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Preface

The Financial Stability Report is an annual publication issued by the National Bank of
Georgia (NBG). It presents an assessment of vulnerabilities and risks in the financial sys-
tem, with a focus on the medium- to long-term structural features of the financial sector
and the aspects of the Georgian economy that are of importance for financial stability. It
also analyses the resilience of the domestic financial system and reviews the policies and
measures undertaken by the Financial Stability Committee (FSC) in order to support finan-
cial stability.

The financial system is considered stable when it can provide crucial services to market
participants in both good and bad times. It is the cornerstone for the sustainable develop-
ment of the economy. As per its mandate as defined in the Organic Law of Georgia, the
National Bank of Georgia continuously aims to ensure a safe and sound financial system.

This analysis draws on data available up to 30 June 2021 unless otherwise stated.

All rights reserved. Reproduction for educational and non-commercial purposes is permit-
ted provided that the source is acknowledged.
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Executive Summary

Due to the macroprudential and microprudential measures taken by the Nation-
al Bank of Georgia (NBG) before the pandemic and the financial stability policy
implemented since its outbreak, the financial sector has been able to success-
fully overcome the most severe phase of the shock caused by COVID-19. The
imposition of additional capital requirements in previous years by the National
Bank and the profits generated by commercial banks allowed banks to accu-
mulate sufficient capital buffers to cope with the shock. Banks thus faced the
COVID-19 pandemic well prepared. The financial sector’s readiness was further
facilitated by the sustainability of banks’ assets’ quality, which was greatly sup-
ported by the macroprudential measures to reduce household over-indebted-
ness and loan dollarization that had been initiated in the pre-crisis period. With
the onset of the pandemic, the National Bank significantly expanded its GEL
liquidity instruments and developed a temporary supervisory plan that released
a portion of banks’ capital buffers. In addition, the banks had established appro-
priate loan loss reserves. These measures implemented by the NBG ensured the
resilience of the Georgian financial system to the shock caused by the COVID-19
pandemic. As a result, the financial system was able to successfully weather the
most severe phase of the shock and has been able to continue lending to the
economy without any difficulties.

Despite a gradual decrease in the risks caused by the pandemic, the risks to
financial stability coming from the external sector remain high compared to
2019. The negative impact of the economic shocks caused by COVID-19 on
Georgia’s economy and financial system is gradually diminishing, although the
economy remains vulnerable to external factors. The structural challenges of
the Georgian economy, such as the high level of dollarization, the growing cur-
rent account deficit, and the increasing dependence on international financial
flows, have exacerbated the negative impact of the prolonged external shocks
caused by the pandemic. However, with the acceleration of global vaccination
programs and a faster-than-expected recovery of the world economy, a gradual
improvement in this situation is expected, which will be reflected in increased
external demand and rising financial inflows. However, although an increase
in inflows will contribute to economic growth, at the same time it will increase
Georgia’s exposure to balance of payment inflows and may again become a
source of risk in the future. Trade and financial inflows are thus important chan-
nels through which the deteriorating economic situations of trade-partner coun-
tries may affect Georgia’s domestic economy and pose risks to financial stabil-
ity.

The decline in economic activity in the wake of the COVID-19 pandemic has in-
creased the household debt burden, making them more vulnerable to potential
shocks. The deterioration of households’ creditworthiness during the pandemic
was reflected in an increase in the share of non-performing loans, but this is
expected to decline as the economy recovers. The offer of temporary grace pe-
riods for loan payments in the early stages of the pandemic, alongside govern-
ment assistance programs, provided some relief to households; however, due
to the severity of the shock, deteriorating creditworthiness led to an increase in
the share! of non-performing loans (NPL). Servicing debt was especially difficult
for borrowers with foreign currency loans. The realization of these risks due to
the pandemic revealed the importance of the responsible lending and lariza-
tion policies pursued by the NBG. Macroprudential measures and legislative
changes have helped reduce the vulnerability of the household sector towards

1 According to the NBG’s methodology, this includes the categories of substandard, doubt-
ful, and loss loans.
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exchange rate fluctuations, but loan dollarization remains a major challenge, in
spite of it having a declining trend. In overall terms, an analysis of the house-
hold sector’s vulnerability reveals that the sector remains resilient as a result of
the macroprudential policies implemented by the NBG in previous years.

The increased debt burden during the pandemic poses a significant challenge
to the financial soundness of companies. In the first half of 2021, in the wake of
economic recovery, the income of non-financial companies started to increase.
However, the pace of that recovery is still weak in small- and medium-sized
companies, as well as in the hospitality and real estate sectors. The financial
vulnerability of companies is also a consequence of their sizable exposure to
foreign funding sources, their significant share of short-term debt, and high
liability dollarization. Amid the support measures taken by the National Bank
and the government and the temporary grace periods on loans offered by com-
mercial banks, companies were able to maintain access to financial resources.
However, in the face of increased uncertainty, the main source of funding for
companies during the recovery period will be bank loans. Consequently, the
ability of financial institutions to identify those companies whose temporary
financial difficulties are only due to the pandemic will be important for their
recovery and subsequent economic growth. This will also contribute to employ-
ment and financial stability in the medium and long term.

As demand has increased and market uncertainty has decreased, real estate
prices have remained stable. This outcome was fueled by the stable market
situation before the recession and by the measures taken by the government.
Unlike in the 2008 financial crisis, no price bubble was observed on the real
estate market in the pre-crisis period before the COVID-19 pandemic, and the
market capitalization rate was also stable. Due to these factors, the actions
taken by the government, and an increase in construction costs, no significant
adjustments to real estate prices occurred, despite the severity of the shock.
It should also be noted that demand for real estate has remained stable, even
after the end of the subsidy program. However, the capitalization index, which
measures the attractiveness of real estate as an investment asset, remains
lower in the second quarter of 2021 than it had been in 2019, despite showing
a slight improvement over the previous quarter. It is expected that demand for
rental real estate will rise as university education processes return to normal
and there is an increase in tourist inflows. This, in turn, will be reflected in an
increase in rental prices and, consequently, an increase in the capitalization
index. Despite the crisis caused by the pandemic and the uncertainty in the
market, the number of permits issued for the construction of multi-apartment
residential real estate has increased, which will contribute to the stability of
real estate supply in the medium term. However, as the business cycle enters
an upward phase, demand for commercial real estate is expected to increase,
albeit to a lesser extent than in the pre-crisis period because of slower tourism,
a change in office culture, and the development of online commerce.

As a result of the financial stability policy measures implemented by the Na-
tional Bank of Georgia, the financial system maintains stability and continues
lending to the economy without any difficulties. The effects of the economic re-
cession caused by COVID-19 have already been largely reflected in the quality
of loans, and commercial banks have made loan loss provisions in advance. The
financial stress index, which increased in the first half of 2020 due to COVID-19,
stabilized in the second half of 2020 and began to decline in 2021 due to the
improvement of asset quality, profitability, capital, and liquidity ratios in the
banking system. The credit-to-GDP ratio is significantly higher than its trend and
currently exceeds the level of similar countries, which serves as an additional
indicator of the high debt burden and vulnerability. However, it is expected that,
in the wake of increased economic activity, the growth of loans in 2021 will be
consistent with the growth of nominal GDP. It is expected this year that a sig-
nificant portion of banks will recover the capital buffers that had been released
at the beginning of the crisis, while the sector will return to the pre-crisis capital
adequacy ratio in 2022.

Financial Stability Report 2021 | National Bank of Georgia
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The NBG’s efforts to improve the resilience of the financial system are a contin-
uous work in progress. The National Bank is constantly monitoring the country’s
financial stability and will use all the tools at its disposal to reduce the impact
of COVID-19 on the country’s economy and ensure financial stability. It should
also be noted that although the development and mass production of different
vaccine variants offer some optimism for health and economic prospects, high
uncertainty remains over the end date of the pandemic and its continued im-
pact on the economic and financial sectors. Nevertheless, the current forecast
suggests that the impact of the shock on the financial sector has already largely
been materialized, and if the current trend continues, commercial banks will
earn solid profits by the end of 2021. The National Bank continues to actively
work to promote a sound and stable financial system.

The following table summarizes the major financial stability risks facing the
Georgian economy.

The Main Risks to Financial Stability Magnitude/Change

Uncertainty associated with the duration and economic impact of
the COVID-19 pandemic. As a result of the spread of new strains of
the coronavirus in the region and among trading partners, along
with low levels of vaccination, uncertainty about the duration of
the pandemic remains. This uncertainty can have a significant

impact on investor sentiment, and lead to a reassessment of the »
country’s sovereign risk. In such a case, capital will flow out of
the country, which will put depreciation pressure on the local cur-
rency. Given the high level of dollarization, materialization of this
risk will have a significant impact on both inflation and the quality
of the loan portfolio.

Accelerated normalization of monetary policy by leading cen-
tral banks. In developed countries, especially in the US, unprec-
edented fiscal stimulus and eased monetary policies to support
the economy may lead to higher-than-expected demand and cre-
ate inflationary pressures. If these pressures continue to persist
and are reflected in rising inflation expectations, leading central
banks will face the necessity for accelerated monetary policy nor-
malization. This will lead to a reassessment of risks by financial
markets and will be reflected in a tightening of financial condi-
tions. As a result, developing and emerging economies will have
limited access to sources of external financing and the burden of
external debt will increase.

Materialization of insolvency risks of non-financial companies.
During the pandemic, various support programs provided liquid-
ity to non-financial companies in the face of reduced revenues.
As a result, the increase in insolvency issues and non-performing
loans in non-financial companies was much smaller than in the
2008 financial crisis. If companies’ revenues are not restored with
the phasing out of these support programs, insolvency cases may
increase dramatically. This risk is exacerbated by the vulnerabil-
ity of companies’ structural debt characteristics.

Delayed economic recovery. A prolonged pandemic and related
uncertainty could lead to a deterioration in the production po-
tential of the economy. Delays in the recovery of labor-intensive
sectors, especially tourism, will lead to an increase in long-term
unemployment. In the face of deteriorating expectations, the fi-
nancial sector may tighten credit conditions, further exacerbating
economic problems and delaying the start of recovery.

1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the previous year

Financial Stability Report 2021 | National Bank of Georgia
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I. Macro-Financial Environment and Outlook

More than a year has passed since the start of the global recession induced by the COVID-19
pandemic. Amid unprecedented fiscal, monetary and macroprudential policy measures to miti-
gate the crisis, the global economy has been growing faster than expected since the second
half of 2020. However, that economic recovery has been unequal across countries and sectors.
The vulnerability of developing and emerging economies remains high due to limited access
to COVID-19 vaccines and the significantly increased fiscal deficit and debt burden. Amid the
widespread outbreak of the virus, the slow rate of vaccination and ongoing geopolitical tensions,
the risks to Georgia’s region are even greater. Each of these factors pose risks to the domestic

macro-financial environment.

It has been more than a year since the COV-
ID-19 pandemic started and the global econ-
omy was plunged into a historically severe
recession. The crisis caused by the pandemic
is significantly different from previous expe-
riences. The current recession started with a
severe crisis in the health sector and turned
into a deep economic recession amid meas-
ures taken both locally and globally to curb the
spread of the virus. As a recession took over
the world, the service sector was particularly
affected. Developing and emerging econo-
mies dependent on international tourism suf-
fered the most. Meanwhile, exports and remit-
tances fell sharply, capital outflows reached
record high levels, and countries’ risk premia
increased significantly. However, in response
and in an effort to mitigate the crisis, unprec-
edented fiscal, monetary and macroprudential
policy measures were undertaken. Against the
backdrop of these measures, the global econo-
my has begun to recover rapidly.

Since the second half of 2020, the global econ-
omy has been growing faster than expected,
although that economic recovery has been un-
equal across countries and sectors. The main
driving force of the economic recovery has
been domestic consumption. With an increas-
ing pace of vaccinations and an easing of re-
strictions, consumer spending is rapidly return-
ing to pre-crisis dynamics, which is reflected in
increased demand and economic growth rates.
At the same time, the contribution of unprec-
edented fiscal, monetary and macroprudential
policies to the rapid recovery of economies has
been significant. Although the global economy
is slowly approaching its pre-crisis level, the
picture varies considerably across countries
and sectors. The impact of the pandemic on in-
dividual sectors significantly depends on their
degree of contact intensity. Due to the spread
of the virus and the corresponding containment

Figure I.1. Economic growth in a selected
group of economies?
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measures, contact-intensive sectors were most
affected. However, the recovery of such sec-
tors - which include tourism, entertainment,
sports and hospitality - are highly dependent
on the successful control of pandemic and the
dynamics of the vaccination programs.

The picture of economic recovery varies from
country to country. China’s gross domestic
product is currently much higher than its pre-
crisis level, although the rest of the world is still
below the trend. The unequal recovery of econ-
omies reflects the dynamics of the pandemic,
which have been particularly challenging for
small open economies that are heavily depend-

2 The IMF’s July forecast has only been updated for
some countries. Georgia’s export partners include
seven main trading partners, but the April forecast
was only updated for three of these. For the other
four countries, the same forecasts have been used.

Financial Stability Report 2021 | National Bank of Georgia
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ent on tourism. Despite these differences, the
global picture has improved significantly. The
International Monetary Fund (IMF) estimated
global growth of -3.2 percent in 2020 and pro-
jects a rate of 6 percent in 2021, which is 0.8
percentage points (pp) higher than the fore-
cast of October 2020. For 2022, the IMF fore-
casts global growth of 4.9 percent. Amid the
enactment of large-scale support measures,
the real economy shrunk less in 2020 than had
been predicted in the previous period (see Fig-
ure l.1). The current global growth forecast saw
no change as of the July 2021 projections, al-
though the outlook for emerging and develop-
ing economies for 2021, especially for emerg-
ing Asia, were revised in a negative direction.
In contrast, the prospects for advanced econo-
mies became more optimistic, which was re-
flected in the improvement of the global growth
forecast for 2022.

The uncertainty surrounding economic fore-
casts remains higher than usual, and signifi-
cantly depends on the timely availability and
effectiveness of the COVID-19 vaccines. The
creation of different versions of the vaccine
and the increase in their production and avail-
ability have offered some optimism from health
and economic perspectives. With increased
vaccination, it is likely that containment meas-
ures will decrease, and economic activity will
stabilize and gradually improve. However, un-
certainty surrounding the economic forecasts
remains high, due to issues such as potential
virus mutations, the vaccine efficacy against
new variants of the virus, and the different
levels of availability of vaccines in developed
and developing economies. However, in light of
current events, the present tendencies of eco-
nomic recovery are likely to be maintained. In
particular, the pandemic will slowly be brought
under control, consumption will continue to
rise, and inflation will converge to its target.
The tightening of financial conditions will also
be moderate. The different pace of economic
recovery across countries and sectors none-
theless remains a significant challenge. Fur-
thermore, economies may recover faster than
is currently expected. In such a case, higher
inflation and tighter financial conditions are
expected. In contrast, the risk of the pandem-
ic getting out of control once again and thus
hindering economic growth remains present.
In this situation, business losses will increase
even more, which in turn will pose further risks
to financial stability. Such risks have made the
margin of uncertainty around the forecasts
even more apparent. High uncertainty also
exists regarding the long-term consequences
of the unprecedented policies that have been
pursued during the COVID-19 crisis.

Figure I.2. Sovereign bond spread? (basis
points)
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Global financial conditions remain supportive,
although vulnerabilities are high in those de-
veloping and emerging economies that have
limited access to COVID-19 vaccinations. The
sharply tightened financial conditions at the
beginning of the pandemic were significantly
eased in the second half of 2020 and have re-
mained supportive since then (see Figure 1.2).
However, the unequal pace of economic recov-
ery across regions, countries, and individual
economic sectors each pose risks of a tightening
of financial conditions in emerging economies.
In particular, in the light of the rapid economic
recovery of developing countries, a normaliza-
tion of policies and an increase in interest rates
are expected. This may lead to capital outflows
from developing and emerging economies at a
time when these countries are in greatest need
of refinancing. On the other hand, maintain-
ing eased financial conditions for an extended
period may lead to an unsustainable increase
in asset valuation, which will worsen financial
vulnerability and put economic growth at risk.
Apart from that, in light of lower interest rates
in developed countries and the optimism re-
lated towards economic prospects, investors’
risk appetites have increased, which, in turn,
is reflected in stretched asset valuations. Con-
sequently, if expectations on the financial mar-
kets are revised and investors’ appetites are
reduced once more, the recovery of the global
economy may be jeopardized.

3 This takes into account not only the yields on
government bonds, but also the yields on securities
issued by state corporations (railways, oil and gas
companies). The latter, in addition, may be char-
acterized by individual risks that can change the
sovereign risk assessment.

Financial Stability Report 2021 | National Bank of Georgia
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Fiscal support has played a major role in the
recovery of the global economy, but it has
also significantly increased the fiscal deficit
and, consequently, the debt burden in many
countries. The level of government debt has
reached an all-time high. Although loose finan-
cial conditions have eased the debt burden,
there is a risk that, in the absence of robust
economic recovery, many countries will be left
with a high post-pandemic fiscal deficit and an
increased debt burden. Moreover, emerging
market economies could face significant chal-
lenges in servicing such debt, especially if sov-
ereign risk premia rise. During the pandemic,
apart from government debt, corporate debt
also increased significantly to reach record-
high levels in many countries.

The effects of the COVID-19 pandemic have
been quite severe for developing and emerg-
ing economies. At the regional level, the eco-
nomic situation has further deteriorated due to
the rapid spread of the virus, limited access to
vaccinations, and various geopolitical tensions.
The situation in Georgia’s trading partners de-
teriorated significantly in the second half of
2020 and, partially, in the first quarter of 2021.
Slightly improved activity has been observed
in some trading partners in the second quarter
of 2021, although this remains weak amid the
significant reductions of trade, investment and
production resulting from the pandemic.

In Russia, the economy started to recover in
the second quarter of 2021, which was a result
of eased containment measures and increased
consumer spending amid the global vaccina-
tion progress. At the same time, the expecta-
tions of the external sector improved in light of
increasing oil prices. The latter trend has also
positively contributed to the economic recov-
ery of Azerbaijan. Oil production and refining
increased, which led to slight stabilization of
the external sector. Azerbaijan’s non-oil sec-
tor has also begun to recover. On the other
hand, business sentiment deteriorated in Ar-
menia due the military conflict and politically
unstable environment. Armenia’s external sec-
tor saw a significant reduction in the volume of
exports and an increased volume of imports.
However, in the second quarter of 2021, the
economic growth rate of Armenia picked up
against the backdrop of increased consumer
spending. Meanwhile, economic activity in Tur-
key continued to improve, which was reflected
in the economic recovery observed in the sec-
ond quarter of 2021. However, in light of the
pandemic-related restrictions, foreign invest-
ment declined and the tourism sector remains
weak. Moreover, due to the depreciation of the
Turkish lira, inflationary pressures remain high
(see Figure 1.3).

Figure 1.3. Growth distribution of the main trading partners of Georgia
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According to the NBG’'s economic forecasts,
the Georgian economy will continue to recover
this year and real GDP will grow by 8.5 percent.
The main driving force of Georgia’s economic
growth is domestic consumption (see Figure
I.4). The latter, in turn, is the result of fiscal
stimulus and a growing credit portfolio. At the
same time, it is expected that both the volume
of investments and net exports will make a
positive contribution to the economic recovery.
Mobility between countries will gradually in-
crease alongside the rollout of vaccination pro-
grams. Given the latter assumption, tourism
revenues are expected to recover in the sec-
ond half of the year but will remain significantly
lower than 2019 levels. It should be noted that,
as is the case with the global forecast, Geor-
gia’s economic forecasts are characterized by
a high level of uncertainty.

Interest in environmental, social and govern-
ance (ESG) issues had been growing even be-
fore the outbreak of the pandemic, but COV-
ID-19 made the importance of such issues
even clearer, accelerating the integration of
ESG considerations into the decision making
of the financial sector and capital markets. In
the light of the recovery of the global economy,
there has been a significant increase in asset
markets that meet environmental, social and
governance standards. The growing interest in
sustainable finance has resulted in the Green
Recovery Initiative*, which aims to shift fiscal
support toward green and sustainable activi-
ties designed to mitigate the pandemic-related
recession in developed economies. A grow-
ing number of central banks are integrating
climate change and other ESG risks into their
financial stability risk frameworks. The steps
taken serve to mitigate such risks and support
long-term financial stability.

4 See https://www.imf.org/en/Topics/climate-change/
green-recovery

Figure 1.4. Decomposition of real GDP
growth by expenditure, YoY
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ll. Vulnerabilities and Risks Affecting Financial Stability

External Vulnerabilities

Georgia is a small open economy characterized by a high level of dollarization, a current account
deficit and increasing dependence on international financial inflows, all of which make it vulner-
able to external developments. As a result, the prolonged external shocks caused by the COV-
ID-19 pandemic had a negative effect on the financial and economic state of Georgia. However,
with ongoing global vaccination and a faster-than-expected economic recovery, this situation is
expected to gradually improve, which will translate into increased external demand and financial
inflows. A rise in inflows will support economic growth, however, it will also increase Georgia’s
dependence on balance of payment inflows and could become a source of future risk in the event
of a sudden outflow. Trade and financial inflows are thus one of the channels through which a
worsened economic situation in trading partner countries may affect the Georgian economy and

thereby create risks for financial stability.

The negative effects of the COVID-19-related
economic shocks are gradually starting to de-
crease; however, the Georgian economy re-
mains vulnerable to external factors. In the
pre-pandemic period, the Georgian economy
was characterized by a high level of vulnerabil-
ity to the external sector, which was reflected
in the high level of dollarization, a current ac-
count deficit and rising dependence on inter-
national financial inflows. These structural vul-
nerabilities amplified the negative effects of
the COVID-19-related external shocks on the
financial and economic state of Georgia. How-
ever, an improvement in the global epidemio-
logical situation and a faster-than-expected
economic recovery will gradually decrease the
risks emerging from Georgia’s external sector,
which will translate into higher external de-
mand and greater financial inflows. Despite the
gradual decrease in COVID-19-related risks, the
current level of external sector risks is elevated
compared to 2019, which is mainly a result of
an increasing current account deficit and a sig-
nificant rise in external debt. In addition, com-
pared to the pre-pandemic period, the pressure
on international reserves has increased and the
net international investment position (NIIP) has
deteriorated; however, the latter remains at a
sustainable level.

Despite the faster-than-expected recovery of
the global economy, the transmission channels
of financial stability risks emerging from Geor-
gia’s external sector remain significant. Thanks
to the worldwide vaccination progress and un-
precedented fiscal and monetary stimulus, the
global economy is rapidly returning to the pre-
pandemic level. However, this process has been

quite uneven and is mostly driven by the fast
recovery of developed countries. Developing
countries, especially tourism-dependent econo-
mies, remain vulnerable to the pandemic-driven
economic crisis. Despite positive expectations,
a high level of uncertainty remains, which is re-
lated to slower-than-expected vaccination rates
and the emergence of new variants of the virus.
This poses a threat not only to countries with
low vaccination rates, but also to those where
the infection rate remains low at this stage.
Therefore, the improvement of Georgia’s exter-
nal position will largely depend on the situation
in the region and trade partner countries.

In the second quarter of 2021, in parallel with
the gradual easing of pandemic-related restric-
tions, economic activity in the EU, Turkey and
Russia continued to improve. With the contin-
ued economic recovery of the region and trade
partner countries, Georgia’'s external position is
also expected to improve. This will translate into
increased external demand and money inflow.
Mass vaccination programs and the opening of
borders will also support the growth of tourist
flows, which will have a positive effect on re-
ceipts from exports of services and will support
a reduction of the current account deficit. Nev-
ertheless, due to uncertainty related to the pace
of vaccination in both Georgia and on a global
scale, receipts from tourism will remain sub-
dued in the short run compared to 2019 levels.
It should be noted that during the pandemic, the
trade balance of goods partially offset the cur-
rent account deficit, which was mainly driven
by large decline in imports of goods. The fast-
er-than-expected recovery in global economic
activity and international trade has had a posi-
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Vulnerabilities and Risks Affecting Financial Stability

Figure Il.1. Balance of Payment inflows in Georgia
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tive effect on Georgia’s foreign trade, which will
help bring the current account deficit closer to
the pre-pandemic level. In addition, there was
a positive trend in money transfers, which was
one of the most important and growing sources
of current account financing during the pan-
demic.

These positive developments will partially offset
the financial stability risks stemming from Geor-
gia’s external sector. However, the transmission
channels of global risks remain significant. The
pandemic confirmed that the tightening of finan-
cial conditions caused by increased risk premia
in emerging economies increases the cost of
lending in foreign currency from the supply side,
which is especially important for countries with
a high level of dollarization. A higher-than-ex-
pected rise in risk premia also has a negative ef-
fect on financial inflows and increases the risk of
capital outflows, which became evident during
the pandemic. Additionally, a possible tighten-
ing of monetary policy in developed countries,
especially in the US, could increase the price
of imported goods by causing currency depre-
ciation and will create inflationary pressure. On
the other hand, existing economic difficulties in
trading partner countries, especially in Russia
and Turkey, slow down exports of services and
money transfers, which has a negative effect
on the external balance, as well as on the lo-
cal currency, and increases exchange rate fluc-
tuations. Overall, despite positive expectations
about global economic growth and external in-
flows, external risks to financial stability remain
significant amid the uncertainty surrounding
the end of the pandemic.

While international trade and financial inflows
support economic growth, increasing depend-
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ence on inflows creates financial stability risks in
Georgia. In recent years, Georgia’'s dependence
on international trade and financial inflows have
been increasing (see Figure I1.1). Historically,
exports of goods have been the main source
of financial inflows; however, the share of tour-
ism has been steadily growing. Despite the fact
that increasing trade and financial inflows are
characteristic of emerging market economies
and have a positive effect on economic growth,
they also increase a country’s dependence on
the economic situation in trading partner coun-
tries and could become one of important sourc-
es of vulnerability, as it was confirmed during
the pandemic. Specifically, pandemic-related
economic difficulties in region and other partner
countries caused a significant decline in Geor-
gia’s balance sheet inflows (see Figure I11.1),
which resulted in a significant decrease in GDP
growth in the face of the economic slowdown.
As the global economy recovers, inflows are ex-
pected to increase once more; however, the vol-
ume of inflows, especially receipts from exports
of services, will largely depend on vaccination
rates and imposed restrictions. A rise in inflows
will, on the one hand, support economic growth,
but, at the same time, will increase Georgia’s
vulnerability to balance of payments inflows
and could create a risk of sudden outflows in the
future. Trade and financial inflows are thus one
of the channels through which the worsened
economic situations of trade partner countries
could be transmitted to Georgia and thereby
give rise to financial stability risks. It should be
noted that this risk can be partially offset by a
diversification of inflows in terms of country of
origin, which is also evident in Georgia.

The Georgian economy is highly exposed to de-
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velopments in the EU, Russia and Turkey. As of
the first quarter of 2021, the aggregate share
of these countries in Georgia’'s total exports
and total external inflows was 40 and 43 per-
cent respectively, which is similar to last year’s
data. However, compared to 2020, the share
of Russia in total exports decreased slightly,
which was mostly driven by a decrease in re-
ceipts from exports of services. Meanwhile, the
share of Turkey and the EU in total exports in-
creased. In the first quarter of 2021, the share
of total inflows in GDP from these countries de-
creased compared to previous years; however,
this was also mostly driven by a decrease in re-
ceipts from exports of services (see Figure I1.2).
Receipts from exports of goods are expected
to grow moderately following the gradual eco-
nomic recovery in trading partner countries. In
addition, despite the increasing trend of nomi-
nal imports, high expected imported price will
likely decrease real imports, which will have a
positive effect on the trade balance. Overall, the
dependence on inflows remains at a high level,
which makes Georgia especially vulnerable to
developments in these markets. The pandemic
has demonstrated that dependence on external
inflows creates a risk of sudden outflows, which
has a negative effect on the country’s economy
and, therefore, on financial stability.

Following the historically low-level deficit in
2019, Georgia’'s current account deficit dete-
riorated significantly after the start of the pan-
demic; however, it slightly narrowed in early
2021 and is expected to gradually decline with
the recovery of tourism and exports of goods.
Following the economic downturn in Georgia’s
trading partner countries and the sharp decline
in receipts from tourism, the current account
deficit saw a sharp deterioration in 2020. Dur-
ing this time, one of the most important and
growing sources of current account deficit
funding was money transfers. Furthermore, the
rise of the current account deficit was partially
balanced by the decrease in imports of goods
as a result of weakened domestic demand. On
the other hand, the worsened economic situa-
tion caused a decrease in investors’ risk appe-
tite, which was primarily reflected in the rising
risk premia of developing and emerging econ-
omies and large capital outflows from these
countries. The pandemic saw a significant re-
duction in net foreign direct investment, as
well as in portfolio investments, which are both
expected to increase with a gradual recovery
of the local and international economic situa-
tion. The negative risk premia shock during the
pandemic was transmitted to Georgia indirect-
ly through the current account channel from
trading partner countries. As a result of the risk
premia shock, the currencies of Georgia’'s trad-

Figure Il.2. Exposure to major external mar-
kets (flows are expressed as a share of GDP)
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ing partner countries depreciated, which was
followed by a worsening of the real sectors of
these economies. These developments caused
a decrease in receipts from exports in Georgia.

Starting from the second half of 2020, there
was a significant decrease in the share of non-
debt instruments in financing the current ac-
count deficit, while the share of debt-creating
inflows increased significantly, which increases
external vulnerability (see Figure 11.3). In the
event of worsening economic conditions in
the region, there exists a risk of a repricing of
risk premia, which will negatively affect the
interest rate of foreign currency denominated
funds, increase the debt servicing costs of ex-
ternal debt, and create refinancing risk. More-
over, in the event of a greater-than-expected
rise in sovereign risk premia in the region, the
risk of capital outflow increases, which can
have a negative effect on business sentiment
and investment and cause lower-than-expect-
ed economic activity. The risk of a repricing of
risk premia is especially noteworthy in the face
of inflationary pressure in the region and the
earlier-than-expected rise in interest rates in
the US. However, the fact that Georgia’s share
of short-run debt is low, decreases the above-
mentioned risks.

Despite the widening of the current account
deficit, a recovery in tourism inflows and ex-
ternal demand will support a narrowing of the
deficit in the medium term. The process of re-
turning to the 2019 deficit level will significant-
ly depend on the pace of the recovery of tour-
ism. With an improvement in local and global
expectations, a gradual increase in foreign di-
rect investment and other inflows is expected.
These will reduce the need for debt-creating
inflows in financing the current account deficit.
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Figure 11.3. CA deficit and sources of financing (% of GDP)
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The pandemic caused an increase in external
debt and debt servicing costs; however, gov-
ernment debt remains at a sustainable level.
The financial funds mobilized to mitigate the
effects of recession and fund the balance sheet
deficit significantly increased the external debt
of Georgia (see Figure 11.4). While Georgia’s
total debt is not particularly high compared
to other emerging economies, public debt in-
creased significantly in 2020; however, it re-
mains at a sustainable level. According to the
IMF’s projections, Georgia’s external debt will
reach 134 percent of GDP by the end of 2021
and will start gradually decreasing after that.”
It should be noted that Georgia’s external debt
is mainly denominated in foreign currency and
is thus highly vulnerable to exchange rate fluc-
tuations. This risk became more evident during
the pandemic, when a repricing of risk premia
increased the debt servicing costs of external
debt. However, the share of short-term debt
in Georgia is low and comprises 20 percent of
total debt, while part of the long-term debt is
from related companies (quasi-capital), which
decreases the risks of a risk premia repricing
and refinancing.

During the pandemic, foreign and local cur-
rency denominated external debt increased
in almost all countries comparable to Georgia.
However, the share of foreign currency debt for
almost all types of borrowers in Georgia is one
of the highest among selected peer countries
(see Figure 11.5). In the event of currency de-

5 See https://www.imf.org/en/Publications/CR/Is-
sues/2021/04/16/Georgia-Eighth-Review-Under-the-

Extended-Fund-Facility-Arrangement-Press-Release-
and-Staff-50358
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Figure Il.4. External debt (% of GDP)
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preciation, this could increase debt servicing
costs. Nevertheless, the slight decrease in dol-
larization of loans in the second half of 2020 will
alleviate the effects caused by a depreciation
of foreign currency denominated loans. Moreo-
ver, a sizable share of Georgia’s external debt
is borrowed from international financial institu-
tions on concessional terms, which implies a
lower debt burden compared to the baseline. It
should also be noted that Georgia managed to
issue a USD 500 million Eurobond in 2021 at a
historically low 2.75 percent coupon rate. This
was the result of high investor interest and an
improvement in the country’s sovereign rating
in recent years.
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Figure II.5. Foreign currency debt by type of borrower: Cross-country comparison (% of GDP,
as of 2020Q4)
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Overall, the external vulnerability in emerging markets (EMEs), CIS countries and Georgia has
increased compared to previous year. Moreover, Georgia’s external vulnerability is comparable
to that of CIS countries in some components, but it is higher compared to the median values of
EMEs (see Figure I1.6). Although Georgia’s current account deficit has been decreasing in recent
years, it has deteriorated due to the COVID-19 pandemic and remains at a high level compared
to similar countries. Compared to CIS and emerging market countries, the shares of interest pay-
ments and external debt to export earnings are high in Georgia, which constitutes an external
vulnerability. Moreover, the high share of foreign currency debt in Georgia and CIS countries cre-
ates the risk of a rapid rise in debt servicing costs in the event of a sudden depreciation of the
exchange rate. However, compared to CIS and EME countries, the favorable maturity structure
of external debt in Georgia indicates a low risk of rollover should financial conditions tighten.

Figure 11.6. External vulnerability indicators relative to emerging markets and CIS countries®,
as of 2020Q4
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6 The rankings are based on global distributions of the corresponding indicators. A higher rank corresponds to
higher vulnerabilities.
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Box 1. A comparative analysis of the Georgian debt burden

The debt burden is one of the key determinants of financial stability and is
measured in terms of the ratio of credit to nominal gross domestic product
(GDP). As a high level of debt burden can hinder economic growth?’, getting an
understanding of the purpose of the debt gains increased significance. Credits
directed towards more productive sectors of the economy create more value
added, whereas less productive sectors have negligible impact on economic
growth. Moreover, an excessive growth of the debt burden aggravates risks of
borrowers’ insolvency and increases the likelihood of a financial crisis.

The proposed analysis uses two definitions of private sector credit: a narrow
definition of credit that incorporates loans issued by domestic banks and other
financial institutions to resident households and non-financial corporations, and
a broad definition that encompasses loans, as well as bonds and foreign financ-

ing.

Figure B1.1. Domestic credit to the private sector (% of GDP), 2020
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Source: The World Bank and the National Bank of Georgia.

According to the latest data from the World Bank (see Figure B1.1), based on
lending from bank and non-bank financial institutions, Georgia has a higher
credit-to-GDP ratio than similar developing countries. The World Bank uses the
narrow definition of credit, whereas in many cases countries employ the broad
definition when assessing financial stability risks. This creates a different pic-
ture when evaluating a country’s debt burden and, subsequently, its riskiness.

The inclusion of bonds and foreign financing in the credit definition results in
rather different level of debt burden. Based on official data of selected compa-
rable countries from 2020, the difference in the broad definition of the credit-
to-GDP ratios between these countries and Georgia has seen a considerable
reduction (see Figure B1.2). However, the debt burden of Georgia is growing
substantially faster compared to the selected countries, which makes the cur-
rent high level of debt burden noteworthy.

There are several reasons for the high level of debt burden in Georgia. One
of such reasons is Georgia’s consumption-based economy. Over the last five
years, final consumption, a significant part of which was comprised of imports,
accounted for 85 percent of GDP. Consequently, financing consumption with
credit causes debt to grow faster than GDP. The relative ease of accessing credit

ments[CZ..ashx '
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Figure B1.2. Cross-country comparison of credit-to-GDP ratio (%), 2020
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is another reason for the high level of debt burden in Georgia. According to the
Credit Information Bureau, 85 percent of adults had a loan from a formal credit
institution in the last five years. Out of 1,000 adults, 641 have current loans
from commercial banks, which reflects one of the highest rates in the world
based on the IMF’s Financial Access Survey.® According to the same survey, the
level of financial inclusion in Georgia is also high in terms of bank deposits and
accounts; Georgia has high rates for cashless payments and remote financial
services. Along with the effective operation of financial institutions, such a level
of development of financial intermediation is built on a supportive legislative
environment and well-established infrastructure. Based on the World Bank’s
getting credit score from its Doing Business report®, which encompasses the
strength of the legal framework and the depth of credit information, Georgia is
ranked in 15th place. Moreover, Georgia shares the best position with several
other countries because of the 100 percent coverage of the Credit Bureau.®
Furthermore, under reasonable and forward-looking supervisory approaches,
the growth of financial sector assets was sound and sustainable, prudential
ratios were adequate and transparent, and profits were solid. These circum-
stances helped financial institutions to attract resources from abroad, includ-
ing international stock exchanges, without which such an increase in financial
depth would have been impossible. It is also noteworthy that there are no state-
owned banks in the market, which is essential for an efficient and competitive
financial system. Moreover, average interest rates in Georgia are considerably
higher than in comparable countries, while the maturity is low; because of this,
the debt service burden is also higher.

It is worth mentioning that over the last two years, since the initiation of the
responsible lending regulations in 20191, the growth rate of the household debt
burden has decreased, whereas the corporate debt burden increased. This im-
plies the reallocation of credit funds to more productive sectors. As a result,
a stronger link was established between credit growth and economic growth.
The growth rate of the debt burden is the primary focus of the macropruden-
tial policy of the National Bank of Georgia. The National Bank closely monitors
its dynamics, and in the event of excessive growth, it will employ the relevant
regulatory instruments.

8 See IMF Financial Access Survey.

9 See https://www.doingbusiness.org/en/data/exploreeconomies/georgia

10 The Credit Information Bureau covers all credit issued by licensed credit institutions.
11 See Box 3 in the Financial Stability Report of the National Bank of Georgia.
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Household Sector Analysis

A relaxation of the restrictive measures designed to limit the pandemic and an intensification of
the vaccination process will help households improve their economic conditions. The deteriora-
tion of households’ solvency during the pandemic was reflected in the rise of the non-performing
loan ratio; however, this ratio is expected to subsequently decline in line with the broader eco-
nomic recovery. It should be noted that the household debt burden increased during the pan-
demic, which makes households more vulnerable to potential shocks. In addition, the exchange
rate risk of non-hedged borrowers remains a significant challenge for the household sector. The
realization of these risks as a result of the pandemic highlighted the importance and relevance
of the responsible lending and larization policies.

A relaxation of the restrictive measures taken
to protect against the pandemic and an inten-
sification of the vaccination process will both
contribute to an improvement of households’
economic conditions. In the first quarter of
2021, compared to the same period of the pre-
vious year, the unemployment level increased
by 3.6 percentage points and amounted to
21.9 percent!2. It should be noted that the in-
crease in the unemployment rate occurred
while the labor force fell by 6.3 percent!3. If this
had not happened, the rise in unemployment
would have been higher. The drop in employ-
ment was mainly driven by a decrease in the
workforce in the construction, hotel and restau-
rants. In spite of that, the average wage still in-
creased, which can be explained by the job loss
rate being higher among the low-income labor
force. However, it should be noted that, in light
of a relaxation of restrictions, positive dynam-
ics in terms of economic activity were evident
in the first quarter of 2021, which should re-
flect positively on employment dynamics. As
the economic recovery largely depends on
the vaccination process, its intensification is
expected to contribute to the improvement of
households’ economic conditions.

The household debt burden increased during
the pandemic, making them more vulnerable
to potential shocks. Household loan growth
was around 10 percent in 2020, excluding the
exchange rate effect, which stimulated the
country’s economic activity. On the other hand,
credit growth and a depreciation of the nation-
al currency against the US dollar in a period of
economic recession increased the household
debt burden. As a result, the household debt to
GDP ratio amounted to 41.3 percent in the sec-
ond quarter of 2021, which was 3.7 percentage
points higher than in the same quarter of the
previous year. However, it should be noted that

12 This indicator is not comparable to the level given
in the Financial Stability Report of 2020 because of
changes made to the methodology of calculating
labor force statistics.

13 Source: GeoStat, Indicators of the labor force.
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Figure Il.7. Labor market indicators: unem-
ployment level and growth of the average
wage (YoY)
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an increase in loan maturity helped maintain a
stable debt service ratio.

21


https://www.geostat.ge/en/single-news/2248/indicators-of-the-labour-force-employment-and-unemployment-i-quarter-2021-year

Vulnerabilities and Risks Affecting Financial Stability

22

Figure 11.8. Household debt to GDP ratio
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Figure 11.9. Decomposition of households’ annual credit growth
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The deterioration of the creditworthiness of
households during the pandemic was reflect-
ed in a rise of non-performing loans; however,
these are expected to decrease in light of the
economic recovery. During the pandemic, gov-
ernment support programs and loan moratoria
periods helped ease households’ financial con-
ditions; however, after those programs end-
ed, the deterioration of creditworthiness was
reflected in a rise of non-performing loans. It
should be noted that servicing debt was harder
for foreign currency borrowers. In June 2021,
the share of non-performing loans in foreign
currency increased by 4.3 percentage points
compared to the beginning of the pandemic
and reached 8.8 percent, while for national cur-
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rency loans, the share rose by 2.3 percentage
points and amounted 6.4 percent. As of June
2021, only 6 percent of households continue to
use moratoria programs, so the non-perform-
ing loan ratio is not expected to rise further.
Meanwhile, it is expected that a gradual eco-
nomic recovery will positively affect borrow-
ers’ creditworthiness, which will promote the
improvement of loan quality. Indeed, the share
of non-performing household loans has already
decreased in the second quarter of 2021.
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The exchange rate risk of non-hedged borrow-
ers remains an important challenge for the
household sector. Macroprudential policy and
the legislative changes implemented in previ-
ous years have contributed to the decrease of
household vulnerability. Household loan dollar-
ization has a downward trend, but it remains at
a high level, amounting to 37.6 percent in June
2021. During periods of exchange rate vola-
tility, non-hedged borrowers face significant
financial distress, which increases credit risks
for banks. In response, banks are required to
hold additional buffers in accordance with the
existing macroprudential policy.

Despite the declining levels of loan dollariza-
tion, various foreign currency loan contracts is-
sued in previous years have not yet been termi-
nated, and such borrowers are still exposed to
currency risk. There are 66,000 active foreign
currency loans in the banking system portfo-
lio, amounting to GEL 7.5 billion. However, a
significant number of such loans are already
largely amortized, and the borrowers are left
with only small debts. In volume terms, 85%
of these loans are above GEL 100,000, which
are usually issued to high-income borrowers
and are considered less risky. In addition, loans
issued since 2019 satisfy the healthy limits of
the PTI and LTV ratios, further ensuring a re-
duction of risk.

Figure 11.10. Household non-performing loan
ratio
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Figure I1.11. Distribution of the foreign cur-
rency loan portfolio, June 2021
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The financial losses stemming from the pan-
demic served to outline the relevance and sig-
nificance of the responsible lending regulations
implemented by the National Bank of Georgia.
The introduction of PTI and LTV limits in 2019
significantly decreased the vulnerability of
the household sector (see Box 2). As a result
of these restrictions, households faced the fi-
nancial difficulties caused by the pandemic in
a better financial condition than they would
have otherwise. In addition, the distribution of
PTl indicates that the number of high-risk loans
(PTI>50%), which are mainly restructured or
refinanced loans, is decreasing. Distribution of
the LTV ratio is healthy, and the ratio is below
80 percent for 75 percent of the loans in the
banking system, which decreases the riskiness
of the mortgage loan portfolio.

Figure 11.13. Distribution of the LTV ratio
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Figure I1.12. Distribution of the PTI ratio
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Sensitivity Analysis of the Household Sector

As a result of the macroprudential policies
implemented by the NBG in previous years,
households’ financial conditions are more sta-
ble. After servicing their debts, households are
left with more resources to overcome financial
difficulties. An analysis of the household sec-
tor’'s vulnerabilities shows that in the moderate
risk scenario (see the Macro-Financial Risk Sce-
narios section of this report), which assumes an
exchange rate depreciation of 10 percent and
a decrease in the employment and average
wage by 3 and 10 percent, respectively, low-
income borrowers are particularly vulnerable;
in the event of such an economic shock, these
borrowers are left with less buffers to combat
financial difficulties. High-income borrowers
are characterized by a healthier distribution
of the PTI ratio, but under the stress scenario
their buffers also decrease significantly and
the share of households whose PTI is above 50
percent sharply increases. It should be noted
that loan restructuring was more frequently
required for borrowers whose PTlI was above
50 percent. Sensitivity analysis confirms that
households remain vulnerable to exchange
rate depreciation. Sensitivity towards interest
rates increased, however, since monetary pol-
icy is already strict, no material increase of in-
terest rates in domestic currency is expected.
Taking into account increasing inflation pres-
sure globally and historically low interest rates
on the US dollar and euro, interest rate risk is
more noteworthy for foreign currency loans.

Figure 11.14. Sensitivity of household PTI to
macroeconomic stress
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Box 2. Impact assessment of the responsible lending regulation

One of the factors determining financial stability is private sector debt burden,
which is measured as the ratio of credit to nominal GDP. High debt burden might
be an obstacle for economic growth'4; In this perspective, it is important to ob-
serve the purpose of loan. Credit towards the high productive sectors creates
more value while credit issued to low productive sectors have less impact on
economic growth. Besides, excessive growth of debt burden intensify the insol-
vency risks and increases the probability of financial crisis.

In January 2019, the National Bank of Georgia implemented a responsible lend-
ing regulation designed to promote the stability of the Georgian financial sys-
tem and healthy lending standards. In accordance with the regulation, financial
institutions should not issue loans without proper investigation of borrowers’
creditworthiness. In addition, the NBG set limits on the payment-to-income
(PTI) and loan-to-value (LTV) ratios. As a result of further changes introduced in
March 2020, this regulation became principle based and easier to implement.

Figure B2.1. Annual quantity of retail loans issued and their default rates
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Source: Creditinfo Georgia, NBG.

Based on the available data, it is evident that the responsible lending regulation
has promoted a decline of household over-indebtedness and an improvement
of asset quality. Following the implementation of the requirements, the exces-
sive growth of the household debt burden has decreased, and credit activity has
been maintained at a sustainable level. It is also noteworthy that the default
rates for loans issued under the new standards have decreased materially and
are in an acceptable range. In particular, while the default rate for household
loans (those more than 30 days overdue) reached 10 percent!> before enacting
the regulation, it stands at around 3 percent for loans issued after 2019 (see
Figure B2.1). It should be noted that the regulation mainly restricted the issu-
ance of high-risk loans, so called “fast” or “online” loans granted “without the
proof of income” and, after a further simplification of the rules in 2020, it cre-

ments[CZ..ashx '

15 It should be noted here that, according to the Civil Code of Georgia, the effective interest
rate was restricted to 100 percent from 2017, falling to 50% from September 2018. In ad-
dition, the NBG prohibited the issuance of loans without proof of income from May 2018.
These factors also contributed to some improvement of default rates in the respective
periods. Besides, although time is needed for a loan default to occur, because of the short
maturity of the portfolio, the material share of defaults have already been manifested.
The indicator of 2020 is thus valid and will see no significant change.
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ates even less obstacles for healthy credit growth. On average, 2.5 million retail
loans are issued during the year, which, considering the size of the population
(3 million people), outlines the high degree of credit accessibility for house-
holds. It should be noted that lending to households was not hindered even in
the peak of the pandemic.

Figure B2.2. Share of restructured loans for mortgage borrowers by PTI range?®
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During the shock caused by COVID-19, it became evident that the PTI limit set
by the NBG served as a sensible standard to avoid the accumulation of exces-
sive risks. The pandemic caused financial difficulties for a significant segment of
borrowers. However, its negative impact was especially hard for those borrow-
ers with a high loan servicing burden in relation to their incomes. In particular,
if we assume that clients applying to banks for a loan restructuring is a good
indicator for assessing vulnerability'’, according to the distribution of mortgage
loans, by June 2021 the share of households having financial difficulties is dis-
proportionally higher for borrowers with a PTlI above 50 percent (see Figure
B2.2). According to the responsible lending regulation, the PTI limit for mort-
gage borrowers with a monthly income above GEL 1,000 is 50 percent of their
monthly income. This limit is in line with international practice and currently,
in the period of the COVID-19 shock, can be assessed as a sensible standard
based on local experience. It should be noted that, in order to decrease vulner-
ability against exchange rate risks, the PTI limit for foreign currency loans is 30
percent. Considering the high volatility of the US dollar and euro exchange rates
against the GEL, the 20 percentage point buffer can also be assessed as being
sensible. It is noteworthy that during the pandemic, the share of loan restructur-
ing has been significantly higher in the dollarized portfolio for each PTI range.
This indicates that, despite the initial PTI, an unplanned increase of loan servic-
ing expenses can also become a challenge for a borrower. This reflects the need
for setting the above-mentioned buffer for currency-induced risks.

The National Bank of Georgia will continue to assess the impact of the regula-
tion, calibrate quantitative requirements and enhance analytical data. When
using macroprudential instruments, it should always be considered that the
macro-financial environment can change rapidly and, based on new challenges,

16 The column on the figure shows the percentage of borrowers within the given PTI range
who applied for loan restructuring.

17 In the period of the pandemic, creditors were proactively offering borrowers loan re-
structuring, temporary moratoria and other grace opportunities. As a result, standard
measures for assessing riskiness, such as defaults and arrears, were less observed in this
period.
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certain quantitative requirements might need some adjustments. It is neces-
sary to hold a reasonable balance on standards such as PTI in order to maintain
the accessibility of loans and to prevent the accumulation of excessive risks.
Therefore, the assessment of the effects of the regulation and its recalibration
is a continuous process. From this perspective, it is important to develop ana-
lytical capabilities, such as enhancing databases. For instance, the current PTI
ratio of a borrower is used in the assessments provided above, but it would not
be less informative if such an analysis were based on the PTI ratio at the time of
loan issuance or at the moment of loan restructuring. In addition, for complex
analysis and monitoring, data enhancements regarding the dynamics of other
characteristics of a borrower or loan (such as interest rate, maturity or date of
issuance) are important. For exactly this purpose, a credit registry is being es-
tablished that will substantially improve the NBG’s analytical capabilities.
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Non-financial Companies

In the first half of 2021, as market sentiment improved, revenues in non-financial companies
tended to improve. However, the pace of the recovery in small- and medium-sized enterprises,
as well as in the hospitality and real estate industries, is still slow. The elevated burden of cor-
porate debt during the COVID-19 pandemic poses risks to companies’ financial resilience. The
vulnerability of non-financial companies towards existing risks are driven by a sizable exposure
to foreign funding sources, a significant share of short-term debt, and highly dollarized liabilities.
Throughout the pandemic, despite the increase in credit risk among companies, they maintained
uninterrupted access to funding. This was predominantly due to the supportive measures imple-
mented by the NBG and the Government of Georgia, as well as the loan repayment moratoria of-
fered by commercial banks. During the recovery, bank lending is expected to be the main source
of funding for companies. In this environment, the main challenge for banks is their being able to
identify financially viable companies that may only be suffering from pandemic-related transitory
/ssues. Banks need to satisfy the needs of such companies for funding. Consequently, these com-
panies will facilitate the economic recovery and a growth in employment without accumulating
medium- and long-term vulnerabilities to their financial resilience.

After a significant drop in revenues during
the pandemic, non-financial companies have
shown initial signs of recovery. However, the
rates of such improvements differ depending
on company size and sector. In the first half
of 2021, as virus containment measures were

Figure 11.15. Annual growth in turnover by
company size
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risk management capacity. . .
g pacity way, the favorable developments will spill over

The recovery of corporate revenues varies to households, which will further speed up the
across industries that have suffered the direct economic recovery.
or indirect impacts of the pandemic (see Fig-

ure I1.16). In the first half of the current year,

improvements in revenues were pronounced

in the services, trade, construction and manu-

facturing sectors. However, the hospitality and

real estate industries have not yet shown con-

sistent signs of recovery. Assuming that the

epidemiological situation stabilizes, market

sentiment will improve further and internation-

al tourism will gradually recover. Under these

circumstances, company revenues will con-

tinue to improve, which, in turn, will facilitate

investment and employment growth. In this

Financial Stability Report 2021 | National Bank of Georgia 29



Vulnerabilities and Risks Affecting Financial Stability

Figure 11.16. Change in turnover in selected industries
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During the COVID-19 pandemic, the burden of
debt has significantly increased in non-finan-
cial companies, which poses threats to their
financial resilience. Since the beginning of
2020, companies have slowed down the issu-
ance of debt. The growth of both domestic and
total company debt has decelerated (see Fig-
ure II.17). Nonetheless, the growth of company
debt has considerably exceeded the growth of
nominal GDP, which has led to the increased
burden of debt during this period. As a result,
the total company debt to GDP ratio, which is
a common measure of company debt burden,
increased above its long-term trend (see Fig-
ure 11.18). The increased burden of debt poses
challenges for the financial resilience of com-
panies. In particular, if revenues do not recover
in time, companies will face debt servicing dif-
ficulties, which, in some cases, may lead to in-
solvencies.

Over the course of 2020, given the modest
growth in company borrowings, the height-
ened debt burden was predominantly driven
by the close-to-zero growth of nominal GDP
and by the GEL depreciation against hard cur-
rencies (see Figure 11.19). The significant im-
pact of exchange rate movements on the debt
burden is caused by the high dollarization of
company borrowings. This clearly indicates the
risks related to foreign currency denominated
debt among non-hedged corporate borrowers.
In the second quarter of 2021, the burden of
debt was eased to some extent due to strong
GDP growth and the GEL appreciation. The to-
tal company debt to GDP ratio thus returned
back to its long-term trend. However, given the
looming uncertainty regarding the economic
recovery, in the case of lower-than-anticipated
economic growth in upcoming periods, the bur-
den of company debt may rise further. Thus, as
long as uncertainty regarding the economic re-
covery remains, the risks to financial resilience

Source: Revenue Service of Georgia

Figure 11.17. Annual growth rates of nominal
GDP and corporate debt
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Figure 11.18. Total corporate debt to GDP
ratio and its long-term trend*®
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stemming from the increased burden of com-
pany debt are still considerable.

18 The long-term trend of the total corporate debt to
GDP ratio is estimated using a two-sided HP filter
with a smoothing parameter 400,000.

30 Financial Stability Report 2021 | National Bank of Georgia



Vulnerabilities and Risks Affecting Financial Stability

Against the backdrop of the increased bur-
den of debt among companies, vulnerabilities
caused by a sizable exposure to foreign fund-
ing sources and a significant share of short-
term debt are particularly apparent. In recent
years, as access to global financial markets
has improved, there has been a considerable
increase in the share of foreign financing in
the funding structure of companies (see Figure
11.20). Although foreign financing provides ben-
efits in terms of diversification and lower cost
of funds, it comes at the expense of higher ex-
posure to global financial conditions. Currently,
developing countries and emerging markets
are faced with elevated risks of tightening fi-
nancial conditions. This risk is nurtured by the
uneven recovery of the global economy and the
possibility of faster-than-anticipated monetary
policy normalization in advanced economies.®
Although a proportion of foreign financing re-
flects intercompany loans, which are offered
at favorable terms, in the event of tightening
financial conditions, companies’ access to for-
eign funding will deteriorate markedly. This, in
turn, can create debt rollover risks given the
significant share of short-term debt on corpo-
rate balance sheets. The share of short-term
debt in corporate liabilities is particularly high
among large enterprises (see Figure 11.21). This
group of companies also exhibit large exposure
to foreign sources of financing. Debt rollover
risks among companies are particularly acute
because of the pandemic. In the face of tempo-
rary reductions of revenue, it is essential that
viable companies maintain uninterrupted ac-
cess to credit.

Figure 11.19. Decomposition of the annual
change in the total company debt to GDP
ratio (percent of nominal GDP)
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Figure 11.20. Debt structure of non-financial companies
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During the COVID-19 pandemic, due to the high
share of foreign currency denominated debt in
corporate liabilities, an enhanced vulnerabil-
ity to exchange rate risk was revealed among
companies. The share of foreign currency de-
nominated debt remains high in companies’
funding. As of the first half of 2021, dollariza-
tion of total corporate debt was approximately
75 percent. Therefore, in the absence of prop-
er hedging facilities, the burden of company
debt is highly sensitive to foreign exchange
rate movements. During the pandemic, which
was accompanied by a depreciation of the GEL
against hard currencies, companies were faced
with markedly increased servicing costs on for-
eign currency debt. As a result, a proportion
of these companies suffered from debt ser-
vicing difficulties and eventually restructured
their outstanding debt. Unsurprisingly, given
the pandemic-induced economic crisis, debt
restructuring also increased among GEL bor-
rowing companies. However, the much higher
amount of restructured foreign currency debt
among companies indicates an extensive vul-
nerability to exchange rate risk (see Figure
11.22).

Given the vulnerabilities associated with the
structural characteristics of corporate debt,
the deteriorated macroeconomic environment
caused by the pandemic led to an increase in
credit risk among corporate borrowers. Dur-
ing 2020, companies registered upswings in
debt restructuring as well as in non-performing
loans (see Figures 11.22 and I11.23). The surge
in credit risk was particularly pronounced in
certain highly vulnerable industries, which had
been identified in the analysis presented in the
2020 Financial Stability Report.?* These indus-
tries include hospitality, trade in consumer du-
rables, and real estate operations (see Figure
I1.23). The increased credit risk had serious re-
percussions for companies’ access to funding
and on market interest rates. Given the adver-
sity caused by the pandemic, in order for finan-
cially viable companies to maintain productive
capacity and levels of employment, it is vital
that they have uninterrupted access to funding.
This was the main objective of the liquidity pro-
vision measures implemented by the NBG, the
loan repayment moratoria offered by commer-
cial banks and the targeted support programs
executed by the Government of Georgia.

20 Service for Accounting, Reporting and Auditing
Supervision of Georgia.

21 See https://nbg.gov.ge/en/publications/financial-
stability-reports

Figure 1.21. Median share of short-term
debt in total debt by company size (aver-
aged over 2017-2019)*
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Figure I1.22. Share of restructured loans in
total company loans issued by banks by cur-
rency
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As the initial signs of economic recovery ap-
peared, revenues began to improve in the ma-
jority of non-financial companies. Subsequent-
ly, they started to exit from the loan repayment
moratorium regime. A significant share of com-
panies that utilized the loan moratoria at least
once have since resumed loan repayments (see
Figure 11.24). Meanwhile, those companies that
still make use of the moratoria are thoroughly
scrutinized by commercial banks before such
relief is granted. This approach minimizes the
risks of creating so-called zombie companies.??
In general, the risk of such companies being
formed increases during crisis periods. These
companies prevent new prospective business-
es from accessing loanable funds, and there-
fore risk interrupting the economic recovery.
Thorough scrutiny by commercial banks before
extending loan repayment moratoria allows
them to identify and exclude possible zombie
companies, and thereby facilitate an efficient
allocation of loanable funds.

Since the beginning of the current year, bank
lending conditions for corporate borrowers
have stabilized. During the economic recovery,
bank lending is expected to be the main source
of funding for companies. During the COVID-19
pandemic, companies’ access to market-based
funding has deteriorated. The issuance of cor-
porate bonds has decreased on the domes-
tic market of debt securities, which has been
growing markedly in recent years (see Figure
I1.25). This reversal echoes the current situa-
tion in global capital markets and reflects the
increased risk aversion among investors as
driven by lingering uncertainty, especially in
developing and emerging market economies.
In this environment, bank lending is seen as the
main source of corporate funding. The domestic
banking system has successfully dealt with the
pandemic-induced stress and continues to pro-
vide lending to companies. The average matu-
rity of corporate loans issued by banks has not
changed significantly, while interest rates have
stabilized after an initial increase (see Figure
I1.26). Furthermore, the share of rejected loan
applications has decreased after the surge
seen in 2020, especially for small- and medi-
um-sized enterprises (see Figure 11.27). As the
lending conditions survey? indicates, the tight-
ening of bank credit conditions to corporate
borrowers throughout 2020 was predominant-

22 Zombie companies are loss-making commercial
entities with unsustainable business models that
manage to survive due to receipt of various reliefs
and state support programs. The risks of creating
zombie companies in the post-pandemic period are
discussed in the ECB’s Financial Stability Review of
May 2021 (pp. 92-99).

See https://nbg.gov.ge/en/financial-stability/credit-
conditions-survey

23

Figure I1.23. Share of non-performing loans
in total bank loans by selected industries
(end of period)

15%

10%

5%

S Y
&P & & & &5 55
¢ §F &F S N
F & & 9 & o
“2” C)OQ %\é\o ‘2‘
m2019 m2020 Jun-21
Source: NBG

Figure 11.24. Share of company loans under
repayment moratoria (as of 30 June 2021)
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ly driven by the quality of the loan portfolio,

economic trends and risk perceptions. Starting
from the current year, as uncertainty recedes
and the economic recovery gains momentum,
the share of bank lending in corporate funding
is expected to increase. In this environment,
the main challenge for banks is to be able to
identify financially viable companies that may
be suffering from pandemic-related transitory
issues. Banks need to satisfy the needs of such
companies for funding. Consequently, these
companies will facilitate the economic recov-
ery and a growth in employment without accu-
mulating medium-term vulnerabilities to their
financial resilience.
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Figure 11.25 Outstanding corporate bonds is-

Figure 11.27 Share of rejected company loan
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Figure 11.26. Weighted average interest rates and remaining maturity of company loans
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Sensitivity Analisys of Non-financial Companies

In the event of a possible deterioration of the
macro-financial environment, non-financial
companies will face a weakened ability to ser-
vice debts. Nonetheless, no material increase
of risks to their financial resilience is shown.
The impact of the macro-financial shocks in-
duced by the COVID-19 pandemic has been al-
ready absorbed by companies to some extent.
At this stage, it is of the utmost importance to
assess the financial resilience of companies
against risks of a further deterioration of mac-
roeconomic conditions. The impact of selected
shocks on corporate debt-servicing capacity
was examined using a simple sensitivity analy-
sis. The scale of the shocks was calibrated to
be consistent with the moderate risk scenario
as discussed in the Macro-financial Risk Sce-
narios section of this report (see Table I1.1).

Figure 11.28 shows an estimate of the median
interest coverage ratio?* (ICR) for non-financial
companies for 2020 and the stressed ratios un-

der each selected shock, as well as under the
combined impact of the three shocks. The me-
dian interest coverage ratio, as of 2020, was es-
timated at 2.6, which is within the medium-risk
zone according to Standard & Poor’s Corporate
Methodology.?® Among the selected individual
shocks, the increase in the market interest rate
was found to have the largest adverse impact
on companies’ debt-servicing abilities. Given
the various supportive measures provided at
the beginning of the pandemic, the size of this
shock was not material. However, in the event
of further stress, and given the limited resourc-
es for additional support, companies’ debt-ser-
vicing capacities may deteriorate significantly.
Finally, it should be noted that the median in-
terest coverage ratio remains within the medi-
um-risk zone, even under the combined shock.

Table I1l.1. Macro-financial shocks used in the sensitivity analysis of non-financial companies

. a GEL/USD - .
Increase in market interest . Drop in operating cash
exchange rate deprecia-
rate shock tion shock flows shock*
Moderate Stress 4% 10% 0%

* In the sensitivity analysis, operating cash flows are proxied by EBITDA

Figure 11.28. Sensitivity analysis: impact of selected shocks on the median interest coverage

ratio
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Shock
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Interest Coverage Ratio
under Moderate Stress

24 The interest coverage ratio is calculated as the ratio
of EBITDA to gross interest expense.

Treshold

= = = Medium-to-Low Risk
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Source: SARAS; NBG staff calculations

25 Standard & Poor’s. (2013). RatingsDirect®: Corpo-
rate Methodology.
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Apart from the central tendency, it is also im-
portant to consider the distributional effects
that the selected shocks cause on companies’
interest coverage ratios under the moderate 30%
risk scenario. As a result of the selected com-
bined shock being realized, when companies
migrate from higher to lower interest coverage
ratio ranges, their debt-servicing abilities de-
teriorate. If the coverage ratio falls below one,
companies can no longer service their debt us-
ing the cash inflows generated from their oper-
ating activities - a situation commonly known
as debt at risk. When companies enter this
zone, their credit risk surges. This can induce

Figure 11.29. Asset-weighted distribution of
companies’ interest coverage ratios
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sizable exposure to non-financial companies’ li-

abilities. Under the moderate risk scenario, the 0%
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in the debt at risk category: the asset-weighted Interest Coverage Ratio

share of companies with an ICR of below one in- W [nitial Level (2020)

creases from 35 percent (as of 2020) to 50 per- ® Combined Shock

cent (see Figure 11.29). It should be noted that Source: SARAS, NBG staff calculations

a proportion of corporate debts are in the form
of intercompany loans, which are borrowed un-
der favorable terms. In some cases, these loans
can be considered as quasi equity. Accordingly,
the results of the sensitivity analysis may exag-
gerate the impact of the stress. However, given
data limitations, a more reliable assessment is
not feasible.

To sum up, under the moderate risk scenario,
due to the assumed deterioration in macro-fi-
nancial conditions and a materialization of cor-
porate debt-related vulnerabilities, the share
of companies with debt at risk goes up by 15
percentage points and reaches 50 percent.?¢
Realization of a credit risk of such magnitude
can result in severe stress with grave repercus-
sions for the financial system and the economy
as a whole. In order to alleviate the adverse
consequences of possible stress, companies
should more actively engage in market risk and
liquidity risk management, which is essential
for their financial resilience.

26 Asset-weighted share.
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Real Estate

Despite the increased risks caused by the COVID-19 pandemic, there is a trend towards a recovery
of the real estate market. Following the recovery of economic activity, an increase in demand for
real estate has been observed. Moreover, as a result of increased demand and reduced uncertainty
on the market, real estate prices remain stable - something that was supported by a resilient mar-
ket in the pre-crisis period and by measures taken by the government. Furthermore, despite the
crisis and the uncertainty caused by the pandemic in the real estate market, the number of con-
struction permits issued has increased, which will contribute to the stability of real estate supply.

Demand for real estate is increasing follow-
ing the recovery of economic activity. There
has been a high growth of demand for real es-
tate in 2021. In particular, in the first half of
the year, the number of residential real estate
transactions in Thilisi increased by 55 percent
compared to the corresponding period of the
previous year, while the number of real estate
transactions is one percent lower than in the
same period of 2019 (see Figure 11.30). It is im-
portant to indicate that the measures taken by
the government in 2020, especially the mort-
gage interest rate subsidy program, encour-
aged demand for newly built real estate. In
the second half of 2020, the share of primary
sales in total transactions equaled 40 percent.
Meanwhile, more than 50 percent of the total
value of transactions was financed by mort-
gage loans. It should be noted that after the
end of the subsidy program, demand for real
estate has remained stable, which has been
supported by the increased affordability of real
estate in the second quarter of 2021 (see Fig-
ure I1.31). Moreover, the consumer confidence
index?” also increased, which has a positive ef-
fect on demand for real estate. However, in the
second quarter of 2021, the capitalization in-
dex, which is a measure of the attractiveness
of real estate as an investment asset, remains
lower than over the same period of 2019, de-
spite a slight increase compared to the second
quarter of 2020. This, in turn, is due to a reduc-
tion in demand for rental properties. In particu-
lar, as a result of the sharp decline in tourist
inflows and the transition to the online learning
process, demand for rental real estate has de-
creased, which has been reflected in a reduc-
tion of rental prices. Consequently, the capitali-
zation ratio has decreased (see Figure 11.32).
It is expected that as tourist inflows increase
and the university education process returns
to normal, demand for rental real estate will
increase, which, in turn, will be reflected in an
increase in rental prices and, consequently, in

27 See https://iset-pi.ge/en/indexes/5-consumer-
confidence-index/3003-may-2021-cci-a-significant-
perhaps-fragile-rebound-in-confidence

Financial Stability Report 2021 | National Bank of Georgia

Figure 11.30. Number of housing transactions

7 000
6000
5000
4000
3000 |
2000
1000

0

Source: National Agency of Public Registry

Figure 11.31 House affordability index
(2008=100)%8

350
300
250
200
150
100

50

Source: NBG

an increase of the capitalization ratio.

28 The house affordability index is based on the wage-
to-payment ratio, which takes into account property
prices, the maturity of mortgage loans, interest
rates and average wages.
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In 2020, the decline in the investment attrac-
tiveness of real estate reduced the demand for
residential real estate, especially in Batumi;
however, from 2021 the trend has been im-
proving. A significant part of the demand for
residential real estate in Batumi is of an in-
vestment nature, which is largely determined
by tourist inflows. The Adjara region is thus
particularly vulnerable to a reduction of tour-
ist flows, which decreased sharply as a result
of the restrictions on air and land travel during
the pandemic. As a result, the demand for real
estate in Batumi fell significantly, which was
reflected in a decline of real estate prices. How-
ever, in 2021, with the growth of tourist inflows
and the reduction of restrictions, an increase in
demand for real estate has been observed. It is
important to note that non-residents, who own
a third of the mortgages issued in Batumi, are
more likely to default than residents, especial-
ly at a time when neighboring countries have
experienced economic recessions caused by
the pandemic. With the aim of reducing risks
to financial stability imposed by non-residents,
since 2019 the National Bank of Georgia has
set LTV requirements for non-residents at 70
percent.

Despite the crisis and uncertainty caused by the
pandemic, the number of construction permits
issued has increased, which will contribute to
the stability of real estate supply. Since 2012,
the number of construction permits issued had
been substantially increasing. However, as a
result of regulations adopted in 2018, the num-
ber of permits issued in 2018-2020 decreased
compared to previous years. In particular, the
number of permits issued in 2019 decreased
by 30 percent compared to 2017. In 2020, de-
spite increased uncertainty, the amount of per-
mits issued increased once more, rising by 11
percent compared to 2019 (see Figure 11.33).
It is expected that this trend will help the sale
of both apartments built in recent years and
those under construction and encourage a sta-
ble supply of real estate.

Figure 11.32 Capitalization index (rent-to-
price ratio)
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Figure 11.33. Number of construction permits
issued
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As demand increases and uncertainty on the
market decreases, real estate prices will re-
main stable. Unlike in the 2008 financial crisis,
no “price bubble” was observed in the real es-
tate market in period prior to the COVID-19 cri-
sis, and the market capitalization rate was also
stable (see Figure 11.34). Despite the severity of
the shock, as a result of the above-mentioned
factors, increased construction costs, and the
measures taken by the government, no sig-
nificant adjustment of real estate prices took
place. In the second quarter of 2021, compared
to the corresponding period of 2020, the price
of real estate increased on average by 1 per-
cent in GEL, while falling by 5 percent on aver-
age in USD.

With the transition to an upward phase of the
business cycle, demand for commercial real es-
tate is expected to increase, albeit to a lesser
extent than in the pre-crisis period. Due to the
scarcity of data, it is difficult to assess the trend
of commercial real estate prices. However, dur-
ing the crisis, the sharp decline in economic ac-
tivity, the shift to remote work and the inten-
sification of online sales have reduced rental
and sale prices of commercial real estate. De-
mand for commercial real estate will increase
as economic activity grows. However, as the
pandemic has altered office culture to some
extent and facilitated the development of on-
line commerce, it is expected that demand for
commercial real estate will recover at a slower
pace compared to other sectors.

The share of loans to the construction and real
estate sectors in the banking portfolio is higher
than the level before the 2008 crisis. However,
a decomposition of the banking portfolio re-
veals a change in favor of less risky loans. In
June 2021, the share of mortgage loans in the
total banking portfolio was 9 percentage points
higher than in 2008, while the share of loans
to the construction sector was 2 percentage
points lower (see Figure 11.35). It is important
to indicate that mortgages, which are more
granular??®, carry lower risk than loans made to
the construction sector. Moreover, the high dol-
larization of loans to the construction and real
estate sectors poses risks to financial stability.

In June 2021, the share of non-performing
mortgage loans in USD increased by 3 percent-
age points up to 8 percent compared to the
corresponding period of 2020, while the share
of non-performing mortgage loans in euros in-
creased by 6 percentage points up to 8 per-
cent. For mortgages issued in GEL, the share
of non-performing loans increased by 2 per-
centage points in June 2021, compared to the

29 It is implied that mortgages are issued to house-
holds with different characteristics.

Figure 11.34. House price index
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Figure 11.35. Loans related to real estate
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corresponding period of 2020, and equaled 3
percent. Moreover, compared to the pre-crisis
period, the share of non-performing loans to
the construction sector issued in foreign cur-
rency increased by 2.5 percentage points up to
7 percent in June 2021. However, as a result of
the government’s larization (de-dollarization)
measures and the implementation of LTV and
PTI limits by the National Bank, the vulnerabili-
ties of households to foreign currency risk have
decreased, while the quality of the mortgage
loan portfolio has improved significantly.
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In the moderate risk scenario3’, the distribution
of the LTV ratio does not change significantly;
while in the severe scenario, an additional 3
percent of mortgages will exceed 100 percent
of the LTV ratio. If the national currency depre-
ciates by 15 percent against the USD and the
euro, while real estate prices in the national
currency rise by 3 percent, 9 percent of for-
eign currency mortgages will have a LTV ratio
of more than 100 percent, which is 6 percent
higher than under the baseline scenario (see
Figure 11.38). It should be noted that in the case
of the moderate risk scenario, an additional but
insignificant portion of foreign currency mort-
gages will exceed 100 percent of the LTV ratio,
compared to the baseline scenario. The distri-
bution of the LTV ratio for mortgages issued
in national currency does not change signifi-
cantly between the moderate and severe risk
scenarios (see Figure 11.37). Therefore, foreign
currency loans have a relatively higher risk. In
order to reduce this risk, since 2019 the Na-
tional Bank of Georgia has set the maximum
LTV ratio for foreign currency mortgages at 70
percent since 2019. In addition, according to
the principles of the responsible lending regu-
lation, collateral only serves as an additional
protection against risks and the main precondi-
tion for a loan repayment is the solvency of the
borrower.

30 For more details, see the Macro-Financial Risk Sce-
narios section of this report.

Figure 11.36. Distribution of mortgage loans
issued in the national currency by current
and shock LTV ratios
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lll. Financial Sector

Financial Sector review

As a result of the financial stability policy measures implemented by the National Bank of Georgia,
the financial system has maintained its stability and continued smooth lending to the economy in
times of the pandemic in 2021. The effect of the economic recession caused by the restrictions
enacted to counter the COVID-19 pandemic has already largely been reflected on loan quality,
and commercial banks have already created appropriate levels of loan loss reserves. During this
year, it is expected that a significant portion of banks will recover the capital buffers that were
released at the beginning of the crisis, with the sector returning to the pre-crisis capital adequacy
ratio in 2022.

As a result of the financial stability policy im-
plemented by the NBG, the financial sector has
successfully passed through the most severe

Figure Ill.1. Financial Stress Index (deviation
from the average)

phase of the shock caused by the pandemic. 3
In the first half of 2020, due to COVID-19, the
financial stress index (FSI)3! exceeded the 2
historical mean by about one standard devia-
tion. However, starting from the second half of 1
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31 Considering that the banking system accounts for
more than 90% of the Georgian financial sector, the
financial stress index mainly combines the profit-
ability, interest rate spread, capital and asset qual-
ity indicators of the banking sector. The index is
constructed by standardizing the variables and then
weighing them.
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In 2021, credit growth is expected to be in line
with nominal economic growth. In 2020, due to
COVID-19, lending activity slowed down and,
at the end of the year, the credit growth rate
(excluding the FX effect) had fallen by 8 per-
centage points compared to the end of 2019
and amounted to 9 percent (see Figure I11.2).
In 2021, against the background of increased
economic activity, the growth of lending has
accelerated and, if the current tendency con-
tinues, credit growth is expected to be close to
18 percent.

The credit33-to-GDP ratio is significantly higher
than its trend3* indicating the high debt burden
and increased vulnerability of borrowers. The
credit-to-GDP ratio still exceeds its long-run
trend, which reflects the high growth of credit
and the exchange rate effects observed in pre-
vious periods (see Figure 111.3). At the end of
2020, approximately half of the annual growth
of the credit-to-GDP ratio was a result of ex-
change rate movements (see Figure 111.4). Over
the recent period, the latter effect was the
main driver of the significant increase of the
debt burdens of both the household and corpo-
rate sectors. It is also noteworthy that the cur-
rent level of the credit-to-GDP ratio in Georgia
exceeds that of similar countries, which serves
as an additional indicator of the high debt bur-
den and ongoing vulnerability (see Box 1). Fol-
lowing the economic recovery, it is expected
that the credit-to-GDP gap will gradually close
in the long term.

32 Nominal GDP is calculated using data from four
consecutive quarters.

33 Credit includes loans directly issued by commer-
cial banks and microfinance institutions as well as
bonds issued domestically by the non-financial sec-
tor.

34 The credit-to-GDP trend is estimated using an
HP filter in line with the Basel recommendations
(A=400.000).

Figure Ill.2. Annual growth of nominal GDP32
and credit
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Figure 11l.4. Decomposition of the YoY change in the credit-to-GDP ratio
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In 2021, the contribution of business loans to
total loan growth has been increasing. In June
2021, the total loan growth amounted to 12.5
percent, of which business loans made a con-
tribution of 7.2 percentage points (see Figure
I11.5). In 2020, after the start of the pandemic,
the growth rate of loans to legal entities decel-
erated significantly. However, from the begin-
ning of the second quarter of 2021, demand for
business loans increased. In the second quar-
ter of 2021, compared to the end of 2020, the
growth rate of consumer and mortgage loans
also increased, amounting to 15 and 13 per-
cent, respectively (see Figure 111.6).
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Figure 111.5. Decomposition of the annual
growth rate of bank loans (excl. FX impact)
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The banking system ended 2020 with a small
but still positive profit, while profitability has
remained at a solid level in the first half of
2021. If this current trend of profitability is

Figure Ill.6. Annual growth rate of bank
loans (excl. FX impact)
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Figure Ill.7. Profitability® in the banking sec-
tor
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As a consequence of the earlier enactment of
supervisory requirements and historically sta-
ble profitability, in the first half of 2021 the
banking system had accumulated solid capital
buffers. In 2020, the banking system was able
to face the challenges of the pandemic-induced
economic recession with high levels of capital
that had gradually been accumulated as a re-
sult of stable profitability over the last 10 years
and the enactment of additional supervisory
requirements. In addition to minimal capital
requirements, banks are required to hold com-
bined buffers (conservation, countercyclical
and systemic buffers) and buffers under Pillar
2 (the unhedged currency-induced credit risk
buffer, credit portfolio concentration risk buff-
er, net stress test buffer and net GRAPE buff-
er). It should also be noted that, despite the
reduction in capital requirements in response
to the challenges resulting from COVID-19,
the current capital ratios in the system exceed
pre-pandemic requirements (see Figure 111.9).
Moreover, in the first half of 2021, the major-
ity of commercial banks still maintained solid
buffers (see Figure 1l1.10), which, if necessary,
will help them to overcome remaining uncer-
tainties related to the pandemic and continue
lending to the economy without difficulties.

Figure 111.9. Capital adequacy in the banking
sector (Basel Ill)
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Figure I11.10. Distribution of capital adequa-
cy in the banking sector
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In response to the negative shock related to
COVID-19, in March 2020 the NBG temporar-
ily eased capital requirements for the banking
system. However, since the main phase of the
shock has passed, the NBG will gradually begin
to restore capital requirements in 2022. By eas-
ing capital requirements, the NBG reduced the
impact of the negative shocks resulting from the
pandemic and supported lending activity. As a
result, the NBG promoted the countercyclical
behavior of the banking sector. However, since
the main phase of the pandemic-induced shock
has passed and economic growth remains at a
high level, the capital buffer requirements will
be gradually restored. In particular, according
to the Financial Stability Committee’s deci-
sion3¢, effective from 2022, banks will be given
one year to restore the currency-induced credit
risk (CICR) buffer and two years to restore the
capital conservation buffer. Additionally, as
planned, new rates for the concentration and
net GRAPE buffers were activated from March
2021, while, as scheduled, the requirements for
the systemic buffer will also be increased from
the end of 2021. It should be noted that some
of commercial banks have already restored the
capital requirements that had been eased, and
therefore will no longer be restricted from dis-
tributing capital, provided that, under normal
business conditions, the distribution of the cap-
ital will not result in a breach of the restored
capital requirements and that the banks will
consider the activation and the redistribution
of the buffer and other expected factors (e.qg.
asset growth). Considering the existing capital

Figure Il.11. NPL ratio for bank loans3’
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levels in banks and their expected profitability,
the restoration of the previously released capi-
tal buffer requirements is not expected to have
a significant impact on lending growth.

As expected, due to COVID-19, the share of
non-performing loans increased. However, this
indicator is expected to decline gradually with
the recovery of the economy. Moreover, com-
mercial banks have already created an appro-
priate level of loan loss reserves. Over the last
several years, loan quality has been improving.
However, against the backdrop of the restric-
tions imposed due to the pandemic, at the end
of 2020, compared to the same period of the

Figure 11l.12. Decomposition of the annual change in the adjusted NPL ratio3®
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36 See https://nbg.gov.ge/financial-stability/committee

37 According to the NBG's methodology, NPLs include
substandard loans alongside doubtful and loss
loans.
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previous year, the share of non-performing
loans increased by 3.9 percentage points and
amounted to 8.4 percent (see Figure 1l.11). In
the first half of 2021, the share of non-perform-
ing loans declined to 6.9 percent, which was
partially supported by the growth of loans (see
Figure 111.12). It should be noted that the loan
loss reserve created by banks is adequate and,
as of June 2021, the non-performing loans cov-
erage ratio amounted to 80 percent (see Figure
11.13).

Only a small share of the loan portfolio remains
under moratoria, indicating that the major ef-
fect of the grace period has already been re-
flected on non-performing loans. The grace pe-
riod programs on loan payments have helped
households and companies to avoid instant
financial difficulties related to debt servicing.
The first three-month grace period started in
March 2020 and was designed for all borrowers
who wanted to postpone payments. Since July
2020, commercial banks offered the program
to individual borrowers who had lost their jobs,
whose income had been reduced or who had
experienced difficulties making loan payments.
However, following the economic recovery, the
share of loans under moratoria declined signifi-
cantly and amounted to 7 percent in July 2021
(see Figure 11.14). Consequently, no significant
increase in non-performing loans is expected in
this regard.

Figure 111.13. NPL coverage?®® in the banking
sector
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Figure 1ll.14. The share of loans that used grace periods
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39 The ratio of loan loss provisions to non-performing
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After the decline in equity prices on global
stock markets that followed the pandemic, sim-
ilarly to the global tendency, the stock prices
of the Georgian banks have started to recov-
er. Banks’ equity prices effectively summarize
their financial conditions, expected profitabil-
ity and potential risks. Increased uncertainty
related to COVID-19, a raised risk premium,
increased GEL risk-free interest rates in rela-
tion to reserve currencies, fluctuations of ex-
change rates, and declined profitability have
all negatively affected stock prices. However,
from the second half of 2020, similarly to the
global tendency, the stock prices of Georgian
banks started to increase and converge to pre-
pandemic levels. This improved dynamic was
supported by solid profitability, higher-than-ex-
pected lending activity, accelerated economic
growth observed in the second quarter of 2021
and the appreciation of the local currency (see
Figure 1l1.15). As the stock market is an impor-
tant source of capital for listed banks, positive
dynamics in this regard improve the resilience
of the banking system.4°

Despite the increased liquidity risks related to
COVID-19, commercial banks maintain solid li-
quidity buffers. These were ensured as a result
of the measures implemented by the NBG in
2020. Banks were able to face the challeng-
es resulting from the pandemic with a stable
source of funding and solid liquidity buffers, fa-
cilitated by the net stable funding (NSFR) and
liquidity coverage (LCR) ratios implemented in
previous years. Moreover, in the response to
potential liquidity risks related to the onset of
the pandemic, the NBG implemented a number
of important measures.*! As a result, in the first
half of 2020, the LCR exceeded its pre-pan-
demic level (see Figure 1l.16). In the current
period, the LCRs for the banking system in both
domestic and foreign currencies significantly
exceed the minimal requirements. Also, over
the last year, the NSFR was maintained close to
130 percent, indicating the stability of funding.
It should also be noted that the share of non-
resident deposits declined by 2.1 percentage
points during 2020, but have increased slightly
in the current year (see Figure 111.17). Consider-

40 For Georgian banks, the index is weighted by equity
capital. The data is normalized and reflects the
percentage change with respect to the prices seen
on 2 March 2020.

41 See the 2020 Financial Stability Report.

Figure I11.15. Normalized equity prices#°
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Figure 111.16. Liquidity coverage ratio (LCR)
for the banking sector?
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ing the fact that, in response to the buildup of
non-resident deposits, the NBG has introduced
additional liquidity requirements and that the
share of term deposits in these deposits is rela-
tively high, the liquidity risks for banks remain
low (see Box 3).

42 The minimal requirement for the LCR in GEL
amounts to 75 percent, while for FX and in total it
amounts to 100 percent.
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In order to maintain sustainable growth in domes-
tic currency lending and to reduce reliance on oth-
er sources of funding, the banking system needs
to attract more deposits in the domestic currency.
By the end of 2020, compared to the same period

Figure Ill.17. Share of non-resident deposits
in total deposits

20%

of 2019, the loan-to-deposit ratio declined signifi- 18%
cantly, which was mainly due to the high growth 16%
of deposits. However, in June 2021, the loan-to- 149%
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table that, with the exception of funds received
from the NBG in the framework of monetary
policy operations, the borrowed funds of Geor-
gian banks are mainly long-term and are mostly
financed by parent or development-oriented in-
ternational financial institutions, which reduces
liquidity risks. It should also be mentioned that,
starting from July 2021, in order to support the Figure 111.18. Loan-to-deposit ratio
growth of deposits in GEL, the minimum reserve

requirements for funds attracted in foreign cur- 160%

rency have been determined for each commercial
bank individually in accordance with their levels
of deposit dollarization. Consequently, these new 120%
reserve requirements will intensify competition 100%
in the GEL deposit market.** The loan-to-deposit
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borrowed in GEL, those borrowed in foreign cur- 40%
rency are relatively long-term, indicating that
loans in foreign currency are financed through
relatively stable funds. The liquidity risk in foreign 0%
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the NBG is more flexible in supplying liquidity in
the local currency, the stability of foreign currency
funding is crucial.

2%
0%

Source: NBG

140%
I

80%

20%

Source: NBG

43 It should be noted that equity capital is denominat-
ed in GEL. Therefore, the loan-to-deposit ratio will
be naturally higher in the domestic currency.

44 See https://nbg.gov.ge/
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Despite a significant decline, dollarization re-
mains one of the major challenges for the finan-
cial sector. Over the recent period, the process
of increasing loan larization (de-dollarization)
has been ongoing. In June 2021, compared
to the same period of the previous year, the
share of loans issued in the local currency in-
creased by 5 percentage points and amounted
to 48 percent (see Figure 111.19). Considering
that most borrowers are unhedged, the local
currency depreciation caused by the pandem-
ic has made banks face increased credit risk,
which has also been reflected in the increased
NPL ratio for foreign currency. It should be
noted that, in order to partially insure against
currency-induced credit risk, banks are obliged
to maintain an additional capital buffer for such
risk. Despite the fact that interest rates on for-
eign deposits are relatively low, it is notewor-
thy that the dollarization of deposits remains
high, especially for deposits of natural persons.
Considering that the leverage ratio signifi-
cantly exceeds the minimal requirement (see
Figure I11.20), by decreasing loan dollarization,
with other factors remaining unchanged, banks
will be able to increase the leverage and there-
fore lending.

The share of floating rate loans has been in-
creasing over the recent period, which reduces
interest rate risk for banks. However, in the
event of a possible increase in interest rates,
the credit risk in foreign currency rises more
than that in local currency. As of June 2021,
the share of floating interest rate loans in GEL,
USD and EUR amounted to 91, 63 and 89 per-
cent, respectively. It should be mentioned that
the movements of domestic interest rates are
more aligned with the domestic economic cy-
cle, which significantly reduces credit risk in the
local currency. At the same time, in the recent
period, the USD and EUR interest rates have
remained at historically low levels. Therefore,
in the event of a possible increase in foreign in-
terest rates, the credit risk in foreign currency
rises more than that in the local currency be-
cause movements in foreign interest rates are
mostly unrelated to Georgia’s economic cycle.

Concentration remains high in the banking sec-
tor. However, considering that interest rate
spreads have recently had a declining trend,
this does not prevent competition in the mar-
ket. On the one hand, for systematically impor-
tant banks, high levels of market concentration
can lead to improved efficiency and increased
asset diversification. On the other hand, high
levels of concentration might be associated
with low competition in the market. However,
in the case of Georgia, over recent years, inter-
est rate spreads have had a declining trend.
Therefore, it can be concluded that high con-

Figure I11.19. Larization at a fixed exchange
rate
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Figure I11.20. Capital-to-assets ratio for the
banking sectorrate
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centration does not prevent competition. It
should also be mentioned that, in the current
period, Credo Bank acquired Finca Bank, indi-
cating that, in accordance with the increased
scale of the economy, competition in the mar-
ket will be promoted. Theoretically, high con-
centration may create the problem of moral
hazard among banks because it can generate
misaligned incentives for systematically im-
portant banks that might expect interventions
and assistance from the state and the National
Bank in times of financial stress. Due to such
potentially misaligned incentives, banks may
take excessive risks. Considering this, the NBG
has set additional capital buffers for system-
atically important institutions.*> It is expected

45 See https://nbg.gov.ge/en/financial-stability/system-

ic-buffer
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that the development of services based on new
financial technologies will increase competition
and reduce concentration in the market.

Promoting the development of consumer-cen-
tric and cost-effective financial innovations will
encourage competition in the financial sector.
In order to do so, the National Bank of Georgia
has established a financial innovations office,
which serves as the main channel for commu-
nication between financial innovators and the
NBG.*¢ Within this framework, the NBG and the
Banking Association of Georgia have started
working on the development of standards of
open banking.*” It should be noted that the NBG
has also developed a framework for a regulato-
ry laboratory, which will allow representatives
of the financial sector to test innovative servic-
es and products in a supervised environment
in real time. In addition, the NBG has published
the principles of digital banking licensing.*®
The emergence of new entities through digi-
tal banking will promote the development of
a digital ecosystem and encourage innovative
business models, which, in turn, will improve
competition in the financial market. The NBG
is also considering the issuance of a Central
Bank Digital Currency (CBDC) to facilitate the
use of new financial technologies, to improve
the efficiency of the payment system and en-
courage financial inclusion. The CBDC will be
able to better adapt to the digital economy and
will increase the efficiency of economic policy.
However, the risks associated with the imple-
mentation of the CBDC have yet to be consid-
ered (see Box 4).

Despite the pandemic-induced risks, opera-
tional losses due to cyber threats and IT dis-
ruptions have only increased insignificantly.
Starting from the early stages of the COVID-19
pandemic, global cyber-attacks towards the
financial sector increased more than against
other sectors.#® In Georgia, despite the fact
that a large portion of the staff of financial in-
stitutions started working remotely, cyber-at-
tacks did not increase significantly, with only
a small number of “phishing” and distributed
denial-of-service (DDoS) attacks noticed. The
increase in cyber-attacks globally exposes
Georgia to heightened cyber risks. Considering
this, according to the current cybersecurity su-
pervisory requirements, Georgian commercial
banks are required to implement and regularly
evaluate their cyber security controls. In 2020,
total operational losses of commercial banks

46 See https://nbg.gov.ge/en/page/financial-innova-
tion-office

47 See https://nbg.gov.ge/en/page/open-banking
48 See https://nbg.gov.ge/en/page/digital-bank
49 See https://www.bis.org/publ/bisbull37.htm

amounted to 29.6 million GEL, and the amount
of the cases, compared to the previous year,
declined by 19 percent. In 2020, total opera-
tional losses amounted to 1.1 percent of gross
income (calculated using the Basel Il method-
ology). Considering the global increase in such
incidents, it is important to monitor cyber risks
and ensure that the financial system is pre-
pared to deal with those potential threats.

Non-banking financial institutions were well
prepared to face the challenges resulting from
COVID-19 with high levels of capital and liquid-
ity. In 2021, these institutions have continued
to maintain solid buffers. Georgia has one of
the highest levels of household accessibility
to formal banking services in the world and
the share of shadow banking remains low.>° In
terms of accessibility to formal financial servic-
es, the role of non-banking institutions is also
important. As a result of the supervisory regu-
lations implemented in recent years, these in-
stitutions were able to withstand the pandem-
ic-induced difficulties. In the first half of 2021,
the assets of the non-banking financial sector
amounted to GEL 2 billion (of which GEL 1.5 bil-
lion belonged to microfinance organizations).
In the previous year, due to the pandemic, mi-
crofinance organizations created loan loss re-
serves that amounted to 5 percent of the total
loan portfolio. In June 2021, the quality of the
loan portfolio of microfinance organizations
improved and the NPL ratio amounted to 6.5
percent. It is noteworthy that loan dollarization
in the portfolio of microfinance institutions de-
clined significantly to 7 percent. In the recent
period, the capital adequacy ratio for microfi-
nance organizations amounted to 35 percent,
which serves as an additional buffer against
potential shocks. Moreover, as a result of the
liquidity requirements enacted from 2018 and
the liquidity support programs provided by the
NBG in response to the COVID-19 crisis, micro-
finance institutions maintain high liquidity buff-
ers that will help them provide financial servic-
es to customers without any difficulties, even
in stressful conditions.

50 See https://data.imf.org
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Box 3. Structure of non-residents’ deposits in the Georgian
banking sector

Non-residents’ non-bank deposits in the Georgian banking sector exceeded GEL
5 billion and reached 15 percent of total non-bank deposits at the end of June
2021. A total of 89 percent of these deposits are denominated in foreign cur-
rency and 79 percent belong to individual depositors.

In order to prevent excessive dependence on this type of funding, the NBG
maintains an additional liquidity requirement for non-residents’ deposits. The
necessity for additional liquidity in banks with a high share of non-resident cus-
tomers reduces the incentives for banks to attract this type of deposit portfolio.
The latter fact has been reflected in a stabilization of the share of non-residents’
deposits in recent years. A positive factor for liquidity is that a large part of
these deposits (48 percent) are term deposits, of which 55 percent represent
non-callable certificates of deposit.

For the purpose of analysis and risk assessment, the NBG periodically requests
detailed data from banks on non-resident deposits according to their largest
groups of depositors. The last such analysis was conducted based on data from
28 February 2021.

The sample of non-residents’ deposits can be divided into four groups based on
the type of depositors:

1. Georgians with foreign passports or Georgian companies registered off-
shore.

2. Foreigners or foreign businesses operating in Georgia.

3. Remaining non-residents, who place money in Georgia for security. Their
main goal is not a high interest rate. It is assumed that remaining deposits
with an interest rate lower than 2 percent fall into this category.

4. Other non-resident deposits, which are probably placed to generate a high
interest revenue. It is assumed that remaining deposits with an interest
rate of more than 2 percent fall into this category.

As seen from Figure B3.1, the largest share of non-residents’ deposits, at 39
percent, belong to the second group, which are foreigners and foreign compa-
nies operating in Georgia. The fourth group also has an important share at 35
percent. This fourth category bears the highest risks because their main goal

Figure B3.1 Distribution of non-residents’ deposits in the sample by type and
country, February 2021
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is to generate high interest revenues and, in the event of increasing financial
risks, the probability of their outflow is the highest.

The same figure shows that the structure of the fourth group’s deposits is well
diversified by country, which is a positive factor in terms of risks.

The first group includes Georgians or Georgian companies registered offshore.
These deposits have low liquidity risk, because the depositors have tight con-
nections with the country, and it is therefore less likely that there will be out-
flows during periods of increasing risks to financial stability. The second group
includes foreigners and foreign businesses operating in Georgia that have a
connection with the Georgian banking sector because of their business needs.
These deposits are also less risky, because they have connections with local
banks even in times of financial stress, because of their business needs. The
third group includes remaining deposits with interest rates of less than 2 per-
cent, as their main goal is not directed toward receiving a high interest rate, this
makes them less risky than the fourth group. Most of the third group’s deposi-
tors are from countries where Georgian banks operate on their holding group
level: the UK, Cyprus, Azerbaijan, Israel, etc.

All remaining deposits fall into the fourth group. As the main goal of this group
is to generate high interest income, the probability of their outflow during finan-
cial stability risks is the highest. Generally, these depositors also have bank ac-
counts in their own countries, which makes it easy for them to quickly transfer
money. It is noteworthy that 93 percent of these deposits belong to individuals.
Furthermore, the accounts of all individual as well as legal entities are term de-
posits, which significantly decreases liquidity risks. These term deposits include
lots of certificates of deposit, which are non-callable and thus represent an ad-
ditional positive factor.

The results of the conducted analysis show that the risks coming from non-resi-
dents’ deposits have not increased in recent years. They are well diversified by
country of origin and most of them (including all of the more risky non-residents’
accounts) are term deposits, which significantly reduces liquidity risks. The cur-
rent risks are effectively incorporated into the existing liquidity requirements.
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Macro-Financial Risk Scenarios

A quantitative assessment of financial sector resilience under various macro-financial risk sce-
narios is an important part of financial stability analysis. The macro-financial risk scenarios are
based on the risks and vulnerabilities that have been discussed in the previous chapters of this
report. In order to inform macroprudential policy about existing trade-offs and the impact of
aaverse external developments on the domestic economy and financial system, different risk
scenarios are assessed over a three-year horizon.

Two risk scenarios are considered in order to
capture the downside risks originating from
adverse global and regional developments in
the macro-financial environment. One scenario
reflects reasonably likely and moderately ad-
verse outcomes, while the other replicates un-
likely, but still plausible, instances of severe
stress. This approach permits an examination
of how the domestic economy would perform
under varying degrees of stress and reveals the
possible nonlinear effects of external shocks.
The risk scenarios are benchmarked against a
baseline that is based on the NBG’s macroeco-
nomic forecast as published in the August 2021
Monetary Policy Report.>?

The moderate risk scenario considers global
disruptions in the COVID-19 vaccination pro-
cess. As a consequence, under this scenario,
reaching herd immunity is delayed and so is
the economic recovery, particularly in devel-
oping and emerging market economies. Given
insufficient vaccination rates in such countries,
the spread of the pandemic persists into the
current year. This leads to a delayed recovery
of international travel and widespread reper-
cussions on contact-intensive industries such
as tourism.

In advanced economies, relatively higher rates
of vaccination lead to improvements in con-
sumer confidence. Therefore, pent-up demand
creates inflationary pressures. In response to
these pressures, advanced economies engage
in monetary policy normalization faster than as
anticipated under the baseline scenario. This is
transmitted to developing and emerging econ-
omies in the form of tightened financial condi-
tions. In the latter group of countries, adversely
revised expectations regarding the economic
recovery and increasing risk aversion become
additional drivers of tighter financial condi-
tions. After addressing the interruptions in the
vaccination process, expectations and market
sentiment will gradually improve in develop-
ing and emerging market economies. In these
countries, the economic recovery gains mo-
mentum starting from the second half of 2022.

In the moderate risk scenario, depressed ex-

51 See https://nbg.gov.ge/en/publications/monetary-
policy-reports

pectations regarding economic recovery in the
region adversely affects not only international
travel but also trade and investment flows. Giv-
en the deterioration of market sentiment and
weaker-than-anticipated economic fundamen-
tals, the country risk premium rises and the do-
mestic currency depreciates. As a result, the
burden of debt increases for foreign currency
borrowers.

In this scenario, weak external demand is ac-
companied by reductions in domestic expendi-
ture. In the face of pessimistic expectations
and an increased burden of debt, households
and companies cut consumption and invest-
ment expenditures. A proportion of companies
with financial resilience issues become insol-
vent and exit the market due to reduced rev-
enues and higher debt servicing costs. Subse-
quently, unemployment rises and, given lower
incomes, households also face debt servicing
difficulties. The increasing credit risk leads to
tighter lending conditions and further ham-
pers the economic recovery. Meanwhile, the
fiscal space to support the economy is limited
given the increased level of government debt.
Consequently, through the rest of the current
year and the first half of 2022, real GDP exhib-
its weak growth. The economic recovery then
gains pace from the second half of 2022.

According to the moderate risk scenario, low-
ered expectations regarding economic growth
and the recovery of the tourism industry create
downward pressures on real estate prices for
the remainder of this year. However, this ef-
fect is offset by increased intermediate costs
of construction. In following years, the growth
of real estate prices will be driven by improved
confidence and an increase in demand.

In the moderate risk scenario, the downward
pressure on inflation caused by weak demand
will be more than offset by the increase in im-
ported inflation and intermediate production
costs accompanying a depreciation of the lo-
cal currency. As a result, headline inflation
will remain above the target throughout 2021
and 2022. Moreover, as actual inflation has
remained above the target level for so long,
inflation expectations will tend to increase. In
order to respond to increased inflation expec-
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tations, under this scenario, monetary policy is
tightened further and is kept in a contraction-
ary stance for longer compared to the baseline.
Monetary policy will start to ease as the shocks
dissipate. In this scenario, the cumulative drop
in GDP growth from the baseline is 4 percent-
age points over the three-year horizon.

The severe risk scenario considers the global
spread of new variants of the coronavirus and
their resistance to existing vaccines. In this hy-
pothetical scenario, in the second half of the
current year, a strong resurgence of the pan-
demic caused by coronavirus mutations leads
to a reintroduction of containment measures
that restrict mobility and economic activity.
Meanwhile, uncertainty remains regarding the
duration of the pandemic and its ultimate im-
pact on the global economy. Given the already
eased monetary policy in advanced economies
and the fiscal resources utilized in response to
the previous waves of the pandemic, there are
limited additional toolsets to support the econ-
omy. Against the backdrop of worsened expec-
tations and lingering uncertainty, risks are re-
priced in global financial markets leading to a
tightening of financial conditions and declining
asset valuations. Restrictions on mobility and
economic activity cause lower demand for oil
products and thus decrease oil prices.

In the severe risk scenario, developing and
emerging small open economies suffer the
most. These countries will experience massive
capital outflows due to risk repricing and they
cannot restart foreign currency inflows because
of the prolonged halt in international trade and
tourism. Subsequently, these economies will
face increases in their sovereign risk premia
and a sizable depreciation of their local curren-
cies. Given the expected decrease in oil prices,
commodity exporting countries will suffer an
additional adverse impact on their economies.

According to this scenario, weak external de-
mand is accompanied by a significant drop in
domestic expenditures. This is caused by a
significant deterioration in consumer and busi-
ness confidence, accompanied by an increased
burden of debt. As a result, the domestic econ-
omy falls back into recession in the last quarter
of the current year. Due to the abrupt finan-
cial stress and increased debt burden among
borrowers, the financial sector suffers sizable
losses. As a response, lending conditions tight-
en, further contributing to the economic down-
turn. The real estate market contracts due to
the looming uncertainty and expected drop in
rental incomes. The prolonged and highly un-
certain duration of the downturn causes the
production capacity of the economy to deterio-
rate. Productive capital depreciates and long-

Figure I11.21. Risk scenarios: annual real
GDP growth (YoY)
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Figure I1l.22. Risk scenarios: average annual
CPI inflation
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term unemployment increases, leading to a

downgrade in the professional skills of the la-
bor force. Thus, the economic recovery in the
aftermath of the crisis will be modest.

In the severe risk scenario, the disinflationary
effect of reduced demand is weaker than in the
moderate risk scenario as the drop in demand
is accompanied by a deterioration in potential
economic growth. On the other hand, there is
a much larger increase in import prices and in-
termediate production costs due to the sizable
depreciation of the local currency. Ultimately,
headline inflation will be higher compared to
the moderate risk scenario. In order to curb in-
creased inflation expectations, monetary policy
is tightened further and then gradually returns
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to the neutral stance. In this scenario, the cu-
mulative drop in GDP growth from the baseline
is 10.5 percentage points over the three-year
horizon. 14%

Figure I11.23. Risk scenarios: annual average
monetary policy rate
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Table 1ll.1. Macro-financial risk scenarios*

Baseline scenario Moderate risk scenario Severe risk scenario
Scenarios g’&,
3 — o~ m — o~ m — o~ m
Variable SE S S S S S S o o o
o o o o o o o o o
+0.0 +0.0 +0.5 +0.0 +0.5 +1.0 +0.0 +0.0 | +0.25
Fed Funds Rate 0.25%
un °| pp pp pp pp pp pp pp pp pp
. +0.0 +0.0 | +40.25| +0.0 | +0.25 | +0.5 +0.0 +0.0 +0.0
ECB Pol Rat 0%
Glcy Rate ° | pp pp pp pp pp pp pp pp pp
. . +0.0 +0.0 +0.0 +2.0 +1.0 +3.0 +2.0
C try Risk P 2.0% -2.0 -2.0
ountry Riskrremiim °1 pp pp pp pp pp PP pp pp PP
GEL/USD Nominal Ex- 310 Appr. | Appr. | Appr. | Depr. | Appr. | Appr. | Depr. | Depr. | Appr.
change Rate ' 0% 0% 0% 10% 5% 0% 15% 10% 5%

Nominal Effective Ex-

Appr. | Appr. | Appr. | Depr. | Appr. | Appr. | Depr. | Depr. | Appr.
o628 ho5 mde” 2546 | "% | 0% | 0% | 6% | 3% | 0% | 10% | 6% | 3%
H 0,
g:}?gsg‘(eir']”GREeLa'YEoﬁfte (1216%") 5.0% | 5.0% | 5.0% | 6.0% | 5.0% | 5.0% | 3.0% | 2.0% | 5.0%
Real GDP Growth (YoY) ('26(')22‘:/)") 8.5% | 4.0% | 5.0% | 6.5% | 3.0% | 4.0% | 4.0% | 0.0% | 3.0%
18.5% | +1.0 +3.0 +5.0 | +1.0
Unemployment Rate (2020‘; op -1.0 pp |[-2.0 pp op -0.0 pp [-2.0 pp op op -2.0 pp
CPI Inflation (YoY) (362203) 9.0% | 5.5% | 3.0% |10.0% | 7.5% | 3.0% | 11.0% | 8.0% | 4.0%
. +0.0 +1.0 | +1.0 +1.0 | +2.0
Monetary Policy Rate** 10.0% -1.0 -1.5 -3.0 -3.0
y Policy o Top pp T op T o pp

* The values under each scenario display the average change in the corresponding macro-financial indicators compared to the previ-
ous period. The numbers for 2021 show changes relative to the current values. The current values correspond to 31 July 2020 unless
otherwise stated.

** The current value of the monetary policy rate reflects the Monetary Policy Committee decision made on 4 August 2021. In the sce-
narios, the change in the monetary policy rate corresponds to the change in the average value of the rate in the given year.
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Financial Sector Resilience

This section provides a quantitative assessment of the resilience of the banking sector in terms
of the macro-financial risk scenarios discussed above. According to the results of stress tests, the
banking sector remains resilient, even under the most severe scenario. Despite facing high credit
losses in the event of a realization of the severe risk scenario, the existing buffers will allow the
banking system to maintain an adequate capital level.

The main purpose of stress testing is to assess
the resilience of banks in the event of adverse
shocks. Stress tests are thus a major part of
the financial stability analysis toolkit. This tool
enables central banks to determine appropri-
ate mitigation actions and formulate policies
aimed at ensuring the uninterrupted provision
of financial intermediation services under con-
ditions of stress, limiting the duration of the
stress, and contributing to faster economic re-
covery. It should be noted that stress tests pro-
vide an analysis of hypothetical risk scenarios
and the results attained are thus conditional.

The National Bank of Georgia has enhanced its
top-down stress-testing model with the support
of technical assistance provided by the Interna-
tional Monetary Fund. Satellite models, which
were revised in 2019-2020, incorporate sepa-
rate credit risk assessments for the household
and corporate sectors, as well as by currency
of denomination. This allows better estima-
tion of the impact of macroeconomic shocks
on non-performing loans. The revised model
also includes the analysis of interest rate risk
by currency of denomination, encountering the
maturities of assets and liabilities. The frame-
work also allows detailed monitoring of on and
off-balance sheet components. It should be
noted that the NBG plans to recalibrate and
further develop the satellite models as longer
data series become available.

The risk scenarios are analyzed in the context
of their impact on the main drivers of banks’
capital adequacy ratios. To assess the solven-
cy of banks, capital ratios were calculated as
the ratio of forecasted capital to the projected
amount of risk-weighted assets. The capital
projection was calculated by adding the pro-
jected net income, which includes estimated
provisioning, to current capital. In addition, any
change in assets due to credit losses and ex-
change rate fluctuations are considered when
projecting risk-weighted assets. Similar to the
European Banking Authority’s (EBA) methodol-
ogy, the NBG’s stress testing is based on the
assumption of a static balance sheet and does
not assume any active response from banks
to the shocks in the system nor any change
to their business models. The stress test has
a three-year horizon (2021-2023) and no ma-
turity adjustments to assets and liabilities over
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this period are considered.

Despite losses, the banking sector maintains a
capital ratio well above the regulatory thresh-
old in both the baseline and moderate stress
scenarios. Under the baseline scenario, the
economic recovery and exchange rate stability
improve the abilities of households and firms to
service their debts. Credit risk thereby declines.
In addition, banks maintain solid profitability
and the banking sector’s capital ratio remains
around 20 percent over the three-year horizon,
which is well above the regulatory minimum.
Each bank maintains an adequate level of in-
dividual capital under the baseline scenario.
The exchange rate fluctuation and an increase
in interest rates under the moderate scenario
weaken households’ and firms’ abilities to ser-
vice their debt, which increases the credit risk.
However, the operating profit of banks offsets
this risk and the capital adequacy ratio thus de-
clines slightly.

The severe risk scenario would impose sig-
nificant losses on the banking sector, but the
sector’'s overall capital ratio would remain
above the regulatory threshold. Based on this
scenario, the economic recovery is hindered,
the exchange rates fluctuate significantly, the
risk premium increases and the interest mar-

Figure 111.24. Decomposition of the change
in the capital ratio of the banking sector in
the severe risk scenario (%)
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gin initially compresses. Thereby, net profits
decline and banks face sizeable credit losses.
The revenue generated over the first year in-
creases the capital coefficient by 1.8 percent-
age points, which is not enough to compensate
for the -4.6 percentage points drop in the capi-
tal ratio caused by the credit losses (see Figure
I11.24). Therefore, under this scenario, the capi-
tal ratio significantly deteriorates. However, it
should be noted that even under the severe
risk scenario, the existing capital buffers would
ensure a mitigation of potential losses. Accord-
ing to the scenario, at the end of the first year,
some banks would need additional capital to
maintain the minimum capital adequacy ratio.
However, according to current estimates, the
ownership structure of the banks would enable
them to attract additional capital. Therefore,
the capital losses identified under this scenario
are not significant enough to constitute a risk
to the sector’s stability or resilience. It should
also be noted that after the second year of the
stress horizon, the capital adequacy of banks
starts to gradually recover as a result of im-
proved asset quality and stable operating prof-
its (see Figure I11.25).

According to “reverse stress-testing”, the bank-
ing sector is able to mitigate an additional GEL
3 billion of credit losses. The goal of reverse
stress-testing is to assess the level of economic
shocks and the increased losses under which
capital buffers, on top of the minimal capital
requirements, fully deplete. Considering the
current level of capital adequacy, a 6 percent
decline of capital buffers was analyzed, which
equals around GEL 3 billion of credit losses.
The non-performing loan ratio would need to
be three times higher and exceed 20 percent
to obtain such credit losses. This loss could be
attained in different ways, however, in aggre-
gate, real economic losses in 2021-2022 would
need to be at the level of 2020 in addition to
there being a significant depreciation of the
exchange rate and a rise of unemployment.
It should be noted that reverse stress-testing,
similarly to the “top-down” stress test, does
not assume any active response to the shocks
from banks nor any change to their business
models that might help them mitigate losses.

Figure I11.25. Capital adequacy under the
baseline and severe risk scenarios (%)
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It should be noted that the National Bank of
Georgia compares the results of the “top-
down” and supervisory “bottom-up” stress
tests and, based on the results of the latter,
sets additional stress test buffers for individual
banks. Unlike “top-down” stress tests, which
are conducted by the NBG, “bottom-up” stress
tests are carried out by commercial banks fol-
lowing the scenarios and the detailed method-
ology provided by the NBG. The results convey
important information for analyzing financial
sector vulnerability and are actively used in the
supervisory process, including in the formation
of Pillar 2 buffers. In addition to macroeconom-
ic parameters, these scenarios include the dis-
tribution of shocks according to different sec-
tors of the economy, allowing banks to assess
the creditworthiness of specific borrowers and
to generalize the results obtained for groups
of borrowers with similar characteristics. While
this approach is distinguished by its simplic-
ity, it is the best option when there is no long
historical data series available and statistical
modeling thus remains highly risky. The next
round of supervisory stress testing is planned
for the end of the current year.
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Box 4. Central Bank Digital Currency and Systemic Risks

A Central Bank Digital Currency (CBDC) is a digital analog of a central bank’s
cash banknote, and represents a direct liability of a central bank. A CBDC has
the potential to provide cash-like security and convenience for peer-to-peer
payments, and the internet compatibility of a CBDC can create brand new op-
portunities to improve the financial sector. To achieve this, a CBDC must be
widely accessible, easy to use and should safeguard users’ privacy. However,
despite such potential positive effects, the implementation of a CBDC is fraught
with various risks.

From a macroeconomic point of view, it is worth mentioning that there is a
risk to financial sector stability associated with CBDC implementation. A CBDC
could be a reason for disintermediation in commercial banks. If CBDC accounts
accrue interest, this will decrease the volume of deposits in commercial banks,
thereby lowering their funding and liquidity. The risk of disintermediation is
one of the crucial problems associated with CBDC implementation. It should
be mentioned that a run on commercial bank deposits to CBDC might intensify
during a financial crisis, which would amplify procyclicality. Unlike cash, which is
inconvenient to carry in large volumes, a CBDC simplifies bank runs. To mitigate
these risks, central banks should consider various measures. Because a CBDC
is a digital alternative to cash, it would be reasonable to impose an upper limit
on CBDC accounts. As a result, a consumer would be able to use CBDC for daily
expenses but would not be able to transfer money from a commercial bank
deposit to a CBDC account above that set limit. Another instrument to mitigate
the risk of disintermediation is accruing differentiated regressive interest on
CBDC accounts, which would keep users from accumulating a large volume of a
CBDC. Moreover, new mechanisms for supplying liquidity to commercial banks
are considered, which will provide central banks with an instrument for return-
ing the liquidity directed to CBDC to commercial banks.

Another vital risk associated with CBDC implementation concerns cybersecuri-
ty. In a country where a CBDC is widespread, any malfunctions to the CBDC net-
work would cause a destabilization of the financial system. Distributed Ledger
Technology (DLT) can mitigate this risk. DLT has a higher level of cybersecurity
than traditional centralized databases. Smart contracts and the decentralized fi-
nance architecture developed around a CBDC might also increase the exposure
of the CBDC network to cyber-attacks, especially at the points where a secure
CBDC network connects to other networks of the digital economy. It is vital to
keep these points as safe as possible. The system should be transparent and an
independent audit of smart contracts is encouraged.

The late implementation of a CBDC could also be a reason for severe strategic
risks. It has the potential to slow down the development of the financial system,
increase dollarization and associated system risks.

At present, some countries are intensively researching and implementing CBDC
technology. Moreover, private stable coins are widely used and are more ac-
ceptable in the regulated financial sector. For example, the crypto asset regula-
tory framework, on which international consultations are currently underway,
give preference to stable coins over other crypto-assets and its adoption could
open the door to these assets in the banking sector.

What follows from the above is that non-digital national currencies, compared
to tokenized ones that are compatible with the internet, may become uncom-
petitive and consumers might switch to more convenient and functional curren-
cies. This may harm both the efficiency of monetary policy and expose external
risks to financial stability.

The development of a CBDC may also highlight other systemic risks. It is there-
fore critical to develop any CBDC in a controlled environment, to observe risks
and to continuously try and find ways to mitigate them.
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IV. Financial Stability Policy Measures and Recommendations

The NBG maintains financial stability and supports the sound operation of the financial system in
Georgia. With this central aim in mind, a number of macroprudential and microprudential policy
measures have been implemented in previous years. Amid those measures and the financial sta-
bility policy implemented by the NBG after the start of the pandemic, the financial sector has suc-
cesstully passed the most severe phase of the shock caused by the pandemic. As the economy
recovered, financial stress has eased. Under the decision of the Financial Stability Committee,
banks began to restore the buffers released during the crisis. In light of the restored capital re-
quirements and eased debt burden amid high economic growth, there is no need to change the
countercyclical buffer in the current period. The NBG has thus left it unchanged at 0 percent. The
National Bank of Georgia continues to monitor the country’s financial stability and works to sup-

port the sustainability of the financial system.

Amid the macroprudential and microprudential
measures taken by the National Bank before
the pandemic and the financial stability policy
implemented after its commencement, the fi-
nancial sector was able to successfully pass
the most severe phase of the shock caused by
the pandemic. Banks faced the shock caused
by the pandemic well prepared. The imposi-
tion of additional capital requirements by the
National Bank in previous years and the prof-
its generated by commercial banks allowed
them to accumulate sufficient buffers to cope
with the shock. Moreover, the macropruden-
tial measures taken in the pre-crisis period to
reduce household over indebtedness and loan
dollarization ensured the resilience of the as-
set quality of banks. In addition, the Liquidity
Coverage (LCR) and Net Stable Funding (NSFR)
ratios imposed during previous years promoted
the stability of banks’ funding and contributed
to the building up of a solid liquidity buffer. To
further support lending to the real economy,
the NBG expanded GEL liquidity instruments in
2020, while a temporary supervisory plan re-
leased a portion of banks’ capital buffers and
gave them greater flexibility in managing their
liquidity. Meanwhile, commercial banks had
made loan loss provisions in advance for possi-
ble losses amid the pandemic. These measures
ensured the resilience of the Georgian financial
system to the shock caused by the pandemic.
The financial system has successfully weath-
ered the most severe phase of the shock and
continues lending to the economy without any
difficulties.

Along with the economic recovery and an eas-
ing of financial stress, the Financial Stability
Committee has discussed the recovery dates of
the capital buffer requirements released during

the crisis. According to the decision of the com-
mittee, the capital buffers that were released
in March 2020 will be restored gradually. The
first of January 2022 was set as the start date
for the recovery of capital buffers and, from
that date, banks are given two years to fully
meet their capital requirements. Banks will be
required to restore the currency-induced credit
risk (CICR) buffer by 1 January 2023 and the
capital conservation buffer requirement by 1
January 2024. It should also be noted that, giv-
en the level of capital buffers already in place
and the expected profitability, the recovery of
buffers will not significantly affect credit activ-
ity. In addition, according to the current fore-
cast, banks will be able to restore these buffers
ahead of time. In such a case, the restrictions
on the redistribution of capital will be lifted, pro-
vided that this, under normal business condi-
tions, does not lead to a breach of the restored
requirements and that the banks concerned
consider the activation of buffers, buffer redis-
tribution and other expected factors (e.g. as-
set growth) in their capital management pro-
cesses. As with the other forecasts provided
in this report, the uncertainty surrounding this
forecast remains high; it depends on the po-
tential development of the pandemic and the
effectiveness of the vaccination process.

The Financial Stability Committee of the NBG
has left the countercyclical buffer unchanged
at 0 percent. As of April 2021, the annual
growth of credit portfolio, excluding the ex-
change rate effect, amounted to 9.8%. Busi-
ness loans accounted for a significant share of
this growth. However, the ratio of credit to GDP
still exceeds its long-term trend, which is due
to the exchange rate effect and the high credit
growth in previous periods. Amid the improving
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global situation and the recovery of the Geor-
gian economy, real GDP growth has improved
significantly, which has helped bring the debt
burden closer to its sustainable level. However,
it should be noted that the capital buffers re-
leased in previous periods will be gradually re-
stored starting from 1 January 2022, which will
play a somewhat countercyclical role. Conse-
quently, there is no need to change the coun-
tercyclical buffer in the current period.

Dollarization has declined significantly amid
measures taken by the National Bank; how-
ever, it remains the source of structural risks
in the economy and poses a challenge for the
financial sector. Foreign currency denominated
loans are associated with exchange rate and
interest rate risks. Particularly noteworthy is
the exchange rate risk in the face of a high
share of foreign currency loans and increased
exchange rate fluctuations. In addition, the his-
torically low interest rates on the US dollar and
the euro on the world market make interest
rate risk more noticeable in the medium term.
Against this background, financial dollarization
is one of the major challenges for non-hedged
borrowers and the financial system in general.

The National Bank continues to take meas-
ures to mitigate the structural risks caused by
high levels of dollarization. The National Bank
has taken a number of macroprudential and
microprudential measures to reduce financial
dollarization. Those measures include the dif-
ferentiation of reserve requirements accord-
ing to currency. Additional changes have been
made to this rule in 2021. From 6 July 2021,
the minimum reserve norm for foreign curren-
cy denominated loans will be determined for
each bank individually, in accordance with the
dollarization of their deposits.”? The minimum
reserve ratio for loans denominated in foreign
currency will fluctuate in the range of 10% to
25% and will increase with an increase of the
dollarization ratio of a bank’s deposits. Those
changes came into force from 5 August 2021
and aim to reduce the dollarization of deposits.
The mitigation of structural risks caused by the
high level of dollarization is also supported by
the foreign Currency-Induced Credit Risk buff-
er, part of which (2/3) was abolished last year
as part of a temporary supervisory plan to al-
low banks to neutralize potential losses and re-
sume business. With the recovery of the econ-
omy, the CICR buffer was restored and banks
have been given until 1 January 2023 to meet
this requirement. The differentiation of Liquid-
ity Coverage Ratios according to domestic and
foreign currencies has also been restored.

52 See Changes in the Minimum Reserve Requirement
for Commercial Banks.

The National Bank continues to efficiently im-
plement its supervisory mandate and has pub-
lished an updated version of its supervisory
strategy for 2021. The first document of the
supervisory strategy was published in 2020
and covered the strategic priorities for the next
three years (2020-2022). The strategy aims to
facilitate access to information on supervisory
priorities and plans for investors, internation-
al financial institutions, rating companies, the
public and other stakeholders. Although the su-
pervisory priorities remain unchanged for these
three years, the NBG updates the strategy an-
nually to reflect changes in supervisory priori-
ties and the timing of implementation, which in
turn supports the efficient implementation of
the National Bank’s supervisory mandate and
mission.

The National Bank of Georgia continues to mon-
itor the country’s financial stability and works
to support the sustainability of the financial
system. National Bank is constantly monitoring
the country’s financial stability and will use all
the tools at its disposal to reduce the impact of
the COVID-19 pandemic on the country’s econ-
omy and ensure financial stability. It should be
noted that although the development of differ-
ent vaccine variants and the increase in their
mass production have partly improved health
and economic prospects, high uncertainty re-
mains over the end date of the pandemic and
its impact on economic and financial sectors.
Nevertheless, the current forecast suggests
that the impact of the shock on the financial
sector has already largely been reflected,
and, if the current trend continues, commer-
cial banks will attain solid profits by the end of
2021. The National Bank continues to actively
work to promote a sound and stable financial
system. The sustainability of the financial sec-
tor is ensured by the National Bank of Georgia
through a number of macroprudential and mi-
croprudential instruments (see Table IV.1). Fur-
thermore, the non-banking sector, which also
has to meet prudential requirements, remains
resilient.
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Table IV.1. Macroprudential measures of the NBG

Consolidated

Range
Regulatory capital Pillar 2 Requirement

Consolidated

Range

1.3% - 5.4%

4.6%
2.9% -13.3%

Instrument Rate From

Counter-cyclical buffer 0% 18.12.2017
Systemic Buffers

JSC “TBC Bank” 2.5%

JSC “Bank of Georgia” 2.5% 31.12.2021

JSC “Liberty Bank” 1.5%
Conservation buffer 2.5% 01.01. 2024
Pillar 2 buffers

CET1 Plliar 2 Requirement 1.7% As of 30.06.2021

Range 1% - 4% As of 30.06.2021
Tier 1 Pillar2 Requirement 239 As of 30.06.2021

As of 30.06.2021

As of 30.06.2021
As of 30.06.2021

Total Regulatory Capital Requirements (including
buffers)
Common Equity Tier 1 (CET1) requirements (in-
cluding buffers)

11.1% - 21.3%
5.7% - 11.2%

As of 30.06.2021%

Leverage ratio 5% 26.09.2018
Payment-to-Income limit (PTI)
For loans in foreign currency
(unless income is in the same currency)
Monthly net income<1000 GEL 20%
Monthly net income>=1000 GEL 30% 15.04.2020
For loans in GEL
(or in foreign currency if the borrower’s income is
in the same currency)
Monthly net income<1000 GEL 25%
Monthly net income>=1000 GEL 50% 15.04.2020
Loan-to-Value limit (LTV)
for GEL loans 85% 01.01.2019
for foreign currency loans 70% 01.01.2019
Liquidity coverage ratio (LCR) requirements in
All currencies (Cumulative) 100% 01.09.2017
GEL 75% 01.09.2017
Foreign currency 100% 01.09.2017
Net Stable Funding Ratio (NFSR) 100% 01.09.2019
Limits on open foreign exchange positions 20% of regulatory capital 20.07.2006
Reserve requirements for
National currency
for liabilities with the remaining maturity up 5% 25.07.2018
to 1 year
Foreign currency
for liabilities with the remaining maturity up 10-25% 05.08.2021
to one year
for liabilities with the remaining maturity 10-15% 05.08.2021
between 1-2 years
Restrictions on foreign currency loans Below 200,000 GEL>* 22.12.2018

53 Some of banks have voluntarily restored the capital buffers that were released under the NBG's temporary
supervisory plan during the COVID-19 pandemic (the conservation buffer and 2/3 of the CICR buffer).

54 This restriction is imposed by the Parliament of Georgia.
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