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MONETARY POLICY DECISION

The National Bank of Georgia (NBG) has begun a gradual exit from its tight monetary policy and has
reduced the policy rate to 10.5%.

The role of the National Bank of Georgia (NBG) is to affect aggregate demand and inflation expectations
by changing the interest rate so that, in the medium term, inflation is kept near its 3% target level. Low and
stable inflation supports employment and stable economic growth, which has gained more importance under
the current uncertain circumstances.

After reaching a peak of 13.9%, headline inflation in Georgia has significantly decreased and approached
the 3% target level. The pace of this reduction was faster than expected. The main source of the decline was
the recent elimination of pressure coming from the international markets and the strengthening of the GEL
exchange rate. Domestic inflation also has a downward trend and is expected to decrease further during the
year, albeit at a relatively slow pace. Against the background of these trends, inflationary expectations are de-
creasing. During the current year, price pressure from aggregate demand is not expected, which is supported
by a steady credit growth rate, as a result of the still-tight monetary policy, and fiscal consolidation. Other
things being equal, these factors will make it possible to gradually reduce the monetary policy rate during the
year at a slow pace.

According to the current macroeconomic forecast, the annual inflation rate is expected to fall below the
target in the short term and then to stabilize at around 3% in the medium term. After a prolonged period of
high inflation, below-target inflation in the short run will help a further normalization of long-term inflation
expectations, which is a prerequisite for price stability. At this stage, there are no clear signs of a wage-price
spiral developing; however, unit labor costs have increased and inflationary pressure from the labor market is
still noteworthy. Under such uncertain circumstances, it is expected that the NBG will continue to reduce the
monetary policy rate only at a slow pace.

Changes made to interest rates are transmitted to the economy gradually and will be fully reflected in
about 4-6 quarters. If factors amplifying inflation expectations become apparent, the monetary policy stance
might need to be tightened further or the current level be maintained 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. This means that the medium-term inflation rate will be close to 3%.
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BRIEF OVERVIEW

BRIEF OVERVIEW

According to the current baseline forecast, annual inflation will be close to its target in the second quarter of
the year and will stabilize around it in the medium term. This is reflective of a faster decline in inflation than
previously forecast which was mostly a consequence of a sharper-than-expected decrease in international
commodity prices and the appreciation of the GEL exchange rate. Although the reduction in inflation mostly
stems from imported inflation, there are also early signs of a normalization of domestic inflation amid the
maintenance of tight monetary policy. Following the double-digit economic growth of the last two years,
which has eliminated the economic slack caused by the pandemic, the forecast of a moderate 5% growth
of real GDP in 2023 is an indicator of still-strong aggregate demand. Therefore, amid high uncertainty, and
given the long deviation of inflation from its target it is expected that the National Bank of Georgia will only
gradually reduce the policy rate over the medium term so as to ensure the stabilization of inflation around its
target with tight monetary policy.

The annual inflation rate has been rapidly declining
in recent periods and averaged 7.6% in the first quar-
ter of 2023. According to the current baseline forecast,
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tually stabilize around it in the medium term. it in the medium term (see Figure 1). In the short run,
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growth forecast for 2023 to 5% (see Figure 2), even
though much lower growth is expected in the second
quarter of the year due to the high base effect. Fol-
lowing the double-digit economic growth of the last
two years, which eliminated the downturn caused by
the pandemic, the forecast for 2023 is still indicative of
strong aggregate demand.

Figure 1. Headline CPI inflation forecast

Source: National Bank of Georgia (NBG), National Statistics Office
of Georgia (GeoStat)

Amid strong demand, inflationary risks remain. The
geopolitical situation in the region is still tense, and the
endurance of the declining dynamics of commodity
prices has recently been called into question. In addi-
tion, local factors that hinder the reduction of domes-
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BRIEF OVERVIEW

Amid expectations of further growth in consumer
spending and investments, real GDP is projected
to grow by 5% in 2023.
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Figure 2. Annual growth forecast of real GDP

Source: NBG, GeoStat

Even though inflation has dropped sharply in the
current period, considering inflationary risks and
ongoing uncertainty, monetary policy will only be
eased gradually.
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Figure 3. Monetary policy rate forecast

Source: NBG

National Bank of Georgia - Monetary Policy Report - May 2023

tic inflation are noteworthy. Taking into account that
inflation in Georgia has deviated from its target for a
long time, there is a risk of a delayed convergence,
which may have a high negative impact if materialized
and may significantly worsen long-term expectations.
In terms of a preventive response to this threat, it is
optimal to ease monetary policy only gradually to
ensure the stabilization of inflation and inflation ex-
pectations around the target rate, including through
some undershooting of the target in the short run (see
Figure 3). After that, the policy rate will gradually ap-
proach its neutral level (currently estimated at 7%).

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.
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1 CURRENT MACROECONOMIC SITUATION

Amid the ongoing Russia-Ukraine war, there is high uncertainty surrounding the recovery of the global econ-
omy this year. Despite some retreat, prices on international commodity markets remain high, putting pressure
on inflation globally, including in Georgia’s main trading partners. This situation has necessitated a sharp
tightening of the monetary policies of central banks. However, amid tightened financial conditions, a clear
trend of disinflation has been observed. On the other hand, despite the slowdown in the economic growth of
partner countries, external demand in Georgia is strong. The volume of exports of goods, travel revenues as
well as remittances continue to grow. Therefore, according to the current forecast, the current account deficit
is expected to remain relatively low in 2023. Considering these factors, high economic growth has been main-
tained overall while annual inflation has a downward trend and has already approached its target.

1.1 OVERVIEW OF THE GLOBAL ECONOMY

1.1.1 OVERVIEW OF TRADE PARTNER ECON-
OMIES

In 2023, along with a reduction of inflationary _After the COVID-19 pandemic and amid Russia’s
pressures, global economic activity is expected to ~ Military aggression in Ukraine, uncertainty around the
improve slightly. However, uncertainty is also high ~ recovery of the global economy remains high. Last

as a result of the ongoing Russia-Ukraine war. year, as a result of price pressures on international
commodity markets and supply disruptions, inflation

and its expectations increased significantly in almost
all countries, in response to which central banks had to
sharply tighten their monetary policies. This effect has
been maintained this year and the tightened financial
conditions in some countries, along with the reduction
of inflationary pressures, have created some problems
in terms of both economic activity and financial stabil-
ity. Therefore, according to the International Monetary
Fund'’s (IMF) April forecast?, global economic growth
in 2023 will be 2.8%, which is 0.1 percentage point (pp)
lower than the previous forecast.? In addition, global
inflation pressures should decrease and inflation is ex-
pected to be 7% in 2023.3 For emerging and develop-
- — —Effective ing countries, real GDP is forecast to grow by 3.9% in
2023, while annual inflation is projected to be at 8.6%.*
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A high inflationary environment has prevailed in
both developed as well as in emerging and devel-
oping countries in the first quarter of 2023. This was
mostly related to the challenges surrounding the Rus-
sia-Ukraine war and the still-high commodity prices
on international markets. However, it should be noted

Figure 1.1.1. Real GDP growth of economic partners

Source: IMF

1 International Monetary Fund. 2023. The World Economic
Outlook: A Rocky Recovery. Washington, D.C., April. (Hereaf-
ter: WEO April, 2023).

2  International Monetary Fund. 2023. The World Economic
Outlook Update: Inflation Peaking amid Low Growth. Wash-
ington, D.C., January.

3 WEO April, 2023.

4 Ibid.
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CURRENT MACROECONOMIC SITUATION

A high-inflationary environment is still maintained
in Georgia’s trading partner countries, including
the United States and the eurozone. However,
both oil and food prices have followed a down-
ward trend, which creates positive expectations
for the future.
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Figure 1.1.2. Headline Inflation rates of economic part-
ners

Source: IMF

National Bank of Georgia - Monetary Policy Report - May 2023

that both oil and food prices have recently followed a
downward trend (see section 1.1.2 of this report).

According to preliminary estimates, the pace of
economic activity in the United States improved
slightly in the first quarter of 2023. Based on the Jan-
uary-February data, consumer sentiment and retail
sales improved. This was supported by the reduced
dynamics of consumer prices. The employment rate
also increased. Although several large banks in the US
have recently faced significant financial problems, the
timely intervention of the government and the Federal
Reserve System has minimized the economic damage.
Annual inflation stood at 5% in March. According to
the IMF's April forecast, real economic growth in the
US will be 1.6% in 2023. Annual inflation is projected
to be 4.5% in 2023.°

In the first quarter of 2023, the pace of econom-
ic activity improved slightly in the eurozone. This
was mostly related to the recovery of supply chains,
reduced prices of oil and other energy products, and
decreasing dynamics of inflation. As a result, consumer
and business sentiment improved slightly. In March,
the annual rate of inflation stood at 6.9%. According
to the IMF, the real economic growth forecast for the
eurozone for 2023 is 0.8%. While annual inflation is
projected to be 5.3%.°

In the first quarter of 2023, economic activity slowed
in Tiirkiye. This was mostly due to the earthquakes
that occurred in the south of the country in February,
which, along with high human casualties, resulted in
infrastructural damage and supply delays in the re-
gion. However, external demand was strong. Accord-
ing to the January-February data, the volume exported
goods increased significantly. Inflationary pressure re-
mains high, with annual inflation standing at 50.5% in
March, although the central bank continues to tighten
the monetary policy. According to the IMF, real GDP
growth will be 2.7% in 2023, while annual inflation is
expected to be 50.6%.’

Due to the economic sanctions imposed by the
West and war-related costs, economic activity in Rus-
sia decreased further in the first quarter of 2023. The
business environment worsened, and investments de-
clined. Military mobilization has created a labor short-
age amid historically low levels of unemployment. In
addition, amid the globally reduced prices of energy
carriers and the Western embargo, the external sec-
tor continues to deteriorate. Despite the recent sharp
depreciation of the Russian ruble, annual inflation
decreased and equaled 3.5% in March. According to
the IMF, Russia’s real economic growth will be 0.7%
in 2023, while annual inflation is projected to be 7%.8

Ibid.
Ibid.
Ibid.
Ibid.
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In 2022-2023, alongside a high inflationary en-
vironment, the majority of the central banks of
Georgia’s trading partners tightened their mone-
tary policies. One exception to this was Tlirkiye,
where, despite high inflation, the monetary policy
rate has long been gradually declining.
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Figure 1.1.3. Monetary policy rates in Georgia’s trading
partners

Source: www.cbrates.com

National Bank of Georgia - Monetary Policy Report - May 2023

Russia’s ongoing war has had a devastating impact
on Ukraine, both socially and economically. Various
critical infrastructure has been destroyed that has re-
duced the potential of the economy. According to the
IMF, Ukraine's real economy is estimated to decline by
3% in 2023, while inflation is expected to be 21.1%.°
It should be stressed that, amid the war, the civilized
world, including Georgia, supports Ukraine.

According to preliminary estimates, in the first quar-
ter of 2023, economic activity slowed slightly in Arme-
nia compared to the previous quarter. This was mostly
due to weakened industrial production and lower retail
sales. Also, the ongoing military tension with Azerbai-
jan regarding Nagorno-Karabakh has had a negative
effect. However, it should be noted that credit activity
increased during this period. The annual inflation rate
decreased and stood at 5.4% in March. According to
the IMF, the real GDP forecast for Armenia is 5.5% in
2023, while annual inflation is expected to be 7.1%.%°

In the first quarter of 2023, the improvement of
growth continued in Azerbaijan. This was mostly due
to the non-oil sector, where industrial production in-
creased significantly. However, overall activity has
been negatively impacted by reduced oil prices and
military tensions with Armenia. At the same time, the
annual rate of inflation remained high and stood at
13.6% in March. According to the IMF's forecasts, real
GDP growth in Azerbaijan will be 3% in 2023, while the
annual inflation rate is expected to be 11.3%."

In the first quarter of 2023, the central banks of
the majority of Georgia’s main trading partners further
tightened their monetary policies in response to the
still-high inflation and inflation expectations. In par-
ticular, in March, the U.S. Federal Reserve raised its
federal funds rate to the 4.75-5% range, and the Eu-
ropean Central Bank further increased its policy rate
to 3.5%.

9 Ibid.
10 Ibid.
11 Ibid.
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In the first quarter of 2023, the downward trend
in food prices continued, but these still exceed
pre-pandemic levels.
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Figure 1.1.4. International food price index

Source: FAO
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1.1.2 OVERVIEW OF INTERNATIONAL MARKETS

In the first quarter of 2023, prices continued to de-
cline on international commodity markets. Russia’s in-
vasion of Ukraine initially led to a significant increase
in prices on world commodity markets, but prices sub-
sequently fell with the opening of humanitarian cor-
ridors created by the European Union and the grain
export agreement concerning Black Sea ports. The in-
ternational food price index has been declining since
March 2022 and this trend has continued into 2023,
being supported by an increase in the supply of food
on international markets.

The International Food Price Index of the Food and
Agriculture Organization of the United Nations de-
creased by 2.1% in March 2023 compared to the pre-
vious month and by 20.5% annually (see Figure 1.1.4).
The drop in this index in the first quarter of 2023 was
caused by a decrease in prices for almost all commod-
ity categories aside from sugar and meat, which rose.
Despite the decline in international food prices, they
remain above the pre-pandemic level, and uncertainty
about their expected dynamics continues to be high.

One of the factors determining the decline of pric-
es on international commodity markets was the de-
crease in grain prices. In March, the grain price index
decreased by 5.6% compared to the previous month
and by 18.6% compared to the previous year. This de-
crease was related to a global decline in prices for all
major grain categories, as driven by increased global
supply and strong competition among exporters. The
extension of the agreement on the export of grain
from Ukraine to Black Sea ports also contributed to
lower prices. The downward trend in grain prices is ex-
pected to continue in the future, driven by increased
production in Australia, Russia and the EU, which will
further strengthen the global supply outlook and en-
sure competitive prices.

In March, international markets also saw a down-
ward trend in prices for vegetable oil and dairy prod-
ucts. The price index for vegetable oil decreased by
3.0% in March compared to the previous month and
by 47.7% compared to the previous year. Sunflower
oil prices also continued to decline due to abundant
global supplies. This general decrease was hampered
by rising prices on meat and sugar over the past three
months. Sugar prices have risen by 1.5% since Febru-
ary and has reached their highest level since October
2016. This increase was mainly due to lower produc-
tion in India, Thailand and China.

After the start of the Russian-Ukrainian war, in light
of the sanctions imposed against Russia, a significant
drop in oil supply was expected and oil prices rose
sharply at the beginning of 2022. However, there has
recently been a positive trend. In March 2023, the av-
erage price of Brent oil decreased by 5.1% compared
to the previous month and amounted to USD 78.4 per

10



CURRENT MACROECONOMIC SITUATION

The downward trend in fuel prices that began in
the second half of 2022 continued into the first
quarter of 2023.
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Figure 1.1.5. Petrol price index (Jan 2021=100)

Source: EU Commission, Statista, NBG calculations

In line with the gradual easing of pandemic-relat-
ed restrictions and the drop of oil prices, the cost
of international transportation has continued to
decline and has approached pre-pandemic levels.
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Figure 1.1.5. Average shipping cost of a 40-foot container
worldwide

Source: Statista
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barrel. Despite this recent decline, oil prices remain
18.6% higher than the same, pre-crisis, period in 2019.
As Brent crude prices decline, so do gasoline prices in
Europe and Georgia (see Figure 1.1.5).

In the European market, the cost of fuel decreased
by 0.2% in March as compared to the previous month.
The average price of gasoline per litre in Georgia
decreased by GEL 0.11 (5.0%) compared to February,
partly reflecting the shift of oil importing companies to
Russian oil. However, uncertainty around oil prices on
the international market is high. The recent decision
by the Organization of Petroleum Exporting Countries
(OPEC) to cut oil production has heightened market
uncertainty, which has been reflected in some fluctua-
tions in European crude and Brent fuel prices, thereby
intensifying risks of price growth.

On the other hand, amid the risks of a global reces-
sion and a high inflationary environment, a decrease in
oil demand is expected, which will push prices down.
Given these risks, according to the updated April 2023
forecast of the International Energy Association, the
average Brent oil price is expected to be around USD
85 per barrel in 2023.

With lower fuel prices and the gradual recovery of
supply chains, the cost of transportation will continue
to decline globally. The price of international shipping
peaked in September 2021 and has been on a down-
ward trend since early 2022, which has had the effect
of slowing down imported inflation. In March 2023,
freight prices decreased by 8.4% month on month and
approached pre-pandemic levels (see Figure 1.1.6).

Against the backdrop of the positive price dynamics
noted above, the pressure on inflation from interna-
tional markets has been eliminated and is helping to
reduce inflation, which has been further supported by
the recent appreciation of the lari exchange rate.

11
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Strong external demand has outweighed the ef-
fect of the appreciated exchange rate and induced
a continued rise of registered exports of goods.
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Figure 1.2.1. Annual change in registered exports of
goods

Source: GeoStat

The rise in exports of goods mainly stemmed from
an increase in external demand for consumer
goods (including re-exports of motor cars).

50% -
40% -
30% A
20% - Intermediate
Goods
10% -
0% Al_l____—_-_-_____-_-_-___._-_-_-_-_._.l
Investment
-10% + Goods
-20% A
-30%
— m — m — m — m — m —
o O"O’ O"O‘ O"O’ O“O’ O‘LD
2018 ‘ 2019 ‘ 2020 ‘ 2021 ‘ 2022 ‘2023
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1.2 EXTERNAL DEMAND AND BALANCE OF
PAYMENTS

In the first quarter of 2023, external demand re-
mained strong. Despite the fact that new challenges
to international trade arose as a consequence of Rus-
sia’s invasion of Ukraine, Georgia’s external trade turn-
over continued to grow. In the first quarter, exports
of goods exceeded pre-pandemic levels, while strong
domestic demand boosted imports of goods. As a re-
sult of increased inflows of immigrants and interna-
tional visitors, revenues from international travel were
again at a high level. It is also worth noting that in-
stant money transfers continued to rise, which further
helped narrow the current account deficit. According
to the updated projections, a moderate worsening of
the current account deficit is expected in 2023. On the
one hand, this will be induced by the deceleration of
economic growth and, consequently, of lower external
demand. On the other hand, lower competitiveness
coming from the appreciated exchange rate will widen
the trade deficit and thus negatively affect the current
account balance.

Strong external demand was reflected in the rise in
revenues from exports of goods. In the first quarter of
2023, registered exports of goods grew by 24.7% an-
nually (see Figure 1.2.1). This growth was mostly driven
by rising exports of goods in real terms, while prices of
export goods moderately decreased.

Higher demand for consumer goods was a major
contributor to the rise of exports of goods. Meanwhile,
investment goods also made a positive contribution
to the overall growth of exports (see Figure 1.2.2). The
increase in exports of consumer goods was mainly
driven by re-exports of motor cars (mostly to Arme-
nia, Kazakhstan and Kyrgyzstan). Exports of alcoholic
beverages and cigarettes-cigarillos were also substan-
tial. Meanwhile, lower exports of intermediate goods
mainly stemmed from decreased exports of ferro-al-
loys to the U.S. and Italy, lower exports of copper ores
and concentrates to China, and declined exports of
chemical fertilizers to Ukraine. In terms of investment
goods, exports of motor vehicles for the transport of
more than ten persons and automatic data processing
machines played a leading role in the overall growth.

Alongside the recovery of international tourism, the
volume of migrant flows from neighboring countries
remained at a high level. In the first quarter, the num-
ber of international visitors rose by 106.0% annually,
but remained below the same period of 2019 (down
22%). Apart from the migrant inflows related to visitors
from Russia, Belarus and Ukraine, the number of visi-
tors from the EU, Israel and India also increased.

Despite the fact that the number of visitors re-
mained below pre-pandemic levels, revenues from in-
ternational travel were 38% higher than in the same
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Revenues from international travel are on the rise
and their volume outnumbered the pre-pandemic
levels seen in 2019.
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Figure 1.2.3. Annual change in revenues from interna-
tional travelers

Source: NBG

Instant money transfers have been maintained at a
high level, mainly due to inflows from Russia.
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period of 2019. In the first quarter of 2023, such rev-
enues increased two times annually (see Figure 1.2.3).
Apart from regional countries, from where most mi-
grants came, revenues from visitors from other coun-
tries also continued to recover.

In the first quarter of 2023, instant money trans-
fers to Georgia increased by 130.3% year on year and
amounted to USD 1,256 million (see Figure 1.2.4). Such
a high volume of transfers, as in the previous quarter,
was mainly driven by increased transfers from Rus-
sia (inflows were 9.5 times higher, making a 111.3 pp
contribution to the overall growth). Aside from Russia,
transfers from the EU (9.3 pp), the US. (5.1 pp), Ka-
zakhstan (2.0 pp) and Kyrgyzstan (1.5 pp) made the
largest contributions to total growth in this period.
Due to the ongoing war, money transfers from Ukraine
were minimal, while money transfers from Georgia to
Ukraine decreased moderately on annual terms.

Due to strong economic activity, imports of goods
continued to grow, albeit at a slower pace. In the first
quarter of 2023, the growth of imports of goods de-
celerated and amounted to 21.0% (see Figure 1.2.5).
However, this deceleration is just a reflection of the
price effect. From the second half of 2022, the decel-
erated growth of prices on international markets was
reflected in lower expenses of import goods. In con-
trast to this, the growth of real imports accelerated
and amounted to 23% in the first quarter of 2023.

In the first quarter of 2023, imports of consumer
goods made the largest contribution to the overall
growth of imports (see Figure 1.2.6). The increase in
such imports predominantly stemmed from higher
purchases of motor cars, medicaments, and telephone
sets, while the rise of imports of intermediate goods
was due to higher imports of petroleum gas, coal, and
iron/steel parts. Meanwhile, the rise in imports of in-
vestment goods stemmed from higher purchases relat-
ed to increased demand for motor cars and increased
sales of motor vehicles for the transport of more than
ten persons and those for the transport of goods.

The rise in imports from regional countries was sig-
nificant, particularly those from Russia and Tirkiye; but
imports from other regions, including Germany and
the U.S. (mostly due to motor cars), made the largest
contributions to overall growth. In contrast, imports
from Ukraine fell due to impediments in production
processes and external trade obstacles resulting from
the war, while lower imports from Azerbaijan were re-
lated to decreased imports of petroleum products.

In light of higher external inflows, in the fourth
quarter of 2022 the current account deficit decreased
annually and reached USD 540 million. It is worth not-
ing that the improvement of the current account bal-
ance mainly stemmed from the record-high revenues
from exports of services, namely from travel (includ-
ing non-resident migrants) and the steadily increas-
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During the last period, the growth in nominal im-
ports of goods slowed; however, this is a reflection
of a global slowdown of prices, while real imports
continued to rise.
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Figure 1.2.5. Annual change in registered imports of goods
Source: GeoStat

In the first quarter of 2023, the rise of imports of good's
was mainly due to the growth in imports of consumer
goods (mostly motor cars).
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ing volume of workers’ remittances from abroad. The
current account deficit reached USD 1,012 million in
2022 and amounted to the historically lowest level of
deficit compared to GDP (4.1%). However, it is expect-
ed that the ratio of the current account deficit to GDP
will increase moderately to 5.3% in 2023 due to lower
external demand coming from decelerated global eco-
nomic growth and an increased trade deficit as a result
of the appreciated exchange rate.

In the fourth quarter of 2022, the main source of
financing the current account deficit was foreign di-
rect investments (FDI), despite the fact that such in-
flows decreased by 21% annually, amounting to USD
324 million. Reinvestments accounted for a major part
of FDL It the fourth quarter, the majority of FDI went
to the finance, real estate and communication sectors,
while investments in agriculture declined substantially.

From the perspective of savings and investments, in
the fourth quarter of 2022, as compared to the same
period of the previous year, the improvement of the
current account balance was due to a substantial in-
crease in savings, which mainly came from the lower
fiscal deficit rather than being a result of a moderate
rise in investments (see Figure 1.2.7). Similarly, the im-
provement of the current account deficit in 2022 as a
whole was also related to the rise in savings.
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Due to the rise of the trade deficit the current account
deficit is expected to increase moderately in 2023.
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Source: NBG

In 2022, the improvement of the current account deficit
was mainly due to the rise of savings (along with a de-
cline of the fiscal deficit).
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In the fourth quarter of 2022, as well as through-
out the year, the high growth of the economy was
caused by strong foreign inflows and investments.
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1.3 OVERVIEW OF THE DOMESTIC ECONOMY

1.3.1 AGGREGATE DEMAND

In the fourth quarter of 2022, the real gross domes-
tic product increased by 9.7% compared to the corre-
sponding period of the previous year.

Like in the second and third quarters of 2022, the
high growth of the economy in the fourth quarter of
the year was largely due to strong foreign inflows. In
2022, tourism in Georgia largely recovered. Due to the
war in Ukraine, the number of migrants to Georgia sig-
nificantly increased, and remittances from abroad rose
notably. Against the background of these factors, in the
fourth quarter exports of services increased by 77.8%
year on year in real terms. In total, exports of goods
and services increased by 28.5%, which significantly
outweighed the increase in imports of goods and ser-
vices (12.5%). Ultimately, net exports contributed 4.9
percentage points (pp) to the economy’s growth.

Over the same period, investments caused real GDP
to rise by an additional 5.8 pp. Contrary to the trend of
increasing investments, the contribution of consump-
tion to economic growth has recently turned negative
— a reflection of slower lending and fiscal consolida-
tion. In the fourth quarter of 2022, the contribution of
consumption amounted to a negative 1.0 pp (see Fig-
ure 1.3.1).
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The largest share of economic growth came from
services, which was facilitated by an increased
number of foreign citizens in Georgia.
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Figure 1.3.3. Contribution of sectors of the economy to
real GDP growth
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1.3.2 OUTPUT

In the fourth quarter of 2022, services were the
main drivers of the 9.7% economic growth, making a
contribution of 6.4 pp. The contribution of industrial
sectors amounted to 3.5 pp, while agriculture made a
negative 0.1 pp contribution to economic growth (see
Figure 1.3.2).

The high level of economic growth was ensured by
the foreign sector. The sharp increase in the number
of foreign citizens in the country contributed to the
improvement of the service sector. In particular, the
trade, transport, accommodation and food supply, in-
formation and communication, art, and entertainment
and recreation sectors made a 6.2 pp contribution to
economic growth.

Among the industrial sectors, the 33.2% growth of
construction (making a 2.4 pp contribution to eco-
nomic growth), 5.0% growth of manufacturing indus-
try (a contribution of 0.5 pp) and 25.3% growth of min-
ing industry (a contribution of 0.3 pp) are particularly
notable.
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In March, as a result of an increase in loans issued
to legal entities, the growth of the annual loan
portfolio increased and equaled 13.8%, excluding
the effect of exchange rate fluctuations.
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loans (excluding the exchange rate effect)

Source: NBG

The growth of the loan portfolio was mainly driven
by an increase in domestic currency loans.

55% -
45% -
National
35% A Currency Loans
(Annual Growth)
25% -
15% A
5%
-5% 4
© O N N 0 0 OO OO OO 1 A N N M
oo St A s A Qe al gl o
(© © © (© © © (© ©
s F=3=3=8=8=8=8 =

O Total Portfolio (Annual Growth)
m National Currency Loans (cont. to growth)
Foreign Currency Loans (cont. to growth)

Figure 1.4.2. Annual growth rates of domestic and foreign
currency loans (excluding the exchange rate effect)

Source: NBG

National Bank of Georgia - Monetary Policy Report - May 2023

1.4 FINANCIAL MARKET AND TRENDS

1.4.1 LOANS

In March 2023, relative to December 2022, the
growth of the loan portfolio increased by 1.7 pp and
equaled 13.8% (excluding the effect of exchange rate
fluctuations). During this period, the growth rate of re-
tail loans decreased slightly and equaled 15.8%, while
the growth of loans to legal entities decreased by 3.6
pp to 11.6% (see Figure 1.4.1). The growth in business
loans was primarily driven by an increase in loans is-
sued to the agriculture sector. According to the credit
conditions survey, representatives of the banking sec-
tor expect a slight increase in demand for retail and
business loans over the next quarter.

In terms of currencies, it is important to empha-
size that the growth of the loan portfolio in the first
quarter of 2023 was mainly driven by domestic cur-
rency loans (see Figure 1.4.2). However, the trend of
increasing foreign currency loans is also noteworthy.
In the first quarter, the annual growth rate of foreign
currency-denominated loans increased by 3.5 pp and
equaled 11.3%, while the growth rate of loans issued
in the domestic currency did not change significantly
and stood at 16.4%. Consequently, in the first quar-
ter, the loan larization ratio increased only slightly and
equaled 55.5%, excluding the effect of exchange rate
fluctuations. It is expected that the larization (de-dol-
larization) process will continue in the future. Recent
changes made to reserve requirements and macro
prudential measures will motivate banks to increase
larization, which is one step towards reducing risks to
financial stability.

18



CURRENT MACROECONOMIC SITUATION

Interest rates on government securities decreased
slightly in the first quarter of 2023 as a result of
expectations of a monetary policy rate reduction.
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Figure 1.4.3. Interest rates on government securities
Source: NBG

The spread between long- and short-term inter-
est rates remained negative. This is a reflection of
expectations of decreasing inflation and, conse-
quently, of a fall in the policy rate.
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Figure 1.4.4. Spread between the monetary policy rate
and the yield curve
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1.4.2 INTEREST RATES AND CREDIT CON-
STRAINTS

In March, the monetary policy rate was 11.0%. In
the first quarter of 2023, interest rates on government
securities decreased slightly (see Figure 1.4.3). Com-
pared to the previous quarter, the spread between
long- and short-term interest rates increased slightly.
This indicator remains at a low level, which suggests
the increased credibility of monetary policy instru-
ments and the improved predictability of the mon-
etary policy rate. Compared to long-term rates, the
higher short-term rates were, in part, a reflection of
financial market expectations 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 March, relative to December, interest rates on do-
mestic and foreign currency deposits did not change
significantly and equaled 11.2% and 1.5%, respectively.
According to the credit conditions survey, represent-
atives of the banking sector do not expect significant
changes in the cost of funds over the next quarter.
According to the same survey, interest rate conditions
have tightened slightly for retail loans issued in both
domestic and foreign currencies. Interest rate condi-
tions for business loans issued in foreign currency also
tightened slightly.

In March, relative to December, interest rates on re-
tail and small and medium enterprises (SMEs) loans in-
creased slightly to equal 16.4% and 11.7% respectively,
while interest rates for corporate loans decreased by
1.0 pp to 10.9%.

As of March, relative to December, average interest
rates on the stock of loans issued to legal entities in
both domestic and foreign currencies did not change
significantly, standing at 14.0% and 9.0% respectively
(see Figure 1.4.5). Representatives of the banking sec-
tor expect a slight increase in interest rates for foreign
currency loans over the next quarter.
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In March, similar to previous months, average
interest rates for loans issued to legal entities in
the domestic currency remain significantly high
compared to foreign currency loans, despite the
increase of the latter in recent periods.
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Figure 1.4.5. Average interest rates on business loans
Source: NBG

The real effective exchange rate remains appreci-
ated. In the first quarter of the current year, annual
appreciation was 15.6%.
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1.4.3 EXCHANGE RATE

In the first quarter of 2023, the lari exchange rate
continued to appreciate. The GEL nominal exchange
rate appreciated against the US dollar by 3.5%, but
depreciated insignificantly by 1.6% against the euro
compared to the previous quarter. The GEL continued
to appreciate against the Turkish lira (4.8%) and the
Russian ruble (17.3%). In the same period, the nomi-
nal effective exchange rate appreciated by 4.7% on a
quarterly basis and by 25.3% on an annual basis.

In terms of the price-adjusted exchange rate, in
the first quarter of 2023 the real effective exchange
rate appreciated by 1.7% on a quarterly basis and by
15.6% on a year-on-year basis (see Figure 1.4.6). The
annual appreciation was due to the appreciation of
the nominal effective exchange rate. However, the re-
duced competitiveness of the economy due to the real
appreciation of the lari was partially balanced by the
fact that the increase in consumer prices in Georgia
was lower than those of its trading partners (see Figure
1.4.7). Similarly, for future periods, the lost competi-
tiveness of the economy related to the real appreci-
ation of the lari can be rebuilt not only by the depre-
ciation of the lari nominal exchange rate, but also by
significantly reducing inflation in Georgia compared to
that of its trading partners. It should be noted that,
according to the latest data, the lari real exchange rate
has appreciated against the currencies of most trading
partners (see Table 1.4.1).
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The annual appreciation of the real effective ex-
change rate was caused by both the appreciation
of the nominal effective exchange rate of the lari
and the increase in local prices.

40

30 A1 Annual Change of Nominal Effective
Exchange Rate of Lari

20 A

Annual Inflation in Georgia

10 +
0 -

-10 -

-20 A

-30 A
—~ M =4 M -4 M =4 M |- M [+ M |
c oo oo oo oo oo o
2017 | 2018 | 2019 | 2020 | 2021 | 2022 |2023

==g==Annual Change of Real Effective Exchange Rate of Lari
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Source: NBG

*The real exchange rate and its components are presented in the
form of logarithmic values, and therefore their annual changes
are a first-order approximation of percentage changes.

The real effective exchange rate appreciation is caused by real appreciation of the lari against all major trad-
ing partners, except for Russia and Armenia.

Change in Nominal Change in Real Ex- Contrlbu.tlon o
Exchange Rate % change Rate % SEEIR R 25
change Rate, pp

Effective exchange rate 25.3 15.6 15.6
Eurozone 234 23.0 3.8
Turkiye 59.7 113 22
Ukraine 50.9 31.0 11
Armenia -5.0 -4.6 -04
us 17.9 19.9 16
Russia -0.9 -1.6 -0.3
Azerbaijan 17.8 115 1.0
China 271 351 4.5
Bulgaria 234 14.9 0.6
Poland 25.8 15.0 0.3

Table 1.4.1. Effective exchange rates annual growth (first quarter of 2023)
Source: NBG

* Growth implies appreciation of the lari

National Bank of Georgia - Monetary Policy Report - May 2023 2 1
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The annual growth of the unit labor cost rose to 13.5%,
meaning that inflationary pressures from the labor mar-
ket remain a factor to watch out for.
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1.5 LABOR MARKET

In the fourth quarter of 2022, the country’s eco-
nomic productivity (real value added per employee)
rose by 6.8% on a yearly basis (see Figure 1.5.1). Over
the same period, the nominal wage growth for em-
ployed workers was 21.2%, and the average monthly
gross wage reached GEL 1,774.

Higher wage growth compared to productivity
growth pushed up the unit labor cost (ULC) by 13.5%
year on year. At this stage, there are no clear signs of
the development of a wage-price spiral, although the
annual growth of the ULC has increased, which means
that inflationary pressure from the labor market is still
a noteworthy factor (see Figure 1.5.1).
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BOX 1. CATCHING-UP OR A WAGE-PRICE SPIRAL? UNDERSTANDING THE RE-
CENT SURGE IN WAGES

Against the backdrop of rapid, post-pandemic inflation, there has also been a trend of rapid wage growth.
This development has set off discussions of the possibility of wage-price spiral globally (a situation in which
inflationary expectations start to be priced in the wage-setting process). On the other hand, along with the
high-price environment and because of increasing profit margins, a one-time upward revision of wages has
become necessary for keeping the labor supply/employment healthy. As wages are more rigid in the short
run than prices, nominal wages are expected lag behind price growth for some time; however, against the
background of decreasing real wages, and a subsequent decline of the labor supply, an upward revision in
wages would become necessary. It is thus meaningful to analyze whether the recent acceleration of wage
growth (that is increasing more than actual inflation) indicates an emerging wage-price spiral — or is it just
a one-off catch-up process?

In this regard, it is worthwhile to look not only at the wage growth rate, which has certainly accelerated
recently, but also to analyze the levels of wages. By observing these levels, it could indicate that wages have
lagged behind in the past and we are now observing the catch-up process. In general, wage growth should
be equal to the sum of the productivity and price index growth rates. In other words, if nominal wages, after
excluding the productivity gain, increase more moderately than prices, then this indicates a deterioration of
workers' conditions that cannot last long.
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Figure 1.5.2. Comparison of inflation and wage indices Figure 1.5.3. Compensation of employees and gross oper-
(2014Q1=1)*? ating surplus as % of GDP
Source: GeoStat, NBG Source: GeoStat

Figure 1.5.2 shows the nominal wage index, after netting off productivity gain, and the price indices based
on actual and targeted inflation in Georgia. As we can see, the nominal wage index has lagged behind the
inflation index since 2019 and the gap especially increased during the pandemic when inflation accelerated.
Although wages have been increasing since 2022, which opened up concerted discussion about the pos-
sibility of a wage-price spiral, it could be that case that we are observing the catch-up process against the
background of the recent divergence between wages and prices. In turn, the lagged wage index indicates
increased profit margins of firms when a more active upward revision of wages becomes more feasible — at
such a time, it could put less pressure on prices (see Figure 1.5.3).

However, there might be several critical arguments against the above-mentioned analysis, which makes
it necessary for us to continue to keep close watch on incoming data on wage growth. On the one hand,
recent inflation is mainly driven by a commodity price shock, which usually has only transitory effects. On the
other hand, while comparing price and wage levels to each other, we keep the assumption that real wage
growth should mimic productivity improvement. However, it could be the case that some structural changes

12 The dashed line along the price index shows its possible dynamics in 2023 based on the inflation forecast, while the
index of the inflation target is projected consistent with the 3% inflation target. Potential GDP growth is used for adjusting
wage growth.
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take place in the economy when the share of less labor-intensive sectors are expanding and they retain high
profit margins. In such a scenario, they would respond to wage growth by increasing prices once again. This
encourages us to retain a tight monetary policy stance to ensure the stability of long-run inflationary expec-
tations along with the undershooting of the inflation target before convergence, and this would also reduce

the necessity for future wage growth.

Inflation in Georgia has a decreasing trend. In April,
it approached the 3% target level and amounted
to 2.7%. A trend of decreasing prices has recently
been observed on international markets. Together
with the strengthening of the GEL and the tight-
ened monetary policy, this has contributed to the
reduction of inflation.
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Figure 1.6.1. Headline and core inflation
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The decrease in inflation is mainly caused by the
decrease in prices of imported products. High do-
mestic inflation is related to food and services.
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1.6 CONSUMER PRICES

Inflation in Georgia has a decreasing trend. In April,
it approached the 3% target level and amounted to
2.7%. Core inflation, which excludes the highly volatile
prices of food, energy and cigarettes, stood at 4.7%
(see Figure 1.6.1).

The war started by Russia in Ukraine put the world
in front of new economic challenges, one of the most
acute of which has been the rise in commodity market
prices and disruptions to supply chains. These became
the main reasons for high inflation globally, including
in Georgia. However, in recent months, prices on in-
ternational commodity markets have had a decreasing
tendency. Transportation prices have also been declin-
ing and are approaching pre-pandemic levels. These
factors, together with the tightened monetary policy
and the strengthened GEL, have reduced inflation in
Georgia.

The above-mentioned factors have primarily re-
duced the inflation of imported products. In April, pric-
es of imported products decreased by 6.4% year on
year. Inflation on domestically produced products has
also seen a decreasing trend, although this remains
high, standing at 10.6% in April (see Figure 1.6.2).

High domestic inflation is related to both an in-
crease in the prices of food (meat, cheese, and bread)
and an increase in the price of services. The high infla-
tion of services is mainly related to a sharp increase in
the number of foreigners in the country. In terms of
services, the increase in the price of apartment rentals
and in cafe and restaurant services were particularly
notable. A significant part (3.9 pp) of the 10.8% service
inflation in April came from these sectors.

In terms of product groups, inflation was reduced
the most by cheaper fuel and medicines. In April, gas-
oline and diesel became 37.3% and 23.1% cheaper
respectively, making a total negative contribution to
inflation of 2.0 pp. The decrease of prices in the health-
care group is due to falling prices of widely consumed
medicines, the total contribution of which to inflation
was a negative 1.1 pp. Meanwhile, food inflation is fall-
ing, standing at 5.8% in April, making a 1.8 pp contri-
bution to inflation.

The impact of other products on inflation remained
high, where, among other components, services are
also included. This fact, to some extent, reflects a real-
ization of so-called “second round” effects and implies
the need for a tight monetary policy.
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In terms of product groups, inflation was reduced the
most because of cheaper fuel and medicines.
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Figure 1.6.3. Contribution of different products to inflation
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MACROECONOMIC FORECAST

2 MACROECONOMIC FORECAST

In 2023, inflation will moderate at a faster pace than had been expected at the onset of the year. It will stay
somewhat below the target in the short term and will then hover around it in the medium term. The fast-
er-than-expected decline in inflation was driven by the rapid normalization of international commodity prices
and by the appreciated GEL exchange rate owing to solid external inflows in the recent period. In addition,
strong external demand fueled by foreign inflows strengthens domestic spending, contributing to the upward
pressures on inflation in the short term. Meanwhile, real GDP growth is expected to average 5% in 2023 amid
moderate external inflows and the base effect resulting from the high growth of the previous year. However,
high-impact risks remain around the baseline scenario. The alternative forecast scenario presented below en-
visages the realization of relatively acute risks, towards which the National Bank would have a low tolerance.
This implies a sharp tightening of monetary policy and, if necessary, the use of additional instruments.

2.1 BASELINE MACROECONOMIC FORECAST

Amid the tight monetary policy stance, inflation
will gradually decline. In the short term, it is ex-
pected to be lower than its 3% target, before sta-
bilizing around the target in the medium term.

In the first quarter of 2023, annual inflation kept its
momentum and continued falling to 7.6%. Amid the
maintenance of tight monetary policy, the rapid reduc-
tion of inflation has been facilitated by both the base
14% - effect stemming from the high inflation of the previous
year and by the reduction of commodity products on
international markets in tandem with the appreciated
GEL exchange rate. According to the current baseline
forecast, the latter factors have had a more accelerated
effect than previously anticipated, leading inflation to
fall at a faster pace than expected in the first quarter.
In particular, inflation will be below the target in the
short term and will then converge with it from below.
Other things being equal, inflation will be around 2.8%
on average in 2023 (see Figure 2.1.1). In 2024, given
the base effect of the current year, other things being
equal, inflation will slightly exceed the target level and
will finally hover around it at the end of the year.
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Figure 2.1.1. Headline inflation

The historic and projected higher-than-targeted in-
flation is fueled by heterogeneous factors. In particular,
stronger-than-expected foreign inflows in the wake of
the Russia-Ukraine war will keep stimulating domestic
spending and demand-driven price pressures, albeit
being counterbalanced by a significantly appreciated
exchange rate. However, those effects are expected to
start fading away in the second half of 2023 in parallel
with the anticipated normalization of foreign inflows
(see Figure 2.1.2).

Source: NBG, GeoStat

Against the background of the aforementioned
factors, the normalization of aggregate demand due
to the planned fiscal consolidation and the rapid re-
duction of short-term inflation expectations will help
moderate inflation. Furthermore, exogenous factors,
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The deviation of inflation from its target has been
driven by strong demand in tandem with various
supply-side factors. On the other hand, the nor-
malization of short-term inflation expectations
and international commodity prices amid a signif-
icantly appreciated lari will lead inflation to hover
around its target in the medium term.
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Figure 2.1.2. Deviation of inflation from the target and its
decomposition

Source: NBG, GeoStat

According to the updated baseline scenario, do-
mestic consumption and investment will spur
growth in 2023, amounting to around 5%.
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Figure 2.1.3. Real GDP growth decomposition
Source: NBG, GeoStat
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such as international commodity prices, have also
been stabilizing faster than expected. In particular, in-
ternational Brent oil prices have already approached
pre-war levels, which has occurred in tandem with a
normalization of the FAO index. According to the pro-
jections of reputable international organizations (the
Energy Information Administration (EIA), Bloomberg,
etc.), food and Brent oil prices will keep dropping this
year, putting downward pressure on inflation. Howev-
er, it should be noted that the forecasts of internation-
al commodity prices are characterized by high uncer-
tainty. In particular, the recent announcements made
by OPEC about supply restrictions are worth noting as
these, to some extent, may slightly slow down the pace
of the rapid reduction in international oil prices and
put upward pressure on headline inflation.

The National Bank has recently maintained a tight
policy stance in response to inflationary risks. Even
though inflation is quickly converging with its target,
and is even expected to fall below it in the short run,
the National Bank of Georgia has become less tolerant
towards those risks that could further aggravate infla-
tion because of the multiyear deviations from the tar-
get. According to the current macroeconomic forecast,
the expected trajectory of the monetary policy rate en-
compasses its slow pace of normalization in parallel
with the mitigation of existing inflationary risks, and
will thus approach the neutral level (currently estimat-
ed at 7%) only gradually, over the medium term.

As for the economic activity of the current year,
real GDP will grow by around 5% in light of the high
base effect of the previous year. The overall potential
of the economy is showing signs of a faster-than-ex-
pected recovery in the post-pandemic period. This will
be spurred on by growing investment, including for-
eign direct investment. In addition, the sovereign risk
premium is expected to stabilize around a sustainable
level amid the adoption of adequate macroeconomic
policies, which will positively be reflected in economic
activity. At the same time, solid foreign inflows owing
to the recent geopolitical situation have reinforced
domestic spending, which will positively contribute to
growth, especially in the wake of the base effect of the
previous year. Hence, if economic growth was main-
ly driven by foreign demand in 2022, it will boosted
by domestic consumption and investments this year
(see Figure 2.1.3). However, it should be noted that the
situation is rapidly changing and uncertainties remain
acute. The current forecasts of the NBG may thus be
revised in both upward as well as downward directions.
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Recent global challenges relate to the delay in the
reduction of inflation, the slowdown of the world
economy, and the turmoil associated with the
Russia-Ukraine war.

Macroeconomic Forecast

Impact on Inflation
Risks P

A worsening of the geo-
political situation

A sharp decrease in Rus-
sia-Ukraine war-related

inflows and a deterioration ‘
of the current account

balance

Aggravation of the wage-
price spiral

Limited supply of com-
modity products to inter-
national markets

Increase in the probability
of a recession in devel-
oped countries

/ &0 I

Low-impact risk High-impact risk

4 Upward Pressure on Inflation

L Same Level of Inflation

* Downward Pressure on Inflation

Table 2.1.1 Baseline macroeconomic forecast risks

Source: NBG

National Bank of Georgia - Monetary Policy Report - May 2023

2.1.1 BASELINE FORECAST SCENARIO RISKS

Against the background of the global econom-
ic slowdown, the slower-than-expected decline in
monetary policy-relevant inflation, and uncertainty
surrounding the Russia-Ukraine war, macroeconom-
ic forecasts continue to be characterized by excep-
tional uncertainty. The high-impact risks are mostly
inflationary — the realization of which would lead to
a deviation from the baseline macroeconomic fore-
cast.

The expected trajectory of inflation significantly
depends on the indicators of foreign currency in-
flows related to the Russia-Ukraine war, as well as
to the potential escalation of the war and the nature
of its resolution. A sharp decrease in war-related in-
flows will create pressure on the foreign exchange
market to depreciate, which, given the still-high lev-
el of dollarization, will increase inflationary pressure
through the inflation expectations and input costs
channels. In addition, the above-mentioned is also
likely to reveal those channels, the adverse effects of
which have not yet been reflected on the Georgian
economy against the background of migration-re-
lated inflows.

Further escalation of the war in Ukraine could sig-
nificantly increase the riskiness of the region, divert
migrational flows to other countries, and provoke
capital outflow. This may also lead to additional sup-
ply restrictions and the imposition of new interna-
tional sanctions against Russia and/or a tightening
of existing ones.

In turn, it is worth noting that, in the background
of consecutive shocks, additional strong inflationary
pressure would increase long-run inflation expec-
tations and the likelihood of credibility shock. This,
among other things, would generate a wage-price
spiral amid a further excess of nominal wage growth
over productivity growth, and would worsen the in-
flation outlook.

In addition, the reduction of prices on interna-
tional commodity markets may be threatened by the
decrease in oil production by the Organization of the
Petroleum Exporting Countries (OPEC+) and disa-
greements related to the transportation of Ukrainian
grain through the Black Sea.

In contrast to these risks, an additional increase
in the probability of a recession in developed coun-
tries may exert downward pressure on inflation. In
particular, this would lead to a slowdown of policy
tightening by the central banks of these countries or
their reduction, which would result in their curren-
cy devaluation. Consequently, this would strengthen
the currencies of developing countries.
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According to the updated forecast expected inflation for
the short-term has decreased. The improvement of the
inflation outlook is mainly driven by the improvement of
external factors and expectations.
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As a result of improved expectations, the economy will
accelerate by one percentage point to 5% in 2023.
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2.2 COMPARISON TO THE PREVIOUS FORE-
CAST

According to the updated forecast, expected inflation
over the short-term has decreased (see Figure 2.2.1). The
improvement in the inflation outlook is primarily driven
by the improvement of external factors and local short-
term expectations. In particular, the prices of food prod-
ucts and oil on international commodity markets have
recently declined more than had been expected. Addi-
tionally, the stronger-than-expected exchange rate has
further diminished short-term inflation expectations. As
a result, contrary to the previous forecast, inflation is pro-
jected to decline to the extent that it will temporarily fall
below the 3% target rate in 2023.

According to the updated forecast, real GDP growth
will accelerate by 1 percentage point to 5% in 2023 (see
Figure 2.2.2). However, in the second quarter of the year,
taking into account the large base effect, a much low-
er annual growth rate is expected. The assumptions that
determined the economic growth projections for 2022-
2023 are consistent with those of the previous forecast.
However, after several years of decline, investments have
increased, which can be considered an accelerator of
both current and potential economic growth. The main
source of the 1 pp revision of the 2023 forecast is im-
proved expectations in the direction of investments.

Georgia is a small open economy, and the economic
stances of its trading partners thus have a significant in-
fluence on the domestic economy. The macroeconomic
forecasts thereby strongly depend on assumptions re-
garding the economic growth, inflation, and exchange
rates of the country's trading partners.

In the updated forecast, the outlook for inflation in
Georgia’s trading partners in 2023 has improved amid
lower-than-expected commaodity prices. Meanwhile, ex-
pectations for GDP growth and exchange rate deprecia-
tion against the US dollar have worsened. However, the
prospect of a strengthening the euro exchange rate is
worth noting, which would result from the expectations
of a faster monetary policy normalization in the US than
in the eurozone.
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In the updated forecast, the 2023 outlook for inflation
in Georgia’s trading partners has improved amid low-
er-than-expected commodiity prices; however, expecta-
tions regarding exchange rates and GDP growth have
worsened.
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tions for 2023
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According to the alternative scenario, with the
occurrence of particularly acute risks, the current
and financial accounts will deteriorate due to a re-
duction of foreign inflows, resulting in a slowdown
of economic growth to 3% in 2023 and to 1% in
2024.
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Figure 2.3.1. Real GDP growth according to the baseline
and alternative forecasts
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2.3 ALTERNATIVE FORECAST SCENARIO

The alternative forecast scenario considers a reali-
zation of those risks that would have an especially high
impact on inflation. In particular, the current alternative
scenario is mainly based on a sharp decrease in inflows
related to the Russia-Ukraine war and an aggravation
of the wage-price spiral. Additionally, the situation will
be further worsened by both the weakened demand
from developed countries and the constrained supply
of commodity products to international markets. If the
mentioned scenario materializes, economic activity
will experience a sharp slowdown, with GDP growth
projected to reach 3% and 1% in 2023 and 2024 re-
spectively (see Figure 2.3.1).

Under this scenario, as compared to the base-
line, the exchange rate depreciates. In particular, the
abrupt reduction of cash flows associated with the
Russia-Ukraine war will be accompanied by a decrease
in foreign demand, which, through the deteriorat-
ing current account, will exert significant devaluation
pressure. The latter, taking into account the level of
dollarization in the economy, will increase inflationary
pressure through the channels of intermediate costs
and expectations. In light of prolonged high inflation
in the past and the presence of additional strong infla-
tionary pressures, the probability of a monetary policy
credibility shock will significantly increase, leading to
a deterioration in long-term inflation expectations. In
turn, wage pressures will increase, and with nominal
wage growth exceeding productivity growth, the infla-
tion outlook will be further worsened.

The inflation outlook could be further worsened by
a deceleration in the decline of prices on internation-
al commodity markets. Hence, if this acute alternative
scenario is realized, the convergence of inflation to-
wards its target will be delayed and inflation will be
2.8 percentage points higher on average in 2023-2024
compared to the baseline scenario (see Figure 2.3.2).

The National Bank of Georgia has the lowest toler-
ance to this scenario, which would imply a sharp tight-
ening of monetary policy and the use of additional in-
struments as necessary. As compared to the baseline
scenario, the trajectory of the monetary policy rate in
2023-2024 will be shifted upward by an average of 1.7
pp and will only gradually normalize after the stabiliza-
tion of inflation expectations (see Figure 2.3.3).
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According to the alternative scenario, against the
backdrop of a deterioration of the current and finan-
cial accounts, the exchange rate will depreciate and
inflation will increase. As a result, the convergence of
inflation to the target rate will be postponed, which, in
turn, will further worsen the inflation outlook through
a wage-price spiral.
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Monetary policy will not tolerate increased infla-
tionary pressures and credibility shocks. This would
imply a sharp tightening of the policy rate and, if
necessary, the use of additional instruments.
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Figure 2.3.3. The monetary policy rate according to the
baseline and alternative forecasts

Source: NBG
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Inflation expectations of financial market partici-
pants are lower than those of the previous quarter
and gradually approach the target of 3% in the
medium term.
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Figure 2.4.1. Actual average inflation (2020-2022) and the distri-
bution of market participants’ forecasts for 2023-2025

Source: NBG, Financial market participants, GeoStat

Monetary policy expectations for the coming
years have been revised upward compared to the
previous quarter.
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Figure 2.4.2. Actual monetary policy rate (2020-2022) and the
distribution of market participants’ forecasts for 2023-2025
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2.4 FORECASTS OF FINANCIAL MARKET
PARTICIPANTS

In the second quarter of 2023, 10 financial organ-
izations participated in a survey of macroeconomic
forecasts. According to the results of this survey, the fi-
nancial market’'s economic expectations for 2023-2025
have been revised over those of the previous quarter.

Akin to the forecast of the National Bank, the infla-
tion expectations of financial market representatives
for the years 2023-2025 have decreased compared to
the previous quarter. In particular, the median inflation
expectation for 2023 is 1.4 pp lower, while the average
inflation forecast is 1.3 pp lower, amounting to 5.3%
and 5.6% respectively. As for 2024, the median pro-
jection shifted down by 0.5 pp to 4.5%, and the aver-
age fell by 0.9 pp to 4.2%. The inflation expectations
of financial market participants gradually approach
the target in the medium term. The median inflation
expectations for 2025 decreased by 0.5 pp and equal
3.5%, while average inflation expectations fell by 0.6
pp to 3.7% (see Figure 2.4.1).

Against the backdrop of reduced inflation expec-
tations, the market expects a slightly higher monetary
policy rate as compared to the expectations of the
previous quarter. In particular, their median projec-
tion for 2023 rose by 0.1 pp to 10.1%, while the av-
erage forecast rose by 0.2 pp over the previous quar-
ter's forecast, reaching 9.9%. Their median projection
for 2023 went up by 0.5 pp to 10%, while the average
forecast rose by 0.3 pp, reaching 9.7%. As for 2024, the
median and average projections for monetary policy
increased by 0.3 pp and 0.1 pp to 9% and 8.4% re-
spectively. Expectations for the monetary policy rate
are slowly converging to its neutral level in line with
a curbing of inflation expectations. In particular, the
median forecast for 2025 fell by 0.1 pp to 7.9%, and
the average expectation, similar to the previous quar-
ter, stands at 7.7% (see Figure 2.4.2). However, these
forecasts remain highly variable.

According to the current survey, real GDP growth
expectations are largely unchanged. In particular, the
median forecast of economic growth shifted up by 0.5
pp to 6%, while the average forecast has not changed
since the previous quarter and amounts to 6.2%. Sim-
ilar to the previous quarter, the median and average
forecasts for economic growth in 2024 remain at 5%
and 5.2% respectively. In 2025, according to market
participants’ expectations, the median and average ex-
pectations of real GDP growth have increased by 0.2
pp and 0.3 pp respectively, reaching 5.2% in both cas-
es (see Figure 2.4.3).

At this stage, we are presenting the aggregate sur-
vey results of the macroeconomic forecasts made by
market participants. However, since the official statis-
tics for all three variables are made available on the
websites of the National Bank and GeoStat in the sec-
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The market forecasts for economic growth over
2023-2025 remain largely unchanged compared
to those of the previous quarter.

12 -
10 A —_—

o
t

%
o N A O ©
1

2020 2021 2022 2023 2024 2025
Figure 2.4.3. Actual real GDP growth (2020-2022) and the distri-

bution of market participants’ forecasts for 2023-2025

Source: NBG, Financial market participants, GeoStat

National Bank of Georgia - Monetary Policy Report - May 2023

ond quarter of each year, the NBG is able to name the
best financial forecaster organization. The indicator
used to evaluate the accuracy of the forecasts is an
average root mean square error (RMSE). The organi-
zations with the lowest RMSE are named as the best
forecasters. Having evaluated the results of 2022, the
NBG revealed that the forecasts provided by Silk Road
Bank were distinguished as having the smallest RMSE.
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Box 2

BOX 2. REAL GDP LEVEL AND THE PRE-PANDEMIC TREND

The National Bank of Georgia (NBG) relies on an inflation-targeting regime to ensure price stability. Un-
der this regime, the monetary policy rate is the key instrument by which NBG neutralizes pressures on con-
sumer prices and brings inflation closer to the target. Demand is often the source of price pressures and the
NBG thus constantly monitors economic activity and evaluates the inflationary pressures stemming from it.

In recent years, aggregate demand has been characterized by high volatility amid significant macroeco-
nomic shocks. The COVID-19 pandemic, which was characterized by a combination of demand- and sup-
ply-side shocks, triggered a severe recession in Georgia (as well as globally) in 2020, with real GDP falling by
6.8%. Once pandemic-related restrictions eased, pent-up demand became a prerequisite for the unprece-
dentedly high output observed in 2021, with economic growth reaching 10.5%. In 2022, the economy again
grew by a double-digit number (10.1%) in the wake of high levels of regional migration and accompanying
financial inflows due to the Russia-Ukraine war. As a result, the real GDP recovery followed a V-Shape (see
Figure 2.4.4), similar to that of many other countries. However, it should be noted that the size of Georgia's
real economy in 2022 had already converged to the level that was projected if the COVID-19 pandemic had
not happened. In particular, according to pre-pandemic estimates, real GDP would have continued to grow
by 4.5% from 2020, which was the approximate average of the past ten years’ growth (2010-2019).
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Figure 2.4.4. Actual and pre-pandemic estimated levels of real GDP for 2020-2024
Source: NBG, GeoStat

Accordingly, given the current potential of the economy and its impact on inflation, the recent forecast of
economic growth of around 5% for 2023 seems quite solid, even though it is lower than the figures recorded
in previous years. The inflationary pressure coming from strong aggregate demand still calls for monitoring,
since its neglect may significantly slow down the pace of the current reduction in inflation and prolong the
process of its convergence with the target beyond the short term. Put differently, strengthening the po-
tential of the economy seems vital to maintaining economic growth at such a high level so that it does not
bolster inflationary pressures.
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3 MONETARY POLICY

During 2023, the inflation rate in Georgia has declined faster than expected. In April, it was 2.7% and close to
the target of 3%. These dynamics were mostly led by lowering the pressure of imported inflation, which, in
turn, was the result of the appreciated lari exchange rate in combination with globally decreasing commodity
prices and transportation costs. Local inflation also retreated from its peak and is following a downward trend.
According to the current forecast, other things being equal, as a result of maintaining a tight monetary poli-
cy, inflation will continue to decrease and will temporarily be below its target level before stabilizing around
the 3% target. As a result, inflation expectations will be normalized, which is a prerequisite of medium- and
long-run stability. In accordance with this rationale, in May 2023 the Monetary Policy Committee decided to
cut the monetary policy rate by 0.5 pp, from 11.0% to 10.5%. However, risks and uncertainties remain high.
Taking these into account, the NBG will only be able to continue the reduction of the monetary policy rate at
a slow pace.

On 10 May 2023, the monetary policy rate was Due to the consecutive shocks of the past three
lowered by 0.5 pp, from 11.0% to 10.5%. Never-  years and current shifts in the geopolitical environ-
theless, the NBG continues to maintain a tight pol- ~ ment, uncertainties are high globally. As a result of the
icy stance. Russian invasion of Ukraine, against the background

of challenges facing the U.S. financial sector and the
12% tightening of financial conditions, economic growth
11% | outlooks have worsened globally. However, the cur-

rent shocks have had different effects on different
countries. Although the world and international trade
99, faced new challenges, the negative effects of the war
on the countries of the region, including Georgia, have
not yet materialized due to its geopolitical location.
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7% - In the background of high levels of migration and in-
6% | creased remittances to the countries of the region, for-

eign demand has increased more than expected. As
5% 1 a result, economic activity in Georgia during the first
4% | quarter of 2023 remained high and thus hindered the

fight against inflation.

3%

During the first quarter of 2023, global commodity
prices continued to decrease. Initially, Russia’s inva-
sion of Ukraine led to a significant increase in prices
Figure 3.1. Monetary policy rate of energy resources and food products on internation-
al markets. However, a significant price reduction was
subsequently observed — mostly due to the humani-
tarian corridors created by the European Union, which
implied an agreement on the export of grain to Black
Sea ports. The international food price index has had
declining dynamics from March 2022, and this trend
has persisted in 2023 as supply chains gradually re-
covered. In line with the drop of oil prices, the interna-
tional cost of transportation has continued to decline
which, together with the strengthened lari exchange
rate, helps to reduce inflation.
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Meanwhile, according to the planned fiscal consol-
idation measures for 2023, fiscal stimulus will also de-
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MONETARY POLICY

The dollarization of both deposits and loans con-
tinues to decline. This is largely as a result of the
impact of larization measures, which include the
use of a number of macroprudential instruments.
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Figure 3.2. Dollarization of loans and deposits (excluding
the exchange rate effect)

Source: NBG
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crease. Also, as a result of the tight monetary policy and
recently implemented macroprudential instruments,
credit activity has slowed. In addition, the tightened
monetary policies of the European Central Bank and
the U.S. Federal Reserve have had the effect of tight-
ening policies on foreign currency lending. Taking into
account these tendencies, economic activity in 2023 will
be close to its potential level and inflationary pressure
will be neutralized.

Taking the recent positive tendencies into consid-
eration, inflation in Georgia is decreasing faster than
expected. This fact helps to reduce inflationary risks
and lower inflation expectations. However, as a small
open economy, Georgia is vulnerable to global devel-
opments. Along with global uncertainties, monitoring
inflation-related risks remains a primary task. Also, lo-
cal wages exhibit an increasing trend, which makes la-
bor market-related inflationary pressure noteworthy.
Although there is no strong evidence of a wage-price
spiral developing, the unit labor cost is still high. In ad-
dition, global uncertainties remain one of the biggest
sources of risk. These points imply that the NBG will
only be able to cut the monetary policy rate at a slow
pace.

Taking the abovementioned factors into account,
at the Monetary Policy Committee meeting held on
10 May 2023, the monetary policy rate was reduced
by 0.5 pp, from 11.0% to 10.5%. Despite this moderate
cut, the NBG maintains a tight policy stance. Monetary
policy will remain tight until the risks of rising inflation
expectations are sufficiently mitigated. If inflation ex-
pectations rise and/or additional demand-side price
pressures emerge, a further tightening of policy or
maintaining the current tight stance for a longer period
might be necessary. In such a case, the NBG will take
additional measures to fight against demand-side in-
flationary risks.

The reduction of dollarization is an important chal-
lenge for the Georgian economy. In addition to limiting
the effectiveness of monetary policy, dollarization also
carries risks to financial stability. At the same time, it
affects the risk premium of the country and hinders the
improvement of credit ratings. The NBG thus continues
to constantly analyze dollarization dynamics and will
respond appropriately where necessary. As a result of
the NBG's larization (de-dollarization) policy, the dol-
larization of loans and deposits is gradually declining,
which not only reduces currency risks and the related
credit risks of individual borrowers, but also promotes
long-term economic growth.

Relative to the previous month, in March 2023 the
dollarization rate (excluding the exchange rate effect)
still followed a downward path; however, loan dollari-
zation saw a slight 0.5 pp increase and stood at 44.3%.
Loan dollarization negligibly rose for both individual
borrowers and legal entities, by 0.2 and 0.8 pp respec-
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MONETARY POLICY

Interbank money market rates vary around the

monetary policy rate, which is the result of a good

liquidity management framework.

12%

10%
8%
6%
4%
2%

0%

Jul-12

Nov-12
Mar-13
Jul-13
Nov-13
Nov-15
Mar-16
Jul-16
Nov-16
Mar-17
Jul-17
Nov-17

s TIBR Volume (Right Axis)

NBG Policy Rate (Left Axis) ~ eeecccces

Figure 3.3. Interbank money market
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tively. Meanwhile, the downward trend of deposit dol-
larization continued, falling by 0.7 pp for both individ-
uals and legal entities to 68.5% and 39.3% respectively

(excluding the exchange rate effect) compared to the
previous month.

To ensure the efficiency of monetary policy, it is im-
portant that changes in the monetary policy rate are
reflected on interbank interest rates and ultimately
affect the real economy. Currently, the banking sec-
tor operates under a short-term liquidity deficit. When
necessary, commercial banks can obtain additional li-

quidity through refinancing loans, which is the main
instrument of the NBG.

The NBG provides the required amount of liquidity
to ensure that short-term interest rates on the inter-
bank money market vary around the policy rate.
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Box 3

BOX 3. THE SIGNIFICANCE OF THE REAL INTEREST RATE

In response to high inflationary pressures around the world, central banks tightened their monetary pol-
icies. This was reflected in higher real interest rates. The real interest rate is the inflation-adjusted interest
rate that shows the real cost of borrowing for the borrower and the real benefit for the lender/investor.
Accordingly, it is the real interest rate that affects incentives to save or borrow. Therefore, the real interest
rate is one of the main monetary policy instruments that affects aggregate demand and, ultimately, prices. A
high real interest rate increases the cost of borrowing and makes it less attractive, while making saving more
attractive. An increase in the propensity to save and a decrease in demand for loans, in turn, is reflected in a
decrease in overall demand, which ultimately alleviates inflationary pressures; conversely, a low real interest
rate stimulates borrowing, boosts economic activity, and increases inflation. The real interest rate is calculat-
ed as the difference between the nominal interest rate and inflation expectations.

It is, therefore, interesting to compare and analyze the real interest rates of different countries. If we rely
on the updated inflation forecasts of the International Monetary Fund as a measure of inflation expectations
in different countries, then it turns out that Georgia has one of the highest real interest rates, as compared to
other countries in the region and trading partners (see Figure 3.4). Georgia’s high real interest rate is caused
by both lower inflationary expectations and the continued maintenance of a high monetary policy rate.
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Figure 2.4.4. Actual and pre-pandemic estimated levels of real GDP for 2020-2024
Source: NBG, GeoStat

This comparison indicates the NBG's commitment to price stability, which is why it maintains a tight mon-
etary policy. As has been repeatedly stated, maintaining a tight policy is expected to continue until long-
term inflation expectations show clear signs of stabilizing at the target level of 3%.
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