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The global crisis unfolded in 2008 turned out particu-

larly painful for developing countries where economic 

recovery was slower, compared with the developed 

countries. Despite this fact, the accounting period ma-

nifested positive tendencies: according to the IMF esti-

mates, a 0.6 percent contraction of the world economy 

in 2009 will be followed by a 4.8 percent growth in 2010. 

In the accounting period credit, market and liquidity risk 

in the global fi nancial system also decreased. The sco-

pe of the fi nancial crisis and its consequences put the 

necessity of reforming the global fi nancial architecture 

on the agenda.  In this regard one should note the Res-

toring American Financial Stability Act of 2010 adopted 

by the US Congress in May 2010 as well as two consul-

tative documents presented by the Basel Supervisory 

Committee in December 2009 – “Strengthening the 

resilience of the banking sector” and “International fra-

mework for liquidity risk measurement, standards, and 

monitoring”, comprising main principles of Basel III. In 

the new US legislation the emphasis is made on protec-

ting consumers and eradicating the necessity of bailing 

out large fi nancial institutions by the government, while 

the Basel III aims at improving quality of the banking ca-

pital, promoting countercyclical buff ers in the fi nancial 

system and introducing global liquidity standards. 

The impact of the 2008 military hostilities and the 

global fi nancial crisis on the Georgian economy was 

the most severe in the last decade. In Q1 and Q2 2009 

the contraction of GDP amounted to 5.1% and 10.1%, 

respectively. However, in the second half of 2009 the 

economic situation somewhat stabilized, as the res-

pective real GDP growth rates in Q3 and Q4 equaled 

-1.2% and -0.4%. The overall contraction of the Geor-

gian economy in 2009 was 3.9%. Lowered loan interest 

rates and improved crediting of the economy led to a 

tangible revival of economic activity in the fi rst half of 

2010. The real GDP growth in Q1 equaled 4.5%, while 

the Q2 real growth projections stand at 7.7%. According 

to the existing forecasts, the real economy is expected 

to grow at 6% in 2010. Along with increased economic 

activity, the infl ation upturn is also expected. According 

to the National Statistics Offi  ce (NSO) of Georgia, the in-

crease in consumer prices at end-June of 2009 equaled 

3.7%, while the average annual infl ation was 2.8%. The 

analogous fi gures in 2009 stood at 2.3% and 5.4%, res-

pectively. The NBG projections of the annual infl ation at 

end-year stand at 8.8%.  

The situation in the real estate market is particularly 

important for the country’s fi nancial stability, since a lar-

ge part of loans extended by commercial banks are re-

lated to this sector. Starting from 2010 prices in the real 

estate market stabilized; the price index of residential 

and commercial housing increased by annual 10% at 

end-January of 2010, while the rent index of residential 

housing remained practically unchanged. On the other 

hand, such an increase of the price index on residen-

tial and commercial housing was preceded by a 25% 

drop in the previous year. In near future, against the ba-

ckdrop of improved macroeconomic environment it is 

expected that the real estate market will overcome the 

diffi  culties emerged in the second half of 2008 without 

signifi cant repercussions.  

As a result of active fi scal stimulus policies of the go-

vernment of Georgia, the role of government fi nances in 

the country’s economy signifi cantly increased. The cur-

rent forecasts hold the ratio of the consolidated budget 

to GDP in 2010 at 35%, reversing the trends of the recent 

years for the fi rst time. The 2009 tax revenues dropped 

7.7%, while the consolidated budget revenues fell 10% 

due to the lowered income tax rate and slackened eco-

nomic activity. In line with the economic growth projec-

tions, the 2010 tax revenues are expected to grow 9.4% 

year-on-year. In 2010 the ratio of the consolidated bud-

get defi cit to the GDP decreased year-on-year from 9.3% 

to 6.8%. The primary sources of defi cit fi nancing remai-

ned external liabilities and privatization. However, the 
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downturn in privatization proceeds should be pointed 

out. In 2009 with the purpose of fi nancing budget ex-

penditures and developing the securities market the Mi-

nistry of Finance of Georgia resumed issuance of short-

term Treasury bills. In 2010 the ratio of the government 

debt to the GDP is expected to rise from 34.7% to 39.2%.

Along with slackened demand in the external ma-

rkets in 2009, a sharp decline in prices narrowed the 

current account defi cit. The latter fell 56.8% in 2009 

year-on-year, equaling USD 1,259 million. The current 

forecasts show insignifi cant deterioration of the current 

account defi cit in 2010. The export/import coverage ra-

tio improved by 5.3 pps in 2009, amounting to 44.1%. 

According to the NBG forecasts, the international reser-

ves-to-import ratio will increase to 4.2 months by end-

2010. In Q1 2010 the ratio of external assets to short 

term external debt rose to 145.3%.  

In the accounting period the Georgian banking 

sector mainly manifested positive trends. At end-June 

2010 the consolidated assets of the banking sector 

grew 19.2% year-on-year, equaling GEL 9,215 million. 

This increase was primarily fi nanced by a 23.3% gro-

wth of cosolidated liabilities in the same period. In the 

accounting period the non-banking sector’s deposits 

grew considerably, posting an annual growth of 45.7% 

by end-June 2010. In the fi rst half of 2010 the revival of 

crediting conditioned a 6.9% increase in the volume of 

consolidated loans of the banking sector in the accoun-

ting period. Total banking losses of GEL 65.3 million in 

2009 were reversed in 2010, with the banking sector 

posting a net profi t of GEL 37.3 million in 6 months of 

2010. In the latter period the return on assets stood at 

0.9%, while the return on equity was 4.8%. In the ac-

counting period the supervisory capital adequacy ratio 

of the banking sector decreased insignifi cantly, equa-

ling 17.4% as of end-June.  

As of end-June 2010, the volume of the commer-

cial banks’ loan portfolio totaled GEL 5,735 million, up 

6.9% in annual terms, fueled by more active lending in 

domestic currency. The volume of loans extended in 

domestic currency in the accounting period grew 24%, 

while foreign currency denominated loans dropped 

8.4%. In the accounting period the share of large loans 

tended to grow. The share of loans of more than GEL 

100,000 grew by 3.4 pps year-on-year, amounting to 

65.8% by end-June 2010. In the accounting period the 

quality of the banking sector credit portfolio slightly im-

proved. As of end-June 2009, the rate of loan loss provi-

sions equaled 11.7%, or GEL 670 million, while the share 

of bad debts was 16.3%, or GEL 935 million.  

In the accounting period the loan dollarization rate 

dropped by 3.6 pps, standing at 73.7% at end-June 

2010. This decrease was due to lowered dollarization of 

short-term loans. Despite such decrease, the loan dolla-

rization still remains high requiring particular attention, 

since under high dollarization the currency mismatch 

risk increases considerably for commercial banks. The 

deposit dollarization ratio fell 1.7 pps in the accounting 

period, equaling 67.1% at end-June.  

In the accounting period the ratio of liquid assets to 

total assets in the banking sector increased considera-

bly, equaling 24.9% as of end-June 2010. The same ratio 

a year ago stood at 18%. The expansion of liquid assets 

was mainly due to the growth of short-term invest-

ment securities and liquid assets placed in non-resident 

banks. The average liquidity ratio of the banking sector 

was 37.5% at end-June 2010, pointing to the existence 

of excess liquidity in the system. The medium-term li-

quidity position in the banking sector is positive, as the 

assets with maturity of 1-12 months exceed the respec-

tive liabilities by GEL 337 million. Deterioration of this 

position is not expected in the medium-term perspecti-

ve, since liabilities to be repaid by end-2011 only slightly 

exceed expected fi nancing.  

Finally, it could be asserted that the Georgian fi nan-

cial sector is improving and continues to operate wi-

thout diffi  culties. In the medium-term perspective the 

country’s fi nancial stability is not facing threats.  

Introduction
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The global economy continued a post-crisis re-

covery in the second half of 2009 and the fi rst half 

of 2010. Although the recovery was uneven across 

the world – slower in the developed countries and 

more rapid in the developing economies – the ove-

rall recovery of the world economy was faster than 

1. INTERNATIONAL ENVIRONMENT AND 
BANKING SUPERVISION REFORM

TABLE 1.1
Countries with Highest and Lowest Economic Growth Rates in 2009

Country Economic growth rate (%)

Latvia -17.9

Ukraine -15.1

Lithuania -14.8

Armenia -14.1

Estonia -13.9

Russia –7.9 

Mexico –6.5 

Japan –5.3 

Germany –5.0 

United Kingdom –4.8 

Italy –4.8 

Azerbaijan 9.3

China 9.1

India 5.7

Indonesia 4.5 

Source: IMF, WEO 2010

expected. This was refl ected in the IMF projections, 

according to which the 2010 world economic gro-

wth was expected to equal 4.8%. However, it should 

also be noted that the world economy posted a ne-

gative growth rate for the fi rst time after World War 

II – the annual GDP contraction by various estima-

tes was between 0.8% and 2.3%.  

The global recession was refl ected in other eco-

nomic indicators as well. The 2008 unemployment 

level rose from 7.2% in 2008 to 8.7% in 2009; the 

level of investments declined from 23.7% to 21.6%; 

the total public debt constituted 56% of GDP in 

2009 (48.9% in 2008). According to the World Tra-

de Organization, the contraction of global trade in 

2010 is estimated to equal 12.2% in real terms and 

22.6% in the US dollar terms, mainly owing to price 

decreases for oil and other commodities of primary 

importance.

In the accounting period the risks faced by the 

global fi nancial system decreased, but stability is 

not yet achieved. Positive tendencies are also re-

fl ected in the fact that the IMF decreased the total 

write-off s of debt accumulated during 2007-2010 

in the banking sector to USD 2.3 trillion from USD 

2.8 trillion (estimated as of October 2009). In addi-

tion, according to the IMF, a number of risks – in 

particular, credit, macroeconomic, market, and li-

quidity risk – decreased, compared to April 2009 

and October 2009 estimates. This was also refl ected 

in loosened monetary and fi nancial policies and 

increased risks. Growth of more risky investments 

was shown in the Merryl Lynch survey conducted 

in April 2010 among investment fund managers. In 

particular, investors believed that post-crisis reco-

very was sustainable and the number of investors 

assuming higher than “normal” risks in their portfo-

GRAPH 1.1
Dynamics of Key Policy Interest Rates in Leading Economies, 2008-2010
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lio was the highest after 2006. 

The global fi nancial crisis signifi cantly aff ected 

the post-Soviet countries. On average, the post-

Soviet economy (excluding Georgia and Baltic sta-

tes) contracted 2.4%. The deepest decline was pos-

ted in Ukraine (15.9%) and Armenia (14.4%), while 

Azerbaijan and Uzbekistan registered high positive 

growth rates – 9.3% and 8.1%, respectively (Source 

– CIS Statistical Committee). 

The crisis also aff ected Turkey, Georgia’s largest 

trading partner.In 2009 Turkey’s real GDP contrac-

ted 5.8%, while infl ation dropped to 5.4%, a 34-year 

low. During 2010 the economic situation signifi -

cantly improved, fueled by export growth, with the 

GDP growth projections standing at 6.8% (OECD).  

Starting from 2010 the depreciating tendencies 

of the US dollar were reversed, indicating increased 

trust of the US currency.    

In December 2009 the Basel Supervisory Com-

mittee presented for public discussion two consul-

tative documents – “Strengthening the resilience of 

the banking sector” and “International framework 

for liquidity risk measurement, standards, and mo-

nitoring”, comprising main principles of Basel III. 

The diff erences with respect to Basel II are as follo-

ws: 

Quality of capital base, consistency and im-

proved transparency;

Improved capital framework risk coverage;

Introduction of leverage ratio, as an additional 

parameter to Basel II risk-based framework; 

Decrease in procyclicality and stimulation of 

counter-cyclical buff ers;  

Introduction of global standards on minimum 

liquidity for internationally active banks. 

Introduction of Basel III is planned to take place 

gradually, during 2013-2019.  

Based on grave consequences of the fi nancial 

crisis, the US authorities decided to introduce a 

Table 1.2
GDP Growth and Infl ation in Post-Soviet Countries

Infl ation(H1 2010/H1 2009, %) GDP Growth (%)

Azerbaijan 4,9 9.30

Armenia 7,3 -14.1

Belarus 6,6 0.20

Kazakhstan 7,1 1.2

Kyrgyzstan 2,9 2.30

Moldova 6,9 -6.5

Russia 6,6 -7.90

Tajikistan 5,3 3.40

Uzbekistan ... 8.10

Ukraine 9,8 -15.1

GRAPH 1.2
Dynamics of US Dollar Exchange Rate against Leading Currencies
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new regulating instrument to strengthen the fi -

nancial system and ensure protection of the system 

as well as of the consumers from analogous crises. 

For this purpose the Consumer Financial Protection 

Bureau has been created, whose main competen-

ce will be to protect the American consumers from 

fraudulent fi nancial instruments and products and 

to ensure provision of correct information to consu-

mers from credit card companies, banks, mortgage 

agencies, and similar organizations. The Bureau will 

be fi nancially and organizationally independent 

with the right to control/inspect large banks and 

International Environment and Banking Supervision Reform
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credit unions, large non-banking fi nancial compa-

nies and any mortgage-related activities. 

In addition, the Financial Stability Board has 

been created with the purpose of monitoring and 

regulating systemic risks caused by large fi nancial 

companies. In practice, the primary and sole func-

tion of the Board will consist in identifying and 

promptly responding to systemic fi nancial risks.  

In the fi rst half of 2010 the European Banking Su-

pervision Committee has conducted stress-testing 

of banks across the EU. 91 EU banks were examined 

accounting for 65% of the total EU banking activi-

ties. Stress-tests were primarily focused on credit 

and market risk, including exposures to European 

sovereign debt. The stress-test results are as follo-

ws:  

Under an adverse scenario and with an addi-

tional sovereign shock, extra losses in 2010-11 

amount to EUR 566 billion;  

Under an adverse scenario Tier 1 capital falls 

from 10.3% in 2009 to 9.2% at end-2011 (the regu-

latory minimum is 4%, the marginal level for the 

stress-test was 6%);

Under an adverse scenario and as a result of a 

sovereign shock the Tier 1 capital drops below 6% 

for 7 banks; relevant national regulatory authorities 

will discuss the above results and their importance 

with these banks.

International Environment and Banking Supervision Reform
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Gross Domestic Product and Infl ation

The year of 2009 in Georgia had the most ad-

verse consequences in terms of dynamics of the 

real GDP. As a result of global economic recession 

and the 2008 military hostilities the 2009 GDP 

contracted 3.9%.1

Economic recession triggered in the second 

half of 2008 was exacerbated in the beginning of 

2009. In Q1 and Q2 the GDP contraction in annual 

terms equaled 5.1% and 10.1%. The overall GDP 

decline in the first half of 2009 was 7.8%.  

In the second half of the year the downtrend 

of the Georgian economy was halted and signs 

of stabilization emerged. However, the impact 

of the global financial crisis prevailed – the GDP 

growth in the second half of 2009 was still nega-

tive at -0.4%. 

The second half of the year saw a certain de-

cline in interest rates on loans extended by the 

commercial banks. As a result, crediting activity 

was somewhat revitalized, but this did not ensu-

re a positive economic growth. In Q3 and Q4 we 

had the following picture: the country’s economy 

posted a 1.2% decline in Q3 and a 0.4% growth 

in Q4. 

Essential downfall in a number of sectors (tra-

de, manufacturing) considerably reshaped the 

structure of the Georgian economy, compared to 

the previous year.  

Compared with the previous year, the shares 

of trade and manufacturing in the real GDP de-

clined in 2009 to 13.5% and 9.7%, respectively. 

The share of health and social assistance sector 

significantly expanded, standing at 4.7% in 2009. 

2. GROSS DOMESTIC PRODUCT AND INFLATION

GRAPH 2.1
Real GDP Growth (%)
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The sectors with increased shares of real GDP in 

2009 included education, financial intermedia-

tion, transport, and public administration. 

 As already mentioned, trade sector had the 

largest impact on the 3.9% GDP contraction in 

2009, accounting for -2.8%, followed by manu-

GRAPH 2.2
Sectoral Impacts on Real GDP Growth (%)
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GRAPH 2.3
Sectoral Shares in 2009 Nominal GDP (%)
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facturing (-0.9%) and agriculture (-0.7%). Positive 

growth rates were posted by the sectors which 

largely benefit from budget financing (health and 

social assistance, education, public administra-

tion). Further GDP contraction was slowed down 

by small gains in production and distribution of 

electricity, gas, and water and transportation.

Sectoral analysis of the GDP in current prices 

yields interesting results. Public administration 

remained the largest GDP component in 2009, 

accounting for 13.7%. Other large sectors in the 

2009 GDP traditionally included trade and agri-

culture (12.4% and 8.3%, respectively).  

In the first half of 2010 economic recovery was 

mainly powered by value-added growth in manu-

facturing, trade, and transportation sectors.  

Economic growth resumed at the end of 2009 

turned into a pronounced tendency in the first 

half of 2010. The real GDP growth equaled 4.5%in 

Q1. The Q2 economic growth is currently forecas-

ted at about 7.7%. It is likely that in 2010 the eco-

nomy will not only fully rebound from the pre-

vious year’s downfall, but will exceed the 2008 

level in terms of produced value-added.  

According to the current forecasts, the 2010 

real economic growth in Georgia is projected to 

be 6%. Similar to the beginning of the year, the 

growth will be fueled by trade, manufacturing, 

and transportation sectors.  

According to the NSO of Georgia, the annual 

inflation rose by 1.4 pps during last year. At end-

June 2009 the inflation equaled 2.3%, while at 

end-June 2010 it was 3.7%. The average annu-

al inflation dropped from 5.4% to 2.8%. In June 

2009 the high level of average annual inflation 

was due to high inflation in the second half of 

2008. As a result, the existence of base effect con-

ditioned a 2.6 percentage point decline in avera-

ge inflation.  

In the accounting period the price increases 

were affected by the depreciating tendencies 

of the lari against the US dollar as well as the 

post-crisis price gains in the world market. As a 

result, prices on certain imported medicaments 

and cereals increased. It should be noted that in 

September 2009 there was a one-time increase in 

prices on education by approximately 50%, whi-

ch affected the annual inflation rate during one 

year (in June 2010 its effect equaled 1.7 pps). The 

effect will cease to have an impact on the annual 

inflation in September. In addition, the growth 

of consumer prices was significantly affected by 

fluctuations in prices on fruits and vegetables. 

Between June 2009 and July 2010 the world ma-

rkets experience price gains on petroleum pro-

ducts (30%), essentially affecting the dynamics of 

oil prices in Georgia. Within one year the price of 

crude oil in the world market grew approxima-

tely 14%, which was accordingly reflected in the 

motor fuel prices in the Georgian market. Price 

increases on fuel throughout the year were also 

influenced by the lari exchange rate changes 

against the US dollar. The fuel price increases ac-

counted for 1 pp in the overall annual inflation 

rate. Price increases for sunflower oil and wheat 

also made a significant impact on consumer pri-

Gross Domestic Product and Infl ation
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ces, similarly reflecting price dynamics in the in-

ternational markets.  

During the second half of 2009 the downtrend 

in core inflation was manifested. However, in 

the first half of 2010 the core inflation tended to 

grow. In June 2009 the core inflation rates equa-

led -1.1% and 0% for the products within one and 

two standard deviations, respectively. In the ana-

logous period of 2010 the respective core infla-

tion rates stood at 2.2% and 2.1%.  

As it was already mentioned, in June 2010 the 

consumer basket prices grew 3.7% year-on-year. 

Prices on clothing and footwear dropped 8.4%. 

Prices on commodity groups “recreation and cul-

ture” and “furnishings, household equipment and 

routine house maintenance” fell 0.6% and 1.3%, 

respectively. Healthcare and transportation3 pri-

ces grew 5.3% and 11.8%, while prices on “hou-

sing, water, electricity, and other fuels” increased 

1.8%. Prices on communication rose 0.3%, while 

prices of “food and non-alcoholic drinks” and “al-

coholic drinks and tobacco” increased 1.0% and 

5.7%, respectively. There was an essential growth 

of prices on education (51.0%) due to the above-

mentioned one-time increase in education fees 

in September 2009.  

In the accounting period the seasonal effects 

on agricultural production were significant. Thus 

observation of price dynamics of the consumer 

basket excluding fruits and vegetables yields 

interesting results. The deflationary pressure of 

fruits and vegetables in late spring and autumn 

should be emphasized. This effect amounted to 

2.8 pps in June.  

Starting from June 2009 the annual inflation 

rate on imported goods tended to grow, prima-

GRAPH 2.4
Annual CPI and Core Infl ation (by 266 Components of the December 2009 
Consumption Basket)2
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GRAPH 2.5
Annual Infl ation Excluding Fruits and Vegetables, Offi  cial Infl ation (2009–2010)
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GRAPH 2.6
Annual Infl ation by Production Location
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Non-durable goods
Semi-durable goods
Durable goods 
Services 

GRAPH 2.7
Annual Changes in Infl ation for Products and services with Various Consump-
tion Durability
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rily caused by price increases in the international 

commodity markets. At end-June 2010 the im-

port inflation stood at 7.3%, up by 14.5 pps year-

on-year. Domestic inflation grew throughout the 

year as well.  

The analysis in terms of consumption durabi-

lity shows that in June 2010 inflation of non-du-

rables decreased to 2.9% from 3.9% year-on-year. 

Similar trends were observed for semi-durable 

goods (inflation fell from -4.5% to -6.1%). On the 

other hand, prices on durable goods and services 

increased by 9.4% and 6.8%, with the respective 

inflation rates amounting to 5.9% and 7.4%.  

In the second half of 2010 the inflation is ex-

pected to rise. Due to unfavorable wheat harvest 

the international wheat price increased, which 

will be presumably reflected in the Georgian pri-

ces on bread and bakery products, cereals and 

wheat-related products such as meat products, 

dairy, eggs, and sunflower oil. Taking this into 

account, the NBG forecasts show the increase in 

annual inflation to 10.6% by end-year.  

 

Gross Domestic Product and Infl ation
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Real Estate Market

High growth rates of prices in the real estate ma-

rket until the second half of 2008 as well as the cons-

truction boom turned the real estate sector into one 

of the important segments of the country’s economy. 

Prices on real estate are also important for fi nancial 

stability reasons. Since investments in real estate 

represent an alternative to investments in fi nancial 

assets, the real estate market assumes an additional 

function of the fi nancial market. Accordingly, pri-

ce changes in this market follow price dynamics of 

other fi nancial assets, thus being a crucial factor of 

the country’s business cycle. Therefore, drastic price 

decreases on real estate may seriously aff ect stability 

of the fi nancial market. Real estate price decreases 

augment riskiness of loans on commercial banks’ 

balance sheets, since in case of loan default the 

borrower’s losses increase. Price decreases simulta-

neously bring down the value of the collateral. This 

in turn further deteriorates the ability of developing 

companies to fi nance ongoing projects. All of the 

above-mentioned raises default risks.  

Drastic price decreases on real estate have an ad-

verse impact on households as well. In particular, 

this negatively aff ects the borrowers’ ability as well 

as their willingness4 to repay outstanding loans.

According to the available data5, real estate pri-

ces have been stable since January 2010. In June 

2010 the price index for residential and commercial 

housing posted an annual 10% growth6 , while resi-

dential rent remained unchanged (See graph 3.1). 

However, such growth of prices on residential and 

commercial housing was preceded by a 25% price 

3. REAL ESTATE MARKET

4 This particularly concerns those persons who have received a loan a short time ago and have repaid only a small amount. These people have increased incentives to 
default on their loans and refuse purchasing already less expensive property at a high price.
5 The source of information represents advertisements in press on suppliers’ prices on fl ats, rent, unfi nished residential housing and plots of land.    
6 It should be pointed out that in Georgia real estate prices are mainly indicated in the US dollars. Thus, index growth shows the increase in US dollar prices. In order to 
observe prices in the lari, one should pay attention to the exchange rate dynamics.  

slump a year before.  

The above-mentioned diff erence in price and rent 

changes led to an 8.7% decrease in the rent-to-price 

ratio (See graph 3.2). In general, it is assumed that 

dynamics of the rent-to-price ratio may point to the 

existence of the price bubble. When the increase in 

residential housing prices is not caused by funda-

mental factors, the rent grows slower than the price 

resulting in a ratio decrease. However, in this situa-

GRAPH 3.1
Real Estate Price Index (2004=100)

GRAPH 3.2
Rent-to-Price Ratio
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Mortgage loans
Extraction, production and trade of construction materials
Real estate management
Real estate development
Construction companies (excluding development)

GRAPH 3.3
Share of Real Estate Loans in Total Portfolio

GRAPH 3.5
LLPs on Mortgage Loans
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GRAPH 3.4
Share of Bad Debts in the Construction Sector 
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tion it would not be correct to attribute the decrease 

of the rent-to-price ratio to creation of a new price 

bubble.  

Loans extended to the real estate sector account 

for a large portion of the total banking portfolio. It 

should be pointed out that the real estate sector is 

larger than the construction sector. The former could 

be divided into the following categories: real estate 

development, mortgage loans, real estate mana-

gement, construction companies excluding deve-

lopment, and extraction, production and trade of 

construction materials. In line with these categories, 

the share of the real estate sector in the total loan 

portfolio currently exceeds 31%.  

Starting from Q2 2008, along with exacerbation 

of the fi nancial crisis, the risks related to real estate 

market augmented, which was signifi cant in terms 

of fi nancial stability. The most risky loans extended 

to the above-mentioned categories of the real esta-

te sector belong to the real estate development. At 

present 57% of loans in this category represent bad 

loans. Such a high level of bad debts in the construc-

tion sector remains stable since September 2008. 

However, in the recent months this level tends to 

diminish. 

The mortgage loans belong to the least risky cate-

gory. As of June 2010, loan loss provisions on mort-

gage loans grew 48%, although at present this fi gure 

does not exceed 10%.   

High riskiness of loans extended to the construc-

tion sector represents the result of deteriorated fi -

nancial situation in the real estate sector. Developers 

use highly leveraged funds for project fi nancing, 

becoming dependent on bank credits and advance 

sales. Defi cit of available resources in the banking 

sector imposes constraints on both of the above-

mentioned primary sources of current project fi nan-

cing. Due to a tightened credit policy in the banking 

sector, developers found it diffi  cult to obtain credits. 

Real Estate Market
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At the same time, availability of mortgage loans dro-

pped, shrinking advance sales and leading to further 

deterioration of fund raising activities for developers. 

Drop in advance sales is also conditioned by infor-

mation asymmetry between sellers and buyers har-

ming development companies. Financial diffi  culties 

of development companies are manifested in the 

diff erence of started and completed construction. 

However, it should be pointed out that according 

to the NSO data, in 2009 the volume of completed 

residential housing in Tbilisi increased 52%, while 

the volume of started construction decreased 49%, 

compared to 2008. This tendency is quite consistent, 

taking into account the fact that construction activi-

ties halted in Q3 and Q4 of 2010 were completed in 

2009, while a much smaller number of construction 

projects were started in 2009 against the backdrop 

of deepened economic crisis, as the primary goal 

consisted in completing the existing construction 

projects.  

Government assistance measures with respect to 

the real estate sector included the initiative of the 

Tbilisi City Hall. The City Hall provided guarantees for 

development companies to help them in obtaining 

bank credits. By means of these credits the compa-

nies were supposed to fi nance the projects aimed at 

rehabilitation of the Old Tbilisi districts.  

In the near future, along with improved macroe-

conomic environment it is expected that the situa-

tion in the real estate market will stabilize.  

GRAPH 3.6
Residential Housing in Tbilisi (thousands of m2)
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Consolidated budget/GDP  
Share of public administration in GDP

GRAPH 4.1
Budget-to-GDP Ratio
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Table 4.1.1
Consolidated Budget Revenues 

 2006 2007 2008 2009
2010 
plan

2010 –fi rst 
half

Revenues (lari, millions) 3,832 4,973 5,854 5,265 5,778 2,490

Taxes 3,149 4,391 4,753 4,389 4,800 2,203

Grants 168 102 617 389 538 124

Other revenues 378 480 484 487 440 163

In 2009 against the backdrop of economic con-

traction the government pursued active fi scal sti-

mulus policies, resulting in the fact that the conso-

lidated budget expenditures decreased to a lesser 

extent than the GDP. Accordingly, the role of go-

vernment fi nances in the country’s economy grew 

even further. The share of public administration in 

the GDP had been growing in the recent years, but 

in 2009 it slightly decreased and this downtrend is 

likely to continue in the current year. Against the ba-

ckdrop of increasing role of government fi nances, a 

smaller share of public administration is explained 

by the fact that administrative expenses of the go-

vernment decreased more rapidly than the GDP. On 

the other hand, expenditures on social assistance 

4. GOVERNMENT FINANCES

grew, capital expenditures decreased slower than 

the GDP, partially off setting the contraction of admi-

nistrative expenses and increasing the ratio of con-

solidated budget to GDP. In the current year the role 

of government fi nances is expected to decrease due 

to a relatively higher expected growth rate of GDP.  

Along with the increased role of fi scal and bud-

getary policies in the Georgian economy, it beco-

mes crucial to analyze risks in terms of government 

fi nances, with the latter capable of exerting an ad-

verse impact on economic and fi nancial stability of 

the country. We examine government fi nances by its 

main components, such as government debt, bud-

get revenues and expenditures, budget defi cit.  

4.1. REVENUES AND EXPENDITURES

In 2009 the consolidated budget revenues fell 

10% due to a decrease in grants and tax revenues.

The tax revenues dropped 7.7% last year. In 2008 the 

growth rate of tax revenues equaled 8.2%. Contrac-

tion of tax revenues as a result of exacerbation of the 

economic crisis was caused by a slowdown in eco-

nomic activity as well as lowering of the income tax 

rate. In 2009 the tax burden slightly decreased – the 

tax-to-GDP ratio fell from 24.9% to 24.5% year-on-

year. 

In the budget of the current year a 9.4% increase 

in tax revenues is envisaged, in line with the econo-

mic growth projections. The real GDP growth is fore-

casted to be 6% in 2010. Besides, lowering of tax bur-

den by 0.9 pps down to 23.6% is expected in 2010.  

The tax revenues received in the fi rst half of the year 

are 3.2% higher year-on-year. It is projected that by 

end-2010 the total revenues will amount to approxi-

mately GEL 5.8 billion.  

Government Finances
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Against the background of essential revenue do-

wnfall the 2009 expenditures decreased insignifi can-

tly (by GEL 75 million), owing to necessity of fi scal 

stimulus measures. The largest decline was in the 

goods and services category shrinking by approxi-

mately GEL 500 million. It should be noted that ex-

penditures on goods and services represented the 

largest budget category in the recent years. Such an 

abrupt contraction of this expenditure item was due 

to reduction in defense budget spending. Growth 

was present in the categories of social and other 

types of expenditures. In 2009 the issuance of (short-

term) Treasury bills was resumed, aiming not only at 

securities market development but also at budget 

expenditure fi nancing. The volume of placed T-bills 

last year totaled GEL 270 million. 

According to the budget plan, the consolidated 

budget expenditures grow by GEL 200 million in 

2010, amounting to GEL 7.17 billion. The largest ca-

tegory in the 2010 budget represents social assistan-

ce (GEL 1.6 billion) and capital expenditures (GEL 1.7 

billion). One of the important sources of government 

expenditure fi nancing still remain concessional6 lo-

ans from international donor organizations. At the 

same time, in order to fi nance the 2010 expenditu-

res, issuance of T-bills (including long-term bills) will 

continue. In this regard, the 2010 budget envisages a 

15% increase in debt service expenditures. Although 

the current level of government debt is sustainable, 

debt servicing and management risks are in a me-

dium level. This means that large increases in do-

mestic and external debt in the following years will 

lead to an increase in debt service expenditures and 

defi cit growth. Subsequently, an additional increase 

in debt level may be unsustainable, being conducive 

to fi scal problems in the future.  

4.2. DEFICIT

In 2009 the consolidated budget defi cit totaled 

GEL 1,673 million, or 9.3% of GDP. It should be no-

ted that the ratio of the budget defi cit to GDP tends 

to increase over the years. In 2010 it is envisaged to 

bring the defi cit down to 6.8% of GDP. Until 2008 the 

primary source of defi cit fi nancing represented pri-

vatizations proceeds. However, from 2008 this type 

of revenues is on a downtrend. Last year the share of 

external liabilities in defi cit fi nancing increased due 

to absorption of credit resources allocated by inter-

national donors to Georgia in the aftermath of 2008 

August developments and the global fi nancial crisis. 

In 2010 the consolidated budget defi cit will be 

reduced to GEL 1.39 billion. The primary source of 

defi cit fi nancing will represent external liabilities – 

GEL 1.01 billion. Domestic liabilities will increase by 

GEL 137 million. Defi cit fi nancing through proceeds 

from privatization will equal GEL 210 million. In the 

current year the government will continue to issue T-

bills. The existence of the T-bill market will promote 

development of fi nancial markets and improve effi  -

Table 4.1.2
Consolidated Budget Expenditures

 2006 2007 2008 2009
2010 
(plan)

fi rst half of 
2010

Expenditures (lari, millions) 4,115 5,778 7,033 6,968 7,166 2,903

Current Expenditures 3,068 4,254 5,388 5,389 5,493 2,469

Wages and salaries 565 676 1,008 1,044 1,153 509

Goods and services 767 1,581 1,607 1,097 1,090 480

Interest 104 97 121 170 233 82

Subsidies 336 399 512 420 392 243

Grants 7 14 12 14 14 8

Social assistance 762 851 1,379 1,502 1,617 728

Other expenditures 527 636 750 1142 994 419

Capital expenditures and net 
lending

1,046 1,524 1,645 1,578 1,673 435

6 Concessional loans which are extended for a long period, at a lower interest, compared with the commercial banks, and with grace period (during 
which the principal is not repaid).  
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GRAPH 4.3.1
Dynamics of Government Deposits, 2009-2010 (Lari, million)

100

200

300

400

500

600

700

1100

1000

900

800

Table 4.2.1
Consolidated Budget Defi cit

2006 2007 2008 2009 2010 

Defi cit (lari, millions) 266 892 1,259 1,673 1,360

Privatization 565 888 698 358 210

Decrease in deposits 415 -159 265 368 0

Increase in liabilities -713 162 296 947 1,150

External -125 12 952 683 1,013

Domestic -588 150 -656 264 137

Of which: T-bills 270 200

Defi cit/GDP (%) 1.9% 5.2% 6.6% 9.3% 6.9%

Primary defi cit/GDP (%) 1.2% 4.7% 6.0% 8.4% 5.7%
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ciency of the monetary policy. However, issuance of 

large volumes of T-bills is conducive to certain risks 

as well. In particular, debt service expenditures incre-

ase in that situation, which may create necessity to 

borrow more, thus raising debt to an unsustainable 

level. Reduction in budget defi cit is important, since, 

on the one hand, large defi cit leads to deterioration 

of trade balance and, on the other hand, crowds out 

private investments. Last year, the trade defi cit decli-

ned signifi cantly, but this decline was primarily the 

result of slackened economic activity. In 2009 the ra-

tio of consolidated budget defi cit to GDP exceeded 

9%, thus exerting a signifi cant impact on the trade 

balance. In 2010, along with the economic recovery, 

the trade defi cit is likely to widen. Thus, reduction in 

the budget defi cit becomes an important bulwark 

against further deterioration of the trade balance. 

4.3. PRIVATIZATION 

Revenues from privatization have been a primary 

source of state budget defi cit fi nancing over the ye-

ars. This was particularly important in 2006 and 2007, 

when privatization proceeds accounted for 17% and 

15% of budget expenditures, respectively. It was ob-

vious that such tendency would not last long, and sin-

ce 2008 this budget item has been on a downtrend. In 

2009 the receipts from privatization amounted to ap-

proximately GEL 358 million, or 5.6% of the total bud-

get expenditures. In future it is expected that privati-

zation proceeds will gradually decrease and no longer 

represent an important source of budget fi nancing. In 

the current year the government plans to receive GEL 

210 million from sale of non-fi nancial assets in public 

property, or 41% less than the actual level of the pre-

vious year. In the fi rst six months receipts from privati-

zation equaled approximately GEL 36 million, or 17% 

of the annual plan. 

 

4.4. PUBLIC DEBT

In 2009 the public debt continued to grow. After 

the global fi nancial crisis the monetary transmission 

mechanisms in most countries of the world weake-

ned, creating the necessity for fi scal stimulus mea-

sures. This required additional borrowing, and Geor-

gia was no exception. In order to eradicate the war 

consequences Georgia received donors’ assistance: 

some in the form of grants, and some as concessio-

nal loans. The GDP decline in the crisis year of 2009 

signifi cantly deteriorated the burden of external and 

domestic debt, compared with the preceding year.  

In 2008 the Asian Development Bank joined the 

list of the government’s creditors. As a result, the vo-

lume of concessional loans increased. In the same 

year the government issued Eurobonds with a 5-year 
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GRAPH 4.4.1
Government Debt (Lari, millions) and Debt-to-GDP Ratio

GRAPH 4.4.2
Structure of Georgia’s External Government Debt (GEL 4.5 billion) by Creditors, 
2009
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maturity (USD 500 million), at a market interest rate 

and with one-time redemption at maturity. At the 

time of redemption it is possible to re-issue the Euro-

bonds, i.e. to roll-over the debt. However, a roll-over 

contains certain threats: in particular, if the interest 

increases at the moment of Eurobonds issuance, 

then the threat of a debt pyramid will arise, further 

augmenting the debt burden.  

A loan is considered to be concessional if its grant 

element exceeds 35%. Grant element is the diff erence 

between the face value of the loan and its net present 

value (NPV) divided by the loan’s face value. The grant 

element (of debt’s NPV stock) at end-2009 equaled al-

most 50%, which means that a signifi cant part of the 

country’s borrowings was received on very concessio-

nal terms. A signifi cant share of loans with high grant 

element primarily falls on the World Bank.  

Starting from August 2009, the government re-

sumed issuance of T-bills with the purpose of esta-

blishing additional sources for budget fi nancing, 

developing the Georgian securities market and re-

placing external debt with domestic one. Domestic 

debt is denominated in domestic currency, which 

allows the country to avoid an exchange rate risk; 

in addition, by means of increasing the share of do-

mestic debt the Georgian government becomes less 

dependent on external borrowings. 

During 2009 the government issued only short-

term T-bills. Against the backdrop of post-crisis envi-

ronment, T-bills aroused keen interest of commercial 

banks. The main reason for the banks’ interest was 

their excess liquidity, which in turn emerged as the 

result of increased risks and signifi cant slackening of 

economy crediting.  

 

4.5. GOVERNMENT DEBT SUSTAINABILITY ANALY-

SIS (DSA)

Debt is sustainable, if a country (government) is 

in a position to service it without extraordinary fi -

GRAPH 4.4.3
Structure of Georgia’s Domestic Government Debt (GEL 1.7 billion)
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Indebtedness to the NBG - 37%
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nancing (such as debt relief, signifi cant adjustment 

of future revenues and expenditures, etc.). The goal 

of DSA is to evaluate the debt sustainability level; 

to show to which level certain shocks may increase 

debt and to reveal possible risks (and factors) which 

may raise the debt burden to an unsustainable level. 

Risk levels related to debt service and debt mana-

gement are defi ned as follows:

• Low risk: all debt burden indicators are signifi -

cantly lower than maximum limits for both baseline 

and alternative scenarios; 

• Medium risk: debt burden indicators are lower 

than maximum limits for a baseline scenario, but 

alternative scenarios show signifi cant growth of in-

dicators (over the accounting period), due to which 

the debt service indicator approaches the maximum 

value, while the debt stock indicators exceed the 

permissible limits; 

• High risk: debt burden indicators exceed the ma-

ximum limits for a baseline scenario, while alternati-

ve scenarios further deteriorate the situation; 

• Debt stress:current debt stock and debt service 

indicators signifi cantly exceed the limits. 

In 2006 Georgia entered the ranks of countries 

with strong eff ective policies (among low-income 

countries).9 In 2006-2008 (2009 data has not been re-

leased yet) Georgia’s CPIA equaled on average 4.3.10 

DSA considers scenarios and stress tests which 

take into account the following: shocks to GDP gro-

wth and budget defi cit, fi xing budget defi cit at a cer-

tain level, permanent, slowed down growth of GDP, 

and exchange rate depreciation. 

Baseline scenario:

This analysis projects the debt status in Georgia 

under unchanged policies and absence of exoge-

nous shocks. The analysis requires certain assump-

tions to be made with respect to main macroecono-

mic variables (See below) aff ecting debt sustainabi-

lity. The baseline scenario shows how sustainable is 

government debt if no deviations from our assump-

tions take place11.

The real GDP growth is projected at 5% between 

2012 and 2018, 4% in 2019-2026, and 3.5% further 

ahead. At present the Georgian economy is in the 

recovery process, thus the growth rate should be re-

latively high until 2012. Obviously high growth rates 

will not be sustained in the long term, gradually de-

creasing after a certain period of time. 

The CPI infl ation is projected at 6%, in line with 

the NBG’s infl ation target, gradually decreasing to 

3% thereafter. In advanced countries the infl ation 

target is 2%, however, the CPI has certain drawbacks 

which are more clearly manifested in the case of Ge-

orgia. In addition, the infl ation rate in the developing 

countries is generally higher than in the advanced 

countries. Thus, at the present stage the optimum in-

fl ation rate for Georgia is in the range of 4-6 percent. 

Accordingly, the baseline scenario includes a 6% in-

fl ation rate, but along with the economic growth the 

infl ation target will be gradually decreased to 3%.  

The exchange rate of lari against the US dollar re-

Table 4.5.1
Debt Sustainability Indicators

Revenues CPIA Limits

2009
2010-
20207

Weak Medium Strong

Debt NPV (%)

GDP 22,2 27,88 30 40 50

Revenues 75,7 102,8 200 250 300

Debt service (%)

Revenues 5,8 10,2 25 30 35

7  Arithmetic mean.
8  According to baseline scenario.
9 Defi ned by CPIA (Country Policy and Institutional Assesment), released by the World Bank: <3.25weak, 3.25–3.75 -medium, >3.75 strong.
10  To evaluate eff ectiveness of the DSA policies the last 3-year average is taken.
11  In the next subsection alternative scenarios (deviations from the baseline) are considered.  
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12 By 2015 this proportion will be gradually achieved.

mains unchanged. The assumption is made in order 

to show the ceteris paribus eff ect for diff erent scena-

rios and stress tests. The analysis will also consider 

the simultaneous eff ect of diff erent scenarios.  

With regard to the fi scal policy, in line with the 

Economic Freedom Act initiated by the President of 

Georgia, the government assumes the responsibility 

that the budget expenditures will not exceed 30% 

of GDP, and the budget defi cit will not exceed 3% 

of GDP. Accordingly, the baseline scenario projects 

budget revenues at 27% of GDP. The analysis inclu-

des the assumption that the budget defi cit will be 

fi nanced by means of new loans largely borrowed at 

market interest rate. The baseline scenario also assu-

mes that starting from 201512  60% of borrowings will 

come from new loans received from external sour-

ces, 20% will be long-term T-bills, and 20% - short-

term T-bills.  

The baseline scenario assumes that redemption 

of the Eurobonds issued in 2008 (for DSA purposes) 

will be made through roll-over. Our assumption is 

that roll-over will be permanent (in the accounting 

period). Other ways of redeeming debt are also pos-

sible, but those would also require contraction of 

new liabilities; thus, for simplicity we make the as-

sumption of roll-over.  

In the event of baseline scenario (absence of sho-

cks) the debt burden has an upward trend, but re-

mains at a sustainable level. All three sustainability 

indicators remain quite far from the limit.  

Alternative scenarios:

The baseline scenario takes into account the exis-

ting situation. However, due to the obvious fact that 

an economy sometimes faces exogenous shocks, 

the analysis includes alternative scenarios showing 

changes in debt sustainability as a result of one or 

several shocks aff ecting the baseline scenario con-

ditions. 

According to the debt service schedule, the debt 

service will peak in 2013 as the Eurobond redemp-

tion will be due. Since particular diffi  culties are ex-

pected in 2013, all scenarios assume a shock in 2013. 

Budget defi cit shock:

In 2008-2009 the consolidated budget defi cit was 

quite high (6.2% and 9.3% of GDP, respectively), which 

is not sustainable and its recurrence is not expected. In 

addition, through the Economic Freedom Act the go-

vernment commits to a 3% budget defi cit with respect 

to GDP. This scenario considers a shock due to which 

the budget defi cit will be permanently at 3.5%, i.e. hi-

gher than the EFA-stipulated 3%. Increase in budget 

defi cit means additional contraction of debt augmen-

ting debt stock and increasing debt service expenditu-

re in the future, which aff ects debt sustainability.  

As we can see, all indicators tend to grow: debt 

service indicator reaches the limit, while the debt-to-

GDP ratio becomes much higher. Debt-to-revenues 

ratio remains lower than the limit, but gradually ap-

proaches it. All the above indicates that if the bud-

get defi cit even slightly deviates from the baseline 

scenario, the debt sustainability will be jeopardized 

(See Table 4.5.3).

One of the scenarios considers a one-time shock 

to budget defi cit: in 2013 due to a shock budget ex-

penditures (and, accordingly, the defi cit) increase by 

2 pps with respect to GDP and return to the normal 

Table 4.5.2
Debt Sustainability Indicators: Baseline Scenario

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 28,2% 31,1% 34,8% 38,6%

Debt (NPV)/Revenues 300% 81,6% 104,3% 115,2% 128,8% 143,1%

Debt service/Revenues 35% 6,3% 10,8% 13,1% 13,2% 14,0%
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(baseline scenario) level after 5 years.  

As we can see, in the event of one-time shock 

debt burden indicators are lower than the limits (See 

Table 4.5.4), i.e. one-time shock does not threat debt 

sustainability. Obviously, a much stronger shock (for 

example, if the deviation reaches 10 pps) could bring 

debt to an unsustainable level, but the probability of 

such a shock is very low. 

GDP growth shock:

Slowdown in GDP growth will adversely aff ect the 

country’s economy, it may hinder external invest-

ments, etc. This would make debt service more di-

ffi  cult, thus leading to contraction of new debt. For 

DSA purposes we consider a negative shock to GDP. 

The scenario assumes a slowdown in GDP growth by 

3 pps (compared with the baseline scenario), with a 

gradual return to a normal level after 5 years. 

The ratios of debt (stock and servicing) to reve-

nues slightly exceed the limit, while the debt-to-GDP 

ratio is signifi cantly above the limit. This indicates 

the fact that a GDP shock may bring the government 

debt to an unsustainable level (See Table 4.5.5). 

We can also consider a scenario when a GDP gro-

wth rate is permanently lower than the baseline sce-

nario rate by 0.7 pps. 

As we can see, the debt-to-revenue ratios converge 

to the limits, while the debt-to-GDP ratio signifi cantly 

exceeds its limit (See Table 4.5.6). If the deviation is hi-

gher by additional 0.1-0.2 pps, the government debt 

will reach an unsustainable level. Thus even a slight 

permanent slowdown in GDP growth rates can sig-

nifi cantly increase the government debt burden and 

possibly bring it to an unsustainable level.  

Exchange rate depreciation:

Exchange rate depreciation is considered as one 

of the shocks aff ecting external debt sustainability. 

The government contracts external debt mainly in US 

Table 4.5.3
Recurrent Budget Defi cit Shock

Table 4.5.6
Permanent Shock to GDP Growth Rate

Table 4.5.4
One-Time Budget Defi cit Shock

Table 4.5.7
One-Time (Signifi cant) Depreciation of Lari’s Exchange Rate

Table 4.5.5
One-Time Shock to GDP Growth Rate

Table 4.5.8
Permanent (Small-Pace) Depreciation of Lari’s Exchange Rate

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22.9% 33.9% 45.9% 59.6% 75%

Debt (NPV)/Revenues 300% 81.6% 125.6% 170% 220.6% 277.9%

Debt service/Revenues 35% 6.3% 11.7% 20.0% 27.1% 36%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 29,8% 39,2% 54,4% 75,6%

Debt (NPV)/Revenues 300% 81,6% 110,4% 145,2% 201,4% 280,1%

Debt service/Revenues 35% 6,3% 11,4% 16,6% 22,9% 33,9%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 35,6% 38,9% 42,0% 45,6%

Debt (NPV)/Revenues 300% 81,6% 131,9% 144,2% 155,4% 168,8%

Debt service/Revenues 35% 6,3% 14,4% 18,1% 18,2% 19,1%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 34,2% 37,3% 42,1% 47,9%

Debt (NPV)/Revenues 300% 81,6% 126,5% 138,2% 156% 177,2%

Debt service/Revenues 35% 6,3% 12,4% 15,8% 17,5% 20,3%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 34,6% 50% 65,2% 81,4%

Debt (NPV)/Revenues 300% 81,6% 128,3% 185,1% 241,7% 301,5%

Debt service/Revenues 35% 6,3% 13,3% 21,7% 30,2% 39,5%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22,9% 32,1% 41,1% 55,6% 79%

Debt (NPV)/Revenues 300% 81,6% 119% 152,1% 206,1% 292,5%

Debt service/Revenues 35% 6,3% 11,7% 16,5% 21,9% 33,2%
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dollars, and its redemption is eff ected in the same cur-

rency. Thus, the lari depreciation (against the US dollar) 

will make debt service more expensive, increasing the 

debt stock in lari terms. The analysis considers a one-

time (signifi cant) and yearly (small-pace) depreciation.  

A one-time 30% depreciation (in 2013) (See Table 

4.5.7):

As we can see, all indicators are below the limits, 

but the debt-to-GDP ratio is very close to the limit. 

Overall, we can say that a one-time sharp deprecia-

tion of lari does not jeopardize debt sustainability. 

Permanent depreciation at annual 5% (See Table 

4.5.8).

Compared with a one-time depreciation, the indica-

tors are at a higher level, whereas the debt-to-GDP ratio 

is much higher than the limit. This means that a perma-

nent depreciation (even at a very slow pace) contains 

larger risks than a one-time sharp depreciation. Neither 

this scenario creates big threats to debt sustainability. If 

the annual rate of depreciation is higher than 5%, then 

the threat to debt sustainability will be eff ective. Howe-

ver, the probability of such developments is less likely.  

Simultaneous eff ect of several scenarios

The above scenarios assess the impacts of diff e-

rent shocks to debt sustainability. It will be more re-

alistic to consider a combination of these scenarios. 

Let us consider a shock to the GDP growth rate, follo-

wed by a defi cit growth through automatic fi scal sta-

bilizers; these two shocks in turn will aff ect the lari 

exchange rate. 

By this scenario in 2013 the GDP growth rate falls 

by 2 pps and returns to the normal level after 5 ye-

ars. As a result, the budget defi cit increases by 2 pps 

and also returns to normal 5 years later. The exchan-

ge rate depreciates during the fi ve years (initially by 

20% and subsequently at slower rates, since the GDP 

and the defi cit levels return to normal) and then re-

mains constant.  

Table 4.5.9
Combination of One-Time Shocks

Table 4.5.10
Combination of Permanent Shocks

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22% 44,8% 59,5% 71,5% 85,5%

Debt (NPV)/Revenues 300% 78,6% 166,1% 220,4% 264,8% 316,7%

Debt service/Revenues 35% 6,2% 16,1% 26,9% 34,3% 43,5%

Indicator Limit 2010 2015 2020 2025 2030

Debt (NPV)/GDP 50% 22% 33,1% 46,8% 64,9% 88,8%

Debt (NPV)/Revenues 300% 78,6% 122,7% 173,5% 240,3% 328,8%

Debt service/Revenues 35% 6,2% 12,7% 20,1% 29% 42,2%

As we can see, such developments create big 

threats to government debt sustainability. In the ac-

counting period all three indicators of debt sustaina-

bility signifi cantly exceed the limits (See Table 4.5.9).  

We can also consider a scenario where the GDP 

growth rate and the budget defi cit permanently de-

viate from the baseline level (by 2 pps), resulting in 

a yearly depreciation of the exchange rate by 2 pps.  

As we can see, the results are analogous to the 

preceding scenario, with big threats to debt sustain-

bility (See Table 4.5.10). 

Summary: 

The results of the analysis are presented in the 

diagrams and tables below. As we can see, the worst 

deterioration of debt sustainability can be caused 

by GDP shocks, while the smallest deviations from 

the baseline scenario are conditioned by one-time 

shocks to budget defi cit and exchange rate depre-

ciation. 

The diagrams show that in the event of permanent 

defi cits or other expected problems the debt burden 

keeps deteriorating. By 2030 two out of three World 

Bank indicators (debt-service-to-revenues and debt-

to-revenues ratios) are in the allowed limits (except 

for simultaneous scenarios), while the GDP shocks 

bring the indicators close to the limits.  

Government Finances
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The third indicator (debt-to-GDP ratio) indicates 

potential problems in terms of debt sustainability. By 

2024 out of eight alternative scenarios, in six of them 

this indicator exceeds the allowed limit. Four out of 

these six cases are related to GDP shocks, the remai-

ning two cases being permanent exchange rate de-

preciation and permanently high budget defi cit.

Additional scenario was considered when the 

share of external debt in total debt did not change. 

It turned out that the more dependent the govern-

ment becomes on external sources of fi nancing, the 

more threatening is the lari’s exchange rate depre-

ciation (one-time/yearly) to the government debt 

sustainability. Thus, it becomes crucial that the go-

vernment manages to partially replace external lia-

bilities with the fi nancing attracted from domestic 

sources. 

At present, according to the baseline scenario, the 

government debt sustainability indicators are below 

the limits in the accounting period, but for some 

alternative scenarios one of the indicators (debt-to-

GDP ratio) exceeds the limit in the accounting pe-

riod, while the debt service indicator approaches its 

limit. Thus, debt service and debt management risks 

in Georgia are on a medium level. 

Baseline
Real GDP shock
Real 30% depreciation
Large defi cit
Budget defi cit shock

Baseline
Real GDP shock
Real 30% depreciation
Large defi cit
Budget defi cit shock

Permanent depreciation
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In 2009 the Georgian economy showed signifi cant 

volatility caused by both external and domestic fac-

tors. Dry-up of foreign capital infl ows due to the glo-

bal fi nancial crisis put to test countries dependent 

on external fi nancing. Tightened credit resources 

had a largely negative impact on international fi nan-

cial markets deteriorating demand and signifi cantly 

contracting international trade. Starting from Q4 

2008 international price drops on almost all types of 

commodities, along with worsening of domestic and 

external demand, reduced the necessity of external 

fi nancing in the country. In 2009 the current account 

defi cit was not only fully fi nanced, but a signifi cant 

growth of reserve assets occurred as well. 

Constantly growing current account defi cit over 

the preceding period was gradually improving in the 

fi rst three quarters of 2009, although some worse-

ning tendencies reemerged in Q4. Overall, the cur-

rent account defi cit totaled USD 1,259.0 million in 

2009, down 56.8% year-on-year, constituting 11.7% 

of GDP. The downtrend continued in 2010. In Q1 the 

current account defi cit dropped to record low in re-

cent years, equaling USD 181.2 million. According to 

the current forecasts, a certain widening of the cur-

rent account defi cit is expected in 2010.  

Improvement of the current account defi cit is 

conditioned by changes in the trade defi cit. The lat-

ter accounted for 26.0% of GDP in Q1 2009, or USD 

604.6 million, subsequently falling to 21.0% of GDP 

in Q1 2010, or USD 510.9 million. As we already in-

dicated, adverse eff ect of the fi nancial crisis lingered 

throughout 2009 as well. Contraction of domestic 

demand and price drops in the world markets led 

to a decrease in expenditures on imports of goods. 

In parallel, there was a deterioration of the Georgian 

exports as well, albeit at a lower rate. In particular, in 

5. EXTERNAL SECTOR 

External Sector

Table 5.1
Balance of Payments (USD, millions), 2009–Q1 2010

Q1 2009 Q2 2009 Q3 2009 Q4 2009 Q1 2010

Current account -395.8 -250.7 -221.2 -391.3 -181.2

  Goods -604.6 -512.3 -572.7 -709.7 -510.9

     Exports 362.5 488.6 516.0 526.1 540.0

     Imports -967.1 -1,001.0 -1,088.7 -1,235.8 -1,050.9

     Coverage ratio (%) 37.5 48.8 47.4 42.6 44.1

  Services 38.3 78.3 128.6 87.0 87.4

  Income -10.4 -3.6 -37.7 -98.3 -38.5

  Current transfers 180.8 186.9 260.7 329.7 280.9

Capital and Financing Account 387.3 264.5 211.9 341.5 178.9

  Capital Account 31.8 35.5 43.7 69.4 26.2

  Financial Account 355.5 229.0 168.2 272.1 152.6

     Foreign direct investments 130.2 153.2 228.6 253.3 75.9

     Portfolio investments 6.6 -2.1 13.6 -6.0 10.0

     Financial derivatives -0.1 1.4 -0.3 -0.4 -0.1

     Other investments 278.6 56.8 393.9 134.1 205.8

     Reserve assets -59.8 19.7 -467.5 -108.8 -138.9

Net errors and omissions 8.5 -13.8 9.3 49.8 2.3

the fi rst half of 2009 year-on-year declines in exports 

and imports equaled 19.2% and 27.0%, respectively. 

Even smaller decline took place in the second half of 

the year, when the export revenues fell 8.5% year-

on-year, while the import expenditures dropped 

24.5%. The slowdown in the rate of export decline 

was the result of a 24.0% increase in Q4 2009. Ho-

wever, it should be noted here that such an abrupt 

growth rate was due to the fact that in Q4 2008 the 

level of exports plummeted. The annual export/im-

port coverage ratio amounted to 44.1%, or 5.3 pps 

higher in annual terms. In 2010 further expansion 

of exports and imports is expected, with the gro-

wth rate of exports likely to exceed the growth rate 

of imports. Despite this, widening of trade defi cit is 

expected.  

The balance of services in Georgia is traditionally 

positive, partially off setting trade defi cit. Compared 
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with the preceding year, in 2009 the balance of ser-

vices grew 15.8 times to equal USD 332.2 million, 

fueled by tourism receipts and increased transpor-

tation services. In Q1 2010 the balance of services 

continued to grow, amounting to USD 87.4 million, 

or 2.3 times more in annual terms.  

The historically positive income account grew 

negative since 2008. This is explained by a sharp 

uptrend in foreign investments during 2007-2008. 

Along with increased volume of liabilities in the form 

of foreign capital, expenditures on capital service 

grew as well. Accordingly, the negative component 

of the income account, investment revenues (ex-

penditures), exceeded the positive component –la-

bor income. However, the negative income account 

was largely conditioned by reinvestment of profi ts 

by foreign investors, which in turn does not require 

additional sources of funding. In 2009 the negative 

income account improved by 6.5% year-on-year. 

However, in Q1 2010 the uptrend was halted, as the 

defi cit of income account widened. In annual terms, 

the income account defi cit deteriorated 3.7 times.  

In the accounting period the current transfers, 

composed of government grants and money trans-

fers to other sectors, decreased after a sharp rise 

in the second half of 2008. Despite this fact in nine 

months of 2009 the volume of received transfers was 

steadily growing, while the abrupt downfall in the 

last quarter led to a 9.6% decrease in the annual le-

vel. Namely, in Q4 2009 the volume of received trans-

fers plunged 34.0% year-on-year. However, it should 

be pointed out that such a signifi cant drop was the 

result of large volumes of transfers received by the 

country at end-2008 in the aftermath of 2008 August 

developments.The overall balance of current trans-

fers in 2009 totaled USD 958.1 million. The uptrend 

was continued in Q1 2010 as well. It is expected that 

throughout 2010 the high level of current transfers 

will be maintained. 

The capital account is not large, mainly consisting 

of credit entries. The uptrend in capital transfers con-

tinued throughout 2009. Particularly high growth 

rates were posted in the second half of the year. The 

annual growth rate of capital transfers amounted to 

60.6%. As a result, the sum of credit entries of the ca-

pital transfers equaled USD 180.4 million. The incre-

ase was also positive in Q1 2010, constituting USD 

26.2 million.  

In 2009 fi nancing of the current account defi cit 

again took place at the expense of long-term capital 

infl ows, of which a signifi cant portion traditionally 

Short-term capital infl ow 
Long-term capital infl ow  
Current account defi cit

GRAPH 5.1
Current Account Defi cit and Infl ow of Funds (US dollars, millions), 2005-2009

GRAPH 5.2
Main Financing Sources of Current Account Defi cit (US dollars, millions), 2006-
2010
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constituted foreign direct investments (FDIs). Ho-

wever, it should be pointed out that the share of net 

FDIs in total capital infl ows signifi cantly diminished. 

Against the backdrop of more rapid relative growth 

of other fi nancing sources, the shares of portfolio in-

vestments and loans decreased as well.  

Due to the global fi nancial crisis and the August 

2008 war, starting from the second half of 2008 the 

volume of FDIs in Georgian plummeted. The infl ow 

of FDIs in 2009 dropped 51.2% in annual terms, 

amounting to only USD 763.7 million. The down-

trend was maintained in 2010 as well: in Q1 the vo-

lume of FDIs fell to USD 75.7 million, or 41.7% less 

year-on-year. It is likely that the level of FDI infl ows 

will remain low until the end of the year. 

As it was expected, against the backdrop of fi nan-

cial crisis there were no infl ows of portfolio invest-

ments in 2009. The 2010 projections for portfolio 

investments equal USD 267.2 million, mainly condi-

tioned by the mobilization of USD 250 million in the 

form of eurobonds issued by the railway company.  

The share of other investments in capital infl ows, 

as the fi nancing source of Georgia’s current account 

defi cit, signifi cantly increased in 2008 and the up-

trend was maintained in the following year. Ove-

rall, in 2009 the volume of other investments grew 

3.0%, amounting to USD 863.4 million. It should be 

pointed out that the structure of other investments 

drastically changed starting from the second half of 

2008. In Q1 and Q2 2008 commercial banks attracted 

USD 481.6 million from abroad in the form of loans; 

however, in the second half the volume of external 

loans fell almost 4 times, whereas in 2009 there was 

a USD 410.9 million reduction in commercial banks’ 

stock of external borrowings. On the contrary, star-

ting from the second half of 2008, the external lia-

bilities of the NBG and the government started to 

rise; in this period an increase totaled USD 1,061.2 

million. These funds were largely received from the 

IMF. In particular, during 2008 the amount of funds 

provided by the IMF equaled USD 256.8 million, 

while in 2009 – USD 562.5 million. Apart from that, 

by the decision of the IMF in August-September of 

2009 there was a new redistribution of Special Dra-

wing Rights (SDRs) among the member-countries. 

As a result, Georgia received a signifi cantly increased 

amount of SDRs, which was refl ected in reserve as-

sets, on the one hand, and in other long-term liabili-

ties of other investments, on the other (the IMF deci-

ded to include the above-mentioned redistribution 

as a balance-of-payments operation). Thus, in 2009 

the NBG’s other long-term liabilities of other invest-

ments grew by USD 225.6 million, becoming another 

important source for defi cit fi nancing. In the accoun-

ting period there was a decrease in trade credits of 

the non-government sector. It should be pointed 

out that in 2009 a signifi cant part of current account 

defi cit fi nancing was made at the expense of cash 

and deposits (USD 201.0 million). Theses tendencies 

continued in Q1 2010; net borrowing of the gover-

nment sector equaled USD 228.9 million, while, on 

the contrary, net payments of commercial banks and 

other sectors amounted to USD 49.4 million and USD 

13.5 million, respectively. According to the NBG’s fo-

recasts, the increase in the government’s external 

liabilities will be maintained until the end of 2010.  

Overall, in 2006-2008 fi nancing of Georgia’s cur-

rent account defi cit was primarily made at the ex-

pense of long-term funds mobilized by the private 

sector, resulting in a general balance-of-payments 

surplus (balance of payments excluding funds mo-

bilized by the government). However, starting from 

the second half of 2008 the share of the government 

sector and the NBG in defi cit fi nancing soared. The 

total share of funds mobilized by the government 

sector grew from 26% in Q1 2008 to 62% in Q1 2010.  

Based on the above, in 2009 Georgia’s general ba-

lance of payments ended in a defi cit, amounting to 
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USD -298.1 million. In Q1 2010 the defi cit was still in 

place, equaling USD -163.7 million. The above ten-

dency is likely to continue until end-2010. Financing 

of the general balance of payments, as it was already 

mentioned in the overview of the Report, was large-

ly made by means of the IMF loans.  

Due to large infl ows in the government sector, the 

reserve assets grew by USD 616.4 million in 2009. 

This included, as mentioned above, a large increa-

se in the SDR account. As a result, the international 

reserves of the NBG totaled USD 2,110.4 million, as 

of December 31, 2009. Growth of the international 

reserves continued in Q1 2010, reaching a record 

high at end-Q1. According to the existing forecasts, 

the volume of international reserves will decrease 

in 2010, although at a slow rate. The expected an-

nual decrease is largely conditioned by a signifi cant 

reduction in Q2 2010, equaling USD 250.7 million. 

Coverage of total imports by international reserves 

– the ratio which manifests a country’s ability to sa-

tisfy its requirements in the international markets wi-

thout additional external fi nancing – is projected at 

the level of 4.2 months by end-2010.  

 The ratio of reserve assets to short-term debt, one 

of the main indicators of a country’s ability to servi-

ce external debt, after a signifi cant decrease in 2008 

posted a 40 percentage point increase, amounting 

to 145.3% in Q1 2010.  

By end-Q1 2010 the total volume of Georgia’s 

external debt approached USD 8.8 billion, of which 

the debt of the NBG and the government constitu-

ted 43.1%. Liabilities to direct investors account for 

25.4% of the total debt. With respect to maturity 

terms, 83.5% of total external debt is long-term; ac-

cordingly, the short-term debt accounts for 16.5%. 

In the remaining period of 2010 an exact amount of 

loans to be repaid is not determined. By the NBG’s 

estimates, this amount equals approximately USD 

1,280.5 million. This includes private sector loans of 

International reserves
Imports
Months (right scale)

GRAPH 5.3
Import Coverage by Reserve Assets (USD millions, months), 2006-2010
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Table 5.2
Financing of Current Account Defi cit (USD, millions), 2006 – Q1 2010

2006 2007 2008 2009
2010 
I Q.

Current Account -1,175.3 -2,010.0 -2,912.3 -1,259.0 -181.2

Capital Account 171.2 127.6 112.3 180.4 26.2

Financial Account 1,068.7 1,917.1 2,836.1 1,024.9 152.6

Government Sector (NBG and NBG 
Reserves)

-549.1 -393.8 759.4 324.4 95.3

Private Sector (including Banks) 1,617.8 2,310.9 2,076.7 700.5 57.4

Net errors and omissions -64.6 -35.1 -36.1 53.7 2.3

Table 5.3
Balance of Payments (USD, millions), 2009– Q1 2010

2009
I Q.

2009 
 II Q.

2009 
 III Q.

2009
 IV Q.

2010 
 I Q.

Current Account -407.7 -255.5 -246.0 -457.4 -223.1

Capital Account 31.8 35.5 43.7 69.4 26.2

Financial Account 248.1 249.0 30.9 306.5 30.9

Net errors and omissions 8.5 -13.8 9.3 49.8 2.3

Overall Balance -119.3 15.2 -162.2 -31.8 -163.7

Reserves  and Related Items 119.3 -15.2 162.2 31.8 163.7

Reserve Assets -59.8 19.7 -467.5 -108.8 -138.9

Use of IMF Funds and Loans 179.9 -1.3 137.7 -3.6 216.1

SDR Redistribution 0.0 0.0 225.5 0.0 0.0

Exceptional Financing -0.8 -33.6 266.5 144.2 86.4

 * NBG forecast
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Short-term external debt 
International reserves  
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GRAPH 5.4
Short-Term External Debt and International Reserves (USD millions, percenta-
ge), 2006-Q1 2010
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USD 1,121.2 million (banks’ share - USD 400.5 million, 

non-fi nancial organizations’ share – USD 720.7 

million). A large part of external loans to be repaid 

by non-fi nancial organizations – 53.0% - represent 

intercompany loans. The amount of liabilities to be 

repaid by the government sector and the NBG in 

2010 equals USD 159.3 million.  

Taking into account a considerable narrowing of 

the current account defi cit and a favorable structu-

re of external liabilities, the emergence of problems 

related to repayment of external liabilities has a low 

short-term probability.
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GRAPH 6.1
Total Assets and Liabilities

GRAPH 6.2
The Ratio of Total Assets and Liabilities to GDP

1000.00

0.0%

2000.00

10.0%

3000.00

4000.00

20.0%

5000.00

30.0%

6000.00

40.0%

7000.00

50.0%

8000.00

9000.00

10000.00

60.0%

2
0
0
6
 Q

 2
2
0
0
6
 Q

 1

2
0
0
6
 Q

 2

2
0
0
7
 Q

 2

2
0
0
7
 Q

 2

2
0
0
8
 Q

 2

2
0
0
8
 Q

 2

2
0
0
9
 Q

 2
2
0
0
9
 Q

 2

2
0
0
6
 Q

 4

2
0
0
6
 Q

 4

2
0
0
7
 Q

 4

2
0
0
7
 Q

 4

2
0
0
8
 Q

 4

2
0
0
8
 Q

 4

2
0
0
9
 Q

 4
2
0
0
9
 Q

 4

2
0
0
6
 Q

 3

2
0
0
6
 Q

 3

2
0
0
7
 Q

 3

2
0
0
7
 Q

 3

2
0
0
8
 Q

 3

2
0
0
8
 Q

 3

2
0
0
9
 Q

 3
2
0
0
9
 Q

 3

2
0
0
7
 Q

 1

2
0
0
7
 Q

 1

2
0
0
8
 Q

 1

2
0
0
8
 Q

 1

2
0
0
9
 Q

 1

2
0
0
9
 Q

 1

2
0
1
0
 Q

 1
2
0
1
0
 Q

 1

2
0
1
0
 Q

 2
2
0
1
0
 Q

 2

Total assets
Total liabilities

Total assets/GDP  
Total loans/GDP

As of June 2010 the Georgian banking system 

comprises 19 banks, of which 17 are resident banks 

and the remaining 2 are branch establishments 

of non-resident banks. The total number of servi-

ce centers and branches of the commercial banks 

in Georgia equals 632, or 26 units less than a year 

before (presumably, the reduction was due to cost 

6. BANKING SECTOR

minimization policies). The share of commercial 

banks with foreign capital participation equals 89% 

in total assets and 88.3% in equity capital. 78.7% of 

paid-in capital represents investments, a 2 percen-

tage point increase in annual terms (it should also 

be noted that in June 2008 this fi gure was 81.2%). 

In terms of fl ows between June 2009 and June 2010 

the Georgian banking sector received investments 

in the total amount of GEL 58.14 million. 

The total assets of the banking system at the end 

of Q2 2010 stood at GEL 9,215 million, or 19.2% 

more year-on-year. In this regard one should note 

the growth of funds placed in other banks and in-

vestment in securities, accounting for 35.1% and 

29.8% of total asset growth, respectively. With re-

gard to total liabilities, face value equals GEL 7,638 

million, or 23.3% more than in June 2009.  

If we consider the ratios of total banking assets 

and loans with respect to GDP, these parameters 

were subject to certain fl uctuations in the accoun-

ting period. At present, the assets-to-GDP ratio 

equals 48.7%, up by 6 pps year-on-year. Meanwhile, 

the loans-to-GDP ratio stood at 30.3% in June 2010, 

posting an insignifi cant change in annual terms.  

In terms of assets, in Q3 and Q4 2009 the volume 

of total loans (including interbank loans) was dimi-

nishing every month, falling to GEL 5,185 million 

by end-year. However, starting from January 2010 a 

permanent uptrend has been manifested showing 

the signs of revitalization of the economy. As of June 

2010, the volume of loans totals GEL 5,737 million. 

In particular, the loans to legal entities grew 10.9% 

year-on-year, while loans to individuals increased 

only slightly at 0.6%. Overall, the real growth of the 

credit portfolio of the banking sector equaled 3.1% 

in the accounting period. Strong growth of loans 
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Loans to individuals
Loans to legal entities

Term deposits of individuals
Term deposits of legal entities
Share of foreign currency deposits in term deposits – dollarization rate (right scale)

Interbank loans
Share of foreign currency denominated loans in total 
loans  (right scale)

GRAPH 6.3
Total Loans

GRAPH 6.4
Term Deposits
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in the fi rst half of 2010 should be noted – the real 

growth amounted to 8.43% in the period.  

The level of loan dollarization remains high, des-

pite a visible downtrend in the accounting period. 

As of June 2010, the share of foreign currency de-

nominated loans in total loans equaled 71.6%, or 

5.8 pps less in annual terms. It should be noted the 

dollarization level was decreasing for loans exten-

ded to both individuals and legal entities. At pre-

sent, the respective dollarization levels stand at 

66.9% and 74.8%.  

In the accounting period the volume of non-

performing loans (NPL) decreased by GEL 144.6 

million, standing at GEL 935 million. The decline 

was also present for NPLs denominated in foreign 

currency, shedding 14.1 pps. At present, the share 

of NPLs in total loans equals 16.3%, or 2.5 pps less 

than a year before. 

As it was noted above, in the accounting period 

a 23.3% increase in total liabilities was posted. Al-

most half (46.6%) of the growth is attributed to 

term deposits of individuals. It should be noted 

that, unlike deposits, banks’ borrowings slightly de-

creased in the accounting period, standing at GEL 

2,656 million. 

The volume of non-banking deposits has been 

steadily increasing since June 2009, reaching GEL 

4,415 million in June 2010, which is 45.7% higher 

in annual terms. In parallel to increases in total vo-

lumes, the dollarization rate of non-banking depo-

sits was on a downtrend, posting a 4.1 percentage 

point decline and standing at 64.7% (excluding the 

exchange rate eff ect). The value of term deposits 

of individuals grew by GEL 509.8 million in the ac-

counting period, but this did not aff ect much the 

dollarization rate, with the latter standing at 89.7% 

(excluding the exchange rate eff ect).  

The ratio of banking sector assets to capital 

equals 5.85 as of end-June 2010, compared with 

5.04 a year before. Such an increase in the ratio over 

the accounting period indicates a relative growth 

of assets with respect to capital pointing to an in-

creased sectoral leverage.  

6.1. CAPITAL ADEQUACY

According to the “Regulation on Capital Ade-

quacy Requirements for Commercial Banks”, wei-

ghting of banking assets is made relative to credit 

and market risk. The Regulation considers only the 

FX risk (risk of assets in foreign currency) as the ma-
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GRAPH 6.5
Assets/Capital

GRAPH 6.6
Dynamics of Market Risk Weighted Assets (Actual Data and Alternative Scena-
rios)
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rket risk, but the respective weighting factors have 

been decreased over the last two years. In parti-

cular, before September 2008 the factor equaled 

100%; thereafter, by the decision of the Financial 

Supervision Agency it was reduced fi rst to 75% and 

in August 2009 to 50%. These changes aff ected the 

volume of market-risk-weighted assets: the latter 

decreased by GEL 1,008 million. In the accoun-

ting period the reduction in market-risk-weighted 

assets amounted to GEL 940 million, which was 

primarily explained by the above-mentioned wei-

ghting factor (in case of retaining the 75% factor, 

this would result in a 10.6 million increase). In the 

same period credit risk weighted assets increased 

by GEL 756 million. Ultimately, the risk-weighted 

assets currently stand at GEL 9,115 million, which is 

GEL 177 million less than a year before.  

A decrease in the market risk factor exerted an 

obvious impact on the capital adequacy ratio. In 

August 2009 it increased by 2 pps, remaining at 

a high level until end-year. Starting from January 

2010, the ratio was on a gradual downtrend, ulti-

mately settling at 17.4%, as of June 2010. It should 

be noted here that the capital adequacy ratio in 

Georgia equals 12%. The diagram shows the dyna-

mics of the actual adequacy ratio along with two 

additional scenarios, if the factors were retained at 

100% and 75%.  

In general, reduction in the market (exchange 

rate) risk factor, on the one hand, creates the possibi-

lity to expand economy crediting in foreign currency; 

however, the eff ect may not immediately materialize 

due to the existence of other factors infl uencing cre-

dit policies of the commercial banks. On the other 

hand, there is room for decreasing regulatory capital 

and using freed resources for current needs. It should 

be noted the regulatory capital in the banking sector 

fell by 3 pps (GEL 48.9 million), currently standing at 

GEL 1,583 million. The above diff erence is mainly 

determined by growth of components subject to 

deductions (in particular, nonconsolidated invest-

ments in equity capital of banks’ subsidiary compa-

nies). With regard to the primary source of the regu-

latory capital, tier 1 capital, the latter decreased by 

GEL 39.1 million, equaling GEL 1,317 million in June 

2010. The decline was conditioned by a sharp con-

traction of retained earnings. In the same period the 

funds received through equity issuance equaled GEL 

11.5 million. Tier 2 capital grew by GEL 246.6 million 

in the accounting period, owing to the increase in 

subordinated debt.  
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GRAPH 6.7
Equity Capital
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6.2. PROFITABILITY

In the accounting period the banking sector’s 

revenues equaled GEL 1,493 milion, which are al-

most equally distributed over the second half of 

2009 and the fi rst half of 2010. However, it should 

be pointed out that in Q3 and Q4 2009 the monthly 

nominal decreases in revenues occurred, while the 

fi rst two quarters of 2010, on the contrary, posted 

increases in revenues. In addition, in the last four 

months of the accounting period the non-interest 

revenues have been growing steadily: the increa-

ses are mainly due to currency conversion opera-

tions and nominal gains from revaluation of fun-

ds in foreign currency against the backdrop of an 

existing uptrend in the exchange rate. With regard 

to interest revenues, their dynamics followed the 

fl uctuations in exchange rates on extended loans 

(loans accounting for almost 70% in interest-bea-

ring assets of the banking sector). Compared with 

June 2009, by end-2009 the interest rate on loans 

extended in lari fell by 0.5 pps, while the interest 

on foreign currency denominated loans dropped 

by 1.6 pps. The downtrend continued in the fi rst 

half of 2010, settling at the following levels as of 

June 2010: 21.5% on lari denominated loans and 

17.6% on foreign currency denominated loans. It 

should be noted that the interest rates on depo-

sits also tended to decrease: the respective inte-

rest rates on deposits in lari and foreign currency 

decreased from 11.4% and 10.2% in June 2009 to 

10.7% and 9.3% at end-year, and 9.5% and 8.0% at 

end-June 2010. In the end, the net interest spread13 

decreased by 1 percentage point in the accounting 

period, standing at 8.0%. With regard to net inte-

rest margin, the latter fell by 1.2 pps, equaling 8.4% 

at end-period. 42.5% of the interest income of the 

banking sector came from loans to individuals, and 

55% - from loans to legal entities. If we compare 

the interest income to the respective interest ex-

penses, the net interest margin equaled 14.7% for 

households and 12.1% for legal entities.  

In the accounting period the banking system 

incurred expenses in the amount of GEL 1,332 

million, of which GEL 680.1 million in 2010. Ave-

rage monthly expenses were roughly even, at the 

exception of the last 2 months, when provisions for 

13  The net interest spread is the diff erence A/B – C/D, where A denotes interest income, B – interest-earning assets, C- interest expenses, and D –interest-
bearing liabilities.  

GRAPH 6.8
Annualized Profi ts before Provisioning and Reserves
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GRAPH 6.9
Monthly Profi ts/Losses of the Banking Sector (Lari, millions)
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Table 6.1
Profi tability Ratios in Other Ccountries 

ROE ROA Reference date

Armenia 3.4 0.7 Dec 2009

Belarus 8.9 1.4 Dec 2009

Moldova 1.0 0.2 Nov 2009

Russia 4.9 0.7 Dec 2009

Ukraine -23.8 3.2 Sep 2009

Turkey 18.8 2.6 Dec 2009

asset losses (primarily loans) were increased. Along 

with the growth of non-banking deposits, the rele-

vant interest expenses were steadily increasing as 

well: in the fi rst two quarters of 2010 the incurred 

expenses on non-banking deposits were 13.2% hi-

gher than in the last two quarters of 2009. The ratio 

of expenses on personnel to total operational ex-

penses at present equals 39.0%, or 5 pps less than 

at end-2009. 

In terms of profi tability of the banking sector, 

the second half of 2009 was characterized by do-

wnward dynamics of the operational profi t. Howe-

ver, in the last quarter the growth tendency emer-

ged and was maintained in 2010. Since operational 

profi t represents profi t before provisioning, it is 

interesting to consider the dynamics of asset pro-

visioning with the purpose of assessing the provi-

sioning eff ect on equity. In the accounting period 

the annualized14 provisioning was decreasing, but 

in Q2 2010 it posted a positive growth. However, it 

should be pointed out that, unlike in 2009, the di-

ff erence between the operational profi t and asset 

provisioning in 2010 is positive, indicating the fact 

that in Q1 and Q2 2010 relatively smaller amounts 

of resources were used for provisioning. In addition, 

the above-mentioned had an appropriate eff ect on 

net profi t of the banking sector, which amounted 

to GEL 37.3 million (as of fi rst half of 2010). To com-

pare, at end-Q2 2009 total losses equaled GEL 63.6 

million. 

Return on assets and return on equity in June 

2009 were negative at -1.6% and -8.4%, respective-

ly, compared with 1.9% and 8.9% in 2008. In 2010 

ROA and ROE turned positive again, equaling 0.9% 

and 4.8%.  

14 Annualized time series data with monthly dynamics is calculated by the following formula: (X/N) *12, where X is data, N – number of months from the 
beginning of the year.  
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The Georgian non-banking fi nancial sector con-

sisted of 17 credit unions, 39 microfi nance organiza-

tions (MFOs), 1 stock exchange, 16 insurance compa-

nies and 6 non-government funds, as of June 2010. 

In the accounting period the consolidated assets 

of MFOs grew by GEL 96 million in nominal terms, 

currently standing at GEL 244.2 million. The incre-

ase in assets was largely conditioned by a GEL 62.2 

million increase in loans, with the latter equaling 

GEL 171.9 milion at end-June 2010. It should be no-

ted that contrary to the previous accounting period 

(second half of 2008 – fi rst half of 2009) the uptrend 

in net loans was steady, confi rming sound credit 

policies of MFOs. Funds on bank accounts almost 

doubled with their volume now standing at GEL 38.9 

million. 

A 33.7% share of trade and services should be sin-

gled out in extended loans. Crediting of transport, 

agriculture and forestry sectors is also signifi cant. 

The relatively risky construction sector continues to 

hold an insignifi cant share of 0.4%.  

In terms of liabilities, the funds borrowed by MFOs 

from individuals and legal entities increased by GEL 

56.9 million, equaling GEL 145.7 million by end-June 

2010. In the accounting period the growth of own 

debt securities and subordinated debt should also 

be pointed out, currently standing at GEL 7.6 million 

and GEL 9.9 million, respectively. Overall, the conso-

lidated MFO liabilities equal GEL 177.8 million, while 

the consolidated equity capital stands at GEL 66.4 

million. 

Similar to the previous accounting period, the 

growth of retained earnings was maintained (even 

at a higher rate), standing at GEL 22.9 million by end-

period. 

By end-June 2010 the total assets of credit unions 

7. NON-BANKING SECTOR

GRAPH 7.1
Dynamics of MFO Loans in Q2 2007-Q2 2010 (lari, thousands). 
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GRAPH 7.2
MFO Loans by Sectors, June 2010
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operating in Georgia increased 27% year-on-year, 

amounting to GEL 2.1 million. A large share of as-

sets is in the form of extended loans to clients – GEL 

1.7 million, with the respective LLPs standing at GEL 

60.2 thousand. In terms of total liabilities, the volu-

me of placed term deposits at the credit unions grew 

15.9% in the accounting period, currently standing 

at GEL 1.0 million. Borrowings from MFOs also incre-

ased, standing at GEL 322.3 thousand in June 2010. 

At the same period the equity of credit unions tota-

led GEL 558.6 thousand.  

Non-Banking Sector
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By end-2009 the total assets of insurance compa-

nies operating in Georgia equaled GEL 331.4 million, 

of which net insurance and reinsurance claims equa-

led GEL 154.7 million. In this regard, there were no 

signifi cant changes with respect to Q2 2009. The to-

tal liabilities by end-year stood at GEL 276.3 million, 

or approximately GEL 10 million less than in Q2 2009, 

which was mainly due to a decrease of technical in-

surance reserves.  

In 2009 the insurance sector posted a positive 

net profi t of GEL 17.9 million. During the last two 

quarters of 2009 the volume of mobilized insuran-

ce premiums totaled GEL 162.0 million, whereas the 

earned (net) premiums stood at 147.9 million. The 

respective fi gures for reinsurance companies equa-

led GEL 5.2 million and GEL 2.6 million.  

Similar to the previous accounting period, the 

medical (health) insurance continued to dominate 

the insurance market, accounting for 84.9%.  

The number of participants in the non-govern-

ment pension schemes in Georgia slightly decreased 

from Q2 2009 to end-2009, fi nally standing at 14,175 

persons. In Q3 and Q4 2009 the volume of pension 

installments totaled GEL 1.0 million, while pension 

reserves as of end-year stood at GEL 6.3 million. Re-

venues from investment of reserves in the last two 

quarters of 2009 equaled GEL 1.6 million, which is 

considerably higher than in the fi rst half of the year.  

In 2009 the securities market was not active, 

which was refl ected in a smaller number of transac-

tions, compared with 2008. However, the number 

of transactions throughout the year grew conside-

rably: as of December 31, 2009 the Georgian Stock 

Exchange admitted securities of 146 issuers, as the 

total value of securities transactions equaled GEL 

98.8 million. The value of transactions concluded at 

the stock exchange trading sessions equaled GEL 

3.1 million, while the value of transactions outside 

the stock exchange amounted to GEL 95.7 million. 

At present the Georgian securities market is in the 

development stage, so far failing to represent an im-

portant source of raising capital for the companies.  

Non-Banking Sector
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By end-June 2010 the total volume of economy 

crediting by the commercial banks equaled GEL 

5,735 million. The volume of crediting was conti-

nuously declining in the second half of 2008 and 

during 2009, although already in the second half of 

2009 the decline gradually slowed down. In January  

2010 the stock of loans rose for the fi rst time, tota-

ling GEL 5,237 million, while later in May the annual 

growth rate grew positive. The reversal of the down-

trend in loans indicates stabilization of the economic 

situation in the country, and should be doubtlessly 

considered as a positive event. However, the increa-

se in the loan stock was partly caused by the exchan-

ge rate depreciation of lari. By end-June 2010, the 

annual growth rate of total loans amounted to 6.9%, 

but if we exclude the exchange rate eff ect, the same 

indicator equaled -0.8%. The stock of loans deno-

minated in foreign currency decreased 8.4% in the 

accounting period, while the lari-denominated loans 

grew 24% in the same period.  

Along with recovery of positive growth rates of 

crediting, the banking sector actively started exten-

ding loans in domestic currency. By end-June 2010 

the share of loans denominated in domestic cur-

rency equals 26.3%, or 3.6 pps higher year-on-year. 

However, if we take into account the exchange rate 

change, the share of lari-denominated loans in the 

accounting period rose by 5.9 pps. Despite this posi-

tive tendency, the share of loans in lari still remains 

low relative to the pre-crisis level, for comparison, 

the above share equaled 34.4% by end-June 2008.  

The dynamics of extended loans (fl ows) looks op-

timistic in 2010. In the fi rst half of the year the volu-

me of extended loans grew considerably. During this 

period the value of extended loans totaled GEL 3,664 

million, or 44.5% more year-on-year. However, on 

8.

Credit Risk

CREDIT RISK

GRAPH 8.1
Stock of Loans and Annual Growth Rate 
January 2008 – June 2010

GRAPH 8.3
Extended Loans 
January 2008 – June 2010, Lari, millions 

GRAPH 8.2
Loan Stock by Currency
January 2008 - June 2010
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GRAPH 8.4
Shares of Individual Banks in Total Loans, June 2008 - June 2009
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GRAPH 8.1.1
Flows of Extended Loans by Amounts
January 2008 – June 2010, Lari, millions
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increase in the share of long-term loans has been re-

gistered. During 2009 the share of long-term loans 

in total loans equaled 37.2%, while in the fi rst half 

of 2010 the same share grew up to 44.3%. However, 

it should also be pointed out that data on extended 

loans takes into account restructured and refi nanced 

loans, which means that the data may not fully re-

fl ect current credit policies of the commercial banks.  

In the accounting period no signifi cant changes 

have been manifested with respect to the shares of 

individual banks in total loans. Compared with June 

2008, the total share of the fi ve largest commercial 

banks in total loans remained unchanged at 81.9% in 

end-June 2009. In terms of extended loans the share 

of the largest bank increased by 1.5 pps, accounting 

for 33%.  

8.1. CREDIT PORTFOLIO

In the accounting period the total volume of lo-

ans extended by the commercial banks equaled 

GEL 5,803.6 million. The largest part of extended lo-

ans included loans in the amount of more than GEL 

100,000. The loans in the range of GEL 100,000 and 

GEL 1 million accounted for 25.1%, while the share 

of loans of more than 1 million stood at 36.1%. In 

the accounting period the share of small loans in the 

extended loans decreased, as the share of loans of 

less than GEL 100,000 dropped to 38.8% at end-June 

2009 from 44.8% a year before. 

 Despite certain growth of credit portfolio in the 

accounting period, the share of small loans in the 

portfolio tended to decrease. The share of loans of 

less than GEL 20,000 in total portfolio equaled 23.2% 

at end-June 2008, 21.9% at end-June 2009, and 19% 

at end-June 2010. On the other hand, the share of 

loans of more than GEL 100,000 grew from 62.4% to 

65.8% during the accounting period. In general, the 

increase in the share of large loans indicates concen-

tration of credit risk, and the latter may be amplifi ed. 

Table 8.1.1
Total Loans by Volumes, January 2009 – June 2010

Total loans (lari, millions) Share (%)

06.09 12.09 06.10 06.09 12.09 06.10

Less than 20,000 1,176 1,053 1090 21.9 20.3 19

20,001-50,000 462 412 435 8.6 7.9 7.6

50,001-100,000 380 395 435 7.1 7.6 7.6

More than 100,000 3,349 3,325 3,774 62.4 64.1 65.8

the other hand, in the fi rst half of 2008 the volume 

of extended loans amounted to GEL 4,841 million. 

The average monthly volume of extended loans 

equaled GEL 610.6 million in 2010, GEL 471 million 

in 2009, and GEL 665 million in 2008. A remarkable 

Credit Risk
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The share of small loans is diminished in loan fl ows 

and stock of credit portfolio, which is likely to be the 

result of banks’ conservative credit policies. Small 

loans are frequently extended without collateral, 

thus, in case of default losses on such loans are lar-

ger, compared with bigger loans extended against 

collateral. On the other hand, in the case of solvency 

problems it is more likely to restructure bigger loans. 

Accordingly, it is clear that decrease of small loans 

and restructuring of big loans takes place. 

In the accounting period the share of short-term 

loans has increased relative to long-term loans. At 

end-June 2010 the share of short-term loans equaled 

GEL 1,410 million, or 24.6% of total loans. The increa-

se in the share of short-term loans is explained by the 

fact that only 33.3% of total loans extended in the 

previous accounting period were long-term loans. At 

end-June 2009 this share rose to 42.1%. Along with 

economic stabilization and decrease in uncertainty 

it is likely that time to maturity will increase. This is 

corroborated throughout 2010 by declining interest 

rates on loans with maturity of more than 12 mon-

ths. In January 2010 the interest rate on long-term 

loans extended in domestic currency stood at 23.3%, 

while the interest rate on loans in foreign currency 

equaled 18.5%. In June 2010 the respective interest 

rates stood at 19.8% and 15.7%. The interest rates on 

short-term loans fl uctuated throughout 2010 and no 

pronounced downtrend has been yet manifested.  

In the accounting period the volume of loans 

extended to individuals posted a slight increase of 

0.3%. Accordingly, the share of these loans in the to-

tal credit portfolio decreased, amounting to 38.9% at 

end-June 2010, or 2.6 pps less than a year before. It is 

a welcoming fact that the volume of lari-denomina-

ted loans extended to individuals grew 8.6% in the 

accounting period, since individuals often do not re-

ceive income in foreign currency, and the banks as-

sume the currency mismatch risk upon themselves.  

GRAPH 8.1.2
Changes in Loans by Amounts 
2009-June 2010
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Table 8.1.2
Total Loans by Maturity Terms, January 2009 – June 2010 

Total Loans (Lari, millions) Share (%)

06.09 12.09 06.10 06.09 12.09 06.10

Short-term loans, of which

Less than 1 month 118 105 114 2.2 2.0 2.0

Between 1 and 3 months 124 136 158 2.3 2.6 2.8

 Between 3 and 6  months 185 226 277 3.5 4.4 4.8

 Between 16 and 12 
months

835 731 861 15.5 14.1 15.0

Total short-term loans 1,262 1,198 1,410 23.5 23.1 24.6

Long-term loans 4,105 3,987 4,324 76.5 76.9 75.4

GRAPH 8.1.3
Average Maturity Period of Loans
January 2008 – June 2010
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Table 8.1.3
Loans by Sectors  

06.09 12.09 06.10

Trade and Services 1,529 1,543 1,809

Energy 94 109 135

Agriculture and Forestry 51 48 61

Construction 391 359 388

Mining and Manufacturing Industry 401 418 472

Transportation and Communication 76 69 82

Individuals 2,224 2,084 2,230

Other 595 551 553

Meanwhile, the volume of loans extended to indivi-

duals in foreign currency fell 3.5%. 

No signifi cant changes took place in the accoun-

ting period with respect to loans extended to secto-

ral business entities. A 3 percentage point increase 

in the share of trade and services was posted, whi-

le the share of construction fell by 0.5 pps. On the 

diagram below, changes in the sectoral shares of the 

total credit portfolio are depicted on X axis, while Y 

axis shows the shares of loan loss provisions for loans 

extended to the respective sectors, while the size 

of bubbles is proportional to sectoral shares in the 

total credit portfolio as of June 2010. Along with lo-

ans extended to the energy, and transportation and 

communication sectors, loans to individuals can be 

considered as one of the three least risky categories, 

since only 9.9%, 6.2% and 10.3% of the respective 

sectoral loans are classifi ed as non-performing. The 

share of non-performing loans in trade sector is also 

low, accounting for 10.6%. It is precisely this sector 

at the expense of which the commercial banks ex-

panded their portfolio, whereas the volume of loans 

extended to other business sectors and individuals 

did not alter signifi cantly.  

In the accounting period despite improvement 

in the quality of loans extended to the construction 

sector, the latter still remains to be the most proble-

matic sector. The loan loss provisions in the cons-

truction sector stand at 20.6%, which is the highest 

sectoral share.  

In the accounting period both the volume and the 

share of overdue loans fl uctuated; in the fi rst half of 

2010 the volume of overdue loans stabilized, stan-

ding at GEL 201.2 million by end-June, or 3.5% of the 

total credit portfolio. In June 2009 this share equaled 

3.7%. On average, the share of overdue loans in the 

credit portfolio equaled 3.9% in the accounting pe-

riod. The growth of overdue loans is partly explained 

by an increase in the share of overdue loans exten-

GRAPH 8.1.4
Changes in Sectoral Shares of Credit Portfolio
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GRAPH 8.1.5
Dynamics of Overdue Loans
January 2008 – June 2010,  Lari, millions
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ded in foreign currency. The latter share increased 

in average terms from 51.5% in June 2009 to 61.2% 

in end-June 2010. The share of short-term loans in 

overdue loans equaled 50.8% by end-June 2010 and 

52.3% on average in the accounting period. In the 

previous accounting period the same share in ave-

rage terms stood at 58.3%, pointing to the fact that 

along with deterioration of loan quality overdue 

loans increased in long-term loans and remain at a 

high level.  

In the accounting period the stock of consumer 

loans grew 6.4%, amounting to GEL 714.5 million 

by end-June 2010. It should be pointed out that in 

Q2 2010 the share of foreign currency denominated 

consumer loans decreased to 45.7% at end-June 

from 48.1% a year before. With regard to loans secu-

red with real estate, the value of such loans extended 

in the accounting period totaled GEL 2,329 million. 

This is 58.6% higher than the same parameter in the 

previous accounting period (July 2008 – June 2009). 

In the accounting period there was also a gradual de-

cline in the share of foreign currency denominated 

loans – in average terms the share equaled 73.8%, 

while in June 2010 it stood at 70.1%. In the previous 

accounting period, the average share of loans exten-

ded in foreign currency was 82.3%.  

The table 8.1.4. shows the loan structure by secto-

ral risk categories.

The real estate development sector, mainly re-

presented by residential housing developers, is one 

of the most risky areas. According to the existing 

information, the share of residential housing under 

construction equals 83%, of which development 

projects in the initial and medium phase account 

for 86%. Overall, it should be noted that the projects 

which were implemented by means of bank loans 

were halted not due to solvency but rather liquidity 

problems. However, there are cases where such pro-

blems were resolved. This includes those developing 

GRAPH 8.1.6
Consumer Loans (Stock) 
January 2008 – June 2009, Lari, millions
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GRAPH 8.1.7
Loans Secured with Real Estate (Flows)
January 2008 – June 2010, Lari, millions
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companies which participated in the “New life of Old 

Tbilisi” project innitiated by the Tbilisi City Hall. 

Credit risk is also high in the commercial real es-

tate market, but it is relatively lower than in the re-

sidential housing segment. This was conditioned 

by the pre-crisis situation when the rent/price ratio 

exceeded the interest rate on deposits and the leve-

rage level was relatively low. In this regard, the risk 

related to loans extended to the commercial real es-

tate sector is lower, which is refl ected in the respec-

Credit Risk
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Table 8.1.4
Extended Loans by Risk Sectors in the Banking System (Lari, millions)

As of June 30, 2009

Share of Loans by Risk Sectors in 
Total Portfolio 

Loan Stock 
Loan Re-

serves
Loan Reserves/

Portfolio

Public Entities 1.0% 58.1 1.9 3.3%

Financial Institutions 1.6% 91.0 2.3 2.5%

Pawn Loans 3.0% 169.1 3.4 2.0%

Real Estate Development 5.4% 311.5 77.3 24.8%

Real Estate Management 4.7% 268.2 32.4 12.1%

Construction Companies (excluding Developers) 4.1% 233.7 37.6 16.1%

Extraction, Production and Trade of Construction Materials 3.0% 169.5 26.0 15.3%

Trade of Consumption Goods 5.9% 339.4 34.1 10.1%

Production of Consumption Goods 4.9% 278.7 42.6 15.3%

Production and Trade of Durable Goods 1.8% 104.5 14.0 13.4%

Production and Trade of Footwear, Clothing, and Textile 1.0% 57.0 3.8 6.7%

Trade (other) 5.3% 303.1 23.1 7.6%

Production (other) 2.4% 136.8 14.4 10.5%

Hotels and Tourism 2.6% 148.2 24.3 16.4%

Restaurants, Bars, Cafes and Fast Food Outlets 1.3% 74.8 7.9 10.6%

Heavy Industry 1.6% 91.2 4.0 4.4%

Energy 3.2% 181.1 22.5 12.4%

Car Dealers 2.3% 130.1 13.6 10.4%

Health 1.1% 64.8 8.3 12.9%

Pharmaceuticals 1.0% 60.0 2.6 4.3%

Restaurants, Bars, Cafes and Fast Food Outlets 0.9% 52.3 3.1 5.9%

Telecommunications 1.3% 72.1 5.5 7.6%

Service 4.3% 248.8 25.4 10.2%

Agriculture 2.0% 112.4 11.7 10.4%

Other (including Scrap Businesses) 3.3% 186.2 18.8 10.1%

Retail Products 31.2% 1,785.7 209.2 11.7%

Car Loans 1.7% 99.4 9.8 9.8%

Consumer Loans 9.3% 535.2 44.6 8.3%

Instant Installment Loans 0.5% 27.5 5.3 19.2%

Overdrafts 1.0% 55.5 6.1 10.9%

Credit Cards 4.5% 260.3 64.6 24.8%

Loans for Apartment Refurbishments 1.9% 109.2 7.7 7.1%

Mortgage Loans 12.2% 698.7 71.1 10.2%

Total 100.0% 5,728.4 669.7 11.7%

tive loan loss provisions. Loans to construction com-

panies excluding developers also represent carriers 

of high credit risk, although there exists a risk-con-

taining factor in the form of large current/planned 

expenditures from state budget on infrastructure 

development.  

It is also remarkable that, similar to the interna-

tional practice, the pawn shop sector in Georgia is 

counter-cyclical. The reasons is that against the ba-

ckdrop of slackened credit activity with high liquidi-

ty and credit risk there arises increased demand for 

pawn loans as well as higher gold price. On the other 

hand, after recovery of economic activity and in the 

event of decreases of gold prices this sector might 

carry signifi cant risks.  

Credit Risk
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8.2. NON-PERFORMING LOANS AND RESERVES 

The volume of NPLs reached record high in June 

2009, equaling GEL 1,007.9 million, or 18.8% of to-

tal loans. In the beginning of the accounting period 

the uptrend in the volume of NPLs was halted, and 

by end-June 2010 the volume of NPLs decreased 

to GEL 935 million, or 16.3% of total loans. Despite 

the trend reversal, the volume of NPLs still remains 

high indicating the existence of signifi cant credit risk 

in commercial banks’ credit portfolio. The volume 

of LLPs did not change signifi cantly in the accoun-

ting period, standing at GEL 670 million at end-June 

2010. However, the coverage of NPLs through LLPs 

increased to 71.7%, compared with 64.8% a year be-

fore. With regard to distribution of NPLs into risk ca-

tegories, 48% of NPLs are classifi ed as substandard, 

24.6% - as doubtful, and 26.8% of loans are bad. 

Along with deterioration of asset quality in the 

banking system the volume of repossessed proper-

ty and its share in total loans increased. By end-June 

2010 the volume of repossessed property equaled 

GEL 202.4 million, or 325% higher in annual terms. 

Accumulation of repossessed property on banks’ ba-

lance sheets represents a signifi cant risk for the real 

estate sector and, therefore, for loans extended to this 

sector. The reason is that attempts to sell this property 

in the market could drive real estate prices down.  

If we consider all problem assets managed by the 

banking sector, such as repossessed property, watch, 

non-performing and written-off  loans, their volume 

totaled GEL 1,705 million by end-June 2010, whereas 

their share in consolidated assets increased in the ac-

counting period from 17.1% to 17.6%.  

In the accounting period the dynamics of recove-

ring written-off  loans improved and the volume of 

new loan write-off s decreased. Overall in this period 

the banks recovered loans in the amount of GEL 81 

million, compared with GEL 52 million recovered 

from July 2008 to June 2009. The volume of written-

GRAPH 8.2.1
NPLs and LLPs
January 2008 – June 2010, Lari, millions
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GRAPH 8.2.2
Repossessed Property
January 2008 – June 2010,  Lari, millions
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GRAPH 8.2.3
Problem Assets Managed by the Banking Sector
January 2008 – June 2010, Lari,  millions
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off  loans in the accounting period amounted to GEL 

254 million, or GEL 12 million less year-on-year. The 

increase in loan write off s is explained by the diffi  cult 

situation in the Georgian as well as the global fi nan-

cial markets; however, on the other hand, this process 

has a positive eff ect as well, since writing off  bad loans 

and recognition of losses contributes to improvement 

of commercial banks’ balance sheets. 

In the second half of 2009 despite initial decreases 

in NPLs, the total amount of NPLs and cumulative wri-

te-off s continued to rise by end-year. In the accoun-

ting period this amount grew 7.3%, and the sum of 

written off  loans from January 2008 and the existing 

stock of NPLs as of end-June 2010 totaled GEL 1,434.3 

million. In other words, the decrease in the share of 

NPLs from 18.8% to 16.3% in the accounting period 

does not represent a quality improvement indicator 

and is largely due to expansion of credit portfolio and 

writing off  of bad loans. If we take into account loan 

write-off s from January 2008, in the accounting pe-

riod the share of NPLs in the credit portfolio grew 0.8 

pps and amounted to 26.7%. 

In order to compare the riskiness of loans deno-

mianted in foreign and domestic currency it is inte-

resting to pay attention to the dollarization rate of 

total and non-performing loans. Holding other things 

constant, if the dollarization rate of total and non-

performing loans is the same, then loans extended in 

foreign and domestic currency are equally risky. If the 

dollarization rate of NPLs is higher than than of total 

loans, the loans extended in foreign currency must be 

more risky and vice versa. If we compare the dollari-

zation of total and non-performing loans in 2008, the 

fi rst exceeded the second indicating lower risk level 

for foreign currency denominated loans. This is quite 

logical since before the August 2008 war the exchan-

ge rate had been appreciating, while in the second 

half of 2009 against the backdrop of lari depreciaton 

the above-mentioned diff erence in dollarization rates 

GRAPH 8.2.3
Loan Write Off s
January 2008 – June 2010, Lari, millions
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GRAPH 8.2.4
Exchange Rate Adjusted Total Loans, NPLs and Cumulative Loan Write-Off s
January 2008 – June 2010

GRAPH 8.2.5
Dynamics of Share of NPLs in Credit Portfolio
January 2008 – June 2010
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was narrowing due to the increase in dollarization 

of NPLs; at end-Q2 2010 further depreciation of the 

exchange rate led to the dollarization of NPLs alrea-

dy exceeding that of total loans. Between June 2008 

– June 2010 the dollarization rate of total loans grew 

from 67.4% to 70.6%, while the dollarization rate of 

NPLs increased from 62.8% to 73.2%, pointing to hi-

gher risks with respect to loans extended in foreign 

currency. Calculations of dollarization rates for total 

as well as non-performing loans exclude the exchan-

ge rate eff ect, thus changes in dollarization are not 

caused by revaluations of loans. Under exchange rate 

depreciation conditions higher dollarizaiton of NPLs 

relative to total loans reemphasizes currency-induced 

credit risk. 

In the accounting period the share of non-perfor-

ming loans decreased in all sectors, excluding mining. 

Essential decline in the share of NPLs occurred in the 

construction sector, with the share equaling 36.4% at 

end-June 2010, compared with 51.9% a year before. 

This decline was the result of a decrease in the volume 

of negatively classifi ed loans extended to the construc-

tion sector, while the total volume of loans remained 

practically the same. Overall, the largest share in NPLs is 

attributed to trade and services (30.6%), although the 

latter accounted for 31.6% in total loans extended. The 

least risky category may be considered loans extended 

to individuals, accounting for 38.9% in total loans and 

for 25.4% in NPLs. The share of NPLs in the construction 

sector is disproportionately high, standing at 15.1%, 

whereas the sector accounts for only 6.8% in total loans 

extended, pointing to high sectoral risks.  

In the accounting period the share of blank loans 

shed 1.5 pps, falling to 12.7%. On the other hand, 

the share of secured loans grew 6.1%, amounting 

to 54.1%. It is remarkable that 49.9% of loans exten-

ded in the energy sector are blank, representing the 

highest sectoral share. The second highest sectoral 

share of blank loans represents loans to individuals – 

GRAPH 8.2.6
Dollarization of Total and Non-Performing Loans, Exchange Rate Adjusted
January 2008 – June 2010
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GRAPH 8.2.7
Types of Loan Collaterals
2010 June
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GRAPH 8.2.8
Capacity of Loss Absorption, January 2008 - June 2010
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20.3%; on the other hand, all loans extended in the 

agricultural sector are secured. 

In the accounting period the ratio of diff erence 

between NPLs and reserves to capital also decreased, 

indicating improved capacity of banks to absorb risks, 

should they materialize. Decrease in this ratio means 

that banks’ capital will contract to a smaller extent in 

case of losses. As of end-June 2010 the above-ratio 

stood at 27.1%, compared to a record high level of 

32.7% in June 2009. Improvement of this ratio is main-

ly explained by commercial banks’ capitalization and 

growth of provisioning in the accounting period. 

Credit risk is gradually accumulated and it materia-

lizeswhen a certain period of time passes after exten-

sion of a loan. Therefore, in analyzing sustainability of 

the banking sector it is crucial to consider the possi-

bilities of gradual deterioration in loan quality. After 

a 533.7% soaring of NPLs in 2008, the growh rate of 

NPLs slowed down in 2009, amounting to 21% per an-

num. The volume of NPLs in the second half of 2009 

started to decline, whereas in the accounting period 

between end-June 2009 and end-June 2010 the NPLs 

fell 7.2%. Monthly growth rates of NPLs in the last 12 

months did not exceed 4%, but fi nancial stability im-

plies such a situation in the fi nancial sector, when the 

latter, despite adverse shocks, continues to effi  ciently 

play a mediator’s role in the economy. With the pur-

pose of assessing credit risk in the banking sector the 

potential impact of gradual NPL increase on capital 

adequacy ratio was analyzed. Scenarios with monthly 

NPL growth of 10% and 20% were considered, which 

are very improbable and serve only to theoretical pur-

poses of sustainability analysis. The benchmark was 

set as June 2010; it was further assumed that banks’ 

credit portfolio remains unchanged, while loan risk 

classifi cation remains proportional to the initial one.  

In case of a 10% monthly NPL growth, the banking 

sector violates the 12% CAR after 9 months, where-

as at a 20% growth rate the CAR reaches 10.2% in 5 

months. In order that CAR would not exceed the Tier 

1 level in one year without adding new capital, the 

monthly growth rate of NPLs should not be higher 

than 6.6%. In other words, banks have suffi  cient stock 

of capital in order to meet the Tier 1 requirement du-

ring one year under a 6.6% monthly increase in NPLs. 

The result of this scenario is analogous to the results 

presented in the previous report, indicating that the 

banks’ situation has not altered much and the volume 

of NPLs still remains high. It should be stressed again 

that the above scenarios are very conservative and do 

not attempt at forecasting probable developments. 

Moreover, the decline in NPLs in the recent period gi-

ves reason for moderate optimism.   

GRAPH 8.2.9
Dynamics of NPL Growth Rates
January 2008 – June 2010
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GRAPH 8.2.10
Impact of NPL Growth on CAR
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Market Risk

9.1. DOMESTIC FOREIGN EXCHANGE MARKET

The domestic foreign currency market repre-

sents an important segment of the Georgian finan-

cial market, as the developments in the former lar-

gely influence the country’s economy. The exchan-

ge rate dynamics is also very important in terms 

of financial stability, since under large exchange 

rate volatility the currency induced credit risk in-

creases adversely affecting quality of commercial 

banks’ credit portfolio. For small open economies, 

such as Georgia, the exchange rate of domestic 

currency affects prices of imported goods in the 

domestic market, ultimately having an impact on 

inflation. Along with halting of trading sessions 

at the Tbilisi Interbank Foreign Exchange and in-

troduction of foreign exchange auctions the de-

termination of exchange rate is currently more in 

line with market economy principles. According to 

the IMF classification of exchange rate regimes the 

latter is described in Georgia as “managed floating 

with no predetermined path”. In other words, the 

NBG’s interventions in the foreign exchange ma-

rket serve only to avoiding short-term exchange 

rate fluctuations and do not aim at maintaining 

the exchange rate at a certain level or at reversing 

an exchange rate trend. Thus, the exchange rate is 

in conformity with its long-term dynamics. 

Along with introduction of foreign exchange 

auctions, in the second half of 2009 the volume of 

NBG’s interventions significantly declined, amoun-

ting to only USD 46 million, while in the first half 

of 2009 the volume of interventions totaled GEL 

455 million.  

Due to the crisis in the developing countries the 

inflow of foreign currency into the private sector 

remained limited. As a result, the volume of Geor-

9. MARKET RISK

gian exports as well as money remittances to Ge-

orgia plunged. A drastic decline in FDIs should be 

emphasized. Accordingly, the private sector faced 

a deficit of balance of payments, which was coun-

terbalanced by a positive net foreign currency 

flow in the government sector. Foreign currency 

conversion in the government sector is made at 

the NBG, bypassing the FX market. Accordingly, 

the NBG uses interventions in the amount neces-

sary for covering such a deficit. For this purpose 

the NBG increased the volume of FX auctions, and 

GRAPH 9.1.1
Net Purchases of the NBG in the FX Market
January 2008 – June 2010, Lari, millions
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GRAPH 9.1.2
Dynamics of US Dollar Trade Turnover in the Interbank FX Market
January 2009 – June 2010
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in the first half of 2010 the interventions totaled 

USD 331.2 million. In the accounting period the 

total value of transactions concluded in the in-

terbank FX market equaled USD 805.4 million, up 

42% year-on-year.  

In the accounting period the nominal exchan-

ge rate of lari depreciated 11.2% against the US 

dollar, 1.4% against the UK pound sterling, and 

8.1% against the Turkish lira. With respect to the 

euro the lari appreciated 3.5%, mainly due to 

euro’s depreciation in the international markets.  

On June 30, 2010, one US dollar appreciated 

from GEL 1.66 to GEL 1.84 in annual terms, whe-

reas the price of one euro declined from GEL 2.33 

to GEL 2.25.  

The lari’s real effective exchange rate deprecia-

ted 7.7% in the accounting period. The lari’s real 

exchange rate depreciated 8.7% against the US 

dollar, 13.0% against the Turkish lira and 12.3% 

against the Russian ruble, while it appreciated 

4.5% against the euro. 

9.2. DOLLARIZATION

Dollarization is generally defined as the use of 

a foreign country’s currency, although in the pre-

sent report attention will be focused on the use of 

foreign currency by the financial sector – financial 

dollarization. Under the floating exchange rate 

regime a central bank is in a position to conduct 

an optimal counter-cyclical monetary policy, but 

a high level of financial dollarization weakens the 

monetary policy transmission mechanism and, 

accordingly, limits the impact of monetary policy 

on inflation. The level of financial dollarization 

also has a vital importance for financial stability, 

since against the backdrop of high dollarization 

sharp changes in the exchange rate level pose big 

threats to the banking sector. In order to avoid the 

exchange rate risk commercial banks use funds 

GRAPH 9.1.3
Lari’s NER Index 
July 2008 – June 2010

GRAPH 9.1.4
Dynamics of Lari’s NER
July 2008 – June 2010
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GRAPH 9.1.5
Dynamics of Lari’s Exchange Rate
January 2008 – June 2010
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mobilized in foreign currency by extending loans 

in the same foreign currency. By doing so banks 

try to transfer the exchange rate risk to borro-

wers, but the latter have their income mainly in 

domestic currency. Therefore, banks assume the 

currency induced credit risk, which in the event 

of domestic currency depreciation is caused by 

the decreased solvency of the borrower. Accor-

dingly, dollarization increases systemic risks in the 

banking sector due to mismatch of currencies in 

which the borrower’s revenues and liabilities are 

denominated. Thus, a low level of financial dolla-

rization reduces the systemic risk in the banking 

sector promoting efficiency of the monetary po-

licy interest rate.  

In 2009 the dollarization rate of the loan stock 

tended to increase, although in the last two months 

the dollarization growth rate turned negative. The 

decrease in the dollarization rate continued in 

2010, declining to 73.7% as of end-June 2009. For 

comparison, at end-June 2008 the dollarization le-

vel was at 77.3%. Decline in loan dollarization oc-

curred mainly at the expense of short-term loans: 

in the accounting period the dollarization rate of 

short-term loans dropped by 8.3 pps, amounting to 

58.0% at end-June 2010. Despite a 2.1 percentage 

point decrease, the dollarization of long-term loans 

still remains high at 79.5% at end-June 2010.

In the accounting period the dynamics of de-

posit dollarization was stable, although a slight 

dollarization decrease for current, demand, and 

term deposits occurred. The overall deposit dolla-

rization declined from 68.8% to 67.1% in the ac-

counting period. The dollarization rate of current 

and demand deposits shed 2.8 pps, standing at 

48.8%, while the term deposit dollarization decre-

ased by only 0.6 pps, constituting 88.8%. 

The dollarization rate of loan and deposit stocks 

often may not clearly reflect the current situation, 
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GRAPH 9.2.1
Term Loan Dollarization (Stock)
January 2008 – June 2010
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GRAPH 9.2.2
Deposit Dollarization (Stocks)
January 2008 – June 2010
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since this indicator does not envisage different 

terms of loans and takes into account long-term 

loans extended in the past. At the same time, the 

dollarization rate is related to economic agents’ 

expectations with respect to exchange rate chan-

ges as well as to confidence in domestic currency. 

Accordingly, in assessing trends of changes in 

dollarization it is important to observe loan and 

deposit dollarization rates in terms of flows. In 

Q4 2009 the average dollarization rate of deposit 

Market Risk
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exchange rate. If we consider the value of depo-

sits denominated in lari and in foreign currency 

between January 2007 and June 2010, it turns out 

that lari denominated deposits are more profita-

ble. The return on lari deposits equals 65.3%, while 

that on US dollar denominated deposits stood at 

62%. It is remarkable that in the above-mentioned 

period there were periods of both appreciation 

and depreciation of lari, and despite significant 

depreciation of lari return on lari deposits still tur-

ned out higher compared to deposits in US dollars.  

In order to assess loan and deposit dollarization 

in more precise terms, it is important to exclude 

the exchange rate effect, since the latter has an ac-

counting effect with respect to volumes of foreign 

currency denominated loans and deposits. Such 

a change in volumes does not reflect economic 

agents’ attitude to domestic currency, whereas in 

the long-term it is this attitude which represents 

the primary determinant of dollarization level. In 

the accounting period the exchange-rate-adjus-

ted loan dollarization rate declined by 5.9 pps, 

whilethe non-adjusted rate fell by 3.6 pps. Despi-

te this decline, the dollarization rate still remains 

high and requires particular attention. The depo-

sit dollarization rate fell by 4.1 pps, excluding the 

exchange rate effect. Without exchange rate ad-

justment the deposit dollarization decreased only 

by 1.7 pps. In the case of deposits the decline was 

GRAPH 9.2.3
Dollarization of Loan and Deposit Flows
January 2008 – June 2010
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Table 9.2.1
Return on Deposits in Domestic and Foreign Currency

Date Lari US dollar

Deposit Interest Rate Deposit Interest Rate in Lari Exchange rate

I-07 1,000 12.6% 581 9.4% 1,000 1.7199

I-08 1,126 13.5% 636 11.2% 1,009 1.5870

I-09 1,278 13.5% 707 11.2% 1,179 1.6670

I-10 1450 14.0% 786 11.7% 1,369 1.7415

VI-10 1,653 – 878 – 1,620 1.8442

flows equaled 41.5%, while in Q1 and Q2 2010 the 

same rate equaled 39% and 40.6%, respectively. 

The dollarization rate of loan flows in Q4 2009 

equals 62.8%, declining to 59.9% and 56% in Q1 

and Q2 2010, respectively. The described changes 

are insignificant and do not indicate fundamental 

changes in terms of currency preference.  

High level of long-term loans and term deposits 

should be stressed, indicating the existing status 

of the US dollar as the riskless currency and the 

lack of confidence with respect to domestic cur-

rency in the long-term. This occurs despite the fact 

that lari denominated deposits are more profitable 

and less risky relative to foreign currency deposits, 

since they are not dependent on changes in the 
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also due to current and demand deposits, while 

dollarization of term deposits dropped by insigni-

ficant 0.6 pps.  

9.3. INTEREST RATES

The National Bank of Georgia gradually loose-

ned the monetary policy after the 2008 August de-

velopments and the global financial crisis with the 

aim of restoring economic activity and ensuring 

stability in the banking system. At end-November 

2009 the NBG cut the monetary policy rate to 5%. 

The monetary policy rate represents the mini-

mum interest rate on refinancing loans, also being 

an operational target rate. The interbank money 

market interest rate should fluctuate around this 

operational target. Against the backdrop of excess 

liquidity in the commercial banks in the second 

half of 2009 the interbank market saw a sharp re-

duction in turnover as well as in interest rates. In 

November and December 2009 the interest rates 

on overnight loans (TIBR1) were below 1%, lar-

ge banks often borrowed overnight from small 

banks, as the latter used such operations as over-

night deposits. In the same period the commercial 

banks discontinued their demand for the NBG’s re-

financing loans, which rendered the interest rate 

transmission mechanism practically ineffective. In 

June 2010 along with high annual growth of the 

M3 monetary aggregate and revival of economic 

activity the NBG’s Monetary Policy Committee 

decided to increase the monetary policy rate to 

6.25% in order to meet the inflation target in the 

medium-term.  

Use of excess liquidity accumulated in commer-

cial banks in the first half of 2010 for economy cre-

diting was conditioned by a significant decline in 

loan interest rates in the accounting period. The 

market interest rates on loans extended in do-

mestic currency fell by 2.4 pps in the accounting 
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GRAPH 9.2.4
Exchange-Rate-Adjusted Loan Dollarization
January 2008 – June 2010
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GRAPH 9.2.5
Exchange-Rate-Adjusted Deposit Dollarization
January 2008 – June 2010
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period, standing at 21.5% at end-June 2010. The 

interest on foreign currency denominated loans 

shed 3.3%, decreasing to 17.6%. In June 2010 the 

weighted average interest rate was 19.3%, compa-

red with 21.9% in June 2009. It is remarkable that 

dynamics of interest rates on loans in lari and in 

foreign currency is similar, pointing to loosening 

of credit policies on the part of commercial banks. 

With regard to the interest rate spread for loans 

in national and foreign currency, no pronounced 

tendencies have been manifested, although the 

difference slightly increased in Q2 2010, likely due 

to lari depreciation. Decreases in interest rates 

influence the relevant parameters of the existing 

loan stock with a certain lag; however, by the end 

of the accounting period the downtrend in the 

weighted average interest rates on consumer lo-

ans was already visible. At end-June 2010 the wei-

ghted average interest on short-term loans equa-

led 36.1% for loans in lari and 23.6% for foreign 

currency denominated loans. The lowest interest 

rates were registered for long-term loans in fo-

reign currency, indicating the fact that commer-

cial banks find such loans as the least risky.  

In the accounting period the interest rates on 

loans extended to legal entities decreased as well, 

promoting revitalization of economic and com-

mercial activity. The decrease in interest rates on 

lari denominated loans was particularly evident in 

hotels and restaurants (8.1 pps), agriculture (5.5 

pps), industry (4.4 pps) and trade (3.3 pps). The 

interest rates on loans denominated in foreign 

currency were also down, at the exception of the 

financial intermediation sector, where interest ra-

tes increased. 

Analysis of real interest rates is also important. 

Economic boom in the previous years was cha-

racterized by high infl ation, leading to a decrease 

in real interest rates. Appreciation of lari peculiar 
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Table 9.3.1
Average Annual Interest Rates on Loans Extended to Individuals in Domestic Cur-
rency, June 2010

Table 9.3.2
Average Annual Interest Rates on Loans Extended to Individuals in Foreign Cur-
rency, June 2010

Table 9.3.3
Average Annual Interest Rates on Domestic Currency Denominated Term Loans to Resident Legal Entities by Sectors

Less than 1 year 1-5 years More than 5 years

Mortgage loans 15.0% 16.0% 15.2%

Car loans 5.7% 17.1% –

Pawn loans 42.1% – –

Consumer loans 28.1% 23.8% 17.0%

With collateral 22.4% 21.9% 18.0%

Without collateral 29.0% 24.4% 16.2%

Credit cards 34.3% 21.2% 19.1%

Installment credit 31.0% 49.6% –

Wage-related credit products 21.9% 20.6% 15.6%

Other 21.0% 28.0% 44.6%

Less than 1 year 1-5 years More than 5 years

Mortgage loans 16.4% 16.1% 14.5%

Car loans 18.1% 18.3% 18.8%

Pawn loans 41.7% – –

Consumer loans 23.7% 24.3% 19.0%

With collateral 14.7% 24.0% 19.2%

Without collateral 31.2% 27.1% 18.2%

Credit cards 33.3% 22.3% 24.0%

Installment credit – 33.8% –

Wage-related credit products 20.2% 23.8% 16.5%

Other 22.3% 39.9% 18.6%
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Interest rates(%)

VII-09 21.8 20.3 17.0 19.8 26.2 17.0 16.7 16.1 20.3 17.3 14.2

VIII-09 16.6 17.9 18.7 19.1 0.0 17.0 19.8 17.2 18.0 17.6 16.7

IX-09 17.9 17.9 17.2 19.2 33.0 17.1 20.5 16.0 10.0 16.0 15.0

X-09 19.9 18.2 18.1 18.1 16.0 18.0 8.5 17.1 21.7 18.5 13.3

XI-09 14.4 18.2 16.6 17.9 28.1 19.0 9.0 16.6 30.4 17.2 16.8

XII-09 16.1 17.8 18.4 17.9 48.0 15.4 20.4 12.0 15.1 17.0 14.5

I-10 16.6 18.0 16.2 17.4 0.0 15.0 17.2 16.0 16.1 17.0 17.6

II-10 12.9 16.7 14.6 17.0 24.9 16.1 19.0 13.0 14.0 18.9 12.6

III-10 19.0 16.9 16.7 17.0 22.8 16.2 21.6 14.2 18.0 16.0 14.2

IV-10 17.8 13.5 17.0 17.2 19.9 13.4 20.0 16.6 15.0 17.0 13.2

V-10 20.1 15.9 16.4 16.5 17.7 19.4 16.7 13.7 16.3 15.6 14.0

VI-10 16.3 15.9 16.5 16.5 18.1 14.8 16.1 12.8 16.0 15.5 12.6

to the economic boom along with capital infl ows 

made loans in foreign currency more available, 

compared to lari denominated loans. For the majo-

rity of borrowers who had their incomes in lari the 

real interest rate on foreign currency denominated 

loans was decreasing even more due to lari’s ex-

change rate appreciation. This tendency was clearly 

pronounced between the second half of 2007 and 

the fi rst half of 2008. Such dynamics of interest ra-

tes obviously contributed to a rapid growth of cre-

diting, but with the onset of the crisis the tendency 

immediately reversed. The fi nancial crisis applied 

defl ationary pressure on prices and with the dry-up 

of capital infl ows led to lari depreciation, thus incre-

asing real interest rates. The eff ect was particularly 

strong for real interest rates on foreign currency 

denominated loans. Growth of real interest rates 

conditioned drastic worsening of the loan quality 

and created liquidity problems. The analysis of real 

interest rates reemphasized the procyclicality of 

interest rates and exchange rate, confi rming high 

riskiness of loans denominated in foreign currency.  

Similar to loan interest rates, the market inte-
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rest rates on attracted deposits also decreased in 

the accounting period. Decline in deposit interest 

rates is conditioned by expansion of deposits and 

accumulation of excess liquidity in banks. The 

average annual interest rates on lari denomina-

ted deposits fell by 1.9 pps, amounting to 9.5% in 

June 2010. Meanwhile, the interest on deposits in 

foreign currency averaged 8.0%, down 1.7 pps ye-

ar-on-year. Overall, the interest rate on attracted 

deposits fell from 9.4% to 8.2% in the accounting 

period. Decline in deposit interest rates implies 

that attracted funds became cheaper and should 

lead to decreases in loan interest rates, which ac-

tually took place, as shown in the analysis of loan 

interest rates above.  

In analyzing deposit stocks the interest rate 

downtrend becomes immediately clear for both 

short- and long-term deposits. In the accounting 

period the weighted average annual interest rate 

on long-term lari deposits declined by 0.9 pps to 

equal 13.2% by end-June 2010. The interest rates 

significantly decreased on short-term deposits as 

well. With regard to deposits attracted in foreign 

Table 9.3.4
Average Annual Interest Rates on Foreign Currency Denominated Term Loans to Resident Legal Entities by Sectors
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Interest Rates (%)

VII-09 15.6 18.6 20.6 20.3 38.2 16.4 12.2 18.1 19.3 20.0 17.9

VIII-09 17.1 14.2 19.2 18.7 16.8 19.4 22.0 17.6 21.9 19.1 17.7

IX-09 21.7 15.0 21.7 17.6 23.0 18.6 18.0 17.3 21.9 15.8 16.9

X-09 22.5 17.2 19.1 18.0 19.4 17.5 0.0 17.8 21.6 16.5 17.3

XI-09 22.7 17.9 17.2 18.1 18.5 17.2 21.2 23.1 21.6 18.6 17.7

XII-09 19.4 16.0 17.2 18.0 19.7 17.3 18.1 16.3 20.0 17.8 16.6

I-10 19.2 18.7 19.1 18.6 16.8 16.3 22.0 17.6 18.1 12.7 15.1

II-10 15.7 16.7 17.3 16.1 16.7 14.9 19.0 15.8 21.8 17.3 17.6

III-10 18.0 14.8 17.5 17.1 18.4 16.8 19.0 15.3 17.0 18.6 17.4

IV-10 16.1 16.1 15.8 16.6 14.4 13.0 17.4 15.6 17.2 15.5 17.1

V-10 15.4 14.2 16.4 16.5 14.6 13.4 21.5 15.6 15.1 16.5 16.9

VI-10 16.0 15.8 17.7 15.5 15.3 13.9 17.3 15.6 16.3 15.1 17.0
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GRAPH 9.3.4
Dynamics of Real Interest Rates
January 2008 – June 2010
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Market Interest Rates on Deposits
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currency, the interest rate on long-term deposits 

fell by 0.8 pps to 11.2%. The interest rate differen-

tial for deposits attracted in national and foreign 

currency did not change significantly, fluctuating 

around 2 pps for different terms.  

GRAPH 9.3.4
Interest Rates on Deposits in Domestic Currency (Stocks)
July 2009 – June 2010

GRAPH 9.3.5
Interest Rates on Deposits in Foreign Currency (Stocks)
July 2009 – June 2010

GRAPH 9.3.6
Interest Rates on Term Deposits (Stocks)
July 2009 – June 2010
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GRAPH 10.1
Dynamics of Refi nancing Loans
September 2008 – June 2010, Lari, millions
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The main principles of the NBG with respect 

to liquidity management aim at eradicating tem-

porary misbalances of liquidity and withdrawing 

long-term liquidity from the banking sector or 

supplying relevant short-term liquidity, as neces-

sity arises. For this purposes the NBG issues three-

month Certificates of Deposit (CDs) and one-week 

refinancing loans. The refinancing loans are issued 

through auctions, where commercial banks may 

10. LIQUIDITY RISK

Liquidity risk

borrow a refinancing loan against collateral defi-

ned by the NBG. With the purpose of developing 

the lari money market and assisting banks in effi-

cient management of liquidity, the NBG’s Moneta-

ry Policy Committee decided to introduce perma-

nent refinancing loans starting from April 29, 2010. 

By means of this instrument commercial banks are 

able to borrow a refinancing loan without auction, 

at a fixed predefined interest (monetary policy 

rate + 1 percentage point). By the decision of the 

MPC legislative amendments were also made with 

the view to increase the list of collateral types for 

refinancing loans, adding to the existing ones (CDs 

and government securities) guarantees issued by 

international organizations and credit portfolio of 

commercial banks. It is remarkable that loans eli-

gible to be used as collateral for refinancing loans 

should be denominated in lari only. 

Along with emergence of excess liquidity in the 

banking sector in the second half of 2009 and ear-

ly 2010 demand for refinancing loans on the part 

of commercial banks plunged. In the second half 

of 2009 the total value of outstanding refinancing 

loans equaled GEL 109 million only. In Q1 2010 the 

refinancing loan instrument was idle, although 

along with introduction of changes in the NBG’s 

monetary policy instruments demand for refinan-

cing significantly increased from Q2 2010. In this 

period the value of issued refinancing loans tota-

led GEL 1,350 million.  

With the purpose of meeting the inflation tar-

get in the medium-term period, on June 16, 2010 

the NBG’s Monetary Policy Committee increased 

the monetary policy rate by 125 basis points to 

6.25%. Accordingly, the average interest rate on 

refinancing loans at end-June equaled 6.4%.  0
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Liquidity risk

By the decision of the NBG’s Monetary Policy 

Committee starting from September 2010 the 

base for calculating funds attracted in foreign 

currency will be changed, as borrowings from 

non-residents will be added. The required reserve 

requirement on funds attracted in lari were incre-

ased to 10% and in case this requirement is met, 

the NBG will accrue interest to commercial banks’ 

additionally provisioned funds in the amount of 

monetary policy rate. The above changes aim at 

putting funds attracted from external and domes-

tic sources on equal conditions. 

10.1. LIQUIDITY ADEQUACY

Liquidity adequacy of commercial banks is de-

fined in line with the “Rule on Supervision and Re-

gulation of Commercial Banks’ Activities”. In accor-

dance with the Rule, the commercial banks’ ave-

rage liquidity ratio in the current month should 

equal at least 20%. The ratio initially was set at 

30%, but under difficult economic circumstances 

it was reduced in the second half of 2008. Despi-

te improvement of the situation the commercial 

banks maintain excess liquidity, and the second 

half of 2009 is characterized by growth of liquidi-

ty ratio. The record high liquidity ratio, 42.1%, was 

registered in February 2010, but subsequent revi-

talization of crediting on the part of commercial 

banks reduced this ratio to 37.5% in June 2010. 

This largely exceeds the current and the pre-crisis 

requirement, pointing to exceess liquidity in the 

commercial banks. It goes without saying that 

commercial banks should keep a certain amount 

of excess liquidity in order to be prepared for 

shocks, but accumulation of excess liquidity limits 

economy crediting and also reduces banks’ pro-

fitability. On the other hand, the liquidity ratio is 

a general indicator, which allows us to assess the 

current situation only and does not reflect poten-

tial risks, which banks may face in future. It should 

also be taken into account that a 20% requirement 

defines only the lowest bound. Liquidity risk di-

ffers by individual banks and assessment of such 

risks requires deeper analysis than simply monito-

ring the compliance with a certain ratio.    

    

GRAPH 10.1.1
Average Liquidity Ratio
January 2008 – June 2010

GRAPH 10.1.2
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Prior to the financial crisis a banking supervision 

and a national bank paid attention to long-term 

liquidity of the banking sector, with the means 

of regulation mainly comprising CDs and gover-

nment certificates, Treasury bills and refinancing 

loans. The prevalent view was that attainment of 

short-term liquidity was simple, as it only requi-

red attracting funds in the domestic and external 

markets. However, one of the important causes of 

the global financial crisis triggered in mid-2007 

was incorrect and ineffective liquidity risk mana-

gement, which created liquidity problems for the 

majority of banks.

Liquidity represents the ability of banks to fi-

nance short-term liabilities. Liquidity risk manage-

ment is of utmost importance since even a single 

occurrence of liquidity deficit may lead to syste-

mic consequences. In the last decade rapid de-

velopment of the financial market increased the 

complexity of liquidity risk management. 

During the global financial crisis the banks tried 

to maintain adequate level of liquidity, which 

practically led to a standstill in the money markets 

underlining the importance of liquidity in the 

banking sector in times of crisis. The banking sys-

tem found itself in a difficult situation, which re-

quired from central banks to promote functioning 

of money markets and in certain cases to provide 

liquidity to individual institutions. Central banks 

were forced to provide unprecedented liquidity 

support in order to protect the financial system. 

However, even such a large-scale support could 

not save a number of banks from bankruptcy.  

During a number of years prior to the financial 

crisis the financial system possessed sufficient li-

Box N1 Liquidity Adequacy and International Practice

quidity, and because of this fact liquidity risk ma-

nagement was not given adequate priority com-

pared to other types of risks. However, the crisis 

clearly manifested the speed and scale of liquidity 

risk development.

The primary cause of the financial crisis consis-

ted in incorrect and ineffective management of 

liquidity risks. A bank should realize the importan-

ce of its liquidity risk management and control. A 

supervision agency in turn evaluates adequacy of 

banks’ liquidity risk management and tries to ob-

tain information about drawbacks in banks’ risk 

management in order to protect depositors and 

ensure stability of the financial system. 

In February 2008 the Basel Committee on 

Banking Supervision released a paper “Liquidity 

Risk: Management and Supervisory Challenges”. 

Its principles ensure consistent supervision of 

important aspects of liquidity risk management 

in the banking institutions.  In planning their li-

quidity a large number of banks did not take into 

account a few main principles of liquidity risk ma-

nagement failing to keep a sufficient amount of li-

quidity necessary to cover liabilities, which spread 

the risks over the whole banking system.

The paper stresses importance of supervision 

with respect to adequacy of banks’ liquidity risk 

management and liquidity assessment, describing 

certain measures which supervisors might take if 

liquidity does not meet the existing standards. 

These principles also underline the importance 

of effective cooperation between supervisors and 

other stakeholders.

Liquidity problems are usually infrequent 

making banks pay more attention to other, more 

Liquidity risk
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probable risks. Moreover, the expectation that a 

central bank will ensure liquidity support might 

weaken banks’ motivation to adequately manage 

their liquidity.

The banking supervision is responsible for de-

velopment and implementation of liquidity risk 

management strategies. A strategy should include 

concrete liquidity management policies, such as 

composition of assets and liabilities, diversifica-

tion and stability of financial sources, and an in-

dividual approach to liquidity management with 

respect to different currencies.

In order to maintain stability in the financial sec-

tor and ensure smooth operation of the banking 

system, the banking supervision agencies in diffe-

rent countries use various liquidity requirements 

in order to avoid liquidity problems. A liquidity re-

quirement usually implies maintenance of certain 

ratios at a minimum level. These types of ratios are 

used by different countries as follows: 

For example, in Azerbaijan and Latvia supervi-

sors impose the ratio of liquid assets to current 

liabilities to be maintained at least at 30%. Turkey 

differentiates between the ratio of total assets to 

total liabilities and the assets-to-liabilities ratio in 

FX currency for different terms, requiring the FX 

liquidity ratio to be not less than 80% and the total 

ratio to be at least 100%.  

In Croatia ensurance and maintenance of op-

timum liquidity, as opposed to other risks, is 

bank-specific. There is no pair of banks to which 

the same liquidity policies and procedures are 

applied. The banking supervising examines how 

adequately the bank management assesses liqui-

dity requirements, whether appropriate monito-

ring and data analysis is performed, how prompt 

the decision-making is and how the objectives are 

met. Such approach to liquidity is important since 

there are no predefined rules, data or ratios which 

could be adopted as a golden standard to measu-

Table 1
Liquidity Requirements in Various Countries

Country Ratio Description
Supervisory 

Minimum

Armenia

Total liquidity ratio Highly liquid assets/Total assets 15%

Current liquidity ratio Highly liquid assets/Demand liabilities 60%

Argentina
Liquidity ratio Liquid assets/Deposits (Peso and FX)

National liquidity ratio Liquid assets/Deposits (Peso)

Azerbaijan Liquidity ratio Liquid assets/Current liabilities (<30 days) 30%

Latvia Liquidity ratio Liquid assets/Current liabilities (<30 days) 30%

Poland

M1 General and special liquidity reserves – Volatile external funds 0

M2 General and special liquidity reserves/ Volatile external funds 100%

M3 Supervisory capital/Illiquid assets 100%

M4 Supervisory capital and stable external funds/Illiquid assets and assets with limited 
liquidity 

100%

Ukraine

Quick Ratio 20%

Current liquidity ratio 40%

Short-term liquidity ratio 60%

Turkey
FX liquidity ratio FX assets / FX liabilities (0-7days; 0-30 days) 80%

Total liquidity ratio Assets/Liabilities (0-7days; 0-30 days) 100%

Peru
FX liquidity ratio Liquid assets/Short-term liabilities 20%

Liquidity ratio in domestic currency Liquid assets/Short-term liabilities 8%

Liquidity risk
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Croatia

FX liquidity ratio FX liquidity ratio 20%

Liquid assets/Short-term liabilities 
FX liquid assets/FX short-term liabilities
Liquid assets/Total assets 
FX liquid assets/FX assets  

–

Slovenia
Liquidity position Financial assets in FX and domestic currency/Liabilities in FX and domestic currency 

Category I – 0-30 days
Category II – 0-180 days

100%

Brazil

Domestic liquidity ratio 8-45%

Eff ective liquidity Central bank of Brazil analyzes both systemic and bank-specifi c liquidity needs on a 
daily basis with respect to total liquidity in the system

–

Chile
Liquidity indicators in the banking system Liquid assets/Total assets

Liquid assets/Time Deposits

Australia Primary asset ratio Primary assets/Liabilities 3%

Austria
Cash ratio 2.5%

Quick ratio 20%

Belarus

Short-term liquidity ratio Assets/Liabilities (<12 months)

Instant liquidity ratio Demand assets/Demand and overdue liabilities

Current liquidity ratio Current assets/Current liabilities (<1 month)

Estonia Liquidity ratio Liquid assets/current liabilities 30%

Russia

Instant liquidity ratio (N2) Highly liquid assets/Demand liabilities 20%

Current liquidity ratio (N3) Liquid assets/Short-term liabilities (<30 days) 50%

General liquidity ratio (N5) Liquid assets/Total assets 20%

Uruguay 

Domestic liquidity rating Liquid assets/Liabilities in domestic currency (0-30 days) 17%

Liquid assets/Liabilities in domestic currency (30-90 days) 9%

Liquid assets/Liabilities in domestic currency (91-180 days) 6%

Liquid assets/Liabilities in domestic currency (181-367 days) 4%

FX liquidity rating Liquid assets/FX liabilities to residents (< 180 days) 25%

Liquid assets/FX liabilities to residents (> 180 days) 19%

Liquid assets/FX liabilities to non-residents 30%

re liquidity status for all categories of banks. When 

managing liquidity every bank should conduct 

monitoring and control its liquidity situation both 

in the domestic and the FX currency. Accordingly, 

currency-specific analysis of strategies should be 

performed.  

The examples of Peru and Uruguay should be 

pointed out, when liquidity ratios include cur-

rency-specific supervision requirements.  

In Peru one of the means of liquidity risk regu-

lation is considered to be minimum liquidity ratios 

in domestic and foreign currency. Liquidity ratio is 

defined as liquid assets divided by short-term lia-

bilities. Peru’s economy is highly dollarized and the 

domestic currency often depreciates with respect 

to the US dollar. Therefore, the required liquidity 

ratio in foreign currency equals 20%, while for the 

domestic currency it stands at 8%. Stricter liquidi-

ty requirements for foreign currency denominated 

funds helps banks to overcome potential outflow 

of FX deposits in the event of sharp exchange rate 

depreciation.  

In Uruguay the liquidity requirements were se-

parated from reserve requirements in March 2007. 

In order to comply with the liquidity requirements 

banks should keep cash in the amount of 17% for 

peso accounts, 25% for residents’ FX accounts, and 

30% for non-residents’ FX accounts. Liquidity re-

quirements can be met by means of reserves at the 

central bank, interbank loans and T-bills. Uruguay 

is one of the few countries in Latin America with 

a special liquidity regime, where requirements are 

term-, currency-, and residency-specific.

From these data we can assert that countries 

attach great importance to assessment and ma-

nagement of liquidity, which is explained by the 

topicality and potential scale of the issue.  

Liquidity risk
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10.2. LIQUID ASSETS 

Calculation of the medium-term liquidity ratio im-

plies proportion of liquid assets to liabilities. Howe-

ver, it is equally interesting to observe the share of 

liquid assets in total assets. In the accounting period 

this ratio was steadily increasing to reach 24.9% by 

end-June 2010. To compare, in June 2009 the same 

ratio equaled 18%. The volume of consolidated li-

quid assets of the banking sector in the accounting 

period grew 46.4% to total GEL 2,290 million. It is 

remarkable that starting from Q4 2009 the liquidity 

ratios for primary liquid assets – cash, required re-

serves and funds placed on corresponding accounts 

– started to decline, pointing to placement of funds 

into less liquid but more profi table investment se-

curities or short-term deposits at other banks. In the 

accounting period the ratio reached a record high 

level of 16.9% in August 2009, subsequently falling 

to 12.1% in June 2010.  

The analysis of dynamics of liquid assets in the 

accounting period shows a decrease in funds on 

the NBG’s corresponding accounts (by 58.2%) and, 

on the other hand, an increase in funds placed on 

non-resident commercial banks’ nostro accounts 

(by 212.6%), invested in securities (by 230.8%) and 

liquid assets (by 139%). To compare, at end-June 

2009 the volume of funds on the NBG’s correspon-

ding accounts equaled GEL 330 million, the funds 

in investment securities totaled GEL 125 million, 

while the funds on nostro accounts at non-resident 

commercial banks amounted to GEL 130 million. 

The respective volumes of funds by end-June 2010 

equaled GEL 138 million, GEL 414 million, and GEL 

405 million. The volume of deposits at non-resident 

banks grew 115.4%, amounting to GEL 500 million in 

June 2010. Meanwhile, in the accounting period the 

share of FX assets (dollarization) in cash and liquid 

assets placed on bank accounts   increased by 17.9 
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GRAPH 10.2.1
Liquidity Asset Ratios 
January 2008 – June 2010
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Dynamics of Liquid Assets
January 2008 – June 2009, Lari, millions

0

500

1000

1500

2000

2500

d - nostro accounts at non-resident banks
e - government securities and CDs of the Natio-
nal Bank
f - other liquid assets

a - cash 
b  - required reserves at NBG
c - nostro accounts at NBG

Liquidity risk



62 NATIONAL BANK OF GEORGIA

the downtrend in the share of deposits manifested 

in the previous accounting period was reversed. The 

ratio of non-fi nancial sector deposits to banking 

sector’s consolidated assets in the accounting pe-

riod grew from 40.3% to 49.4%, while the share of 

external borrowings dropped from 30.5% to 24.3%. 

It is remarkable that in the accounting period there 

was a 5.5% decrease in commercial banks’ external 

liabilities. By end-June 2010 the liabilities to the in-

ternational fi nancial institutions amounted to GEL 

1,808.8 million, while the volume of loans received 

from non-resident banks equaled GEL 390.5 million.  

Deposit liabilities of the banking sector were 

aff ected through diff erent shocks. In particular, du-

ring the August war deposit withdrawals mainly oc-

curred on the part of individuals. Further withdrawal 

of deposits took place by legal entities, mainly in the 

most diffi  cult period of recession. In the post-war 

period conducted surveys indicated that in the case 

of legal entities the causes for withdrawal were rela-

ted to plunge in economic activity, while individuals 

used funds primarily for fi nancing current expendi-

tures, as the latter reason outweighed the eff ect of 

precautionary savings. Despite decreases in banks’ 

deposit liabilities, the above-mentioned arguments 

showed that this process would discontinue, since a 

decline in deposits was not related to mistrust of the 

banking system. A large share of deposits withdrawn 

in panic during the August developments was gra-

dually returned to the system. In the second half of 

2009, along with restoration of trust and economic 

recovery, the volume of deposits was already in an 

uptrend. The growth of non-bank deposits decrea-

sed the ratio of loans to non-bank deposits down to 

1.3 in June 2010, compared with 1.8 a year before. 

Decline in this ratio points to growth of domestic fi -

nancing for the banking sector and improvement in 

liquidity situation. Functioning of the banking sector 

under the improved liquidity conditions served to 

GRAPH 10.3.1
Structure of Financing Sources 
January 2007 – June 2010

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

0
1
.0

7

0
3
.0

7

0
5
.0

7

0
7
.0

7

0
9
.0

7

1
1
.0

7

0
1
.0

8

0
3
.0

8

0
5
.0

8

0
7
.0

8

0
7
.0

9

0
9
.0

8

0
9
.0

9

1
1
.0

8

1
1
.0

9

0
1
.0

9

0
1
.1

0

0
3
.0

9

0
3
.1

0

0
5
.0

9

0
5
.1

0

0
1
.0

7

0
3
.0

7

0
5
.0

7

0
7
.0

7

0
9
.0

7

1
1
.0

7

0
1
.0

8

0
3
.0

8

0
5
.0

8

0
7
.0

8

0
7
.0

9

0
9
.0

8

0
9
.0

9

1
1
.0

8

1
1
.0

9

0
1
.0

9

0
1
.1

0

0
3
.0

9

0
3
.1

0

0
5
.0

9

0
5
.1

0

3 - external liabilities 
d - capital 
e - other liabilities

a - non-fi nancial sector deposits
b - domestic liabilities

GRAPH 10.3.2
External Borrowings
January 2007 – June 2010, Lari, millions

0

500

1000

1500

2000

2500

3000

Borrowings from international fi nancial institutions

Borrowings from non-resident commercial banks

pps. This share equaled 55.2% in June 2009, where-

as by June 2010 it amounted to 73%. The issuance 

of T-bills allowed commercial banks to place liquid 

funds into profi table assets denominated in domes-

tic currency, and starting from March 2010 the banks 

increased crediting in domestic currency.  

10.3. LIQUIDITY FINANCING

The primary sources of fi nancing for commercial 

banks remained deposits in the domestic market 

and external borrowings. In the accounting period 
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overcoming economic recession, which was mani-

fested in gradual growth of crediting, more daring 

restructuring, halting of the deposit interest rate le-

vel and its subsequent decrease.  

In the accounting period along with an increase 

in deposits the fi nancing gap of commercial banks 

declined signifi cantly, amounting to 22.9% at end-

June 2010. The fi nancing gap decreased from 49.7% 

to 29.8% in foreign currency, while the fi nancing gap 

in domestic currency equaled 3.8%. This means that 

loans extended in domestic currency were almost 

fully covered by domestic currency denominated 

deposits attracted in the domestic market.  

In 2009 and the fi rst half of 2010 the volume of de-

posits placed at commercial banks by non-residents 

grew considerably. By end-June 2010 the volume 

of these deposits amounted to GEL 597.9 million, 

or 12.7% of total deposits. To compare, at end-June 

2009 the volume of non-residents’ deposits equaled 

GEL 309.8 million, accounting for 9.6% of total depo-

sits. The growth of non-residents’ deposits was main-

ly due to individuals’ deposits, which was probably 

due to high fi xed deposit interest rates. Large infl ows 

of speculative funds in the banking system present 

a threat to a country’s fi nancial stability, since such 

funds are volatile and may create liquidity problems 

in the banking system in the event of rapid withdra-

wal. At this stage the volume of non-resident indivi-

duals’ deposits is low, but it still requires attention.  

 

10.4. SHORT-TERM PERSPECTIVE OF LIQUIDITY

In the short-term period the expected liquidi-

ty status in the banking sector is refl ected through 

the short-term liquidity gap – diff erence between 

assets and liabilities with maturity of less than one 

month. During nine months of 2009 this gap tended 

to decrease, which is explained by banks’ cautious 

approach, although in the last quarter of 2009 and 

in 2010 the gap started to widen. By end-June 2010 
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the consolidated liabilities of the banking sector 

with maturity of less than one month exceeded the 

consolidated assets with respective maturity by GEL 

920 million, while a year before the same diff erence 

equaled only GEL 388 million. Such a change is lar-

gely due to a 45% increase in current and demand 

deposits in the accounting period. A growth of lia-

bilities was partially off set by a 150.9% increase in 

funds placed at commercial banks. It is remarkable 

that the diff erence in domestic currency denomina-

ted assets and liabilities shrank considerably, while 

the same diff erence in foreign currency widened. 

This is explained by the fact that growth of cash 

and funds placed at commercial banks occurred in 

foreign currency. Such a change in short-term liqui-

dity gap may be considered a positive event, since 

it points to investment of attracted funds into rela-

tively long-term assets (for example, government 

notes) and transformation of maturity terms is a part 

of a banking business model. It should also be noted 

that the volume of liabilities to be repaid within one 

month equaled GEL 494.6 million by end-June, whi-

le the value of funds to be received from net loans 

and investment securities amounted to GEL 515.1 

million, attesting to a comfortable position of com-

mercial banks in terms of short-term liquidity. 

The most liquid assets of commercial banks repre-

sent cash and funds placed on other commercial banks’ 

accounts, while the main types of short-term liabilities 

include current and demand deposits. Ratio analysis of 

these assets and liabilities can also be useful in evalua-

ting the short-term liquidity status. In the accounting 

period this ratio was decreasing, similar to the short-

term liquidity gap, and by end-June 2010 it equaled 

40.4%, compared with 51.9% a year before. The ratio 

decrease for funds denominated in domestic currency 

is explained, as it was mentioned above, by directing li-

quid funds in domestic currency to purchases of  T-bills 

and extension of loans.  

1-3 months    
3-6 months 
6-12 months    
Cumulative

GRAPH 10.4.1
Diff erence between Assets and Liabilities with Maturity of less than 1 month
January 2007 – June 2010
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10.5. MEDIUM-TERM PERSPECTIVE OF LIQUIDITY

For a medium-term evaluation of expected liqui-

dity in the banking sector we consider the liquidity 

position – diff erence between assets and liabilities 

with 1-12 month maturity. In 2009 the diff erence 

stabilized, whereas at end-June 2010 the assets ex-

ceeded the liabilities with the above-mentioned ma-

turity by GEL 337 million. To compare, in June 2009 

the diff erence equaled GEL 167 million. It should be 

noted that as of June 2010 the volume of subordina-

ted liabilities with maturity period of less than one 

year totaled only GEL 3.7 million, while the value of 

loans, accrued interest and dividends to be repaid in 

the same period amounted to GEL 427.6 million. In 

the same time period the commercial banks should 

receive GEL 1,772 million, indicating a stable liquidi-

ty situation in the medium-term perspective.  

The credit boom in the recent years was largely 

fi nanced through external borrowings. After the Au-

gust war, in the fi rst half of 2009 the concentration 

of due external liabilities to be repaid was very high. 

Largely with the support of international fi nancial 

organization as well as the parent companies, the 

banking sector managed to refi nance the external 

liabilities without the necessity of contracting lo-

ans. As of June 2010, the external borrowings of the 

banking system amounted to only 7.2% of GDP, al-

most fully being long-term resources. 77% of these 

resources are received from international fi nancial 

institutions, 13% - from parent companies, and only 

10% - from other private sources. Such a composi-

tion of borrowers (their fi nancial strength) promotes 

stability and sustainability of the banking system.  

Concentration in servicing external liabilities, si-

milar to that in the fi rst half of 2009, is not expec-

ted. Despite the fact that repayment schedule of 

long-term borrowings from the wholesale markets 

is predictable and there are no risks of unexpected 

outfl ows, one of the lessons from the global fi nancial 

crisis consists in the fact that due to high refi nancing 

risks banks should comply with the loans-to-depo-

sits ratio and all measures should be taken to avoid 

periods of large repayment concentrations, both at 

macro and at micro level.  

 

Repayment of external liabilities 
Repayment schedule of external liabilities

GRAPH 10.5.2
Financing of External Liabilities of the Banking Sector in 2008-2009 
and 2010-2012 Repayment Schedule
USD, millions
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Activities of the National Bank of Georgia

The second half of 2009 and the first half of 

2010 was a post-crisis period for Georgia. In the se-

cond half of 2009 the crisis had already bottomed 

out, but the economic activity still remained slack.  

Due to high risks commercial banks were cautious 

in extending loans, which resulted in shrinking of 

credit portfolio. Starting from spring 2009 the do-

wntrend in oil prices in the international markets 

was reversed, but this did not significantly affect 

the consumer prices in Georgia. In the second half 

of 2009 Georgia’s main trending partners were still 

experiencing deflationary processes. Consequen-

tly, the impact of import inflation on the growth 

of consumer prices was negative. The inflationary 

pressure in the country was further weakened due 

to the fact that slackened credit and economic 

activity led to contraction of domestic demand. 

Therefore, at end-2009 and early 2010 there were 

downward risks to inflation.  

Therefore, in the accounting period the NBG’s 

objective was not focused on combating inflation 

but consisted in stimulating economic activity, 

promoting development of the lari money market, 

improving the monetary transmission mechanism 

and contributing to the dedollarization process of 

the economy. On the other hand, the NBG took into 

consideration the fact that along with resumption 

of FDI flows and a resulting upturn in economic 

activity inflation risks would reemerge bringing 

the issue of active monetary policy on the agenda. 

For conducting an active monetary policy it was 

necessary to introduce and implement all neces-

sary policy instruments. Thus, in the accounting 

period one of the NBG’s priorities consisted in in-

troducing new monetary policy instruments and 

increasing efficiency of the existing ones, neces-

11. ACTIVITIES OF THE NATIONAL BANK OF GEORGIA

sary for the purposes of effective monetary policy. 

11.1. INTRODUCTION OF MONETARY POLICY 

INSTRUMENTS

In the accounting period one of the NBG’s tar-

get areas was to increase efficiency of the interest 

rate transmission mechanism. The latter is closely 

linked with the existence of yield curve in the ma-

rket. The yield curve is the relation between the in-

terest rates on money market instruments with di-

fferent terms to maturity. Since the National Bank 

is the only supplier of short-term liquid funds in 

the market, it has the monopolistic right to control 

short-term interest rates. In case there exists a re-

lation between interest rates with different terms 

to maturity, changes in short-term interest rates 

transmit to interest rates with longer terms to ma-

turity and, ultimately, to the bank loan rates. Thus, 

the objective of the National Bank is to strengthen 

the relation between interest rates with different 

maturity terms.  

In order to have a yield curve in the market, it is 

necessary to have alternative money market ins-

truments with different maturity terms. If inves-

tors (in Georgia those are only commercial banks) 

have a choice among different money market ins-

truments with different maturity terms, then de-

termination of a market interest rate for each ma-

turity term will occur as a result of demand-and-

supply interaction. The existence of the market in-

terest rate intensifies competition among market 

participants and the relation between interest 

rates becomes stronger. Taking into consideration 

all the above-mentioned, in the accounting period 

the NBG continued issuance of three-month Certi-

ficates of Deposit. The issuance of CDs increased 
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Activities of the National Bank of Georgia

from GEL 149 million in June 2009 to GEL 191.2 

million a year later. It should be noted here that 

starting from August 2009 the Ministry of Finance 

resumed issuance of Treasury bills with different 

maturity terms (6 months and 1 year). At end-2009 

the volume of T-bills in the market totaled GEL 270 

million, rising to GEL 387 million by end-June.  

Short-term interest rates are related to long-

term interest rates through a forward rate. A 

forward rate in turn is dependent on an expected 

change in short-term rates. Thus in order to have a 

strong established relation between interest rates 

with different maturity terms, it is crucial to have 

stable short-term interest rates. In Georgia interest 

rates in the short-term money market (overnight 

and 7-day rates) were very volatile, hindering de-

velopment of the money market, since market 

participants could not make safe forecasts. In or-

der to reduce interest rate volatility, starting from 

2010 the NBG introduced overnight loans and 

overnight deposits, which implied establishment 

of an interest rate band of +/– 2 pps around the 

monetary policy rate. As a result, the interest rate 

volatility significantly decreased. In the future it is 

possible to further narrow the band, with a rele-

vant reduction in interest rate volatility.  

In the second half of 2009 and early 2010 the 

banking system functioned under excess liquidi-

ty conditions. As a result, demand for the NBG’s 

refinancing loans turned virtually inexistent. Ho-

wever, excess liquidity was not the only reason 

due to which commercial banks did not use the 

refinancing facility. Efficient functioning of the fa-

cility has been hampered by the lack of trust on 

the part of market participants, doubting that the 

NBG will provide refinancing loans in the future 

and will not decrease its volumes. Thus, banks did 

not want to be dependent on this instrument. To 

address this issue the NBG introduced a new ins-

trument from April 2010 – permanent refinancing 

loans, allowing commercial banks to receive refi-

nancing loans without collateral and without par-

ticipation in the auction. The interest rate on such 

loans is defined as the monetary policy rate plus 

1 percentage point. Introduction of the new ins-

trument stimulated demand for refinancing loans; 

as a result, the volume of refinancing loans posted 

an unprecedented growth, amounting to GEL 271 

million in June. Putting into operation of perma-

nent refinancing loans strengthened the NBG’s 

control over short-term interest rates. In addition, 

commercial banks received incentives to increase 

crediting in lari denominated loans.  

In response to the challenges of the August 

2008 war and the global financial crisis and with 

the purpose of avoiding liquidity problems in the 

banking system, the NBG cut the required reser-

ve ratio to the level which imposed practically no 

constraints on commercial banks – banks kept 

more money for transactions than it was requi-

red. As it was already mentioned, starting from 

the second half of 2009 the banking system star-

ted accumulation of excess liquidity, mainly as a 

result of fiscal stimulus policy and slackening of 

the credit market. However, introduction of the 

guaranteed refinancing facility created incentives 

for commercial banks to resume extension of lo-

ans in lari, resulting in a decrease in excess liqui-

dity. Accordingly, the necessity of reintroducing 

reserve requirements arose. On April 29, 2010 the 

NBG increased the required reserve ratio for funds 

attracted in lari to 10%. Increase in reserve requi-

rements stimulates demand of commercial banks 

for lari, promoting money market development. 

As a result, introduction of new reserve require-

ments increased the volume of transaction in the 

interbank market, primarily in the interbank cre-

dit market. Thus, against the backdrop of higher 
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reserve requirements the banks make more preci-

se liquidity forecasting and, subsequently, better 

manage liquidity, which in turn promotes money 

market development. Amendments to the Regu-

lation on calculation and observance of minimum 

reserve requirements also envisage interest accru-

al on additional reserves in the amount of policy 

rate, reducing the reserve requirement burden for 

commercial banks and, thus, contributing to re-

duction in interest rates.  

Similar to other developing countries, one of 

the factors hindering economic stability in Ge-

orgia represents high dollarization. Promoting 

decrease in dollarization was one of the NBG’s 

priorities in the accounting period. However, the 

NBG takes into consideration that accomplish-

ment of this task is impossible in a short period 

and it is necessary to conduct consistent policies 

with the ultimate goal of making the use of lari 

resources more attractive for economic agents. 

The amendments to the “Regulation on Calcula-

tion and Observance of Minimum Reserve Requi-

rements” served to the dedollarization purpose: 

they envisaged provisioning of borrowings from 

non-residents at 5%. Earlier external borrowings 

were exempt from compulsory provisioning, put-

ting resources borrowed from external sources in 

a better position with respect to funds attracted 

in the domestic market. As a result of this change, 

on the one hand, banks receive more incentives 

to expand deposits in the domestic market, while, 

on the other hand, the banking system will be less 

dependent on external financing, increasing resi-

lience to external shocks.  

One of the necessary prerequisites for decrea-

sing dollarization level represents development 

of exchange rate risk hedging market. In this re-

gard the NBG initiated FX swap operations in au-

tumn 2009, aiming at promoting development of 

risk hedging market. At the same time, the NBG 

took into consideration that a central bank cannot 

fully hedge the country’s exchange rate risk and 

that provision of risk hedging instruments should 

come from the private sector. However, commer-

cial banks did not express much interest towards 

FX swap operations, which is explained due to ine-

xistence of demand for such type of instruments.  

In order to decrease speculative FX operations 

and create demand for FX risk hedging instru-

ments, it is important to have short-term exchan-

ge rate fluctuations. The latter significantly incre-

ased after the NBG introduced FX auctions in the 

beginning of 2009, which are more market-orien-

ted compared to the foreign exchange market. 

The goal of FX auctions was to channel monetary 

flows from the government sector in the private 

sector. By intervening in the FX auctions the NBG 

does not attempt at reaching a certain exchange 

rate level or oppose the existing exchange rate 

trend. As a result, in the accounting period the 

fluctuations of the lari’s exchange rate against the 

US dollar increased, promoting demand for lari 

denominated loans on the part of borrowers and 

leading to a considerable growth of crediting in 

lari, evident already from March 2010. Increased 

demand for lari loans creates incentives for com-

mercial banks to dedollarize their liabilities and 

offer more attractive options for lari deposits with 

the purpose of accumulating more lari resources 

to meet demand for loans in lari. In addition, loans 

in lari are less risky due to inexistence of currency-

induced credit risk.  

As it was already mentioned, in the second half 

of 2009 and the beginning of 2010 economic and 

credit activity was dull. Due to downward risks to 

inflation, the NBG’s monetary policies in this pe-

riod were directed at stimulating the economy. In 

November 2009 the monetary policy rate was re-

Activities of the National Bank of Georgia
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duced to 5%.  

As a result of fiscal stumulus of the economy 

and revitalization of banks’ credit activity in Q2 

2010, a strong economic recovery was initiated. 

However, in the same period due to uncertainty 

related to coming elections, the inflow of private 

capital into the country still remained low. As a re-

sult, in the beginning of June the pressure on the 

exchange rate mounted, leading to a 5% deprecia-

tion, although followed by a 2% appreciation by 

end-month. After the above-mentioned depre-

ciation economic agents had expectations of pri-

ce increases augmenting inflation risks. In order 

to reduce inflation to the medium-term inflation 

target level, the NBG’s Monetary Policy Commit-

tee took the decision at the June 16 extraordinary 

meeting to tighten the monetary policy, increa-

sing the monetary policy rate by 125 basis points, 

which was unprecedented after switching to the 

inflation targeting regime. If against the backdrop 

of private capital recovery increased domestic de-

mand augments inflationary risks, it is likely that 

the NBG will continue monetary policy tightening. 

11.2. SUPERVISION POLICY MEASURES

Processes taking place in the global economy 

in recent years once again manifested the correct-

ness of arguments in favor of co-existence of a cen-

tral bank together with a financial sector. Today it 

is agreed that one of the main reasons of financial 

crisis was actual neglect of systemic risks by the 

supervision agencies. It should be noted here that 

for efficient operation of the monetary transmis-

sion mechanism, for fulfilling the functions of the 

lender of last resort, the information on sustaina-

bility of financial institution is extremely useful for 

a central bank. The issue of reducing expenditures 

on information collection and research and de-

velopment is also important. Taking into account 

that financial stability is one of the main objecti-

ves of a central bank, in case of a potential conflict 

of interests between monetary policy and finan-

cial stability, a single system will manage to define 

social interests in the best possible manner. In the 

recent period processes taking place in Georgia 

showed that it is necessary to have an efficient sys-

tem for exchanging information and coordination 

between the central bank and the financial sector 

supervision, with more attention paid by the latter 

to macroprudential analysis. 

As a result of legislative changes made in De-

cember 2009, the National Bank of Georgia has 

become a single supervisor of the financial sector. 

In particular, starting from December 1, 2009 the 

Organic Law “On National Bank of Georgia” dated 

June 23, 1995 became ineffective; a new Organic 

Law on the National Bank of Georgia has been 

adopted, in accordance with which the NBG has 

become a single supervisor of the financial sector.  

With the purpose of ensuring financial stability 

and protecting consumers’ interests, the NBG will 

conduct regulation of financial institutions in line 

with the principles of risk-oriented supervision, 

which generally implies a bank-specific approach 

to each financial institution, assessment of each 

institution’s impact on stability of the Georgian 

financial sector and adequate redistribution of su-

pervisory resources. The main principle of risk-ba-

sed supervision represents assessment of each fi-

nancial institution in two dimensions – in terms of 

effect index and probability index. Effect is related 

to systemacy of a financial institution, reflecting 

the latter’s risk profile and likelihood of financial 

difficulties. By this approach the focus is on those 

risks, which pose threats to systemic stability, su-

pervision resources are allocated in line with the 

revealed risks. Risk-based supervision envisages 

not only identification of materialized risks, but 

Activities of the National Bank of Georgia
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also the probability of their materialization in the 

future. This approach is used in case of both mi-

cro- and macroprudential risks. 

In accordance with the amendments to the Law 

on Commercial Banks, effective since December 1, 

2009 and in line with the principles of risk-based 

supervision, the NBG is authorized to impose indi-

vidual economic limits and norms with respect to 

each commercial bank.  

With the purpose of overcoming deficit in the 

banking sector, the Financial Supervision Agency 

of Georgia reduced the weight of the FX-risk-wei-

ghted asset category. The change was a part of a 

counter-cyclical prudential policy, similar to the 

previous changes, which were related to lowering 

capital adequacy and liquidity requirements. Star-

ting from August 1, 2009 the amendment to the 

“Regulation on Capital Adequacy Requirements 

for Commercial Banks” became effective. In accor-

dance with the amendment, assets subject to FX-

risk-weighting belong to a 50% risk category ins-

tead of a 70% risk category, and the FX risk factor 

is reduced from 0.75 to 0.50. 

Activities of the National Bank of Georgia
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