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MONETARY POLICY IN GEORGIA

. The aim of the National Bank of Georgia's monetary policy is to maintain low and stable inflation and thus pro-
mote macroeconomic stability, which is a precondition for robust and sustainable economic growth, low interest rates
and decreasing unemployment.

. The long-term CPI inflation target is 3%. The inflation target was reduced gradually from 6% to its long-term
value. It was 4% for 2017, and from 2018 it is 3%.

. Since monetary policy decisions impact the economy with a certain time lag (4-6 quarters), the formulation of
monetary policy is done according to inflation forecasts in order to hit the target in the medium term. The medium term
horizon depends on shocks and exogenous factors that influence the rate of inflation and aggregate demand.

. The primary tool of monetary policy is the refinancing rate. The change of the policy rate is transmitted to the
economy through market rates, exchange rate and credit activity, thus influencing aggregate demand. The difference
between the actual and natural level of demand is the main determinant of inflation in the medium term.

. Monetary policy decisions are communicated to the general public via press releases. The vision of the bank
with regard to ongoing and expected macroeconomic activity is published in the Monetary Policy Report in the second
month of every quarter.



CONTENTS

1. BRIEF OVERVIEW ...t sseses st eseses it ssisss sttt sttt sssssssenesssens 5
2. MACROECONOMIC FORECAST ..........cocmirierieeriecsissessinessenesssesesssssessssessissssasssssesessssnesssssessssnessssessanessennes 7
2.1 OVERVIEW OF EXTERNAL FACTORS .....coiieiseiiscrieeiseceiecissessesesesassessase s s ssasesssessssesssessseses 7
2.2 MACROECONOMIC FORECAST ....osiiiieririietiese e ssssessessssesessessse st sasesssss s ssssessss s saseces 9
2.3 ALTERNATIVE FORECAST SCENARIO........oiiirciinciieeiisesiciieseesesaseseesessss s ssssse s s ssessenes 11
2.4 COMPARISON WITH THE PREVIOUS FORECAST .....couiiriscircsrseciiseieseee e 13
3. CONSUMER PRICES ...........coneoiiiriiieeecrionesesineeesisneesesissessesisesessessssesessessssssessssssessssensesssssnesssssnesesssnssssssneces 16
4. MONETARY POLICY........covetrrumermimecamiressesinessssessesessesssesisnessssessessssessosssssnsesssssnssssssnesssismessssssessssssnesssssnsesssssnanes 18
5. FINANCIAL MARKET AND TRENDS ..........cccometmremmmeemmimessmiinesesienessssionssssisnssssesnessssesnessssesneces .21
5L LOANS ..ottt e et e 21
5.2. INTEREST RATES AND CREDIT CONDITIONS ......cooriireieeierierierieisesisesienaeesesssessessennns 22
5.3 EXCHANGE RATE ...ttt sssesisessssessase s sesesssssssessssesassesesessasesssessssesssnesssessanessans 24
6. AGGREGATE DEMAND.............commrrimerimineeiiieeeeiiieesesessessesisesssssseessssasesssssssssssssesssssssessesssnsssssssessssassessessnessons 26
7. EXTERNAL DEMAND AND BALANCE OF PAYMENTS ... esssssssesssssnnens 28
8. OUTPUT AND LABOR MARKET ..........costeuiriirieerimeeriessieesiessseessssessssessisessssessessessssessssnessssnessssnessisessens 32
BOXES
BOX 1 THE ACCURACY OF THE NBG'S INFLATION FORECASTS. .....c.iiiseisriserireeiereeseseseeeseseesesnaeens 14
BOX 2 RESERVE REQUIREMENTS ...t sisesesesssessssessssesssessssessssssssessasesesesssessanes ...20
FIGURES
FIGURE 1.1 HEADLINE CPIINFLATION ....cviviiiierierireierrierieeiesseesiseesasesssnessssesisessasesssssssesssnesssesss -
FIGURE 1.2 ANNUAL REAL GDP GROWTH......cosiiiiiriteierinerieerineeiiessseemisesessessssssssessse s sssessanseens
FIGURE 1.3 FORECAST OF THE MONETARY POLICY RATE .....ooiireiireierirenineeieeiisesiseeesesesseseseessessseneans 6
FIGURE 2.1 REAL GDP GROWTH OF ECONOMIC PARTNERS .....ccooiieirernesecirecisceeseeseeesseseeenenns 7
FIGURE 2.2 HEADLINE INFLATION RATES OF ECONOMIC PARTNERS......ccoocuimrniecieriseneseceeeneens 8
FIGURE 2.3 HEADLINE CPIINFLATION w...ooiiiiiiiiisiiieiiecieise st sssse s ssessssssssessesessessssssenes 9
FIGURE 2.4 INFLATION DEVIATION FROM THE TARGET AND ITS DECOMPOSITION.........cccccucvuuncec. 9
FIGURE 2.5 REAL GDP GROWTH ..ot ssss s sasssnas 10
FIGURE 2.6 REAL GDP GROWTH DECOMPOSITION ......ccevrrrirnirmirmeeieciserinerienseiecisesssenssessesscanes 11
FIGURE 2.7 HEADLINE CPI INFLATION ACCORDING TO BASELINE AND ALTERNATIVE FORE-
CASTS et e et 12
FIGURE 2.8 REAL GDP GROWTH ACCORDING TO BASELINE AND ALTERNATIVE FORECASTS ....12
FIGURE 2.9 THE DIFFERECE IN THE MONETARY POLICY RATE IN ALTERNATIVE AND BASELINE
SCENARIOS ...t 12
FIGURE 2.10 CHANGES IN THE FORECAST OF HEADLINE INFLATION .....c.oveiirerrerirererereneeeeienirenenee 13
FIGURE 2.11 CHANGES IN THE FORECAST OF GDP GROWTH .......covirrreireieeinerirerirerirenisenesienienirenins 13
FIGURE 2.12 CHANGES IN EXTERNAL SECTOR ASSUMPTIONS FOR 2018.......cccconvevmecrmerrecrrerinerirecns 14
FIGURE 2.13 COMPARISON OF MARGINAL ERRORS OF DIFFERENT MODELS........cccccovevmevrmerrrnernncns 15

FIGURE 2.14 COMPARISON OF FORECAST ERRORS OF THE RANDOM WALK MODEL TO THOSE
OF THE NATIONAL BANK OF GEORGIA........cocooiieisrieeiscnise s sissesesssesassessse s ssss s sssessasenas 15




FIGURE 3.2 THE SHARE OF ONE-OFF FACTORS IN CPIINFLATION .....coecoomrnermecrceierierreeriecrenecrenenes 16
FIGURE 3.3 CONTRIBUTION OF FUEL, FOOD AND UTILITIES INFLATION TO HEADLINE INFLA-

TION e 17
FIGURE 4.1 MONETARY POLICY RATE ... sesesase s sssse s sasssenas 18
FIGURE 4.2 LIQUIDITY SUPPLY INSTRUMENTS ....ccoouiiireecericeiesiese st esesssessssesse s ssssssessssssssens 19
FIGURE 4.3 INTERBANK MONEY MARKET .....ooiiiiiieise et ssesssessss s sesessssssenns 19
FIGURE 4.4 MINIMUM RESERVE REQUIREMENTS .......ccouiiiiinisecicscisesiscsesssessssssesssessasens 20
FIGURE 5.1 ANNUAL GROWTH RATES OF RETAIL AND BUSINESS LOANS (EXCLUDING THE EX-
CHANGE RATE EFFECT) oouiieceiereierieeeireesieeiseesiesiasesisssssessase s s s sssessssessssestssssssessesessssesssesssnesssnssssssanesssnessnes 21
FIGURE 5.2 ANNUAL GROWTH RATES OF DOMESTIC AND FOREIGN CURRENCY LOANS (EXCLUD-
ING THE EXCHANGE RATE EFFECT) ..ot sss s sssse s s asssnas 22
FIGURE 5.3 INTEREST RATES ON GOVERNMENT SECURITIES .......ccoouiiicinreirecieneciecsceiesieeens 22
FIGURE 5.4 SPREAD BETWEEN THE MONETARY POLICY RATE AND THE YIELD CURVE.................. 23
FIGURE 5.5 AVERAGE INTEREST RATES ON DEPOSITS ......ovriererrerirerirerseiesiesireseresaseresessesasessesiesenes 23
FIGURE 5.6 INTEREST RATE ON LOAN FLOW ...ttt siesisesasesasesaessssnns 24
FIGURE 5.7 AVERAGE INTEREST RATES ON BUSINESS LOANS .....oeviirrrreriserinecriecsscrisessiesisserinecns 24
FIGURE 5.8 REAL EFFECTIVE EXCHANGE RATE (JAN 2008=100)......ccoecumrrerrrererrrerirecrerecmecraserseneresererecns 25
FIGURE 5.9 CORRECTED NOMINAL EFFECTIVE EXCHANGE RATE.......cccovvuiernerneerirecmieniesseessanerieens 25
FIGURE 6.1 ANNUAL GROWTH RATE OF CAPITAL FORMATION.......cocvumirerermnerineemireemienieseaessaseneeens 26
FIGURE 6.2 REAL GDP AND REAL CONSUMPTION GROWTH........cocouiiiereirerinenieeiisecsieesesesenesseneeees 27
FIGURE 7.1 ANNUAL CHANGE IN REGISTERED EXPORTS OF GOODS .........oocuomvmienerrrerieeeeseresenennens 28
FIGURE 7.2 ANNUAL CHANGE IN REVENUES FROM TOURISM ......ccccovciiicineneriseesceieniseseseeaenes 28
FIGURE 7.3 NUMBER OF INTERNATIONAL VISITORS TO GEORGIA ........ccoooirnircrircierisesesenieees 29
FIGURE 7.4 ANNUAL CHANGE IN REGISTERED IMPORTS OF GOODS. ..., 29
FIGURE 7.5 ANNUAL CHANGE IN REGISTERED IMPORTS BY CATEGORY OF GOODS................. 30
FIGURE 7.6 ANNUAL CHANGE IN REMITTANCES ......oirereeeeererirecireniseeieeisesiesisesisesasenssessesssesiensesenes 30
FIGURE 7.7 INVESTMENTS AND SAVINGS. .......oorrererrerneieeiesiresisesesesesessesaesssesssesssesasessesssesssessessesanes 31
FIGURE 8.1 CONTRIBUTION OF SECTORS OF THE ECONOMY TO REAL GDP GROWTH................... 32

TABLES

TABLE 5.1 EFFECTIVE EXCHANGE RATES ANNUAL GROWTH (2ND QUARTER OF 2018 ................. 25



BriEF OVERVIEW

1. BRIEF OVERVIEW

In the second quarter of 2018, annual inflation stood lower than expected and
equaled 2.4%. This decline was mainly a consequence of the faster-than-expected
appreciation of the nominal effective exchange rate, even though domestic demand
was stronger than had previously been anticipated. In June, annual inflation was
2.2%, which was close to the NBG's target of 3%.

According to the NBG's forecast, inflation will fluctuate around the target level
of 3% in the medium term (see Figure 1.1). The inflation forecast relies on both real
economic activity and the nominal effective exchange rate. On the one hand, the
improvement in economic activity has lessened the downward pressure on inflation
stemming from weaker aggregate demand; on the other hand, the stronger-than-
expected appreciation of the nominal effective exchange rate has reduced upward
pressure on inflation. Hence, with the appreciation of the real effective exchange rate
and improvements in economic activity, inflation is expected to remain around the
target.

Figure 1.1 Headline CPI Inflation
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Source: National Bank of Georgia

Real economic growth in 2017 was higher than expected and stood at 5%. This
positive trend continued in the first half of 2018, with growth, according to pre-
liminary estimates, reaching 5.7%. The improvement in economic activity was driven
by favorable trends in the external sector and the recovery of domestic demand.
In particular, remittances and exports of goods and services significantly increased.
Moreover, a growth of imports reflects the recovery of domestic demand, which, in
turn, was supported by improved consumer and business sentiment and an increase
in lending.

The National Bank of Georgia has revised its economic growth forecast for 2018
from 4.8% to 5.5% (see Figure 1.2). This revision was motivated by the improvement
in both domestic and external demand. According to the forecast, net exports, con-
sumption, and investments will all positively contribute to economic growth over the
year. These, in turn, will be supported by foreign inflows, improved business senti-
ment, credit growth, and the capital spending of the government. Based on the re-
vised assumptions, the output gap is expected to close at a faster pace than had pre-
viously been expected, which is in line with the revised forecast of economic growth.

It should be noted that monetary policy cannot aim to fully neutralize temporary fac-
tors affecting the inflation rate in the short run. That objective could only be reached
through policy changes that might lead to extreme fluctuations in economic growth
and employment. The National Bank of Georgia thus tries to strike a balance in its
decision making, considering the expected timeframe over which the inflation rate
will return to the target level and estimating the possible effects on economic growth.
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Figure 1.2 Annual Real GDP Growth
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To curb inflationary expectations, the National Bank of Georgia gradually increased
the monetary policy rate from 6.50% to 7.25% over the course of 2017. However,
based on the current macroeconomic forecast, following the decline of inflation to
its target level of 3%, the monetary policy rate is expected to decline to its neutral
level in the medium term (see Figure 1.3). Although economic activity has improved
at a faster pace than expected, the inflationary risks stemming from the effective ex-
change rate have declined. As a consequence, the moderately tight monetary policy
stance has been slightly loosened. However, in order to soften the risk of demand
increasing above the potential level of output, monetary policy rate is expected to
decline to its neutral level at a slower pace than previously estimated, only doing so
after a 2-year period.

It should be noted that the monetary policy rate forecast is not a commitment to
future decisions made by the National Bank of Georgia. Rather, it is the expected
trajectory of the policy rate, assuming that all exogenous factors incorporated into
the forecast materialize as expected.

Figure 1.3 Forecast of the Monetary Policy Rate
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The forecasts are dependent on exogenous factors and contain risks in both up-
ward and downward directions. In terms of external factors, risks are mainly as-
sociated with the economic growth of Georgia’s main trading partners, the global
trends of the euro and US dollar, and international prices of oil and food. In terms of
domestic factors, risks stem from changes in the fiscal deficit, credit activity and busi-
ness sentiment. Hence, if external and/or domestic factors evolve differently than is
currently expected, this may influence macroeconomic variables and, consequently,
will affect future decisions made by the National Bank of Georgia.
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2. MACROECONOMIC FORECAST

2.1 OVERVIEW OF EXTERNAL FACTORS

According to the International Monetary Fund, positive business sentiment, benign
financial conditions and, to some extent, an increase in international commodity
prices, will drive the estimated 3.9% global growth in 2018.! However, compared to
previous forecasts, risks to growth projections have soared. In particular, the new,
US-initiated “trade war"? poses a risk to global economic growth and suggests that,
compared to previous forecasts, growth may be less even.?

Figure 2.1 Real GDP Growth of Economic Partners
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Source: Bloomberg; National Bank of Georgia.

At the beginning of the year, the growth of the eurozone slowed as a result of a
strengthening of the euro and weaker global demand. Moreover, the election of new
governments in Italy and Spain increased political uncertainty and the US-launched
“trade war” added threats to the European economy through tariffs on exported
steel and aluminum, which could be further extended to car exports. Considering
these factors, the IMF has revised its eurozone growth forecast downward, from
24% to 2.2%.4

Based on consensus estimates®, economic activity in the US has improved, being
supported by high investment, tax cuts, and supportive conditions on the labor mar-
ket. The negative expectations related to the “trade war” with partner countries thus
appear to have had a less significant impact on the private sector. Moreover, fiscal
stimulus is expected to significantly increase domestic demand while reducing the
unemployment rate. As a result, the IMF expects growth of 2.9% for the US economy
over 20185 which is 0.4 percentage points (pp) higher than in the previous forecast.”

Following the growth above its estimated potential level in 2017, Turkey’s economy

1 International Monetary Fund. 2018. World Economic Outlook Update. Washington,
D.C, July.
2 The US has imposed tariffs on a small number of imported commodities; however,

these tariffs may also be extended to other imported goods. This move may be followed by
counter-tariffs from other countries, resulting in a decline in international trade.

3 International Monetary Fund. 2018. World Economic Outlook: Cyclical Upswing,
Structural Change. Washington, D.C,, April..

4 Ibid.

5 Consensus estimates are the averages of market analysts’ survey.

6 International Monetary Fund. 2018. World Economic Outlook Update. Washington,
D.C, July.

7 International Monetary Fund. 2018. World Economic Outlook: Cyclical Upswing,

Structural Change. Washington, D.C., April.
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faces significant challenges in 2018. In particular, the central bank’s independence
has weakened, which has led to a sharp depreciation of the Turkish lira since the be-
ginning of the year and an increase in inflation. Economic activity has also weakened
following the widening of the current account deficit. However, strong fiscal stimulus
remains the main driver of economic growth and supports the growth of private
consumption. As a result, economic growth in the first quarter equaled 7.4%. None-
theless, the World Bank estimates that, given tighter financial conditions?, an increas-
ing current account deficit and emerging geopolitical threats, Turkey's economy is
expected to grow by 4.5% in 2018, while inflation will remain in double-digits.’

In the first quarter of 2018, following an increase in industrial output and rising in-
ternational commodity prices, GDP growth in Russia reached 1.3%. Although invest-
ments remain low, this economic recovery is expected to persist in the second quar-
ter. According to the World Bank’s estimates, given the 1.5% increase in real wages
and consumer goods, real GDP growth is expected to be modest over 2018, while
inflation is expected to remain low, in the range of 2-4%.

In the first quarter of 2018, economic activity in Ukraine increased to 3.1%, reveal-
ing signs of recovery. This growth was driven by an increase in domestic demand,
improvements on the labor market, declining inflation and favorable lending condi-
tions. However, the pace of the implementation of reforms remains slow, worsening
the sentiment of international financial institutions and investors. Moreover, the geo-
political threats facing the country remain. The World Bank expects growth of 3.5%
in Ukraine over 2018.1°

Figure 2.2 Headline Inflation Rates of Economic Partners
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Source: Bloomberg; National Bank of Georgia.

Following the trend of extensive growth seen in 2017, Armenia’s GDP grew by 10%
in the first quarter of 2018. Latest estimates suggest that this growth has slowed
down in the second quarter as a result of lower growth in the industrial sector. Nev-
ertheless, the growth of exports has remained higher than anticipated. Moreover,
a significant increase in lending has driven growth of private consumption - all of
which has been supported by the stabilization of the political situation following the
change in government. According to the World Bank's estimates, given favorable
trends in the external sector, Armenia’s growth will stand at 4.1% in 2018."

Low commodity prices on international markets over 2015-2016 drove Azerbaijan
into a severe recession. A subsequent renewal of growth was triggered by increasing
activity in the non-oil sector, and growth stood at 0.1% in 2017. This positive trend
persisted in the first half of 2018. Moreover, consumer price inflation has fallen sig-
nificantly from the double-digit inflation observed in 2017 — a decline supported by
reduced inflation expectations that followed the steadying macroeconomic outlook.
Given the relative increase in commodity prices on international markets, real GDP
growth in Azerbaijan is expected to reach 1.8% over 2018.%*

8 In response to the lira’s depreciation and double-digit inflation, the Central Bank of
Turkey increased its policy rate in May 2018.

9 World Bank. 2018. Global Economic Prospects, June 2018: The Turning of the Tide?
Washington, D.C.: World Bank.

10 Ibid.

11 Ibid.

12 Ibid.
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Both the US Federal Reserve and the European Central Bank (ECB) continue to phase
out their monetary policy easing programs. In June, the FED increased interest rates,
while the ECB reduced the monthly purchase of securities. Some of Georgia’s trading
partners have reduced their monetary policy rates following a decline in inflation and
inflation expectations.

2.2 MACROECONOMIC FORECAST

In the second quarter of 2018, the annual inflation rate was 2.4%, which was slightly
lower than previously projected. The higher-than-expected appreciation of the nom-
inal effective exchange rate reduced the pressure from imported inflation and neu-
tralized the impact of the greater-than-expected improvement in domestic demand.
Moreover, the stabilization of the inflation around the target since the start of the
year lowered inflation expectations compared to last year when inflation overshot
the target due to temporary factors.

Figure 2.3 Headline CPI Inflation
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According to the forecast, inflation is expected to fluctuate around the target level
in 2018 and over the medium term (see Figure 2.3). Inflation will remain around the
target level due to several factors counterbalancing each other. On the one hand,
increased tariffs on electricity and water, coupled with increased prices on commodi-
ties, will place upward pressure on inflation; on the other hand, the strengthening of

Figure 2.4 Inflation Deviation from the Target and its Decomposition®®
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13 In the figure, positive values for the bars indicate the above-equilibrium values of

variables that have upward pressure on inflation and vice versa for the negative values.
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the effective exchange rate will put downward pressure on inflation given the below-
potential domestic demand. Nevertheless, the output gap is expected to close at a
faster pace than previously anticipated, supporting the faster return of inflation to
the target level (see Figure 2.4).

A range of less probable, yet still plausible, factors may cause the inflation rate to
deviate from its projected path. On one hand, a greater-than-expected increase in
consumer prices could be driven by a deterioration of geopolitical and economic
conditions in the region. A realization of such risks may lead to increased risk premi-
ums for the countries in the region, including Georgia, which would be reflected in a
depreciation of regional currencies and upward pressure on inflation. Higher-than-
expected inflation could also follow a sharp increase of commodity prices on inter-
national markets. On the other hand, consumer prices may be lower than expected if
the US dollar depreciates against its main trading partner countries as a result of an
escalation of the “trade war”. The strengthening of the lari exchange rate under such
circumstances would reduce inflation expectations and the loan payments of firms,
resulting in lower inflation.

In the first quarter of 2018, real GDP growth equaled 5.3%, while growth in the first
six months of the year reached 5.7%. This higher-than-expected growth was driven
by a significant increase in tourism revenues and exports. Moreover, an 18% growth
in remittances, coupled with a rise in lending since the beginning of the year, trig-
gered the recovery of domestic demand.

Figure 2.5 Real GDP Growth
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Source: National Bank of Georgia.

According to current estimates, the sharp increase in economic activity observed in
the last few months is likely to be temporary, since demand remains below its esti-
mated potential in the short term. However, the recent increase in economic activity
has promoted a revision of the real GDP growth forecast in an upward direction,
moving from 4.8% to 5.5% (see Figure 2.5). This revision was motivated by changes
in both the domestic and external macroeconomic outlook. In particular, given the
competitiveness of the GEL exchange rate, the growth of 2018 thus far has been
driven by rising exports; however, over the year as a whole consumption and invest-
ment will also make a significant contribution (see Figure 2.6).

The external macroeconomic outlook is a major source of risk for the GDP fore-
cast. Any deterioration of the geopolitical environment will increase sovereign risk
premiums in the region, negatively affecting business sentiment and investment. In
such conditions, economic growth will be lower than predicted. Other sources of risk
for the GDP forecast are the dynamics of the euro and dollar exchange rates on the
international market. These are transmitted to Georgia through trade and expecta-
tions channels, affecting economic activity and the lari exchange rate. However, if
economic activity in Georgia's main trading partners increases faster than previously
anticipated, GDP growth will be higher than forecast as a result of the increase in
external demand and improved investor sentiment. Moreover, as long as the trends
of improved business sentiment and increased lending persist, the output gap will
close at a faster pace and GDP growth will be higher than anticipated.

In the first quarter of 2018, the current account deficit equaled 11.6%, while in the

NATIONAL BAaNK oF GEORGIA - MONETARY PoLicy REPORT - AuGusT 2018
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Figure 2.6 Real GDP Growth Decomposition
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last four quarters the deficit stood at 9%. The improvement in the current account
over the last year followed the increase in external demand. According to short- and
medium-term forecasts, the ratio of the current account deficit to GDP will stay in
single-digit figures as long as trading partner countries have stable economic envi-
ronments that support a modest growth trend of exports and other revenues from
the external sector.

Inflation forecast targeting is the most efficient framework to reach the ultimate
goal of the National Bank of Georgia: price stability. To ensure that inflation reaches
the target level in the medium-term, the NBG uses the monetary policy rate. Under
the inflation targeting framework, the NBG takes into account aggregate output.
Hence, responses to supply side shocks are gradual and balanced in order to avoid
high output volatility. In times of uncertainty, gradual changes to the policy rate are
considered optimal for efficiently controlling long-term interest rates. The inflation
forecast includes the interest rate forecast, which takes each of the above-mentioned
factors into account.

According to the forecast, in the medium-term, the steady decline of short-term
interest rates towards the neutral level is conditioned on inflation remaining around
the target level and on the moderate improvement in economic activity. According
to the baseline scenario, the gently declining monetary policy rate path is a response
to the factors mentioned above (see Figure 1.3). In particular, although economic ac-
tivity improved at a faster pace than previously expected, the upside risks stemming
from the exchange rate declined. Nonetheless, to avoid the risk of overheating, the
monetary policy rate will return to its neutral level over a longer time horizon (over 2
years) than previously anticipated. The neutral policy rate level is estimated to range
between 5-6%.

It should be stated that the forecast of the monetary policy rate is not a promise
from the National Bank of Georgia regarding future decisions. It only reflects
the expected trajectory of the policy rate, assuming that all exogenous factors incor-
porated into the forecast materialize as expected. Despite the inherent uncertainty
characteristic of any projection, the forecast contains valuable information regarding
the expected trajectory of short-term lari interest rates — upon which long-term rates
depend.

2.3 ALTERNATIVE FORECAST SCENARIO

In the alternative forecast scenario, domestic demand increases at a slower pace than
in the baseline forecast. In 2018, the significant increase in GDP was driven by a combi-
nation of both domestic and external demand. The relatively high growth rate of lend-
ing is among the factors strengthening domestic demand, with credit activity increas-
ing by approximately 20% YoY in June. Under the alternative forecast scenario, the
growth of credit activity declines, reducing domestic demand and causing economic
activity to slow. Hence, both GDP growth (see Figure 2.8) and inflation (see Figure 2.7)
will be lower than in the baseline scenario.

In the alternative scenario, inflation is lower than in the baseline forecast due to weaker
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demand. According to the alternative scenario, during 2018-2019 inflation will be 0.4
percentage points lower than in the baseline scenario (see Figure 2.7). In response, to
promote domestic demand and push inflation towards its target level, the monetary
policy trajectory will shift down by 0.4 percentage points (see Figure 2.9). Moreover,
lower domestic demand will result in lower economic growth, which will stand at 5%
for 2018 (see Figure 2.8). As a result, the easing of monetary policy will drive inflation
to the target level of 3% in the medium term.

Figure 2.7 Headline CPI Inflation According to Baseline and Alternative Forecasts
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Figure 2.8 Real GDP Growth According To Baseline And Alternative Forecasts
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Figure 2.9 The difference in the monetary policy rate in alternative and baseline scenarios
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2.4 COMPARISON WITH THE PREVIOUS FORECAST

Although aggregate demand was higher than expected, the inflation forecast for 2018
has been revised in a downward direction compared to prediction of the previous
quarter (see Figure 2.10). This revision was mainly motivated by a relative strengthen-
ing of the nominal effective exchange rate, which partly neutralized the inflationary
pressures that stemmed from increasing commodity and oil prices on international
markets. It is worth noting that, since the beginning of the year, domestic inflation
has fallen following a decline in intermediate costs. According to the revised forecast,
given the improvement of domestic demand and the strengthening of the effective
exchange rate, inflation is expected to remain around the target level.

Figure 2.10 Changes in the Forecast of Headline Inflation
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Figure 2.11 Changes in the Forecast of GDP Growth
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As for economic activity, compared to the previous quarter, the GDP growth forecast
was revised in an upward direction to 5.5% (see Figure 2.11). This revision was mo-
tivated by the greater-than-expected recovery of domestic demand, coupled with
stronger external demand following the favorable economic conditions observed in
Georgia's main trading partner countries. The growth of external demand was re-
flected in higher exports. As a result, revenues from the export of services (tourism)
have increased significantly.

Assumptions regarding economic growth, inflation and the exchange rates of Geor-
gia’s main trading partners are particularly important for the macroeconomic fore-
cast as changes in these assumptions affect both forecast itself as well as the associ-
ated risks (see Figure 2.12).

Assumptions regarding the external sector were revised slightly upwards in light of
the improved economic outlook of Georgia's main trading partners, while expecta-
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tions about a depreciation of the currencies of those countries grew. This change in
assumptions was primarily motivated by rising expectations of a depreciation of the
Turkish lira; however, inflation in Turkey remains high, thus depreciation will not have
a meaningful effect on the real effective exchange rate. However, it is worth noting
that both the Russian ruble and the euro have also slightly depreciated. Assump-
tions regarding inflation expectations in trading partner countries were also revised
upward, mostly due to the expectations of higher inflation in Turkey.

Figure 2.12 Changes in External Sector Assumptions for 2018
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Box 1 THE ACCURACY OF THE NBG’S INFLATION FORECASTS

Under the inflation targeting regime, the successful implementation of monetary policy heavily depends on reliable
inflation forecasts. Since the transmission of monetary policy to the real economy is gradual, monetary policy instru-
ments can only affect future inflation — a fact that emphasizes the need for policy decisions to be fully consistent with
inflation forecasts. However, the accuracy of inflation forecasts remains a challenge, even for countries whose central
banks operate under an inflation targeting framework.

Recent research by Duncan and Martinez-Garcia (2018)* reveals that the accuracy of inflation forecasts can be effi-
ciently measured through a comparison with those made using a random walk model. The authors demonstrate that
the inflation forecasts of 14 emerging economies — each of which were made by complex models — appear to be less
accurate than forecasts based on a simple random walk model. The authors considered a variant of a random walk
model where the expected annual inflation in the following quarter is equal to the average annual inflation rates of the
last four quarters:

1 x4
Ei(esn) = Zz 17Tt+1—i
i=

Using the historical data of 14 countries, the results from the simple random walk model were compared to the results
of different types of alternative and more complex models that were used in practice. It was determined that, in almost
all cases, the alternative models were worse at predicting inflation on a horizon of 1, 4, 8 and 12 quarters. Moreover,
the differences were more apparent over a longer time horizon (see Figure 2.13).

14 Calculations are based on the forecasts for the five main trading partners of Georgia: (the US, the EU, Turkey, Ukraine and
Russia).
15 Duncan, R. & Martinez-Garcia, E. (2018), “New Perspectives on Forecasting Inflation in Emerging Market Economies: An

Empirical Assessment”, Globalization and Monetary Policy Institute, Working Paper No. 388.
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Figure 2.13 Comparison of marginal errors of different models'®
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In order to assess the accuracy of inflation forecasts in Georgia, the procedure described above was carried out with regard to
the National Bank’s Forecasting and Policy Analysis System (FPAS). A comparison of the forecast errors of the FPAS with the
errors of the random walk model demonstrated that the FPAS's inflation forecasts were more accurate (see Figure 2.14).

Figure 2.14 Comparison of forecast errors of the random walk model to those of the Na-
tional Bank of Georgia
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It is also important to note that, in contrast to the results of other countries, the relative accuracy of the FPAS rises with an in-
crease of the forecast horizon — adding practical value to the NBG's forecasts in the efficient conduct of monetary policy.

16 Measurement of forecast errors is made through the root mean square of prediction error (RMSPE). Less than 1 implies
that the random walk model prediction error is smaller than that of the alternative model (see Duncan and Martinez-Garcia, 2018).

NAaTIONAL BANK OF GEORGIA - MONETARY PoLicy REPORT - AucusT 2018 1 5



CoNSUMER PRrRICES

3, CONSUMER PRICES

From the beginning of 2018, inflation gradually declined to equal 2.2% in June, which is <« Inflation remains around the
close to the target of 3%. Meanwhile, core inflation (which excludes volatile food and en- target level.
ergy prices) was lower, at 1.6% (see Figure 3.1).

Figure 3.1 CPI And Core Inflation
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The effects of the temporary supply side factors that had driven inflation above the target <« Inflation in the food group

in 2017 had mostly expired by the beginning of 2018. However, the increase in tariffs on has revealed a declining
natural gas since August 2017 and the increase in water and electricity tariffs since January trend since the beginning of
2018 still exert a meaningful effect on CPIinflation. The contribution of the latter factors on the year.

total inflation was 0.4 pp in June.

Inflation in the food group has revealed a declining trend since the beginning of the year.
In June, inflation in the food group equaled 0.6%, contributing 0.2 percentage points to to-
tal inflation. In 2017, inflation in this group was significantly higher, so the decline is mostly
a result of the base effect. In June, the most significant increase in prices was observed in
vegetable oils and fruits, where prices increased by 4.9% and 4.7% respectively compared
to the same period last year; meanwhile, prices on vegetables and products containing
sugar fell by 5.4% and 2.7% respectively over the same period.

From other products, the increase in prices on fuel and tobacco significantly contributed to
inflation (see Figure 3.2). Although the effect of the temporary increase of prices on these
products (that followed an increase in excise taxes) was exhausted last year, prices on these
products grew once more and contributed 0.6 and 0.3 percentage points respectively to
total inflation in June. The rise in fuel prices followed the increase in oil prices on interna-
tional markets. Meanwhile, prices in the healthcare group increased by 5.1% (contributing
0.4% to total inflation). In contrast, prices on clothes and shoes fell by 7.7% (contributing
-0.3 percentage points to total inflation).
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Figure 3.2 The Share of One-off Factors in CPI Inflation
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In June, annual inflation on imported and domestically produced goods equaled 3.5% and
24% respectively (see Figure 3.3), while inflation on mixed goods saw almost no change.

«In June annual inflation on
Imported and domestically
produced goods equalled

Figure 3.3 Contribution Of Fuel, Food And Utilities Inflation To Headline Inflation
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L, MONETARY POLICY

Considering the upwards risks to the inflation forecast, the NBG maintained a moderate-
ly tight monetary policy in 2018. As had previously been anticipated, inflation declined
from the start of the year and in June equaled 2.2%, which is close to the target of 3%.
According to the baseline scenario, other things being equal, inflation is expected to
remain around the target level. According to the NBG's estimates, domestic demand is
still lagging behind its potential level, exerting downwards pressure on inflation, while
the risks of the transmission of inflation from Georgia’s main trading partners fell. Hence,
the Monetary Policy Committee deemed it appropriate to maintain a moderately tight
monetary policy.

Figure 4.1 Monetary Policy Rate
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The Monetary Policy Committee of the National Bank of Georgia met on 25 July 2018 and «c The National Bank of

decided to cut the refinancing rate by 25 basis points to 7%. In the first half of the year, Georgia decided to cut the
following the improvement in economic activity, the output gap was closing at a slightly monetary policy rate by 25
faster pace than previously anticipated. As a result, the downward pressure on inflation basis points to 7%.

stemming from domestic demand declined. However, the greater-than-anticipated ap-
preciation of the nominal exchange rate reduced inflationary pressure. Moreover, the
upward risks to the inflation forecast also weakened. Hence, the Monetary Policy Com-
mittee deemed it appropriate to start a gradual exit from the moderately tight monetary
policy. However, following the recent modest recovery of domestic demand, the easing
of monetary policy will continue at a slower pace than previously expected. Moreover,
in order to mitigate potential risks to financial stability in the future, the Monetary Policy
Committee decided to increase the reserve requirements on short-term funds (with a
remaining maturity of less than one year) attracted in foreign currency from 20% to 25%
(see Box 2).

Economic activity increased significantly in the first half of 2018 and, based on prelimi-
nary estimates, real GDP growth equaled 5.7% over that period. This was higher than
previously anticipated, largely due to external demand being stronger than expected.
Meanwhile, the growth in remittances and credit both support an improvement of do-
mestic demand. As a result, the National Bank of Georgia has revised the economic
growth forecast upwards from 4.8% to 5.5%.

In the first half of the year, high economic growth was driven by increasing domestic de-
mand and favourable trends in the external sector. In terms of domestic factors, exports
of both goods and services and remittances posted high growth rates. In the first half of
2018, exports grew by 28%, while the growth rates of tourism revenues and remittances
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stood at 24% and 18% respectively. However, increasing domestic demand triggered a
growth of imports, which, according to the preliminary estimates, grew annually by 23%.

According to the NBG forecast, annual inflation is expected to remain around the tar-
get level over the year. However, there are several major risks to the inflation forecast.
Namely, inflation will be lower than expected if the US-initiated “trade war” with its major
trade partners escalates, leading to a depreciation of the US dollar on international mar-
kets. If this occurs, the lari exchange rate will appreciate, reducing the foreign exchange
burden and lowering inflation expectations; consequently, inflation will be lower than in
the baseline scenario. Moreover, weaker-than-expected demand will also result in infla-
tion being lower than anticipated (see Section 2.3). Conversely, inflation may be higher
than expected if geopolitical conditions deteriorate, thereby increasing risk premiums in
the region and depreciating local currencies.

To ensure the efficiency of monetary policy, it is important for changes in the monetary
policy rate to be reflected in interbank interest rates and to ultimately affect the real
economy. The banking sector currently operates under a liquidity deficit. Hence, Com-
mercial banks raise necessary additional funds through refinancing loans — the main
instrument of the NBG. The National Bank provides short-term liquidity to the banking
system via one-week refinancing loans and one-month open market operations. Cur-
rently, interbank money market interest rates vary around the monetary policy rate.

Figure 4.2 Liquidity Supply Instruments
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Figure 4.3 Interbank Money Market
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Box 2 RESERVE REQUIREMENTS

Reserve requirements are one of the oldest instruments of monetary policy. Reserve requirements used to be employed
as an instrument to supply cash. However, since currently monetary policy primarily relies on interest rates, the reserve re-
quirements have now acquired a different purpose. It is important to note that the goal of reserve requirements as a policy
instrument differ when applied to national and foreign currency reserve norms. The management of reserve requirements
in the national currency is a precondition for the effective implementation of other monetary policy instruments and is an
essential component of the monetary policy framework. The purpose of reserve requirements in the national currency and
other monetary policy tools is to create an effective liquidity management system for the banking system and to promote
the efficiency of the monetary policy transmission mechanism.

Meanwhile, reserve requirements in foreign currency is a tool through which the National Bank can influence interest rates in
foreign currency and commercial banks’ lending dynamics. For example, raising the reserve requirements increase the costs
for banks in attracting foreign currency resources, which in turn results in increased interest rates on foreign currency loans,
thereby affecting lending to foreign currency. In addition, reserve requirements for foreign currency play the role of a buffer
and are also used for prudential purposes. In particular, in cases of an unexpected rapid outflow of foreign currency, these
resources will ensure the availability of liquidity in foreign currency and reduce the risks of a crisis.

At the meeting of the Monetary Policy Committee on 25 July 2018, the decision was made to increase the minimum reserve
requirements for foreign currency funds from 20% to 25% (see Figure 4.4). It should be noted that the reserve requirements
for funds attracted with a maturity from 1 to 2 years is set at 10%, while the reserve requirements for funds attracted with a
maturity more than two years equals 0%.

Figure 4.4 Minimum reserve requirements
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The increase in reserve requirements on foreign currency funds will mitigate risks to financial stability in the future. Given the
improved current account in 2017, surplus liquidity in the banking system, coupled with low demand for foreign currency
loans, triggered a decline in interest rates for foreign currency loans, thereby increasing the attractiveness of loans in foreign
currency. Such dynamics entail future risks to financial stability — these loans carry exchange rate risk and interest rate risk,
given the expected increase in interest rates on US and EUR funds. Hence, increasing the reserve requirements for funds
attracted in foreign currency was essential for avoiding the accumulation of such risks in the banking system. Moreover,
increasing reserve requirements for foreign currency resources supports the NBG's objective of promoting larization (de-
dollarization).

The results of the larization measures that have been implemented since the beginning of 2017 are already visible: the dol-
larization of loans and deposits fell significantly. Moreover, it is worth noting that there has been a decrease in the dollari-
zation of retail loans, which is the segment most significantly affected by exchange rate fluctuations. The NBG's continued
support of larization is essential for long-term sustainable growth.

In June, the Monetary Policy Committee also made the decision to cut interest rates earned on required foreign currency
reserves. As a result, from 12 June 2018, instead of the US FED rate minus 0.5 percentage points (but no less than 0%), the
NBG will pay the interest of the FED rate minus 2 percentage points on required US dollar reserves. Currently, the FED rate
stands at 2%, thus the interest rate earned on required dollar reserves is 0%. For euro reserves, the interest earned on re-
quired reserves will equal the ECB deposit rate minus 2 percentage points (but no less than -0.6%), instead of the previous
deposit rate minus 0.2 percentage points. The ECB deposit rate equals -0.4%, hence the interest earned on EUR required
reserves stands at -0.6%. The MPC decision on the changes in interest rates earned on required reserves in foreign currency
increase the cost of funding in foreign currency and support the usage of the domestic currency.
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5. FINANCIAL MARKET AND TRENDS

5.1 LOANS

In the second quarter of 2018, credit activity has not changed significantly since the first
quarter. In June, excluding the effect of exchange rate fluctuations and the transforma-
tion of one microfinance organization into a bank, the loan portfolio increased by 18.5%.
While this increase can primarily be attributed to the growth of retail loans, business
loans also revealed an increasing trend. In June, relative to March, the growth rate of
retail loans declined by 1.2 pp and stood at 22.7%; meanwhile, loans to legal entities
increased by 0.7 pp and equaled 13.9%. The growth of the loan portfolio was primar-
ily driven by the increase in the construction, transport, agriculture, manufacturing and
trade sectors; whereas increases in credit for the energy sector were insignificant. Ac-
cording to the credit conditions survey, representatives of the banking sector expect an
increase in demand for business loans. In particular, growth is expected to be driven by
increased demand from both corporate and small- and medium-sized enterprises, while

retails loans are expected to decline. These changes in expectations are a result of the
NBG's policies.

To promote sustainable credit activity and improve lending conditions, the National
Bank of Georgia has published a working draft law on standards for retail loans. This was
discussed and developed in coordination with market participants and is expected to
enter into force from 2019. In order to avoid an extensive growth of retail loans over the
transition period, the number of such loans was limited to 25% of a bank's supervisory
capital. According to the draft law, establishing maximum limits for payments to income
(PTD) and loan to value (LTV) coefficients are planned, and these will be extended to the
non-banking sector. In addition, the Parliament of Georgia will consider a legislative ini-
tiative aimed at cutting the maximum effective interest rate limit to 50%, which will also
facilitate a decrease in the amount of high-risk financial products on the market.

Figure 5.1 Annual Growth Rates Of Retail And Business Loans (Excluding the Exchange Rate

Effect)
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In terms of currencies, the growth of the loan portfolio was once more driven by an
increase in domestic currency loans. In June, the annual growth rate of foreign denomi-
nated loans was 11.3%, while loans in domestic currency grew by 28.9%. It is important
to note that the increase in domestic currency loans can be ascribed to the larization
measures initiated by the NBG. In the second quarter, the loan larization ratio increased
by 0.7 pp and equaled 44.1%.
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« Representatives of the
banking sector expect
an increase in demand
for business loans while,
following the NBG's policies,
the market for retail loans
Is expected to decline in
relative terms.

« From 1 January 2019, a
legisiative initiative on
retail loans will enter into
force, which will promote
sustainable crediit activity
and improve lending
conditions.

«cIn the second quarter,
the loan larization ratio
increased by 0.7 pp and
equaled 44.1%.
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Figure 5.2 Annual Growth Rates Of Domestic And Foreign Currency Loans (Excluding the
Exchange Rate Effect)
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5.2. INTEREST RATES AND CREDIT CONSTRAINTS

In June, the monetary policy rate was lowered to 7%. In the second quarter of 2018,
interest rates on government securities revealed a declining trend as a result of lower
liquidity risk and expectations of an easing of monetary policy in the medium term (see
Figure 5.3).

Figure 5.3 Interest Rates On Government Securities
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Compared to the previous quarter, the spread between long- and short-term interest <« The spread between long-
rates declined due to expectations of an easing of monetary policy in the medium term and short-term interest
. It should be noted that the significant decline of this spread compared to the same rates declined.

period of last year, suggests the increased credibility of monetary policy instruments and
improved predictability of the monetary policy rate.
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Figure 5.4 Spread Between The Monetary Policy Rate And The Yield Curve
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In June, relative to March, interest rates on domestic currency deposits did not
change and stood at 7.3%. Meanwhile, interest rates on foreign currency deposits
increased by 0.1 percentage point and equaled 2.5%. Representatives of the banking
sector do not expect a significant increase in interest rates for deposits in domestic
currency in the next quarter; however, interest rates on deposits in USD may increase
following the growth of the LIBOR.

Figure 5.5 Average Interest Rates On Deposits
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In the second quarter of 2018, according to the same credit conditions survey, inter-
est conditions for individuals and legal entities have not changed significantly. However,
driven by an expected increase in the LIBOR, interest rates and lending margins slightly in-
creased for loans with fixed rates issued in foreign currency. Moreover, non-interest terms
for retail lending, namely the demand for collateral, were eased. In addition, amendments
to regulatory requirements have increased the cost of foreign currency liquidity.

The tightening of credit supply conditions was partially balanced by economic trends.
According to the credit conditions survey, non-interest conditions for lending to individu-
als were significantly tightened. This tightening primarily affected consumer loans, with
mortgages also partially affected.

In June, compared to March, interest rates on loans issued to small and medium enter-
prises declined by 0.7 pp and equaled 11.4%. For corporate loans, interest rates declined
by 0.1 pp and amounted to 9.7%, while interest rates on retail loans fell by 2.1 pp and
equaled 15.6% (see Figure 5.6). Over the same period, the average interest rate on the
stock of legal entities’ domestic currency loans declined by 0.1 pp, while average interest
rates for foreign currency increased by 0.1 pp (see Figure 5.7). According to the credit
conditions survey, credit supply conditions are expected to become relatively stricter for
loans issued to legal entities at a fixed rate in a foreign currency, while conditions are not
expected to change for retail loans.
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« Representatives of the

banking sector do not
expect a significant increase
in interest rates for deposits
in domestic currency in

the next quarter; however,
Interest rates on deposits in
USD may increase following
the growth of the LIBOR.

<« Credlit supply conditions

for corporate and retail
loans have not changed
significantly, while non-
interest condlitions for retail
loans became stricter.
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Figure 5.6 Interest Rate On Loan Flow
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Figure 5.7 Average Interest Rates On Business Loans
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5.3. EXCHANGE RATE

In the second quarter of 2018, compared to the previous quarter, the GEL nominal ef-
fective exchange rate appreciated against the US dollar by 1.6%, and by 4.4% against
the euro. The GEL also appreciated against the Russian ruble and Turkish lira by 9.5%
and 13.8% respectively. The nominal effective exchange rate appreciated by 6.1% on a
quarterly basis and by 0.7% on an annual basis.

In the second quarter of 2018, the real effective exchange rate appreciated by 4.0% on a
quarterly basis, and depreciated by 1.5% on a year-on-year basis.

When adjusted for commodity groups and services, the nominal effective exchange rate
reveals a slightly different picture. In particular, in the second quarter of 2018, the ad-
justed nominal effective exchange rate appreciated by 0.8% on a year-on-year basis, and
by 3.0% compared to the previous quarter (see Figure 5.9).
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<« In the second quarter of
2018, the real effective
exchange rate appreciated
by 4.0% on a quarterly basis,
and depreciated by 1.5% on
a year-on-year basis.
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Figure 5.8 Real Effective Exchange Rate (Jan 2008=100)
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Table 5.1 Effective Exchange Rates Annual Growth (2nd quarter of 2018)

Change of Nominal Change of Real Effec- Share in Real Effec-
Effective Exchange | 9 tive Exchange Rate,
o tive Exchange Rate, %
Rate, % pp

Effegtlve exchange 0.7 15 15
rate
Eurozone -9.0 -84 -1.8
Turkey 20.5 93 1.8
Ukraine -2.2 -10.2 -0.7
Armenia -13 -0.5 0.0
The United States -11 -14 -0.1
Russia 7.0 7.0 1.0
Azerbaijan -0.7 -0.5 -0.1
Other -84 -8.0 -1.6

* The growth implies appreciation of lari
Source: National Bank of Georgia

Figure 5.9 Corrected Nominal Effective Exchange Rate
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* Calculation of the index for the adjusted nominal effective exchange rate includes weights based on trading with only those goods and
services (tourism) that are sold in the currency of a partner country. Increase = appreciation. 31 Dec. 2013 = 100.

Source: National Bank of Georgia
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6. AGGREGATE DEMAND

In the first quarter of 2018, real GDP growth equaled 5.3%. The increase in invest-
ments was the main driver of that growth, but the contribution of net exports was
also significant. The contribution of consumption to GDP growth was relatively mod-
est. According to the baseline scenario, the economic growth rate in 2018 will be
higher than it was 2017. Over the same period, the growth rate of capital formation
reached 28.7%. The growth in investment was triggered by both capital formation
and the increase in inventories — with much of the latter being associated with the
base effect, since a decline in inventories was observed in the first quarter of 2017.

Figure 6.1 Annual Growth Rate Of Capital Formation
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In the first quarter of 2018, the annual growth rate for private consumption?” posted
1.1%. This increase followed the growth in disposable income, which in turn stemmed
from increases in lending, remittances and revenues from tourism. Despite revealing
an increasing trend, aggregate demand continues to remain below its estimated po-
tential level. In the first quarter, government consumption increased at a significant
pace, which is associated with the base effect (as the first three quarters of 2017 saw a
negative growth rate of government consumption).

Meanwhile, external demand has continued to recover. In the first quarter of 2018,
the annual nominal growth of exports declined, but annual real growth rate of exports
increased. As a result, contribution of net exports to GDP growth remains positive. Im-
ports growth rate compared to previous quarters increased mostly following increased
demand for consumer goods and improvements in economic activity. Although the
price level on imported goods declined annually compared to the previous quarter, the
real growth rate of imports still remains low and insignificant. According to preliminary
data, the real growth of imports has remained low in the second quarter of 2018, while
exports grew at a relatively high rate.

17 The real growth of consumption is calculated considering average annual inflation.
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<«cIn the first quarter of 2018,
real GDP growth equaled
53%.

« Over the same period,
the growth rate of capital
formation reached 28.7%.

<« In the first quarter of 2018,
the annual growth rate
for private consumption
posted 1.1%.
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Figure 6.2 Real GDP And Real Consumption Growth
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/. EXTERNAL DEMAND AND BALANCE OF PAYMENTS

The improvement of economic activity in Georgia’s main trading partners has sup- <« In the second quarter,
ported the growth of exports. Given the increase in external demand, exports of registered exports of goods
goods grew annually by 30% in the second quarter of the year (see Figure 7.1). Ex- increased annually by 30%.

ports of intermediate and consumer goods — especially of wines and mineral waters,
copper ores as well as re-exports of cars — made the most significant contributions
to the overall growth.

Figure 7.1 Annual Change in Registered Exports Of Goods
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Source: GeoStat

The volume of exports has increased significantly following the economic recovery of
Georgia's major trading partners. In the second quarter of 2018, exports to Azerbai-
jan and Turkey grew by 154% and 8% respectively, compared to the same period of
last year. Exports have also seen an increasing trend to other CIS countries, particu-
larly to Turkmenistan (403%), Tajikistan (233%) and Kyrgyzstan (127%). Moreover, it
is important to note that the volume of exports to the US grew by 109%; whereas,
exports to China slightly declined (8%).

Figure 7.2 Annual Change in Revenues from Tourism
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The recovery of external demand was reflected not only in the growth of exports of
goods but also of services, especially tourism. Revenues from tourism increased at
high rates throughout the first half of 2018. In the second quarter of 2018, revenues
reached 810 million USD, which is a 23% increase over the same period last year (see
Figure 7.2).

The increase in tourism revenues followed an increasing number of international visi-
tors to Georgia.’® In the second quarter of 2018, the number of foreign visitors who
entered Georgia grew by 14% (see Figure 7.3), of which 65% were tourists. Travelers
from Azerbaijan, Turkey and Russia made the most significant contribution to that
growth, while tourist inflows from Armenia declined. Tourism inflows from Ukraine
stayed at the same level. Moreover, there was a substantial increase in the number
of visitors from Iran and Israel.

Figure 7.3 Number of International Visitors to Georgia
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In the second quarter of 2018, following the growth in domestic demand, registered
imports of goods increased by 23.3% (see Figure 7.4). This growth was driven by
increased demand for intermediate and consumer goods. It should be noted that
imports increased from CIS countries and fell from the EU. The growth in imports was
driven by the increased demand for intermediate and consumer goods.

Figure 7.4 Annual Change in Registered Imports Of Goods
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In the second quarter of 2018, imports of intermediate goods increased by 24%,
adding 10.0 percentage points to the overall growth of imports. Meanwhile, imports
of consumer goods grew by 21%, adding 9.0 percentage points to total imports.
Moreover, although FDI fell, imports of investment goods increased.

18 Tourist is a visitor who remained in a country for more than 24 hours.
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<« In the second quarter
of 2018, revenues from
tourism increased by 23%
and reached 810 million
USD.

«cIn the second quarter of
2018, registered imports of
goods increased by 23.3%.

«cIn the second quarter of
2018, the growth in imports
was driven by the increased
demand for intermediate
and consumer goods.
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Figure 7.5 Annual Change in Registered Imports By Category Of Goods
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Remittances to Georgia also revealed an increasing trend in the first half of 2018. In «cIn the second quarter, the
the second quarter, the volume of money transfers increased by 14.8% (see Figure volume of money transfers
7.6), which was mainly driven by increased transfers from the European Union (nota- to Georgia increased by
bly from Greece and Italy). The overall growth in remittances can also be attributed 14.8%.

to the increasing volume of money transfers from Israel and the USA, while remit-
tances coming from Russia declined.

Figure 7.6 Annual Change in Remittances
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Although the exports and remittances, posted high growth rates, the increase in «cIn the first quarter of 2018,

imports and a negative income balance triggered a widening of the current account the current account deficit
deficit to 11.6% of GDP in the first quarter of 2018. For comparison, it is worth noting equaled 11.6%.

that the current account deficit in the same period last year stood at 11.4% of GDP.
The income balance on the current account is the major source of the widening of
deficit — the increasing revenues of investor firms over 2016-2017 consequently led
to increasing dividends and reinvested income. The latter dynamic has persisted in

« The widening of the current
account deficit was driven
by the negative income

2018 balance and an increase in
e . . . ' . mports.

Foreign direct investments (FDI) remain the primary source of financing the current ;__ PO directi " "

account deficit. In the first quarter of 2018, the volume of foreign direct investments « ore/gnm/rec [nvestments

equaled 279 million USD. It is, however, important to note that the BP pipeline con- refn;?/n 'ep;/gmarysoutrce

struction project, which has played a significant role in the growth in FDI over the last gccg::z‘cg’;gﬁc/z‘e curren

few years, is entering its closing phase. The financial sector was the largest recipient
of FDI, receiving 40% of the total volume (111 million USD), a significant portion of
which was reinvestment. The construction (69 million USD) and transport (56 million
USD) sectors were also significant recipients of FDI, receiving 25% and 20% of total
FDI respectively.

An analysis of investments and savings reveals that the current account deficit in the
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first half of 2018 remained unchanged. In 2018, relative to 2017, the ratio of invest- « The widening of the current

ments to GDP increased by 1.0 pp to reach 32.9%, while the ratio of savings to GDP account deficit followed the
grew by 0.9 pp to 24.1% (see Figure 7.7). slower pace of investment
growth.

Figure 7.7 Investments and Savings
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Source: GeoStat and calculations of the National Bank of Georgia
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8., OUTPUT AND LABOR MARKET

In the first quarter of 2018, GDP growth reached 5.3%. The services sector made the
most significant contribution to overall growth, contributing 4 pp. Industries added
1.5 pp, while the agriculture sector’s contribution was negative, standing at -0.2 pp.

From the services sector, trade and real estate operations made the most significant
contribution to overall GDP growth, increasing by 13.4% and 5.1% respectively, each
contributing by 0.7 pp to the total growth. From 2017 onwards, the trade sector
gradually increased, signaling a recovery in domestic demand. It is also important to
note that the inflow of international visitors is an important trigger for GDP growth in
a variety of directions. In the first quarter of 2018, these favorable dynamics were re-
flected in real estate operations, where the foreign contribution is significant. More-
over, the inflow of international visitors directly affects the output of restaurants
and hotels, where growth equaled 10.9%, contributing 0.3 pp to the total growth.
Over the same period, the growth in the financial (growth of 9.1%, adding 0.4 pp to
the overall growth) and electricity and natural gas production/ distribution sectors
(growth of 10%, contributing 0.3 pp to growth) was were also significant.

From the industrial sector, the growth of construction was the most significant. Con-
struction activity increased in both public and private sectors, growing by 8.7% in
the first quarter and adding 0.6 pp to the overall growth. There was also significant
growth in manufacturing, which rose by 6.6%, adding 0.5 pp contribution to the
overall growth. This growth in manufacturing can be attributed to increased produc-
tion of beverages, metals and metal crafts — all of which were driven by increasing
external demand.

The output of the agriculture sector fell once more in the first quarter of 2018. The
sector declined by 1.9% annually, making a negative contribution of -0.2 pp to the
total growth.

Figure 8.1 Contribution Of Sectors Of Economy To Real GDP Growth
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<« Trade and real estate
operations made the most
substantial contributions to
overall GDP growth.

« The increased flow of
foreign visitors makes an
important contribution to
GDP growth.

« High growth has been
maintained in the
construction sector.

« The increase in external
demand has been
reflected in the growth of
manufacturing.
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