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The banking sector is the backbone of our country’s economy and the driving
force of business. Obviously, the development of banking activities and the existence
of a competitive environment in the banking business are of great importance for
the economic progress and stabilization of the country. The banking sector has
undergone fundamental changes following Georgia’s transition to a market economy.

It has practically become independent of the government and one of the country’s most
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successfully implemented economic reforms. Over the past decade, representatives of the
banking sector have positioned themselves in the market as modern, customer-oriented
technological companies. Despite the above, there is still a process of concentration/
consolidation of banks, the identity of prices for banking products and services, the
difficulty of establishing a place for a new player in the market, etc. which limits the

elements of free interbank competition.

Keywords: Consumer, New Market Entrant, Innovation, Competition, Technology,

Regulation, Dominance.

Introduction. At the modern stage of economic development, the economy
of Georgia is characterized by a fairly high level of liberalization and a lack of
legislative and administrative barriers. Nevertheless, some market segments in the
country, including the banking sector, are characterized by high concentration. It
is known from economic theory that a market structure with a high concentration
leads to a high profit margin. Therefore, it is logical that in the banking sector
of Georgia, there are specific barriers to entering the market, which represent
the obstacles to the entry of a new participant into this market. These barriers
change periodically, the role and impact of some of the existing barriers may be
weakened, while others may be strengthened, some of the barriers may lose their
relevance altogether and new obstacles may appear. The topic of the research is
the modern trend of the development of the banking sector of Georgia - from
traditional banks to modern digital banks and the sustainability of market entry
barriers and their role as an obstacle for digital banks.

Research Goals. Analysis of the possibility of a new participant entering the
Georgian banking market in modern conditions and the assessment of the future
activity of the digital bank.

The main text: The attempt to form an independent Georgian banking sector
began back in 1918. On December 13, 1919, the Constituent Assembly of the
Democratic Republic of Georgia and the Government of the Republic of Georgia
adopted the Law “On the Establishment of the State Bank”, according to which the
legal functioning of the body regulating the banking system and implementing
the national monetary and credit policy in the country was laid.

The State Bank of Georgia began its operation and activities in July 1920. Its
main function was to create the stability of money circulation and the currency
of the republic, as well as to issue short-term loans for the development of trade,
industry and agriculture. The famous Georgian financier Iason Lortkipanidze was
elected the first chairman of the State Bank of Georgia.

After February 21, 1921, when the Soviet system was established in Georgia
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and the country lost its independence, the “State Bank of Georgia” lost its state
basis and ceased to exist. From that period, the functions of the General Bank
were performed by the “Bank of the Georgian Soviet Socialist Republic”; the
banking sector was centrally managed both in Georgia and in the countries of
the former Soviet Union.

In the history of the development of the banking system, for Georgia, a
new stage begins in 1991, when the National Bank of the Republic of Georgia
was established on the basis of the former State Bank. After gaining political
independence, an economy based on banking principles is being established in
the country.

Among plenty of problems facing the country, one of the most difficult and
most significant factors is the creation of a strong, competitive, flexible and reliable
banking system, to the extent that the development of the country’s economy
largely depends on the sustainability and stability of the banking system.

Nowadays, the second tier of the Georgian banking sector is represented by
very powerful commercial banks. In modern conditions, the activities of Georgian
commercial banks are represented by a wide range of diverse services, starting
from traditional savings and loans and settlement and cash operations, ending
with modern monetary and credit and financial instruments and the use of the
latest technological services.

Since the transition to a market economy in Georgia, the banking sector reform
has been successfully underway; the banking sector reform has withstood even
the global financial crisis of the 21st century; it functioned virtually uninterrupted
during the 2008 Russo-Georgian war, with banks suspending lending for only a
few months in order to avoid risks; it also overcame the obstacles posed by the
global pandemic with minimal losses.

In today’s reality, the Georgian banking sector is still successfully trying
to cope with completely new challenges - the ongoing war in our country’s
neighborhood and, due to this, completely new international regulations,
restrictions and requirements for the global banking sector.

In the last decade, the process of digitization of banking services and products
in leading banks has accelerated especially in the new reality of COVID-19
prevention. The rapid pace of digitalization is still part of the everyday life of
the banking sector today. Commercial banks are investing more and more every
year in technological innovations and the digitization of banking services and
products.

Nowadays, not only the financial sector, but the whole world is facing
completely new challenges. The Georgian banking sector is successfully coping
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with these difficulties, as evidenced by the fact that in 2022, the President of the
National Bank of Georgia was named among the best central bank managers in
the world for the fifth time by Global Finance.

Today, the Georgian banking sector is represented by 17 commercial licensed
banks, of which 15 are classic banks and 3 are digital banks.

JSC “Paysera Bank Georgia” is the first digital bank in Georgia, which received
three digital bank licenses in November 2022. Based on this fact, we can assume
that a new stage in the decade of technologies and digital services has begun in
the Georgian banking sector. This has already been confirmed, as in November-
December 2023, the National Bank of Georgia issued two more digital bank
licenses. They were granted the right to operate in a 7-month test mode, after
which they will receive the right to full-fledged activities, of course, if they meet
the conditions set by the regulator and successfully pass the test period. Three
digital banks in the last two years - 3 new banks. The emergence of new banks in
the Georgian banking market at such a pace has not been observed since the 90s.

Nowadays, we have a really interesting picture; before the advent of the digital
era, it was so difficult for a new player to enter the Georgian banking sector that
a financial market participant would operate as a microfinance organization for
one or several decades, and then, if he had the ambition to continue his activities
in the format of a bank. Only after he had accumulated banking experience, solid
profits and a large loan portfolio, could he continue his activities as a commercial
bank.

Since we have touched on the issue of bank mergers, it is interesting to review
the concentration/consolidation process that has taken place in the Georgian
banking market over the past eight years.

Consolidation in the Georgian Banking Market
Date of

consolidati Banks involved in the consolidation
2015 The merger of JSC TBC Bank and JSC Bank Constanta
2015 The merger of JSC Bank of Georgia and JSC Private Bank
2016 JSC Progress Bank’s license revocation and transformation into a

non-banking institution

The National Bank of Georgia revoked the license of Bank
2016 Caucasus Development due to the bankruptcy of its founding
company is Azerbaijan

2016 The closure of Capital Bank due to violations of NBG regulations
2017 Microfinance organization Credo received a banking license
Source: https://nbg.gov.ge/
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According to the changes, it can be seen that in recent years, mainly either
the suspension of activities or mergers have taken place. Only one new license
was issued to a former microfinance organization, which had operated as
a microfinance organization for two decades and was a market player. The
microfinance organization Finca went through the same path before it received
a commercial bank license. Based on past practice, before the beginning of the
period/era of digital banks, the following was considered a regular process - if in
the current reality there was a new player entering the banking market, it would
have to acquire some existing, even small, bank or microfinance organization in
order to occupy at least a small share in the market. If at the initial stage the bank
has acquired banking experience reflected in real portfolios and, at the same time,
the resources to offer the market low rates on credit products, it will have a real
chance to establish its place in the market.

It should be noted that the digital era has called into question the validity
of this opinion. Today, the banking sector is facing a new reality, the licensing
of digital banks has begun, and accordingly, new players have appeared on the
market, who have the ambition and stated goal of providing banking services
to customers, mainly through electronic channels (“Digital Bank Licensing
Principles”, National Bank of Georgia).

The banking sector regulator aims to promote the development of innovative
business models, the diversity of financial products, the development of a
convenient, fast and accessible digital financial ecosystem tailored to the
technological infrastructure around the user, the entry of new technological
players and increased competition in the financial sector.

It is interesting how digital banks are formed. The National Bank of Georgia
has established the principles of digital bank licensing, which imply relatively
light requirements for new types of banks. The licensing process consists of
several stages:

Stage I - compliance of the applicant with the concept of a digital bank;

Stage II - test period, which implies testing of the initial model on insiders and
testing of information systems;

Stage III - after successfully completing the second stage, the entity will be
granted the right to carry out banking operations in real mode, within the limits
established by the National Bank (“Digital Bank Licensing Principles”, National
Bank of Georgia).

As already mentioned, the first Georgian digital bank “Paysera Georgia”
appeared on the market and received a license from the National Bank in 2022.
Today, this bank is at a completely new stage, based on the Resolution of the
National Bank of Georgia No. 11 of January 12, 2024, from January 12, 2024,
the digital bank has acquired the right to carry out all banking activities and
related services provided for in Article 20, Paragraph 1 of the Law of Georgia on

153



98540 IGITRLOL LbILETOBM ‘T6N33ALNGIGN AN, 2024, No2(24)

the Activities of Commercial Banks (On the Activities of Commercial Banks...
23/02/1996).

In fact, the first digital bank offers customers a full range of banking services,
including opening deposits and obtaining loans.

The unique service offered to customers by “Paysera Georgia” is the opening
of both a Georgian and a European account (IBAN') for the first time in Georgia
(https://www.paysera.ge). This European account is included in the “Single Euro
Payments Area” (SEPA?), which allows payments in euros to be made as easily
and instantly as in GEL, and with lower commission fees.

After the successful start-up of the first digital bank, two more new digital
banks have appeared on the Georgian banking market: JSC “Hash” and JSC “Pave
Georgia”. Both of them were granted a digital bank license at the end of 2023 and
are currently operating in test mode (https://nbg.gov.ge/media/news/).

The main goal of both a classic bank and a technologically advanced digital
bank, as a commercial structure, is to obtain maximum profit. Today, consumer
needs for banking services and products are met at a high level by banks, and
banks often stimulate consumer demands using sales techniques. In conditions
of flerce competition, commercial banks often get ahead of the generation of
demand from consumers and stimulate and create demand for new products and
services among potential consumers with offers.

The main target segment of digital banks is technologically advanced
companies and individuals who use digital products. Accordingly, banks will
provide interesting services to this category of customers. It is logical that the
target market includes a large part of the economically active population, and
the number of modern technologically developed companies is also growing.
The expectation that digital banks will have their say is certainly present in
the financial sector. New members have already announced certain advantages,
thereby planning to establish their place in the distributed market.

It is interesting to see whether the existing barriers to entry into the banking
market are obstacles for the above-mentioned new players. Existing or potential
barriers in the banking market periodically gain relevance, or vice versa, lose it.

It is known that our state has implemented a number of legislative reforms
since 2004 in order to attract foreign investments, thanks to which administrative
barriers practically do not exist for a new participant in the financial sector,

! IBAN-bank account presented by the international standard. In the case of using IBAN, the
probability of erroneously specifying the account number and the duration of funds being reflected
on the recipient’s account is reduced.

> SEPA-Single Euro Payment Area, which aims to harmonize the execution process of electronic
euro payments across Europe. SEPA allows users to make different types of non-cash payments in
euros.
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registration of both local and foreign companies is carried out on the principle of
“one window”. Also, as a result of the reforms carried out, the country’s banking
market is open and transparent for investors. The infrastructure of the Georgian
banking market is open to any interested person, even conducting research
and conducting quantitative and qualitative analysis is possible based on the
information available on the website of the National Bank.

It can also be considered that there is actually no initial investment barrier for
foreign or local investors.

According to the current banking legislation in Georgia, for licensing a
commercial bank, there is an initial capital of 50 million GEL, while the condition
for licensing a digital bank is 10% of this amount in the first and second stages,
which must be gradually replenished up to 50 million GEL (“On Determining
the Minimum Amount of Supervisory Capital for Commercial Banks”, Article 1,
03/05/2017).

These conditions are financially completely accessible to foreign investors,
given that other costs, such as real estate, equipment, utility bills and human
resources, are much cheaper in Georgia.

However, for a new participant to enter the classical banking market, even if it
is a digital bank without a traditional branch network and infrastructure, certain
barriers are still relevant:

Demand (market volume) constraint - Our banking market is truly saturated
with banking products and services. In the credit market, the demand of potential
borrowers is met promptly and by agreeing on credit terms with them, which
indicates the saturation of the market with financial services. Ordinary citizens,
as consumers of banking services, in our daily lives are very easily convinced
that we are dealing with a high level of demand satisfaction. Often, the products
or services offered by banks even outstrip demand and stimulate their creation.
While the market is so widely occupied by existing commercial banks, it is
difficult for a new participant to overcome or bypass this barrier.

Barriers that have an absolute advantage in terms of cost level - leading banks
operating in the market are fully adapted to the existing environment, have
gained such advantages as access to cheap international resources, a customer base
formed over decades, acquired market shares, a highly rated business reputation,
are financially stable, etc.

Accordingly, this barrier is one of the most difficult to overcome for a new
player in the banking sector when it plans to enter the market.

Reputational advantage - two leading banks operating in Georgia have captured
2/3 of the market share, they are distinguished by the network of branches and
the large number of clients (https://bankofgeorgia.ge; https://beta.tbcbank.ge/).
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This can be justified very easily, for example, 9 out of 10 randomly surveyed
citizens will definitely have an account in one of these two banks. It can be said
that the leading banks have earned their internal reputation as a result of decades
of stable activity and efforts, and it is undeniable that they are very careful about
their reputation. It is also undeniable that they have sufficient financial resources
to constantly take care of technological development and not lag behind the
latest trends.

Barriers to scale - The infrastructure of the Georgian banking market is open
to any interested investor, including the possibility of conducting research
and conducting quantitative and qualitative analysis based on the information
available on the website of the National Bank. The financial statements of banking
sector participants are absolutely transparent. Barriers to scale in the Georgian
banking space do not represent an obstacle for a potential new market player.

Barriers to the strategic behavior of organizations operating in the market - this
barrier depends entirely on the behavior of competitors in the market and their
compliance with competition legislation and rules. 2020 was decisive in terms
of mitigating this barrier in the banking sector of our country. A concrete step
was taken in November 2020 with the amendment to the Law on Competition,
based on which the “Competition Agency”, i.e., in the light of complaints
filed about violations of competition facts, is given the opportunity to request
relevant financial documents from banking institutions and respond to the
issue (“Law of Georgia on Competition”, Chapter V, Article 25, 08/05/2012). In
2020, an amendment was made to the “Organic Law of Georgia on the National
Bank of Georgia” and the regulator was tasked with receiving and considering
complaints/applications and notifications of concentrations from a financial
sector representative, a lending entity or a credit information bureau (“On the
National Bank of Georgia”, Chapter VIII, Article 47, 24/09/2009).

As a result of the above-mentioned legislative amendments, the National
Bank considers notifications of concentrations in the banking and microfinance
sectors, conducts case investigations, and monitors the market. In the decision-
making process, the assessment of the compatibility of the concentration with
the competitive environment is of paramount importance; If the concentration
significantly impedes effective competition, the regulator will not approve such a
concentration (“On Approval of Methodological Guidelines for Market Analysis”,
30/09/2014).

The impact of vertical/horizontal integration of organizations operating
in the market - in our country, both vertical and horizontal integration are
regulated by legal documents developed by both the National Bank of Georgia
and the “Competition Agency”, for example, Order No. 37 of the Chairman of
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the Competition Agency of October 23, 2020 “On Approval of Methodological
Guidelines for Market Analysis” (Article 20), which directly defines the criteria
for assessing horizontal concentration. This barrier exists in the Georgian banking
space, however, it will gradually weaken after amendments to the competition
regulation legislation are made.

The recent practice of mergers of traditional banks in the Georgian banking
market confirms that the National Bank successfully carries out the above-
mentioned relatively new function of controlling concentrations and making
decisions in the interests of free competition. The fact is that the main basis for
the decision taken at the initiative of the National Bank (the alienation of the
portfolios of the Russian group member bank VIB Georgia) was the protection of
the rights and savings of consumers and depositors, behind which an attempt to
prevent a crack in the perception of the stability of the banking sector is evident.

Research results and recommendations. Although the Georgian interbank
market is highly concentrated, which makes it difficult for new players to enter,
the technological era has simplified the opportunities for new players to enter and
establish themselves in the market. The emergence of digital banks has opened
up new opportunities for new market players to establish themselves. Some of
the barriers to entry into the market are still relevant, although positive changes
are being observed to reduce their impact by regulating competition and bringing
concentrations into the legislative framework.

Thanks to the new trend observed in the banking sector, consumers,
especially the population dependent on quite expensive credit products, have the
opportunity to try new alternatives in order to alleviate their financial burden.

The emergence of new players in the banking market is welcome. It
is recommended that they, thanks to the technologies used and access to
international resources, be able to offer consumers banking, especially credit
products, at a lower price than the market. This will have a double effect - it will
provide incentives for consumers to use the services of new digital banks, while
banks will form their own circle of clients, creating a positive trend for easing the
financial burden of borrowers with credit products.
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