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Abstract  

 

The following thesis aims to reveal the importance of securities market for the financial system 

and for economic growth as well. In highly developed financial systems, the securities markets 

play a crucial role for the sustainability and stability of the entire financial system and therefore of 

the economy. In developing economies, securities markets face many obstacles, such as small 

economy, a small number of issuers, political instability, low credit ratings of the country and main 

financial institutions, accordingly lack of capital, low level of financial awareness and also 

competition issue with commercial banks. Those two sectors of financial system are competitors. 

This means that the regulatory authority must strictly separate their activities.  

In Georgia, which is the main discussing subject of the following thesis, the development of the 

securities market starts from this very period and continues to rise till 2007, when deregulation 

policy of Georgian government practically caused the regress of Georgian stock exchange.  

It's pointed out in the research, that underdeveloped securities market of Georgia, and the 

dominance of commercial banks in financial system, doesn’t provide economic growth properly.   
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Introduction 
 

In the financial systems of any country, a well-developed stock market may bring a lot of 

benefits. With the help of the stock market, the companies have the opportunity, on the one hand, 

to seek capital at lower costs than a bank loan can be, and on the other hand, to pledge free funds 

which would be more profitable than a bank deposit. Effectively functioning stock market in the 

country decreases the quality of bank loans dependence, which   brings down the risks of credit 

crisis to the minimum. The securities market allows companies to focus more on securities 

ownership, which will improve their corporate financial structure and quality of management, due 

to which finally they should become more competitive in the periods of crisis. 

It should be mentioned, that existence of effectively functioning financial system has specific 

importance within the process of economic development of any country, especially it applies to 

the countries with developing (transitional) economies.  In this type of countries at the top of the 

business challenges has always been the problem of access to basic fixed assets, which is 

constantly in short supply and accordingly expensive. This is where the financial system comes to 

the front plan, which should provide economy with the competitive financial resources. At the 

same time, the more diversified the financial system is, the more desirable and accessible the credit 

resources are for the business and for the citizens as well. 

In the period after collapse of the Soviet Union and destruction of the communist ideology, the 

constituent countries of the   Soviet Union and other European countries stand before the problem 

of necessity of transition from the planned economics to the basic marketing economics, which 

implied development of economic models based on private ownership. For this purpose, 

foundation and development of fund markets was considered as one of the effective mechanism. 

Since 1990 approximately 20 countries having transitional economy established stock exchange 

in its own country, among them were the former Soviet Republics, such as Lithuania, Latvia, 

Estonia and Russia itself, as well as Central European countries as the Czech Republic, Hungary, 

Poland, and Croatia. It should be said, that in the former Soviet countries Stock markets are at a 

very low stage of development and their market capitalization in relation to GDP (Gross Domestic 

Product) is quite low. In Lithuania 7.5%, in Latvia 2.7%, in Estonia 9.9%, in Russia the stock 

industry has developed more than in other post-Soviet countries, and the market capitalization in 

2010 exceeded 62%, while according to the latest data it is 35%. 

As for the Central European countries are concerned, development of stock markets is better 

here. For example, the stock market capitalization of the Czech Republic with GDP (Gross 

Domestic Product) in 2019 was 383%, Hungary 20.1%, Poland 49%, Croatia 37%. 

It should be mentioned that, in those countries, where are strong fundamental indexes, stabile 

macro economical parameters, best  regulating  frame and powerful institutions have relatively 

high market capitalization regarding GDP as well, as it occurs  in cases of some Central European 

countries, but in post-Soviet countries in which the economy is still in transition state the above 

mentioned indicators are relatively small. (Chart N1, Chart N2). 

Financial sector in Georgia is not distinguished by a high degree of competition. The market is 

represented by 15 commercial banks with total assets in amount of 49.1 billion GEL, which makes 
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up 102% of the forecast GDP for 2020 and 92% of the total assets of the financial sector. The 

market is also represented by the microfinance sector, with 43 microfinance organizations with 

total assets of 4.3% of projected GDP in 2020. In addition, there are functioning 199 lending 

entities issuing loans, 853 currency exchange points; 2 stock exchanges; 17 insurance companies 

and 4 pension schemes, one of which is a Pension Agency established by the government of 

Georgia. 
 

 

Chart N1. stock market cap to GDP. Post soviet countries 

 
Source: https://www.ceicdata.com/en   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Chart N2. stock market cap to GDP. Central EU countries  
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Source: https://www.ceicdata.com/en   

 

For the purpose of our work, great attention is paid to the stock market and its importance for 

both – to the financial system and economic growth as well. As it is cleared out from the basic 

findings of the work, at the period of time when the capitalization of Georgian Stock Exchange is 

steadily growing concerning to GDP, the annual economic growth rate exceeds the indexes of the 

period when market capitalization in relation to GDP is declining or is not increasing. 

 

1.1. The case of Georgia 
 

Georgia is also among the countries with developing economies having a GDP per capita  

$12,227 PPP(Purchasing power parity).  Georgian Stock Exchange was established by the 

Government of Georgia in 1998 with the active assistance of American Experts. At present, it 

should not be beyond attention that the banking sector in the country is at a certain stage of 

development, with bank deposits at 4.1% of GDP, bank loans at 5% of GDP and bank assets at 

10.4% of GDP.(according to national bank of Georgia. nbg.ge)   

In addition, the banking sector had both - material and technical base and rather qualified staff 

as well. But the establishment of the stock exchange meant that there appeared a competing sphere 

for them.  

 In such situation, American specialists comprehensively studied and considered the issue of 

dominance of the banking sector in the financial system of Georgia and for the prevention of the 

expected risks included in the regulatory law three basic norms: 

2. Independence of the capital market institutions from a competing banking sector, for which 

due to the restrictive provisions including  the law, the banking sector could not separately 

and jointly own more than 50% of such securities market institutions as the stock exchange 

and the central depository are. 
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3. The capital market should have had an independent regulatory body - the National 

Securities Commission, which should  directly be interested in and responsible for the 

development of the capital market in Georgia. 

4. At the initial stage of the formation of the securities market, for the purpose of ensuring 

liquidity, a norm was introduced in the law which determine that if a security is admitted 

for trading on a stock exchange, it can be traded only on this stock exchange. 

The above mentioned legal regulations gave the result very soon and within a year after the 

adoption of the law, Georgia already had an independent Securities Regulatory Commission, a 

licensed stock exchange, a licensed central depository, up to 40 licensed brokers’ companies and 

up to a dozen licensed securities registrars. It already represented a pretty good system, which 

gradually began practically functioning of the securities market and its improvement. 

As a result, in two years, a public and competitive trading platform appeared in Georgia, which 

was followed by the emergence of liquid financial instruments, in which more and more investors 

invested their own funds, as they saw the prospects of the Georgian stock market in future. Indeed, 

stock market capitalization in relation to GDP was steadily growing. If in 2001 the stock market 

capitalization was 3% of GDP, in 2007 this figure made up 13.7%. 

 Such successes of  the securities market have seriously alarmed the banking sector, which was 

facing the threat of losing monopoly in the financial sector. As a result, with the active efforts of 

the banking lobby, in 2007 a package of legislative changes was introduced to the Parliament of 

Georgia, which practically stopped the stock market development. In particular, according to the 

legislation, the following have been abolished: 

1. Restrictions that prevented commercial banks to owning stock market infrastructure 

institutions. 

2. The independent regulator of the securities market had been  liquidated and its 

functions had been  transferred to the regulator of the competing sector - the National 

Bank of Georgia. 

3. The basic norm ensuring liquidity on the stock exchange was removed from the 

legislation, which deprived the foundation for the process of pricing in a competitive 

and public environment on the stock exchange. 

As a result of the changes, the main part of the transactions have now immediately moved from 

the stock market to the over-the-counter, opaque market, while the commercial banks have 

intensively started buying shares of the stock market that were previously limited for them. Only 

one dominant bank soon acquired and owned 46% of the shares of the Georgian Stock Exchange, 

and the whole banking sector already owned 58% of the stock exchange. At the current stage, 

broker companies established by commercial banks totally own 62% of the stock exchange, while 

minority shareholders hold 38% accordingly. 

By the same intensity the business of securities registrars and broker companies has been 

swallowed by a single dominant bank, in which it was supported by a new regulator, the National 

Bank of Georgia.  

It should be mentioned here that the main precondition for proportional development of the 

financial market is that stock activities and deposit, credit and settlement activities should be 

sharply separated from each other, which is the duty of the regulator. 
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Clear evidence of this event is the famous Glass Steagal Act (Benston, 1990) being obtained by 

the United States in 1933, which clearly separated investment and retail banking activity in the 

United States. In other words, the rules of fair play have been established between the credit and 

investment markets, the stock industry and the commercial banking sector. The Act was abolished 

in 1999 with signing of the Financial Services Modernization Act by the US President Bill Clinton. 

It took quite a long period of time for the US financial system to reach the current level of 

development (stock market capitalization at 146% of GDP).  Glass Steagal Act was in force for 66 

years, which did not allow the representatives of the financial sector to express the ugly sides of 

competition. 

 

2. Review of the literature  
 

Economists hold different views regarding to importance of financial sector for economic 

growth. Some of them argue that it played a crucial role in igniting the industrialization, in many 

countries, by facilitating the mobilization of capital. Walter Bagehot (1873) and John Hicks 

(1969).  

In contrast, Joan Robinson (1952) declares that "where enterprise leads finance follows." 

According to this view, economic development creates demands for particular types of financial 

arrangements, and the financial system responds automatically to these demands. Moreover, some 

economists just do not believe that the finance-growth relationship is important. Robert Lucas 

(1988, p. 6) asserts that economists "badly over-stress" the role of financial factors in economic 

growth, while development economists frequently express their skepticism about the role of the 

financial system by ignoring it (Anand Chandavarkar 1992).   

According to Levine (1997) There is a statistically significant and economically large 

empirical relationship between the initial level of financial development and future rates of long-

run growth, capital accumulation, and productivity improvements. Researchers Garretsen et al. 

(2004) found direct link between economic growth and development of the financial market, in 

particular. According to their research, 1% economic growth leads to 0.4% growth in market 

capitalization to GDP ratio. 

Demirguc-Kunt et al. (2011) were the first researchers who discussed the securities markets 

and banks together in their research on “The evolving importance of banks and securities market”. 

They examined the impact of financial structure on the economic development. By using 

correlation and regression analyses, they’ve revealed that the impact of banking services on 

economic development declines during economic growth, while the influence of securities market 

indicators, such as trade volume, market capitalization, increases. Demirguc-Kunt et al. (2011) 

stated, that the sensitivity of economic development to changes in the banking system decreases 

in parallel with economic development, while the sensitivity of economic development to changes 

in securities market increases, as countries grow. Also, the association between an increase in 

economic output and an increase in securities market development becomes larger. The results are  
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consistent with theories predicting that as economies develop, the services provided by 

securities markets become more important for economic activity, while those provided by banks 

become less important. 

Demirguc-Kunt and Levine (1996) have found that most stock market indicators are highly 

correlated with banking sector development. Countries with well-developed stock markets tend to 

have well-developed banking sector. 

 

 

3. Mathods 

 
In order to find out how strong is the corelation between the stock market development da 

economic growth, we’ve used the statistical method for collecting the information and for 

abtaining the results of research, Induction and deduction methods were used.  

The basic statistical information required for the paper is obtained from the following official 

sources: National Bank of Georgia; National statistics office of Georgia and Georgian stock 

exchange. The anual growth of GDP in market prices have been used to make a comperision with 

the anual growth of Georgian stock market capitalization.  
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4. Main findings  
 

Main finding of this study is the fact, that in a period when stock market capitalization is 

growing steadily till 2007, the annual percentage growth of GDP is higher in comparison with the 

period, after 2007, when stock market cap to GDP decreases or doesn’t grow. (chart N3)   
 

 

Chart 3. Georgian stock market cap to GDP 

 
Source: Geostat.ge; Gse.ge;  

 

Another very important issue of the folowing thesis is the impact of incorrect regulation on the 

Georgian securities market. As we find out, Georgian stock market has got two phrases of 

existance: First one is the period of progress, when an independent regulatory body exercises 

effective oversight over the industry, accordingly all the financial indicators are rising every year, 

and second one is the period of regress, when the independent regulator was abolished and changes 

were made in the law under the auspices of deregulation.  
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5. Conclusion 
Georgian financial sector is represented almost only by commercial banks, as the banking 

sector's ratio in the whole financial market exceeds 90%. This factor impedes economic 

development, because the comprehensive analysis shows that, despite dominating role of 

commercial banks, they does not participate in economic growth, in practice, and they makes focus 

on issuing consumer loans, but this instrument cannot produce economic wealth in the country, 

while, development of its key competitor, capital market, directs money resources straightly from 

an investor to the economy, via securities issued by companies or other bodies. Therefore, the 

capital market drives economic development more effectively compared to the banking sector.  

 In order for the Georgian financial sector to move to the next level of development, it is 

necessary to clearly address the issue of the local stock market. However, real progress in the stock 

industry will be laid if the following recommendations are taken into account: 

 Establishment an independent securities market regulator and it sholud be separated from 

the supervision of the National Bank of Georgia;  

 The new regulator should provide a competitive environment for non-bank financial 

institutions; 
 Taxes on over the counter market (OTC) transactions should be increased; 
 Institutional establishment of the rating companies;  

 Legislative regulation of e-exchange trade should be developed; 

 Establish a corporate governance code for non-bank financial institutions. 

It should be noted that if there will be strong capital markets in Georgia, it will help commercial 

banks, which will have the opportunity to quote shares on local exchanges and thus find the 

necessary financial resources. It will automaticaly make the whole financial system more 

sustainable and steady.  
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