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Memorandum of Economic and Financial Policies by the authorities of Georgia*
Technical Memorandum of Understanding*
*Also included in the abovementioned Staff Report
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IMF Executive Board Completes the Sixth Review under the
Extended Fund Facility and Approves the Request for
Augmentation of Access to Support Georgia Address the
COVID-19 Pandemic

FOR IMMEDIATE RELEASE

¢ The IMF Executive Board approved a disbursement of US$200 million for budget support to
help Georgia meet urgent balance of payments and fiscal needs stemming from the
COVID-19 pandemic.

e The pandemic is expected to have a significant impact on Georgia’s economy, interrupting
a positive economic trajectory of past years.

e To preserve macroeconomic stability, the authorities have taken several steps to increase
health spending, strengthen social protection, and support the businesses during the shock.

Washington, DC — May 1, 2020 The IMF Executive Board of the International Monetary Fund
(IMF) completed today the Sixth Review of Georgia’s economic reform program supported by
a three-year extended arrangement under the Extended Fund Facility (EFF). The IMF
Executive Board also approved an augmentation of access of 130 percent of quota, bringing
total access under the EFF to SDR484 million (230 percent of quota).

The completion of the review will release SDR147 million (about $200 million) for budget
support, to help Georgia meet urgent balance of payments and fiscal needs stemming from
the COVID-19 pandemic, including increased spending on health services and social
protection. Total disbursements so far under the arrangement amount to SDR327 million
(about $448 million).

In completing the review, the IMF Executive Board also approved the authorities’ request for a
waiver of nonobservance for the performance criteria on the ceiling on the augmented general
government deficit.

The pandemic is expected to have a significant impact on Georgia's economy, interrupting the
positive economic trajectory of past years. The weakened macroeconomic outlook and fiscal
situation have created urgent external and fiscal financing needs. The IMF financial support
will make a substantial contribution toward fulfilling the needed increases in health spending
and social safety nets.

Following the Executive Board discussion, Mr. Tao Zhang, IMF Deputy Managing Director and
Chair, made the following statement:

“The COVID-19 pandemic has hit the Georgian economy hard. A drop in external demand and
tourism has widened the current account deficit, led to a depreciation of the exchange rate,
and a substantial decline in economic activity. The authorities have acted rapidly by
introducing sweeping containment measures and targeted support to households and to most
affected sectors.
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“The fiscal deficit has increased, and external financing has been mobilized to allow for
additional spending. While increased public spending is necessary, vigilance is needed to
safeguard debt sustainability, particularly against fiscal risks arising from state-owned
enterprises.

“The National Bank of Georgia has appropriately maintained a moderately tight monetary
policy stance, while allowing exchange rate to remain flexible. Monetary policy decisions
should be based on close monitoring of inflationary expectations.

“Advancing structural reforms would help sustain medium-term growth potential and achieve a
faster recovery after the pandemic. Adopting the indexation rule for public pension would
contribute to sustain the income of pensioners. Completing the banking resolution framework
and implementing the insolvency framework would help support the recovery.

“The augmentation of access under the Extended Fund Facility arrangement should support
the authorities’ policies to address the COVID-19 shock and help meet the urgent balance-of-
payments need.”



Table 1. Georgia: Selected Economic and Financial Indicators, 2018-21

National accounts and prices
Real GDP

Output gap

Nominal GDP (in billion of laris)
Nominal GDP (in billion of US$)
GDP per capita (in thsnd. of US$)
GDP deflator, period average
CPI, period average

CPI, end-of-period

Core CPI, end-of-period
Investment and saving

Gross national saving
Investment

Public

Private
Consolidated government operations
Revenue and grants

o.w. Tax revenue
Expenditures

Current expenditures

Capital spending and budget lending

Net lending/borrowing (GFSM 2001)

Augmented net lending / borrowing

(program definition)¥
Public debt 4/

o.w. Foreign-currency denominated
Public debt net of government deposits
4/

Money and credit
Credit to the private sector (annual %
change)

In constant exchange rate
Broad money (annual % change)

Broad money (incl. FX deposits, annual
% change)

In constant exchange rate
Deposit dollarization (in percent of total)
Credit dollarization (in percent of total)
Credit-to-GDP ratio
External sector
Current account balance (in billions of
Us$)

Current account balance

Trade balance

Terms of trade (percent change)

Gross international reserves (in billions
of US$)

In percent of IMF Composite measure

(floating)

Gross external debt

Gross external debt, excl. intercompany
loans

Lari per US$ (period average)

Lari per euro (period average)

REER (period average; CPI based,
2010=100)

2018 2019 2019 2020 2020 2021
1 1
Actual C:::‘:/é;i ! Actual c::‘:/g;i ! Proj. Proj.
(annual percentage change; unless otherwise indicated)
4.8 4.6 5.1 43 -4.0 4.0
-1.5 -1.0 -0.5 -1.0 -1.5 -1.7
44.6 49.0 50.0 534 50.3 54.5
17.6 17.5 17.7 18.7 15.1 17.7
47 47 4.8 5.1 4.1 4.8
43 49 6.4 47 5.1 4.0
2.6 4.9 49 4.5 47 3.6
1.5 7.2 7.0 3.0 35 3.0
0.5 38
(in percent of GDP)

26.5 26.2 28.7 26.2 20.3 25.5
333 31.2 33.8 31.1 316 33.0
6.4 7.2 7.9 6.6 6.4 6.4
26.9 24.0 259 24.4 25.2 26.6

(in percent of GDP)

26.4 26.4 26.7 254 24.1 24.7
234 23.5 23.7 23.0 21.4 22.2
29.2 28.8 29.1 28.3 329 29.9
21.3 21.3 21.0 214 26.2 23.2
7.9 7.6 8.1 6.9 6.7 6.8
-0.8 -1.8 -1.8 -2.2 -8.2 -4.4
-2.3 -2.1 -2.0 -2.5 -8.5 -4.8
413 441 427 445 62.8 59.6
325 343 329 337 50.6 45.6
388 40.9 39.8 409 54.0 51.2
19.3 173 19.9 8.5 5.9 3.6
17.0 11.5 15.2 7.5 -23 8.2
14.0 14.7 16.1 9.2 3.6 11.5
13.3 149 16.0 8.1 3.1 83
11.9 9.2 11.8 8.1 -4.6 16.7
62.1 62.9 61.9 62.7 62.4 58.4
55.8 53.7 54.4 51.3 51.6 49.2
58.8 62.8 62.9 62.5 66.2 63.3
-1.2 -0.9 -0.9 -0.9 -1.7 -13
-6.8 -5.0 -5.1 -4.9 -113 -7.5
-234 -20.9 -21.0 -20.5 -204  -19.8
-5.1 0.2 2.6 -1.8 1.8 39
33 33 35 34 35 3.6
95.4 96.4 99.0 95.9 1039 985
100.3 109.3 1034 108.1 1363 1241
82.2 87.7 85.0 86.7 1114 102.2
2.53 2.82

2.99 3.15

104.1 98.1




Sources: Georgian authorities; and Fund staff estimates.

1/ Please refer to this link for details https://www.imf.org/en/Publications/CR/Issues/2019/12/18/Republic-of-
Georgia-Fifth-Review-Under-the-Extended-Arrangement-Requests-for-Waivers-of-48888. The ratio incorporates
updated GDP from national accounts.

2/ National accounts numbers include the impact of GDP rebasing, which increased GDP levels while leaving
growth rates unchanged.

3/ Augmented Net lending / borrowing (Program definition) = Net lending / borrowing - Budget lending.

4/ Public debt includes central government and NBG.
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EXECUTIVE SUMMARY

Context. Georgia’'s performance under the Extended Arrangement has been good, but
the country is now facing a pronounced economic slowdown and an urgent balance of
payments need due to the COVID-19 pandemic. Real GDP is expected to decline by

4 percent in 2020, but projections are subject to more than the usual uncertainty. Lower
exports, no tourism, and weaker remittances are expected to widen the current account
deficit to 11" percent of GDP in 2020. Rising global risk aversion is likely to reduce
private financial inflows and delay investment. The authorities have sought to contain
the COVID-19 pandemic and cushion its economic impact but face a balance of
payments gap of $1.8 billion for 2020-21 (11.4 percent of GDP).

Request for IMF support. The authorities have requested additional financial
assistance of 130 percent of quota under the Extended Fund Facility (about

$375 million). The disbursement of this review (70 percent of the quota) will support the
budget to help the authorities meet urgent medical and socio-economic needs. The
authorities are pursuing appropriate policies to combat the crisis and remain committed
to their objectives under the EFF arrangement. The authorities have also secured
additional donor assistance that is expected to close the financing gap.

Policy Discussions. Staff supports the authorities’ plans to address the economic
impact of the COVID-19 pandemic. The fiscal deficit will temporarily widen to
accommodate revenue losses from containment measures and additional spending to
support economic activity. Monetary policy should remain flexible and dependent on
inflation developments. Exchange rate flexibility should continue to act as a shock
absorber, but excessive lari volatility should be avoided as it could prove disruptive to
financial stability. Providing adequate liquidity and releasing capital buffers in financial
institutions would help sustain financial stability. While the authorities are rightly
focused on dealing with the fallout of the COVID-19 pandemic, efforts should be made
to implement the EFF reform agenda to support the economic recovery. Thus,
circumstances permitting, the authorities should advance the implementation of the
resolution and insolvency frameworks.
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Approved By An IMF team consisting of M. Vera Martin (head), S. Saksonovs, M.
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GEORGIA

RECENT ECONOMIC DEVELOPMENTS

1. Macroeconomic developments in 2019 were favorable (Tables 1-7, Figures 1-6).
Growth, at 5.1 percent, exceeded expectations and the output gap broadly closed, while end-
2019 inflation increased to 7 percent reflecting one-offs and nominal depreciation. The current
account deficit reached a historic low at 5.1 percent of GDP; the financial account deteriorated by
0.5 percent of GDP, to 5.5 percent of GDP. The lari depreciated in nominal and real effective
terms (7.9 and 5.3 percent respectively December 2019 compared to December 2018). Gross
reserves (GIR) reached 99 percent of the ARA metric. Revenue overperformance allowed for
record-high public investment (8 percent of GDP). Public debt remained sustainable. Credit
growth remained strong, with subdued non-performing loans.

2. The Covid-19 outbreak has hit the economy hard. The authorities declared the state
of emergency on March 20", imposing sweeping mobility restrictions and closure of non-
essential shops, which helped limit the number of confirmed cases to below 300 as of mid-April.

e Tourism and travel, representing 20 percent of GDP in 2019 in the BOP, has stopped, hurting

e The lari depreciated by around 20 percent
vis-a-vis the dollar in March but has since
recovered about half of this and remains
around 10 percent down since the beginning | *%
of the year. The NBG has sold $100 million 270

3.00

the hospitality sector (accounting for ,, SEL/USDExchange Rate
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e Rising risk aversion prompted non-residents Edr2onas82 i idigiegadag
to sell domestic government securities.? Source: NBG and IMF staff calculations.

Facing liquidity pressures, the NBG started
FX swap lines with banks and microfinance institutions in mid-April.

3. The initial policy response to the pandemic has been timely, proactive, and
consistent with IMF advice.

e The government has taken measures to quarantine and treat the sick, and provide immediate
support to the most affected sectors (e.g. deferring tax payments).

' Hotel payments and reservations reportedly declined each by 50 percent y/y in mid-March 2020.

2 Interest rate hikes (250 bps since September 2019) attracted inflows ($85 million) into treasury bonds in
December 2019-January 2020.
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e The NBG announced that (i) banks could utilize capital conservation buffers (with an
automatic prohibition on dividends and other payouts); (ii) previously planned increases in
capital buffers were postponed; and (iii) banks could go below 100 percent of the liquidity
coverage ratio (LCR). Banks have been asked to evaluate the quality of their loan portfolios;
on-site inspections have been suspended; and a moratorium on fines was introduced for
breaches due to the crisis.

e Banks proactively offered postponing monthly payments on existing loans for three months
to individuals and have engaged with corporate borrowers to determine extensions
depending on business characteristics.

4. Program implementation remained broadly satisfactory, with some slippages. Most
quantitative performance criteria (QPCs) and structural benchmarks (SBs) were met. Net
international reserves (NIR) exceeded the end-2019 QPC owing to lower-than-expected
government FX expenditures. The fiscal deficit QPC was breached by only a small margin.? Two
fiscal indicative targets (IT) were missed by small margins; inflation exceeded the inner band of
the consultation clause (ICC); and the authorities missed three structural benchmarks (SBs) on the
insolvency legislation (completed in March), on the adoption of the PPP methodology
(completed in April) and on the public pension indexation legislation (expected to be submitted
in late April as they needed time to build support).

OUTLOOK AND RISKS

5. The Covid-19 shock has sharply weakened 2020 growth prospects. The pandemic
and ensuing containment and behavioral responses are dampening potential GDP and growth,
lowering tax revenues, and putting pressure on the lari. Lower growth in trading partners is
expected to significantly lower exports and

remittances. Helg htened glObaI uncertainty W|” Table: Key Assump(t\i(ons on Balan;e of l)’ayments Variables
. . . ear-on-year change
hamper confidence, reduce capital inflows, and ot Review — Corrert 2015 Shock
delay investment. A sharp contraction in Variable 2020 2020 2015
. .. . . C t A t
economic activity is expected to bring growth arrent Accoun
. . . Goods Exports 1.1 -24.2 -239
to -4 percent in 2020, with a rebound starting Goods Imports 32 211 157
On|y in 2020Q4 Growth in 2021 is projected at Services Exports (incl. Tourism) 23 -55.7 16
P . Servi | rt -04 -60.0 -33
4 percent supported by the lift in containment ervices mports
. . . , Remittances 5.0 -15.0 -22.8
measures and the pickup in trading partners Financial Account
growth. Nominal depreciation will sustain FDI Inflows 64 190 5.9
inflationary pressures in 2020 bUt |OW€r Source: IMF staff calculations and estimates.

commodity prices, subdued domestic demand, and fading one-offs should help inflation
converge to the 3-percent target by end-2021.

3 In January, the authorities received information on an (earlier-than-expected) direct disbursement to a supplier
(GEL9 million) from bilateral donor.
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6. Staff projects BOP gaps of $1.4 billion in 2020 and $0.4 billion in 2021. The current
account deficit is expected to widen to 114 percent of GDP in 2020, reflecting lower exports and
remittances. Imports would decline driven by lower commodity prices and weaker domestic
demand. The financial account is projected to deteriorate by 5.1 percent of GDP to 0.4 percent of
GDP in 2020, as outflows are only expected to be partially mitigated by additional IFl loans to
cope with the COVID-19 shock. BOP gaps are expected to be closed with IMF and donor
financing.

7. Risks are on the downside (Annex I). The shock’s duration and intensity remain
uncertain. A more protracted shock could weaken aggregate demand for longer, increase the
BOP needs and the fiscal deficit, worsen bank asset quality and liquidity conditions, and weaken
any subsequent recovery. Market pressures and further lari depreciation could increase headline
inflation and dollarization. Depending on the nature of risks, policies must be proactive to limit
their effects on the economy and financial stability. A more protracted outbreak and growth
slowdown would require additional fiscal spending and a more accommodative monetary stance,
while market pressures would need to be dealt with a combination of continued exchange rate
flexibility and use of reserves, as well as proactive measures to maintain financial stability. The
authorities have mobilized donor assistance to build external and fiscal buffers that would
support additional policy response and strengthen confidence. Election-related uncertainty, with
Parliamentary elections in October, could interfere with the aftermath of the shock and delay
reform efforts.

POLICY DISCUSSIONS

A. Designing Adequate Fiscal Support

8. Staff supports a loosening of the fiscal stance in 2020 to address the COVID-19
pandemic. The authorities and staff agreed on an augmented deficit of 8.5 percent of GDP in
2020. Revenues are projected to fall by 2.8 percent of GDP. 4 The fiscal relief package to address
the health and socio-economic impact of the shock (4.0 percent of GDP, Text Table, MEFP 18)
will increase total expenditure by 3.0 percent of GDP (compared to the Fifth Review), as
temporary spending measures are partially offset by spending reprioritization (0.3 percent in
current spending and 0.7 percent of GDP in public investment).

4 This is calculated as the nominal change in revenues as a ratio to revised GDP projections for 2020.
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Table: Covid-19 One-off Expenditure Measures (MEFP 18)

GEL percent of

Expenditure Description million GDP
Goods and services 172 0.3
Healthcare-related for Covid-19 (e.g. medical supplies, hospitalization, and quarantine costs). 172 0.3
Subsidies 550 1.1
Support to affected businesses (e.g. credit guarantee scheme). 500 1.0
Supporting additional supplies of 10 basic commaodities (e.g. rice, wheat, flour, sugar, milk powder, beans). 50 0.1
Social benefits 1,247 2.5
Healthcare-related for Covid-19 (e.g. testing and treatment costs) 179 0.4
Direct transfers for employees in the private sector before Covid-19: 700 14

Compensation for self-employed and private sector employees who loose jobs. - -
Income tax relief to businesses who retain workers. - -

Direct transfers to families and people with severe disabilities. 79 0.2
Additional envelope to extend direct transfers to other winerable households (e.g. informal sector). 75 0.1
Subsidies for utility bills (electricity, natural gas) to households that consume < KV200 and 200m?3 per mor 215 0.4
Capital investment 50 0.1
Healthcare investment (e.g. equipment) 50 0.1
Total 2,019 4.0

Source: IMF staff estimates and calculations.

9. The deficit will be mostly financed by additional donor lending. The authorities’
financing strategy combines higher borrowing (by 14.4 percent of GDP), both domestic and
external (from donors), with a buildup of government deposits (5.9 percent of GDP) to be used if
the crisis gets worse or the recovery takes longer than currently envisaged. In consultation with
the IMF, the authorities would extend the direct transfers to households for longer and formulate
further support to business; drawing down on government deposits. Fiscal buffers could also be
used to address unexpected liquidity pressures in 2020-21. Part of the IMF financing in 2020 will
take the form of budget support (see below).

10. The medium-term fiscal anchor of bringing public debt below 45 percent of GDP is
preserved. Staff supports the authorities’ plans for a gradual fiscal consolidation starting in 2021
as one-off spending expires and revenues recover. If downside risks materialize, fiscal
consolidation would be more gradual than the one envisaged under the baseline, with a higher
use of government deposits over the medium term.The authorities continue to monitor fiscal
risks, including from the power purchasing agreements (PPAs) and SOEs, and disclose them in
their fiscal risk statement (FRS).

11. The authorities will submit to Parliament a rules-based mechanism for indexing
basic public pensions by end-April 2020 (end-December 2019 SB). Given the high risk of old-
age poverty, the rule envisages indexing monthly pensions to 12-month inflation for pensioners
below age 70, and to 12-month inflation plus 80 percent of 6-quarter average real GDP growth
for those above, subject to GEL20/25 minimum nominal increases, respectively. Under a
conservative demographic scenario, spending on basic pensions would peak at 4.9 percent of
GDP in 2028 (from 4 percent in 2020) and average 4.5 percent of GDP in 2020-50. The reform
preserves real income for pensioners and provides predictability to pensions, as discretionary
increases would not be allowed.
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12. The authorities will continue to limit operations of the Partnership Fund, as
envisaged under the program. No new investments nor net borrowing have taken place; and
the authorities are hesitant to provide budget support. The exercise classifying SOEs into general
government or corporations (end-March 2020 SB) concluded that the PF was a general
government (GG) entity and that the authorities should include it in the GG reporting starting in
2021.

13. Progress has been made in tax administration and fiscal risks analysis (MEFP 916-
17):

e Georgia’'s Revenue Service (GRS) is advancing with the IT investment plan, in line with IMF TA
recommendations.

e The automatic risk-based auditing and risk assessments since June 2019 has made over
90 percent of new VAT credit declarations immediately eligible for refunds upon request;
automatic refunding of net VAT credits (starting May 2020) will further help prevent the stock
of outstanding VAT credits from increasing.

e The PPP methodology was adopted in mid-April (end-March 2020 SB).

e The authorities remain committed to expanding the FRS to include PPAs and SOEs. It will
summarize the SOE reclassification, analyze risks associated with the top 10 SOEs, assess the
gross financing requirements of major SOEs, and estimate the quasi-fiscal activities (new
end-December 2020 structural benchmark).

e The authorities would refrain from taking over any SOE debt, or providing equity injections to
SOEs without a comprehensive strategy that fully supports commercial viability and improves
corporate governance. The authorities would formulate an SOE strategy outlining the
authorities’ SOEs policy principles by end-March 2021.

B. Preserving Price Stability and External Buffers

14. The authorities and staff agreed that the moderately tight monetary policy stance
is suitable for the moment (MEFP 920). Staff called for closely monitoring inflationary
expectations, as the economy deals with the impact of the COVID-19 pandemic, and, in deciding
policy rates, balancing the impact of the lari depreciation (which calls for keeping the rate high
for longer) with a sharp weakening in demand (which would allow for reducing rates). Staff
expects inflation to decline to target by end-2021, taking a year longer than envisaged at the
Fifth Review due to nominal depreciation. Declining inflation should eventually create space to
lower policy rates towards the end of 2020.

15. Both sides concurred that a flexible exchange rate regime remains the first line of
defense against external shocks like COVID-19 (MEFP 122-24). The authorities noted,
however, that in a dollarized economy like Georgia, excessive lari volatility could become
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disruptive to financial stability. Foreign exchange (FX) interventions will be limited to prevent
disorderly market conditions. The NBG will continue to primarily rely on ad-hoc discretionary
interventions; but they will be complemented with smaller FX sales triggered by lari volatility and
the need to support FX market liquidity.> Staff advised the NBG to smooth FX discretionary
interventions for greater predictability. Following the shock, the NBG is committed to upgrade
the FX intervention policy, and strengthen NBG's communication.

16. Staff proposes lowering the end-June NIR target and a set the end-December NIR
targets consistent with the challenging market conditions (MEFP 923). Georgia's external
position in 2019 was broadly consistent with fundamentals and desired policies, as persistently
large and negative net international investment position (NIIP) offset improvements in the
current account balance (Annex Il). Although the COVID-19 shock is temporary and exchange
rate flexibility helps in restoring the external balance, the proposed targets ($330 million lower
than in the Fifth Review) reflect that FX sales are likely to be needed to prevent disorderly market
conditions that could result in a full-blown confidence crisis and financial instability.

17. Donor assistance would support reserve levels in 2020, providing room for
additional policy response if downside risks materialize. GIR is expected to reach 104 percent
of the ARA metric in 2020, around 95 percent after netting out expected proceeds from FX swaps
lines that are expected to unwind by 2022.¢ Staff agreed with the authorities that because of the
unusually large uncertainty, it will be important to keep high reserve buffers to sustain
confidence, which is crucial to safeguard macro and financial stability. These buffers can be used
if external pressures intensify.

C. Financial Resilience in an Uncertain Environment

18. The NBG has appropriately relaxed capital requirements and released liquidity
buffers to safeguard financial stability.

e The release of the capital conservation buffer (2.5 percent, about GEL1.5 billion) should cover
additional provisioning due to the expected deterioration in bank portfolios as a result of the
COVID-19 shock.”

e The NBG may also provide additional funding (up to GEL 1.7 billion) to banks and
microfinance institutions by lowering FX reserve requirements and broadening collateral

> Daily transaction volumes have declined during the COVID-19 shock (from $4-5 million to $1.7 million per day).

6 Without support, GIR would fall to 69 and 56 percent of the ARA metric in 2020 and 2021 respectively. This
would undermine confidence in the economy and could trigger further lari depreciation, a surge in inflation,
increased dollarization, and eventually, financial instability. Staff assumes 50 percent utilization of the swap lines,
resulting in a GIR increase of $300 million.

7 Local provisioning standards require higher provisions than under IFRS9, and thus it is expected that banks’
capital would be hit more compared to international accounting standards.
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requirements for temporary liquidity assistance to solvent financial institutions (additional
SME loans become eligible; 50 percent haircut will be applied).

e As banks face lari liquidity pressures due to higher demand for cash and a temporary
moratorium on loan repayments for individuals, the NBG has announced FX swap lines
potentially providing lari liquidity for up to $600 million (10 percent of FX liabilities of
banks).8 The MoF and NBG will also coordinate issuance of up to GEL600 million government
securities, with receipts being placed in long-term bank deposits, to further provide lari
liquidity to banks. Banks, in turn, could use the government as collateral to secure NBG
funding.

e The introduction of limits on large exposures is postponed until June 2021. The authorities
will regularly collect additional information from banks about the financial situation of large
borrowers, perform stress testing, and monitor the portfolio concentration risk.

19. The authorities need to remain proactive to support lending to the private sector.
Real credit growth (at constant exchange rate) will be negative in 2020 and rebound only
moderately in 2021-22. Staff noted that the challenge for the NBG is to sustain bank lending,
while safeguarding financial stability and maintaining banking system soundness. While staff
supports the temporary relaxation of capital and liquidity requirements, maintaining supervisory
standards would help identify weaknesses in banks' loan portfolio quality, enabling a targeted
response and strengthening confidence. Staff noted that lack of capital may prevent banks from
extending credit, and close coordination between fiscal measures to support households and the
business community and a relaxation of macroprudential buffers could help banks channel funds
to the real economy.

20. Staff supports the authorities’ actions to strengthen the banking resolution
framework. The authorities adopted legislation on the new banking resolution framework (end-
December 2019 SB) which strengthened the NBG's resolution authority mandate, improved
resolution powers and toolkit, clarified the roles and responsibilities of the NBG and the Ministry
of Finance and their coordination in systemic cases including in emergency liquidity assistance.
The NBG is advancing with adopting the secondary legislation (end-June 2020 and end-
December 2020 SBs), which is critical under current conditions. Because of the unprecedented
uncertainty surrounding the COVID-19 shock, the NBG is considering increasing the coverage of
the deposit insurance and arranging a market-based pre-financing for the government-backed
resolution fund.

21. Continued efforts are needed over the medium term to promote loan larization.
Portfolio dollarization remains an important structural risk for the economy. A comprehensive
strategy needs to be adopted after the crisis to further discourage unhedged borrowers from

8 Similar measures were successfully utilized in previous liquidity crises.

10 INTERNATIONAL MONETARY FUND



GEORGIA

taking FX-denominated loans and increase confidence of depositors to save in lari. The strategy
will need to align macroprudential measures, FX intervention, and monetary policy.

D. Structural Reforms to Sustain the Recovery

22. The authorities and staff agreed on persevering with the implementation of
structural reforms to support a faster recovery and foster more robust and inclusive
growth:

e On education, to cope with the COVID-19 containment measures, remote teaching has been
implemented. The efficiency of distance learning is being assessed by the authorities and will
be improved with World Bank support. Some delays are expected in rehabilitating schools.
Since January 2020, all teachers meet the new minimum qualification requirements.

e The pension agency is working on selecting the custodian and the investment strategy
allowing for portfolio diversification.

e The draft insolvency law was submitted to Parliament in March 2020 (end-July 2019 SB).
Staff called for a swift implementation of the law, once approved, and licensing insolvency
professionals (end-December 2020 SB) as these measures could facilitate the economic
recovery in the wake of the COVID-19 shock.

e Staff urged the authorities to continue improving the business environment to support the
economic recovering, notably by implementing the insolvency framework and improving the
judiciary system.

e The authorities submitted to Parliament draft laws on energy efficiency and energy
performance to further support energy savings and competition in the energy market.

e The authorities continue advancing trade integration efforts, including by signing a free trade
agreement with the UK for the post-Brexit times and advancing negotiations to expand the
agreement with Turkey and towards a free trade agreement with India.

PROGRAM ISSUES AND FINANCING

23. The authorities and staff reached an understanding to propose updated program
conditionality as follows (MEFP, Tables 1-3).

e The authorities request a waiver of non-observance for the missed QPC on the augmented
fiscal balance (see 14) as the deviation was minor.

e Guided by the monetary policy stance assessment in 114, the authorities consulted with the
staff on the reasons for inflation exceeding the inner band of the ICC in December 2019,
which was driven by nominal depreciation in 2019H2, and that was more persistent than

INTERNATIONAL MONETARY FUND 11



GEORGIA

originally envisaged. The NBG tightened the policy rate by a cumulative 250 bps, and staff
agreed that, considering the COVID-19 shock, no further action would be required.

e Changes to the end-June 2020 quantitative performance criteria and target for inflation: the
ceiling on augmented general government deficit QPC is increased to GEL 2,300 million, the
ceiling on net budget lending QPC is revised down to GEL40 million, and the NIR floor QPC is
revised down to $1,120 million. The authorities request cancelling the adjustor on budget
loan disbursements and a new adjustor on the healthcare current spending associated with
the COVID-19 epidemic, which will also apply to the IT on primary current expenditure. This is
proposed at GEL6,000 million. The inflation consultation target is revised up to 6 percent
from 4.9 percent.

e New QPCs, ITs, and the ICC are proposed for end-December 2020.

e New end-December 2020 SBs. The authorities have committed to: (i) adopt the 2021 budget
consistent with the policies agreed at the time of the Seventh Review under the EFF
arrangement (ii) expand the 2020 Fiscal Risk Statement following FAD TA advice.

24. Augmentation and phasing of access. Staff supports the authorities’ request for
augmentation of 130 percent of quota, within normal access limits under the GRA. The original
program objectives remain achievable. Total access under the program, at 230 percent of quota,
would help meet current and future external financing needs. IMF financing covers 21 percent of
the financing gap caused by the COVID-19 shock over 2020-21, and catalyzes assistance from
bilateral and multilateral donors to close the remaining gap. Staff proposes a front-loaded
disbursement for direct budget support with the Sixth Review (70 percent of quota. of which

65 percent of quota is from the augmentation) (Table 8). The proposed phasing of IMF support
is appropriate, given that donor financing is mostly expected in 2020H2.

25. Financing assurances in place for the Sixth Review (Table 9). The program is fully
financed over the next 12 months, with the remaining BOP needs to be filled by support from
other multilateral and bilateral creditors (ADB, AfD, KfW, EBRD, EIB, EU, and the World Bank).

26. The capacity to repay the Fund remains adequate. Georgia's debt remains sustainable.
Debt service to the IMF remains manageable, even under downside scenarios. The full drawing
would imply repayments to the IMF at 0.4 percent of GDP or 2.4 percent of GIR in 2025

(Table 10).

27. The authorities have requested channeling the related disbursement of this review
(70 percent of quota) directly to the budget. The NBG and the Ministry of Finance will agree
on a Memorandum of Understanding between the NBG and the Ministry of Finance to: (i)
commit to maintaining funds received from the IMF in a government account at the central bank,
pending their use, and (ii) clarify the responsibilities for repaying IMF resources.”
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28. Risks to the program are manageable, assuming continued sound policies reflecting
the authorities’ good record under the EFF arrangement and cautious policies proposed in this
review. Risks to program implementation could increase in case of a worsened external
environment or rising domestic social tensions, for which the authorities would build additional
buffers in 2020. Keeping the program on track would require policy adjustment, in consultation
with staff.

STAFF APPRAISAL

29. Staff welcomes the authorities’ swift policy response to limit the human and
economic fallout of the pandemic. Beyond supporting the health system'’s ability to respond to
the COVID-19 outbreak, the authorities have moved decisively to contain the spread of the virus
and have announced measures to limit the economic impact.

30. Georgia faces a severe economic slowdown and significant balance of payments
needs. Containment measures to control the spread of the virus and an external demand shock
have substantially weakened the economic outlook. Georgia will go into a recession this year,
and gradually recover over the next 2 years.

31. Staff supports widening the fiscal deficit to support the economy. The temporary
increase in spending is appropriately targeted to deal with the fallout of the crisis. The
authorities’ commitment to medium-term fiscal sustainability will be important given higher
public debt (partly reflecting depreciation) and the possibility that fiscal risks materialize. Efforts
to improve SOE governance would help reduce fiscal risks.

32. The NBG should continue to gear monetary policy towards achieving the 3-percent
inflation target, in the context of a flexible exchange rate regime. As the COVID-19 shock
makes the inflation trajectory more uncertain than usual, it will be important to adjust the policy
stance as needed. The NBG should allow for further gradual depreciation, if needed, limiting
interventions to addressing excessive volatility. Given increased uncertainty, smoothing NBG's
discretionary intervention may provide more predictability to the market. The NBG should
enhance the transparency of its FX policy once the shock is over.

33. Safeguarding financial stability should be accompanied with support to viable,
solvent enterprises and households during the containment period. Measures to support
liquidity and promptly recognize losses are welcome. Access to finance should be maintained for
those facing temporary liquidity shortages, but remain solvent, to facilitate a faster recovery and
reduce losses for financial institutions. Advancing the resolution framework should help
strengthen financial resilience.

34. Structural reforms should support the recovery. While proactively dealing with the
fallout of the COVID-19 shock is the near-term priority, the authorities should continue
implementing the reform agenda under the EFF arrangement. Adopting the indexation rule for
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public pension will help sustain income levels of pensioners, while implementing the insolvency
framework could prove helpful to support the recovery.

35. Staff supports the authorities’ requests for the completion of the Sixth Review,
waiver of the non-observance for a QPC, modification of performance criteria, and
augmentation of access under the EFF arrangement. Staff support is based on the severe
impact of the pandemic, the authorities’ existing and prospective policies to address this external
shock, the urgent balance-of-payments need, and the authorities’ policy commitments to the
objectives under the EFF program. Staff also supports the authorities’ request to use the
associated disbursement for budget support, given frontloaded fiscal pressures to spend on
healthcare and expand social welfare in the face of the COVID-19 shock.
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Figure 1. Georgia: Real Sector and Inflation Developments

Growth picked up in 2019, supported by services and
construction, but is now expected to decline.
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Headline and core inflation remained above NBG's target.
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Figure 2. Georgia: External Sector Developments
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Figure 3. Georgia: International Investment Position (I1IP)

The net IIP remained broadly unchanged in 2019. Increases in private sector external debt...
International Investment Position, Overall Change in Gross Liabilities by Sector
(In percent of GDP) (In percent of GDP, from 2018 to 2019)
100 45
50 40
0
3.0
-50 2.5
2.0
-100
1.5
0.5 .
-200
1 00 (| ! I I I
Liabilities EEEEE Assets —emmmmmBalance )
-250 Non-Banks Mon.Auth.  Banks Gen. Gov. Domestic
2014 2015 2016 2017 2018 2019 Investment
. . Total external debt remains elevated, driven by the private
...were offset by NBG's foreign asset accumulation. ytnep
sector,
Change in Gross Assets by Sector Total External Debt
P (In percent of GDP, from 2018 to 2019) 100 (In percent of GDP)

80 $ ;| n
12 .
60 :
08
40 |
) —_— I I )
0.0 0 S

Gen. Gov. Mon.Auth. Investment  Banks ~ Non-Banks 2013 2014 2015 2016 2017 2018 2019

Abroad @ Private Public (including SOEs)
...dominated by official creditors. Debt service remains significant over the medium term.
Composition of External Public Debt, 2019 External Debt Service
(In percent of GDP) . (In percent of GDR

B IMF
A World Bank 5.0
W EBRD

0 Other multilaterals
@ Bilateral

0 Eurobond

B Short-term debt

2018 2019 2020 2021 2022 2023 2024
B Interest payments
MT and LT debt am ortization
I Short-term debt amortization
T otal debt service

Sources: National authorities; World Economic Outlook; and IMF staff estimates.

INTERNATIONAL MONETARY FUND 17




GEORGIA

Figure 4. Georgia: Fiscal Sector Developments
The augmented fiscal balance has been steadily
improving from 2016 to 2019, but will decline in 2020...

General Government Deficit Tax Revenue
(In percent of GDP) (in percentof GDP)

... as the COVID-19 shock is expected to hurt revenues...

35 0 26
30 - , S SR .
25 % i
20 § . 24
N\
15 § -5 23
10 § ©
§ 7 22
5 § 3
0 N 9 21
2016 2017 2018 2019 2020 Proj. -
EEEE Total Revenues 2016 2017 2018 2019 2020 Proj.

E===3Total Expenditures (incl. Budget Lending)
Augmented Balance (RHS) e Before VAT Refunds e e e After VAT Refunds

) ) Spending declines have focused on goods and services,
... and rebalance from capital to current spending. ) ) )
while social benefits were protected.

Spending Changes in Real Spending by Category
(In percent of GDP) (In percent, 2017-2019)
8 30 12
7 25
. ~—~— 10
== 20
5 8
4 15
6
3 10
2 s 4
1
0 0 :
2016 2017 2018 2019 2020 Proj. 0 e [ | I | IR
e Capital e Budget lending Goods and Employee  Other Social  Subsidies
= == Curment primary (RHS) Services Comp. expense benefits and grants

Gross financing needs are expected to peak in 2020-21 . o .
) ) o Public debt remains highly exposed to FX risks.
due to the impact of the Covid19 crisis..

Gross Financing Needs Government Debt

1 (In percent of GDP) 20 (In percent of GDP)
Local currency

70 |-EEEEE Foreign currency

14 e Public debt net of gov deposits (at current ER)
60 ]
12
50
10 40
3 30
20
6
10
4 - o o o o o o o - 0 _— _—— _— _—_— _—_— —_——

2017 2018 2019 2020 2021 2022 2023 2024 2025 2014 2015 2016 2017 2018 2019 2020 Proj

Source: National authorities, and IMF staff estimates.

18 INTERNATIONAL MONETARY FUND



GEORGIA

Banks are liquid and well capitalized.
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Figure 5. Georgia: Financial Sector Developments Before the COVID-19 Shock

... even as the market remains highly concentrated.
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Growth in lari-dominated credit to the private sector
started to pick up in February ...
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Increased in loans spreads resulted mainly from increases
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... while growth in lari deposits slowed down.
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Figure 6. Georgia: External Debt Sustainability: Bound Tests 1/ 2/ 3/
(External debt in percent of GDP)

Baseline and historical scenarios Interest rate shock (in percent)
50 140
140
45
120 20 120
Historical LA
—— 35 )
100 - - 100 i-rate shock
- Baseline 30
80 || 721 25 80
20 Baseline
60 15 60
40 0 4
5
20 ® . 0 20
2016 2018 2020 2022 2024 2016 2018 2020 2022 2024
140 140
120 Growth 120
shock
10 100 CA shock
74
80 = _ 80
Baseline .
72 Baseline 72
60 60
40 40
20 20
2016 2018 2020 2022 2024 2016 2018 2020 2022 2024
Combined shock 4/ Real depreciation shock 5/
140 140 ~
/ . ~. -
120 120 P S
Combined / depreciation s
100 shock 100 .
80 ~—. 7 80 —_\/\
Baseline Baseline 72
60 72 60
40 40
20 20
2016 2018 2020 2022 2024 2016 2018 2020 2022 2024

Sources: International Monetary Fund, Country desk data, and staff estimates.

1/The analysis excludes inter-company loans, which are part of FDI and accounted for 15 percent of GDP in 2018.
Shaded areas represent actual data. Individual shocks are permanent one-half standard deviation shocks. Flgures in

the boxes reEJresent averag? projections for. the resRectlve variables in the baseline and scenario being presente

Ten-year historical average for the variable is also shown

3/ For historical scenarlos the hlstorlcal averages are calculated over the ten-year period, and the information is used

to project deb nam \
451 Eenre gnmegfrja;ljl ggpgz?gﬂoie%?g8%§1&%ﬁsgg ul}g?ntgd?gl. interest rate, growth rate, and current account balance.

INTERNATIONAL MONETARY FUND 21




GEORGIA

Table 1. Georgia: Selected Economic and Financial Indicators, 2018-25

2018 2019 2019 2019 2020 2020 2020 2021 2022 2023 2024 2025
EFF 5th EFF 5th
EFF 5th Review EFF 5th Review
Actual Review New GDP Review New GDP Projections
National accounts and prices 1/ (annual percentage change; unless otherwise indicated)
Real GDP 48 4.6 4.6 5.1 43 43 -4.0 4.0 6.0 58 5.5 52
Output Gap -1.5 -1.0 -1.0 -0.5 -1.0 -1.0 -1.5 -1.7 -0.5 0.0 0.0 0.0
Nominal GDP (in billion of laris) 44.6 452 49.0 50.0 49.2 534 50.3 54.5 594 64.7 703 76.1
Nominal GDP (in billion of U.S. dollars) 17.6 16.1 175 17.7 17.2 18.7 15.1 17.7 20.1 220 239 258
GDP per capita (in thousand of U.S. dollars) 4.7 43 4.7 48 47 5.1 4.1 4.8 54 59 6.5 7.0
GDP deflator, period average 43 49 49 6.4 47 47 5.1 4.0 3.0 29 3.0 29
CPI, Period average 2.6 49 49 49 45 45 47 36 3.0 3.0 30 30
CPI, End-of-period 1.5 72 72 70 3.0 3.0 35 30 3.0 3.0 30 30
Core CPI, End-of-period 0.5 3.8
Investment and saving (in percent of GDP)
Gross national saving 26.5 284 26.2 28.7 284 26.2 203 255 274 26.8 26.1 25.7
Investment 333 338 312 338 337 31.1 31.6 330 334 326 317 310
Public 6.4 7.8 72 79 72 6.6 6.4 6.4 49 45 41 38
Private 269 26.0 240 259 26.5 244 252 26.6 285 282 276 272
Consolidated government operations (in percent of GDP)
Revenue and grants 264 28.6 264 26.7 276 254 241 247 25.1 253 254 254
o.w. Tax revenue 234 255 235 237 249 23.0 214 222 227 229 230 231
Expenditures 292 31.3 28.8 29.1 30.7 283 329 299 286 28.2 28.0 278
Current expenditures 213 231 213 21.0 232 214 26.2 232 234 235 23.6 237
Capital spending and budget lending 79 8.2 7.6 8.1 7.5 6.9 6.7 6.8 5.2 4.8 44 4.1
Net Lending/Borrowing (GFSM 2001) -0.8 -1.9 -1.8 -1.8 -2.4 -2.2 -8.2 -4.4 -2.7 -2.3 -2.0 -1.8
Augmented Net lending / borrowing (Program definition) 2/ -2.3 -23 -2.1 -20 -2.7 -2.5 -85 -4.8 -3.0 -26 -22 -2.1
Public debt 3/ 41.3 479 441 427 483 445 62.8 59.6 555 536 52.1 51.1
o.w. Foreign-currency denominated 325 372 343 329 36.6 337 50.6 45.6 41.0 386 364 345
Public debt net of government deposits 3/ 38.8 444 40.9 398 444 409 54.0 51.2 48.2 46.6 451 438
Money and credit (in percent; unless otherwise indicated)
Credit to the private sector (annual percentage change) 193 17.3 17.3 199 8.5 8.5 59 3.6 9.9 6.5 84 8.2
In constant exchange rate 17.0 11.5 11.5 15.2 75 75 -23 8.2 10.0 8.8 8.6 8.2
Broad money (annual percentage change) 14.0 147 147 16.1 9.2 9.2 3.6 115 82 104 104 10.2
Broad money (incl. fx deposits, annual percentage change) 133 149 149 16.0 8.1 8.1 3.1 8.3 7.0 9.6 9.8 9.8
In constant exchange rate 11.9 9.2 9.2 11.8 8.1 8.1 -4.6 16.7 10.6 10.7 104 10.1
Deposit dollarization (in percent of total) 62.1 629 62.9 61.9 62.7 62.7 62.4 584 543 533 524 515
Credit dollarization (in percent of total) 55.8 53.7 53.7 54.4 513 513 51.6 492 483 47.4 46.5 45.6
Credit to GDP 58.8 68.1 62.8 629 67.8 62.5 66.2 633 63.8 62.4 62.3 62.2
External sector (in percent; unless otherwise indicated)
Current account balance (in billions of US$) -1.2 -0.9 -0.9 -0.9 -0.9 -0.9 -1.7 -13 -1.2 -13 -1.3 -1.4
Current account balance -6.8 -54 -5.0 -5.1 -5.3 -4.9 -11.3 -75 -6.0 -5.8 -5.6 -5.3
Trade balance -234 -22.7 -20.9 -21.0 -22.2 -20.5 -204 -19.8 -19.3 -18.9 -18.5 -18.0
Terms of trade (percent change) -5.1 0.2 0.2 26 -1.8 -1.8 1.8 39 20 14 19 14
Gross international reserves (in billions of US$) 33 33 33 35 34 34 35 36 38 4.1 4.4 4.6
In percent of IMF Composite measure (floating) 954 96.4 96.4 99.0 95.9 95.9 103.9 98.5 98.4 1013 1033 105.5
Gross external debt 100.3 118.6 109.3 103.4 117.2 108.1 136.3 1241 114.7 1111 106.9 103.1
Gross external debt, excl. intercompany loans 822 95.2 87.7 85.0 94.0 86.7 1114 102.2 942 90.0 86.2 82.6
Laris per U.S. dollar (period average) 2.53 2.82
Laris per euro (period average) 2.99 3.15
REER (period average; CPI based, 2010=100) 104.1 98.1

Sources: Georgian authorities; and Fund staff estimates.

1/ National accounts numbers include the impact of GDP rebasing, which increased GDP levels while leaving growth rates unchanged.
2/ Augmented Net lending / borrowing (Program definition) = Net lending / borrowing - Budget lending.

3/ Public debt includes central government and NBG.

22 INTERNATIONAL MONETARY FUND




GEORGIA

Table 2. Georgia: Balance of Payments, 2018-25

2018 2019 2019 2020 2020 2021 2022 2023 2024 2025
Actual Review Review Projections
(in millions of U.S. dollars)

Current account balance -1,191 -870 -897 -919  -1,714 -1326 -1203 -1281 -1342 -1366
Trade balance -4,112 -3,648 -3,728 -3823 -3,091 -3,502 -3,884 -4,152 -4422 -4,645
Exports 4,448 4,850 4,990 5,047 3,784 4,101 4,462 4,799 4,909 5116
Imports -8,560 -8,498 -8717 -8871 -6875 -7603 -8346 -8951 -9331 -9,760
Services 2,241 2,185 2,162 2,303 1,059 1,709 2,147 2,181 2,498 2,768
Services: credit 4,482 4,517 4,586 4,673 2,032 3,300 4,711 5738 6,631 7,262
Services: debit -2,241 -2,332 -2,425 2,369 -973  -1,591 -2,565 -3,557 -4,132 -4,495
Income -685 -815 -704 -909 -920 -886 -907 -811  -1,028 -1,193
Of which : interest payments -552 -626 -605 -661 -586 -580 -617 -424 -483 -527
Transfers 1,364 1,408 1,373 1,510 1,238 1,353 1,441 1,501 1,609 1,704
Of which : remittances credit 865 958 916 1,013 779 857 921 969 1,020 1,072
Capital account 77 58 48 53 71 73 7 70 69 67
General government 72 54 42 53 71 73 71 70 69 67
Financial account 1,058 662 977 636 57 730 1,363 1,526 1,529 1,511
Direct investment (net) 925 749 986 856 736 928 1,105 1,231 1,340 1,446
Portfolio investment (net) -44 721 707 300 -225 -50 200 200 200 200
Equity -59 -25 -50 0 0 0 0 0 0 0
Debt securities 15 746 758 300 -225 -50 200 200 200 200
Loans (net) 154 -174 -135 3 298 350 358 408 336 277
Short-term loans (net) -85 99 43 -80 -75 -19 5 7 9 9
Public 4 4 -1 4 0 0 0 0 0 0
Private -90 95 44 -84 -75 -19 5 7 9 9
Medium and long-term loans (net) 239 -273 -178 83 373 370 353 401 328 268
Public 1/ 141 28 91 37 340 186 204 238 211 200
Private 98 -301 -269 46 33 183 150 163 116 68
Bank 332 5 -73 313 241 296 291 305 276 246
Non-bank -234 -305 -195 -267 -208 -113 -142 -142 -160 -178
Others (net) 2/ 23 -634 -582 -524 -752 -498 -300 -313 -347 -412
Errors and omissions -31 -1 -50 0 0 0 0 0 0 0
Overall balance -88 -151 77 -231  -1,586 -523 231 314 255 213
Financing -114 -57 -324 -34 =27 -45 -231 -314 -255 -213
Gross International Reserves (-increase) -278 -39 -202 -34 -27 -45 -231 -314 -255 -213
Rescheduled debts and arrears clearance 165 -18 -121 0 0 0 0 0 0 0
Financing gap 201 208 247 265 1,613 569 0 0 0 0
Before Covid19 Shock 201 208 247 265 261 131 0 0 0 0
Use of Fund Resources 27 34 35 28 28 1 0 0 0 0
IMF EFF 84 83 83 28 28 14 0 0 0 0
Repayment 3/ -57 -49 -48 0 0 -3 0 0 0 0
Official creditors 174 173 212 237 234 120 0 0 0 0
World Bank 0 0 0 51 50 0 0 0 0 0
EU 17 0 0 22 22 0 0 0 0 0
Other 157 173 212 164 162 120 0 0 0 0
Financing gap due to the COVID-19 Shock 0 0 0 0 1352 438 0 0 0 0
Use of Fund Resources 0 0 0 0 285 85 0 0 0 0
IMF EFF Augmentation 0 0 0 0 285 85 0 0 0 0
Repayment 3/ 0 0 0 0 0 0 0 0 0 0
Donor Committed Assurances 0 0 0 0 1,067 353 0 0 0 0

Memorandum items: (in percent of GDP)
Current account balance -6.8 -54 -5.1 -53 -113 -7.5 -6.0 -5.8 -5.6 -53
Trade balance -234 -22.7 -21.0 -222 -204 -19.8 -193 -18.9 -18.5 -18.0
Financial account 6.0 4.1 55 37 04 4.1 6.8 6.9 6.4 59
Foreign direct investment (net) 53 4.7 5.6 5.0 49 53 5.5 56 5.6 56
External financing requirement 30.1 31.1 285 29.1 365 256 219 205 19.1 174
Gross international reserves (in million of USD) 3,289 3,328 3,506 3,361 3,533 3,578 3,809 4,123 4,379 4,591
in months of next year GNFS imports 35 36 54 33 4.6 39 37 37 37 39
in percent of short-term debt at remaining maturity 79 86 94 84 99 91 88 88 87 88
in percent of broad money and non-resident deposits 35 34 35 32 39 34 32 32 31 29
in percent of IMF Composite measure (floating) 95 96 99 96 104 99 98 101 103 105
in percent of short-term external debt (remaining maturity) 79 86 94 84 99 91 88 88 87 88
Reserve cover (percent) 4/ 479 48.2 54.1 48.8 49.5 51.1 50.7 50.5 50.2 49.6

Sources: National Bank of Georgia, Ministry of Finance; and IMF staff estimates.

1/ Including general government and monetary authorities

2/ Including currency and deposits from banks and other financial instruments

3/ Repayment for exisitng Fund resources over 2017-20 will be recorded as a part of financing gap.

4/ Gross international reserves in percent of total short-term liabilities plus the current account deficit.
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Table 3a. Georgia: General Government Operations, GFSM2001 2018-25

(In millions of GEL)

2018 2019 2019 2020 2020 2021 2022 2023 2024 2025
EFF 5th EFF 5th
Actual Review Review
Revenue 11,761 12,930 13,349 13,566 12,143 13,467 14942 16,378 17,853 19,328
Taxes 10,445 11,540 11,859 12,245 10,761 12,106 13,501 14,837 16,207 17,571
Taxes on income, profits, and capital gains 3,984 4,319 4,349 4,751 4,060 4,470 5,093 5,695 6,285 6,805
Payable by individuals 3,247 3,464 3,483 3,791 3,162 3,549 4,082 4594 5,090 5510
Payable by corporations 737 855 866 960 899 921 1,010 1,101 1,195 1,294
Taxes on property 441 484 474 527 477 517 564 614 667 722
Taxes on goods and services 5,893 6,570 6,746 6,852 6,242 7,076 7,882 8,586 9,327 10,099
General taxes on goods and services (VAT) 4,427 5,223 5,239 5,444 4,836 5,483 6,098 6,643 7,216 7,814
Excises 1,466 1,347 1,507 1,408 1,406 1,592 1,784 1,943 2,111 2,286
Taxes on international trade 73 76 79 82 81 83 88 94 102 110
Other taxes 1/ 54 90 212 31 -100 -40 -126 -151 -174 -165
Grants 341 365 422 205 432 331 319 318 318 318
Other revenue 975 1,025 1,067 1,116 950 1,029 1,122 1,223 1,328 1,438
Total Expenditure 12,125 13,787 14,257 14,751 16,261 15875 16,566 17,848 19,246 20,669
Expense 9,496 10,427 10,518 11,426 13,179 12,625 13916 15198 16,600 18,022
Compensation of employees 1,685 1,785 1,785 1,890 1,838 2,023 2,164 2,316 2,515 2,724
Use of goods and services 1,584 1,600 1,659 1,740 1,712 1,828 1,937 2,051 2,228 2,413
Interest 520 635 611 731 779 864 918 1,021 1,156 1,262
External 269 345 324 351 383 347 351 368 389 409
Domestic 252 290 287 380 396 517 567 653 767 852
Subsidies 849 970 990 1,050 1,550 1,109 1,175 1,244 1,351 1,463
Grants 66 127 126 135 135 146 159 174 189 204
Social benefits 3,732 4,140 4,198 4,630 5,957 5,281 5,824 6,397 6,994 7,610
Other expense 2/ 1,060 1,170 1,150 1,250 1,208 1374 1,739 1,994 2,166 2,346
Net acquisition of nonfinancial assets 2,629 3,360 3,739 3,325 3,082 3,250 2,650 2,650 2,646 2,647
Increase (capital spending) 2,860 3,530 3,945 3,555 3,232 3,500 2,900 2,900 2,900 2,900
Decrease (privatization proceeds) -231 -170 -206 -230 -150 -250 -250 -250 -254 -253
Net lending / borrowing before adjustment -364 -857 -908 -1,185 -4,118 -2,408 -1,624 -1,470 -1,393 -1,341
Unidentified measures 0 0 0 0 0 0 0 0 0 0
Net lending / borrowing -364 -857 -908 -1,185 -4,118 -2,408 -1,624 -1470 -1,393 -1341
Change in net financial worth, transactions -364 -857 -908 -1,185 -4,118 -2,408 -1,624 -1,470 -1,393 -1,341
Net acquisition of financial assets ("+": increase in assets) 753 677 456 446 3,102 343 -64 387 588 907
Domestic 753 677 456 446 3,102 343 -64 387 588 907
Budget lending 657 170 111 135 150 185 185 185 185 221
Deposits (NBG and commercial banks) 96 507 346 311 2,952 158 -249 202 403 686
Financial privatization 0 0 0 0 0 0 0 0 0 0
Net incurrence of liabilities ("+": increase in liabilities) 1,117 1,534 1,364 1,631 7,219 2,751 1,561 1,857 1,981 2,249
Domestic 377 891 898 707 1,142 760 960 1,160 1,360 1,660
Securities other than shares 377 891 898 707 1,142 760 960 1,160 1,360 1,660
Loans 0 0 0 0 0 0 0 0 0 0
Foreign 740 643 467 924 6,078 1,991 601 697 621 589
Loans 740 643 467 924 6,078 1,991 601 697 621 589
Memorandum items:
Nominal GDP 44,599 45,185 50,002 49,199 50,303 54,505 59430 64,737 70320 76,147
Public debt 18426 21,626 21,343 23542 31466 31645 32,129 33,879 35861 38,183
End-year government deposits 1,108 1,615 1,454 1,926 4,405 4,563 4314 4,516 4919 5,605
Operating balance 2,265 2,503 2,831 2,140  -1,036 842 1,026 1,180 1,253 1,306
Net lending / borrowing (excluding privatization) -595 -1,027  -1114 -1,415 -4268 -2,658 -1,874 -1,720 -1,647 -1,594
Augmented Net lending / borrowing (Program definition) 3/ -1,021 -1,027  -1,019 -1,320 -4,268 -2,593 -1,809 -1,655 -1,578 -1,562
Cyclically-adjusted primary balance (Program definition) -335 -258 -350 -412 -3,317  -1,512 -821 -634 -422 -301

Sources: Ministry of Finance; and Fund staff estimates.

1/ Includes cash outflows due to tax credit refunds.
2/ Includes wages and salaries in the education sector.

3/ Augmented Net lending / borrowing (Program definition) = Net lending / borrowing - Budget lending.
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Table 3b. Georgia: General Government Operations, GFSM2001 2018-25
(In percent of GDP)

2018 2019 2019 2019 2020 2020 2020 2021 2022 2023 2024 2025
EFF 5th EFF 5th
EFF 5th Review EFF 5th Review
Actual Review New GDP Review New GDP Projections
Revenue 264 286 264 26.7 276 254 241 247 251 253 254 254
Taxes 234 255 235 237 249 229 214 222 227 229 23.0 231
Taxes on income, profits, and capital gains 8.9 9.6 8.8 87 9.7 8.9 8.1 82 8.6 8.8 8.9 8.9
Payable by individuals 73 77 7.1 7.0 77 7.1 6.3 6.5 6.9 7.1 72 7.2
Payable by corporations 1.7 19 1.7 17 2.0 18 18 1.7 1.7 1.7 1.7 1.7
Taxes on property 1.0 1.1 1.0 0.9 1.1 1.0 0.9 0.9 0.9 0.9 0.9 0.9
Taxes on goods and services 13.2 145 134 135 139 12.8 124 13.0 133 133 133 133
General taxes on goods and services (VAT) 9.9 11.6 10.7 10.5 111 10.2 9.6 10.1 10.3 103 103 103
Excises 33 3.0 27 3.0 29 26 2.8 29 3.0 3.0 3.0 3.0
Taxes on international trade 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.1 0.1 0.1 0.1
Other taxes 1/ 0.1 0.2 0.2 04 0.1 0.1 -0.2 -0.1 -0.2 -0.2 -0.2 -0.2
Grants 0.8 0.8 07 0.8 04 04 0.9 0.6 0.5 0.5 0.5 04
Other revenue 22 23 2.1 2.1 23 2.1 19 1.9 1.9 1.9 1.9 19
Total Expenditure 272 305 28.1 285 30.0 276 323 291 279 276 274 271
Expense 213 23.1 213 21.0 232 214 26.2 232 234 235 236 237
Compensation of employees 38 4.0 3.6 36 3.8 35 37 37 36 36 36 36
Use of goods and services 36 35 33 33 35 33 34 34 33 32 32 32
Interest 1.2 14 13 1.2 1.5 14 15 1.6 1.5 1.6 1.6 1.7
External 0.6 0.8 07 0.6 07 0.7 0.8 0.6 0.6 0.6 0.6 0.5
Domestic 0.6 0.6 0.6 0.6 0.8 0.7 0.8 09 1.0 1.0 1.1 1.1
Subsidies 1.9 2.1 2.0 2.0 2.1 2.0 3.1 20 20 1.9 1.9 1.9
Grants 0.1 03 0.3 03 0.3 03 03 03 03 03 03 03
Social benefits 84 9.2 8.4 8.4 94 8.7 11.8 9.7 9.8 9.9 9.9 10.0
Other expense 2/ 24 26 24 23 2.5 23 24 25 29 3.1 3.1 31
Net acquisition of nonfinancial assets 59 74 6.9 75 6.8 6.2 6.1 6.0 4.5 4.1 38 35
Increase (capital spending) 6.4 7.8 7.2 79 7.2 6.7 6.4 6.4 49 4.5 4.1 38
Decrease (privatization proceeds) -0.5 -04 -03 -0.4 -05 -0.4 -0.3 -0.5 -0.4 -04 -04 -0.3
Net lending / borrowing before adjustment -0.8 -1.9 -1.7 -1.8 -24 -2.2 -8.2 -4.4 -2.7 -2.3 -2.0 -1.8
Unidentified measures 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net lending / borrowing -0.8 -1.9 -1.7 -1.8 -24 -2.2 -8.2 -4.4 -2.7 -23 -2.0 -1.8
Change in net financial worth, transactions -0.8 -1.9 -1.7 -1.8 -24 -2.2 -8.2 -4.4 -2.7 -23 -2.0 -1.8
Net acquisition of financial assets ("+": increase in assets) 1.7 1.5 14 09 09 0.8 6.2 0.6 -0.1 0.6 0.8 1.2
Domestic 1.7 15 14 09 0.9 0.8 6.2 0.6 -0.1 0.6 0.8 12
Budget lending 1.5 04 03 0.2 03 03 03 03 0.3 03 03 03
Deposits (NBG and commercial banks) 0.2 1.1 1.0 0.7 0.6 0.6 59 03 -04 03 0.6 0.9
Financial privatization 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Net incurrence of liabilities ("+": increase in liabilities) 25 34 3.1 27 33 3.1 14.4 5.0 26 29 2.8 3.0
Domestic 0.8 20 1.8 1.8 14 13 23 14 1.6 1.8 19 22
Securities other than shares 0.8 2.0 18 18 14 13 23 14 1.6 1.8 19 22
Loans 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Foreign 1.7 14 13 09 1.9 1.7 121 37 1.0 1.1 0.9 0.8
Loans 1.7 14 13 09 1.9 1.7 121 37 1.0 1.1 0.9 0.8
Memorandum items:
Nominal GDP (in millions of GEL) 44,599 45,185 49,024 50,002 49,199 53,364 50,303 54505 59,430 64,737 70320 76,147
Public debt 413 479 441 427 479 441 62.6 58.1 54.1 523 51.0 50.1
End-year government deposits 25 EXS 33 29 39 3.6 8.8 84 73 7.0 7.0 74
Operating balance (before adjustment) 5.1 55 5.1 5.7 43 4.0 -2.1 15 17 1.8 18 17
Net lending / borrowing (excluding privatization) -13 -2.3 -2.1 -22 -29 =27 -8.5 -4.9 -32 =27 -23 -2.1
Augmented Net lending / borrowing (Program definition) 3/ -23 -23 -2.1 -2.0 =27 -2.5 -85 -4.8 -3.0 -2.6 =22 -2.1
Cycdlically-adjusted primary balance (Program definition) -0.8 -0.6 -0.5 -0.7 -0.8 -0.8 -6.6 -2.8 -14 -1.0 -06 -04

Sources: Ministry of Finance; and Fund staff estimates.

1/ Includes cash outflows due to tax credit refunds.
2/ Includes wages and salaries in the education sector.

3/ Augmented Net lending / borrowing (Program definition) = Net lending / borrowing - Budget lending.
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Table 4. Georgia: Monetary Survey, 2018-21

2018 2019 2020 2021
Projections
June Dec June Dec June Dec

Central Bank (In billions of lari)

Net foreign assets 42 4.7 45 29 36 3.1 39
Gross international reserves 8.8 10.7 10.1 10.2 11.9 9.8 11.0
Other foreign assets 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Foreign currency liabilities -4.6 -6.0 -5.6 -73 -8.2 -6.8 -7.1

Of which : use of Fund resources -0.4 -0.6 -0.7 -1.5 -1.9 -1.9 -1.9
Of which : compulsory reserves in USD -3.6 -4.8 -4.2 -43 -4.5 -3.8 -4.5

Net domestic assets 0.0 -0.5 0.1 1.5 1.6 2.1 2.1

Net claims on general government -0.1 0.4 -04 -25 -2.8 -3.6 -2.6

Claims on general government (incl. T-bills) 0.6 0.8 1.0 13 16 1.8 2.0
Nontradable govt. debt 0.3 0.2 0.2 0.2 0.2 0.2 0.2
Securitized debt (marketable) 04 0.6 0.8 1.0 13 15 17
Deposits -0.8 -0.5 -1.5 -3.8 -4.4 -5.3 -4.6
Claims on rest of economy 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Claims on banks 19 13 3.1 6.2 6.7 7.6 6.6
Bank refinancing (incl. swap lines) 19 14 3.1 6.3 6.7 77 6.7
Certificates of deposits and bonds -0.1 -0.1 -0.1 -0.1 -0.1 -0.1 -0.1
Other items, net -1.7 -2.2 -2.5 -2.2 -2.2 -1.9 -1.9

Banking System (In billions of lari)

Net foreign assets -1.0 -24 -3.2 -4.2 -34 -4.4 -3.7
NBG 7.8 9.5 8.7 8.0 9.2 73 8.4
Commercial banks -8.8 -11.9 -11.9 -12.2 -12.6 -11.6 -12.1

Net domestic assets 22.0 24.8 27.6 27.7 287 28.6 319
Domestic credit 276 29.8 328 32.8 32.1 313 34.0

Net claims on general government 14 1.5 13 -0.9 -1.1 -1.5 -0.5
Of which : government deposits at NBG -0.8 -0.5 -1.5 -3.8 -4.4 -5.3 -4.6
Of which : T-bills at commercial banks 2.8 35 3.8 4.6 5.0 55 5.8

Private credit 26.2 283 314 337 333 32.8 345

Other items, net -5.6 -5.1 -5.1 -5.2 -35 -2.7 -2.1

Broad money (M3) 21.0 224 244 23.5 25.3 242 28.2
(Broad money, percent change year on year) 14.0 236 16.1 4.8 3.6 3.1 11.5
Lari Broad money (M2) 9.7 10.5 113 10.5 119 124 144

Currency held by the public 27 3.0 32 3.0 39 38 4.6
Lari resident deposits 6.9 7.5 8.1 7.5 8.1 8.6 9.8

Resident foreign exchange deposits 113 119 131 129 134 11.7 13.8

Sources of funds of commercial banks 31.1 354 38.0 371 38.5 36.1 39.8
Resident deposits 18.3 194 21.2 204 214 20.4 236
Non-resident deposits 4.2 4.6 4.8 49 49 4.5 4.5
Other foreign liabilities 8.6 113 12.0 11.8 12.2 113 11.8

Uses of funds of commercial banks 311 354 38.0 371 385 36.1 39.8
Reserves 7.2 8.1 83 8.0 8.2 7.2 79
Domestic credit 27.8 29.4 332 353 35.0 349 36.6
Lari domestic credit 13.1 137 16.1 17.5 17.8 18.3 19.6
Fx domestic credit 14.6 15.7 171 17.8 17.2 16.6 17.0
Other foreign assets 0.7 0.8 0.9 0.8 0.8 0.8 0.8
Other items, net -39 -2.2 -35 -6.3 -4.7 -5.9 -4.7
Broad money (M3) 471 473 48.8 46.8 50.3 44.1 474
Lari Broad money (M2) 21.7 22.2 22.6 21.0 23.7 22.7 24.2
Currency held by the public 6.2 6.3 6.5 6.1 7.7 6.9 7.7
Non-resident deposits (percent of total deposits) 16.5 16.8 16.4 17.0 16.4 15.9 141
Private credit (Percent change, year on year) 19.3 233 19.9 19.3 5.9 -2.7 3.6
Private credit 58.8 59.8 62.9 67.3 66.2 59.8 58.0
Nominal GDP (billions of lari) 446 473 50.0 50.2 50.3 549 594

Sources: National Bank of Georgia; and Fund staff estimates.
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Table 5. Georgia: Financial Soundness Indicators, 2016-19
(In percent, unless otherwise indicated)

2016 2017 2018 2019
Mar Jun Sep Dec
Capital Adequacy
Capital to risk-weighted assets 1/ 151 19.1 184 19.1 18.2 19.0 19.5
Regulatory Tier | capital to risk-weighted assets 10.5 14.0 135 14.1 13.6 144 14.6
Nonperforming loans net of provisions to capital 7.3 6.4 6.4 73 8.0 6.8 5.2
Leverage ratio 2/ 18.3 18.2 18.5 19.2 17.9 18.6 19.0
Asset Quality
Nonperforming to total gross loans 3/ 34 2.8 2.7 3.0 29 2.6 19
Nonperforming to total gross loans 4/ 73 5.9 5.5 5.9 5.7 5.3 4.4
Substandard and restructured loans to total gross loans 5/ 21.2 173 153 15.9 15.5 15.1 12.9
Specific provisions to total loans 3.6 2.8 25 2.7 2.6 24 19
Sectoral distribution of loans to total loans
Residents 97.8 97.6 97.4 97.5 974 97.5 97.4

Deposit-takers 0.2 0.1 0.0 0.3 0.6 0.1 0.1

Other financial corporations 14 09 0.7 0.6 0.0 0.5 0.0

Nonfinancial orporations 50.1 474 46.3 46.7 475 48.4 49.8

Other domestic sectors 6/ 46.1 49.2 50.5 49.8 493 484 475

Non-residents 2.2 24 2.6 2.5 2.6 2.5 2.6

Earnings and Profitability
Return on assets (ROA) 31 3.1 3.0 24 2.1 24 25
Return on equity (ROE) 221 233 233 18.0 16.2 189 20.3
Interest margin to gross income 58.0 58.9 61.0 61.4 60.3 58.7 58.1
Non-interest expenses to gross income 49.8 51.8 49.6 51.0 53.7 52.5 52.9
Liquidity
Liquid assets to total liabilities ratio 22.8 21.3 216 229 23.2 229 19.6
Liquid assets to total short-term liabilities 7/ 34.0 321 27.1 29.1 28.5 283 24.2
Loan-to-deposit ratio (in percent) 8/ 111.4 112.6 115.6 115.9 116.6 17.7 121.7
Foreign Currency Position and Dollarization
Deposit dollarization (residents) 69.9 63.7 62.1 61.7 61.2 61.6 619
Loans in foreign exchange to total loans 65.4 57.1 57.1 56.5 56.5 55.2 55.2
Net foreign assets to total assets -15.0 -14.9 -18.3 -19.8 -21.3 -20.1 -18.9
Net open foreign exchange position to regulatory capital 44 4.2 5.2 0.1 -1.7 -0.3 0.2
Borrowed funds from abroad-to-GDP ratio 9/ 15.3 16.5 16.2 14.4 16.7 16.5 19.1
Other
Loans collateralized by real estate to total loans 59.2 59.0 62.0 63.2 64.0 65.5 64.9
Memorandum items
Georgia EMBIG Sovereign Spread 343 199 252 246 214 187 157
Georgia EMBIG Sovereign Yield 5.0 3.9 5.3 49 4.2 3.6 3.1

Source: National authorities and IMF staff calculations.
1/ Basel lIl definition.

2/ Defined as the ratio of total capital to total liabilities; an increase in the ratio indicates an improvement.

3/ IMF definition for NPLs: includes loans in doubtful and loss categories (categories overdue 90 days or more).

4/ National definition: NPLs are defined as loans in substandard, doubtful, and loss loan categories.
5/ Includes watch, non-standard, doubtful, bad, and restructured loans.

6/ Includes households and individual entrepreneurs.

7/ Ratio of liquid assets to 6-month and shorter maturity liabilities.

8/ Loans and deposits from the banking sector.
9/ Borrowed funds include subordinated debt.
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Table 6. Georgia: External Debt Sustainability Framework, 2016-2025
(In percent of GDP, unless otherwise indicated)

Actual Projections
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 Debt-stabilizing
non-interest
current account 7/

Baseline: External debt 1/ 843 85.0 822 85.0 1109  100.6 92.8 88.7 85.0 81.6 -2.7
Change in external debt 5.7 0.7 -2.8 2.8 259 -10.3 -7.8 -4.1 -37 -34
Identified external debt-creating flows (4+8+9) 33 =77 -4.7 -0.7 104 -1.7 -4.9 -4.8 -4.6 -44
Current account deficit, excluding interest payments 8.1 42 2.7 0.8 6.5 33 2.0 29 2.6 24
Deficit in balance of goods and services 15.2 11.0 10.6 8.8 134 10.0 8.5 88 79 7.3
Exports 411 46.9 50.7 54.0 386 421 458 48.0 484 48.0
Imports 56.3 579 614 62.8 52.0 52.1 54.3 56.9 56.3 55.2
Net non-debt creating capital inflows (negative) -8.1 -10.1 -4.9 -5.3 -4.9 -5.3 -5.5 -5.6 -5.6 -5.6
Automatic debt dynamics 2/ 33 -1.8 -2.5 3.8 8.8 0.3 -14 =21 -1.6 -1.2
Contribution from nominal interest rate 43 38 4.0 43 49 4.1 39 2.8 29 2.9
Contribution from real GDP growth -2.3 -3.8 -3.8 -4.2 4.0 -3.8 -53 -4.9 -4.5 -4.1
Contribution from price and exchange rate changes 3/ 13 -1.8 =27 37
Residual, incl. change in gross foreign assets (2-3) 4/ 24 84 1.8 35 15.5 -8.6 -29 0.7 0.9 1.0
External debt-to-exports ratio (in percent) 204.9 1814 162.0 157.5 287.3 239.1 202.8 184.7 175.6 170.0
Gross external financing need (in billions of US dollars) 5/ 5.1 5.1 5.4 5.1 55 4.8 4.6 4.8 4.8 4.8
in percent of GDP 339 314 305 28.8 10-Year 10-Year 364 269 23.0 216 20.0 184

Scenario with key variables at their historical averages 6/ 110.9 113.8 118.0 122.0 125.6 129.0 -6.6

Historical ~ Standard
Key Macroeconomic Assumptions Underlying Baseline Average Deviation

Real GDP growth (in percent) 29 4.8 48 5.1 49 15 -4.0 4.0 6.0 5.8 55 52
GDP deflator in US dollars (change in percent) -1.6 22 33 -4.4 0.2 8.2 -10.9 12.0 7.6 34 3.0 2.6
Nominal external interest rate (in percent) 56 4.9 52 53 52 04 49 43 4.4 33 3.6 37
Growth of exports (US dollar terms, in percent) 1.0 222 174 7.2 12.3 136 -39.0 273 239 149 9.5 7.0
Growth of imports (US dollar terms, in percent) -20 10.1 15.0 32 84 12.0 -29.3 16.9 18.7 14.6 76 59
Current account balance, excluding interest payments -8.1 -4.2 =27 -0.8 -5.9 3.0 -6.5 -33 -2.0 -29 -2.6 -24
Net non-debt creating capital inflows 8.1 10.1 49 53 6.8 2.0 49 53 5.5 5.6 5.6 5.6

1/ Excludes intercompany loans.

2/ Derived as [r - g - r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,
e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

3/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation

(based on GDP deflator).

4/ For projection, line includes the impact of price and exchange rate changes.
5/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

6/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

7/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels

of the last projection year.
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Table 7. Georgia: External Vulnerability Indicators, 2018-25

2018 2019 2020 2021 2022 2023 2024 2025

Actual Prel. Projections

Value of exports of goods and services, percent change 174 7.2 -39.3 273 239 14.9 9.5 73
Value of imports of goods and services, percent change 15.0 32 -296 17.2 18.7 14.6 7.6 5.9
Terms of trade (deterioration - ) -5.1 2.6 1.8 3.9 2.0 14 1.9 14
Current account balance (percent of GDP) -6.8 -5.1 -11.3 -7.5 -6.0 -5.8 -5.6 -5.3
Capital and financial account (percent of GDP) 74 7.0 94 7.2 71 7.2 6.7 6.1
External public debt (percent of GDP) 317 334 52.0 473 425 399 37.7 357

(in percent of exports of goods and services) 62.5 619 1352 1129 933 83.5 78.1 744
Debt service on external public debt

(in percent of exports of goods and services) 4.5 438 7.5 5.9 5.1 47 4.6 44
External debt (percent of GDP) 1/ 82.2 85.0 1114 102.2 94.2 90.0 86.2 82.6

(in percent of exports of goods and services) 162.0 157.5 289.8 243.8 206.6 188.1 178.6 172.5
Debt service on MLT external debt

(in percent of exports of goods and services) 19.3 19.3 25.5 19.0 16.2 13.1 134 13.6

Source: Fund staff estimates and projections.
/1 Excluding intercompany loans.
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Table 8. Georgia: Proposed Schedule of Reviews and Available Purchases

Availability Date

Amount of Purchase

Condition (SDR

(Percent

millions) of quota)

12-Apr-17
27-Oct-17

13-Apr-18

26-Oct-18

12-Apr-19

25-Oct-19

12-Apr-20

25-Oct-20

20-Mar-21

Total available

Approve the 36-month EFF 30
Complete the first review based on end- 30
June 2017 performance criteria and other

relevant performance criteria

Complete the second review based on end- 30
December 2017 performance criteria and
other relevant performance criteria

Complete the third review based on end- 30
June 2018 performance criteria and other
relevant performance criteria

Complete the fourth review based on end- 30
December 2018 performance criteria and
other relevant performance criteria

Complete the fifth review based on end- 30
June 2019 performance criteria and other
relevant performance criteria

Complete the sixth review based on end- 147
December 2019 performance criteria and

other relevant performance criteria

Complete the seventh review based on 79
end-June 2020 performance criteria and

other relevant performance criteria

Complete the eigth review based on end- 78
December 2020 performance criteria and

other relevant performance criteria

484

14.3
14.3

14.3

14.3

14.3

14.3

70.0

373

37.2

230.0

Source: Fund staff estimates and projections.
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Table 9. Georgia: Gross External Requirement, 2018-25
(In millions of U.S. Dollars)

2018 2019 2020 2021 2022 2023 2024 2025
Projections
Total financing requirement 2444 2,059 3659 2,769 2,271 2432 2635 2815
Current account deficit 1,191 897 1,714 1,326 1,203 1,281 1,342 1,366
Medium and long-term debt 1,231 1,288 968 895 967 1,037 1,146 1,237
Private 1,004 1,003 647 579 621 675 753 830
Banks 603 713 335 183 204 237 292 348
Corporates 401 290 312 396 417 438 461 482
Public 227 285 321 316 347 363 393 407
Others (net) 21 -126 977 548 100 113 147 212
Total financing sources 2,387 2,186 2,073 2,246 2,502 2,747 2,891 3,028
Capital transfers 77 48 71 73 71 70 69 67
Direct investment, net 925 986 736 928 1,105 1,231 1,340 1,446
Medium and long-term debt 1,470 1,110 1,340 1,265 1,321 1,438 1,474 1,505
Private 1,102 734 679 762 770 838 870 899
Banks 935 639 576 479 495 542 569 594
Corporates 167 95 103 284 275 296 301 305
Public (only project loans) 368 376 661 502 550 600 604 607
Short-term debt (net) -85 43 -75 -19 5 7 9 9
Increase in gross reserves 278 202 27 45 231 314 255 213
Rescheduled debt and arrears clearance -165 121 0 0 0 0 0 0
Errors and omissions -31 -50 0 0 0 0 0 0
Total financing needs 202 247 1,613 568 0 0 0 0
Official financing 202 247 1,613 569 0 0 0 0
IMF 27 35 313 96 0 0 0 0
Prospective purchases 84 83 313 99 0 0 0 0
Repurchases -57 -48 0 -3 0 0 0 0
Official creditors 174 212 1,301 473 0 0 0 0
World Bank 0 0 50 0 0 0 0 0
EU 17 0 22 0 0 0 0 0
Others 157 212 162 120 0 0 0 0
COVID-19 related Donor Committed Assurances 0 0 1,067 353 0 0 0 0
Memorandum items:

Gross international reserves 3,289 3,506 3,533 3,578 3809 4,123 4379 4,591
in months of next year GNFS imports 4 5 5 4 4 4 4 4
in percent of short-term debt at remaining maturity 79 94 99 91 88 88 87 88
in percent of IMF Composite measure (floating) 95 99 104 99 98 101 103 105

EFF in percent of total official financing 14 14 19 17

Sources: National Bank of Georgia, Ministry of Finance; and IMF staff estimates.
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Table 10. Georgia: Indicators of Fund Credit, 2019-25
(In millions of SDR)

2019 2020 2021 2022 2023 2024 2025
Actual Projections
Existing Fund credit
Disbursements (EFF) 60.0 0.0 0.0 0.0 0.0 0.0 0.0
Stock 1/ 180.0 180.0 177.5 165.0 142.5 112.5 82.5
SBA and EFF 180.0 180.0 177.5 165.0 142.5 112.5 825
Obligations 38.1 2.3 45 14.4 243 315 312
SBA and EFF 38.1 2.3 45 14.4 243 315 312
Principal (repurchases) 35.0 0.0 2.5 125 22.5 30.0 30.0
Interest charges 3.1 2.3 2.0 1.9 1.8 1.5 1.2
Prospective purchases
Disbursements 0.0 226.0 78.0 0.0 0.0 0.0 0.0
Stock 1/ 0.0 226.0 3040 3040 3040 2918 2476
Obligations 2/ 0.0 2.0 4.6 5.0 4.7 16.5 474
Principal (repurchases) 0.0 0.0 0.0 0.0 0.0 123 442
Interest charges 0.0 2.0 4.6 5.0 47 43 32
Stock of existing and prospective Fund credit 1/ 180.0 4060 4815 469.0 4465 4043 330.1
In percent of quota 3/ 85.6 1930 2288 2229 2122 1921 156.9
In percent of GDP 1.4 37 38 3.2 2.8 24 1.8
In percent of exports of goods and nonfactor services 2.6 9.6 9.0 71 5.9 49 37
In percent of gross reserves 71 159 18.7 17.1 151 129 10.1
In percent of public external debt 4.2 71 8.0 7.6 71 6.3 5.0
Obligations to the Fund from existing and prospective
Fund credit 381 44 9.0 19.4 29.0 48.0 78.5
In percent of quota 18.1 2.1 43 9.2 13.8 22.8 37.3
In percent of GDP 0.3 0.0 0.1 0.1 0.2 0.3 04
In percent of exports of goods and nonfactor services 0.5 0.1 0.2 03 04 0.6 0.9
In percent of gross reserves 1.5 0.2 0.3 0.7 1.0 1.5 24
In percent of public external debt service 11.5 14 29 5.8 8.2 12.7 20.1

Source: Fund staff estimates and projections.

1/ End of period.
2/ Repayment schedule based on repurchase obligations and GRA charges. Includes service charges.
3/ Quota increased to SDR 210.4 million in February, 2016.
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Annex l. Risk Assessment Matrix'

GEORGIA

Relative Expected Impact on the
Source of Risks Likelihood/Time Economy if Risks Policy Response
Horizon Materialize
Global Shocks
More protectionism. Pandemic- High

prompted protectionist actions (e.g.,
export controls) stay in place and

Short to Medium

Protectionism could

Allow the exchange rate to
adjust to accommodate the

deteriorating economic conditions re- Term jeopardize Georgia's plans | shock.
ignite broader protectionist measures. to diversify its economy
and become a regional Consider utilizing fiscal
transit hub. A reduction in space to soften the
exports and FDI would negative impact on
reduce growth. An increase | growth if output gap turns
in external imbalances negative.
would put pressure on the
lari. Monetary policy space will
be constrained by the
need to maintain
confidence in the currency
and keep inflation
expectations anchored.
Prolonged Covid-19 outbreak. High High
Containment measures remain in place
(in some places intensify or need to be Short Term Short Term Allow the exchange rate to
re-introduced) through early 2021. A disruption in tourism | adjust to accommodate the

Longer containment and uncertainties
about the intensity and the duration of
the outbreak reduce supply (including
through global value chains’ disruption)
and domestic and external demand.
Deteriorating economic fundamentals
and the associated decline in risk
appetite result in a second wave of
financial tightening (amplified as hidden
fragilities are unmasked) and in debt
service and refinancing difficulties for
corporates and households. Rising
bankruptcies translate into financial
institutions’ losses, forcing them to cut
credit, with further adverse implications
for growth. Concerns about public debt
sustainability mount, and EMs and

flows (notably countries like

Iran and Russia), export
demand and financial
tightening  could  hurt

growth and increase the
pressure on the balance of
payments.

shock.

Adopt targeted fiscal
stimulus measures for
industries and companies
affected by the outbreak.

Consider regulatory
flexibility for coronavirus
related liquidity
difficulties.

Continue to diversify
tourism flows to build
economic resilience.

1 Prepared by S. Saksonovs. The Risk Assessment Matrix (RAM) shows events that could materially alter the
baseline path (the scenario most likely to materialize in the view of IMF staff). The relative likelihood is the staff's
subjective assessment of the risks surrounding the baseline (“low” is meant to indicate a probability below 10
percent, “medium” a probability between 10 and 30 percent, and "high” a probability between 30 and 50
percent). The RAM reflects staff views on the source of risks and overall level of concern as of the time of
discussions with the authorities. Non-mutually exclusive risks may interact and materialize jointly. “Short term”
and "medium term” are meant to indicate that the risk could materialize within 1 year and 3 years, respectively.
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Relative Expected Impact on the
Source of Risks Likelihood/Time Economy if Risks Policy Response
Horizon Materialize
frontier economies experience a greater
number of sudden stops.
Georgia-Specific Risks
Financial risks. As a result of one of the High
global shocks above, exchange rate Short Term Maintain tight monetary
could depreciate rapidly undermining Rapid depreciation in a policy to ensure
confidence in the currency and highly dollarized economy | confidence in the currency
increasing inflation expectations. could hurt growth and and keep inflation
threaten financial stability expectations anchored.
as households and firms
struggle to repay loans. Strengthen the resolution
Higher inflation and framework to ensure that
depreciation expectations financial stability
could result in a vicious challenges can be
cycle of loan conversions addressed.
putting further pressure on
the currency. Adjust macroprudential
measures to avoid an
undue tightening of
financial conditions.
Fiscal risks. Materialization of High
contingent liabilities/fiscal risks could Short to The need to cover Continue improving SOE

put pressure on the deficit.

Medium Term

contingent liabilities could
result in lower capital
spending or lower current
spending, which has
already been significantly
compressed.

governance and fiscal risk
management practices.

Utilize fiscal buffers
accumulated due to
capital markets
development strategy.

Political risks. Political backlash or/and
reform fatigue could undermine efforts
to undertake structural reforms.

Short to
Medium Term

Policy uncertainty could
undermine confidence and
hurt growth.

Maintain macroeconomic
policy discipline.

Strengthen social safety
nets to protect the most
vulnerable segments of
the population and ensure
that growth is sufficiently
inclusive.
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Annex ll. Georgia: External Sector Assessment!'

Georgia’s external position in 2019 was broadly consistent with fundamentals and desired policies, as
persistently large and negative Net International Investment Position (NIIP) offset improvements in the
current account balance. Driven by the trade balance, the current account deficit narrowed to a record
low (5.7 percent of GDP). The completion of major FDI-related projects helped contain imports and the
NIIP. Reserves coverage reached 99 percent of the ARA metric in 2019, boosted by the NBG's FX
intervention in 2019H1, larger-than-expected inflows, and lower-than-expected government FX
expenditures. The COVID-19 shock is expected to widen the current account in 2020, exacerbate
pressures on the NIIP and reserves, and weaken the external position. In the aftermath of the shock,
the current account deficit is projected to gradually narrow to 5.3 percent of GDP by 2025. Continued
prudent fiscal policy, exchange rate flexibility, and structural reforms implementation remain essential
to safeguarding external sustainability over the medium-term.

Current Account and Real Exchange Rate Developments

1. The 2019 current account (CA) narrowed significantly despite slower-than-envisaged
growth in tourism receipts. The narrowing of the P
2019 CA deficit—by 1.7 percentage of GDP y/y and by (In percent of GDP)

0.4 percent of GDP compared to the Fifth Review—was | .
supported by merchandise export growth 10

0

-2

sLlanakilip

(12.2 percent y/y), and a substantial deceleration in 712 6
import growth (to 1.8 percent y/y, from 15.1 percent -20 ! !’! !E 8

y/y in 2018), driven by lower oil prices and imports of 20

. . . 40 -12
capital goods.2 Travel receipts substantially 2018 2019 2020 2021 2022 2023 2024 2025
decelerated to 1.4 percent y/y in 2019 (from T ypnefer (exd remitances nflows)

19 percent y/y in 2018).3 Remittances grew by 5.9 — Service (excl. ravels receipts)
=" Travel receipts
percent y/y, slower than in 2018 (15.3 percent). E==d Income

B Trade balance
e e e Current Account Balance (RHS)

2. The COVID-19 shock is expected to widen Source:NBS, GeoStat and MP staffdacuztons.

the current account deficit substantially in 2020. The current account is projected to widen to
11.3 percent of GDP in 2020, driven by a decline in merchandise exports (by 24 percent y/y) and
tourism revenue (by 65 percent y/y). Imports are expected to decline (by 21 percent y/y) due to
economic slowdown and lower oil prices. Over the medium term, the current account is expected to
decline to 5.3 percent of GDP, assuming a recovery in exports and tourism, and a timely

' Prepared by N. Noumon.

2 The analysis uses the revised national accounts. Nominal GDP in 2018 was revised up by 8.6 percent, narrowing of
the current account deficit by 0.6 percent of GDP in 2018.

3 Receipts from Russian tourists declined by 8.1 percent y/y due to the ban on direct flight from Russia; receipts from
Iranian tourists declined by 54 percent y/y following the tightening of visa requirements.
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implementation of structural reforms to diversify the economy and increase domestic savings and
competitiveness.*

3. After partially recovering from the Exchange Rates Dynamics
expectation-driven exchange rate depreciation 10 (December2017=100
of 2019H2, the lari sharply depreciated due to 115

the COVID-19 shock. In 2019, the lari depreciated
on average by 5.1 percent and 5.4 percent in
nominal and real effective terms, respectively. The
lari depreciation was attributable to depreciation
expectations, exacerbated by the ban on direct 9
flights from Russia effective since July 2019, and 90
increased political and geopolitical uncertainty. The
NBG's FX sales and policy tightening to curb Source: NationalBankof Georoa andIMF staffcalcuiations
inflationary expectations helped reverse the g‘uitreein‘l;‘““easei“fheREERO”“ENEERmea”Sa"appfeciatiO“O“he
depreciating trend, starting in December 2019.°

Higher inflation driven by nominal depreciation and one-off factors widened the end-2019 inflation
gap with trading partners. In nominal effective terms, the lari strengthened by 5.5 percent from
November 2019 to February 2020, but reversed course with the COVID-19 shock. The NEER
depreciated by 3 percent m/m in March 2020, while the lari depreciated by 11 percent against the
US dollar from end-February to mid-April 2020.

NEER e e = REER

©
c
=}
=

Dec-17
Feb-18
Apr-18
Aug-18
Oct-18
Dec-18
Feb-19
Apr-19
Jun-19
Aug-19
Oct-19
Dec-19
Feb-20

4. The current account deficit and REER gaps widened in 2019. The CA approach of the
IMF's External Balance Assessment (EBA-lite) Methodology suggests a CA gap of 2.8 percent of GDP
in 2019, larger than in the Fourth Review (0 percent of GDP). Given that balance sheet concerns are
of overriding importance, staff puts higher weight on the ES approach in forming the bottom-line
characterization of the external position (15). Using the CA approach, the CA gap, which corresponds
to a REER undervaluation of 6.7 percent, was mostly driven by macro policies as reflected in the
large policy gap. Small residuals (0.03 percent of GDP) suggest that structural bottlenecks not
captured in the model (e.g., a weak education system) had limited contribution to the CA gap.® The
CA model estimates also highlight the need for the authorities to sustain their reforms agenda to
enhance external competitiveness and raise net private savings. Narrowing the CA gap would
require sustained policies and medium-term reforms consistent with prudent fiscal policy and
adequate reserve accumulation.

4 With Georgia's product diversification relatively low, export growth is projected to be mostly sustained by
enhanced export market diversification.

> The NBG sold $93 million in 2019H2 and tightened its policy rate by 250 basis points starting September 2019.
6 The REER index approach generally less accurate suggests a REER gap of 8.8 percent.
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Table 1. Georgia: External Balance Assessment (CA approach), 2019
(Percent of GDP)
2019 2018 2017 2016
CA-Projected -5.1 =17 -8.7 -10.4
Cyclical Contributions (from model) 0.7 0.2 0.2 0.1
Cyclically adjusted CA -5.8 -79 -89 -10.5
CA-Norm -7.9 -1.7 -84 -84
Cyclically adjusted CA Norm -8.6 -7.9 -8.7 -8.5
CA-Gap 2.8 0.0 -0.3 -2.0
o/w Policy gap 2.8 0.2 15 15
Elasticity -0.4 -04 -04 -0.4
REER Gap -6.7 0.0 0.6 5.1
Source: IMF staff calculations.
Notes: CA elasticities to REER are estimated at -0.42.

External Balance Sheets

5. Georgia’'s Net International Investment Position (NIIP) widened in 2019, driven by
higher FDI and portfolio inflows. In end-2019, Georgia’'s gross liabilities to non-residents
exceeded gross foreign assets by 134.1 percent of GDP, with FDI and loans accounting respectively
for about 55.5 percent and 28.2 percent of total liabilities. Georgia’s NIIP widened by 3.2 percent of
GDP y/y driven by higher net FDI inflows (5.6 percent of GDP) and net portfolio inflows (4.0 percent
of GDP), which helped offset lower net other investment inflows (3.3 percent of GDP). FDI liabilities
increased by 4.2 percent of GDP y/y to 108 percent of GDP, mostly driven by reinvested earning. The
external sustainability (ES) approach suggests that the required REER depreciation to stabilize NIIP at
end-2019 level is about 2.6 percent, which implies a CA gap of -1.05 percent. Thus, ES approach
suggests that Georgia external position in 2019 was broadly consistent with fundamentals and
desirable policy settings.
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Net International Investment Position by Category International Liabilities by Category
(In percent of GDP) (In percent of GDP)
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Source: National Bank of Georgia and IMF staff calculations.

Capital and Financial Flows

6. Net FDI and portfolio inflows were the main financial inflows in 2019. In 2019, the
financial account was weaker (by 0.5 percent of GDP y/y), as FDI and portfolio inflows helped
compensate for lower cross-border borrowing and currency deposits outflows. In 2019, net FDI
inflows increased, although at a low growth rate (6.6 percent y/y).” Net portfolio inflows increased
(by 4.2 percent of GDP y/y), partially offsetting declining private net cross-border borrowing (by
1.7 percent of GDP y/y) and net banks’ currency and deposit inflows (by 3.6 percent of GDP y/y).8
The significant increase in portfolio inflows was driven by the banking and corporate sectors taking
advantage of accommodative financial conditions to diversify their sources of funding.’ External
debt stood at 103 percent of GDP in 2019—3.3 percent of GDP higher than in 2018—and consisted
mostly of medium- and long-term debt and intercompany loans.™

7. The COVID-19 shock is expected to substantially deteriorate the financial account in
2020. The increase in global risk aversion caused by the COVID-19 shock is projected to lead to a
decline in net portfolio inflows in 2020 (by about 5.5 percent of GDP y/y). Similarly, net FDI inflows

7 The decline followed the completion of large energy-related projects, in particular the BP pipeline project.

8 Nonresident deposits net outflows were related to the NBG lowering of the minimum FX reserve requirements for
commercial banks from a mandatory 30 percent to 25 percent in October 2020.

9 The two largest commercial banks issued cumulatively $400 million (a Eurobond and a perpetual bond) in
international markets, while a telecommunication company issued $200 million.

91n 2019, intercompany loans represented 19 percent of the total external debt, while medium- and long-term debt
represented about 80 percent of total debt.
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are expected to decline by about 1 percent of GDP y/y. Net outflows are expected to be partially
mitigate additional loans to the private sector and project loans to the public sector, provided by
IFls to face COVID-19 crisis. The BOP financing need caused by the shock—estimated at $1.35 billion
in 2020 and $1.79 billion over 2020-21—is expected to be closed with financing from the IMF and
official donors.

8. Financial flows are expected to recover over the medium term. In the aftermath of the
COVID-19 shock, portfolio inflows are expected to steadily recover, driven by increased private
sector international issuances. As the domestic bond market develops, greater foreign participation
is also expected." Over the medium term and boosted by improved competitiveness from structural
reforms, FDI inflows are projected to gradually increase. External debt (excluding intercompany
loans) is expected to peak at 108.3 percent of GDP in 2020, driven by the higher public sector
borrowing and decline to 73.8 percent of GDP in 2025. Over the medium term, the bulk of Georgian
debt is expected to remain held by IFls and related parties—mostly in concessional terms. External
debt is also expected to remain dominated by medium and long-term debt.

Reserves

9. Gross international reserves reached 99 percent of the ARA metric at the end of 2019
and the end-2019 NIR target was met with a comfortable margin. International reserves stood
at $3.5 billion (20 percent of GDP) at end-2019, supported by the NBG's net FX purchase

($123 million) and lower government FX expenditures (by $26 million y/y) in 2019. GIR was higher
than expected at the time of the Fifth Review (by 3 percent of the ARA metric) owing to higher than
expected program and project financing in 2019Q4 (by $70 million) and lower than expected
outflows (by $97 million). FX reserve requirements and correspondent bank balances’ contributions
to reserve accumulation in 2019 ($136 million) were lower than expected, driven by lower reserve
requirements on FX deposits. The end-2019 NIR at program rates stood at $1,552 million,

$45 million above the adjusted NIR target ($1,507 million), mostly due to lower-than expected
government FX expenditures (by $72 million y/y). The NBG supported NIR accumulation through FX
purchase in 2019H1 ($216 million). However, FX sales ($93 million) in 2019H2, to contain lari
depreciation, slowed the NIR accumulation.

10. GIR is expected to increase in 2020, as augmented IMF and donor financing and FX
swaps proceeds compensate for the expected sharp decline in NIR. In 2020, GIR is projected to
increase to 104 percent of the ARA metric, as additional financing from the IMF and official donors
and FX swap lines more than compensates for the NBG's FX sales. The swap lines are expected to

" The NBG recently implemented key securities markets reforms, including the Georgian Security settlement system
(GSSS) and ClearStream Custody service, which offers Georgian securities to non-resident investors, and are being
underpinned by a set of legal and tax law reforms to support the development of the domestic bond market in line
with IMF TA recommendations. The Primary Dealer model is expected to be introduced by 2021, also with support
from IMF TA.
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temporarily boost GIR by about 9 percent of ARA metric, before being fully reversed by 2022. "> The
significant downside risks to the outlook could trigger further exchange rate depreciation and
pressures on reserves. The more-than-adequate reserve accumulation in 2020, helps mitigate the
heightened uncertainty about the duration and the impact of the COVID-19 shock. In 2020, the NIR
is expected to fall, as the NBG sells FX to curb excessive lari volatility and maintain liquidity in the FX
market. As of April 10, 2020, the NBG had already sold $100 million worth of FX.

Composition of GIR Net International Reserves Flows
(In billions of USD) (In millionsof USD)
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Source: National Bank of Georgia and IMF staff calculations.

11. Georgia’s external position in 2019 was assessed to be broadly consistent with
fundamentals and desired policy settings. The external position in 2019 is assessed to be broadly
in line with fundamentals, reflecting the high NIIP. Following the COVID-19 shock, with widening
current account deficit, the still high NIIP, and increasing pressures on reserves, the external position
in 2020 is expected to deteriorate.

12 Swaps lines were set by the NBG to provide lari liquidity (against FX, for up to $600 million) to commercial banks
and micro financial institutions in need. Half is expected to be used. The swaps have a maturity of one year,
renewable once.
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Annex lll. Georgia: Public Debt Sustainability Assessment'’

Georgia's public debt-to-GDP ratio has been stable in recent years, hovering below 45 percent of GDP.
Public debt is assessed as sustainable despite the sharp increase expected in 2020 due to depreciation
and the fiscal relief package to help finance health and socio-economic measures due to the COVID-
19 pandemic. Fiscal consolidation and higher medium-term growth are expected to put public debt as
a ratio to GDP on a downward path; but debt dynamics are subject to significant FX risks. Main risks
stem from high FX exposure. Efforts to strengthen debt sustainability are proceeding as envisaged
under the program, including by deepening the domestic capital markets and strengthening the
monitoring of fiscal risks raising from PPAs and SOEs.

1. Public debt has remained largely stable in recent years. Gross public debt stood at 42.
percent of GDP at end-2019, having increased by 0.2 percentage points of GDP on average over
2016-19, with deposits rising on average by the same amount. Public debt (net of government
deposits) remained stable. Fiscal discipline and buildup of government deposits, under the EFF
arrangement, has supported reducing public debt and the buildup of government deposits.

2. Despite a substantial increase in 2020, public debt remains sustainable over the
medium term. The authorities are addressing the COVID-19 shock with additional temporary
spending financed by donor grants/loans and domestic borrowing (accommodating a higher deficit
and accumulation of deposits to weather against downside risks), raising public debt above

60 percent of GDP and gross financing needs to around 13 percent of GDP in 2020. From 2021
onwards, the public debt-to-GDP ratio is projected to decline, as one-off spending measures wane
and growth resumes. Gross public debt is expected to reach 51 percent of GDP by 2025 while gross
financing needs average 7.5 percent of GDP in 2022-25. Public debt (net of government deposits) is
projected to decline below 45 percent of GDP in the medium term. The baseline medium-term fiscal
path is realistic and in line with previous program commitments.

3. Public debt remains sustainable in all standardized stress tests. Public debt and gross
financing needs remain below the high-risk thresholds in all standardized macro-fiscal stress tests,
and in the combined macro-fiscal shock. While debt would not stabilize under the constant primary
balance scenario, this scenario is not considered realistic considering the unprecedented external
shock and the authorities' good past record of fiscal discipline.

4, Public debt is sustainable, but exchange rate depreciation would deteriorate debt
dynamics. The government has been successful in securing debt of long-term maturity
(representing over 96 percent of outstanding debt). Debt is vulnerable to exchange rate
depreciation, as ¥ of the public debt is FX-denominated, but the authorities' strategy to deepen the
local capital markets is expected to reduce this share over the medium term. The public debt service
profile is relatively smooth (averaging 7 percent of GDP). In 2021, a $500-million sovereign
Eurobond is maturing, and the authorities are discussing financing options. External gross financing

' Prepared by A. Lagerborg.
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needs are high, but reserves are adequate, and much of the external debt service is owed to official
creditors.

5. The public debt analysis does not incorporate contingent liabilities to the general
government. The coverage of public debt is at the general government level, that faces fiscal risks
from power purchasing agreements and SOEs. Under the EFF arrangement, the authorities have
taken steps to assess, monitor, and report those risks, including by disclosing them in their annual
Fiscal Risk Statement.

42 INTERNATIONAL MONETARY FUND



GEORGIA

Figure 1. Georgia: Public DSA Risk Assessment
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Contingent
Liability shock

Debt level

Contingent

L 2
Gross financing needs Liability Shock

Change in the
Share of Short-
Term Debt

Market

-
Debt profile CE—

Evolution of Predictive Densities of Gross Nominal Public Debt
(in percent of GDP)

Baseline Percentiles: 10th-25th 25th-75th 75th-90th
Symmetric Distribution Restricted (Asymmetric) Distribution
90 100
80 90
70 8
60 70
50 60
0 50
40
30 30 Restrictions on upside shocks:
20 no restriction on the growth rate shock
20 no restriction on the interest rate shock
10 10 0 is the max positive pb shock (percent GDP)
no restriction on the exchange rate shock
0 0
2018 2019 2020 2021 2022 2023 2024 2025 2018 2019 2020 2021 2022 2023 2024 2025
Debt Profile Vulnerabilities
(Indicators vis-a-vis risk assessment benchmarks, in 2019)
[ |Georgia _ - Lower early warning - — - Upper early warning
29%
7%
77%
600 = = = = = ——— - FERE I e i 45 = == == - - §0) = = =
3n 0.7%
bp
P A R N i T e R i el R R ER R S I BV
External Financing Annual Change in Public Debt Held by Public Debt in
EMBIG . Short-Term Public . .
Requirement Debt Non-Residents Foreign Currency
(in basis points) 4/ (in percent of GDP) 5/ (in percent of total) (in percent of total) (in percent of total)

Source: IMF staft.

1/ The cell is highlighted in green if debt burden benchmark of 70% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not baseline,
red if benchmark is exceeded under baseline, white if stress test is not relevant.

2/ The cell is highlighted in green if gross financing needs benchmark of 15% is not exceeded under the specific shock or baseline, yellow if exceeded under specific shock but not

baseline, red if benchmark is exceeded under baseline, white if stress test is not relevant.

3/ The cell is highlighted in green if country value is less than the lower risk-assessment benchmark, red if country value exceeds the upper risk-assessment benchmark, yellow if
country value is between the lower and upper risk-assessment benchmarks. If data are unavailable or indicator is not relevant, cell is white.
Lower and upper risk-assessment benchmarks are:

200 and 600 basis points for bond spreads; 5 and 15 percent of GDP for external financing requirement; 0.5 and 1 percent for change in the share of short-term debt; 15 and 45
percent for the public debt held by non-residents; and 20 and 60 percent for the share of foreign-currency denominated debt.
4/ EMBIG, an average over the last 3 months, .

5/ External financing requirement is defined as the sum of current account deficit, amortization of medium and long-term total external debt, and short-term total external debt at
the end of previous period.
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Figure 2. Georgia: Public DSA - Baseline Scenario
(In percent of GDP, unless otherwise indicated)
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Source: IMF staff.

1/ Public sector is defined as general government.

2/ Based on available data.

3/ EMBIG.

4/ Defined as interest payments divided by debt stock (excluding guarantees) at the end of previous year.

5/ Derived as [(r - m(1+g) - g + ae(1+r)]/(1+g+Tm+gm)) times previous period debt ratio, with r = interest rate; T = growth rate of GDP deflator; g = real GDP growth rate;
a = share of foreign-currency denominated debt; and e = nominal exchange rate depreciation (measured by increase in local currency value of U.S. dollar).

6/ The real interest rate contribution is derived from the numerator in footnote 5 as r - T (1+g) and the real growth contribution as -g.

7/ The exchange rate contribution is derived from the numerator in footnote 5 as ae(1+r).

8/ Includes net budget lending.

9/ Includes asset changes and interest revenues (if any). For projections, includes exchange rate changes during the projection period.

10/ Assumes that key variables (real GDP growth, real interest rate, and other identified debt-creating flows) remain at the level of the last projection year.
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Figure 3. Georgia: Public DSA - Composition of Public Debt and Alternative Scenarios
Composition of Public Debt
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Baseline Scenario 2020 2021 2022 2023 2024 2025 Historical Scenario 2020 2021 2022 2023 2024 2025
Real GDP growth -4.0 4.0 6.0 58 55 52 Real GDP growth -40 49 49 49 49 49
Inflation 5.1 40 30 29 30 29 Inflation 5.1 4.0 30 29 30 29
Primary Balance -6.6 -2.8 -12 -0.7 -03 -0.1 Primary Balance -6.6 -0.1 -0.1 -0.1 -0.1 -0.1
Effective interest rate 36 27 29 32 33 33 Effective interest rate 36 27 26 27 26 25

Constant Primary Balance Scenario
Real GDP growth -4.0 40 6.0 58 5.5 52
Inflation 5.1 4.0 30 29 30 29
Primary Balance -6.6 -6.6 -6.6 -6.6 -6.6 -6.6
Effective interest rate 36 27 3.0 33 35 35

Source: IMF staff.
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Real GDP Growth
(in percent, actual-projection)

Forecast Track Record, versus all countries

Primary Balance
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Figure 4. Georgia: Public DSA - Realism of Baseline Assumptions
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1/ Plotted distribution includes all countries, percentile rank refers to all countries.
2/ Projections made in the spring WEO vintage of the preceding year.

3/ Not applicable for Georgia, as it meets neither the positive output gap criterion

nor the private credit growth criterion.

4/ Data cover annual obervations from 1990 to 2011 for advanced and emerging economies with debt greater than 60 percent of GDP. Percent of sample on vertical axis.0

3-Year Adj in Cyclically-Adj d 3"Yeﬂf A ge Level of Cyclically-Adjusted Real GDP growth
Primary Balance (CAPB) Primary Balance (CAPB) (in percent)
(Percent of GDP) (Percent of GDP) —Georgia
14 — 12 — 8
O Distribution 4/ 3-year CAPB adjustment O Distribution 4/ 3-year average CAPB level
12 - ®Georgia greater than 3 percent of GDP 10 | ®Georgia greater than 3.5 percent of 6
has a percentile in approx. top quartile has a percentile GDP in approx. top quartile
10 1 rankof 11% | g | rankof 7% 4 -
I 1 f 1
8 2+ Not applicable for Georgia
6
6 1 0 R T
4 -
4 4 P
J P
2 4
0w“lwlwlwﬁl‘”H‘r\“‘w;‘qwmww‘‘,\Hm‘g omMNFo‘_& %
3 = 3 2 t5 t4 3 2 1t t+l t+2 t+3 t+d 45

46 INTERNATIONAL MONETARY FUND




GEORGIA

Appendix . Letter of Intent

Ms. Kristalina Georgieva Thilisi, April 24, 2020
Managing Director

International Monetary Fund

Washington, D.C.

Dear Ms. Georgieva:

1. Like many other countries, Georgia has been negatively affected by the COVID-19
pandemic. The outlook for the Georgian economy has worsened. We prioritized containment and
implemented a robust public health response, which has helped limit the number of cases. The
Extended Fund Facility (EFF) arrangement with the IMF, expiring in April 2021, has provided economic
resilience and safeguarded macroeconomic stability. Nonetheless, we need additional assistance to deal
with the impact of the shock and support a robust recovery. We remain committed to the policies
detailed in our Letter of Intent (LOI) and Memorandum of Economic and Financial Policies (MEFP) of
March 27, 2017, updated most recently on December 2, 2019.

2. The COVID-19 pandemic has interrupted our positive economic trajectory. The economy
grew strongly, and the current account deficit reached a historic low in 2019. Real GDP increased by
5.1 percent y/y notwithstanding the ban on direct flights from Russia since July 2019. The current
account deficit was 5.1 percent of GDP largely due to strong export performance and subdued imports
growth. Inflation accelerated to 7 percent (e.o.p.) reflecting nominal effective depreciation of the lari
and excise tax increases. To anchor inflation expectations and limit exchange rate volatility, the NBG
increased the policy rate by 250 basis points from September to December 2019 and sold reserves,
which still stood at $3.5 billion (99 percent of the ARA metric) at end-2019.

3. We have taken far-reaching measures to control the spread of the COVID-19 virus and
limit its economic impact. We declared the state of emergency on March 20™, restricted internal
mobility and closed non-essential activity. We scaled up health spending to care for the sick. The
economic impact has been significant. The standstill in global travel has halted tourism inflows, a
significant income source, and containment measures should slow economic activity significantly.

4. We expect a recession in 2020 and have identified an additional balance of payments
financing gap of $1,790 million over 2020-21, to be covered with IMF and other donor
assistance. The sharp decline in the oil price is expected to lower growth in our key trading partners
and hurt exports and remittances. Combined with containment measures affecting domestic demand,
this is expected to bring growth down to -4 percent this year. Deteriorating trade balance should widen
our current account deficit to 11.3 percent of GDP. At the same time, net financial inflows from private
sources are expected to decline substantially due to rising global risk aversion. With IMF and other
donor assistance, we expect to keep gross international reserves stable at around $3.5 billion

(104 percent of the ARA metric) in 2020. Reserves accumulation will be temporarily supported by the
swaps lines we introduced to manage lari liquidity. The pandemic and containment measures will also
entail revenue losses and substantial fiscal costs, to be financed by reprioritizing spending and
increasing donor financing, including IMF budget support.

INTERNATIONAL MONETARY FUND 47



GEORGIA

5. Most of the conditionality for the Sixth Review was met. All but one of the end-December
20219 quantitative performance criteria (QPCs) were met. We request a waiver of nonobservance for
the ceiling on the augmented general government deficit, which was missed by a small margin

(0.02 percent of GDP). We have also met most structural benchmarks for the Sixth Review under the EFF
arrangement, although some were met with delays. We plan to submit to Parliament the rules-based
mechanism for indexing basic public pensions by end-April 2020. We have consulted with the IMF staff
on the reasons inflation exceeded the inner band of the Inflation Consultation Clause (ICC) in December
2019 and agreed on the policies to bring inflation to target. Two indicative targets (ITs) on primary
current expenditure and the stock of VAT refunds were missed by small amounts.

6. Given the positive performance under the program, and the policies in the enclosed
MEFP, we request the completion of this review, an augmentation of access under the EFF
arrangement of SDR 274 million, and the release of the related disbursement. We intend to
purchase SDR147 million, which will bring total drawings under the arrangement to SDR327 million.
Our program will continue to be monitored through an Inflation Consultation Clause (ICC), QPCs, ITs
with end-June and end-December test dates, and continuous performance criteria. Consistent with our
reform agenda, our program also envisages Structural Benchmarks (SBs). These are set out in Tables 1-
3 of the MEFP (Attachment I) and defined in the attached Technical Memorandum of Understanding
(TMU, Attachment Il). Reviews will continue to be conducted semi-annually. The Seventh Review will be
based on end-June 2020 performance criteria and would take place on or after October 25, 2020.

7. The attached MEFP, updating the previous ones, will enable us to achieve the objectives
of our economic program. We will monitor progress continuously, and we stand ready to take further
measures if needed to reach our objectives. We will continue to consult with the IMF on the adoption of
measures, and in advance of any revisions to policies included in this LOI in accordance with the IMF's
policies on such consultations. We will also provide the IMF with the information for monitoring
program implementation. We authorize the IMF to publish this LOI and its attachments, and the related
Staff Report. These documents will also be posted on the official websites of the Georgian government
after the approval by the IMF Board.

Very truly yours,

/s/
Koba Gvenetadze
Governor of the National Bank of Georgia

/s/ /s/
Natia Turnava Ivane Matchavariani
Minister of Economy and Sustainable Development Minister of Finance

Attachments: 1. Memorandum of Economic and Financial Policies (MEFP); 2. Technical Memorandum of
Understanding (TMU)
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Attachment I: Memorandum of Economic and
Financial Policies

1. This memorandum reports on recent economic developments and updates the economic
and financial policy agenda of the National Bank of Georgia (NBG) and the Government of
Georgia to address economic challenges arising from the COVID-19 pandemic and over the
medium-term.

Macroeconomic Framework

2. The economy is expected to contract in 2020 due to the impact of the COVID-19
pandemic. We expect a sharp contraction in economic activity in 2020Q2-Q3, followed by a
gradual recovery. Growth is projected at -4 percent, 8.3 percentage points lower compared to
the Fifth review projection. Inflation, expected at 3"z percent at end-2020, will remain somewhat
above our three-percent target reflecting nominal depreciation (the lari has depreciated by

10 percent in nominal effective terms since December 2019).

3. We project a balance-of-payment (BOP) financing need of $ 1.8 billion in 2020-21,
to be financed with an EFF augmentation and donor assistance. We have used reserves to
smooth exchange rate volatility. The current account deficit is expected to widen to 11.3 percent
of GDP due to lower tourism receipts and lower growth in our trading partners hurting exports
and remittances. The 2020 financial account is projected to deteriorate significantly (by

5.1 percent of GDP y/y, to 0.4 percent of GDP) due to portfolio and deposits outflows and lower
FDI inflows. As a result, the shock has generated significant BOP financing needs in 2020-21,
considering further needs to use reserves to tame excessive exchange rate volatility. Our foreign
exchange (FX) reserves will remain stable at about 104 percent of the ARA metric in 2020, but will
fall to around 98 percent in 2021 as we unwind currency swaps initiated to provide GEL liquidity
to the economy (see below). To maintain our external buffers, we expect to secure financing from
the IMF and other donors (expected at $1.4 billion in 2020 and $0.4 billion in 2021).

4. The pandemic has imposed substantial fiscal costs, which we expect to finance
mainly by drawing down our deposits and increasing donor borrowing. We expect the
augmented general government deficit (program definition) to be 8.5 percent of GDP in 2020,
compared to the Fifth Review projection of 2.5 percent of GDP. Lower economic activity would
reduce revenues excluding grants (by 3.3 percent of 2020 GDP compared to the Fifth Review
projection). Our fiscal relief package includes temporary, targeted and timely fiscal measures to
address the pandemic and support the economy, including increased health-related expenditure
to deal with the pandemic, higher social transfers, and support to businesses.

5. We expect growth to rebound in 2021 and medium-term growth projections
remain unchanged. We expect growth of 4 percent in 2021, 0.8 percentage points lower than
the Fifth Review projection as tourism and external demand gradually recover after the COVID-
19 pandemic. Medium-term growth projections remain unchanged owing to the steadfast
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implementation of our structural reforms and infrastructure investment. Inflation should decline
to target by end-2021 as the impact of exchange rate depreciation fades and monetary policy
adjusts as needed. We remain committed to medium-term fiscal sustainability. We plan to
continue investing in core infrastructure and education, and addressing pressing social needs.
The current account deficit is projected to gradually decline to 5.3 percent of GDP and will
remain predominantly financed by net FDI inflows, which is expected to reach 5.6 percent of GDP
by 2025.

6. Risks to the outlook remain on the downside. The duration and full impact of the
pandemic are difficult to quantify, and the path to recovery in Georgia and our key trading
partners remains uncertain. Our first line of defense against these considerable risks is our
continued commitment to exchange rate flexibility and sound macroeconomic and financial
policies. Additional resources from the IMF and other donors should help anchor confidence in
the face of negative shocks, including from regional instability, financial market volatility, and
possible recurrence of the pandemic.

Economic Policies
A. Fiscal Policy

7. The end-December 2019 ceiling on the augmented deficit (QPC) and the indicative
ceilings on primary current spending and VAT refunds (ITs) were missed by small margins.
Strong revenue performance in 2019 (0.2 percent of GDP above the Fifth Review projections)
allowed for record-high capital spending (7.9 percent of GDP). An earlier-than-expected donor
disbursement made us exceed the end-December 2019 augmented deficit ceiling by

0.02 percent of GDP. Additionally, the primary current spending on goods and services was
marginally higher than expected (0.2 percent of GDP), because of overruns in goods and services
and health spending. Despite reaching a record high of 1.2 percent of GDP in VAT refunds in
2019, the mid-December stock of outstanding VAT credits still exceeded the indicative ceiling of
GEL1,570 million by GEL28 million.

8. Additional fiscal measures during the COVID-19 pandemic accommodates higher
health-related spending and helps lay the foundations for the economic recovery. The fiscal
measures include the following targeted, temporary and timely measures to help deal with the
consequences of pandemic:

e Social assistance in the form of direct transfers to the following groups

0 Transfers for those who lost or are at risk of losing their employment (up to
GEL700 million, 1.4 percent of GDP), which is expected to benefit around
720,000 individuals in formal employment before the COVID-19 pandemic. The
transfer would be targeted as follows:
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i.  Direct transfers, up to GEL150 per month—equal to the income tax on the
first GEL750 of the salary, to companies supporting employment retention.
The transfers would be effective for up to 6 months.

i.  Direct monthly transfers of up to GEL200 for laid-off employees and self-
employed individuals who can verify income loss for up to 6 months.

o Direct transfer of GEL100 (on average, dependent on the number of members in the
family) to families registered in the social ranking system with a score of 65,000-
100,000, for up to 6 months. The measure is expected to benefit around
70,000 families, for a total cost of GEL42 million (0.1 percent of GDP).

o Direct transfer of GEL100 to families with 3 and more children of 0-16 age, registered
in the social ranking system with a score below 100,000, for up to 6 months. The
measure is expected to benefit around 21,000 families, for a total cost of
GEL13 million (0.03 percent of GDP).

o Direct Transfer of GEL100 to people with severe disabilities (including children with
disabilities), for up to 6 months. The measure is expected to benefit around
40,000 children, for a total cost of GEL24 million (0.05 percent of GDP).

0 One-time transfer to those part of the informal economy and that face vulnerable
economic conditions, who are not eligible for the benefits above and can prove loss
of income as a result of the COVID-19 shock. This measure is budgeted for up to
GEL75 million (0.14 percent of GDP).

A subsidy for electricity, natural gas, and utility bills of approximately GEL65 per month
targeted to households that consume less than KV200 and less than 200 m? per month, for
3 months. This measure is expected to benefit 1,100,000 electricity- and 651,000 gas-
subscribers, including vulnerable beneficiaries who do not receive targeted support from
other social programs.

Increased healthcare expenditure to deal with the COVID-19 pandemic (GEL350 million,

(0.7 percent of 2019 GDP). This includes lab testing and quarantine expenditures and
increased healthcare costs associated with hospitalization and medical treatment and
supplies. This also includes GEL50 million in healthcare-related infrastructure and specialized
equipment.

Building a stock of basic food products (e.g. flour, bread, pasta, rice, sugar), including by
providing a price subsidy, all for a total cost of GEL50 million (0.1 percent of GDP).

Because of the unprecedented nature of the COVID-19 shock, we will provide temporary

support to businesses (up to GEL500 million in 2020), in coordination with the IMF and other
donors. These temporary arrangements will be designed guaranteeing equal and transparent
access to all eligible beneficiaries, preserving competition, and will refrain from implementing
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9.

any scheme designed to cover for foreign-exchange risks or compensate for the
depreciation, or directed support to an specific company. We will revamp the credit
guarantee scheme to sustain access to finance with loans co-financed with and administered
by commercial banks. In addition, subject to a condition to retain workforce, we plan to
develop other temporary schemes targeted to specific sectors particularly hit by the
outbreak. Such support would aim at companies which were in good financial standing and
did not face financial difficulties before January 1st, 2020.

Consistent with the supplementary budget, we propose revisiting some of our end-

June fiscal QPCs and ITs and set new ones for end-December 2020.

10.

We propose revising the end-June 2020 augmented deficit ceiling to GEL2,300 million and
propose an end-December-2020 augmented deficit ceiling at GEL4,300 million (8.5 percent
of GDP). The primary current spending would not exceed GEL6,000 million by end-June (IT),
and GEL12,450 million by end-December.

The healthcare costs associated with containing the COVID-19 pandemic are inherently
uncertain. Therefore, we propose adjusting the augmented fiscal balance and the primary
current spending ceilings for any additional healthcare spending directly related to the
COVID-19 pandemic, as defined in the attached Technical Memorandum of Understanding
(TMU).

We are committed to use any over-performance in revenues (excluding grants) or under-
execution in current or investment spending towards a lower augmented fiscal deficit
(program definition). In turn, available financing would help build fiscal buffers that we would
use, in consultation with the IMF, if downside risks materialize.

We will maintain our efforts to reduce the stock of VAT credits. For mid-December 2020, we
will target a stock of credits of GEL1,470 million (IT). We aim to refund at least GEL600 million
in 2020, which will provide liquidity to the private sector. Additional refunds will be
accommodated through an adjustor to the deficit ceiling (see TMU, 114).

Our medium-term fiscal policy will continue to balance increasing social and

infrastructure spending with fiscal consolidation to bring the public debt (net of
government deposits) below 45 percent of GDP. We stand ready to adopt additional
measures, if needed, in consultation with the IMF.
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In 2021, we expect to unwind most of temporary measures to address the COVID-19
pandemic. The augmented fiscal deficit is projected at GEL2,600 million (4.8 percent of GDP).
We commit to adopt the 2021 budget consistent with the policies agreed at the time of the
Seventh Review under the EFF arrangement (new end-December 2020 structural
benchmark).
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e We will continue to enhance the annual Fiscal Risk Statement expanding the estimates
associated with potential fiscal costs arising from our Public-Private Partnerships (PPPs) and
Purchasing Power Arrangements (PPAs). We are committed to reassess and implement, if
needed, additional fiscal measures based on our fiscal risk profile to build buffers to guard
against those risks. Under the current domestic electricity pricing regulated mechanism, the
potential fiscal costs of PPAs would normally be avoided, since guaranteed prices would be
fully passed on to end-users. Our baseline scenario forecasting electricity prices suggests that
PPAs would imply marginal tariff increases in the foreseeable future. However, we recognize
that public finances are exposed to regulatory risks, which could materialize if electricity
tariffs are not adjusted to fully reflect guaranteed prices under PPAs. Moreover, losses would
arise from exporting surplus electricity if export prices are below the guaranteed prices.
These risks are analyzed in our FRS.

11. We have submitted legislation for a rule-based mechanism to index basic pensions
(end-December 2019 structural benchmark). Given the risk of old-age poverty in Georgia, the
authorities envisage indexing monthly pensions to the average inflation for the last 12 months
for pensioners below age 70 and to inflation (for the last 12 months) plus 80 percent of real GDP
growth (for the last 6 quarters) for those above, subject to a GEL20/25 minimum increase,
respectively. The indexation rule supports expanding the social safety net gradually. It also
provides fiscal predictability, as discretionary increases in the public pensions would not occur in
the future, and maintains budget flexibility over time, even under adverse demographic
projections. In the long term, replacement rates should gradually increase as the new
contributory pension pillar would complement the basic pension.

12. We remain committed to medium-term fiscal sustainability. Nominal depreciation
and the response to the COVID-19 pandemic will increase public debt (net of government
deposits) to XX percent of GDP, above the level anchoring the EFF arrangement (45 percent of
GDP). We are committed to a declining debt path over the medium term with sustained fiscal
discipline. We will improve public administration efficiency by (i) containing the wage bill and
administrative expenses; (ii) improving the targeting of subsidies and of social assistance
programs; (iii) developing a comprehensive strategy to address financial vulnerabilities and
improve corporate governance in SOEs; and (iv) broadening the scope of performance-based
budgeting. Additionally, in reducing our reliance on electricity imports, we are committed to
expanding Georgia's power generation capacity in a fiscally sustainable manner. This will require
continued investment by the public and private sector. Before taking on any major energy
investment project, we will conduct, in consultation with the IMF, an in-depth analysis of
implications on public finances and medium-term fiscal sustainability.

13. Our financing strategy aims to support domestic market development and reduce
external vulnerabilities. We would gradually increase the size of domestic benchmark bonds, to
encourage foreign participation once global finance conditions ease. We are discussing with

6 domestic banks interested in participating in a pilot primary dealer program for government
securities, but the signature of memoranda of understanding has been delayed due to other
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pressing developments. In parallel, we will ensure that foreign banks participating as primary
dealers would be under the same reporting and transparency requirements as domestic banks.
Our issuance had previously exceeded our domestic financing needs, which allowed us to build a
buffer of deposits.

14. We aim to contain fiscal risks and remain committed to avoid domestic/external
debt payment arrears.

e We will not (i) accumulate any general government'’s external debt payment arrears outside
those under negotiation (performance criterion); (ii) accumulate net domestic expenditure
arrears of the general government (indicative target); or (iii) issue new public guarantees
(performance criterion), or comfort letters.

e In mid-April, we made our PPP framework fully operational by approving the Value-for-
Money (VfM) methodology following the recommendations of IMF TA, and incorporating it
in the PPP Value-for-Money guidelines (end-March 2020 structural benchmark).

e We will refrain from taking over any SOE debt or providing equity injections to SOEs without
a comprehensive strategy that, among other things, fully supports commercial viability and
improves corporate governance; we will consult with the IMF on the strategy and on specific
measures. Our public corporations will refrain from engaging in any new quasi-fiscal
activities. We are committed to limit quasi-fiscal operations and to systematically report them
in the Fiscal Risk Statement.

e We are also committed to formulate the SOE strategy outlining the authorities’ SOEs policy
principles by end-March 2021, including (i) defining the rationale for ownership of public
corporations; (ii) strengthening the framework to identify and report quasi-fiscal activities;
and (iii) enhancing SOE corporate governance.

15. We will continue to limit the Partnership Fund (PF) operations. Given that the PF
does not follow commercial objectives, we are limiting the PF's gross acquisition of financial and
non-financial assets, other than cash and bank deposits, to zero except for existing commitments
in ongoing projects (continuous performance criterion). Accordingly, the PF will not undertake
any new projects nor engage in any net borrowing (continuous performance criterion).

B. Structural Fiscal Policies

16. We are strengthening our revenue administration to improve taxpayer services and
strengthen compliance. Following the 2016 Tax Administration Diagnostic Assessment and IMF
TA, we are close to finishing a 3-year plan, supported by the Revenue Mobilization Trust Fund,
that focuses on improving:

e Organizational structure. We have restructured the Georgia’s Revenue Service's (GRS) and
hired additional personnel (see previous MEFPs). In light of the fraud cases prosecuted in
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2019, we have reviewed our structure and procedures to avoid similar cases in the future. In
the last 6 months, we created specialized units to deal with large taxpayers within the Audit
Department and the Taxpayer Services Department.

IT resources and capacity. We will launch IT strategy for GRS and an IT investment plan in line
with IMF TA recommendations by end-September 2020, including (i) an infrastructure
sustainability assessment, (ii) an application sustainability assessment, (iii) an inventory of
business functionality improvement and data analytics needs. We aim to approve the
strategy and the roadmap for implementation by end-May 2020. We commit to bolster our
IT capacity by hiring additional staff or seeking a partnership of GRS with a private sector IT
provider. We will also replace software that is no longer supported in a timely manner.

VAT tax administration.

0 Stock of unrefunded VAT credits. We are committed to eliminate unrefunded VAT
credits. We aim to reduce by at least 50 percent the outstanding stock of those VAT
credits that are within the limitation period for audit (from GEL1.4 billion at end-2017
to GEL700 million by end-2021). For the stock of existing credits, we are committed
to audit or risk-assess 100 percent of declarations (within the statute of limitations for
audit) by mid-2020.

0 Automatic risk assessment and risk-based auditing. Since June 2019, more than
90 percent of new credit declarations have been immediately eligible for a refund, if
requested by taxpayers and there are no outstanding tax liabilities (end-June 2019
structural benchmark). The remaining declarations with the highest risk score are
reviewed by the specialized VAT unit to determine compliance actions.

0 Automatic refunding of new VAT credits. Starting May 1%, 2020, all risk-assessed and
approved new credits will be either offset against existing liabilities or refunded to
the taxpayer without the need to request a refund. The electronic VAT declaration
form will be changed accordingly and will require taxpayers to submit their bank
account details. The option to offset the stock of existing credits against new
liabilities will remain unchanged, and taxpayers will retain the option to request a
cash refund through a separate form for those stocks within the three-year statute of
limitations.

Compliance and audit yields. With IMF TA, we plan to use risk-based audits to identify non-
compliant cases that are likely to produce higher yields. We have developed audit plans to
give a balanced coverage of tax categories and will better manage the audit scope. Our work
on the pilot audit case management system is making good progress. After some delays in
the procurement process, we expect the system to start working in pilot mode by June 2020},
becoming fully operational by end-August 2020. Once implemented, this will enhance audit
timeliness and productivity. We will ensure an IT strategy and resources for achieving these
objectives.
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17.

Filing compliance. We established key performance indicators to improve filing compliance,
but tax deferrals in the aftermath of the COVID-19 pandemic may delay the process. The
program, initially developed for VAT, has been expanded to all tax categories. Parliament
approved legal amendments so that an unfiled declaration is no longer deemed to be a nil
declaration, where the MoF requires a declaration. The MoF has issued an order defining
cases needing a declaration.

Taxpayer register. We have adopted a ministerial decree to clarify tax registration
requirements and give the GRS the mandate to enforce compliance and control of the
registration process for all tax types, including issuing tax identification numbers. In addition,
the GRS will create and maintains a register of employees for tax administration purposes.

October 2019, GRS has received regular and comprehensive access to information from other
ministries, as well as National Agency of Public Registry on real estate transactions, rentals
and leases. We are working to expand the system of information sharing with other
government agencies and the Financial Monitoring Service (FMS) from monitoring entities on
suspicious transactions, as defined in the law on Automatic access to third-party information.
Since facilitating the prevention of illicit income by October 2020. In addition, GRS signed an
agreement with the Tbilisi municipality to receive access to monthly information on
construction permits starting in February 2020. Providing information on Joint Stock
Companies (JSC) partners and changes in company equity will require improvements in data
collection, but we plan to receive available information from the NBG on a regular basis by
end-2020.

We are committed to contain fiscal risks to safeguard fiscal sustainability. In

particular, we have reformed our SOE monitoring and PPP frameworks to reap the benefits of
PPPs, while controlling the risks. We have undertaken the following steps:
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Adopted a new PPP law and associated regulations. Parliament approved a PPP law in May
2018, and a government decree implementing the PPP law was issued in August 2018 (see
previous MEFPs for details).

We have assessed the stock of the PPP liabilities. This assessment has been based on the
relevant International Public Sector Accounting Standards. It will be updated regularly and
included in the annual Fiscal Risk Statement.

Continued strengthening the Fiscal Risk Statement (FRS) accompanying the budget. The FRS in
the 2020 budget documentation has included a more comprehensive coverage of general
government financial asset operations and provide information on the rates of return on
general government equity holdings and loans (structural benchmark, end-December
2019). We commit to further expand the FRS in line with the FAD TA recommendations by
including (i) a sub-section on the sectorization exercise, (ii) a risk analysis of the top 10 SOEs,
(iii) an assessment of the gross financing requirements of major SOEs, and (iv) updated
estimates of the quasi-fiscal activities (new end-December 2020 structural benchmark).
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e Strengthened the monitoring of SOEs. The MoF and the Ministry of Economy and Sustainable
Development (MOESD) collect data on SOEs, including performance information, transfers
between the state and SOEs and among SOEs, borrowing, guarantees and any litigation, at
least, on an annual basis. We finalized a complete inventory of SOEs, classifying them into
public corporations and general government entities under GFSM2014, in line with IMF TA
recommendations (end-March 2020 structural benchmark).

e Improved the Public Investment Management Framework (PIMF). Our PIMF covers PPP-type
projects to support priorities and assess alongside traditionally procured projects. In
coordination with the IMF, we have (i) further strengthened the public investment
management methodology that guides project appraisal, selection and management; and (ii)
improved reporting and oversight requirements for public investment projects at the MoF by
updating the Government Decree on PIM methodology (end-December 2019 structural
benchmark). These measures should help us identify project implementation delays earlier.
We have designed a system for regular intra-year reporting of project implementation
progress.

18. We believe that accurate and transparent budgeting and accounting is a
cornerstone of fiscal stability. Accordingly, we commit to:

e Make the coverage of General Government consistent with the classification of SOEs into
General Government units and Public Corporations. This will require changes to the PFM
legislation. From January 2021, all our fiscal reports will incorporate these changes.

e Strengthening the Medium-Term Budget Framework (MTBF). Since the 2020 budget, we
regularly discuss compliance with the fiscal rule and revised expenditure plans, and any
projected deviation from previous years’ MTBF.

e Improving the quality of fiscal reports and complying with international accounting standards.
In our efforts to improve fiscal transparency, starting in 2021, we will produce an annual
consolidated central government sector financial report based on International Public-Sector
Accounting Standards (IPSAS) basis.

C. Monetary Policy

19. We will continue to abide by the Inflation Consultation Clause (ICC) under the
program. The clause entails dual consultation bands set symmetrically around the forecast for
headline CPI (Table 1). Should actual inflation be higher or lower than the inner consultation
band of + 2 percent, the NBG will consult with IMF staff on the reasons for the deviation and the
policies to return to target. Should actual inflation be higher or lower than the outer consultation
band of + 3 percent, a consultation with the IMF Board will be triggered.

20. The end-December inflation triggered a consultation with IMF staff; no further
actions are needed at this point. The higher-than-projected inflation was due to one-off
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increases in excises in 2019H1 and rapid passthrough from nominal depreciation in 2019H2. As
the NBG appropriately tightened policy rates by a cumulative 250 bps since September 2019, our
monetary policy stance is considered to be moderately tight.

21. We are committed to our inflation targeting (IT) framework to maintain price
stability. With the output gap widening, we will closely monitor inflationary expectations and
developments as we would need to balance the need to stabilize inflation expectations
prompted by significant nominal depreciation with the need to support demand in the aftermath
of the COVID-19 pandemic.

22. We will maintain a flexible exchange rate regime to protect the economy against
external shocks, while preventing excessive lari volatility. The floating exchange rate regime
continues to work well as a shock absorber, but excessive lari volatility could become disruptive
to financial stability as Georgia remains a dollarized economy. Our commitment to exchange rate
flexibility is signaled by a floor on net international reserves (NIR, performance criterion). In the
aftermath of the COVID-19 shock, we suspended accumulation of reserves and our FX
interventions have been limited to smoothing excessive exchange rate volatility and supporting
FX availability in a thin market. Our FX sales will continue to be mostly driven by ad-hoc
discretionary interventions to address relatively large one-off imbalances. This will be
complemented by smaller sized FX sales triggered by the volatility of the exchange rate and the
need to support FX market liquidity.

23. Given exceptionally challenging market conditions, we expect to draw on our
reserves to sustain macroeconomic stability in the near-term. We have identified additional
BOP needs of $1,790 million in 2020-21 due to the COVID-19 shock. Donor assistance would
help finance the balance-of-payments needs without resulting in a drawdown of gross
international reserves. GIR is projected at 104 percent of the ARA metric by end-December 2020.
However, because of the need to intervene to smooth exchange rate volatility, we project lower
net international reserves. We therefore propose to change the end-June NIR floor QPC to
$1120 million and set the end-December 2020 QPC to $1,100 million.

24. Over the medium term, we remain committed to build adequate reserves, upgrade
our FX intervention policy, and strengthen NBG's communication. Our FX policy will remain
guided by reserve adequacy and price stability goals; with reserve accumulation suspended at
times when markets become disorderly. To improve the transparency of our FX policy, we will
design a clear FX intervention strategy, explaining the FX policy goals and underlying principles
of the mechanisms used to achieve those goals. Over the medium term, we project GIR to reach
105 percent of the ARA metric by 2025.

25. Starting April 2020, we established FX swap lines with financial institutions to
provide lari liquidity on a temporary basis. We communicated to financial institutions that
temporary FX swap lines are available up to a maximum amount of $400 million. The swap lines
are temporary instruments to support market liquidity during the COVID-19 crisis and their use
follows from the NBG's mandate to promote financial stability. All banks and microfinance
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institutions can participate; pricing and allocation of amount of swap lines among institutions will
be based on uniform and transparent principles. We will also establish another standing swap
line facility that will enable commercial banks to have access to lari liquidity at a penalty rate. We
will monitor closely FX and money markets and banks’ open currency positions to smoothly
operate the swap lines. In addition, we will establish a swap line of up to $200 million with the
EBRD to provide lari liquidity targeted to support companies.

D. Financial Sector Policy

26. We improved the capacity of the banking sector to withstand the shocks. We
increased capital requirements in line with Basel lll capital regulations including Pillar 2 and
systemic buffers; improved the quality of capital by gradually increasing CET-1 and Tier-1
requirements; enhanced liquidity framework with LCR and NSFR requirements; and introduced
responsible consumer lending regulation to moderate consumer credit growth, reduce borrower
over-indebtedness and incentivize larization. We are also refining our resolution framework,
approved in parliament in December 2020, in line with the best international practice.

27. We have taken decisive steps to safeguard financial stability in the aftermath of the
COVID-19 shock. The NBG has announced that (i) banks could utilize capital conservation
buffers (with an automatic prohibition on dividends and other payouts); (ii) postpone previously
planned increases in capital buffers; and (iii) communicated to banks’ ability to go below

100 percent LCR in case of liquidity pressures. Banks have been asked to evaluate the quality of
their loan portfolios; on-site inspections have been suspended; and a moratorium on fines was
introduced where a breach emerged due to the crisis. These policy measures will ensure that
inevitable losses are promptly recognized, but viable enterprises are not denied financing due to
temporary liquidity difficulties.

28. We have postponed the full implementation of the regulation on the large
exposure limits until June 2021. In line with Basel lll principles, we tightened the large
exposure limit to 25 percent of Tier 1 capital for both related and non-related parties. The
regulation was issued in November 2019 to be effective from January 2020 for new loans (the
banks were given until June 2020 to comply with tighter limits for all loans). However, because of
GEL depreciation, and additional expected credit losses in a challenging economic environment
when borrowers have limited ability to reduce their exposures, it is becoming particularly difficult
to comply with the June 2020 deadline. Therefore, we have granted banks until June 2021 to
comply with the new requirement, and from January 2021, banks should refrain from creating
any new exposures that breach this limit. We will regularly collect additional information from
banks about the financial situation of large borrowers and monitor portfolio concentration risk.

29. We will take proactive measures to restore lending to the non-financial private
sector. We are revising our emergency liquidity assistance framework, will accept broader
collateral for temporary liquidity assistance to solvent financial institutions. More proactive
measures to provide liquidity support and restore lending to the real sector may be needed in
the future. Those measures may include credit guarantees provided by government to the
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sectors affected by the current crisis, liquidity support for banks. The NBG and the MoF will
coordinate measures to help borrowers (e.g. interest rate subsidies, loan guarantees) and
measures considered by supervisors (releasing capital and liquidity buffers, liquidity support for
banks).

30. The Ministry of Finance will issue debt securities (up to GEL600 million, 1.2 percent
of GDP) to inject GEL liquidity into the banking system. The MoF will place the proceeds as
long-term deposits in banks, proportionally to the amounts each bank purchased. Banks can
then use these securities as collateral for secured funding with the NBG.

31. We will further mobilize funding for contingency and backstop measures if
downside risks to the financial sector were to materialize. We will consider increasing the
limit for insured deposits and obtaining additional funding for the deposit insurance and the
banking resolution funds. These measures will allow us to increase confidence in financial system
and create an effective backstop mechanism to be used when needed.

32. We have adjusted our plans to strengthen the financial stability policy framework,
regulation and supervision.

e Banks will be requested to fully transfer their financial and regulatory reporting to IFRS
framework by the end of 2021, rather than end-December 2020 as originally planned,
although they can do so on a voluntary basis starting at end-December 2020. Once fully
transitioned to IFRS, we will request capital adequacy information both on stand-alone and
consolidated basis under IFRS accounting framework using relevant prudential filters.

e We have revised the regulation on consumer lending by reinforcing its principle-based
nature, allowing banks greater flexibility in managing risks associated with consumer lending,
including by reducing the number of income brackets for PTI and extending local currency
mortgage maturities. We are also introducing more robust risk governance requirements
specifically for consumer lending.

e The draft law on supplementary supervision for financial conglomerates will now be
submitted to Parliament by December 2020.

e In March 2020, we approved standards for interest rate risk in the banking book—in line with
Basel and EBA guidelines. The regulation will be effective from September 2020.

e Following a successful publication of the Financial Stability Report in 2019, we commit to
publishing these reports annually.

33. We are strengthening our banking resolution framework. With IMF TA support, the
Parliament enacted legislation to enhance banking crisis management, including by clarifying the
authorities’ role and the decision-making process and granting the NBG a clearer resolution
mandate. The legislation prohibits unsecured lending by the NBG, mandates a penalty rate for
emergency liquidity assistance (ELA), and clarifies the role of the MoF in an effective ELA
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framework for systemic cases. In implementing this reform in consultation with the IMF, we are
preparing secondary legislation on: (i) the NBG's Resolution Committee and the inter-agency
Financial Stability Committee; (ii) identification of critical functions; (iii) recovery plans; (iv)
valuation; and (v) accelerated supervisory approvals during resolution (e.g. share acquisitions)
(end-June 2020 structural benchmark). Thereafter, we intend to issue secondary legislation on:
(i) resolution plans; (ii) temporary administrator and special manager; (iii) recapitalization tools;
including the bail-in; (iv) the bridge bank tool; (v) temporary public support and ex-post
resolution fund; and (vi) ELA against government guarantees (end-December 2020 structural
benchmark).

34. Despite delays due to the COVID-19 shock, we will continue capital market
development to support larization and reduce external vulnerabilities. Our steps to develop
local capital markets are:

e We have submitted to Parliament (ii) legislation establishing investment funds; and (ii) related
changes to the tax code.

e We have submitted to Parliament amendments to the securities market legislation to
improve investor rights protection and corporate transparency. The legislation also targets
approximation to the EU directives/regulations, as specified under the DCFTA agreement.

e During 2020, we will strengthen the regulatory framework for investment funds, funded-
pension operations, market abuse and transparency, business conduct and custody.

e The law on derivatives and financial collateral was enacted at the end of 2019 to help
develop the money markets. We will submit legislation to Parliament for securities holding,
aligned with the international best practices by June 2020. The framework will strengthen
investors’ protection and incorporate an indirect holding regime, where only banks and
brokers would be authorized to hold securities on behalf of their clients.

e In 2020, we plan to submit to Parliament legislation for (i) securities holding, creating the
basis for dematerialized securities holding; and (ii) covered bonds, to improve access to long-
term lari funding for commercial banks and help develop the fixed-income market.

e In 2020, we plan to finalize diagnostics/feasibility study for financial instruments such as
securitization and inflation-linked debt securities, to promote developing the domestic
securities markets,

¢ In consultation with the IMF, we aim to transition gradually to a primary-dealer (PD) system.
This would entail the following steps:

a. We will update our regulation to allow for the introduction of a PD system by end-
September 2020 including: (i) a primary market regulation issued jointly by the MoF
and NBG, (ii) a core PD arrangement (in the form of an agreement or Memorandum
of Understanding), (iii) contractual agreements (e.g., repurchase and securities
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lending agreements) for financial transactions in public debt securities between the
primary dealers on the one hand and the MoF and NBG on the other hand; and (iv)
market conduct regulation to ensure segregation between PDs own-trading activities
and the clients’ order collection.

b. The implementation of the PD system will start with a pilot intermediate market
making arrangement (IMMA), subject to the participation of a minimum number of
financial institutions, with a focus on a key benchmark tenor only and a streamlined
set of rights and obligations. We requested financial institutions’ expressions of
interest in becoming PDs in the pilot IMMA, and plan to launch the IMMA by
September 2020.

c. We will assess the IMMA within 12 months of its launch to adjust the system to
maximize its effectiveness and gradually extend it.

E. Structural Reforms

35. To support that recovery brings more robust and inclusive growth, we will continue
with a steadfast implementation of our comprehensive structural reform agenda. Our
reforms aim at strengthening Georgia’s connectivity through infrastructure spending and trade
initiatives, improving education and vocational training, mobilizing savings, the business
environment, and land and energy reforms. These steps should boost long-term growth, diversify
the economy, strengthen our external position, create jobs and reduce poverty. At the same time,
targeted social assistance and healthcare will continue to protect the most vulnerable.

36. Enhancing connectivity is key to Georgia’'s development. Despite some delays, we
continue advancing our investment in core infrastructure, which will transform Georgia into a
transport and logistics hub connecting Europe with Asia and support regional development. To
this end, we have signed all the remaining contracts required for the construction of the East-
West highway and began construction on the critical section of the North-South corridor.

37. We have started implementing our comprehensive education reform to improve
job creation, productivity and wages. We will revise the government decree on teachers
regulatory documents to clarify teachers’ roles and responsibilities at all four categories
(Practitioner, Senior, Lead and Mentor); and to establish a non-discretionary approach to
teacher’s career advancement based on: (i) abolishing credit-point (incl. partial) accumulation
system; (ii) introducing special exams for teacher ‘s promotion at each level of teacher status
(currently exams are only for practitioners).

38. We are working to make our funded pension pillar fully operational. The pension
agency appointed a chief investment officer and is designing the investment strategy. In the
interim, pension contributions are placed in bank deposits and certificates of deposit. In March,
Parliament adopted amendments to the Law on Pension Savings clarifying the requirements for
custodian institutions. A fully functioning pension agency, with adequate safeguards in place, will
promote savings and create an institutional investor for long-term lari assets.
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39. We will continue to improve the business environment. To improve corporate
governance, corporations will gradually be required to publish audited financial statements
based on IFRS standards. In March 2020, we submitted to Parliament a draft insolvency law
providing adequate protection of creditor rights, timely and efficient insolvency processes and
effective rehabilitation framework in line with best international standards. This law will be critical
to deal with the aftermath of the COVID-19 shock. To advance the reform, we will finalize the
framework for insolvency professionals and begin licensing professionals by end-December
2020. (end-December 2020 structural benchmark). Starting January 2020, we started applying
regulatory impact assessments to policy decisions to protect the economy from undue costs.

40. Land registration continues to be pivotal for rural and agricultural development.
Land cadasters are important for protecting property rights, simplifying land transactions, and
providing collateral for borrowing. We have been assisting citizens in searching for property
ownership documents and facilitate dispute resolution through mediation. Currently, registered
land plots amount to 2.1 million compared to 0.6 million that were registered within the land
reform launched on August 1, 2016.

41. Deepening trade relations with the rest of the world is one of Georgia’s key
priority. We have signed a free trade agreement with the UK to continue our trade relations
after its departure from the EU. We have finalized a feasibility study for a free trade agreement
(FTA) with India and are continuing to negotiate with Turkey an expansion of the current FTA. We
remain committed to pursue other FTAs with priority countries, including the United States,
Israel, and the Gulf Cooperation Council countries.

42. Our energy reform strategy will increase market competition, promote renewable
energy, and enhance energy efficiency.

e We will develop competitive electricity and gas markets based on the EU energy market
principles. For the largest electricity consumers (accounting for around 30 percent of
electricity consumption) we have already implemented a third-party access model, separating
transmission and distribution from suppliers, traders and generators. This is expected to
foster wholesale competition, promote cross-border trading capacity, and open the sector to
private investment in renewable energy. In parallel, we will gradually deregulate the natural
gas sector.

e The government will adopt a new Electricity Market Concept Design, designing new market
rules. The same procedure will be carried out for the natural gas sector as defined by the law
on Energy and Water Supply.

e We will continue promoting energy savings and independence, security in energy supply,
and energy efficiency in the energy market. We are developing a national energy efficiency
target and an energy efficiency obligation scheme and/or alternative policy measures for
energy savings. The Parliament of Georgia is expected to adopt the new laws on energy
efficiency and on energy performance in buildings in May 2020.
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43. We are modernizing our national accounts statistics to support strong economic

policymaking. We plan to further improve our national accounts series in 2020 by computing
GDP based on supply and use tables and quarterly GDP by expenditure at constant prices. This
will provide a more detailed picture of the structural transformation in our economy.

F. Program Monitoring and Safeguards

44. The program will be monitored through quantitative performance criteria,
indicative targets, an inflation consultation clause and structural benchmarks. Semi-annual
program reviews will be based on June and December test dates. All quantitative performance
criteria and indicative targets are listed in Table 2, and structural benchmarks are set out in Table
3. The Technical Memorandum of Understanding is also attached to describe the definitions of
quantitative PCs and the inflation consultation clause as well as data provision requirements.

45. The NBG continues to maintain a strong safeguard framework and internal controls
environment. As required by the safeguard policy, we continue to engage independent external
audit firms to conduct the audit of the NBG in accordance with international standards.

46. Given that part of the Fund financing will be used to provide direct budget support,
the NBG and the Ministry of Finance will sign and provide the IMF with a Memorandum of
Understanding that clarifies the responsibilities for timely servicing of the related financial
obligations to the IMF. As part of these arrangements, Fund disbursements to be used for
budget financing will be deposited into the government’s account at the NBG.
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Table 1. Georgia: Inflation Consultation Targets and Bands for 2019-20

2019 2020
JEunnde Outturn |:E>22 Outturn JEunnde JuEnned1/ DE:.dZ/
Inflation Consultation Bands for CPI (in percent)
Central point 3.0 43 45 7.0 4.9 6.0 35
Inner band, upper limit/lower limit 5/1 6.5/2.5 6.9/2.9 8.0/4.0 55/1.5
Outer band, upper limit/lower limit 6/0 7.5/1.5 7.9/1.9 9.0/3.0 6.5/0.5

Source: Geostat, IMF staff estimates
1/ Proposed revised target and bands.
2/ Newly proposed target and bands.

Table 2. Georgia: Quantitative Performance Criteria and Indicative Targets for end-
December 2019 through end-December 2020
(Unless otherwise indicated: cumulative from the beginning of the calendar year, millions of GEL)

2019 2020 2020
Proposed
End-December End-June End-
December
Adjusted 5th Proposed Proposed
Target Target Outturn  Status Review Target Target
Performance Criteria
Ceiling on augmented general government deficit (program definition) 1,170 1,009 1,022 Not met 550 2,300 4,300
Ceiling on general government net budget lending 335 17 m Met 90 40 150
Floor on NIR of NBG' (end-period stock, million of U.S. dollars) 1,490 1,507 1,552 Met 1,450 1,120 1,100
Ceiling on the accumulation of external debt arrears of the Public Sector (continuous criterion)
. 0 0 0 0 0
(million of U.S. dollars)
Ceiling on new public guarantees (continuous criterion) 0 0 0 0 0
Ceiling on the cash deficit of the Partnership Fund (million of U.S. dollars) 0 0 0 0 0
Ceiling on new investments by the Partnership Fund (continuous criterion) 0 0 0 0 0
Ceiling on the new net borrowing of the Partnership Fund (million of U.S. dollars, cumulative from
o 0 0 0 0 0
the beginning of the EFF program)
Indicative Targets
Ceiling on the accumulation of net domestic expenditure arrears of the general government 0 0 Met 0 0 0
Ceiling on Primary Current Expenditures of the General Government (in mn lari) 9,810 9,908 Not met 5,200 6,000 12,450
Stock of VAT credits? 1,570 1,598 Not met 1,470 1,470 1,470

" The NIR target is set at a program rate defined as the exchange rate on December 31, 2016, which for the GEL/US$ was 2.6468.

2 The stock of VAT credits is evaluated in mid-June/mid-December respectively.
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Table 3a. Georgia: Completed Structural Benchmarks - First through Fifth Review

Measure Date Status
Financial Sector
Financial Stability
Introduction of LCR for commercial banks, with preferential treatment of GEL-deposits End-September 2017 Met
Adoption of regulation on capital add-ons in CAR for systemically important banks End-December 2017 Met
Submit to Parliament legislation giving NBG oversight power over credit information bureaus End-December 2017 Met
Increase in minimum regulatory capital for commercial banks to GEL50 million, phased in by 2019 End-June 2017 Met
Introduce regulation on bank’s real estate appraisal in line with International Valuation Standards End-June 2018 Met
Introduce regulation on leverage ratio based on Basel Principles and relevant EU regulation End-September 2018 Met
Introduce regulation on banks corporate governance in line with Basel Principles End-September 2018 Met
NBG to publish a renewed financial stability report End-November 2019 Met
Capital Markets Development
Publication of a multi-year calendar for government benchmark bonds End-December 2017 Met
Monetary policy operations and communication
Signing of a M d f Understanding bet the Ministry of Fi d the NBG
'|gn|ngcl> a erTmran Lllm‘O. nders anl ing between the Ministry of Finance and the on End-June 2017 Met
information sharing for liquidity forecasting purposes
Deposit insurance
Submission to Parliament legislation establishing deposit insurance as of January 1, 2018 End-June 2017 Met
Bank Resolution Framework
Submit to Parliament amendments to NBG Law that will give it the authority to resolve a bank
through a temporary administration at an early stage of a bank’s financial difficulty, in line with End-September 2017 Met
good international practices as identified in the 2014 FSAP recommendations
Fiscal
Submission to Parli t of a 2018 budget istent with the fiscal deficit in the Fund-
ubmission to Parliament of a udget consistent wi e fiscal deficit in the Fun End-December 2017 Met
supported program
Adopt a remuneration law for public civil service End-December 2017 Met
Submit to Parliament a new fiscal rule framework consistent with IMF TA recommendations End-December 2018 Met
Tax Administration
/i\ction.plan to ac%dress accumulated outstalnding VAT refunds in an orderly manner over time End-September 2017 Met
(including analysis, refund, set-offs, and write-offs)
Restructure the GRS headquarters into a function-based organization End-February 2018 Met
Thg‘steering Fommittee vs{ill propose an.y necessary legal amendmethS or minis‘FeriaI decrees to End-March 2018 Not Met 1/
facilitate the implementation of the action plan to address outstanding VAT claims
Create a new specialized VAT unit focusing on validating VAT claims End-June 2018 Met
Submit to Parliament a revised penalty regime with gradual tax-geared penalties based on
materiality and approve changes to the tax code granting the GRS powers to pay out refunds End-December 2018 Met
without the need for a refund request
f the VAT refi h ill ically ref
90 percent of the ref u_nd reqL_Jests a.p?roved b_y t- _e- system will be automatically refunded, End-June 2019 Met
upon request, after offsetting against existing tax liabilities
Public-Private Partnership and Fiscal Risks
Submission of blic-private partnership law to Parli t, establishi rti d
u rTuss_lon of a public pn\{a_ e pal r?.ers ip law to Parliament, establishing reporting an_ End-December 2017 Met
monitoring as well as requiring a ceiling on government exposure from such partnerships
Incl Il PPP PPA liabiliti h lysis of i liabilities fi -
nclude al _and I?bl ities, e-m.d expan_d_t e_ analysis o contlngeht lab! ities from state: End-December 2017 Met
owned enterprises, reporting quasi-fiscal activity in the 2018 Annual Fiscal Risk Statement
The 2019 FRS will d th lysis of fiscal risks st ing fi PPPs and PPAs, and SOE
e ‘0 9( S will expand the analysis of fiscal risks stemming from s an s, and SOEs as End-December 2018 Not Met 2/
described in the MEFP
Adopt th t d impl ting the PPP law following th dati f th
opt the government decree implementing the aw following the recommendations of the End-December 2018 Met
FAD TA report
Public Financial Management
1 idelines f lendi i iri I ion of
ssue gun.ie ines for new budget lending operations requiring reasonable expectation o End-December 2017 Met
commercial returns
Adopt t d larifying thi date of SOEs that blic int t entities, thei
opt a governmen fscree carlfylng gmén ale o s that are public in efes entities, their End-November 2019 Met
governance and reporting requirements, in line with recent FAD recommendations
Pension Reform
Submission of a pension law establishing a 2nd pillar pension system End-December 2017 Met
Establishing an independent pension agency. End-July 2018 Not Met 3/
Structural Reform
Submit t li t th insol | ing ad t tecti f credit ights, timel
ubmit to parliament the new insolvency law ensuring adequate protection of creditors rights, timely End-July 2019 Not Met 4/

insolvency processes and effective rehabilitation framework (in line with best international practice)

1/ Implemented with two months delay
2/ Implemented with one month delay
3/ Implemented with a two week delay
4/ Implemented with seven months delay
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Table 3b. Georgia: Remaining and Proposed Structural Benchmarks, by Completion Date

2019 -20
Sixth Review Date Status
Strengthen the public investment management methodology that guides project appraisal, selection
and management; and adopt a government decree implementing reporting and oversight requirements ~ End-December 2019 Met
for public investment projects at the MoF
Submit to Parliament legislation proposing a rule-based mechanism to index basic pensions End-December 2019 Not Met
Submit to Parliament changes in the legislation allowing the GRS access to the information received by
the FMS from the monitoring entities on suspicious transactions, and put in place safeguards that End-December 2019
protect the information from improper use Met
Adopt a budget for 2020 with an augmented deficit of GEL1,320 million in line with policies agreed at
P ) 'g W 49 II fioninfine with policies ag End-December 2019
the Fifth Review Met
Publish a fiscal risk statement with a more comprehensive coverage of general government financial
asset operations and provide information on the rates of return on general government equity holdings End-December 2019
and loans Met
Enact legislative changes to implement effective ELA and resolution framework in line with international
. End-December 2019 Met
best practices
Provid lete list of the SOE lifyi bli ti d SOE lifyi |
rovide a complete list of the s qua | ying as puA ic c?rpora |’on ar? s gua i y|ng as genera End-March 2020 Met
government under the GFSM2014, done in consultation with FAD's regional resident advisor
Issues guidelines establishing valuation methodology for PPPs End-March 2020 Not Met 1/

Upcoming

Adopt the first phase of secondary legislation implementing bank resolution framework
Introduce the regulatory framework for insolvency professionals and begin licensing
Adopt the second phase of secondary legislation implementing bank resolution framework

End-June 2020
End-December 2020
End-December 2020

Proposed New Structural Benchmarks

Expand the 2020 Fiscal Risk Statement in line with recent FAD TA recommendations
Adopting a 2021 budget consistent with the policies agreed at the Seventh Review

End-December 2020
End-December 2020

1/ Completed in April 2020.
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Attachment Il. Technical Memorandum of Understanding

1. This Technical Memorandum of Understanding (TMU) defines the variables subject to
guantitative targets (performance criteria, inflation consultation mechanism and indicative
targets) and describes the reporting requirements used to monitor developments under the
Extended Fund Facility and methods to be used in assessing the program performance with
respect to these targets. To this effect, the authorities will provide the necessary data to the IMF
as soon as it becomes available.

A. Program Assumptions

2. For the purposes of the program monitoring, all foreign currency denominated assets will
be valued in lari at program exchange rates as specified below. Amounts denominated in
currencies other than the U.S. dollar will be converted for program purposes into U.S. dollar
amounts using the cross-rates as of December 31, 2016, published on the IMF web site
http://www.imf.org/.

Table 1. Georgia: Program Exchange Rates
Currency Name Currency/US$
SDR Special Drawing Rights 0.7439
GEL Georgian lari 2.6468
AUD Australian dollar 0.7227
CAD Canadian dollar 0.7419
EUR Euro 1.0556
B. Institutional Definition
3. The general government is defined as comprising the central government and local

governments, excluding Legal Entities of Public Law. The definition of the general government
includes any new funds, or other special budgetary or extra-budgetary entities that may be
created during the program period to carry out operations of a fiscal nature as defined in the
IMF’s Manual on Government Finance Statistics 2001 (GFSM 2001). The authorities will inform
IMF staff on the creation of any such entities without delay. The general government coverage
excludes state-owned companies and the Partnership Fund. The public sector consists of the
general government, Legal Entities of Public Law and public financial and non-financial
corporations, including the National Bank of Georgia and the Partnership Fund.

4. Supporting material: The Treasury Department of the Ministry of Finance will provide to
the IMF detailed information on monthly revenues of the general government within two weeks
of the end of each month and monthly expenditures and arrears of the central government
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within four weeks of the end of each month. The Ministry of Finance will provide the stock of
general government debt, broken down by currency and original maturity within one month
from the end of each quarter. The Treasury will provide, daily, the cash balances in all the
accounts of the general government as of the end of the previous business day.

C. Quantitative Program Targets

5. The program will be assessed through performance criteria and indicative targets.
Performance criteria are set with respect to:

e a performance criterion (ceiling) on the augmented cash deficit of the general government;
e a performance criterion (ceiling) on net budget lending operations;

e a performance criterion (floor) on the net international reserves (NIR) of the NBG;

e a continuous performance criterion (ceiling) on the accumulation of external debt arrears by
the general government;

e a performance criterion (ceiling) on the new guarantees issued by the public sector;

e a performance criterion (ceiling) on the cash deficit of the Partnership Fund;

e a performance criterion (ceiling) on new net borrowing by the Partnership Fund.

e anindicative target (ceiling) on the primary current spending of the general government;
e anindicative target (ceiling) on outstanding VAT credits;

e anindicative target (ceiling) on new domestic expenditure arrears by the general
government;

In addition, the program will include a consultation clause on the 12-month rate of inflation
(Tables 1, 2 attached to the Letter of Intent).

6. In addition to the performance criteria listed above and in Table 2 of Attachment |, the
arrangement includes the performance criteria standard to all Fund arrangements, namely: (i) no
imposition or intensification of restrictions on the making of payments and transfers for current
international transactions; (ii) no introduction or modification of multiple currency practices; (iii)
no conclusion of bilateral payments agreements that are inconsistent with Article VIII of the IMF
Articles of Agreement; and (iv) no imposition or intensification of import restrictions for balance
of payments reasons. These four performance criteria will be monitored continuously.

7. Performance criteria and indicative targets have been set for end-June 2020 and end-
December 2020 (the next two test dates). They are monitored on a cumulative basis from the
beginning of the calendar year (except for (i) the NIR target, which is monitored in terms of stock
levels and (ii) the new net borrowing by the Partnership Fund, which is monitored since program
approval), while continuous performance criteria are monitored on a continuous basis.
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D. Inflation Consultation Mechanism

8. Inflation consultation bands around the projected path for inflation are set for each
test date under the program. Test date inflation is defined as the year-on-year percentage
change of the monthly consumer price index (CPI) in the month of the test date as measured and
published by the National Statistics Office of Georgia (GEOSTAT).

9. If test date inflation falls outside the outer bands specified in Table 1 of the MEFP, the
authorities will complete a consultation with the IMF Executive Board which would focus on: (i)
the stance of monetary policy and whether the Fund-supported program remains on track; (ii)
the reasons for the deviation; and (iii) the proposed policy response. When the consultation with
the IMF Executive Board is triggered, access to Fund resources would be interrupted until the
consultation takes place and the relevant program review is completed. In addition, if the test
date inflation falls outside the inner bands specified in Table 1 for the test dates, the authorities
will complete a consultation with IMF staff on the reasons for the deviation and the proposed
policy response.

E. Program Definitions, Adjustors, and Reporting Requirements
General Government

Ceilings on (i) the augmented cash deficit of the general government and (ii) net budget
lending

10. Definition: The augmented cash balance of the general government is defined as:
revenues minus expense, minus net acquisition of non-financial assets (as defined by GFSM
2001) minus net budget lending (as defined below). A negative augmented cash balance is a
deficit.

11. The augmented cash balance of the general government will be measured from the
financing side at current exchange rates established by the NBG at the date of the transaction.
Accordingly, augmented cash deficit of the general government will be measured by: i) net
acquisition of financial assets (including changes in balances of the revenue reserve account),
excluding net budget lending as defined by GFSM 2001; minus ii) net incurrence in domestic and
foreign liabilities as defined in GFSM 2001.

12. Adjustor: The ceiling on augmented cash deficit of the general government will be
adjusted upward (higher deficit)/downward (lower deficit) by the cumulative total amount of
foreign-financed project loan disbursements above/below the program amounts (Table 2) .

13. Adjustor: The ceiling on the augmented cash deficit of the general government will be
adjusted downward (lower deficit) by the cumulative amount of receipts from sale of non-
financial assets above the program amounts (Table 2).
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14. Adjustor: The ceiling on the augmented cash deficit of the general government will be
adjusted upward (higher deficit)/downward (lower deficit) by the cumulative amount of VAT
credits refunded in cash above/below the program amounts (Table 2).

15. Adjustor: The ceiling on net budget lending will be adjusted upward (higher
deficit)/downward (lower deficit) by the cumulative total amount of on-lent amounts from
foreign-financed project loan disbursements above/below the program amounts (Table 2).

16. Adjustor: The ceilings on the augmented cash deficit and the primary current spending
(indicative target) will be adjusted upward (higher deficit and higher primary current spending) for
healthcare costs related to prevent the COVID-19 spread and treating COVID-19 cases in excess
of the originally planned amount of GEL351 million (Table 2). Activities included for the adjustor
are the ones defined by:

e Government Decree #164 28.01.2020 “On approval of preventive measures against spread of
Novel Coronavirus and operational plan on treating diseases caused by the Novel
Coronavirus™:

e Article 4.1 — Activities under the competencies of NCDC and Center for coordinating
Emergency situation;

e Article 4.8% — Tourism Agency providing quarantine services, including renting hotels
and providing catering for the people in quarantine

e Annex #20 "Managing Novel COVID-19" of the Government Decree #674 31.12.2019
"On Approving 2020 Healthcare Programs”, added to the decree by the Government
decree #176 17.03.2020;

e Government Decree #653 25.12.2019 “On approving 2020 State Program of Rehabilitating
and equipping Medical Facilities".
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Table 2. Georgia: Projected Financing for Cash Deficit of the General Government
(in millions of GEL, cumulative from the beginning of the calendar year)

June 30, 2020 December 31,
2020

Healthcare costs related to prevent the COVID-19 N/A 351
spread and treating COVID-19 cases

Disbursements of foreign-financed project loans’ 627 2,040
Receipts from sale of non-financial assets 83 150
VAT refunds 300 600
On-lent amounts from project loan disbursements 80 250

' Adjustments will not be made on project loans that are used to support the budget and/or the healthcare
sector, namely, the World Bank's Fast Track COVID-19 Facility and EIB's healthcare project.

Supporting Material:

o Data on domestic bank and nonbank financing will be provided to the IMF by the NBG and
the Treasury Department of the Ministry of Finance within four weeks after the end of each
month.

» Data on external project financing as well as other external borrowing will be provided to the
IMF monthly by the Ministry of Finance (specifying projects by creditor) within two weeks of
the end of each month.

e Healthcare spending specified under (i)the Government Decree #164 28.01.2020, “On
approval of preventive measures against spread of Novel Coronavirus and operational plan
on treating diseases caused by the Novel Coronavirus” under the categories of Articles 4 and
4.82, and Annex #20; and (ii) Government Decree #653 25.12.2019 “On approving 2020 State
Program of Rehabilitating and equipping Medical Facilities”.

e Data will be provided at actual exchange rates.

o Data on receipts from sales of non-financial and financial assets of the general government
will be provided by the Treasury Department of the Ministry of Finance to the IMF on a
monthly basis within two weeks of the end of each month.

e Data on securitized debt sold by the NBG, including the securities that have been purchased
by nonbanks, will be reported by the NBG to the IMF on a monthly basis within two weeks of
the end of each month.

e Data for the previous month will be provided by the Georgia Revenue Service by the end of
each month on:
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¢ Number and GEL value of claims for cash refunds submitted by taxpayers, separately
for VAT and other taxes,

e Number and GEL value of cash refunds paid, separately for VAT and other taxes,

e Number and GEL value of cash refunds paid automatically (i.e., without manual check
or audit), separately for VAT and other taxes.

17. Definition: Consistent with GFSM 2001, net budget lending is defined as the net
acquisition of financial assets for policy purposes by the general government.

Ceiling on the Current Primary Expenditures of the General Government

18. Definition: primary current expenditures is defined as expense (as defined by GFSM
2001) on a cash basis, minus interest payments.

19. Supporting material: Data for monitoring expenditures will come from the accounts of
the general government covered under the ceiling on the augmented cash deficit of the general
government (including autonomous regions). The Ministry of Finance is responsible for providing
reporting according to the above definition. Data on expense and net acquisition of non-financial
assets of the general government should be reported to the IMF within four weeks after the end
of the quarter.

Ceiling on the Outstanding stock of VAT credit refunds

20. Supporting material: Data for the period from the 16" day of the previous month to
the 15" day of the current month will be provided by the Georgia Revenue Service by the end of
each month on:

e Opening balance in taxpayer accounts (stock)

e New tax credits declared by taxpayers,

e Tax credit balance adjustments made by GRS after desk check / audit and by taxpayers,

e Tax payments to the budget

e Tax credits offset against tax liabilities,

e Tax credit refunds paid in cash,

e Other flows (residual),

e C(Closing balance in taxpayer accounts (stock),

e Closing balance amounts not eligible for a cash refund (stock).
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Continuous Performance Criterion on Accumulation of General Government External Debt
Arrears

21. Definition: Debt is defined as set forth in point No. 8 of the Guidelines on Public Debt
Conditionality in Fund Arrangements (Decision No. 15688-(14/107) adopted on December 5,
2014. External debt is defined by the residency of the creditor.

22. For the program, external payment arrears will consist of all overdue debt service
obligations (i.e. payments of principal or interest, considering contractual grace periods) arising
in respect of any debt contracted or guaranteed or assumed by the central government, or the
NBG, or any agency acting on behalf of the general government. The ceiling on new external
payments arrears shall apply on a continuous basis throughout the period of the arrangement. It
shall not apply to external payments arrears arising from external debt being renegotiated with
external creditors, and, more specifically, to external payments arrears in respect to which a
creditor has agreed that no payment needs to be made pending negotiations.’

23. Supporting Material. The accounting of non-reschedulable external arrears by creditor
(if any), with detailed explanations, will be transmitted on a monthly basis, within two weeks of
the end of each month.

Continuous Indicative Target on Accumulation of General Government Domestic
Expenditure Arrears

24. Definition: For program purposes, domestic expenditure arrears are defined as non-
disputed (in or out of court) payment obligations whose execution term has expired and became
overdue. They can arise on any expenditure item, including debt service, wages, pensions, and
goods and services. Arrears will arise from non-debt liabilities that are not paid after 60 days of
the contractual payment date or—if there is no contractual payment date—after 60 days of the
receivable. Any wage, pension or other entitlement obligation of the general government that is
not paid after a 30-day period from the date that they are due, is in arrears.

25. Supporting Material: The accounting of new domestic expenditure arrears (if any) will
be transmitted within four weeks after the end of each month.

Continuous Ceiling on the New Guarantees Issued by the Public Sector

26. Definition: For the purposes of the program, a guarantee of a debt arises from any
explicit legal obligation of the public sector to service such a debt in the event of nonpayment by
the recipient (involving payments in cash or in kind).

' Arrears to Turkmenistan.
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27. Supporting Material: The Ministry of Finance will provide to the IMF information on any
new guarantees issued by the public sector within 4 weeks after the end of each quarter.

Partnership Fund
Ceiling on the Cash Deficit of the Partnership Fund

28. Definition: The cash deficit of the Partnership Fund will be measured as its
expenditures minus its revenues.

29. The Partnership Fund's revenues comprise the dividends from its assets and investments,
the interest earnings from the loans it provides, the fees it charges for the services and
guarantees it provides and any other income earned from its assets.

30. The Partnership Fund's expenditures comprise all current and capital expenditures.
Current expenditures comprise compensation of employees, the purchase of goods and services,
transfers to other entities, other account payables and domestic and external interest payments.
Capital expenditures comprises the net acquisition of nonfinancial assets as defined under

GFSM 2001. The Partnership Fund’s purchase of financial assets (e.g. lending and equity
participation) will not be considered part of its expenditures.

Ceiling on New Net Borrowing by the Partnership Fund

31. Definition: Net borrowing by the Partnership Fund is defined as contracted debt
liabilities minus principal repayments.

32. Supporting Material: The Ministry of Finance will provide to the IMF detailed
information on the Partnership Fund's quarterly revenue, expenditure, and amounts related to
new contracted debt and principal repayments, within four weeks of the end of each quarter.

Continuous ceiling on New Investments by the Partnership Fund

33. Definition: New investments by the Partnership Fund are defined as gross acquisition of
non-financial and financial assets, excluding (i) currency and deposits and (ii) other accounts
receivables. Further excluded are transactions which are unambiguously required by contractual
obligations established before November 1, 2019.

34. Supporting Material: The Ministry of Finance will provide to the IMF detailed
information on the Partnership Fund'’s quarterly acquisition of financial and non-financial assets
within four weeks of the end of each quarter. The Ministry of Finance will notify the IMF about
transactions required by preexisting contractual obligations within 10 days of their occurrence
and provide the necessary documentation establishing such obligation.
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Net International Reserves
Floor on the Net International Reserves of the NBG

35. Definition: Net international reserves (NIR) of the NBG in U.S. dollars are defined as
foreign assets of the NBG minus the sum of foreign liabilities of the NBG, including all of
Georgia's liabilities to the IMF. Foreign assets of the NBG include gold, gross foreign exchange
reserves, Georgia's SDR holdings, and the reserve position in the IMF. Gross foreign exchange
reserves of the NBG are defined as liquid, convertible currency claims of the NBG on
nonresidents, including cash holdings of foreign exchange that are readily available. Pledged or
otherwise encumbered assets, including (but not limited to) assets used as collateral (or
guarantee for third party external liabilities) are excluded from foreign assets. Foreign liabilities
of the NBG shall be defined as the sum of Georgia's outstanding liabilities to the IMF (at face
value), Georgia's SDR allocation, and any other liabilities of the NBG (including foreign currency
deposits of financial institutions at the NBG and currency swaps and foreign exchange forward
contracts with financial institutions), excluding the foreign exchange balances in the
government’s account with the NBG. For program monitoring purposes, the stock of foreign
assets and foreign liabilities of the NBG shall be valued at program exchange rates as described
in paragraph 2 above. The stock of NIR amounted to $1,552 million as of December 31, 2019 (at
program exchange rates).

36. For the purpose of the program, budget support grants to the general government
are defined as grants received by the general government for direct budget support from
external donors and not related to project financing. Budget support loans to the general
government are defined as disbursements of commercial loans and loans from bilateral and
multilateral donors for budget support.

37. Adjustors. For program purposes, the floor on NIR will be adjusted

e Upward (downward) by any excess (shortfall) by any FX privatization revenue in foreign
exchange above (below) the programmed amounts. Privatization receipts are defined in this
context as the proceeds from sale, lease, or concessions of all or portions of entities and
properties held by the public.

¢ Upward (downward) by any excess (shortfall) of budget support grants compared to program
amounts (Table 3).

e Downward by any shortfall of budget support loans compared to program amounts
(Table 3).

e Upward by the sum of the total excess of budget support loans compared to program
amounts (Table 3) and any negative net Eurobond issuance by the government, if this sum is
positive.

e Upward by any positive net Eurobond issuance by the government.
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e Upward/downward by 100 percent for any excess/shortfall related to disbursements of the
project loans and grants to the treasury single account at the NBG relative to the projected
amounts (Table 3).

Table 3. Georgia: Projected Balance of Payment Support Financing®
(millions of U.S. dollars)

June 30, 2020’ December 31,
20202

Projected privatization revenue 0.0 0.0
Budget support grants from external donors and 0.0 91.2
not related to project financing
Budget support loans, including bilateral and 297.8 1,278.1
multilateral donors for budget support
Disbursements of project loans and grants 75.9 225.2

T Cumulative from January 2020 to end-June 2020.
2 Cumulative from January 2020 to end-December 2020.
3 Flows are valued at program exchange rates for the June and December targets.

38. Supporting material: Data on net international reserves (both at actual and program
exchange rates); net foreign financing (balance of payment support loans, cash grants to the
general government, amortization (excluding repayments to the IMF), interest payments on
external debt by the Ministry of Finance and the NBG; and conversions for government imports
will be provided to the IMF in a foreign exchange cash flow table (which includes details of
inflows, outflows and net international reserves) on a weekly basis within three working days
following the end of the week.
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Statement by Mr. Doornbosch, Executive Director,
and Mr. Zedginidze, Advisor on Georgia
May 1, 2020

The COVID-19 pandemic significantly affected Georgia, a small open economy dependent
on foreign inflows. The shock and planned policy response have created significant external
financing needs. On the back of the positive performance under the existing Extended Fund
Facility (EFF) program, the Georgian authorities request the completion of the sixth review
and augmentation of the EFF program of SDR 274 million.

The Georgian authorities thank Mission Chief Ms. Vera Martin and her team for the policy
advice and the insightful report. The authorities agree with the staff’s appraisal and confirm
their ownership of the reforms under the program.

Recent Developments and Outlook

At the time of the COVID-19 outbreak, Georgia’s macroeconomic performance was
solid. Real GDP grew by 5.1 percent in 2019, largely driven by net exports. The external
position strengthened, and the current account deficit reached a historical low of 5.1 percent
of GDP in 2019. Public finances further improved with fiscal consolidation carried out in line
with the EFF program objectives. Inflation, alleviated by one-offs factors in 2019, was on a
downward trend toward the target. The commercial banks remained well capitalized, liquid
and profitable.

The COVID-19 pandemic disrupted economic activity in Georgia and created urgent
financing needs. Travel to Georgia has been suspended amidst the global collapse in travel.
The worldwide nature of the pandemic halted foreign inflows — tourism, remittances and
financial. As a consequence of the deteriorated current and capital accounts, an urgent
balance-of-payment (BoP) need of $1,790 million in 2020/2021 has emerged. The
deterioration of the external position is expected to be temporary. Domestic containment
measures have further slowed economic activity. As a result, GDP is expected to decline by 4
percent, 8.3 percentage points below the pre-COVID-19 projection. And due to the relief
package and revenue shortfall, the fiscal deficit is expected to increase by 6 percentage points
to 8.5 percent of GDP in 2020.

Nevertheless, the medium-term outlook remains strong, underpinned by the
authorities’ comprehensive reform agenda and capital investments. We expect growth to
rebound in 2021 as the restrictions relax, and net exports fuel the economy. The authorities
only expect a partial recovery of 4 percent growth next year. They reiterate their commitment
to implement reforms in line with the EFF program objectives with only as minimal a
disruption as possible due to the pandemic. Once the economy recovers, the authorities plan
to continue fiscal consolidation and reprioritize spending to increase investments in
education and core infrastructure.



Policy Response to COVID-19

Implementing social distancing and healthcare measures, the authorities prioritized
containment of the virus, which helps to protect the labor force and support economic
recovery. As soon as the first COVID-19 case was confirmed in Georgia, the authorities
acted promptly to contain the spreading of the virus, and declared a state emergency on
March 20, closing all non-essential activity. More recently, internal mobility has also been
restricted, with the introduction of a curfew and banning unauthorized private vehicle
movement. On the healthcare side, the government increased funding to meet the immediate
healthcare needs for lab testing, hospitalization, quarantine and medical supplies. Beyond
these direct measures to protect public health, the authorities announced fiscal measures to
support the most vulnerable population.

To mitigate the social and economic impact of the pandemic, the authorities designed
fiscal measures in consultation with the IMF. The fiscal relief package includes targeted
income transfers to affected households, tax credits to businesses and payroll support. In
addition, the package includes utility subsidies targeted for low income households, and basic
food product subsidies. Furthermore, the authorities plan to update the credit guarantee
scheme to give small and medium size businesses access to finance. These measures,
designed in consultation with the IMF, are targeted and temporary. In total, additional fiscal
costs to counter the direct and indirect impact of the COVID-19 pandemic is 4 percent of
GDP. The augmentation of the EFF will enable Georgia to finance the additional fiscal and
balance-of-payment needs.

Monetary and financial sector policies aim to ease liquidity and credit constraints while
a temporary loan moratorium provides relief to distressed customers. As a result of the
shock, the exchange rate has already depreciated by around 15 percent against the U.S.
dollar, putting pressure on dollarized borrowers. So far, the National Bank of Georgia (NBG)
has sold US$100 million (0.6 percent of GDP) to provide FX liquidity. The exchange rate is the
first line of defense, but given the large and temporary nature of the shock, the NBG will
intervene to smoothen excessive volatility and prevent disorderly FX market conditions.

In addition, three other important measures will support financial stability and economic
activity. First the NBG will allow commercial banks draw down capital and liquidity buffers
to meet credit losses and deposit withdrawals. To help distressed borrowers, the NBG
encourages banks to introduce a temporary moratorium on fines until the state of emergency
is lifted. Dividends and other payouts are suspended to strengthen banks’ financial positions.
Second, the NBG will offer a swap line to financial institution, provide local currency
liquidity and broaden collateral for emergency liquidity assistance to banks. Finally, the
Ministry of Finance will issue debt securities for 1.2 percent of GDP in order to inject
liquidity into the banking system.

Economic and Financial Polices
The authorities broadly met the conditionality for the sixth review under the EFF

program. The authorities met most of the quantitative criteria and benchmarks. However,
due to the increased fiscal deficit, some quantitative criteria were missed by a small margin.



Also, the pension indexation mechanism will be submitted to the parliament with a delay. On
the inflation consultation clause, in large driven by one-offs, inflation exceeded the inner
bound but stayed below the outer bound. Since then, inflation has been on a downward trend,
reaching 6.1 percent in March-2020.

The authorities reiterate their commitment to fiscal consolidation in the medium-term.
As a result of the COVID-19 pandemic public debt is expected to increase in the near term.
Yet, the authorities are confident that the rebound of the economy and their consolidation
efforts will put public debt on a downward path. We note that according to the recent DSA,
public debt stays sustainable even in the combined macro-fiscal shock scenario.
Nevertheless, the authorities stand ready to adopt additional measures, in consultation with
the IMF, to strengthen fiscal sustainability if needed.

Fiscal reforms remain high on the authorities’ agenda. Georgia’s Revenue Service is
finishing a 3-year plan, prepared with the help of IMF TA. The plan outlines a long list of
steps in the MEFP document, focusing on improving compliance and revenue administration.
Also, in order to contain fiscal risks, the authorities have recently reformed the PPP and SOE
monitoring frameworks and are committed to further improve fiscal transparency following
the steps agreed with IMF staff.

The authorities will intervene in FX market to smoothen volatility while remaining
committed to the floating exchange rate, as the first line of defense against shocks. The
floating exchange rate regime has served the economy well. The authorities prioritize
maintaining a healthy level of gross international reserves to support market confidence. The
BoP shortfall will mostly be financed by donor assistance without reducing the current
reserve levels. Moreover, the authorities plan to resume reserve accumulation in the medium
term.

The NBG’s monetary policy will continue their balanced approach of supporting
demand and curbing inflation expectations, driven by an already depreciated exchange
rate. The NBG has kept the policy rate unchanged since the COVID-19 outbreak as the
exchange rate puts pressure on inflation expectations. Even so, given the large negative
output gap, the NBG aims to normalize monetary policy as soon as the conditions allow.
According to the latest projections, inflation will decline to 3.5 percent by the end-2020,
slightly above the 3 percent target. The authorities also continue to strengthen the Inflation
Targeting Framework by improving communication and transparency.

While near-term financial policies aim to contain the pandemic impact, medium-term
financial policies aim to build resilience. Banks met the COVID-19 pandemic with solid
financial positions thanks to steps implemented by the NBG prior to the shock. In addition,
the NBG’s macro-prudential measures helped to lower non-financial sector vulnerabilities,
such as loan dollarization and household indebtedness. Nevertheless, the unparalleled size of
the shock takes its toll. At first, capital and liquidity buffers will be used to meet the losses.
Subsequently, if losses substantially impact any bank’s capital adequacy, the NBG stands
ready to take targeted actions and ask banks to submit a capital restoration plan. At the same
time, the authorities are working to mobilize funding to backstop the financial sector in the



worst-case scenario. The NBG is also working with the IMF TA to strengthen the banking
resolution framework. Finally, the authorities plan to continue building capital buffers as the
shock subsides.

The authorities will continue implementing structural reforms despite the COVID-19
shock. The authorities will support economic recovery by, among other measures, catalyzing
donor financing to scale up investments in roads, transportation and logistics. Also, the
authorities continue improving the judiciary system and work on initiating free trade agreements
that will support the medium-term growth.
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