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Abstract

The article “Monetary Crises in Georgia” (Authors: Doctor of Economy, David
Aslanishvili and Doctor of Business Administration, Kristine Omadze) is the first at-
tempt to overview the three main monetary crises in Georgian history since its inde-
pendence and to study origins of the crises and evolution. The purpose of this article
is to study the three monetary crises in Georgia itself and the errors in the Monetary
Policy provided by The National Bank of Georgia and Georgian Government. It is
crucial for stable economic development to have corrected Monetary Policy and to
avoid mistakes similar to the mentioned in this article. At the same time, the article
pays attention to importance of coordination providing Monetary Policy between the
National Bank of Georgia and the Ministry of Finance. In our opinion only such
coordination is the best solution for crisis prevention. Our research aims to deter-
mine the relevance and regularity of Georgian Lari (GEL) exchange rate and mone-
tary policies conducted by the National Bank of Georgia.
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Currency Crisis, The Lari Exchange Rate, Monetary Aggregates,
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1. Introduction

National currency of Georgia-Lari (GEL) was emitted in September 1995. Its circula-
tion was preceded by a stabilization program, which was enacted in 1994. Since then
the circulation of the Lari money aggregates (M0, M1, M2 and foreign currency M3) in
sequence, but is steadily increasing [1]-[3].

Our research studied the impact of monetary crisis on Georgian Lari (GEL) exchange
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rate against USD and the National Bank of Georgia’s foreign exchange policy. In this

regard, based on our study of the past twenty (20) years monetary policy, we have iden-

tified three major Georgian Lari currency crises [4]:

* 1998-1999 years, starting with Indonesia, moved into Russia and affected Georgian
currency hardly—first currency crisis;

* 2008-2009 years—war conflict with Russia and global financial crisis—second cur-
rency crisis;

The first and the second monetary crises of Georgian Lari are observed based on
historical performances, while the current one is ongoing issue and the study paid the
special attention on it and its causes.

* 2014-2016 years—tightened monetary policy of Federal Reserve System of United
States and strong US dollar—its influence on world currency system and Georgian
case—the third and the most serious monetary and currency exchange crisis in
Georgia.

Any article has the writing significance. In that point of view the theoretical and
practical significance of this research is the following:

Since the restoration of independence, the main goal is to keep political and eco-
nomic freedom and to improve it. In this regard, the cornerstone of economic policy
should be based on the following direction—an independent and stable economic poli-
cy that will ensure the economic growth and welfare of the population and reliable in-
tegration Georgian into the world community as a successful, progress and innova-
tion-oriented state.

In this regard, it is crucial to create solid and predictable environment inside the
economy and monetary system that would be a reliable basis for further progress and
development.

This model is called a strong asymmetry in financial industry. This is a model of fi-
nancial system where every participant has the full access to the past information and
analysis. Also, there is a transparent environment and reliable statistics to analyze the
current events for correct prediction and, most importantly, there is an opportunity to
plan for the future, expected financial strategy. Unfortunately, in Georgia we have fixed
a weak form of asymmetry—there is available only past data. The luck of transparency
of the current situation in the financial system, subjectivity, low level of financial and
capital markets developments (and its actual de facto liquidation) creates reach condi-
tions to have a system of oligopoly, where several groups manage the financial market
due to its personal or emotional opinions, instead of free market.

Such system does not allow us to analyze the current situation and it is totally
groundless to create any future forecasts and their possible reflection model. It removes
the basis for any attempt to establish real stability and ensure sustainable of the fu-
ture-oriented, long-term and stable development of the financial strategy.

In such circumstances, it is important for Georgia to study the past financial mone-
tary crises, to gather data and to analyze it. The first attempt of such research is given in

this paper.
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2. Georgian Currency: The First Monetary Crisis of 1998-1999

It should be noticed that the starting position of Georgian Lari monetary aggregates
since introduction can be characterized by the following parameters: At the end of Oc-
tober 1995, the Georgian Lari monetary aggregate (M2) was equal to 112.3 million GEL
[5]. At the same time, the entire supply of the Georgian banking system’s by the foreign
currency (M3 minus M2) was 19 million Georgian lari, or it was equal to 15 million
USD due to the fixed exchange rate of US dollar to Georgian Lari (US $1 = 1.3 GEL) at
the end of October 1995. This fixed exchange rate of US dollar to Georgian Lari lasted
until 1998. At the end of 1997 Georgian Lari (GEL) monetary aggregate (M2) reached
295 million Lari, while the foreign currency at banking system (M3 minus M2) was
equal to 75.5 million GEL, or 58 million USD [5]. In 1998, the National Bank of Geor-
gia announced the new era in currency rates—it shifted to a floating exchange rate and
the end of August 1998, the situation was as follows [1]:
* Georgian Lari monetary aggregate (M2)—was equal to 294 million. Lari (ie. un-
changed with data for December 1997);
* Foreign currency at the banking system (M3 minus M2)—was 100.5 million Gel or
80 million US dollar (actual exchange rate was 1 US dollar = 1.35 Georgian lari).

At the same time, Georgia’s international currency reserves had the following struc-
ture:

As Table 1 and Table 2 and the official data presents, foreign exchange reserves are
more or less stable, and there is a numerical change in this period due to a number of
international contracts expiration, or debt coverage and another debts to fill the reserve
tranche.

In September 1998, the foreign exchange market in Georgia was badly affected by
financial crisis, starting in Indonesia and moved to Georgia from Russia. Actually,
Georgia was kind of a victim of this regional crisis due to its close economic ties to
Russia. At the same time, this event have shown that neither the Government nor the

National Bank of Georgia were prepared for the crisis [6].

Table 1. Monetary aggregates of Georgian Lari (1995-1998).

Money Money Money Money outside
Year, month aggregates (M3), aggregates (M2), aggregates (M1), banks (MO0),

thous. of GEL thous. of GEL thous. of GEL thous. of GEL
October-1995 131,419 112,337 107,279 84,708
December-1995 179,441 160,145 154,534 124,779
June-1996 200,404 173,516 166,869 130,458
December-1996 255,754 220,751 212,448 176,733
June-1997 262,436 215,412 202,166 168,531
December-1997 370,497 294,974 277,863 239,691
June-1998 379,560 281,441 265,401 220,694
August-1998 394,825 294,175 279,633 230,411

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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Table 2. International currency reserves (1995-1998).

Year, month Official foreign currency reservces (in thousand USD)
31.10.1995 171,261.9
31.12.1995 196,188.8
30.06.1996 193,571.9
31.12.1996 190,850.2
30.06.1997 129,001.5
31.12.1997 200,445.9
30.06.1998 138,861.5
31.07.1998 122,746.4
31.08.1998 163,966.0

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

We analyzed the most acute phase of the crisis—October 1998-March 1999. From
the outset, we note that the depreciation of Georgian Lari against US dollar was a very
strong one and it dropped officially from the rate of US $1 - 1.35 Georgian lari to 1 US
dollar = 2.45 Georgian lari, or Georgian currency sufferred 82 percent devaluation rate.
However, according to our information, depreciation at unofficial market (currency
exchange in the streets) was even more dramatic, and in late November and early
December of 1998, it approached the level of US $ 1 =3 GEL [1] [7].

This crisis affected monetary aggregates and statistical figures were the following
(Table 3).

As we see, in the most critical period (November, 1998)—monetary aggregate (M2—
fell down to 207 million Lari, or decreased by 87 million (or 30 percent), while the for-
eign currency at banking system (M3 minus M2) decreased by 100 million Gel and
dropped to 55 million US dollars (decreased by 32 percent) [1].

Such Financial deterioration was accompanied with sharp rise in the interest rate on
the government securities market (it reached 60 per cent annual rates), most of emis-
sions were not fulfilled at all and lately emission of Georgian Tbills were stopped. Dur-
ing the winter of 1999, we have fixed Lari emission, sequester the State budget and late-
ly, the currency rate stabilized at 2.2 - 2.45 Gel frames to 1 USD [8].

It should be noted negative impact of such crisis on Georgian international reserves
level (Table 4).

The official data shows, the National Bank of Georgia used its foreign currency
reserves and intervened market to prevent Lari depreciation. As the result of it—three
times the foreign exchange reserves in 1998 and 1999 reached its historical minimum—
97 million US dollars [5].

In 1999, The National Bank of Georgia had agreed to provide its currency policy in
line with IMF and World Bank recommendations and it had received a loan from the
IMF and filled foreign exchange reserves up to 234 million US dollars. But lately, this
sum was used for new interventions, debt were covered and foreign reserves lost its half

from this amount.
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Table 3. Monetary aggregates of Georgian Lari (1998-1999).

Money outside
banks (MO0),
thous. of GEL

Money aggregates Money aggregates Money aggregates

Year, month
ear, mon (M3), thous. of GEL  (M2), thous. of GEL  (M1), thous. of GEL

October-1998 320,862 228,571 216,067 183,579
November-1998 295,186 207,171 196,161 168,784
December-1998 364,963 259,865 250,296 212,185

January-1999 402,252 273,806 264,325 226,875
February-1999 416,203 264,952 254,164 220,651

March-1999 398,962 251,628 241,743 206,901

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

Table 4. International currency reserves (1998-1999).

Year, month Official foreign currency reservces (in thousand USD)
30.09.1998 132,161.4
31.10.1998 118,850.4
30.11.1998 97,659.1
31.12.1998 127,792.5
31.01.1999 234,464.8
28.02.1999 118,013.0
31.03.1999 108,817.5
30.04.1999 103,569.0
31.05.1999 101,453.6
30.06.1999 97,360.4
31.07.1999 97,570.3

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

In this regard, to overcome the most acute phase of currency crisis in 1998-1999, the
National Bank spent 100 - 110 million US dollars (own calculations of the reserve
reduction, banks currency outflow and interventions analyzing data) in 1998. In addi-
tion, The NBG spent 50 mln. USD in 1999, to stabilize currency rate (own calculations
of the reserve to reduce the outflow of currency from the banks and interventions based
on the analysis of the data). Totally, price of first crisis can be calculated as 150 million
USD [1].

Monetary Policy between the First and the Second
Monetary Crisis (2003-2008)

Time, followed the first monetary crisis of 1998-1999, can be classified as the period of
stabilization of exchange rate, growth confidence to Georgian Lari, that resulted Lari
deposits quick (short and long-term time deposits) increased. Due to our study, it

seems there is a wide difference in reasons and tools between the first and the second
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crisis. The first one was resulted as the echo of Russian financial crisis of 1998 and it in-
fluenced Georgia as it was the economically dependent state on Russia. Weak Georgian
financial system, luck of trustee to national currency and absence of independent fi-
nancial policy results its harsh results. The first crisis was overcome thanks to little size
of Larimonetary aggregates in circulation, loans from World Bank and the IMF and less
involvement of the State into economy (especially on its late period in 1999).The
Second crisis was resulted by both domestic mistakes in monetary policy and force
majeure situation—August War with Russian Federation. Mostly the second crisis was
overcome by the international donor’s assistance, rather than domestic policy and
monetary tools. We have studied in details the period between the first and the second
crisis:

Monetary aggregates also showed tendency to grow. Launched in 2004 a large-scale
privatization program added confidence to Georgian Lari and sharp increase in foreign
investment strengthened Lari exchange rate. Level of foreign reserves was rapidly
increasing too. If we follow the official figures, at the end of 2003, Georgia’s interna-
tional reserves was not even 200 million US dollars, but in 2004 it reached 386 million
US dollars and 930 millionUSD in 2006 [9] (Table 5).

At the same time, monetary aggregates had the following tendency (Table 6).

At the end of 2003, monetary aggregate (M2) exceeded 530 millionGel, while the
foreign currency supply (M3 minus M2) was 565 million Gel or 280 million US dollars
as of exchange rate at the end of December 2003 (1 US dollar = 2075 GEL).

Table 5. International currency reserves (2001-2006).

Official reserve assets Year
and other assets in 2001 2003 2004 2005 2006
fOrelgn Currency
(mln USD) 117.4 196.2 386.6 478.6 930.8

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

Table 6. Monetary aggregates of Georgian Lari (1999-2003).

Money Money Money Money outside

Year, month aggregates (M3), aggregates (M2),  aggregates (M1), banks (MO0),

thous. of GEL thous. of GEL thous. of GEL thous. of gel
April-1999 389,811 254,674 246,858 212,913
December-1999 435,668 282,713 274,879 244,038
December-2000 608,119 380,271 369,644 315,205
June-2001 645,210 359,697 350,171 296,047
December-2001 749,331 405,377 395,632 348,850
June-2002 784,325 403,024 392,050 341,273
December-2002 890,308 465,096 454,844 390,791
June-2003 955,824 453,456 443,960 374,885
December-2003 1,095,628 530,277 519,380 441,536

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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Accordingly, in December 2003, the foreign exchange currency at banking system in
Georgia exceeded its minimum level of the first crisis summit at November 1998, 5
times (500 percent growth), while the Georgian Lari monetary aggregate (M2) in
circulation in the same period of time increased from 207 million Gel to 530 million
Gel, or just 2.5 times growth (250 percent). It shows that:

* Trust toward Georgian Lari was much smaller than to US dollar;

* Lari saving function does not actually possessed;

* The financial system and money aggregates were mostly stabilized by foreign
currency inflow in country.

Since 1999, exchange rate of Georgian Lari against the US dollar had showed strong
tendency to appreciate. It should be noticed—the National Bank of Georgia (the NBG)
was reluctant to sell US dollars in the period of late 1999 up to January 2004. Only in
2004, the NBG had started bilateral interventions (i.e. the purchase and sale of foreign
currency). This stable situation reflected exchange rate and it increased from 2.12
Georgian lari per 1 US dollar to 1995 Gel per 1 USD.

Second half of 2004 and further period can be described as the foreign currency
inflow time in Georgia (Mass privatization, strong economy growth) and in this regard,
the National Bank acts as foreign currency purchaser (mostly USD) and supplier of Lari
monetary units to economy. As a result of such policy, at the end of 2004, Lari
appreciate against to USD and reached 1.8 Georgian Lari per 1 USD. This exchange
rate, with little volatility (in the frame of 1.8 - 1.9 Gel per USD), was maintained in 2005
[10].

At the end of 2005 (Table 7), the official statistics showed: monetary aggregate (M2)
reached 1104 million Georgian lari (539 million Gel increase in compare to 2003
figure), while the foreign currency amount (M3 minus M2) at banking channels was
857 million lari, or 480 million US dollars (200 million USD increase as compared to
2003) [5].

It was clear sign that Georgian economy and monetary aggregates growth in terms of
volume. It was coupled with simultaneous increase in foreign exchange reserves at a
rapid pace. In our opinion, 2006-2007 period was a tailrace one, as for foreign exchange
policy. It determined an unintended or deliberate errors of the next period.The first
quarter of 2006 was unremarkable one and similar to the pervious one’s, but in the
second quarter there was a large amount (flow) of foreign currency on the market,
which was purchased by he National Bank and therefore an enourmous increase of
Georgian Lari monetary aggregate took place [1].

In Spring and in Autumn of 2006, the National Bank of Georgia bought 350 million
US dollars, but the exchange rate of Lari had changed a little and it was in 1.85 - 1.73
Gel framework against 1 USD.Over the next 10 months of 2007, the National Bank of
Georgia bought the record amount of foreign currency in its history—755 million US
dollars and again supplied market with Georgian Lari monetary aggregates. Due to
such a large-scale purchases, the Georgian Lari continued its strengthening against
USD and reached exchange rate 1 USD = 1.62 Gel at the end of October, 2007.

1238

K
0:52: Scientific Research Publishing



D. Aslanishvili, K. Omadze

Table 7. Monetary aggregates of georgian lari (2004-2005).

Money Money Money Money outside
Year, month aggregates (M3),  aggregates (M2),th-  aggregates (M1), banks (MO0),

thous. of GEL ous. of GEL thous. of GEL thous. of GEL
January-2004 1,091,371 515,978 504,200 416,333
July-2004 1,263,946 632,364 616,819 477,710
December-2004 1,534,208 856,521 827,750 615,993
June-2005 1,671,232 910,986 874,191 636,495
December-2005 1,961,505 1,104,130 1,029,383 736,284

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

In our view, October 2007 can be described as the end of the existed exchange rate
policy and the new cycle was launched. In that field, it is usefull to look at Georgian
Lari monetary aggregate and foreign exchange reserves at first, before to overview the
next monetary cycle. Especially, we have noticed the sharp increase of monetary
aggregates, which were carried out during this period (Table 8).

As the data for 2005-2006 reveals, monetary aggregate (M2) increased by 369 million
Gel, while foreign currency inflows in the banking channels was much higher—838
million Gel, which is exceeded by 488 million USD (at a rate of 1 USD = 1.715 Gel) the
previous year’s result. Totally, the amount of foreign currency in banking system
amounted to 1.326 million Gel, which was equal to 773 million US dollars.

Growth tendency was fixed in 2007 too. At the end of 2007, the monetary aggregate
M2 reached 2. 262 million Gel. During the same period the volume of foreign currency
in banks reached 1835 million GEL, which was equal to 1.153 million US dollars (1 US
dollar = 1.5915 GEL rate) or 380 million USD more, compare to the previous 2006 year
result [1].

In November 2007 (Table 9), the Demonstrations and lately early presidential elec-
tions had an impact on monetary policy, and in November and December, there were
foreign exchange interventions from NBG. Due to that, the foreign exchange reserve
(1.510 million US dollars in October, 2007) was lowered and, at the end of 2007, it was
equal to 1.361 million US dollars. However, the NBG introduced an artificial exchange
rate and we can conclude that foreign exchange rate was determined by political will,
rather than by market mechanisms.

The first half of the 2008 was leaded by election cycle the unstable situation was re-
mained. To ease situation, the government of Georgia have issued euro bonds on 500
million USD and this debt haveincreased the volume of foreign exchange reservesin
April 2008, but later this amount was spent on currency intervention to keep the “po-
litically comfortable” exchange rate [11] [12].

On the break of “August War in 2008” with Russia, the monetary and currency
system had the following standing:Monetary aggregate (M2) was equal to 2.710 million
Gel or 450 million Gel more than in late 2007; foreign currency amount at banking

channels was equal to 1.815 million Gel, or 20 million less than in late 2007. In US
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Table 8. Monetary aggregates of Georgian Lari (2006-2008).

Money Money Money Money outside
Year, month aggregates (M3), aggregates (M2), aggregates (M1), banks (MO0),
thous. of GEL thous. of GEL thous. of GEL thous. of GEL
December-2006 2,799,780 1,473,169 1,337,737 827,357
June-2007 3,374,828 1,744,971 1,556,075 851,145
December-2007 4,098,857 2,262,963 1,947,554 1,152,070
June-2008 4,341,414 2,573,610 2,137,886 1,235,407
July-2008 4,525,406 2,710,358 2,238,727 1,290,945

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

Table 9. International currency reserves (2006-August, 2008).

YEAR
Official reserve assets

andotherassetsin )0 2007 (October) 2007 2008 (April) 2008 (May) 2008 (August)

foreign currency
(mln USD)
930.8 1510.4 1361.1 1910.3 1497.6 1122.9

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

dollar, it means 37 million USD less amount of foreign currency was at banking chan-
nels in compare to end of 2007 (or 1.289 million US dollars) [1] [5].

That was a direct sign that Georgia had the negative trend of flow of foreign currency
at banking channels and it looks especially strange the fact that the Georgian Lari
continued appreciation against USD and reached the rate 1 USD = 1397 Gel. It was a
clear indication of administrative pressure on currency exchange rate [1].

We can state-further strengthen the exchange rate of Lari against US Dollar from
November 2007 up to August 2008 was of artificial nature and did not reflect the real
situation.

At the same time, there has been high inflation, which exceeded the target figure.
These factors have prompted the central bank to increase the refinancing rate up to 12
percent annually. As the result the lending rate of commercial bank loans soared from

13 percent to 30 percent annually [10].

3. Georgian Currency: The Second Monetary Crisis of 2008-2009
(August War of 2008 and Global Financial Crisis)

The “August war of 2008” and the global financial crisis had sharp and negative influ-
ence on Georgia. Especially it was difficult to overcome the new challenges in the face
of existed problems of the financial system in Georgia. Thanks to generous support
from World Community (4.5 billion USD had been allocated for Georgia as post-war
country in 2008) and loans from International Monetary Fund (1.3 billion USD) most
challenges in economy were actually “poured by money” and its influence was largely
neutralized, but some negative events and challenges, badly affected Georgian Lari sta-

bility—its saving and depository function had been ruined [13] [14].
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Most clearly the impact of the war and the crisis in terms of monetary aggregates is
demonstrated in the Table 10.

The official data shows:In the time frame from July 2008-March 2009, monetary ag-
gregate M2aggregate decreased from 2.710 million Gel to 1.778 million GEL, or it lost
almost 1 billion GEL. Actually, it was equal to 37 percent of M2 aggregate. Such de-
crease and economy slowdown followed by a deep stagnation and negative economic
growth that faced Georgia in Late 2008 and in 2009 [15].

What is most strange, until November 2008, despite the war, military aggression and
the crisis, Georgian lari exchange rate was fixed and stable at the rate of 1 USD—1.4
Gel. Suddenly, in November 2008, just in a few days exchange rate was “depreciated” to
1 USD = 1.65 Gel [14] [16].

It should be noted that this exchange rate, with more or less weak fluctuation in the
range of 1.6 - 1.8 Gel per 1 USD was maintained until the end of 2013.

Obviously, all of these actions were accompanied by the large-scale foreign exchange
interventions, the net volume of which amounted to 875 million US dollarsin the pe-
riod of July 2008 to March 2009 [17].

Such a large-scale foreign exchange spending was not influenced the official figures
of international reserves due to of donors’ grants and debts (4.5 billion USD program)
and World Bank support (up 1.1 billion USD). With such a massive support, official

figures of Georgian foreign reserves showed tendency to grow (Table 11).

Table 10. Monetary aggregates of georgian lari (2008-March, 2009).

Money Money Money Money outside
aggregates (M3), aggregates (M2), aggregates (M1), banks (MO0),
thous. of GEL thous. of GEL thous. of GEL thous. of GEL
August-2008 4,014,688 2,421,845 2,066,256 1,245,779
September-2008 4,089,682 2,405,603 2,045,450 1,196,489
October-2008 4,009,512 2,301,163 1,947,641 1,154,045
November-2008 4,062,943 2,070,356 1,779,908 1,059,340
December-2008 4,421,698 1,999,220 1,752,459 1,082,554
January-2009 4,146,756 1,862,990 1,641,025 991,498
February-2009 4,035,788 1,803,649 1,589,466 961,048
March-2009 3,815,625 1,778,077 1,573,465 960,173

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

Table 11. International currency reserves (2008-2009).

Year
Official reserve assets 2009 2009 2009
and other assets in 2008
foreign currency (mln USD) June October December
1480.2 1518.2 2030.5 2110.4

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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At the same time, we should state—monetary policy of 2008 and 2009 was not in line
with elementary market economy principles and massive intervention and spending of
foreign currency from reserves did not support to transform economy. Actually, re-
sources were wasted with no purposes. Thus, it was retained the inappropriate eco-
nomic system and economic ties, which were not in line with the development and
were far from competitiveness-oriented economy. All these problems appeared together
at the end of 2014, when donor money dried up and a large-scale currency crisis was

launched and now reigns in Georgia [1].

Georgian Monetary Policy between the Second and the Third Currency
Crisis (2009-2013)

Before to discuss the period between the second and the third crisis, we would like to
outline the differences and common points in monetary policy resulted it. The time
between the 2™ and the 3 crisis has in fact differences between the tools used by the
National Bank of Georgia. The third crisis was actually stimulated by the internal debt
growth and, lately, it’s refinancing by the National Bank of Georgia. It results Lari
monetary aggregates increase from 4 mlrd Gel to 5.9 mlrd Gel. In conditions of tigh-
tened monetary policy provided by Federal Reserve System of United States from Oc-
tober 2014 and strong US dollar, it hardly influenced Georgian currency and Lari lost
its saving function. Lari depreciated by 44 percent against USD and this crisis was the
most serious monetary and currency exchange crisis in Georgia. We have studied in
details the period between the second and the third crisis: Four years of post-war period
can be described as stability and “stagnation” era together—the Government and the
National Bank of Georgia successfully “appropriated” 4.5 billion US dollars of donor’s
contribution and no actions were implemented to reform the economy and to improve
(shortening) the deficit of export/import structure.

In this period of seeming stability, Lari monetary aggregate and foreign currency

flow at banking channels were stable and had tendency to grow (Table 12).

Table 12. Monetary aggregates of Georgian Lari (April, 2009-December, 2013).

Money Money Money Money outside
aggregates (M3), aggregates (M2), aggregates (M1), banks (MO0),

thous. of GEL thous. of GEL thous. of GEL thous. of GEL
3,637,932 1,816,818 1,633,306 1,005,005
3,922,696 1,959,227 1,734,390 1,075,848
4,763,607 2,330,486 2,019,366 1,229,436
5,154,387 2,537,542 2,219,909 1,269,456
6,199,009 2,960,254 2,509,999 1,372,989
6,164,201 2,939,244 2,418,582 1,248,893
7,097,777 3,783,180 3,137,907 1,438,992
7,242,927 3,686,240 3,011,487 1,344,033
7,903,739 4,069,162 3,336,948 1,550,028
8,354,699 4,349,611 3,392,516 1,489,096
9,836,619 5,418,403 4,307,502 1,899,625

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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Monetary aggregate M2 increased from 1.816 million (in April 2009) up to 4,069 min
to the late of 2012. But most alarming was the period from June 2013 to December
2013, when monetary aggregate 4349 million Gel reached 5.418 million Gel just in six
months —1.070 million lari, which led to a sharp fall in the exchange rate against the US
dollar (from 1.65 Gel to 1.75 Gel against 1 USD) [5].

It should be noted that foreign currency and mostly US dollar flows at banking
channels in Georgia had a very good positive trend:

* In December 2012, there were 7.903 million Gel of monetary aggregate of M3 in
circulation. Difference of M3 and M2 was equal to 2.300 million US dollars, based
on actual year-end exchange rate (1 USD = 16,567 GEL);

* In December 2013, M3 monetary aggregate reached 9.837 million Gel or 2.545 mil-
lion USD at banking channels (Difference between M3 and M2). Exchange rate was
1 USD = 1.7363 Gel.

In order to stabilize the exchange rate of Georgian Lari, the National Bank spent part
of international reserves and the level of reserves decreased from the record 3.110 mil-
lion USD in October 2013 to 2.823 million USD at the end of 2013 (just in two months)
[1] [18].

It should be noted that similar errors and non-coordinated activity were continued
lately and it had particularly negative role during the last currency crisis, started in the
fall of 2014 and still raging in Georgia (Table 13).

4. Georgian Currency: The Third Monetary Crisis of 2014-2016

During 2014-2016 tightened monetary policy provided by Federal Reserve System of
United States and strong US dollar hardly influenced world currency system and Geor-
gian as part of it. It was the third and the most serious monetary and currency exchange
crisis in Georgia. At the end of 2014, the US Federal Reserve Bank officially announced
the end of “quantitative easing policy” and as result of it, the US dollar strengthened
against all major currencies. This issue affected global economy, slowdown global
growth; resulted sharp drop in energy prices and further expectations of global markets
and currencies just triggered sharp volatility. In this regard, Georgian foreign exchange
market, which faced luck of liquidity and market principles in its structure was unpre-
pared for this challenge and suffered hardly [19].

This situation was compounded with money aggregate growth, which (M 2 level)
reached 5.911 million Gel in December 2014 (1 billion or 20 percent increase of money
supply only in 2014). That was one of the main reasons of Georgian currency crisis and

Table 13. International currency reserves (2010-2013).

Year
Official reserve assets 2010 2011 2012 2012 2013 2013
and other assets in
foreign currency (mln USD) X1 XII VIII X1 X X1
2263.9 2818.3 2943.7 2873 3110.1 2823.4

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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its depreciation. As a result, the exchange rate depreciated against the US dollar from
1.7363 (December 2013) up to 2.4985 (28 January 2016) (44 percent devaluation) [20].

It is worthwhile to consider the situation regarding foreign currency flow at Georgian
banking system:

* 2.383 million USD was the total volume of foreign currency at banking channels
(M3 minus M2) at the end of 2014;

* 3.155 million USD was the total volume of foreign currency at banking channels
(M3 minus M2) at the end of 2015.

However, in January 2016,this volume decreased to 3.107 million US dollars.At the
same time, the pace of growth of foreign currency at banking channels was sharply
lower than the growth of Georgian Lari monetary aggregates. That was an additional
negative factor in line with other challenges coming from global markets. These cir-
cumstances affected Georgian currency market and decline of Georgian Lari exchange
rate against US dollar was inevitable.

Georgia’s International currency reserves revealed the unfavorable trend. In October
2013, the foreign currency reserves reached its historical maximum of 3.110 million US
dollars, but it was reduced to 2.447 million US dollars as of January 2016, (21 percent
shortage) (Table 14). At the same time, such intervention did not decrease the Geor-
gian Lari monetary aggregates in circulation. At the end of the 2013 there were 5.418
million Georgian Lari (M 2) and in January 2016 it was equal to 5,403 million (M 2)
[21].

In fact, 663 million US dollars from foreign reserves were spent generously and
without any definite purpose [22] [23].

As we concluded, the growth of the monetary aggregates in Georgian Lari was not
supported by foreign currency inflow and that was the reason of exchange rates sharp
fluctuation. Based on our study, broad money aggregates high growth rate in 2012-2015
years was directly linked to the Political decision of Georgian government to support
domestic production based on internal debt growth (Table 15). This will and other
numerous political promises were given during the election in 2012 and were lately ex-

ecuted by the Government of Georgia, Ministry of Finance and the National Bank of

Table 14. Monetary aggregates of georgian lari (2014-January, 2016).

Money Money Money Money outside
Year, month aggregates (M3), aggregates (M2), aggregates (M1), banks (MO0),

thous. of GEL thous. of GEL thous. of GEL thous. of GEL
January-2014 9,453,973 4,910,384 3,800,826 1,725,649
June-2014 10,130,909 5,208,363 3,995,785 1,815,070
December-2014 11,189,836 5,911,310 4,460,837 1,942,582
June-2015 11,792,213 5,658,530 4,168,497 1,979,812
December-2015 13,343,921 5,762,932 4,435,599 1,981,936
January-2016 13,172,033 5,403,938 4,114,187 1,825,973

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.
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Table 15. International currency reserves (2014-January, 2016).

Year, month

Official reserve assets and 2014 2015 2016
other assets in foreign
currency (mln USD) X1 X1 1
2699.2 2520.6 2447.5

Source: National Bank of Georgia https://www.nbg.gov.ge/index.php?m=304.

Georgia in the way of Treasury bills and Treasury bonds enormous emissions [24].
Lately, these hundred millions of Georgian state securities papers were purchased by
the commercial banks in Georgia (as the alone dealers on the market) and used as col-
laterals (with the number of other securities and instruments) to get back millions of
loans in Georgian Lari from the National Bank of Georgia via refinancing loans and
Auctions [24]. Such “gambling with money” was accompanied by decline of treasury
account balance starting the end of 2013. To make things worsening, the National Bank
adopted a number of regulations on Microfinance Organizations (MFIs) in the way of
“tightening currency policy” [25]. It included obstacles for MFIs to have deposits at
commercial banks, tightening reserve requirements and other procedures—resulted
massive foreign currency outflow from finance system in Georgia. Only in late No-
vember, 2015, Government of Georgia and the National Bank of Georgia have started
the process of stabilization—refinancing loans were limited from 1.3 billion Gel to 750
million Gel and lately to 250 million Gel. Growth in Treasury securities emissions was
limited at the range of 1.7 - 1.8 billion Gel. That resulted Georgian Lari monetary ag-
gregate (M2, M1 and MO) stabilization and exchange rate appreciated from 2.49 to 2.12
Gel per 1 USD in May 2016 [1] [26] [27].

Georgian Currency: Recent Situation and Development Scenarios

We have studied the mechanism of internal debt growth and its influence on currency
devaluation. In the last three years emission of State Securities papers has increased
dramatically [25] [28]:

In October 2012—702 million Georgian lariinternal Debt;

In December 2013—864 million Georgian lariinternal Debt;

December 2014—1.457 million Georgian lariinternal Debt;

October 2015—1.824 million Georgian lariinternal Debt;

January 2016—1.797 million Georgian lariinternal Debt;

August 2016—2.072 million Gel.

It should be noticed one peculiarity—as a rule, the emission of the state securities
results the strengthening of the exchange rate, but not in Georgian reality. State Securi-
ty papers were used by commercial banks as collateral to receive loans from the Na-
tional Bank of Georgia and converted sums into US Dollars. As a result, the Georgian
Lari circulation has increased drastically and that was one of the main reasons for the

currency devaluation [29].
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Also, GEL exchange rate was negatively affected by non coordinate activity between
Ministry of Finance of Georgia and the National Bank of Georgia. For example, at the
end of 2015, there were 900 million GEL on Treasury balance, but in early 2016 it was
just 622 million Gel and in February the remainder was just 300 million Gel—this issue
also affected Georgian Lari exchange rate against USD on the local market. It just in-
creased MO aggregate and stimulate population who lost trust in local currency to con-
vert its saving into USD [30].

From the other point of view, it was positive for Georgian economy, that energy
prices drop dramatically as Georgia is an energy imported country and this issue helped
Lari rate-reduced the payments for imported energy (mainly in US dollars). But it was a
pretty heavy blow for Georgia’s energy future projects, as such drop dramatically re-
duced their investment attraction and several companies cancelled the investment me-
morandum [31].

Another source of worry is the foreign debt issue of Georgia. For now it is in the
range of 14.5 billion USD, close to 100 percent of GDP. Most of debts are private credit
line, borrowed by local commercial banks in US dollar denominated short-term and
costly resources (10 - 15 times more expensive, compare to the European markets
rates). These loans are issued to public and to companies in USD (around 8 billion
USD) and payments should be done according to the actual exchange rate of USD to
Gel. Due to Lari devaluation, costs of debts increased enormously and stimulated dolla-
rization of Georgian economy (up 80 percent) [13].

In April 2016, Georgian Government and the National Bank of Georgia announced
program of Larization of economy (stimulation of local currency and some measures to
decrease dependence on USD) [28]. Obligatory reserves were changed, cost of refi-
nancing loans was reduced, but it resulted once more Lari exchange rate depreciation
against USD. Gel exchange rate plummeted from 2.12 to 2.31 per 1 USD. Such dramatic
depreciation was not result just the policy of Larization, but currency intervention:
NBG purcshased up 300 mln USD from the market and thus, once more increased Gel
monetary aggregates in economy. As of September 2016:

* monetary aggregate M2 reached 6.150 million Gel, instead of 5.350 million Gel as of
February, 2016 ( increased by 800 million Gel);

» foreign currency flow at banking channels was equal to 3.365 million USD (actual
exchange rate 2.3 Gel per 1 USD), instead of 3.150 million USD as of February 2016
(exchange rate 2.47 Gel per 1 USD) (increased by 215 million USD);

* Monetary aggregate MO reached 2.782 million Gel, instead of 2.274 million Gel as of
February 2016 (increased by 500 million Gel).

As we see, in March-April 2016, just stabilized Lari exchange rate was again tested by
unclear political will and as for September 2016 we have monetary aggregate (MO) in-
creased by more than 500 million Gel, at the same time M2 was increased by 800 mil-
lion Gel and just 215 million USD inflow of foreign currency was fixed at banking
channels. Not surprisingly, Lari exchange rate depreciated against USD and now it is

trading at the range of 2.25 - 2.31. Georgian government announced its target average
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exchange rate for 2014 as 1 USD = 2.40 Gel. More interesting is position of the National

Bank of Georgia. It’s vice-president announced that exchange rate of 2.10 -2.15 Gel per

1 USD is too high and it will act again (buy US dollars and increased Gel monetary ag-

gregates in economy) if it happens. But, 2.5 Gel per 1 USD is too low and it will act vice

versa (sell US Dollars and decreased Gel monetary aggregates in economy) if it happens

[19].

In line with Larization process, Georgian Government asked business and population
not to buy foreign currency if there is no need in it to prevent panic and speculation.
We have studied Georgian Government (19 members) and Georgian Parliament (150
member) publicly available declaration in the field of confidence to Georgian lari from
decision makers. The figures are the following (as of August 2016) [32] [33]:

* Georgian Parliament members (150 members) keep money in the following struc-
ture—2.443.901 USD, 782.758 EURO, 166.053 GBP and 5.274.895 Gel. They have
loans—14.216.583 USD, 391.596 EURO and 1.468.539 Gel;

* Georgian Government members (19 members) keep money in the following struc-
ture—5.153.035 USD, 4.934.953 EURO and just 382.743 GEL. Regarding loans—
4.169.940 USD, 463.500 EURO and 454.234 GEL.

* We have fixed foreign currency increase in portfolio of the several ministers and
member of Parliament in the period of 2014-2016.

It is logical, that after such “monetary policy” and figures Georgian public and busi-
ness lost its confidence to Lari and Lari itself lost its main function—saving one. In our

opinion, it is obligatory to stabilize Lari rate and to return the confidence to currency.

5. Conclusions

As a conclusion, we can state that Lari has actually lost at least one function—the ac-
cumulation of resources and it is sharply limited its exchange and measure of value
functions.

The main goal of monetary policy of the sovereign country is to maintain its political
and economic independence. In this regard, the cornerstone of any economic policy
should be to reach stable economic growth and welfare of the population that will en-
sure the steady and reliable integration into the world community as a successful,
progress and innovation-based state. The economy and its main indicator—the mone-
tary system—are necessary for such a solid and predictable environment, which would
be a reliable basis for further progress and development.

This model is called a strong asymmetry in financial society. This is a model of the
financial system where information from the past and present is available. It has a
transparent and reliable statistics based on the environment and the most importantly,
there is an opportunity to plan the future, its expected financial strategy, course and
outcome [1].

Unfortunately, in Georgia we can observe the low level of financial and economic
asymmetry, or in other words, the only one we have to study is the ability to analyze the

past. The current situation in finance and economy shows non-transparent market

KD
+%%, Scientific Research Publishing

1247



D. Aslanishvili, K. Omadze

conditions, subjectivity and emotional rule of management in economy, absence of de-
veloped financial and capital markets (and its actual liquidation). Such conditions do
not allow us to analyze the current situation, which is totally groundless deprives future
forecasts and their possible reflection model. This removes the basis for any attempt to
establish real stability and ensure sustainable future-oriented, long-term and stable de-
velopment of the financial strategy.

Growing negative balance of payments was 5.5 billion US dollars in 2015 and is wi-
dening in 2016, which shows a negative pressure on Lari rate too, because there is a de-
crease in foreign exchange currency inflow. Such conditions create instability to ex-
change rate and add additional problems to the monetary policy. The only way to im-
prove the situation is the solid and reliable economic growth, although the rate of
growth was too low: in January-June 2016, just 2.8 percent of growth per year, similar
to 2.5 growth rate fixed in 2015. Overall, the business environment in Georgia is not re-
liable one to support sustainable growth. As of February 2016, commercial banks in
Georgia issued credits of 16.2 billion Gel, while in collateral portfolio banks fixed more
than 300 billion Gel property [32]. Such unprecedented proportion (1 to 20) compared
to developed countries and to international practice (usual proportion should be 1 to 2,
or 1 to 3 in developing countries) does not support business to develop its business and
activity [32]. In such situation, the whole business in Georgia is actually in collateral of
commercial banks and attracted resources are quite expensive (15 - 20 times more ex-
pensive in comparison with international practice). In our view, it is impossible to have
stable and rapid economic progress and the improvement of the situation based on

current conditions.
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