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ABSTRACT

This study examines the determinants of market concentration in the Albanian banking system, measured
by the Herfindahl-Hirschman Index (H-Index), using quarterly data from 2016 to 2024 sourced from the
Central Bank of Albania. Employing an Ordinary Least Squares panel estimator approach, it explores
the relationship between the H-Index and internal bank-specific factors—such as loans’ levels, ROE,
ROA, and NPL ratios—as well as an external macroeconomic indicator like the Euro/ALL exchange
rate. Building on prior literature, this research contributes a country-specific analysis of Albania’s banking
sector. The findings reveal that performance indicators (ROA and ROE) and the exchange rate are
statistically significant determinants of market concentration, while other variables show limited impact.
These insights offer valuable implications for financial regulators and banking institutions secking to
understand and manage concentration dynamics in emerging financial systems.

Keywords: Market Concentration, Herfindahl-Hirschman Index, Banking Systens, Bank Performance
JEL Classification: G271, G28, C23, E44

INTRODUCTION

Over the past decade, Albania’s banking system has undergone significant structural, regulatory, and economic changes,
shaping its current landscape. As a developing economy in Southeast Europe, Albania’s financial system plays a vital
role in promoting growth, financial inclusion, and stability. Dominated by a few banks, mostly subsidiaries of European
foreign groups, the sector benefits from capital inflows, better governance, and regional integration, but also faces
vulnerabilities. Market concentration remains high compared to other European countries, offering economies of
scale but risking reduced competition and increased systemic risk. The economy has experienced stable, moderate
GDP growth driven by consumption, remittances, and investments, with the banking sector crucial in financing this
growth despite challenges like high NPLs and limited credit penetration.

Macroeconomic factors, such as exchange rate volatility, inflation, and unemployment, influence sector risks. The
regulatory framework has aligned with EU directives and Basel standards, with the Central Bank actively enhancing capital
requirements, transpatrency, and risk management to withstand shocks. In Albania’s developing financial landscape, market
concentration impacts stability, risk distribution, and efficiency. While high concentration poses systemic risks, a more
competitive, fragmented system could provide lower interest rates [14], better asset pricing, and spur innovation in the
circular economy by accelerating its adoption through green financing [10]; [12]; [23]. The aim of this study is to analyze
the level of market concentration in Albania’s banking sector and identify the main determinants of that concentration.

Market concentration in the banking sector significantly influences financial structure and competitiveness, affecting
financial stability, credit access, pricing, and systemic risk in both emerging and advanced economies. This is evident
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in Buropean economies with robust regulatory frameworks [18], and in Albania, where a limited number of financial
institutions exist, leading to high concentration.

This review synthesizes literature on determinants of market concentration, focusing on internal bank characteristics,
macroeconomic factors, and regulatory environments. The Herfindahl-Hirschman Index (H-Index) is the primary
metric for assessing market concentration, with a high index indicating reduced competition [5]; [3]. Higher market
concentration is often linked with increased profitability and performance [20].

Banks performing well show higher ROA and ROE, enabling reinvestment and market power consolidation [11];
[22]; [7]. In Albania, empirical evidence suggests that bank performance enhances concentration, echoing trends
in countries like Italy and Spain post-global crisis [1]; [8]. Strong capitalization allows banks to absorb shocks and
maintain credit flow during downturns. In Albania, improved capital adequacy due to Basel I1I reforms has bolstered
large banks’ market shares [17]; [19].

Large banks benefit from economies of scale and dominate the Albanian market, comprising 60% of total assets, a
trend observed in France, Germany, and the Nordic region [21]. Operational efficiency, indicated by cost-to-income
ratios, also impacts concentration, as efficient banks gain market share [6]. Macroeconomic stability fosters a healthy
financial sector. GDP growth can lower entry barriers, encouraging new banks and reducing concentration [11]; [13].

Conversely, economic downturns lead to consolidation. In Albania, moderate GDP growth driven by consumption
has not prevented market consolidation due to underdeveloped capital markets [3]. The 2008 financial crisis and the
Eurozone debt crisis in Europe led to increased concentration as weaker banks merged or collapsed [5]; [15]; [10]; [24].

Higher unemployment correlates with lower credit demand and elevated NPL ratios, leading to consolidation. In
Albania, exchange rate fluctuations impact foreign-denominated loan portfolios. Recent studies show the exchange
rate significantly drives concentration in the Albanian banking sector. In the EU, the ECB’ prolonged low-interest-
rate policy has pressured smaller banks, allowing larger banks to expand market share [21]; [25].

MATERIALS/METHODS

The data used for this study were obtained from the Central Bank of Albania and cover the period from 2016 to 2024.
To maximize statistical relevance, we decided to collect them in quarters. They are also aggregated for the entire banking
sector, as the study also refers to the competitiveness of the sector as a whole according to the H-index measure.

The study employs a panel approach and the Ordinary Least Squares (OLS) method to analyze the main factors
influencing market concentration in the Albanian banking system. Since the data provided by the Bank of Albania
is aggregated for the entire banking sector, this method is appropriate. Pooled OLS serves as an unbiased estimator
when the homogeneity of entities is ensured. However, we recognize the limitations of the study, particularly the
assumption of homogeneity, which may not be realistic when examining individual banks separately.

Below, we present the regression equation that represents the relationship between market concentration measured
by the H-index with banks profitability measures and financial indicators:

Market Concentration = o, + B1¥X1 + B2¥X2 +B3*X3 +4*X4 +p5*X5 + ¢ (1)
where:

X1: Bilateral exchange rate EUR/ALL

X2: Non-Performing Loans

X3: Return on Assets

X4: Natural Logarithm of Loans

X5: Return on Equity

00: Constant term

et: Error term

t: Time
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RESULTS AND DISCUSSION
The empirical results of this study highlight several key factors influencing the increase in banking activity concentration.

The bilateral EUR/ALL exchange rate has a negligible yet negative effect on the H-index, along with return on assets
and loan log, which significantly decrease market concentration—each 1% increase in ROA reduces the H-index by
0.04, and each 1% rise in loans by 0.0004, with typical H-index values between 0.14-0.15.

Conversely, return on equity and NPLs positively influence the H-index [9], indicating increased concentration and
reduced competitiveness. Each 1% rise in ROE adds 0.002, and in NPLs adds 0.0004 to the H-index.

Overall, Albania’s banking system shows low-to-moderate concentration, with profitability and NPL levels affecting
market structure. To stay competitive, banks should diversify into green economy sectors beyond high-profit areas.

The table below summarizes the empirical results:

Table 2. Regression Equation

Dependent Variable: H_INDEX
Method: Panel Least Squares
Cross-sections included: 9
Total panel (balanced) observations: 36
Variable Coefficient Std. Error t-Statistic Prob.
EUR_ALL -0.000682 0.000214 -3.18379 0.0034
NPL 0.000462 0.000229 2.022689 0.0521
ROA -0.026796 0.009583 -2.79627 0.0089
L_LOANS -0.043948 0.010021 -4.38567 0.0001
ROE 0.002177 0.000903 2.411801 0.0222
C 0.820696 0.152404 5.384992 0.0000
R-squared 0.707873 Mean dependent var 0.146389
Adjusted R-squared 0.659186 S.D. dependent var 0.005426
S.E. of egression 0.003168 Akaike info criterion -8.52053
Sum squared resid 0.000301 Schwarz criterion -8.25661
Log likelihood 159.3696 Hannan-Quinn criter. -8.42842
F-Statistic 14.53904 Durbin-Watson stat 0.940767
Prob (F-statistic) 0.000000
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