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Georgia’s Growth Prospects before COVID-19, And How
Things May Change Due To Pandemic
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Figure 1 - Georgia, Real GDP Growth Rate (Y/Y)
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ISET-PI has updated its Georgian real GDP growth rate forecast for the first and second quarters of 2020.
Here are the highlights of this month’s release:

HIGHLIGHTS
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The annual real GDP growth for 2019 amounted to 5.2%, while the real GDP growth rate reached
5.1% year-on-year for January 2020.

Before taking into consideration the negative consequences of COVID-19 on the real GDP growth
forecast, ISET-PI predicted 4.7% and 5.4% growth for the first and second quarters of 2020
respectively, based on data from January 2020.

Consequently, the annual growth in 2020 was expected to be 4.8% in the worst-case scenario, and
5.9% in the best-case or an average long-term growth scenario. Our middle-of-the-road scenario
(based on the average growth in the last four quarters) predicted a 5.2% increase in real GDP.
After considering the negative impacts of COVID-19 on Georgia’s economy, via tourism,
remittances, trade, and restricted domestic production and service provision due to the strict social-
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isolation measures, the real GDP growth is expected to decrease notably, depending on the length
and severity of the pandemic.

e Itis projected that the real GDP may decline by 0.82 percentage points if there is no international,
outbound, or domestic tourism between March-May of 2020. While it could reach 1.87 and 5.37
percentage points if the restrictions last until July or December, respectively.

e Taking into consideration the correlation between the growth rates of Georgia and its partner
countries, and Bloomberg’s real GDP growth scenarios of change for the world’s leading countries,
Georgia’s real GDP growth in 2020 could vary from 0.82% to 3.91% (assuming a 5% baseline
growth).

e Based on various scenarios of net decline in money transfers (from a 10% to a 50% decline), the
share of household real consumption spending (considering the exchange rate and inflation) may
change from +0.3% to -5.5%.

The possible effect of COVID-19 pandemic on the Georgian
economy

Consumption

Decline in domestic consumption due to behavioral and policy changes — i.e. people staying home as a
precaution or as a requirement. Moreover, currency depreciation and possible price spikes (due to herding
behaviors and potential disruptions in supply chains) are expected to have a negative effect on
consumption and investment. Household consumption accounts for 66.7% of the Georgian GDP (Geostat,
2018). A significant reduction in household consumption (e.g., spending on transportation, clothing,
electronics, and domestic services) would therefore result in an overall slowdown of GDP growth.

Investment

Decline in domestic investment — uncertainty and deteriorating business sentiments will stall business
investment decisions. Expectations of a global recession could become self-fulfilling if ‘business-as-usual’
does not resume in the next few months. If companies expect a slowdown in demand, they will also delay
investment, and GDP will decline further. Investment (gross fixed capital formation) accounts for
approximately 28% of Georgia’s GDP. Thus, the Georgian government has announced capital spending
to combat the expected drop in private investment.
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Tourism

Decline in tourism and related businesses — tourism arrivals and receipts are expected to decline
sharply as a result of the numerous travel bans, and due to precautionary behaviors. By February,
international visitor trips had already declined by 0.6% annually, while the number of tourist stays
(overnight) experienced a relatively moderate 4% yearly growth. In terms of international visitor trips,
among the top 10 countries, the largest decline in trips was observed in Armenia (-18.2% YoY), Russia (-
25.0% YaoY), Iran (-8.7% YaoY), and in India (-9.9%), and there was a decline of 59.5% yearly in China.
According to our preliminary calculations, the Georgian economy lost between 3-9% of potential tourism
revenue in February. Since tourism industries account for 11.3% of Georgia’s GDP (GNTA 2018), and this
share has had an increasing trend over the last three years (2016-18), a direct hit to the industry will
substantially impact GDP. The GDP losses associated with the following scenarios have been calculated
below:

Note: after the periods indicated in each scenario, tourism is assumed to immediately recover to the 2019 levels.
Table 1. Net effect of the coronavirus crisis

Tourism
Effect on GDP (percentage points) revenues
(mln. USD)

Accom. and Travel Total change
food services companies in GDP

Transport

Scenario 1: no
international, outbound or
domestic tourism in March-
May 2020

-0.18 -0.36 -0.28 -0.82 -514

Scenario 2: no
international, outbound or
domestic tourism in March-
July 2020

-0.41 -0.82 -0.64 -1.87 -989

Scenario 3: no
international, outbound or
domestic tourism in March-
December 2020

-1.19 -2.34 -1.84 -5.37 -2,010

Source: Geostat, NBG, authors’ calculations

Trade

Decline in trade — it is possible to find certain similarities between the current situation and the economic
slowdown in the Eastern Europe and Central (EECA) region in 2014-2017; caused by a drop in oil prices
and global appreciation of the US dollar. The latter resulted in a sharp decline of external demand, falling
commodity prices and regional currency crises, which equally affected the Georgian economy. It is notable
that the country’s goods exports fell by 23%, while imports contracted annually by 15% in 2015. Trade was
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only restored to the 2014 level by 2018. The forthcoming crisis is expected to not only have stronger
negative impacts on external demand, but also cause disruptions in the production value chains, affecting
Georgia’s trade in more severe ways. Trade of all commodities, except food and medicine, is projected to
decline, depending on the duration of the shock. In February, exports decreased by 0.5% in yearly terms
(by January-February 2020, export to Russia, Armenia, the United States, and Turkey had already declined
by 25.7%, 16.5%, 15.1%, and 8.8% respectively), however imports increased by 8.4% yearly (in January-
February 2020, imports from China and Italy decreased by 7% and 6% respectively in annual terms, while
all other major partners experienced an annual increase).!

Foreign Direct Investment (FDI)

Decline in Foreign Direct Investment (FDI) — because foreign investors prefer to invest in safe assets.
Additionally, currency depreciation expectations will negatively affect FDI. The FDI in Georgia amounted
to 1,267.7 min. USD in 2019 (7.1% of GDP).

Remittances

Decline in remittance inflows — since all countries will suffer economically in the aftermath of the health
and oil price crises, we expect significant slowdown in remittance inflows from the rest of the world. The
remittances decline will hit Georgia particularly hard as it is among the top receiver countries of foreign
transfers. For instance, in 2019, money transfer inflows accounted for 9.8% of GDP.2 Various scenarios for
just how much Georgia is set to lose in monetary inflows are presented in the table below:

Table 2. Net change in money transfers inflow in 2020 due to the coronavirus (min. USD)

Scenario 1: 10% decrease of . Scenario 3: 50% decrease of net
. Scenario 2: 30% decrease of net . ..
net money transfers in the money transfers in the remaining

remaining months of the year mg:t?s t;&;rzﬁfeerse; t(rl:/(learri?-aljlglcr:lgmber) months of the year (March-
(March-December) y December)

-114 -372 -629

Net change in consumption spending due to money transfers decline*

-570 -1,857 - 3,146
Net change as a share of household total real consumption spending**

+0.3% -2.6% -5.5%

1 More information can be found at: https://www.geostat.ge/media/30274/External-Merchandise-Trade-of-Georgia-in-
January-February-2020.pdf.

2 In February, remittances increased by 9.5% yearly; Russia was the only country in top 25 to experience an annual
decline of money transfers, amounting to 9.3%.

Page | 4



https://www.geostat.ge/media/30274/External-Merchandise-Trade-of-Georgia-in-January-February-2020.pdf
https://www.geostat.ge/media/30274/External-Merchandise-Trade-of-Georgia-in-January-February-2020.pdf

iseT il

Policy Institute

LEADING GDP INDICATOR FORECAST FOR GEORGIA — MARCH 2020 @/

Growth Spillovers

The spillover effect on other sectors —a drop in demand for goods and services in the region, in China,
the EU, and in the US, will affect the overall economy via trade and production linkages. While it is difficult
to predict how Georgia’'s economy will react to a global shock of such magnitude, some preliminary
estimations may already be determined. Georgia’s growth rate over the last 20 years correlates notably to
several neighboring economies. One of the greatest correlations is, unsurprisingly, with Russian economic
growth. Russia’s growth is also highly correlated with other countries, reflecting global economic linkages.

These correlations are reported in the table below:
Franc
Italy Germany e us Ukraine

Chin Kazakhsta
Turkey a n
0.82

0.60

Georgi

Table 3. a

Russia | Armenia

Georgia

Russia 1.00 0.90 0.73 0.83 0.64 0.67 0.63 0.91

In order to discover how a slowdown across the world’s top economies will affect Georgia, we have followed
three economic scenarios relating to major world economies, as reported by Orlik et al. (March 6, 2020,
Bloomberg.com). The numbers reflect growth rate changes relative to the baseline (no virus outbreak).

Table 4. Coronavirus effect on growth rates

Real GDP annual growth change in 2020 Real GDP growth

compared to the baseline scenario, pp in 2020,
assuming a 5%

baseline

Russia | Germany Georgia Georgia
Scenario A: Outbreak causes localized -0.9 -1.2 -0.2 -1.09 3.91

disruption

Scenario B: Widespread contagion -3 -2.8 -1.3 -3.09 1.91
Scenario C: Global pandemic -4.8 -3.6 -2.4 -4.18 0.82

Source: Bloomberg, authors’ calculations

Production

Production disruptions — domestic production will suffer as a result of forced business closures and the
inability of workers to get to work, as well as disruptions to trade and business as a result of border closures,
travel bans, and other restrictions on the movement of goods, people, and capital. The overall impact on
production may be mitigated by the fact that in some sectors (particularly in manufacturing) production can
be ramped up in later periods to compensate for lower production (providing closures do not last too long).

Fiscal and Monetary Policy

Georgia’s public finances are in a tolerable enough shape to handle a crisis. Public debt to GDP ratio is
not very high (44.9% in 2018), and the government budget deficit is also below 3% of the GDP. One of the
most important tools in overcoming the crisis and achieving a fast recovery could lie in increased fiscal
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expansion. Georgia's government has already announced its boosting capital expenditure (CapEx)
projects, aimed at providing additional economic incentives.

While other countries push for fiscal stimulus and monetary expansion, Georgia is facing uncertainties in
terms of inflationary expectations. As discussed, this limits NBG’s ability to stimulate the economy under
the current circumstances. Annual inflation in January-February was 6.4%, significantly higher than the 3%
target. Going forward, a sharp decline in aggregate demand would reduce the pressure on inflation, while
a depreciating nominal effective exchange rate will exert upward pressure. Therefore, the possibility to
reduce the monetary policy rate depends on which effect will dominate in the future. In the meantime, NBG
is approaching IMF to increase access to funding under its Extended Fund Facility program. Alongside the
additional funds from other international donors, this will positively affect the economy, strengthen the
nominal effective exchange rate and, consequently, curb inflation.

Our forecasting model is based on the Leading Economic Indicator (LEI) methodology developed by the New
Economic School, Moscow, Russia. We have constructed a dynamic model of the Georgian economy, which assumes
that all economic variables, including GDP itself, are driven by a small number of factors that can be extracted from

the data well before the GDP growth estimates are published. For each quarter, ISET-PI produces five consecutive
monthly forecasts (or “vintages”), which increase in precision as time goes on. Our first forecast (the 1st vintage) is
available about five months before the end of the quarter in question. The last forecast (the 5th vintage) is published
in the first month of the next quarter.
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