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Abstract. Based on the role of banking sector in the development of the
country’s economy, we consider it important to study the current situation
in this sector. The existence of a competitive environment ensures the
efficient functioning of the banking sector. The aim of the study is to
estimate the competitive environment in the banking sector, to determine the
relationship between competition and interest rates. The research is based on
the use of different economic models and indexes. Competition in the
banking sector is studied on the example of Georgian banking sector, for that
we used HHI Net Loans and H-statistic indicators. The study analyses the
impact of competition in the banking sector on the net interest income and
interest rate in the same sector.

1 Introduction

The sustainable banking sector has a great importance for the development of the
inclusive economy of the country. The viability of the economy depends on the purposeful
functioning of the banking sector. The effective competition environment in banking sector
has a positive impact on all participants of financial system. It should also be noted that the
banking sector is mainly limited to cash-lending operations inside and outside the country.
Accordingly, the banking sector contributes cash flow and unites all economic participants.
Therefore, the problems that arise in this sector immediately affect the whole economy. So it
is advisable to monitor the risks and crises in banking sector constantly to avoid potential
danger that could cause a significant problem to the country's economy. The sustainability
and stability of the banking sector has a significant impact on the country's economy. It can
be said, that the banking market is accelerating the country’s inclusive economic growth. The
highly competitive banking sector is a contributing factor to the country’s economic growth.

2 Methodological foundations
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2.1 Research methods

The research uses analysis and synthesis, statistical observations, economic-statistical
methods of research. By the methods of analysis and synthesis we researched competition in
Georgian banking sector based on various financial indicators for to assess the current
situation and make conclusions. Statistical observation is used to gather the information
needed to calculate all the economic models in the study. Using economic-statistical methods,
we used statistical information to identify the relationship between the economical issues.

2.2 Literature review

A global Covid-19 Pandemic of the 21st Century changed the structure of the economy,
business models, created qualitatively new crises [1-3]. Increase of money in circulation, in
parallel of dealing difficulties in the social sphere [4], has faced to countries the difficulties
of inflation and deflation. In such situation, the sustainable functioning of the banking sector
is especially important to maintenance the money supply balance and prompte inclusive
economic growth. There are numerous studies of banking competition [5-11]. According to
the modern literature, the competition is a guarantee of the sustainable banking sector [11-
14]. According to the empirical research of Shaeck et al (2009; 2012; 2014) [15-17] and
Boyd et al (2005) [18], the competitive banking sector is less likely to generate banking crises
and, moreover, banking competition supports country’s economic growth and financial
stability [14, 17-21]. In their study, Bukvic (2020) [22], Cuestas ef a/ (2020) [23] and Manju
Jayakumar et al (2018; 2019) [24-25], showed relationship between bank competition,
stability and economic growth. Beridze (2016) [26] and Dincer (2019) [27] studied banking
competition using the H-statistics method. However, the interrelation between the level of
competition in the banking sector and the interest rate spread is less studied. And, their impact
on the money supply in circulation.

3 Results and discussion

Competition is a positive phenomenon for many industries. Its effect can be also positively
assessed for the functioning of banking sector. The banking sector plays an important role in
flow of money in the economy. Competition is very important for banking sector for many
reasons. As in any other businesses, also in the banking sector competition can have a
significant impact on the efficiency the provision of banking services, the quality of the
banking services, the quality of innovation in banking, the supply of money in economic and
etc.

The important role of competition in the banking sector can be defined by the following
six reasons: providing the appropriate quality of banking services for customers; promoting
the efficient functioning of banking sector; stability of banking system; effective
management of banking operations; improving monetary policy and promote inclusive
economic growth.

To demonstrate/analysis the interrelation between competition in banking sector and
interest rates, also for to assess their role in the money supply, we examined the level of
competition in Georgian banking sector by using H-statistic [14, 26-28].

Hstar = Barr + BroniLe + Bppe = h1 + h2 + h3
< 0 Monopoly or Monopoly Competition
= € (0,1) Monopoly Competition
= 1 Perfect Competition
We have studied the data of commercial banks for 2016-2019 (see Table 1).
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The result of H-statistic shows decreasing trend in 2016-2019, which indicates, that
monopoly situation is aggravating in banking sector of Georgia. The result of H-statistic is
getting closer to 0 in recent years.

Table 1. H - Statistic 2016-2019.

Net interest income Net interest income, %
Corgz]izc'a' 2016 2017 2018 2019 2016 | 2017 | 2018 | 2019
Bank of
Goorgla | 535182000 | 644547000 | 731544000 | 783573000| 32,47| 33,83| 33,39 | 34,06
Basisbank | 65953000 | 78628000 | 93557000 | 115872000| 4,00 | 4,13 | 4,27 | 5,04
S"gaRniad 2517000 | 2179000 | 3650000 | 4715000 | 0,15 | 0,11 | 0,17 | 0,20
Credo Bank | 96179000 | 90550000 | 101170000 | 120512000| 5,84 | 4,75 | 4,62 | 524
CartuBank | 70592000 | 74513000 | 60995000 | 63619000 | 4,28 | 3,91 | 2,78 | 2,77
F'zgﬁrifa”k 33958150 | 34849953 | 31722370 | 34792271 | 2,06 | 1,83 | 1,45 | 1,51
Halyk Bank
Georgia | 17276000 | 22583000 | 25029000 | 24249000 | 1,05 | 1,19 | 1,14 | 105
Isbank
. 8481000 | 8255000 | 8388000 | 12461000 | 0,51 | 0,43 | 0,38 | 0,54
Georgia
TeraBank | 27064000 | 33601000 | 42127000 | 43881000 | 1,64 | 1,76 | 1,92 | 1,91
L:Bbaenriy 150782000 181545000 | 182544000 | 165647000\ 9,15 | 9,53 | 833 | 7,20
PASHA
Bank 16587000 | 15474000 | 16132000 | 17960000 | 1,01 | 0,81 | 0,74 | 0,78
Georgia
ProCredit
. 68317000 | 52727000 | 51607000 | 48172000 | 4,14 | 2,77 | 2,36 | 2,09
TBCBank | 489288000| 601567000| 770558000 | 793240000| 29,69 31,58| 35,17 | 34,48
Vgizfg”i: ~ | 63239000 | 60896000 | 67660000 | 65435000 | 3,84 | 3,20 | 3,09 | 2,84
ZiraatBank | 003006 | 3058388 | 4433829 | 6441236 | 017 | 016 | 020 | 028
Georgia
Source: Compiled by the author based on data from the National Bank of Georgia, 2016-2020 [13, 14,
29-32].

In order to evaluate the infallibility of the research, we use another method to measure
competition in Georgian banking sector - The Herfindahl-Hirschman Index (HHI). This
method is based on net loans portfolios for all commercial banks in banking sector (see Table
2).
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Table 2. HHI Net Loans method 2016-2019.

2016 2017 2018 2019
Commercial Banks

Net loans method Net loans method Net loans method Net loans method

Dn Dn? Dn Dn? Dn Dn? Dn Dn?
Bank of Georgia B52% | 112331 | 3410% | 116288 | 3466% | 120011 | 3635% | 13211
Basishank 3,12% 974668 | 347% | 12,0485 3,42% 14,7157 | 3,08% | 950933
Silk Road Bank 0,04% 000184 | 003%% | 000086 | 006% | 000369 | 004% | 0,00169
Credo Bank 2,3% 54237 | 236% | 555225 258% | 667113 | 261% | 6,82551
Cartu Bank 4,49% 20,148 | 360% 13,25 3,12% 97531 | 275% | 758716

FINCA Bank Georgia | 1,06% 112744 | 1,01% 1,0084 08% | 06806 | 063% | 039763
Halyk Bank Georgia 1,44% 206433 | L4% | 223502 152% | 23271 | 13% | 1736%

Ishank Georgia 0,94% 089200 | 072% | 051708 | 059% | 035349 | 049% | 02365
TeraBank 2,8% 5007 | 25 | 6576% | 254% | 642971 | 233% | 5422
Liberty Bank 3,30 10047 | 347% | 12007 | 362% | 13177 | 36% | 135914
PASHA Bank Georgia | 0,50% 024953 | 005% | 000286 | 072% | 051483 | 093% | 0869137
ProCredit Bank 4,50% 0319 | 450 | 204489 | 38% | 5,174 | 335% 11,224

TBC Bank 3748% 14044 | 3813% | 145393 | 3814% | 145493 | 3866 | 149477

VTBBank-Georgia | 491% 40622 | 435% | 189505 | 417% | 173817 | 361% | 130425
Ziraat Bank Georgia | 0,08% 000612 | 008% | 000673 | 013% | 001687 | 0,15% | 0,023%
HHI HHI=2627.88519 HHI=2709.46132827101 | HHI=2740.14092984028 | HHI=2886.34215089927

Source: Compiled by the author based on data from the National Bank of Georgia, 2016-2020 [13, 14,
29-32].

According to the methodological guidelines of the Georgian Competition Agency, based on
the Herfindahl-Hirschman index, the levels of market concentration are determined as
follows: low concentrated - HHI <1250; Moderately concentrated - 1250 <HHI <2250;
Highly concentrated HHI> 2250 [28].

From the data of the Table 2 we conclude, that the level of concentration in Georgian
banking sector in 2016-2019 is as follows : HHI (2016) = 2627.885193; HHI(2017) =
2709.4613283; HHI (2018) = 2740.1409298; HHI (2019) = 2886.342151 and therefore, the
given method shows that the Georgian banking sector characterized by high concentration
(high monopoly).

Based on the research, the concentration rate determined by different methods is
characterized by an increasing trend every year and reached its maximum in 2019. The
growth of the index is conditioned by the growth of net loans of the two leading banks of the
Georgian banking sector - Bank of Georgia and TBC Bank. Therefore, in order to assess the
competition in the banking sector, it is important to consider the interest rate spread (see
Figurel).
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Fig. 1. The interest rate spread in the Georgian banking sector 2016-2019.

Figure 1 shows that the interest rate spread reduce, when the monopoly in the banking sector
is increasing. In particular, in 2016 interest rate spread form the high mark (2.68%) decreased
and in 2017 it was equal to 1.83%. There was very unstable state with interest rate spread
(2018 —2.28%; 2019 — 2.11%). This highlights the volatile situation in the Georgian banking
sector, which is accompanied by the fact that despite the decreasing trend in interest rates,
this factor has not had a significant impact on the profitability of the Georgian banking sector.
It can be argued, that this positive trend must be accompanied by other important stimulus
mechanisms [33, 34], that will ultimately have an impact on a competitive environment.
Having discussed the interest rate spread, it is important to analyse the net interest income
of commercial banks. Table 3 shows the dynamics of net interest incomes of commercial
banks in Georgia in 2016-2019. The monopoly, that we have already, repeatedly proven is
clearly seen in the case of net interest income. The two leading banks in the banking sector
have the largest share of net interest income, their income dynamics are mostly growing (see

Table 3).

Table 3. Net interest income of Georgian commercial banks 2016-2019.
Commercial Banks 2016 2017 2018 2019
Bank of Georgia 32,4726 33,8326 33,3926 34,0626
Basisbank 44,0026 44,1326 4,27 26 5,042
Silk Road Bank 0,152 O,1126 0O,172%6 00,2026
Credo Bank 5,84%6 a4,7526 4,622 5,242
Cartu Bank 44,2826 3,9126 22,7826 2,772
FINCA Bank Georgia 2,062 1,8326 11,4526 11,5126
Halyk Bank Georgia 11,0526 11,1926 1,1426 11,0526
Isbank Georgia 0,512 00,4326 0,382 0,542
TeraBank 11,6426 1,7626 11,9226 11,9126
Liberty Bank 9,15% 9,539% 8,33% 7,20%
PASHA Bank Georgia 1,01 26 0,81 26 0,742 0,78206
ProCredit Bank 4,142 2,77% 2,369 2,09%
TBC Bank 29,6926 31,582 35,1726 34,482
VTB Bank — Georgia 3,842 3,202 3,09% 2,842
Ziraat Bank Georgia 0O,17%6 0,16%26 0,20%6 00,2826

Source: Compiled by the author based on data from the National Bank of Georgia, 2016-2020 [13,
14,29-32].

Based on the monopoly on net interest income, we considered it expedient to determine the
reason of this situation. When we talking about the net interest income, one of the
determinants can be the loan interest rates. The figure shows the interest rate of Georgian
commercial bank’s on mortgage, consumer and business loans (see Figures 2 and 3).
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Fig. 2. Loan Interest Rate of Georgian commercial banks [29-32, 35-42].
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Fig. 3. Annual Growth Rate.
Source: National Bank of Georgia [29-32].

Figures 2 and 3 shows, that the interest rates on mortgage loans, as well as on consumer loans
do not differ significantly in the case of different banks. The interest rates on these two loans
are non-competitive. As for business loans, there is competition, as banks offer more or less
different interest rates, and in the case of this loan, the interest rate set by the two leading
banks is more competitive than other types of loans and is acceptable to consumers due to its
relatively low rate. This indicates that in the Georgian banking sector these two banks have
monopoly rules for a defined loan portfolio. In addition, it can be noted that the non-
competitive environment in the banking sector leads to similar non-competitive interest rates.

Under the influence of monopoly banks and considering their pricing policy, other banks
do not have the ability to set lower interest rates on loans. Small banks are unable to reduce
interest rates. All of this affects their financial indicators (see Figure 4).
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Top Ten Banks (by assets) of the Georgian Banking Sector as of 31 March 2020 (in thousand GEL)
20,000,000 w r 500,000
16,000,000 - + 400,000
12,000,000 300,000

8,000,000 } 200,000
4,000,000 + 100,000
0 0
o"& & 0"‘* 0‘** @a““a e"& o‘*& w”‘* Q'P& @,&“&
&0 \Gbo ,db(d & - S o°'° ‘\°@ & &+
& & ¥ g & & o o < &
¥ o §,° v > OQ & b} $ 3
390 O‘S‘ @ ~?"§
¢ &
= ASSElS == | 0ans s Total Equity —— Total Income (right axis)

Fig. 4. Top Ten Banks of the Georgian Banking Sector.
Source: National Bank of Georgia, 2020 [29-32].

The financial condition of commercial banks operating in the banking sector of Georgia can
be assessed with Figure #3, which clearly shows the leading position of Bank of Georgia and
TBC Bank in terms of assets, loan portfolio, total equity and income.

In 2019, the return on average assets and equity was 2.2% and 17.7%, respectively. For
2018, it was equal to 2.5% and 19.4%. However, a declining trend is observed in 2017-2019
(see Figure 5).
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Fig. 5. Return on assets and equity in Georgian banking sector 2006-2019.
Source: National Bank of Georgia, 2020 [29-32].

As the results of research shows, the given indicators characterized by unstable dynamics.
The decrease of the interest rate spread is due not to the competition of the bank, but to the
conditions of the banking monopoly and, consequently, does not affect the growth of the
profit of the banking sector.

4 Conclusions

Competition in the banking market has a significant impact on the effective functioning of
the banking sector, which, in turn, is related to the well-being of the bank's customers.
Competition significantly improves the efficiency of capital investment and reduces risks.
This is an important factor for the stability of the money in economy and for inclusive
economy growth. However, the monopoly in Georgian banking sector has limited the
reduction of interest rates on loans. It also restricts the competition in lending and promotes
to increase net interest income for monopoly banks. Competition in the banking market has
deteriorated due to the pricing policy of monopoly banks.
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Based on the results of the study, we believe that it is important to make a number of
changes in the monetary policy of the National Bank. In particular,

1. The National Bank should limit the monopoly environment in the banking market;
2. Establish banking competition become an important task of the National Bank;

3. The banking market should provide stimulus to the money supply to the economy, while
the National Bank should be limited to the function of regulator only.
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