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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.
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BriEF OVERVIEW

1. BRIEF OVERVIEW

In the third quarter of 2018, annual inflation stood slightly higher than previously
expected at 2.9%. This was mainly a consequence of higher oil prices on international
markets, which itself led to an increase in local prices of petrol and petrol-related
products. The latter outweighed the downward pressure coming from low imported
inflation and the still weak aggregate demand. Notwithstanding the increase in oil
prices, annual inflation, which stood at 2.7% in September, remains close to the 3%
target.

According to the National Bank of Georgia’s forecast, inflation will remain close to
the target level of 3% for the remainder of 2018, as well as in the medium term (see
Figure 1.1). In the forecast, imported inflation — stemming from the appreciation of
the nominal effective exchange rate and continued weak aggregate demand — cre-
ates downward pressure on overall inflation; however, over the course of next year
this pressure will be balanced by the effect of increased prices on petrol and petrol-
related products. Alongside the elimination of these one-time factors in the medium
term, aggregate demand is also expected to increase to the potential output level
— keeping inflation close to the target.

Figure 1.1 Headline CPI Inflation
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Source: National Bank of Georgia

In the first half of 2018, as in 2017, the annual growth of the real Gross Domestic
Product (GDP) was slightly higher than previously expected, amounting to 5.4%.
The improvement in economic activity was driven by favorable trends in the external
sector and the recovery of domestic demand. However, it should be noted that the
risk of economic growth slowing has risen in recent months as a consequence of
increased uncertainty in the region, especially in Turkey — which has already been
reflected in reduced money transfers and tourist revenues from that country — and
partly due to weaker fiscal impulse compared to the previous year.

The NBG's forecast of real GDP growth for 2018 remains the same as last quar-
ter at 5.5% (see Figure 1.2). Despite the rising risks of economic growth slowing, it
is expected that the slowdown observed in recent months will only be temporary.
The growth forecast for 2019 has also been maintained at 5%, in line with previ-
ous projections. According to the current forecast, net exports, consumption and
investments will all positively contribute to real GDP growth over 2018 and 2019.
According to the baseline scenario, these will be supported by capital spending of
the government and a moderate growth of loans. Aggregate demand is expected to
gradually increase towards the potential level of economic activity and the output
gap is projected to close within the next two years.
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BriIEF OVERVIEW

Figure 1.2 Annual Real GDP Growth
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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, which might lead to extreme fluctuations in economic
growth and employment. Therefore, the National Bank of Georgia 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.

To curb inflationary expectations, over the course of 2017 the NBG gradually in-
creased the monetary policy rate from 6.50% to 7.25%. However, based on the cur-
rent 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 me-
dium term (see Figure 1.3). Even though economic activity is moderate and imported
inflation has decreased because of heightened risks in the region, the reduction of
the monetary policy rate will proceed at a slow pace. As a result, the policy rate will
only return to its neutral level (of around 5.5-6% as per current estimates) after two
years.

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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BriEF OVERVIEW

The forecasts depend on exogenous factors and contain risks both in upward
and downward directions. In terms of external factors, risks are mainly associated
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 to the fiscal deficit, credit activity and business sen-
timent. 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.

NATIONAL BANK OF GEORGIA - MONETARY PoLicy ReEPORT - OcToBeER 2018
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2. MACROECONOMIC FORECAST

2.1 OVERVIEW OF EXTERNAL FACTORS

After the robust economic activity of 2017, global growth in the second half of 2018
weakened. This trend was most evident in advanced economies, including in the eu-
rozone and the UK; while moderately high growth was maintained in emerging and
developing countries. The exception to this was the US economy, where economic
activity increased considerably based on strong fiscal stimulus. However, according
to the IMF, the current “trade-war” between the US and its trading partners poses a
threat for the parties directly involved and for the global economy as a whole.* This
underpins the change in the IMF's growth forecast for 2018-2019, which now stands
at 3.7%, a 0.2 percentage point (pp) reduction from the previous forecast of April
20182

Figure 2.1 Real GDP Growth of Economic Partners
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Georgia's economy is heavily dependent upon macroeconomic trends in its trading
partner countries. In particular, recent developments in Turkey have resulted in a
decline in trade and other financial inflows to Georgia. In the third quarter, Turkey’s
economic performance fell significantly, which was followed by a deterioration of
consumer and business sentiment. Uncertainty around the Central Bank’s policy and
excessive fiscal stimulus was accompanied by US tariffs on Turkish steel, which led to
the sharp depreciation of the Turkish lira (by around 30%) in August, while in Sep-
tember annual inflation surged to 25%. According to the IMF's forecast, the current
challenges will continue in the medium term and real GDP growth will decrease to
3.5%, falling by almost 1 pp, while growth in 2019 is expected to equal 0.4%. Mean-
while, the normalization of inflation will take time and, according to the IMF, average
inflation over 2018-2019 will be around 15-16%.3

Tourist revenues and money transfers also fell from Russia, albeit to a lesser ex-
tent. This was mostly caused by the depreciation of the ruble, alongside unfavora-
ble trends in the country. Together with the August-September sanctions from the
US and the fluctuations of emerging financial markets caused by events in Turkey,
the ruble depreciated by 10%. However, the exchange rate stabilized relatively soon
afterwards, which was a result of tighter monetary policy and the increase of inter-

1 International Monetary Fund. World Economic Outlook: Challenges to Steady
Growth. Washington, D.C,, October 2018.

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

3 International Monetary Fund. World Economic Outlook: Challenges to Steady
Growth. Washington, D.C., October 2018.
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national oil prices. A planned increase in the VAT rate and possible complications in
the geopolitical environment render the economic outlook uncertain for Russia. Ac-
cording to the IMF's forecast, average growth in 2018-2019 will equal 1.75%, while
inflation will remain close to the target of 4%.4

The recovery of Ukraine’s economy continued in the second half of 2018. Increasing
fiscal spending and improved conditions on the labor market significantly encour-
aged consumer spending. However, according to the IMF's forecast, due to severe
geopolitical risks and the uncertainty hovering over structural reforms in the country,
economic growth for 2018-2019 will remain low at around 3%. Meanwhile, following
the depreciation of the local currency, the inflation forecast is high at around 10%.°

Regardless of the reduced fiscal spending observed under the new government, Ar-
menia’s economy still looks solid — a consequence of stable money transfers from
Russia, loose monetary policy and increased lending. The IMF's forecast of real GDP
growth for the country in 2018-2019 is around 5%, while for inflation it is close to
4%.°

Azerbaijan’s economy has been growing moderately and has gradually started to
recover following international oil price dynamics. In addition, activity in the non-oil
sector has been significant from the beginning of the year. According to the IMF's
forecast, on average, real GDP growth in 2018-2019 will equal 3%, while inflation will
remain around 3.4%.”

According to the current forecast, economic growth in the eurozone is slightly slug-
gish — a consequence of a slowdown in export growth (in line with the global down-
turn of trade) and increasing international oil prices. In addition, consumer sentiment
has declined in recent months, which has had a negative effect on the growth of
retail sales in the eurozone. Based on its latest forecast, the IMF reduced its projec-
tions of the eurozone's real GDP growth by 0.4 pp, to 2%, while the 2019 forecast
remains unchanged at 1.9%.8

On the back of fiscal stimulus, the US economy is growing at a high rate. However,
the recent escalation of the “trade war” is expected to have a negative effect on the
economic outlook — as is the rising inflation rate and interest rate hikes by the Fed-
eral Reserve (FED). Thus, the IMF has maintained its forecast for real GDP growth for
2018 at 2.9%, while revising the forecast for 2019 to 2.5%.°

In response to rising inflation expectations following the depreciation of their local
currencies, the central banks of Turkey, Ukraine and Russia have all started to tighten
monetary policy. This was somewhat unexpected on the financial markets, which had
expected the FED to raise interest rates in September. In addition, following the cur-
rent forecast, the federal funds rate will increase one more time this year, followed by
a further three times next year, thereby rising from the current 2% to 3%.

Figure 2.2 Headline Inflation Rates of Economic Partners
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4 Ibid.
5 Ibid.
6 Ibid.
7 Ibid.
8 Ibid.
9 Ibid.
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2.2 MACROECONOMIC FORECAST

In the third quarter of 2018, annual inflation stood slightly higher than previously
predicted and equaled 2.9%. Even though imported inflation — as influenced by the
appreciation of the nominal exchange rate — put downward pressure on prices (just
like weaker demand), higher oil prices on international markets caused local prices
of fuel and fuel-related products to rise.

Figure 2.3 Headline CPI Inflation
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According to the current forecast, annual inflation will remain around the tar-
get level of 3% in 2018 and over the medium term (see Figure 2.3). It should be
noted that one-time factors will put upward pressure on prices over the next year
— in particular, the increased tariffs on electricity and water at the beginning of the
year and the recently heightened fuel prices. Nevertheless, lower imported inflation,
following the appreciation of the nominal exchange rate, as well as weak aggregate
demand will partly balance the effect of those one-time factors. In the medium term,
as these factors fade out, aggregate demand is expected to increase to the potential
level of output, thereby keeping inflation close to the target (see Figure 2.4).

Figure 2.4 Inflation Deviation from the Target and its Decomposition®
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Source: National Bank of Georgia.
10 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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A range of less probable but yet still plausible factors may cause the inflation rate to
deviate from its projected path. On the one hand, a substantial increase in consumer
prices could be driven by a deterioration of geopolitical and economic conditions in
the region. Realization of such risks may lead to an increase of risk premiums for the
whole region, including Georgia, which would cause a depreciation of local curren-
cies and, as a consequence of increasing payments on foreign currency loans, will
drive annual inflation above the predicted level. Another potential cause of upward
pressure on inflation could be a sharp increase in international commodity prices
(oil and food). On the other hand, consumer prices could be lower than expected if
domestic demand decreases, which itself would depend on the size of fiscal stimulus
and on the growth of credit activity. Furthermore, an escalation of the “trade war”
between the US and its main trading partners contains certain risks. If this causes a
global depreciation of the US dollar, the corresponding appreciation of the lari ex-
change rate may reduce the credit burden of firms as well as inflation expectations,
which will ultimately make consumer products cheaper.

In the first half of 2018, real GDP growth equaled 5.4%; however, the preliminary
estimate for the third quarter is much less at 4%.!* This unexpectedly low growth was
driven by both domestic and foreign factors. Among the domestic factors, the miti-
gation of fiscal stimulus was notable; while external factors included the reduction
of money transfers and tourist revenues from Turkey and Iran, where unfavorable
economic trends were observed.

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

The volatility of economic activity has increased; however, according to current esti-
mates, this is only temporary. Although the NBG has kept the real GDP growth fore-
cast unchanged at 5.5% (Figure 2.5), the risks to the forecast loom large. As for 2019,
growth forecast for it has also been maintained at 5%. The primary driving force of
economic growth will still be net exports, but the contribution of consumption and
investment will also be sizable, assuming the planned fiscal stimulus and a reason-
able growth of credit activity.

The current forecast of real GDP might prove inaccurate if some less probable
yet still plausible scenarios unfold. In this regard, it is important to mention the risks
to economic growth. If fiscal stimulus remains weak or the growth of the credit port-
folio is less than expected, then economic activity will grow at a slower rate than pre-
dicted. Moreover, any deterioration of the geopolitical environment would increase
sovereign risk premiums in the region and lead to a decrease in financial inflows.
The latter would negatively affect business sentiment and investment, and therefore
ensure that economic activity will be lower than expected. Conversely, if business
sentiment improves, then investments and resulting economic activity will be higher
than expected.

In the second quarter of 2018, the current account deficit equaled 8.8%, while in
the last four quarters it stood at 9.2%. This is a slightly lower figure than that of the

11 Preliminary results of the National Statistics Office of Georgia. See: http://geostat.
ge/cms/site_images/_files/georgian/economic/ekonomikuri%20zrda_seqtemberi(geo)_2018.
pdf
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Figure 2.6 Real GDP Growth Decomposition
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previous year, but it shows relative improvement compared to the long-term histori-
cal index. This trend was a result of a substantial recovery in external demand. Ac-
cording to the short- and medium-term forecasts, the ratio of current account deficit
to GDP will stay in single-digit territory as long as trading partner countries maintain
a stable economic environment and the modest growth of exports and other rev-
enues from the external sector persist. This will also be supported by a close-to-
equilibrium real effective exchange rate.

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.

Based on the forecast, in the medium term, the short-term interest rate will continue
its moderate normalization process on the back of inflation hovering around the
target level and economic activity remaining below the potential level. According to
the baseline scenario, a slightly declining monetary policy rate path is the optimal
response to the factors mentioned above (see Figure 1.3); however, the reduction of
the rate, as a result of uncertainty in the region, will be slower than previously antici-
pated. The monetary policy rate will return to its neutral level over a 2-year period.
The neutral policy rate level is estimated to range between 5.5-6%.

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, aggregate demand increases at a slower pace than
in the baseline forecast. In the first half of 2018, real GDP growth was relatively high.
However, in the second half of the year it slowed somewhat as a result of smaller-than-
anticipated fiscal stimulus and deteriorated economic conditions in trading partner
countries. In particular, economic activity weakened in Turkey, which has had a nega-
tive impact on external demand for Georgian products. Under the alternative forecast
scenario, the effect of the new regulations on household borrowing are assumed to be
higher, with a greater reduction in the growth of credit activity suppressing domestic
demand and causing real economic growth to slow. With weaker aggregate demand,
inflation also stays at a lower level. Hence, in this scenario, both real GDP growth (see
Figure 2.7) and inflation (see Figure 2.8) are lower than in the baseline scenario.
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According to the alternative forecast scenario, during 2018-2019, inflation will be 0.8
percentage points lower than in the baseline projection (see Figure 2.7). In response,
to support aggregate demand and push inflation back towards its target, the monetary
policy trajectory will shift down by 0.6 percentage points (see Figure 2.9). Despite this
policy easing, weaker aggregate demand will still result in lower GDP growth, which
will stand at 4% for 2019 as opposed to 5% in the baseline scenario (see Figure 2.8).
However, the easing of monetary policy will eventually 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

The inflation forecast has been revised slightly upwards compared to the projections
of the previous quarter (see Figure 2.10). However, the main factors that the earlier
forecast was based on have not changed significantly. The slight upward revision was
mainly driven by increased oil prices on international markets and a planned increase
in tobacco excise taxes. According to the revised forecast, inflation is expected to re-
main close to the target level of 3% in both 2018 and in the medium run.

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, the GDP growth forecast has stayed at the same level of
5.5% as in the previous quarter (see Figure 2.11). However, since then, downside
risks to economic growth have strengthened. The main risks stem from the external
sector: in particular, the weakening of the economic conditions of Georgia's main
trading partners and a deterioration of external demand. In recent months, growth
rates of tourism revenues, remittances and exports have all slowed — primarily driven
by weakened economic conditions in Turkey. Internal factors, like less fiscal stimulus,
can also slow down economic growth. If such tendencies continue, economic growth
in 2018 might be lower than is currently projected.

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

Assumptions regarding the economic growth of Georgia's trading partners were re-
vised slightly downward, mainly due to an expected deterioration of Turkey's eco-
nomic conditions. Meanwhile, expectations about a depreciation of the currencies
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of those countries intensified — primarily motivated by rising expectations of a de-
preciation of the Turkish lira. Since inflation in Turkey also remains high, this helps
ensure that the nominal depreciation of the Turkish lira will not have a meaningful
effect on the real exchange rate, thereby reducing the risks of transmission to the
Georgian economy. However, it is worth noting that the Russian ruble and the euro
have also depreciated slightly. Assumptions regarding inflation expectations in trad-
ing partner countries have also been revised upward — once more mostly due to the
expectations of higher inflation in Turkey.

Figure 2.12 Changes in External Sector Assumptions for 2018-2019"
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3, CONSUMER PRICES

From early 2018, the temporary effect of increased excise taxes on tobacco and oil prod-
ucts expired. As a consequence, as expected, the annual inflation level gradually declined
and inflation remained around the target level of 3% (this target was set from 2018). In
September, inflation equaled 2.7%.

Meanwhile, core inflation, which excludes volatile food and energy prices, was lower due to
higher oil prices and stood at 1.7% (see Figure 3.1).

Figure 3.1 Headline And Core Inflation

16% -
14% -
12% -
10%
8% Target
6%
4%
2%
0%
-2%
-4%
-6%

—Core (excluding food and energy) ——Headline

Source: GeoStat

As mentioned above, the effect of temporary supply side factors that pushed inflation up-
wards over the course of 2017 have expired. However, the January 2018 increase of tariffs
on electricity and water still exert upward pressure on inflation. The contribution of the
latter equaled 0.2% in September.

From 2018, food inflation has revealed a declining trend. In September, inflation in the
food group stood at 1.7%, contributing 0.5 pp to overall inflation. As food inflation in 2017
was relatively high, the lower inflation from 2018 onwards can also be attributed to the
base effect.

From other products, the increase in prices on tobacco and oil were still significant. Despite
the fact that the effect of the increased excise taxes on those products expired, in Septem-
ber the price increase remained high, making a contribution of 0.3% and 0.8% respectively.
The increase of oil prices can be linked to the growth of prices on international markets.
Meanwhile, prices in the healthcare group increased sharply by 5.7%, contributing 0.5%
to total inflation (see Figure 3.2). In contrast, over the last few years prices on clothes and
shoes have exhibited a declining trend.
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Figure 3.2 Contribution Of Tobacco, Fuel, Food And Utilities Inflation To Headline Inflation
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In September, annual inflation on imported and domestically produced goods equaled
4.7% and 2.7% respectively (see Figure 3.3), while inflation on mixed goods equaled 1.5%.

Figure 3.3 Imported and Domestic Inflation
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Box 1 CHANGE IN PRICES OF DIFFERENT GROUPS OF THE CON-
SUMER BASKET IN 2009-2018

Inflation is the increase of price levels in a country and is measured using the consumer price index. The consumer price
index measures the price changes in a consumer basket made up of the goods and services purchased by an average
consumer. The consumer basket comprises 305 items, sorted into 12 groups: food, transport, education, healthcare,
utilities, entertainment, etc.

The share of food in the consumer basket of Georgia, as in other relatively low-income countries, is high and equals
30%. Therefore, inflation in Georgia is more sensitive to changes in food prices than is the case in high-income coun-
tries.

In Georgia, as in other countries, prices in different groups have different trends, with some growing faster than others.
For example, prices on food have grown by 49% since 2009. The price increase in the healthcare group has been even
higher: the price of a doctor's consultation more than doubled and the average price of medicine increased by 39%.
On the other hand, over the same period the price of real estate rent has remained nearly unchanged, while prices on
clothing fell by 38%.

It is noteworthy that along with price increases on certain goods or services, quality rises as well. However, the latter
is not captured by consumer basket-based inflation and only price increases are prescribed to inflation. This effect is
especially relevant for healthcare, where both service quality, together with prices, have substantially increased.
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As mentioned above, inflation is measured by price changes in the consumer basket (or, in other words, by the average
price change of the components of the consumer basket). Since 2009, the consumer basket index calculated in such a
way grew by 37%, which means that average annual inflation during this period equaled 3.4%. This is the lowest infla-
tion rate in our region. However, inflation perception in the country could be higher, as consumers usually pay more
attention towards those goods or services that have seen remarkable price changes — yet this is not unique to Georgia
and also affects developed countries.

Inflation is usual for economic growth and salaries grow along with prices. Keeping inflation at a low rate gives the
opportunity to maximize the difference between salary and price increases in the medium and long term. The inflation
target set by the National Bank of Georgia is 3%, which means that the National Bank implements monetary policy in
a way that keeps the overall price level change near 3% in the medium and long term. A 3% level of inflation creates
beneficial conditions to maximize the real growth of income (income minus the increase of prices).

It is also interesting to observe how average wage trends have evolved since 2009. The average salary in Georgia is
calculated according to employees’ salaries. However, a large part of employed people in Georgia are self-employed
and official statistics of their income are not available. The average salary of employed people since 2009 has risen by
more than 80%. This number is still less than the price increase on certain products, such as cigarettes and doctors'’
consultations, but is more than inflation on most other products and services. Moreover, it is important to note that
salary growth exceeds the overall inflation rate. See Diagram 1 for the comparison of the change of average salary and
that of certain groups in the consumer basket.

Figure 3.4 Change of average salary and consumer basket components from 2009 to Sep-
tember 2018
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L, MONETARY POLICY

Considering the upwards risks to inflation, the NBG maintained a moderately tight mon-
etary policy in the first half of 2018. However, in June, the Monetary Policy Committee
started a gradual exit from the moderately tight policy stance and reduced the policy
rate. Nonetheless, according to the revised estimates and considering the increasing
macroeconomic risks in the region and volatility of financial markets, monetary policy
easing will continue at a slower pace than previously anticipated. Hence, at the Monetary
Policy Committee meeting held on 5 September, the decision was made to leave the
policy rate unchanged. From the beginning of 2018, following the NBG's forecast, infla-
tion declined to 2.7% — lower than the 3% target.

Figure 4.1 Monetary Policy Rate
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A further Monetary Policy Committee meeting held on 24 October 2018 also made a «c The Monetary Policy

decision to keep the policy rate unchanged at 7%. Recently, the macroeconomic risks Committee of the National
stemming from the external sector grew, activating negative expectations and causing Bank of Georgia decided
increased volatility on foreign exchange markets. Nonetheless, no significant deviation to keep the policy rate

of inflation from the target is expected since lower-than-expected economic activity unchanged at 7%.

neutralizes the upwards risks to inflation. According to the NBG's estimates, there is still
a necessity for policy normalization — that is, gradual policy easing. However, the speed
of normalization will depend on both the pace at which the output gap is closed and
the magnitude of the transmission of increased regional macroeconomic risks to the
Georgian economy.

According to primary estimates, real GDP growth in the first three quarters of 2018 stood
at 4.9%, which reveals weaker-than-expected economic activity — largely stemming from
lower-than-planned fiscal stimulus and weaker external demand. The latter followed the
increase of macroeconomic volatility. In September, exports grew annually by 17.1%.
Tourism revenues also increased however; the growth rate was lower compared to previ-
ous periods (9.3%). In September, money transfers increased by 5.6%, while the growth
rate of imports stood at 3.3%.

According to the NBG's forecast, annual inflation is expected to remain around the target
level over 2018 and in the medium term. It is important to note that temporary factors
will push inflation upwards: in particular, the increased tariffs on electricity and water and
international prices of oil. However, that increase will be balanced by lower imported
inflation following the relative strengthening of the nominal exchange rate and weaker
aggregate demand. Nonetheless, several major risks to the inflation forecast remain.
Inflation will be lower than expected if the US dollar depreciates on international mar-
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kets and the US-initiated “trade war” with its major trade partners escalates. Moreover,
inflation may be lower than expected if economic activity is weaker than anticipated.
Conversely, inflation may be higher than expected if geopolitical and economic condi-
tions in the region deteriorate and prices on international markets grow. Furthermore,
inflation may stand higher than expected if the European Central Bank (ECB) phases out
its quantitative easing program at a faster pace than anticipated.

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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5. FINANCIAL MARKET AND TRENDS
5.1 LOANS

In the third quarter of 2018, credit activity did not change significantly over the previous
quarter. In September, excluding the effect of exchange rate fluctuations and the trans-
formation of one microfinance organization into a bank, the loan portfolio increased by
18.7%. While this increase can primarily be attributed to the growth of retail loans, busi-
ness loans also revealed an increasing trend. In September, relative to June, the growth
rate of retail loans declined by 2.7 pp and stood at 20.1%; meanwhile, loans to legal enti-
ties increased by 3.2 pp and equaled 17.1% (see Figure 5.1). The growth of the loan port-

folio was primarily driven by the increase in the trade, construction, transport, agricul- « Representatives of the

ture, and manufacturing sectors; whereas increases in credit for the energy sector were banking sector expect
insignificant. According to the credit conditions survey, representatives of the banking an increase in demand
sector expect an increase in demand for business loans. In particular, growth is expected for business loans, while,

to be driven by increased demand from both corporate and small- and medium-sized following the NBG's policies,
enterprises, while retails loans are expected to decline. These changes in expectations are the market for retail loans

a result of the NBG's policies. Is expected to decline in

To promote sustainable credit activity and improve lending conditions, the National relative terms

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 afterwards
is expected to enter into force. 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 supervi-
sory capital. According to the draft law, establishing maximum limits for the payments
to income (PTI) and loan to value (LTV) coefficients are planned. In addition, from 1
September, a legislative initiative of the Parliament of Georgia entered into force that
aims 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)
30% -
25% -
20%
15%
10%
5%
0%
5%
et - < - = <
] ] | ] ! . ! | ] ! | i | ] ! |
8535558823538 88835:55883833
mmm Share of Retail Loans in Total Portfolio Growth mmmm Share of Business Loans in Total Portfolio Growth
e===Business Loans Annual Growth Retail Loans Annual Growth

==g==Total Portfolio Annual Growth

Source: National Bank of Georgia

In terms of currencies, the growth of the loan portfolio was again driven by an increase
in domestic currency loans. In September, the annual growth rate of foreign currency
denominated loans was 14.9%, while loans in domestic currency grew by 23.9%. It is
important to note that the increase in domestic currency loans can be partly ascribed to
the larization measures initiated by the NBG. In the third quarter, the loan larization ratio
increased by 0.1 pp and equaled 42.9%.
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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 September, the monetary policy rate stood at 7%. In the third 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, as 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 September, relative to June, interest rates on domestic currency deposits did not
change and stood at 7.6%. Meanwhile, interest rates on foreign currency deposits
equaled 2.7% (see Figure 5.5). Representatives of the banking sector expect an increase
in interest rates for deposits in both domestic and foreign currency in the next quarter;
following the growth of the LIBOR for foreign currency deposits, regulatory changes and
an increase in interest rates for domestic currency deposits.

Figure 5.5 Average Interest Rates On Deposits
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In the third quarter of 2018, according to the same credit conditions survey, interest con-
ditions for mortgages in foreign currency and legal entities have become more lenient.
According to the same survey, non-interest conditions for individual lending have be-
come notably stricter. Representatives of the banking sector claim that the reason behind
this tightening is the regulatory requirement of the NBG that limits the number of loans
issued without a proof of income to 25% of a bank’s supervisory capital. The representa-
tives expect a significant tightening of non-interest conditions in the next quarter due to
restrictions on lending without analyzing a borrower's solvency based on the PTA and LTV

coefficients.

In September, compared to June, interest rates on loans issued to small and medium

enterprises declined by 0.8 pp and equaled 10.6%. For corporate loans, interest rates have « Accordling to the crediit

not changed significantly and stand at 9.3%, while interest rates on retail loans fell by 1.7 condiitions survey,
pp and equaled 13.9% (see Figure 5.6). Over the same period, the average interest rate representatives of the
banking sector expect a

on the stock of legal entities declined in both domestic and foreign currency loans by 0.2
pp and 0.3 respectively (see Figure 5.7). According to the credit conditions survey, repre-
sentatives of the banking sector expect a slight increase of interest on fixed interest loans
in domestic currency following the increased popularity of such loans.

slight increase of interest

on fixed interest loans in
domestic currency following
the growth of interest in
such loans.
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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 third quarter of 2018, the GEL nominal effective exchange rate depreciated against
the US dollar by 3.5% and by 0.8% against the euro, compared to the previous quarter.
Meanwhile, the GEL appreciated against the Russian ruble and Turkish lira by 2.4% and
19.1% respectively. As a result, the nominal effective exchange rate appreciated by 4.1%
on a quarterly basis and by 7.4% on an annual basis.

In the third quarter of 2018, the real effective exchange rate appreciated by 2.4% on a
quarterly basis, and by 4.3% on a year-on-year basis (see Figure 5.8). As can be seen from
Figure 5.1, the real effective exchange rate appreciation was mainly driven by the lari's
significant appreciation against the Turkish lira.

When adjusted for commodity groups and services, where the US dollar exchange rate
has a relatively higher weight, the nominal effective exchange rate reveals a slightly dif-
ferent picture. In the third quarter of 2018, the adjusted nominal effective exchange rate
appreciated by 5.2% on a year-on-year basis, and by 3.5% compared to the previous
quarter.
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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 (3rd quarter of 2018)

Change of Nominal
Exchange Rate, %

Change of Real Ex-
change Rate, %

Share in Real Effec-
tive Exchange Rate,

pp
E;‘fczgtive exchange 74 43 43
Eurozone -3.3 -2.5 -0.5
Turkey 529 316 6.0
Ukraine 1.0 -4.6 -0.3
Armenia -3.5 -3.6 -0.2
The United States -4.3 -4.0 -0.2
Russia 6.3 6.2 0.9
Azerbaijan -4.3 -34 -04
Other -2.6 -2.2 -1.0

* 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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Box 2

Box 2 THE PROBLEM OF FOREIGN CURRENCY INDEBTEDNESS 1IN
HUNGARY

Since the mid-2000s, households’ foreign currency (FX) indebtedness in Hungary has increased sharply. Even though
FX risk was initially transferred to households by FX loans, banks subsequently found themselves exposed to (currency-
induced) credit risk after the sharp depreciation of the local currency in 2008. Accumulation of FX debt, especially by
households, was encouraged by the interest rate differential between foreign and local currency loans®® (see Figure
5.10) as well as by excessively optimistic expectations regarding FX risks.* From the supply side, limited funding in local
currency for banks further incentivized lending in foreign currency.

Figure 5.10 Interest rates on foreign- and local-currency mortgage loans in Hungary
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The Global Financial Crisis of 2008, exacerbated by the then-apparent need to deleverage in FX, triggered a sharp de-
preciation of the local currency. From October 2008 to March 2009, the Hungarian forint depreciated by 24% and 34%
against the euro and Swiss franc, respectively.’> By 2008, the share of FX loans had increased to 70% of households’ to-
tal liabilities (see Figure 5.11), while the ratio of private sector FX loans to GDP reached 30%. In the years that followed,
along with the depreciation of the forint, this ratio jumped further to 50%.

Figure 5.11 Households’ outstanding loans in foreign and local currencies (billion Hungarian forints)
7000 | 80%

6000 - 70%

10/
5000 - 60%

50%
4000 -
40%
3000 -
30%

2000 - ‘ 20%

10%

1000 - |

0 P e

2005Q3 =

1 0%

il i
3308030003809 3038203833833333333033383
8338888558833 220002 IILLEE583
SRRRIRJRIRRIRIR/RIIRIR/IRRIRKRKIR|IRKKRRRERR
mmm Outstanding foreign currency loans (left axis) Outstanding local currency loans (left axis)
~—Share of foreign currency loans (right axis)
Source: National Bank of Georgia
13 European Central Bank, Financial Stability Review, June 2010. https://www.ecb.europa.eu/pub/pdf/fsr/art/ecb.fs-
rart201006en_05.pdf?401f431d6e51dfbb4dd2b362b0a671f3
14 Buszko, M. & Krupa, D. (2015) “Foreign currency loans in Poland and Hungary — a comparative analysis”. Procedia Eco-
nomics and Finance, 30, 124-136. https.//core.ac.uk/download/pdf/82710803.pdf
15 The depreciation against the Swiss franc was 66% by 2011.
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It should be mentioned that the size of household debt itself in Hungary was not particularly large compared to similar
countries before the crisis. However, the high share of FX in total loans was the main source of vulnerability.'® As a result
of the considerable depreciation, the share of non-performing loans reached 8% in 2009 and exceeded 16% in 2013.

The Government of Hungary had to implement a range of measures to deal with the issue of the excessive debt burden.
One aspect of the new regulations was intended to address problems related to the outstanding loans, while another
part was supposed to prevent a further buildup of indebtedness in FX. On a broader level, the purpose was to achieve a
sustainable lending practice in the future. The fiscal cost of taking those extraordinary measures in response to existing
vulnerabilities was quite significant. However, the financial sector did not have to bear a significant part of that cost and
this prevented a further decline in lending.

In 2014, the government implemented a program of foreign currency debt conversion into the local currency. To keep
the commercial banks’ FX position closed, the central bank had to sell up to 10 billion euros on the FX market.'” As a re-
sult of this conversion, credit risk associated with FX lending declined significantly. This consequently helped reduce the
country risk premium and improve the efficiency of the monetary policy transmission mechanism. In addition, after the
conversion of outstanding Swiss franc loans into the local currency, the financial system was in a much better position
to withstand a further significant appreciation of the Swiss franc in 2015. The ratio of FX loans to GDP was 14.7% in the
first quarter of 2018 (while it was more than 30% in 2010).%8

In 2014, Hungary was one of the first emerging market economies to implement regulations putting limits on loan-to-
value (LTV) and payment-to-income (PTI) ratios (see Tables 5.2 and 5.3). These limits have been in force since 1 January
2015.

Table 5.2 Loan-to-value requirements (LTV) in Hungary

LTV Local currency (HUF) Euro Other currencies
Mortgage loans 80% 50% 35%
Car loans 75% 45% 30%

Source: Palicz, A. Szakacs, J. and  Zsigd, M. (2018) “Experiences of Debt Cap Regulations in Hungarian
Retail Lending Péter Faykiss”. Financial and Economic Review, Vol. 17 Issue 1., pp. 34-61.

Table 5.3 Payment-to-income requirements (PTI) in Hungary

PTI Local currency (HUF) Euro Other currencies
Net monthly income < HUF 400,000 50% 25% 10%
Net monthly income > HUF 400,000 60% 30% 15%

Source: Palicz, A. Szakacs, J. and  Zsigd, M. (2018) “Experiences of Debt Cap Regulations in Hungarian
Retail Lending Péter Faykiss”. Financial and Economic Review, Vol. 17 Issue 1., pp. 34-61.

Despite those regulations, real estate prices in Hungary have been increasing robustly, while credit activity has also
started to recover since 2016 as a consequence of reduced risks. Economic growth from 2008 to 2010 was negative, but
this was a reflection of the Global Financial Crisis rather than these regulations, which were only implemented in 2010.
Since 2014, after adopting the LTV and PTI limits, economic growth has been higher than in previous periods, amount-
ing to around 4%.

16 Economic Analysis from European Commission’s Directorate General for Economic and Financial Affairs, Country Focus,
July 2013. http://ec.europa.eu/economy._finance/publications/country_focus/2013/pdf/cf vol10_issue5_en.pdf

17 Favorable economic conditions made the implementation of this plan possible. The international reserves were two times
more than the short-term debt of the country at that time.

18 MNB (Central Bank of Hungary), Trends in Lending, August 2018. http://www.mnb.hu/en/publications/reports/trends-in-
lending/trends-in-lending-august-2018

19 The threshold is approximately 1,235 euro — twice the average monthly income in Hungary. In 2018, a new amendment

was introduced for reducing households” exposure to interest rate risk. According to the new rule, further differentiation of PTI
limits were applicable: in the case of the first (lower) income bracket, the PTI limits on domestic currency mortgages with a fixed
interest rate period of shorter than 5 years / from 5 to 10 years / more than 10 years are 25% / 35% / 50%, respectively; while in the
case of the second (higher) income bracket the PTI limits are 30% / 40% / 60%, respectively. Differentiated limits were applied for FX
lending too.

NATIONAL BANK OF GEORGIA - MONETARY PoLicy ReEPORT - OcTtoBeEr 2018 E ;



AGGREGATE DEMAND

6. AGGREGATE DEMAND

Real GDP growth amounted to 5% in the second quarter of 2018. Investments
and consumption were the main determinants of the growth, while the contribution
of net exports was rather modest.

Capital formation maintained a high rate of growth in second quarter of 2018
(26.4%). The high growth rate of investments stemmed primarily from the private
sector, amid delays in government infrastructure projects. The rise of investments is
supported by a growth of savings.

Figure 6.1 Annual Growth Rate Of Capital Formation
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The real growth rate of private consumption?® posted 3% in the second quarter
of 2018. This growth was partially enhanced by the increase in consumer loans.
However, according to preliminary results, the growth rate of those loans declined in
the third quarter, which is going to have a negative effect on the growth of private
consumption.

External demand has continued to recover, which has been reflected in growing ex-
ports. Exports maintained high annual growth rates in both nominal and real terms
in second quarter of 2018 (despite an increase in the price of exporting goods). Ac-
cording to preliminary data, the positive growth dynamics of exports have continued
in third quarter of 2018, in both nominal and real terms. The real annual growth rate
of imports remained very low in second quarter of 2018, which stemmed from weak
domestic demand. According to preliminary data, imports have continued to exhibit
low real growth in the third quarter. As a result, net exports are expected to make a
significant positive contribution to GDP growth in upcoming quarters.

20 The real growth of consumption is calculated using average annual inflation.
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« Real GDP growth amounted
to 5% in the second quarter
of 2018

« Capital formation
maintained a high rate
of growth in the second
quarter of 2018,

« Real growth of private
consumption posted 3% in
the second quarter of 2018.

<« Exports maintained high
annual growth rates in both
nominal and real terms in
the second quarter of 2018.
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Figure 6.2 Real GDP And Real Consumption Growth
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/. EXTERNAL DEMAND AND BALANCE OF PAYMENTS

Despite the external volatilities and increased risks observed during the last peri-
od, positive trends in the external sector persisted. However, some decrease in the
growth rate of external demand was notable following the macroeconomic devel-
opments in Turkey. In the third quarter of 2018, registered exports of goods grew
annually by 21.1% (see Figure 7.1). That growth was primarily driven by increasing
exports of intermediate goods, while the export of consumer goods revealed modest
growth. High growth rates were also notable for exports of motor cars, petroleum
oils, copper ores, wine and mineral waters, and cigarettes.

Figure 7.1 Annual Change in Registered Exports Of Goods
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The volume of exports increased significantly in the third quarter of 2018 — a result
of increased demand from regional countries, except Turkey. Compared to the same
period last year, exports to Azerbaijan and Russia grew annually by 61% and 22%
respectively, while exports to Turkey fell by 15%. Trade also intensified with other CIS
countries. On the other hand, exports to European countries moderately fell due to
decreased re-exports of oil products and copper ores to Malta and Romania.

The recovery of external demand also affected the export of services, especially tour-
ism. Revenues from tourism increased at high rates throughout the first half of 2018.
In the third quarter of 2018, revenues from tourism reached 1.2 billion USD, which is
a 12 % increase compared to the same period last year (see Figure 7.2).

NATIONAL BANK OF GEORGIA - MONETARY PoLicy ReEPORT - OcToBeER 2018

<« In the third quarter of
2018, registered exports of
goods increased by 21.1%
annually.

<«cIn the third quarter of 2018,
revenues from tourism
increased by 12% and
reached 1.2 billion USD.
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Figure 7.2 Annual Change in Revenues from Tourism
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The increase in revenues from tourism was a result of the increasing number of in-
ternational visitors to Georgia.? In the third quarter of 2018, the number of foreign
visitors entering Georgia grew by 9.2% (see Figure 7.3), of which 69% were tourists.
Travelers from Azerbaijan and Russia made the most significant contribution to this
growth, while tourist inflows from Armenia declined. Although the number of Turk-
ish visitors made a positive contribution to the overall growth of visitors to Georgia
and revenues from tourism increased moderately, the growth rate of those revenues
from Turkey fell substantially in the third quarter. At the same time, there was a sub-
stantial decline in the number of visitors from Iran and Saudi Arabia.

Figure 7.3 Number of International Visitors to Georgia
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<« In the third quarter of
2018, registered imports of
goods increased by 11.8%
annually.

In the third quarter of 2018, in light of the increased growth of exports in goods and
services , registered imports of goods also increased, rising by 11.8% annually (see
Figure 7.4). It is worth noting that imports increased from CIS countries as well as
from the EU. The growth stemmed from the increased demand for intermediate and
consumer goods.

21 A tourist is a visitor who remained in the country for more than 24 hours.
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Figure 7.4 Annual Change in Registered Imports Of Goods
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In the third quarter of 2018, imports of intermediate and consumer goods accounted
for 41% and 44% of total imports respectively. During this period, imports of in-
termediate goods increased by 9%, contributing 3.7 percentage points (pp) to the
total growth of imports, while imports of consumer goods grew by 14%, adding 5.9
pp to total imports (see Figure 7.6). Moreover, compared to the same period of the
previous year, imports of goods were actively diversified. Furthermore, in line with
increased foreign direct investments, imports of investment goods also increased.

Figure 7.5 Annual Change in Registered Imports By Category Of Goods
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Money transfers to Georgia in the third quarter of 2018 increased by 12% (see Figure
7.6), which was mainly driven by increased transfers from the European Union (no-
tably from Greece and Italy). The overall growth in remittances also benefited from
an increased volume of money transfers from Israel and the USA. In contrast, money
transfers from Russia and Turkey showed a decreasing trend from the beginning of
the year, and their contribution to overall growth in the third quarter was negative
compared to the same period last year.
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<«cIn the third quarter of 2018,
the growth in registered
import of good's was
mainly driven by the higher
demand for intermediate
and consumer goods.

<« In the third quarter of
2018, the volume of
money transfers to Georgia
increased by 12% annually.
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Figure 7.6 Annual Change in Remittances
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Despite high growth rates in exports of goods and services, as well as a rise in money
transfers, the current account deficit slightly widened and amounted to 8.9% of GDP
in the second quarter of 2018. For comparison, the deficit in the same period of last
year stood at 8.3% of GDP. The current account balance was negatively affected by
the income account deficit, which has been worsening since 2016 due to increasing
dividends and reinvested income. Such tendency is visible in 2018 as well.

Foreign direct investments (FDI) remain the primary source of financing the current
account deficit. In the second quarter of 2018, the volume of foreign direct invest-
ments equaled 389 million USD. The energy sector was the largest recipient of FDI,
receiving 40% of the total volume (109 million USD), a significant portion of which
was reinvestment. The transport (65 million USD) and finance (64 million USD) sec-
tors were also significant recipients of FDI, receiving 17% and 16% of total FDI re-
spectively. An analysis of investments and savings reveals that the widening of the
current account deficit stemmed from the higher increase in investments rather than
in savings. In 2018, compared to 2017, the ratio of investments to GDP increased by
2.1 pp to reach 34.0%, while the ratio of savings to GDP grew by 1.6 pp to 24.8% (see
Figure 7.7).

Figure 7.7 Investments and Savings
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Source: GeoStat and calculations of the National Bank of Georgia
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« In the second quarter of
2018, the current account
deficit amounted to 8.9% of
GDP.

« Foreign direct investments
remain the primary source
of financing the current
account deficit

« The widening of the current
account deficit is mainly
driven by the growth of
investments.
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8., OUTPUT AND LABOR MARKET

8.1 OUTPUT

In the second quarter of 2018, GDP grew by 5.5% compared to the same period last
year. The growth was driven by the services sector, which contributed 5.4 percentage
points. The contribution of the industrial sectors equaled 0.4%, while the agriculture
sector had a negative contribution to growth, standing at -0.3%.

From the services sector, trade made the most significant contribution to growth,
standing at 10.5% and contributing 1.5 pp to overall growth. The significant increase
in the trade sector over the last two years reveals an improvement in aggregate de-
mand. The inflow of international visitors has positively contributed to GDP growth,
which was further reflected in the growth of real estate operations. In the second
quarter of 2018, real estate operations increased by 13.8%, contributing 0.8 pp to
overall growth.

The participation of foreigners is also important for the output of hotels and res-
taurants, where growth was lower than in previous periods at 4.5%. The increase in
transport by 8% (contributing 0.5 pp to growth), a large proportion of which is linked
to the operations of travel bureaus and tourist agents, and the increase in air traffic,
is also associated with the increased inflows of visitors. The 22% growth of the finan-
cial sector is also noteworthy (contributing 0.8 pp to overall growth).

The industrial sectors saw a noteworthy decline in output. From 2014 onwards, con-
struction had high growth rates and was seen as one of the main drivers of economic
growth. However, in the second quarter of 2018 construction output declined by
7.1% annually, contributing -0.6 pp to overall growth. This decline may be linked to
the slowdown in the construction of infrastructural projects. From other industrial
sectors, manufacturing revealed significant growth of 8.5% in the second quarter of
2018, contributing 0.8 pp to the overall growth. The growth in manufacturing can be
attributed to the increased production of beverages, metals and metal crafts — all of
which are driven by increasing external demand.

The output of the agriculture sector fell once again in the second quarter of 2018.
The sector declined by 3.3% annually, making a negative contribution of -0.3 pp to
total growth.

Figure 8.1 Contribution Of Sectors Of Economy To Real GDP Growth
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8.2 LABOR MARKET

In the second quarter of 2018, the labor productivity per worker increased by 6.9%
compared to the previous year. In the same period, labor productivity in the services
and agriculture sectors increased by 9% and 8.3% respectively, while productivity
decreased by 11.1% in the industrial sectors (see Table 8.1).
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« From the services sector,
trade made the most
significant contribution to
growth.

<« Construction output has
declined for the first time
since 2014,

<« The increase in external
demand positively
contributes to the growth of
manufacturing output.

<« The output of the
agriculture sector fell again.

«c In the second quarter
the labour productivity
increased by 6.9%.
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In the second quarter, the growth of GDP was mainly driven by the services sec-
tor, where the growth of the trade sector was particularly notable. The increase of
international visitors supported the growth of the restaurants and hotels, real estate
operations and transport sectors. The overall increase in productivity in services was
9%.

Although the output of the agriculture sector has declined by 3.3%, productivity per
worker increased by 8.3%. The reason behind this was the decline in the amount of
labor employed in the sector, which followed the population decline in rural regions.

Labor productivity in the industrial sector declined by 11.1%, which follows the 34%
increase in employment in the construction sector compared to the previous year.
The output in construction also declined by 7.1%, which might be linked to the slow-
down of some infrastructural projects. However, it is important to note that the re-
porting period between the growth of the number of workers employed in construc-
tion and the value added per labor is longer than in other sectors of the economy.
We could thus assume that the productivity of labor in the construction sector will
increase in the next reporting periods. Conversely, the increase in output and there-
by the increase in utilization levels in manufacturing may be linked to the increased
productivity that followed the increased output of exported goods. The output of
manufacturing increased by 6.7%, while the labor employed in the sector only grew
by 1.1%. As a result, productivity increased by 5.5%.

Table 8.1 Annual growth of value added per employee in the second quarter of 2018

Increase in labor productivity
Agriculture and agriculture output by households 8.3%
Industrial sector -11.1%
Services sector 9.0%
Overall in the economy 6.9%

Source: GeoStat

In the second quarter of 2018, the average annual growth of wages equaled 3%. Ac-
cording to GeoStat estimates, the average monthly salary in the economy was 1,104
GEL.

In the second quarter of 2018, the unit labor costdeclined by 3.6% (see Figure 8.2).
Thus, the labor market does not create inflationary pressure in the economy.

Figure 8.2 Labor productivity, average monthly salary, unit labor cost (annual percentage
change)
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« The average annual growth
of wages equaled 3%.

<« Unit labor cost declined by
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