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MONETARY POLICY DECISION

Monetary policy remains tightened as the monetary policy rate has been left unchanged at 10%.

The NBG's role is to set the interest rate to affect total spending in the economy and thereby guide infla-
tion expectations so as to ensure that inflation returns to the target level of 3%.

Low and stable inflation supports employment and economic growth, which are of the utmost importance
during challenging times such as those now confronting us as a result of the COVID-19 pandemic.

Pandemic-induced supply-side disruptions, rising commodity prices on international markets and elevated
costs of global shipping have caused inflation to rise worldwide. The transmission of global inflationary fac-
tors to the local market has led to high headline inflation in Georgia. Meanwhile, inflation expectations have
also increased. A combination of these factors has led to inflation remaining above the target in 2021.

Considering rising inflation expectations and lingering risks, we have maintained a tightened monetary
policy stance and kept the monetary policy rate unchanged at 10.0%. This decision aims to ensure that the
current price hike does not aggravate long-run inflation expectations.

Changes in interest rates are transmitted to the economy gradually and will be fully reflected in about 4-6
quarters. If strong domestic demand (which highly depends on fiscal stimulus and credit activities) or other
factors further augment inflation expectations, we are ready to further tighten the monetary policy stance or
to maintain the current tight position for a longer period.

Whatever the situation, we will use all the instruments at our disposal to ensure price stability and to main-
tain the purchasing power of the GEL.
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BRIEF OVERVIEW

BRIEF OVERVIEW

The challenges caused by the COVID-19 pandemic have been compounded by a significant increase in global
consumer price inflation in 2021. The beginning of the recovery process as observed in various economies
has been putting upward pressure on prices through strong fiscal stimulus, credit activity and the spending of
accumulated savings. On the other hand, especially in developing countries, inflation is driven by supply-side
disruptions and a sharp increase of prices on international commodity markets. The latter has had a signif-
icant impact on local consumer prices in countries like Georgia, where the dependence on imported food,
raw materials, and fuel is high. Consequently, amid unprecedented global inflationary pressure over the last
decade, high inflation has also been observed in Georgia and this will remain at an elevated level in the short
run. It should be noted that these international factors, by their very nature, are temporary and their effect
on inflation should be exhausted in the medium term. However, in the presence of such a strong supply-side
shock, there also exist risks of “second round” effects and rising inflation expectations. These could prolong
the process of inflation returning to its target and, consequently, impede the goal of price stability over time.
In order to reduce this risk, the National Bank of Georgia has decided to maintain its tight monetary policy
stance.

Recently, the annual inflation rate has significant-
Inflation has significantly exceeded the target and ly .exceeded its target (see Figure 1). The reasons ‘for
will remain high in the short run. Together with this are mostly factors exogenous to monetary policy,

the exhaustion of one-off factors and the strict including' the high prices of pro_duct.s on interngtio.nal
monetary policy stance, inflation is forecast to commodity markets and sharp rises in global shipping

start returning to its target from the second quar- ~ €OSts- These have been accompanied by the impact

ter of 2022. that changes in domestic utility bill prices have had
on the inflation rate. In particular, the completion of
20% 3(5)? the government'’s subsidy program on utilities caused
ESWZ the inflation rate of these services to rise more than
15% 25% Confidence Interval the initial reduction and, statistically, led to an increase
e— Central Forecast in the overall inflation rate. On the other hand, the
10% upward revision of utility tariffs in the first half of the
year became an additional reason for the increase in
inflation. According to the National Bank of Georgia’s
5% 1 recent estimates, in total, the above-mentioned fac-
“inflation Target tors have contributed about 2/3 of the current infla-
0% tion (see Box 1). However, by their very nature, these
factors are only temporary and their effect on annual

5% - inflation will be exhausted.
o O }5 €] L_a €] b €] }5 €] }5 €] b €] b é The baseline forecast scenario is partially based
2017 | 2018 | 2019 | 2020 | 2021 | 2022 | 2023 |2024| on this fact, but also takes into account factors that

may prevent a decline in inflation. Domestic demand
has significantly accelerated since the second quarter
Source: National Bank of Georgia of the year, meaning that, unlike in previous periods
when it was weaker, it can no longer counterbalance
the above-mentioned inflationary pressures. In ad-
dition, in the presence of strong supply-side shocks,
risks of “second round” effects and rising inflation ex-
pectations are present. Expectations, in turn, are exac-
erbated by the fact that inflation has remained above
its target for quite a long time. Considering each of

Figure 1. Headline CPI inflation forecast
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BRIEF OVERVIEW

According to the baseline forecast real GDP
growth will be around 10% in 2021, and 5% in
2022. Growth will be supported by strong credit
activity and a gradual recovery of tourism.
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Figure 2. Annual growth forecast of quarterly real GDP

Source: National Bank of Georgia

Amid strong supply-side shocks, the National
Bank of Georgia maintains a tight monetary policy
stance to avoid a rise in medium- and long-term
inflation expectations.
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Figure 3. Monetary policy rate forecast

Source: National Bank of Georgia
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the above-mentioned factors, inflation is projected
to average 9.7% in 2021 before it starts declining
towards its target from the second quarter of 2022.

Strong domestic demand in the current period is
mainly driven by strong credit activity, the continua-
tion of fiscal stimulus, and a realization of pent-up
demand. As a result, according to the baseline fore-
cast, real GDP growth will be around 10% in 2021 (see
Figure 2). This is higher than the previous forecast of
8.5%, which largely reflects the stronger-than-expect-
ed impact of pent-up demand. The main driving forces
of this growth are final consumption and net exports.
The positive contribution of the latter, in turn, is due
to a significant increase in exports of goods, which has
been accompanied by a partial recovery of the tour-
ism sector. The real GDP growth forecast for 2022 is
around 5%, which assumes decent credit activity but
only a partial recovery of tourism compared to 2019
levels.

Taking into account the current and expected driv-
ers of inflation, the National Bank of Georgia has left
the monetary policy rate unchanged at the high level
of 10%. The tight policy stance is aimed to reinforce
expectations of a timely return of inflation to its target.
Consequently, the exit from the tightened position will
take place gradually over the medium term and will
only occur in tandem with a normalization of inflation
expectations (see Figure 3).

It should be stressed that the monetary policy
rate forecast is not a commitment to future deci-
sions made by the National Bank of Georgia. Rather,
it is the expected trajectory of the policy rate, assum-
ing that all exogenous factors incorporated into the
forecast materialize as expected. Hence, if external 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.



CURRENT MACROECONOMIC SITUATION

1 CURRENT MACROECONOMIC SITUATION

Amid the easing of COVID-19 pandemic-related restrictions, the global economy continues to improve and
is expected to grow by 5.9% in 2021. Alongside the commencement of mass vaccination programs, expec-
tations have improved in Georgia’s trading partner countries. Meanwhile, commodity prices on international
markets continue to rise, which have put some pressure on inflation expectations and central banks have
responded by further tightening monetary policy. Amid mass vaccination programs, international tourism has
become more active and the revenues received from foreign visitors has started a gradual recovery; money
transfers have also increased. As a result, Georgia’s current account deficit has slightly improved. According to
current estimates, the deficit will be reduced this year, but will remain in the double digits. It should be noted
that a significant annual increase in exports of goods was observed in the third quarter of 2021. In addition,
the second quarter saw a significant improvement of aggregate demand, where final consumption remained
strong. The recent intensification of inflationary pressures is closely related to the upward dynamics of the
prices of consumption goods.

1.1 OVERVIEW OF THE GLOBAL ECONOMY

In the third quarter of 2021, the global economy

continued to recover, albeit at a relatively slower pace

) ) ) ) than previously expected. Nevertheless, risks associat-

Along with the easing of pandemic-related restric- o with the spread of the virus remain high, especially
tions, in the third quarter of 2021 the global econ-  tegarding the Delta variant of COVID-19. In a num-
omy continued to recover amid mass vaccination  per of countries, various restrictions remain in place
programs and unprecedentedly strong fiscal and  that continue to significantly hamper economic activ-
monetary stimulus. ity. However, along with the start of mass vaccination
programs and a gradual easing of pandemic-related

]0 o 1
8: | === Hifective restrictions, strong fiscal and monetary stimulus meas-
° ures have increased expectations of a further improve-
6% - ment of economic activity in both developed as well
4% - as emerging and developing countries. According to
2% | the International Monetary Fund's (IMF) October fore-
cast!, global economic growth will be 5.9% in 2021,
0% - which is 0.1 percentage point (pp) below the previous
2% - forecast.? Meanwhile, growth is projected to be 4.9%
4%, - in 2022. For emerging and developing countries, real
% 1 Eurozone GDP is expected to grow by 6.4% in 2021, and by 5.1%
° in 2022. Inflation expectations have also increased

-8% - worldwide, with the expected global inflation rate be-
ing 4.3% this year.?

2020
2021
2022
2023
2024

<+ v v N © o
O O O O o O
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1  International Monetary Fund. 2021. World Economic Out-

look: Recovery during a Pandemic; Health Concerns, Supply

Source: IMF Disruptions and Price Pressures. Washington, D.C., October.
2 International Monetary Fund. 2021. World Economic
Outlook Update: Fault Lines Widen in the Global Recovery.
Washington, D.C., July.
3  The economic growth and inflation forecasts, including
those for Georgia’s trade partners, have been taken from the
following source: International Monetary Fund. 2021. World
Economic Outlook: Recovery during a Pandemic; Health Con-
cerns, Supply Disruptions and Price Pressures. Washington,
D.C., October.

Figure 1.1.1. Real GDP growth of economic partners
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CURRENT MACROECONOMIC SITUATION

In the third quarter of 2021, inflation rates have
further increased in Georgia’s trading partners, in-
cluding in the US and the eurozone. In Turkey, the
inflation rate has recently been significantly higher
than the target.
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Figure 1.1.2. Headline Inflation rates of economic part-
ners

Source: IMF

National Bank of Georgia - Monetary Policy Report - October 2021

Since the beginning of 2021, the consumer price
index has increased sharply in developed as well as
in emerging and developing countries. This is most-
ly due to supply-side disruptions amid the pandemic,
as well as the upward dynamics of product prices on
international commodity markets. In September, the
food price index saw an increase of 32.8%* compared
to the same period last year, while international oil
prices almost doubled. According to the IMF's Octo-
ber forecast, a high inflationary environment will be
maintained globally in 2021 and inflation will return to
pre-pandemic levels in the second half of 2022.

Together with the easing of pandemic-related re-
strictions, the recovery process continued in the Unit-
ed States in the third quarter of 2021. In particular,
external demand recovered and, along with a declin-
ing unemployment rate, labor market conditions im-
proved. Despite the strong base effect, following the
mass vaccination campaign, as well as strong fiscal and
monetary stimulus, economic activity has been high,
and a further improvement is expected. However, the
uncertainty around the pandemic and the tense trade
relations with China have a negative impact. Moreover,
inflation pressure remains high, with the annual infla-
tion rate standing at 5.4% in September. However, the
Federal Reserve System has kept the federal funds rate
unchanged. According to the IMF’s October forecast,
real economic growth in the US is expected to be 6%
in 2021 and 5.2% in 2022. The inflation forecast for
2021 is 4.3%, while it is expected to be around 3.5%
in 2022.

In the third quarter of 2021, amid the easing of
pandemic-related restrictions, economic activity con-
tinued to improve in the eurozone. According to data
from July-August, activity in the manufacturing and
industrial sectors recovered, with consumer and busi-
ness sentiment also improving. Alongside the devel-
opment of the vaccination process, expectations for
investments and tourism have also improved. The an-
nual inflation rate increased to 3.4% in September. Ac-
cording to the IMF's October forecast, real economic
growth for the eurozone will be 5% in 2021 and 4.3%
in 2022. The inflation rate is projected to be 2.2% in
2021 and 1.7% in 2022.

In the third quarter of 2021, rapid improvements
in economic activity continued in Turkey, where the
business climate and manufacturing sector improved,
and exports increased. Amid the easing of pandem-
ic-related restrictions, expectations on investments
and the tourism sector also improved. However, infla-
tionary pressure remains high amid the depreciation of
the Turkish lira, with annual inflation standing at 19.6%
in September. According to the IMF, the real GDP fore-
cast for Turkey is 9% in 2021 and 3.3% in 2022. The
current inflation forecast for 2021 is 17% and 15.4%

4 The Food and Agriculture Organization (FAO).
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CURRENT MACROECONOMIC SITUATION

In the third quarter of 2021, together with a rise
in inflation expectations, some central banks of
Georgia’s trading partners have further tightened
their monetary policy rates.
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Figure 1.1.3. Monetary policy rates in Georgia’s trading
partners

Source: www.cbrates.com
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for 2022.

In the third quarter of 2021, similar to the previ-
ous period, economic activity continued to improve in
Russia. This was mostly due to the easing of pandem-
ic-related restrictions and a start of the mass vaccina-
tion process. Labor market conditions improved to-
gether with the recovery of the manufacturing sector;
consumer spending and retail sales also increased, and
consumer and business sentiment improved. Along
with the increase in global oil prices, the external sec-
tor also saw improvements. However, annual inflation
increased significantly and equaled 7.4% in Septem-
ber. As a result, the Central Bank of Russia decided to
tighten their monetary policy. According to the IMF's
October forecast, real economic growth in Russia will
be 4.7% in 2021 and 2.9% in 2022. The inflation rate is
projected to be 5.9% in 2021 and 4.8% in 2022.

Having been weak in the first half of 2021, in the
third quarter economic activity improved slightly in
Ukraine. The industrial sector improved alongside
rising consumer and business sentiment. Consum-
er spending and retail sales also increased with the
easing of pandemic-related restrictions, and there
are positive expectations for the trade balance amid
improvements in global economic activity. However,
annual inflation also increased and stood at 11% in
September. According to the IMF, the real GDP growth
forecast for Ukraine is 3.5% in 2021 and 3.6% in 2022.
Meanwhile inflation is expected to be 9.5% in 2021
and 7.1% in 2022.

The third quarter of 2021 saw the growth rate sta-
bilize in Armenia. This was mostly due to the easing of
pandemic-related restrictions, which led to a recovery
in the manufacturing sector and increased consumer
spending. Remittances have also increased. However,
the annual rate of inflation remained high and stood
at 8.9% in September, leading the Central Bank of Ar-
menia to a further tightening of monetary policy. Ac-
cording to the IMF, the real GDP forecast for Armenia
is 6.5% in 2021 and 4.5% in 2022. The inflation rate is
projected to be 6.9% in 2021 and is expected to be
5.8% on average in 2022.

In the third quarter of 2021, Azerbaijan’s econom-
ic activity continued to improve in both the oil and
non-oil sectors. This was mostly due to the upward
dynamics of oil prices on international markets and an
improvement of the manufacturing sector. Compared
to the previous quarter, oil production and refining
increased, which led to a stabilization of the external
sector. However, the annual rate of inflation also in-
creased and stood at 8.5% in September. According to
the IMF's forecast, real GDP growth in Azerbaijan will
be 3% in 2021 and 2.3% in 2022. Inflation is projected
to be 4.4% in 2021 and 3.2% in 2022.

In the third quarter of 2021, the central banks of
some of Georgia’s main trading partners further tight-

9



CURRENT MACROECONOMIC SITUATION

In light of revived external demand, registered ex-
ports of goods increased considerably.
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Figure 1.2.1. Annual change in registered exports of
goods

Source: GeoStat (National Statistics Office of Georgia)

The rise in exports of goods mainly stemmed from
an increase of external demand on consumer and
intermediate goods. The contribution of invest-
ment goods, like in previous years, was small.
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Figure 1.2.2. Annual change in registered exports of
goods by category
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ened their monetary policies in response to higher in-
flation and rising inflation expectations. The US Fed-
eral Reserve kept its federal funds rate in the 0-0.25%
range, although it is expected that interest rates in
the US will start to rise earlier (in 2022) than had been
expected last year. Meanwhile, the European Central
Bank’s interest rate remains unchanged at 0%. How-
ever, it should be noted that, amid the pandemic, the
broader quantitative easing program in the euro area
has been extended until March 2022.

1.2 EXTERNAL DEMAND AND BALANCE OF
PAYMENTS

In the third quarter of 2021, external demand on
goods increased annually. It is worth mentioning that
a modest improvement in external demand is visible
compared to the same period in 2019. The accelera-
tion of global vaccination programs against COVID-19
and an easing of restrictions have revived economic
activities worldwide — especially in those sectors that
had been severally damaged by the pandemic. The
gradual reopening of economies and the progressive
revival of supply chains have positively affected the
turnover of Georgia’s external trade. In line with the
recovery of domestic demand, imports of goods con-
siderably increased. Thanks to universal vaccination
programs, international tourism became active and
revenues from international visitors gradually began to
rise. Against the background of a partial improvement
in global economic activities, instant money transfers
also increased. Overall, due to rising external inflows,
in the first half of 2021 the current account deficit im-
proved by USD 81 million compared to the same peri-
od last year. According to recent estimates, the ratio of
current account deficit to GDP will decrease in annual
terms, but will still hover around the double-digit level.

In more detail, in the third quarter of 2021, regis-
tered exports of goods grew by 21.9% annually (see
Figure 1.2.1) and rose by 15.8% compared to the same
period in 2019. In particular, the volume of exports to
regional countries increased considerably. In the third
quarter, the increase of exports to Russia made the
highest contribution to overall growth (of 4.7 pp an-
nually), which was mainly a consequence of high de-
mand for ferro-alloys and natural grape wines. Mean-
while, exports to Azerbaijan increased mainly in terms
of substantially high levels of exports of motor cars
and telephones; while exports to Turkey rose due to
increased sales of ferro-alloys and ferrous scrap. To
the EU, exports to Italy grew considerably due to high
sales of hazelnuts and other nuts. Meanwhile, demand
for ores and concentrates of copper was high from
China (making a 4.3 pp contribution to the overall ex-
port growth).

Exports of goods mainly increased due to high de-
mand for consumer and intermediate goods, while

10



CURRENT MACROECONOMIC SITUATION

Revenues from international travelers continued
to rise, but are still far below pre-pandemic levels.
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Figure 1.2.3. Annual change in revenues from interna-
tional travelers

Source: National Bank of Georgia

In the third quarter of 2021, instant money transfers
continued to rise, which was partially due to the eco-
nomic recovery of partner countries.
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Figure 1.2.4. Annual change in money transfers
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exports of investment goods made only a moderate
contribution to the overall growth of exports (see
Figure 1.2.2). The increase in consumer goods mainly
stemmed from high exports of motor cars. In terms
of the rise in exports of intermediate goods, ferro-al-
loys had the biggest positive contribution; while for
exports of investment goods, various construction ma-
chines played a leading role in the overall growth.

The lifting of most restrictions on international air
and land mobility from June-July, softening of safe
travel rules and a gradual acceleration of vaccination
programs positively affected the number of interna-
tional visitors to Georgia. In the third quarter of 2021,
the number of international visitors rose by 417.2%
annually; however, the total figure was still significant-
ly below the number of visitors observed in the same
period in 2019 (down by -73.7%). It is worth noting
that, as international tourism was at a standstill for
most of 2020, the rise in revenues from international
travelers in the third quarter of 2021 is also related to
the base effect. The increase of numbers of interna-
tional visitors induced a rise in revenues from inter-
national travelers. In the third quarter, revenues from
international travelers increased 13.3 times (see Figure
1.2.3) but remained 49.8% below the level of revenues
received in the same period in 2019. Until international
tourism begins to approach its pre-pandemic levels, it
is expected that the number of visitors and the reve-
nues received from them will remain below the record
high level of 2019.

In the third quarter of 2021, instant money transfers
to Georgia increased by 10.2% annually and amounted
USD 623.1 million (see Figure 1.2.4). Transfers from the
EU (especially from Italy and Germany), Kazakhstan,
the USA and Russia made the largest contributions to
total growth.

Considering the revived economic activities and in-
creased internal demand, as well as the rise of pric-
es of import goods in USD terms, imports of goods
rose considerably, increasing by 23.8% annually in the
third quarter of 2021 (see Figure 1.2.5), while rising by
9.9% compared to the same period in 2019. The rise in
imports from regional countries was significant, par-
ticularly those from Turkey and Azerbaijan, meanwhile
imports from other regions, including Hong Kong and
Indonesia, made the largest contribution to overall
growth. In contrast, imports from the USA fell because
of lower imports of motors cars for subsequent re-ex-
port.

In the third quarter of 2021, imports of consumer
and intermediate goods made largest contributions to
the overall growth of imports (see Figure 1.2.6). The
increase in imports of consumer goods predominantly
stemmed from higher purchases of petroleum prod-
ucts, medicaments and telephones, while the rise of
imports of intermediate goods was due to higher im-

11



CURRENT MACROECONOMIC SITUATION

In light of strong domestic demand, registered im-
ports of goods increased considerably in the third
quarter. The rise of expenses on import goods was

also induced by a rise of prices in USD terms.
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Figure 1.2.5. Annual change in registered imports of goods

Source: GeoStat

In the third quarter of 2021, imports of consumer and
intermediate goods exhibited the largest rise.
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From the perspective of savings and investments, the
improvement of the current account balance in the first
half of 2021 was mainly due to a rise in savings.
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ports of immune serums, as well as copper ores and
concentrates. The rise in imports of investment goods
stemmed from higher purchases of automatic data
processing machines and their units.

In light of increased exports of goods and higher
instant money transfers, the current account deficit
amounted to USD 381 million in the second quarter
of 2021, which was 8.0% of quarterly GDP. This repre-
sents an improvement of USD 37 million compared to
the same quarter of 2020.

One of the sources of financing the current account
deficit is foreign direct investments (FDI), which fell by
2.6% annually and reached USD 234.2 million in the
second quarter of 2021. The main reasons for the de-
cline of FDI were the reduction of the amount of equi-
ty, the transfer of the ownership of several companies
from non-resident to resident units, and the payment
of debt. The majority of FDI went to the finance, ener-
gy, and manufacturing sectors.

From the perspective of savings and investments,
in the first half of 2021, as compared to the same pe-
riod last year, the improvement of the current account
balance, in light of the modest fall in investments, was
mainly due to the rise in savings (see Figure 1.2.7).
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Besides the base effect, the reasons for the high
level of economic growth include the continua-
tion of strong fiscal stimulus and credit activity,
and deferred demand following previous mobility
constraints. This is evidenced by the exceptionally
high contribution that consumption has made to
economic growth.
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1.3 OVERVIEW OF THE DOMESTIC ECONOMY

1.3.1 AGGREGATE DEMAND

In the first quarter of 2021, real GDP grew by 29.9%
year on year.

Since the beginning of the second quarter of 2021,
restrictions directed at preventing the spread of the
pandemic have gradually been eased, significantly
changing the economic picture. One reason for the
high level of economic growth is obviously the base
effect, as severe restrictions were initially imposed in
the second quarter of last year, leading to a significant
economic downturn in that period. However, it should
be noted that the volume of GDP in the second quarter
of 2021 actually exceeded the level of the same period
in 2019 by 12.7%. Other reasons for the high growth
include the activation of pent-up demand accumulat-
ed over the months of pandemic-related restrictions,
alongside fiscal stimulus and lending. Consumption
was the main driver of economic growth in the second
quarter, rising by 34.5% and contributing 30.8 pp to
the total growth.

The gradual opening of the country’s borders was
important in terms of the impact on foreign tourism.
After a one-year pause, foreign tourists were again
able to visit Georgia and their number has been grow-
ing since the beginning of the second quarter. This
fact has had a particularly positive impact on the tour-
ism-related sectors of the economy. At the same time,
foreign demand for Georgian exports increased at a
high rate. In total, real exports of goods and services
increased by 53.4%. However, increased demand also
significantly increased imports of goods and services
by 42.8% and, because the total volume of imports ex-
ceeded the volume of exports, the contribution of net
exports to economic growth was ultimately a negative

2.7 pp.

High growth was also observed in gross capital for-
mation/ investments (a 25.2% increase, making a 1.8
pp contribution to overall growth), which was under-
pinned by both public and private sector investments
(see Figure 1.3.1).
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Most of the growth comes from the services sec-
tor, which, along with deferred demand, has been
impacted by a partial recovery in tourism.
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1.3.2 OUTPUT

In the first quarter of 2021, the real gross domestic
product grew by 29.9% year on year (see Figure 1.3.2).
The main driver of that growth, with a contribution of
23.2 pp, was the services sector. The contribution of
the industrial sector was 6.9 pp, while agricultural out-
put declined, making a negative contribution of 0.2 pp.

As mentioned in the previous chapter, the main
reasons for the high growth in the second quarter of
2021 include the base effect, the activation of demand
accumulated over several months of restrictions, fiscal
stimulus, lending and the partial recovery of foreign
tourist flows into Georgia after a one-year pause. The
latter has had a positive impact on the tourism-related
businesses that were most affected by the pandemic.
Accommodation and catering activities (mainly res-
taurants and hotels), transport (with a large share of
travel agencies), real estate activities, and arts, enter-
tainment and recreation (where foreign participation is
high) collectively contributed a total of 10.1 pp to GDP
growth. Trade, which is the largest sector of the econ-
omy, grew by 53.9%, making a 6.3 pp contribution to
overall growth.

In the industrial sector, the 42.3% growth of manu-
facturing (a 3.7 pp contribution to total growth), where
the weight of export manufacturing enterprises is high,
and the 36.9% growth of construction (a 2.3 pp contri-
bution) are particularly notable.

During the same period, agriculture fell by 2.3%,
contributing a negative 0.2 pp to economic growth
(see Figure 1.3.2).
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In September, the growth of the annual loan port-
folio increased and stood at 15.8%, excluding the
effect of exchange rate fluctuations.
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The growth of the loan portfolio was mainly driven
by an increase in domestic currency loans.
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1.4 FINANCIAL MARKET AND TRENDS

1.4.1 LOANS

In September, relative to June, the growth of the
loan portfolio increased and stood at 15.8% (exclud-
ing the effect of exchange rate fluctuations). During
this period, the growth rate of retail loans increased by
0.2 pp to stand at 15.0%, while the growth of loans to
legal entities increased by 6.3 pp and equaled 16.6%
(see Figure 1.4.1). The growth of business loans was
primarily driven by an increase in loans issued to the
agriculture, trade, transport and communications sec-
tors. According to the credit conditions survey, repre-
sentatives of the banking sector expect an increase in
demand for retail and business loans.

In terms of currencies, it is important to emphasize
that the growth of the loan portfolio in the second
quarter of 2021 was mainly driven by domestic curren-
cy loans (see Figure 1.4.2). In September, the annual
growth rate of foreign currency denominated loans
increased and stood at 6.8%, while the growth rate
of loans in the domestic currency increased by 0.4 pp
and equaled 28.1%. In the third quarter, the loan lari-
zation ratio increased slightly and stood at 48.3%. It is
expected that the larization (de-dollarization) process
will continue in the future. Recent changes made to
reserve requirements will motivate banks to increase
larization, which is a step towards reducing risks to fi-
nancial stability.

1.4.2 INTEREST RATES AND CREDIT CON-
STRAINTS

In September, the monetary policy rate was 10.0%.
In the third quarter of 2021, interest rates on govern-
ment securities increased slightly due to the increase
in the monetary policy rate (see Figure 1.4.3).

Compared to the previous quarter, the spread be-
tween long- and short-term interest rates decreased
slightly. This indicator remains at a low level, which
suggests the increased credibility of monetary policy
instruments and the improved predictability of the
monetary policy rate. Compared to long-term rates,
the increase in short-term rates, in part, was a reflec-
tion of expectations in the financial market that, in the
short term, an increase in the policy rate will cause a
lowering of inflation, which will be a prerequisite for a
reduction of the policy rate in the future.

In September, relative to June, interest rates on
domestic currency deposits increased slightly and
equaled 10.0%. Meanwhile, interest rates on foreign
currency deposits decreased slightly and equaled
1.9%. According to the credit conditions survey, repre-
sentatives of the banking sector expect no significant
change in the cost of funds in the next quarter.

Furthermore, according to the same survey, interest
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As the monetary policy rate increased, interest
rates on government securities rose slightly in the
third quarter of 2021; however, that increase was
smaller than the monetary policy rate.
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Figure 1.4.3. Interest rates on government securities

Source: National Bank of Georgia

Compared to the previous quarter, the spread
between long- and short-term interest rates re-
mained negative. This is a reflection of expecta-
tions of decreasing inflation in the future and,
consequently, of a fall in the policy rate.
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rates on consumer and mortgage loans issued in the
domestic currency did not change significantly; mean-
while, interest rates on business loans issued in the
domestic currency increased slightly. Although repre-
sentatives of the banking sector do not expect any sig-
nificant changes in interest rate conditions, it is impor-
tant to note that it is difficult to form expectations due
to the ongoing uncertainty caused by the COVID-19
pandemic. In September, relative to June, interest rates
on loans to small and medium enterprises (SMEs) and
corporate loans did not change significantly, with the
former equaling 10.2% and the latter rising by 0.3 pp
to equal 9.8%; meanwhile interest rates on retail loans
increased slightly.

As of September, average interest rates for domes-
tic and foreign currency loans on the stock of legal en-
tities did not change significantly. In particular, inter-
est rates for domestic currency loans stood at 12.9%,
while those for foreign currency loans equaled 6.5%
(see Figure 1.4.5). Representatives of the banking sec-
tor do not expect significant changes in interest rates
for loans in foreign currency.
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As of September, average interest rates for do-
mestic and foreign currency loans on the stock of
legal entities did not change significantly.

18% -

16% -

14% 1 National Currency Loans

12%

10% -

8% -

6% A )

Foreign Currency Loans

4%

2% T T T T T—T1T T T T T ""T1T/ / "T "T7T " "T T T
IILLOONN OO QR g
5 295925 25 252525 ¢35 @
3282828282388z 3

Figure 1.4.5. Average interest rates on business loans

Source: National Bank of Georgia
The real effective exchange rate appreciated by
6.0% on an annual basis.
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1.4.3 EXCHANGE RATE

In the third quarter of 2021, the GEL nominal ex-
change rate appreciated by 6.2% against the US dol-
lar and by 8.1% against the euro, as compared to the
previous quarter. According to average quarterly data,
the GEL appreciated against the Russian ruble by 5.2%
and against the Turkish lira by 8.1%. Over the same pe-
riod, the nominal effective exchange rate appreciated
by 6.7% on a quarterly and by 1.4% on an annual basis.
In terms of the price-adjusted exchange rate, in the
third quarter of 2021 the real effective exchange rate
appreciated by 7.8% on a quarterly basis and by 6.0%
on a year-on-year basis (see Figure 1.4.6).

It should be noted that the real exchange rate ap-
preciated against all trading partner countries aside
from Ukraine (see Table 1.4.1).

The appreciation of the real effective exchange rate is caused by real appreciation against almost all major

trading partners.
Change in Nomi(r)\al Change in RealoEx- %ﬁggg;uﬂo;eg? g:_e
Exchange Rate % change Rate % change Rate, pp
Effective exchange rate 14 6.0 6.0
Eurozone -1.6 7.5 14
Turkey 17.7 10.9 1.9
Ukraine -3.1 -1.5 -0.1
Armenia 0.4 3.7 0.2
us -0.6 6.0 0.4
Russia -0.9 4.2 0.6
Azerbaijan -0.5 44 0.4
China -7.1 3.5 0.5
Other -0.8 6.8 0.7

Table 1.4.1. Effective exchange rates annual growth (third quarter of 2021)

Source: National Bank of Georgia
* Growth implies appreciation of the lari.

National Bank of Georgia - Monetary Policy Report - October 2021
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Unlike the previous year, sharply increased pro-
ductivity reduced the unit labor cost, which in-
dicates an absence of inflationary pressure from
wages.

32% -
28%
24%
20%
16%
12%
8%
4%
0%
-4%
-8%
-12%
-16%

Productivity

Average salary

N

/

Unit labor cost

N O

0 < o
o g 0 g O 0 80 0|0 O
2018 2019 2020 2021

Figure 1.5.1. Productivity, average salary, and unit labor
cost (annual percentage change)

g

N

¢

o

o | =

Source: GeoStat

Inflation equaled 12.3% in September, which was
largely due to a sharp rise of prices on oil and con-
sumer goods on world commodity markets and
increased international freight costs.
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Food, fuel and utility bills continue to make a large
contribution to inflation.
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1.5 LABOR MARKET

In the second quarter of 2021, the real value added
produced per employee (labor productivity/productiv-
ity) in the country’s economy increased by 28.0% an-
nually (see Figure 1.5.1).

At the same time, gross salaries of employees av-
eraged GEL 1,328, which reflects a nominal annual
growth of 15.5%.

Last year, the unit labor cost increased due to a
smaller reduction in wages compared to the decrease
in output. Against the background of the pandemic,
and given the supply constraints and declining output,
this acceleration had been expected as a factor con-
tributing to inflation. However, alongside the recovery
of the economy, the unit labor cost began to gradually
decline from the end of last year. In the second quar-
ter of 2021, given the high economic and productivity
growth, the unit labor cost fell sharply by 9.8% com-
pared to the same period of last year. This indicates
the absence of inflationary pressures coming from
wages (see Figure 1.5.1).

1.6 CONSUMER PRICES

Annual inflation rose to 12.3% in September (see
Figure 1.6.1). As we explained in previous reports, an
important reason for such growth was the extraordi-
nary situation caused by the pandemic, which led to
several supply-side factors simultaneously affecting
rising inflation.

The increasing inflation in Georgia is closely linked
to the rising prices of consumer goods around the
world. Indeed, global inflation has been one of the
main topics featured in the periodical reports of the
International Monetary Fund, the World Bank and oth-
er international organizations. One of the most note-
worthy developments concerns rising food prices. As
a consequence of various pandemic-related delays,
poor harvests and increased transportation costs,
world food prices have been at a record high for the
last ten years. According to the UN Food and Agri-
culture Organization, in August 2021 food prices on
international markets rose by about 33% compared to
the same point in 2020.

Rising food prices have particularly affected devel-
oping countries, where the weight of food in consum-
er baskets tend to be high compared to developed
countries. The weight of food in the consumer basket
of Georgia is also high, comprising 28.9%. As a conse-
quence, changes in food prices have a significant im-
pact on inflation. As such, the increase in global food
prices has seen a significant transmission to the local
market.

In September, the contribution of food to inflation
was 4.5 pp. Among imported foods, the rise in prices of
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Box 1

Despite the recent strengthening of the GEL ex-
change rate, the increase in local prices has mainly
been due to imported goods. This is a reflection
of an increase of USD prices on international mar-
kets.
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sunflower oil, bread and sugar are particularly notable,
making a combined 1.3 pp contribution to inflation. In
total, cheese, potatoes, eggs, and chicken made the
same contribution to inflation, and these products are
generally locally produced.

The impact of the pandemic on locally produced
food has mainly been transmitted through the in-
creased intermediate costs of their production.

With the restoration of mobility, demand for oil and
fuel prices have increased in international markets.
Global oil prices are currently at a three-year high,
which has been reflected on fuel prices. In September,
the contribution of fuel to annual inflation stood at 1.9

pp.

The contribution of utility bills to inflation was 1.7
pp. This included the inflationary effects of both the
actual change in utility bills (0.4 pp) and the impact of
the statistical effect of the end of the subsidy program

(1.3 pp).

The 9.2% increase in prices in the healthcare group
(making a 0.7 pp contribution to inflation) is also sig-
nificant, where a significant share comes from an in-
crease in the prices of medicine (see Figure 1.6.2).

The fact that the annual inflation of imported and
mixed products (17.8% and 14.5%, respectively) con-
tinues to be higher than the inflation of domestic
products (8.6%), in spite of the approximate 10% ap-
preciation of the nominal effective GEL exchange rate
compared to May, indicates that the increase in prices
is mainly a consequence of rising prices of products on
the world market (see Figure 1.6.3).

Meanwhile, core inflation, which excludes volatile
food, energy, and cigarette prices, amounted to 6.3%
in September (see Figure 1.6.1). It is worth noting that
service inflation was relatively low and stood at 5.2%.
An analysis of core inflation is particularly significant
as it reflects the long-term trend: lower core inflation
signals a reduction of headline inflation in the future.

BOX 1. EXOGENOUS FACTORS DURING THE PANDEMIC

A comprehensive analysis of the current inflation rate and the dynamics of its forecast are important in
determining monetary policy. This process uses existing factual data on the Georgian and world markets, as

well as macroeconomic forecasts and estimates. It is

important to assess the impact of exogenous factors,

which are independent from monetary policy, on inflation. Due to the irregular situation caused by the pan-

demic, such factors were particularly active worldwid

e in 2020-2021. Assessing the impact of such factors

on inflation has a special role when conducting monetary policy because their impact is temporary and their
one-off effect on inflation will thereby fade away. Under such conditions, any monetary policy response to

short-term changes is usually counterproductive. At

this time, a response occurs only if a shock, despite

its temporary nature, reflects on medium- and long-term inflation expectations and produces so-called

“second-round effects”. Due to the specifics of the pa
situation, the National Bank has made this kind of ass

National Bank of Georgia - Monetary Policy Report - October 2021

ndemic and its accompanying effect on the economic
essment.
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Box 1

According to the National Bank, temporary exogenous factors accounted for around 8-8.5 percentage
points of the 12.3% annual inflation observed in September (see Figure 1.6.4). The following components are
considered in these calculations:

e Supply-side factors (6.6 pp) - This component comprises several components that have already had
a significant impact on price dynamics in Georgia. These include the significant increase in com-
modity prices on international markets and the increase in global transportation costs:

o According to the UN Food and Agriculture Organization, in September 2021 food prices on in-
ternational markets in US dollars increased by 33% compared to the same point in the previous
year (this included a rise in prices of meat products by 26%, dairy products by 15%, cereals by
27%, vegetable oils by 61%, and sugar by 52%).> In addition, oil prices are at a three-year high
and twice as high as they were in September 2020.

o International transportation and logistics costs form a significant part of the price of imported
goods. Any increase in these costs thus increases the final prices of such goods and, conse-
quently, affects the inflation rate. The complications to international transportation observed
during the pandemic and the subsequent rise in fuel prices have both dramatically increased
the USD cost of global transportation. Freight costs from China to Europe have risen almost
five fold and, according to the estimates of OECD, across the world as a whole, the quarterly
increase in international transportation costs falls in the range of 30-65% (comparing the first
quarter of 2021 to the previous quarter).

o The rise in agri-food prices has also made a significant contribution to inflation. During the
summer, these products are usually cheaper due to seasonal factors. However, in 2021, some
such products became significantly more expensive. One of the reasons for this change was
the export of certain products that would have been imported in previous years. The latter is
likely a reflection of reduced supply/poor yields in export destination countries and is thus a
temporary factor.

e The contribution of utility bills to inflation was 1.7 pp. This included the actual change in these bills
(of 0.4 pp) and the impact of the statistical effect of the completion of the subsidy program on the
inflation rate (1.3 pp).

To return to the inflation outlook, given that the contribution of temporary factors to annual inflation is
still being determined, it is expected that when these one-off factors are excluded from the calculation of
annual inflation, inflation should begin to significantly decline. This is expected to occur from the second
quarter of next year. This process, along with the exhaustion of temporary factors, will be facilitated by tight-
er monetary policy and fiscal consolidation.
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Figure 1.6.4 Estimation of information relevant to monetary policy

Source: IMF; GeoStat; NBG calculations.

5  Source: Food and Agriculture Organization of the United Nations. https://www.fao.org/worldfoodsituation/foodprices-
index/en/
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MACROECONOMIC FORECAST

2 MACROECONOMIC FORECAST

In the short run, inflation will remain significantly higher than target. High inflation is mostly driven by sup-
ply-side exogenous factors, which will only shift inflation up temporarily. In particular global inflation has
been pushed up by pandemic-induced supply-side disruptions, rising commodity prices on the internation-
al market due to demand-supply imbalances, and international transportation disruptions. Georgia was no
exception to this trend and global inflationary factors were thereby transmitted to the local market, which
led to high inflation. Real GDP is expected to grow by 10% in 2021 and by 5% in 2021. Private demand is a
major driver of economic activities. Higher-than-expected domestic demand has closed the output gap and
demand cannot neutralize inflationary pressures. The alternative forecast scenario considers higher domestic
demand compared to the baseline scenario. In particular, consumer and business sentiment will improve
owing to the easing of pandemic-related containment measures and a reduction of uncertainties about the
vaccination program contributing to higher-than-expected credit activity. As a result, inflationary pressures
stemming from domestic demand will increase significantly, leading to a gradual tightening of monetary pol-
icy and, subsequently, the maintenance of such a stance for a relatively long term.

2.1 BASELINE MACROECONOMIC FORECAST

In the short term, inflation will remain above the Based on the baseline scenario, inflation will be
target. From the second quarter of 2022, inflation ~ significantly higher than the target during 2021 and
will start to decline back to the target level. the first half of 2022 (see Figure 2.1.1). ngh inflation
is mostly driven by exogenous supply-side, pandem-

16% 1 ic-induced shocks. Rising commodity prices on inter-
149 - national markets resulting from demand-supply im-
balances have pushed up prices of oil, sugar, cereal,

12% 1 and sunflower oil. Georgia was no exception to this
10% - trend and these global inflationary factors were trans-
mitted to the local market. It is expected that prices of

8% 1 oil and food will remain at a high level throughout this

6% - year. High commodity prices push up the short-term

% inflation outlook. Moreover, pandemic-induced sup-

ply-side and transportation disruptions increase pro-
2% - Inflation ducers’ costs and push up global inflation. Meanwhile,
0% Target an increase in local regulated prices creates additional
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In addition, inflation remaining over the target for a
Figure 2.1.1. Headline inflation prolonged period has increased short-term inflation
Source: National Bank of Georgia expectations and poses a risk of second-round effects.
From the second quarter of 2022, upon the exhaus-
tion of these factors, and in tandem with the tightened

monetary policy stance, inflation will start to decline
and then approach the target in the medium term.

6 In particular, at the end of 2021 and the onset of 2022,
annual headline inflation will see a further increase due to
the base effect. At the end of 2020 and beginning of 2021,
the government subsidy program on utilities caused a tempo-
rary reduction of inflation by 1.85 pp on average.
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The deviation of inflation from the target is largely
driven by the upsurge of prices on international
commodity markets, increased global shipping
costs and increased short-term inflation expecta-
tions.
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Figure 2.1.2. Deviation of inflation from the target and its
decomposition

Source: National Bank of Georgia

Real GDP will grow by 10% in 2021 on behalf of
domestic demand driven by fiscal stimulus and
credit activities. In 2022, the economy is expected
to grow by 5%.
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In the short run, exogenous shocks lead to inflation
hovering above the target (see "Other Factors” in Fig-
ure 2.1.2). Such exogenous factors will only have a tem-
porary impact on inflation and thus inflation will start
to decline in the second quarter of 2022. The fact that
inflation has been above the target for a prolonged
period has elevated short-term inflation expectations.
Meanwhile, higher-than-expected domestic demand
has closed the output gap and demand cannot neu-
tralize inflationary pressures. However, the recent ap-
preciation of the exchange rate will help push inflation
down through the direct import and input costs chan-
nels.

In response to increased inflation, a tight mone-
tary policy will be maintained throughout 2021. It is
noteworthy that inflationary pressures stemming from
increased prices on international markets represent
an additional supply-side shock. Other things being
equal, central banks do not usually respond to sup-
ply-side shocks, as doing so creates additional eco-
nomic fluctuations. However, in the current stance,
the strong supply-side shock elevates inflation expec-
tations and creates so-called “second-round” effects.
Moreover, in the wake of various shocks, inflation has
deviated from the 3% target for a long period. This
factor further amplifies long-term inflation expecta-
tions. The NBG will thus maintain monetary policy at
a moderately tight stance to eradicate additional infla-
tionary pressures. Afterwards, this stance will gradually
decline in line with a curbing of inflation expectations
before approaching the neutral level, which is current-
ly estimated at 6.5%, in the medium term.

The economic outlook has improved. Based on the
updated forecast, real GDP is expected to grow by 10%
in 2021, which is 1.5 pp higher than in the previous
forecast. The economic growth forecast for 2022 has
also been revised upwards to 5% (see Figure 2.1.3). Pri-
vate consumption will continue to be the major driver
of that economic growth, which will be further encour-
aged by fiscal stimulus, credit activities and the release
of pent-up demand during the year. The slow recovery
of the tourism sector will also have a positive impact
on economic activities. After the lockdown, tourism
started to recover and positively contributes to eco-
nomic growth. However, tourism still remains signifi-
cantly lower than 2019 level. Revenues from exports of
goods will moderately increase in 2021 alongside the
gradual economic recovery of Georgia’s trading part-
ners. Meanwhile, increased prices of imported goods
will reduce real imports of goods and thus net exports
will make a positive contribution to real GDP growth.
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Pandemic-induced risks remain high, which could
cause a deviation from the baseline macroeco-
nomic forecasts. Those risks are mostly inflation-
ary and monetary policy will thus be hawkish in
order to maintain price stability.

Macroeconomic Forecast Impact on Inflation

Risks
Strong domestic demand ‘
Prolongation of the pan-
demic

Slow vaccination process
in Georgia

Rising commodity prices
on international markets

Rising global shipping
costs

conditions in developing

Tightening monetary ‘
countries

Earlier-than-expected ces-
sation of the pandemic

= e I

Low Risk High Risk
4 Upward Pressure on Inflation

L Same Level of Inflation

* Downward Pressure on Inflation

Table 2.1.1 Baseline Macroeconomic Forecast Risks.
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2.1.1 BASELINE FORECAST SCENARIO RISKS

Macroeconomic forecasts are characterized by a
high degree of uncertainty. It has been over a year
since COVID-19 was declared a pandemic and the
spread of the virus remains a challenge. The global
vaccination process is ongoing, but it has been un-
even across developed and developing economies.
This amplifies the risks of the virus further mutat-
ing. Moreover, the effectiveness of existing vaccines
against new virus variants are unclear. New variants
could thus further fuel the spread and intensity of the
pandemic, which would lead to its prolongation. A
prolongation of the pandemic would further disturb
the supply side and cause a pullback of economic
activities, especially in the service sector. This would
deepen the external shock for Georgia as tourism is
a major component of the current account balance.
The slower-than-expected recovery of the tourism
sector will cause the current account balance to de-
teriorate, which will create depreciation pressures.
Eventually, this will intensify inflationary pressures
through the channels of direct imported inflation
and increased input costs.

Meanwhile, strong domestic demand poses in-
flationary pressures. Since April, economic activities
have been recovering at a high speed. This is par-
tially an impact of the base effect, as in the second
quarter of 2020 the economy faced an unprecedent-
ed decline in economic activities. However, recent
economic activities are substantially higher than
even 2019 levels, and this gives us a strong signal
that the economy is recovering. Meanwhile, the po-
tential level of GDP is still subdued, as the recovery
of tourism is slow. Under such circumstances, the
higher-than-expected domestic demand will be in-
flationary.

The vaccination process contains some risks at
the local level as well. A slower-than-expected vac-
cination process in Georgia will hinder the economic
recovery. Moreover, new waves of infections would
dampen tourist inflows. A realization of this risk
would widen the current account deficit and push
up the country risk premium, which will create de-
preciation pressures. Eventually, this will intensify in-
flationary pressures through the channels of direct
imported inflation and increased input costs due to
high dollarization.

External factors like rising commodity prices on
international markets also pose risks to the macroe-
conomic forecast. Increased international prices have
already been transmitted to the local market, but if
this tendency persists, inflationary risks will be fur-
ther amplified. Moreover, increasing shipping costs
further impact inflation. If shipping expenditures
continue to grow, this will further push up prices.

In contrast, the termination of the pandemic
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An upsurge of commodity prices on international
markets and temporary rises of food prices on the
local market have driven the increased inflation
outlook.
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Figure 2.2.1. Changes in the forecast of headline inflation

Source: National Bank of Georgia
The real GDP growth forecasts have been revised

upward to 10% in 2021 and 5% in 2022. High-
er-than-expected pent-up demand and credit ac-
tivities have driven these upward projections of
the economic outlook.
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Figure 2.2.2. Changes in the forecast of real GDP

Source: National Bank of Georgia

According to the updated projections, increased
prices on the international market put upward pres-
sure on trading partners’ inflation expectations.
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Figure 2.2.3. Changes in the forecast of extemal assumptions for 2021
Q4-2022Q4
Source: Bloomberg
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earlier than expected would lead to a deviation from
the baseline forecast scenario in a positive direction,
hastening the economic recovery. However, inflation
would be lower compared to the baseline scenario
amid a relaxation of regulations, the recovery of tour-
ism, and improvements to the current account balance.
In such a case, the intensified inflationary pressures
stemming from the depreciated GEL exchange rate
and increased production costs would be exhausted.
However, the realization of this positive shock seems
less likely given the current perspective and the as-
sessments of reputable international institutions.

2.2 COMPARISON WITH THE PREVIOUS
FORECAST

The updated inflation forecast for the medium term
has been revised upward (see Figure 2.2.1). The upsurge
of commaodity prices on international markets has led to
an increased inflation outlook. Meanwhile, increased lo-
cal food prices have pushed inflation up. Higher-than-ex-
pected aggregate demand has also led to upward revi-
sion of the inflation outlook. The output gap is almost
closed, and demand cannot neutralize inflationary pres-
sures. As in the previous forecast, inflation is projected to
start to decline from the second quarter of 2022 and will
gradually return back to its target level.

The real GDP growth forecast for 2021 has been re-
vised upward to 10% (see Figure 2.2.2). A higher-than-ex-
pected upsurge in domestic economic activities has led
to an upward revision of the economic outlook. On the
other hand, the imported inflation outlook has increased,
meaning that the nominal growth of imported goods will
be slower, which will positively impact real GDP growth.
Real GDP is expected to increase by 5% in 2022. Accord-
ing to the updated forecasts, tourism will be a major con-
tributor to economic growth in 2022.

Georgia is a small open economy, and the economic
stances of its trading partners thus have a significant im-
pact. Macroeconomic forecasts thereby strongly depend
on assumptions regarding the economic growth, infla-
tion and exchange rates of Georgia's trading partners.
Changes in any of these assumptions will affect the base-
line forecast as well as associated risks (see Figure 2.2.3).

According to the updated projections for 2021Q4-
2022Q4, estimates of the pace of the economic recov-
ery of Georgia's main trading partners have not been
changed. Meanwhile, the expected depreciation of trad-
ing partner currencies have been revised upward. Lower
expectations about trading partners’ currencies, together
with rising prices on international markets, will eventually
put upward pressure on inflation expectations.

7  Calculations are based on forecasts for the five main
trading partners of Georgia: the US, the EU, Turkey, Ukraine

and Russia.
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According to the alternative scenario, domestic
demand will significantly increase, resulting in a
higher economic growth rate compared to the
baseline scenario. In particular, real GDP growth
is expected to be 11.5% in 2021 and 6.5% in 2022.
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Figure 2.3.1. Real GDP growth according to the baseline
and alternative forecasts

Source: GeoStat; National Bank of Georgia

According to the alternative scenario, inflation
in 2022 will increase by 4.3 pp compared to the
baseline scenario as a result of a significant activa-

tion of domestic demand.
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Figure 2.3.2. Headline CPI inflation according to the base-
line and alternative forecasts

Source: GeoStat; National Bank of Georgia
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2.3 ALTERNATIVE FORECAST SCENARIO

The alternative forecast scenario considers high-
er domestic demand in 2021-2022 compared to the
baseline scenario. The easing of containment measures
against the pandemic and a reduction of uncertain-
ties surrounding the vaccination program will unleash
pent-up demand. Furthermore, business confidence
and the investment environment will improve amid a
stabilization of the epidemiological situation. This, in
turn, will positively be reflected on credit activity, lead-
ing to higher-than-expected economic growth.

Against this background, under the alternative sce-
nario, real GDP will grow by around 11.5% in 2021 and
by 6.5% in 2022 (see Figure 2.3.1), despite the relevant
monetary policy reaction.

According to this scenario, growing domestic de-
mand will boost imports of goods, worsening the
current account balance. The latter will put additional
pressure on the country’s risk premium and exchange
rate. It is noteworthy that the alternative scenario con-
siders the same assumptions about tourism as the
baseline scenario. Consequently, net external demand
in the service sector will remain at the same level as in
the baseline. Hence, inflationary pressures stemming
from strong domestic demand will be significantly
amplified. In particular, inflation in 2022 will be 4.3 pp
higher than in the baseline scenario (see Figure 2.3.2).

Under the aforementioned scenario, monetary pol-
icy will gradually be tightened in the wake of updated
data, which, in turn, refer to the intensified inflationary
pressures. Such a contractionary position will remain
for a relatively long period. Under the alternative fore-
cast scenario, the monetary policy rate trajectory, on
average, will see a hike of 3.1 pp in 2022 compared
to the baseline scenario (see Figure 2.3.3). However,
alongside a neutralization of domestic demand-side
pressure on inflation, the policy rate will start to de-
cline in the medium term. The appropriate monetary
policy response will eventually drive inflation towards
the target level of 3%, albeit with a moderate time lag
compared to the baseline scenario.
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Box 2

In response to increased inflationary pressures,
the monetary policy stance will gradually be tight-
ened. Such a relatively contractionary position will
remain for a longer period compared to the base-
line scenario. Under the alternative scenario, the
monetary policy rate trajectory will shift up by 3.1
pp in 2022.
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Figure 2.3.3. Monetary policy rate according to the base-
line and alternative forecasts

Source: National Bank of Georgia

BOX 2. SURVEY OF MACROECONOMIC FORECASTS

In the fourth quarter of 2021, the National Bank of Georgia (NBG) launched a survey of macroeconomic
forecasts that aims to depict a vivid picture of market expectations across several horizons, ranging from the
current year to the longer term. This practice has long been established in developed countries and allows
central banks to better evaluate risks associated with price stability.

At this stage, the survey seeks forecasts of three major macroeconomic variables: inflation, real GDP
growth and the monetary policy rate. Representatives of financial markets currently take part in this survey.
The aggregate results are presented in the quarterly monetary policy report under the “Forecasts of Financial
Market Participants” section. Box plots are used for data visualization.

In general, a box plot allows for the observation of the distribution of incrementally ascending data. For
example, Figure 2.3.4 shows a box plot of inflation forecasts for 2021, the bottom line of which represents
the minimum of the projections made by market participants (9%), while the top line corresponds to the
maximum value (12.5%). The middle line of the colored part of the box, which is equal to 9.5%, represents
the median of the projections. The first half of the ascending data is less than the median, while the second
half exceeds it. The average value is denoted by the symbol x and stands at 10%. The horizontal line between
the minimum and median displays the 1t quartile, which equals 9.3% and outstrips one-fourth of the in-
creasingly sorted data. The upper line between the maximum value and the median indicates the 3 quartile
and equals 10.6%. This latter only falls behind the highest one-fourth of the data. Typically, the closer the
quartiles are to the median and the farther from the minimum and maximum, the greater the concentration
of data in the vicinity of the median, which, in turn, indicates more adjacent market expectations. In addi-
tion, the box plot displays the variability of the data by the range and interquartile range. The first shows
the distance between the maximum and minimum values, and the second represents the distance between
the third and first quartiles. All else being equal, the larger the measurements, the more heterogeneous and
distant the data are from each other.
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Box 2

The median of the 2021 inflation forecasts stands at 9.5%, while the average stands at — 10% and the range
equals 3.5 pp.
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Figure 2.3.4. Box plot of 2021 inflation forecasts made by market participants

Source: National Bank of Georgia

2.4FORECASTS OF FINANCIAL MARKET
PARTICIPANTS

In the fourth quarter of 2021, 10 organizations par-
ticipated in the macroeconomic forecasts survey. The
results revealed that financial market participants pro-
ject, on average, 10% annual consumer price inflation
in Georgia in 2021, with a median of 9.5%. Financial
market participants expect a gradual convergence of
inflation to its target in the medium term. In particular,
the average inflation forecast for 2022 stands at 6%
and the median at 5.8%. For 2023, average inflation
expectations decrease to 3.9%, and the median to 4%
(see Figure 2.4.1). Long-term market expectations are
therefore in the vicinity of the inflation target.

In 2021, amid high inflation expectations, market
According to the financial market expectations, inflation  expectations regarding the monetary policy rate fluc-

will gradually converge to its target tuate around its current level. The average forecast
14 is 9.6%, while the median rate is 9.5%. Expectations

about the policy rate start to decline in the wake of
12 reducing inflation expectations. In particular, the av-

erage and median forecasts for the policy rates fall to

10 8.7% in 2022 and expectations continue to decline for
. 2023 to gradually approach the current neutral level.
T The mean and median rates for 2023 stand at 7.6%

6 % (see Figure 2.4.2).
E— T T Regarding real GDP growth, market expectations
4 * are roughly in line with the NBG's baseline macroe-
, T - conomic forecasts. The average forecast amounts to
2018 2019 2020 2021 2022 2023 10.3% and the median to 10.1%. The range of market

Figure 2.4.1. Actual average inflation (2018-2020) and the distri-

bution of market participants’ forecasts (2021-2023) expectations about economic growth in 2021 is nota-

bly quite wide and equals 6.2 percentage points. This

Source: National Bank of Georgia.
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The monetary policy rate (MPR) is expected to fall
in the wake of descending inflation expectations,
reaching its neutral level (currently evaluated at
6.5%) in the medium term. However, MPR expecta-
tions are characterized by high variability.
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Figure 2.4.2. Actual monetary policy rate (2018-2020) and the
distribution of market participants’ forecasts (2021-2023)

Source: National Bank of Georgia.

Market expectations about real GDP growth are
roughly in line with the NBG's baseline macroeco-
nomic forecasts.
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Figure 2.4.3. Actual real GDP growth (2018-2020) and the distri-
bution of market participants’ forecasts (2021-2023)

Source: National Bank of Georgia.

is reflective of elevated uncertainties. The average eco-
nomic growth forecast for 2022 stands at 5.9%, while
the median rate is 6%. In 2023, real GDP is anticipated
to grow on average by 5.3%, while the median rate is
set at 5.4% (see Figure 2.4.3).
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3 MONETARY POLICY

Annual inflation stood at 12.3% in September. Recently, high inflation has become a significant challenge
for Georgia as well as for other developing and developed countries. The driving forces of high inflation
are still mainly one-off factors that are independent from monetary policy. Particularly noteworthy are the
significant increases in USD prices of food items and a rise in oil prices on international markets, which have
recently accelerated even further. The rapid growth of international transportation costs have also increased
inflationary pressure. As for aggregate demand, fiscal stimulus remains, while the lending rate has increased.
The increased contribution of foreign currency loans to the increase of lending, against the backdrop of in-
creased GEL funding costs, are also worth noting. According to the current forecast, inflation will remain at
a high level for the rest of the year and, under other conditions remaining equal, will significantly decrease
from the spring of 2022. Given that the contribution of temporary factors will continue to be a driving force
for inflation, and considering that the monetary policy stance is already tight, the Monetary Policy Committee
thus decided to keep the policy rate unchanged at 10%.

On 27 October, given that temporary factors will Risks towards inflation growth have been identified
continue to be a driving force for inflation and  since the beginning of the year. These are mainly due
considering that the monetary policy stance is al-  to the acceleration of price growth dynamics on in-

ready tight, the Monetary Policy Committee de-  ternational commodity markets. Prices for oil products
cided to keep the policy rate unchanged at 10%. and some food groups have risen significantly. In addi-
1% - tion, international transportation costs have increased,

which put additional pressure on prices of imported
10% 1 products. From April, aggregate demand started to
9% activate to a greater extent than had been expected.
Against the background of still strong fiscal stimulus,
the moderate but accelerated rate of lending also had
7% - some effect on inflationary processes. In light of these
factors, and in order to curb inflation expectations, be-
tween the beginning of the year and August, the Mon-
5% - etary Policy Committee thus increased the interest rate
by 2 pp to 10%, subsequently leaving this unchanged

8% -

6% -

A%, .
% at the September session.
37 T T T T T T T T T T T T T T T T T T T T T T T
° B3RO0 —NANND T VO N QDN G The world economy has faced many challenges
5329506339359885063354259 due to the pandemic. One important factor in this re-
U L20<zZ30 SqEs203270 o< gard concerns the accelerated pace of price increases,
Figure 3.1. Monetary policy rate which remains a recent concern in both developed and
Source: National Bank of Georgia developing countries. Increased inflation is also a chal-

lenge for Georgia. Annual inflation stood at 12.3% in
September. This high level of inflation is mainly due to
one-off factors that became evident globally in 2020-
2021. According to preliminary estimates, these ex-
ogenous factors have made a contribution of about 8
percentage points to headline inflation. In this regard,
the significant increases in USD prices of food items
and a rise in oil prices on international markets, which
have recently accelerated even further, are particularly
noteworthy. The rapid growth of international trans-
portation costs have also added to the pressure.
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The dollarization of deposits and loans contin-
ues to decline. This is largely a result of larization
measures, including macroprudential instruments.
The recent changes to reserve requirements will
also contribute to this trend.
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Figure 3.2. Dollarization of loans and deposits (excluding
the exchange rate effect)
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As for aggregate demand, according to the updat-
ed forecast, a real GDP growth of 10% is expected in
2021, which is mainly due to still sizeable fiscal stimu-
lus, pent-up demand and a high growth rate of lend-
ing. The latter has recently increased, with the increased
contribution of foreign currency loans against the back-
drop of increased GEL funding costs being particularly
noteworthy. Although strong credit activity is a boost to
current economic activity, it also hinders the reduction
of inflation.

Inflation will remain high for the rest of the year. In
December 2021 and January-February 2022, the base
effect from the utility fee subsidy program of the previ-
ous year will have an additional upward impact on an-
nual inflation. According to the current forecast, other
things being equal, inflation will decline starting from
spring 2022. Along with the fading-out of temporary
factors, this will be facilitated by tight monetary poli-
cy and fiscal consolidation. Given that the contribution
of temporary factors to inflation will continue to be a
driving force and, considering that the monetary policy
stance is already tight, the Monetary Policy Committee
decided to keep the policy rate at the current 10% level.
Nevertheless, in the face of strong supply-side shocks,
the threat of an acceleration of inflation expectations
continues to be relevant. In addition, inflationary risks
persist and their materialization may warrant a further
tightening of monetary policy.

A gradual re-opening of the economy has also had
a positive effect on Georgia's foreign trade turnover.
According to preliminary data, exports of goods in Jan-
uary-September increased by 24% annually and are
about 9% higher compared to the same period in 2019.
Revenues from international travelers increased by 73%
year on year in the first nine months of the year, though
still representing a decline of 66% compared to the
same period in 2019. Imports also increased against the
backdrop of higher domestic demand, rising by 22%
in January-September, reflecting growth of about 3%
compared to 2019.

High dollarization remains a challenge for the coun-
try and, in addition to limiting the effectiveness of mon-
etary policy, also carries risks to financial stability. In ad-
dition, it hinders the improvement of credit ratings and,
consequently, impacts investment and employment.
Thus, the NBG is constantly analyzing its dynamics. The
dollarization of loans is gradually decreasing, which re-
duces currency and related credit risks to individual bor-
rowers. The dollarization of total loans has decreased
by 2.8 pp from the beginning of the year (excluding the
exchange rate effect) and stood at 51.4% at the end of
September. The dynamics of the dollarization of depos-
its continued in 2021, which was facilitated by the high
differential between the interest rates on GEL and for-
eign currency deposits. The dollarization of deposits of
individuals and legal entities decreased by 1.8 pp from
the beginning of the year to September and stood at
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64.4% (excluding the exchange rate effect). In order
to encourage the de-dollarization of deposits, from 6
July an amendment came into force that directed min-
imum reserve requirements for foreign currency funds
to be determined individually for each commercial
bank according to their deposit dollarization. This re-
duces the reserve requirements for banks with deposit
dollarization rates of 40-70%.

To ensure the efficiency of monetary policy, it is im-
portant that changes in the monetary policy rate are re-
flected on interbank interest rates and ultimately affect
the real economy. Currently, the banking sector op-
erates under a short-term liquidity deficit. When nec-
essary, commercial banks generally obtain additional
liquidity through refinancing loans, which is the main
instrument of the NBG. In addition, the NBG provides
liquidity support through temporary instruments, such
as swap operations and a liquidity supply instrument
to facilitate lending to small- and medium-sized busi-
nesses. It should be noted that these temporary instru-
ments are also made available to microfinance organi-
zations through banks. The NBG provides the required
amount of short-term liquidity to ensure that interest
rates in the interbank money market vary around the
policy rate.

Interbank money market rates vary around the monetary policy rate.

12% A

10%

8%

6%

4%

2% -

- 400
350
300
250
200
150
100
50

GEL Millions

0%

TIBR Volume (Right Axis)
—TIBR (Left Axis)
NBG O/N Credit Facility (Left Axis)

Figure 3.3. Interbank money market
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National Bank of Georgia - Monetary Policy Report - October 2021

REPO Volumes (Right Axis)
——NBG Policy Rate (Left Axis)
——NBG O/N Deposit Facility (Left Axis)

31



2 Sanapiro Str., Thilisi 0114, Georgia
Tel.: (995 32) 240 6480; Fax: (995 32) 240 6571; Hot line: (995 32) 240 6406
E-mail: info@nbg.ge; www.nbg.ge

LogobmM3gmMm™L gbhm3zbymo 00b30
National Bank of Georgia



	Monetary policy decision
	Brief Overview
	1 Current Macroeconomic Situation
	1.1 Overview of the Global Economy
	1.2 External Demand and Balance of Payments
	1.3 Overview of the Domestic Economy
	1.3.1 Aggregate Demand
	1.3.2 Output

	1.4 Financial Market and Trends
	1.4.1 Loans
	1.4.2 Interest Rates and Credit Constraints
	1.4.3 Exchange Rate

	1.5 Labor market
	1.6 Consumer prices

	2 Macroeconomic Forecast
	2.1 Baseline Macroeconomic Forecast
	2.1.1 Baseline Forecast Scenario Risks

	2.2 Comparison with the Previous Forecast
	2.3 Alternative Forecast Scenario
	2.4	FORECASTS OF FINANCIAL MARKET PARTICIPANTS

	3 Monetary Policy

