

As for the banking supervision system, in
my opinion, banking regulation should be very
systematic, regular in order to timely assess the
financial condition of commercial banks,
identify circumstances that threaten the interests
of bank customers, and check the banking and
foreign exchange legislation in the country.

The NBG has recently taken a number of
useful steps in terms of banking supervision,
although practice shows that these steps are
insufficient and need to be changed. The
legislative-normative  framework should be
refined, a systematic analysis should be carried
out to identify the strengths and weaknesses of
competing banks, in order to detect problems at
an early stage and eliminate shortcomings, find
perfect ways of competition and determine its
direction.
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