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Preface
In the framework of the Core and Institutional Support Project for EPRC and with the financial sup-
port of the Think Tank Fund of the Open Society Foundations, we present the fifth report “Inflation in 
Georgia-Causes and Cures”, from the rubric “Issue in Focus.”

The topic was chosen based on its vital importance as an issue of public concern. The topic needs 
prompt attention from the side of policy-makers and other relevant institutions. In the paper we 
present the key findings on the topic, and provide with some concrete recommendations. 
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Key Findings

•	 Average annual year on year inflation rate for 2011 was 8,5%. Inflation peaked in May 2011 
with 14.3% y-o-y change, a record high for the past three years. 

•	 Global price spikes are believed to be responsible for elevated inflation in Georgia. Just in 
the first three months of 2011, the oil prices surged by almost 35%. Starting from the sec-
ond half of 2011 inflation eased in Georgia, mainly due to a seasonal factor and a decrease 
in prices for agricultural products and foodstuffs globally.  

•	 There is a positive correlation between headline inflation and international food and oil 
prices for Georgia. At the same time, there is a positive correlation between international 
food prices and domestic food inflation. Lastly, food inflation in Georgia is higher, more 
volatile and more persistent than nonfood inflation; thus, causing headline or overall infla-
tion to be higher than core inflation.

•	 Starting from 2012 National Statistics Office of Georgia has updated the consumption bas-
ket by decreasing the share of food in the basket, thus causing controversial views among 
the public. The share of food and non-alcoholic beverages in the consumption basket of 
Georgia decreased by 9.8%.  

•	 Georgia has the lowest share of food in its consumption basket as compared to other coun-
tries with similar economic indicators. Median weight of food in advanced economies is 17 
percent whereas it is 31 percent for emerging and developing countries. 

•	 A large gap between core and headline inflation is observed in 2011, while in previous years 
headline and core inflation were more or less convergent.

•	 In 2012, it is projected that headline and core inflation shall more or less converge, with a 
decrease in headline inflation and a slight increase in core inflation.

•	 Georgia becomes more and more reliant on food imports. Major part of the food deficit 
falls on cereals and meat product. However, Georgia has very sharply visible comparative 
advantage in production of fruits and higher value vegetables. 

•	 Food (30 GEL) and energy (20 GEL) vouchers cost 60 million GEL bringing little benefit and 
further burdening the budget with social obligations.  The mentioned vouchers cost 60 
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million GEL, while it brought little benefit, instead the capital could have been directed to 
more profitable opportunities bringing long-term benefit and growth, or in extreme case 
distributed to the most needed ones. 

•	 Even though the prices on wheat and sugar that are major import products for Georgia 
when it comes to agricultural produce have been volatile during the year, inflation was not 
merely caused by global food price increases. 

•	 Remittances in their nature are also inflationary; remittances sent to Georgia have exceeded 
1 billion USD in 2011.

•	 Inflation can also be triggered by constant fiscal deficit and large external state debt. Even 
through fiscal deficits have lowered deficits remained high. Deficits in their turn increase 
foreign obligations, since they are mainly financed through an increased external debt. 
challenges for GoG is creating conditions for sustainable growth through external and fiscal 
adjustments. Experience from other countries in transition showed that they were unable 
to achieve disinflation without fiscal corrections or strong fiscal stance. 

•	 Excessive foreign debt directed towards financing mainly social obligations are inflationary.

•	 Georgian inflation was caused by a number of interrelated events and should be viewed 
in a multidimensional context. High inflation was largely caused by imported factors and 
unbalanced budget, not major problems in monetary policy. Abrupt swings in the category 
of the budgetary expenditures (especial social) heavily contributed to creating inflationary 
pressure, since this particular category is positively correlated to consumption.
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Introduction
Inflation or an increase in average price level of goods and services produced and sold in an 

economy.  Inflation causes widespread dissatisfaction in the society due to its negative outcomes. 
Some negative aspects associated with high inflation are: rising costs, heavy toll on the society 
as a whole, especially low income households; lower purchasing power of the national currency; 
depreciation of the currency in relation to foreign currency; from business perspective, a decrease 
in real profits; On the investment side, lower investment returns; it leads to higher interest rates, 
which makes it more expensive to borrow; at the same time, if inflation is higher in the country than 
in its trade partners domestic products become less competitive. All of the above hinders economic 
growth. 

Even though Georgia has been successful in suppressing the inflationary pressure below the 
two-digit number over the years, 2011 turned out to be quite a challenge. In 2011 inflation can 
be regarded as one of the major challenges for Georgian economy.  In this paper we shall try to 
answer the following questions: what are the reasons for elevated inflation in Georgia? How does 
the government combat inflationary pressures and what are possible cures for suppressing inflation 
below the two digit number. 
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Calculating Consumer Price 
Index (CPI)

Consumer basket is the basis for calculating Consumer Price Index (CPI) - that measures the 
change in prices on household goods and services. This basket contains goods and services most 
frequently consumed by an average consumer in a county, however each good and service has a 
weight assigned to it in accordance with consumption habits of the population. The consumption 
basket of Georgia is identical for five cities (Tbilisi, Kutaisi, Batumi, Gori and Telavi), although weights 
assigned to each good and service varies according to the cities. 

Starting from 2012 National Statistics Office of Georgia has updated the consumption basket 
by decreasing the share of food in the basket, thus causing controversial views among the public. 
The controversial issue with the changes is the following: have the shares of the consumption 
basket been accommodated to show an illusionary low inflation? To visualize the changes made 
in details we present a graph (f. 1&2) that illustrates the changes in weights that took place 
within the consumption basket. Major change is a 9.8% decrease in the share of food and non-
alcoholic beverages, prices on which has been persistently increasing globally starting from the 
second half of 2010. This 9.8% has been distributed among other fields: for example, alcoholic 
beverages increased by 2.6%, transport by 2.4%. Interestingly enough, share of housing, water, 
and electricity and gas expenses have decreased in the consumption basket, while the utilities 
expenses have increased in average households due to an increase in notorious waste removal 
service fee. At the same time, the share of communications has increased in the consumption 
basket, while this field has been undergoing drastic decrease in prices, i.e. with -14,2% in 2011 
as compared to 2010. 

Even though a decrease in the share of food in the consumption basket will not affect the core 
inflation indicator, since it excludes prices on food and oil products, the rationale given above might 
as well cause a biased inflation indicator. How to justify the correctness of the adjustments made to 
the consumption basket. Generally speaking the share of food in the consumption basket declines 
with an increase in the standards of living. In other words, the share of food in the consumption basket 
is subject to decrease once the country is going though the development path, since the customers 
with higher disposable income prioritize other activities: such as cultural and entertainment, etc. 
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 Figure 1 Consumption Basket Weights www.geostat.ge

Figure 2 Consumption Basket 2012 www.geostat.ge
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When comparing Georgia with other countries with 
similar economic indicators IMF shows that Georgia 
has the lowest share of food in its consumption 
basket. In figure 3 we show some indicators of the 
share of food in the consumption baskets for Georgia 
(red line indicates the new share as of 2012), and 
other post soviet republics. Moreover, share of food 
in Azeri consumption basket is just below 50%, 
with Tajikistan having the largest share with 60%. 
It is noteworthy that the median weight of food in 
advanced economies is 17 percent whereas it is 31 
percent for emerging and developing countries1. 

 It will be interesting to compare the standards 
of living for these selected countries and see if the 
above stated assumption regarding the relationship 

of living standards and food shares in the consumption basket holds true. In figure 4 we show the 
country rankings according to the human development index - one of the indicators included in the 
measure is the standard of living, and per capita gross domestic product. The rankings for human 
development index are given for 187 countries, with Georgia currently on 75th place, while for GDP 
per capita Georgia ranks 145th among 226 countries. We see that the extent of development that 
should be the measure for the food share in the consumption baskets does not hold true for some 
countries, Georgia among them. 

To sum up, we believe that the share of food in the consumption basket should coincide with the 
development index of a country, therefore it does seem a little odd that the consumption basket of 
Georgia has the lowest share of food in comparison to other countries with similar economic indicators, 
and is exactly on the developing countries’ threshold of 30%. If this number is not representative we 
will come up with an overestimating optimistic headline inflation rate. We believe that a decrease in 
share of food in the national consumption basket shall influence the overall headline inflation figure, 
and in case of low core inflation, show a slight decrease in headline inflation as well. 

1  IMF. http://www.imf.org/external/pubs/ft/weo/2011/02/c3/fig3_6.pdf

To sum up, we believe that the 
share of food in the consumption 
basket should coincide with the 
development index of a country, 
therefore it does seem a little odd 
that the consumption basket of 
Georgia has the lowest share of food 
in comparison to other countries with 
similar economic indicators, and is 
exactly on the developing countries’ 
threshold of 30%. If this number is 
not representative we will come up 
with an overestimating optimistic 
headline inflation rate. 

http://www.imf.org/external/pubs/ft/weo/2011/02/c3/fig3_6.pdf
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Figure 3 CPI weights for food for some CIS countries. www.imf.org

Figure 4 Human Development Indices (www.hdr.undp.org) 
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Inflation Causes
Generally economists differentiate 4 types of inflation: 1) Demand-Pull inflation when aggregate 

demand in an economy exceeds the available supply, in other words too much money chasing too 
few goods. The so-called monetary inflation; 2) Cost-push inflation. When the price of finished goods 
and services goes up, due to an increase in raw materials or when wage rise raises unit price of goods 
produced; 3) Pricing power inflation, that is administered price inflation. When several businesses 
decide to boost up the prices for increasing their profit margins. In other words oligopolistic 
inflation, oligopolies have the power to set their own prices and raise them whenever they decide, 
the so-called cartel agreements; 4) Fourth type of inflation is sectoral when price rise in one industry 
forces the prices up in other sectors as well, as for example in case of oil and oil products causing 
price increase in food and other sectors. Apart from these inflation types, for a country that is heavily 
import dependent, imported inflation (shocks from the supply side) is a very common cause among 
other factors for elevated ongoing inflation. 
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Global Prices 
National Bank of Georgia (NBG) believes that the latter type of inflation is responsible for a spike of 

prices in Georgia. Increase in commodity prices was detected in other developing countries as well; that 
was due to an increase in oil prices in the first half of the year, as to the food, the main factor was weather-
related supply shocks. A hindering factor to world economic growth is feared to be even higher prices on 
oil due to the supply disruptions. We shall check this assumption in the upcoming section.  

As we have discussed, inflation characteristics of 
Georgia are very similar to those of other small open 
economies, i.e. with large food shares in national 
consumption baskets. Therefore, there is a positive 
correlation between headline inflation and international 
food and oil prices for Georgia. At the same time, there 
is a positive correlation between international food 
prices and domestic food inflation. Lastly, food inflation 
in Georgia is higher, more volatile and more persistent 
than nonfood inflation; thus, causing headline or overall 
inflation to be higher than core inflation (that is inflation 
that excludes food and energy)2. 

In the figure 5 we compare and contrast the 
tendencies for core vs. headline inflation in Georgia 
over the past years. The numbers are given as year 
average in percentage. As it can be seen a large gap 
between core and headline inflation is observed 
in 2011, while in previous years headline and core 
inflation were more or less convergent. The reason for 
this being drastic changes in prices of food and oil and 
oil products that are not included in core inflation. 

In 2012, it is projected that headline and core inflation shall more or less converge, with a decrease 
in headline inflation and a slight increase in core inflation. Generally, in developed countries core 
inflation is believed to be a good predictor of future headline inflation and a good indicator of overall 
inflation, although this argument might not be valid in food consumption dominated countries, 
since emphasizing on core inflation only, may harm the purchasing power of poor households and 
adversely affect the income distribution3. 

2 IMF Regional Economic Outlook. OCT 11

3 IMF Regional Economic Outlook. OCT 11

As we have discussed, inflation 
characteristics of Georgia are very 
similar to those of other small open 
economies, i.e. with large food 
shares in national consumption 
baskets. Therefore, there is a positive 
correlation between headline 
inflation and international food and 
oil prices for Georgia. At the same 
time, there is a positive correlation 
between international food prices 
and domestic food inflation. Lastly, 
food inflation in Georgia is higher, 
more volatile and more persistent 
than nonfood inflation; thus, causing 
headline or overall inflation to be 
higher than core inflation (that is 
inflation that excludes food and 
energy)
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Figure 5 Core and headline inflation (% year average) www.imf.org

In order to further strengthen the assumption that 2011 inflation was caused by global price 
changes on food rather than pressures from the demand side we present a picture showing food 
price indices in the years of 2007 to 2011. 

As we can see increases in price was observed in spring 2011 and eased by summer 2011 after 
which a decreasing tendency is marked through January-March 2012, however food prices are 
projected to increase in mid 2012 (f.6).   

Figure 6 FAO food price index www.fao.org

As we can see increases in price 
was observed in spring 2011 and 
eased by summer 2011 after which 
a decreasing tendency is marked 
through January-March 2012, 
however food prices are projected to 
increase in mid 2012.  
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At the same time, there is a positive correlation 
between the prices of imported and domestic food. 
Likewise, inflation characteristics of Georgia are 
closely linked to the food price index presented by UN 
Food and Agriculture Organization (FAO). According 
to the National Statistics Office of Georgia, average 
annual year on year inflation rate for 2011 was 8,5%. 
Since the second half of 2010 inflation has taken up 
the growing tendency and equaled a two digit figure for most of the year 2011. As can be seen from 
figure 7 that inflation peaked in May 2011 with 14.3% y-o-y change, a record high for the past three 
years, and started decreasing in line with the decrease in international food prices and continues to 
do so.  Moreover, it seems that in the conditions of increasing prices on oil and oil products, headline 
deflation is observed, since this increase on fuel prices is completely neutralized by a decrease in 
price on other products except for transportation.  

Figure 7 Inflation Rate in Georgia (year-on-year Change) www.geostat.ge

Thus, starting from the second half of 2011 inflation eased in Georgia, this fact was mainly due 
to a seasonal factor and a decrease in prices for agricultural products and foodstuffs.  A decrease 
in prices was observed in the following categories: bread and bread products, fruit and vegetables. 
In comparison to 2010 prices on food and vegetables have increased by 16.6% in 2011, although 
decreased by 5.1% compared to the first half of 2011. However, the affect of price decrease on 
foodstuffs was offset by a drastic increase of prices on transportation. Transport costs have increased 
by 16.3% as compared to last year and by 7,4% in comparison with mid 2011. Petrol prices rose by 
17,3% over 2010, among which a considerable increase was observed in diesel prices by 12.5%. Intra-
city travel costs rose by 22.1% compared to 2010. Overall, annual inflation for transport category 

inflation peaked in May 2011 with 
14.3% y-o-y change, a record high 
for the past three years, and started 
decreasing in line with the decrease 
in international food prices and 
continues to do so.
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hit a high indicator of 17.3%. We can assume that 
an increase in prices in transport brought a further 
increase in other categories such as: hotels, cafes and 
restaurants, as well as water, electricity, heating, etc. 
Thus, giving us an increase on service prices as well. 
Therefore, in this case we can also argue about the 
existence of sectoral inflation in Georgia, with one 
sector affecting all others when talking about the price 
increase. Due to an increase on the price of wheat in 
the world, we saw an increase on the prices of bread 
and meat products in Georgia (sectoral inflation) 
which represents a major part of the consumption. 

By the end of 2011 inflation eased in Georgia and amounted to 2%, currently average annual deflation 
of around 2.1% is observed. Although, the prices on fuel are gradually increasing, an increase was 
observed in all four months of the year by 5 Georgian tetris. This increase is reflected on an increase in the 
transportation sector of the consumption basket. Deflation is believed to have a global character, since 
inflation went down in most of the import partner countries. By the end of 2011 due to existing inflationary 
expectations, inflation on local goods amounted to 7.3%, while on imported goods 2.4%. Inflation on 
locally produced goods is expected to slow in line with the global indicators pushed by deflationary 
expectations. Service inflation is still at a high 5.4% level caused by an increase in transportation fees, the 
latter caused by a drastic increase in prices on oil and oil products, which are still on a rise. As to Georgian 
lari being quite stable, this is due to remittances and revenues coming from abroad. Appreciation of lari 
has a downward pressure on the prices of imported goods, although an upward pressure on the prices of 
exported goods, thus causing further deterioration in the terms of trade. 

It is important to note that 15.8% out of total imports are foodstuffs. The chart (f. 8) demonstrates 
that Georgia becomes more and more reliant on food imports. At the first glance this might seem 
worrisome, but in our opinion, Georgian food external trade situation reflects the country’s openness 
and gradual integration into the world economy. Major part of the food deficit falls on cereals and 
meat product. Definitely, if would be very desirable to produce the mentioned products in enough 
quantities domestically but the theory of international trade demonstrates that it is neither always 
possible nor desirable. From 2010 onwards Georgian food imports, in our opinion, will acquire the 
stabilization trend. Along the way of economic development, Georgia will gradually produce more 
meat and cereals but hardly in quantities that would fully satisfy the country’s needs. On the other 
hand, the exports of high value added agriculture goods such as herbs, nuts, and niche products will 
go up to counterbalance the deficit in trade of basic foodstuffs.

Overall, annual inflation for transport 
category hit a high indicator of 
17.3%. We can assume that an 
increase in prices in transport 
brought a further increase in other 
categories such as: hotels, cafes 
and restaurants, as well as water, 
electricity, heating, etc. Thus, giving 
us an increase on service prices as 
well. 
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Figure 8 Exports/Imports of Food in USD (2000-2011) www.geostat.ge

Georgia has very sharply visible comparative advantage in production of fruits and higher value 
vegetables. Despite the fact that Georgia imports almost four times as much agriculture produce 
as it exports, the chart below is very suggestive as to what policy measures are to and are not be 
undertaken to maximize the benefits to the Georgian economy. It can be said outright that it is 
neither practically achievable nor economically desirable. Georgia simply does not have competitive 
advantage in producing wheat, meat or even maize. According to the World Bank data for 2011, 
Georgia stands at 154th place among 234 countries and territories in terms of availability of arable land 
per capita. Availability of arable land is absolutely necessary, although not sufficient, precondition 
for having competitive edge at producing of basic foodstuffs. 

We also think that the current governmental 
programs promoting wheat and maize production 
are also fruitless at best. Costs of wheat production 
are much higher in Georgia than global average and 
maize production costs only rarely drop slightly below 
global average. Simply, in the country, in our opinion, 
there is no need to produce more maize since there 
is no large scale domestic food industry capacity to 
absorb it. Export is also problematic since Georgia 
simply cannot produce maize at a cheaper cost than 
land abundant countries, in which almost no farm 
pursues maize on plots of less than 50 hectares. Such 
large plots are extremely rare in Georgia. 

In Georgia, the market is rather liberalized and there 
is no need in artificially controlling the food prices. In 
only very rare circumstances should the government 
deliver some food vouchers to vulnerable for a 
very limited time till prices goes down. It should 

We also think that the current 
governmental programs promoting 
wheat and maize production are 
also fruitless at best. Costs of wheat 
production are much higher in 
Georgia than global average and 
maize production costs only rarely 
drop slightly below global average.

In Georgia, the market is rather 
liberalized and there is no need in 
artificially controlling the food prices. 
In only very rare circumstances 
should the government deliver some 
food vouchers to vulnerable for a 
very limited time till prices goes 
down.

http://www.geostat.ge
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be remembered that globally there is a large amount of underutilized food production capacity 
caused by inefficient and irrational regulations related to subsidization of production and artificial 
tariff and non tariff barriers in international trade. If the food prices get high enough, the response 
from the global suppliers will be rather quick and the prices get back to their normal course just 
like we see at this time, i.e. after a 2011 spike the prices are gradually going back to normal. Of 
course, in the near future the humankind has probably to accept the higher prices on food but this 
serve as additional impetus for using underutilized global production capacity. In fact, somewhat 
higher staple food prices can stimulate domestic production in Georgia and flow of capital into the 
sector. Therefore, we believe it was wasteful to distribute food (30 GEL) and energy (20 GEL) vouchers 
by further burdening the central budget with social obligations. The mentioned vouchers cost 60 
million GEL, while it brought little benefit, instead the capital could have been directed to more 
profitable opportunities bringing long-term benefit and growth, or in extreme case distributed to 
the most needed ones. 

Yet another way to check the true effect of global 
food price volatilities on domestic inflation is to 
picture percentage change on unit price of imported 
wheat and sugar which are major import products 
when it comes to foodstuffs. Figure 9 visualizes 
percentage price change on these two products over 
the year of 2011, together with the monthly inflation 
indicator. The chart above shows that even though 
the prices on wheat and sugar that are major import 
products for Georgia when it comes to agricultural 

produce, have been volatile during the year, inflation was not merely caused by global food price 
increases. We can observe that in May when inflation reached its highest, price on sugar strongly 
decreased, the same can be said regarding the price on imported wheat in the months of July and 
August. Monthly inflation was positive in August when the prices on imported both sugar and wheat 
have decreased. However, we need to take into account the time gap that is needed for new price 
adjustment; therefore, the overall trend shows a positive correlation between monthly inflation and 
prices on imported sugar and wheat, and then again, inflation is not only caused by a price increase 
on these two consumables, but rather it is a complex chain of interrelated factors. Just as an example, 
in the first three months of 2011, the oil prices surged by almost 35%4. 

4  Another Oil Shock? http://www.economist.com/node/21549941

even though the prices on wheat 
and sugar that are major import 
products for Georgia when it comes 
to agricultural produce, have been 
volatile during the year, inflation was 
not merely caused by global food 
price increases.

http://www.economist.com/node/21549941
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Figure 9 Prices on some Agricultural imports (2011) www.geostat.ge

Another way to diagnose reasons for elevated 
inflation in Georgia is to compare the indicators to 
other import dependent countries in the region. As we 
can observe (f. 10) non-core inflation in Georgia is the 
highest among other listed countries, however core 
inflation is lower as compared to most of the listed 
countries. The tendency shown on the graph is that 
countries dependent on oil and food imports have 
high non-core inflation indicators, while exporting 
countries have higher core inflation indicators. The 
reason is that oil and gas exporters are growing 
fast, that implies risks of overheating with accommodative policy stance. At the same time, this 
year Kazakhstan’s public-sector has received 30% hike in wages which added risks of broadening 
price pressures, by demand side pressures which explains high core inflation in this country5. At the 
same time, a topic of oil prices being lower in neighboring countries has been an issue of debate in 
Georgia; to clarify it is necessary to highlight that diesel as a fuel for agricultural machinery has been 
subsidized by 20% by Armenian Government to ensure competitiveness of Armenian agricultural 
produce; as to Azerbaijan, oil prices are lower due to the fact that this country is itself an oil exporter. 
Furthermore, Azerbaijan as an oil exporter country suffered from high inflation during the pre-crisis 
period compared to the neighboring countries, whilst the situation changes radically during and 
after the crisis in the course of increasing oil prices. 

5  IMF Regional Economic Outlook. OCT 11

countries dependent on oil and 
food imports have high non-core 
inflation indicators, while exporting 
countries have higher core inflation 
indicators. The reason is that oil and 
gas exporters are growing fast, that 
implies risks of overheating with 
accommodative policy stance.

http://www.geostat.ge
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Figure 10 Inflation indices for some countries www.ebrd.com

Figure 11 Economic Indicators for some CIS countries www.imf.org

http://www.ebrd.com
http://www.imf.org
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There is a considerable debate among economists as to whether the recent global food crisis was 
caused by fuel price inflation, speculation or fundamental mismatches between global food supply 
and demand. There is no consensus on the issue but nevertheless, it captures the policy debate 
spotlight. Along with acute increases in food prices, their link with major social instability is being 
discussed among the policymakers. Preoccupation of any country with abruptly rising food prices is 
fully understandable but it should be noted that there are many countries globally, which are almost 
exclusively reliant on imports of basic foodstuffs and yet do not face either economic or political 
complications.
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Remittances
Among other reasons, remittances in their nature are also inflationary. According to the information 

received from NBG remittances sent to Georgia have exceeded 1 billion USD in 2011 (through 
formal channels only), which is considerably more 
than FDI (980 million USD) received. Even though 
remittances play a big role in raising standards 
of living for the recipients, they can also trigger 
inflation, since people’s increased purchasing power 
drives up prices, and domestically produced goods 
are replaced by imports.6 Therefore, remittances are 
viewed to lead to excessive consumption, import 
dependency, hence contributing to inflation, because 
largest share of remittances are believed to be used 
for consumption and little for saving and investments. The argument is further proved by the chart 
showing a persistent increase in remittance inflow over the last years; 2011 being the record high 
indicator, thus causing an increase in disposable income of the population, this is when roughly 9% 
of the population is remittance recipient, i.e. approximately half a million. 

Figure 12 Remittance Inflow in USD (2007-2011) www.nbg.ge

More on the negative side remittances can generate economic insecurity through contributing 
to currency appreciation and eroding competitiveness. To check this assumption we shall look at 
the official currency exchange rate for Georgian Lari against USD. It is generally acknowledged that 
during inflation the national currencies depreciate, in Georgia this assumption does not hold true. 

6  www.ebrd.org

Therefore, remittances are viewed 
to lead to excessive consumption, 
import dependency, hence 
contributing to inflation, because 
largest share of remittances are 
believed to be used for consumption 
and little for saving and investments.
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We observe a steady currency exchange rate of Georgian lari around 1.67 against USD (f. 12) even in 
the conditions of increasing inflation that we have observed in spring/summer of 2011. Once again 
remittances might have contributed to currency 
stabilization.

Inflation factors are large inward remittances 
and capital flows in foreign currency since, under 
underdeveloped domestic capital market, the central 
bank has limited capacity to sustain large sterilized 
interventions. These conditions are a hard toll on the 
migrants’ households who exchange the received 
USD at the same amount of GEL that in its turn has a 
low purchasing power. On the other hand preventing 
currency appreciation can be hard and costly due to 
the permanent nature of remittance inflows. At the 
same time, NBG is working on inflation targeting and 
has strengthened the financial stability framework, 
thus the central bank has allowed lari to float more freely. 

The effects of large flows of remittances on the real exchange rate may be offset through policies to 
improve productive capacity and competitiveness through investing in infrastructure and creating 
an enabling environment for exporters. Even though an increase in exports has the same affect 
on the currency (i.e. appreciation), these two pressures are different in nature, simply said currency 
appreciation through exports is offset by a deflationary pressure. 

Figure 13 USD GEL Exchange Rate www.nbg.ge 

Inflation factors are large inward 
remittances and capital flows 
in foreign currency since, under 
underdeveloped domestic capital 
market, the central bank has limited 
capacity to sustain large sterilized 
interventions. These conditions are a 
hard toll on the migrants’ households 
who exchange the received USD at 
the same amount of GEL that in its 
turn has a low purchasing power.

http://www.nbg.ge


26  .  Inflation in Georgia - Causes and Cures

Fiscal Deficit and External Debt
Firstly macroeconomic policy and unreformed public sector were to blame for starting 

inflation in the early days of transition, later the main triggers became exogenous such as rises 
in food and oil prices, and the large inflow of capital from developed countries. Downhill in the 
inflow of capital from developed countries brought up large current account deficits, pulled up 
domestic demand and triggered inflation in some of these countries7. 

Inflation can also be triggered by constant fiscal deficit and large external state debt. Even 
through fiscal deficits have lowered (f.13) deficits 
remain high, and with the donor support are 
expected to be wound down and debt requirements 
remain large over the medium term.  Deficits in 
their turn increase foreign obligations, since they 
are mainly financed through an increased external 
debt. Excessive foreign debt directed towards 
financing mainly social obligations are inflationary. 
Moreover, the category of social expenses has been 
increasing over the past years. Dynamics indicates 
clearly that the budget is getting more and more 
burdened by the social obligations. Interestingly, 
social expense outlays growth rates almost always 
exceed the growth rates of nominal GDP. Since 
2005 there is a very close correlation between the 
pace of increase of foreign debt and social outlays. 
This means that the primary source for the social 
assistance programs is provided by the foreign 
debt facility. Plus, increases in social expenses 
appear to be driven by conjuncture factors and not 
by the careful planning process. Abrupt swings in 

this particular category of the budgetary expenditures can create inflationary pressure to the 
economy and might deteriorate the government’s liquidity position. We fully appreciate the fact 
that in 2009 sharp increase of social spending was driven by the consequences of the War with 
Russia and need to meet the requirements of the poor strata of the population. Despite this, 
bringing more predictability and consistency in this particular area will pose a serious challenge 
to the GoG and the economy in general. 

7  Inflation Triggers in Transition Economies. http://avs.ekof.bg.ac.rs/Petrovic,%20Mladenovic,%20Nojkovic%20(2011).pdf

Moreover, the category of social 
expenses has been increasing over 
the past years. Dynamics indicates 
clearly that the budget is getting 
more and more burdened by the 
social obligations. Interestingly, 
social expense outlays growth rates 
almost always exceed the growth 
rates of nominal GDP.

This means that the primary source 
for the social assistance programs is 
provided by the foreign debt facility. 
Plus, increases in social expenses 
appear to be driven by conjuncture 
factors and not by the careful 
planning process.

http://avs.ekof.bg.ac.rs/Petrovic,%20Mladenovic,%20Nojkovic%20(2011).pdf
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Based on the vast amount of economic literature 
and declared philosophy of GoG Georgia, we think 
that the major challenge for the GoG is to maintain the 
small and efficient size of government operations to 
support high economic growth rates. In theory, as well 
as according to empirical literature, the total volume 
of government operations, reaches its maximum 
efficiency level at around 13-14 as a percentage 
of GDP. Afterwards incremental percentage of 
government consumption as a percentage of GDP 
results in 0,1-0,4% deceleration of economic growth 
rate. After budget expenditures reach 30% of GDP, the 
implications for growth are outright negative.

Figure 14 Budget Deficit as % of GDP www.nbg.ge

GoG is gradually moving towards the process of fiscal consolidation, for ensuring macroeconomic 
stability. Fiscal deficit as a percentage of GDP in 2011 has lowered to 3.6% as compared to almost 9% 
in 2010.  This was made possible through increased budgetary revenues and decreased expenses. 
EBRD believes that challenges for GoG is creating conditions for sustainable growth through 

we think that the major challenge 
for the GoG is to maintain the small 
and efficient size of government 
operations to support high economic 
growth rates. In theory, as well as 
according to empirical literature, 
the total volume of government 
operations, reaches its maximum 
efficiency level at around 13-14 as a 
percentage of GDP.
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external and fiscal adjustments. According to EBRD, 
Experience from other countries in transition showed 
that they were unable to achieve disinflation without 
fiscal corrections or strong fiscal stance. 

In general loose monetary policy in 2010 and 
through the beginning of 2011, as well as increased 
global commodity prices, together with increased 
volumes of remittances and persistent fiscal deficit 
have contributed to high inflation in 2011. Central 

banks do not have appropriate tools to affect inflationary pressures caused by food price increases, 
such cases need measures targeting improvement of the supply chain especially when it comes to 
large grain exporters of the CIS. With the predictions of rising core inflation, monetary policy-makers 
might be facing a trade-off between maintaining price stability and supporting economic growth. 

 

In general loose monetary policy 
in 2010 and through the beginning 
of 2011, as well as increased global 
commodity prices, together with 
increased volumes of remittances 
and persistent fiscal deficit have 
contributed to high inflation in 2011.
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Inflation Cures 
Monetary Policy – inflation targeting 

“Inflation is bad news. Besides distorting prices, it erodes savings, discourages investment, 
stimulates capital flight (into foreign assets, precious metals, or unproductive real estate), inhibits 
growth, makes economic planning a nightmare, and, in its extreme form, evokes social and political 
unrest”8. 

Governments consequently try to suppress inflation to tolerable levels by adopting conservative 
and sustainable fiscal and monetary policies. Experience and convenience have induced most 
of them to conduct their monetary policy by relying on intermediate targets such as monetary 
aggregates or exchange rates. During the past decade, however, seven small and medium-sized 
advanced economies have broken with this tradition of using such intermediate targets and have 
begun to focus on the inflation rate itself. This new approach to the age-old problem of controlling 
inflation through monetary policy is known as inflation targeting9.

Achieving price stability is the major contribution 
that monetary policy can make to economic growth. 
Inflation targeting makes inflation--rather than 
employment, output, or some other criterion--the 
primary goal of monetary policy. Inflation targeting is 
straightforward, at least in theory. Countries that have 
adopted inflation targeting believe it can improve 
the design and performance of monetary policy 
compared with conventional procedures followed by 
central banks.

Inflation targeting requires two things. The first 
is a central bank able to conduct monetary policy 
with some degree of independence. The second 
requirement for inflation targeting to work is the willingness and ability of the monetary authorities 
not to target other indicators, such as wages, the level of employment, or the exchange rate. A 
country that chooses a fixed exchange rate system, for example--which is useful in certain situations-
-subordinates its monetary policy to the exchange rate objective and will be unable to operate an 

8  Inflation Targeting as a Framework for Monetary Policy. IMF Economic Issues No.15 http://www.imf.org/external/pubs/ft/
issues/issues15/index.htm

9  Inflation Targeting as a Framework for Monetary Policy. IMF Economic Issues No.15 http://www.imf.org/external/pubs/ft/
issues/issues15/index.htm

In a few developing countries, the 
basic requirements for adopting 
inflation targeting are clearly not 
satisfied. Inflation targeting works 
for developing countries and 
should be firstly accompanied by 
fiscal deficit eradication. For most 
developing countries, however, 
assessing the degree of compliance 
with the basic prerequisites is more 
difficult.

http://www.imf.org/external/pubs/ft/issues/issues15/index.htm
http://www.imf.org/external/pubs/ft/issues/issues15/index.htm
http://www.imf.org/external/pubs/ft/issues/issues15/index.htm
http://www.imf.org/external/pubs/ft/issues/issues15/index.htm
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inflation-targeting system, especially when capital can move freely in and out of the country. Hence, 
the term “impossible trinity” (i.e. when the government has to choose two of the following three: 
fixed exchange rate, free capital movement, independent monetary policy). 

In a few developing countries, the basic requirements for adopting inflation targeting are clearly 
not satisfied. Inflation targeting works for developing countries and should be firstly accompanied 
by fiscal deficit eradication. For most developing countries, however, assessing the degree of 
compliance with the basic prerequisites is more difficult. Studies of central bank independence 
in these countries suggest, with some notable exceptions, that the central bank’s scope for 
conducting an independent monetary policy tends to be hampered by fiscal deficits (dependence 
on seigniorage or increasing external debt) shallow financial markets, and fragile banking systems. 
However, evaluating the extent of these hampering conditions is quite difficult. 

As a result, it is extremely difficult to assess the benefits for these countries of adopting inflation 
targeting. The analysis therefore remains largely exploratory and argumentative rather than based 
on firm empirical evidence. Recall that the basic prerequisites for adopting inflation targeting in 

any country are freedom from the dominance of fiscal 
policy and the absence of a firm commitment by the 
authorities to other conflicting, targets such as the 
exchange rate.

Nevertheless, the nominally more flexible exchange 
rate arrangements that many of these countries have 
adopted do not seem to have led the authorities 
to attach a much lower weight to exchange rate 
objectives or to stop using the exchange rate to guide 
monetary policy settings. These developments have 
further complicated the task of conducting monetary 
policy in these economies and have an important 
bearing on whether these emerging economies can 

adopt inflation targeting10.  
Inflation targeting as a monetary policy framework was adopted in many emerging market 

economies, Georgia among them. Inflation targeting gives central bank a permanent commitment 
to price stability. If the commitment is credible, it allows anchoring of expected inflation at the 
target level currently set as 6% for Georgia. Thus, inflation targeting enhances monetary policy 
effectiveness and restores the role and confidence in domestic currency. Starting from 2009 
NBG is pursuing inflation targeting monetary policy. Inflation target rate is set at 6% for 2012-
2014. Inflation targeting is a more transparent process it helps control inflationary expectations 
and to communicate with the public. If the inflation rate is above the target rate, NBG increases 
interest rate this in its turn works in 4 directions: GEL appreciates, credits decrease, market 

10  Inflation Targeting as a Framework for Monetary Policy. http://www.imf.org/external/pubs/ft/issues/issues15/index.htm

Inflation targeting gives central 
bank a permanent commitment to 
price stability. If the commitment 
is credible, it allows anchoring of 
expected inflation at the target level 
currently set as 6% for Georgia. 
Thus, inflation targeting enhances 
monetary policy effectiveness and 
restores the role and confidence in 
domestic currency.

http://www.imf.org/external/pubs/ft/issues/issues15/index.htm
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interest rate increases, inflationary expectations decrease. This decreases overall demand, and 
thus pushes the prices down. 

However, NBG has difficulty in increasing effectiveness of the monetary policy due to a high 
dollarization of Georgian economy. In the conditions of dollarization, interest rate mechanism 
is weakened, since largest part of the economy is supplied with foreign currency, thus making 
influence of NBG minimal. In such conditions changes in exchange rate also affect inflation indicator, 
thus hampering flexibility of the exchange rate, i.e. nominal depreciation of the currency affects 
prices and does not affect real exchange rate. NBG has taken steps for decreasing dollarization by 
promoting favorable terms for loans issued in national currency, thus achieving a 59% of dollarization 
rate in 2011 as compared to 67% in 2010.  

What are appropriate monetary policy responses to inflation pressures caused by global commodity 
price rise? Should the Central Bank use inflation targeting as a tool for combating imported inflation? 
Generally speaking, monetary policy is used as a mechanism for inflation targeting, when the inflation 
is demand driven, in cases when inflation is imported or driven by global price increases, it is not 
favorable to undertake monetary interventions, since in this case the monetary mechanisms do not 
work, since contraction of the monetary policy shall have a negative effect on the economic growth 
of the country, because maintaining very low inflation by increasing interest rate, might appreciate 
local currency, thus hampering exports and FDI attraction, and facilitating import penetration. At 
the same time, sources of inflation matter, should the inflation targeting be used when the inflation 
source is caused by supply shocks such as in case of food crisis, when the correlation coefficient 
between median inflation rate and global food price index in developing countries is 0.82? Supply-
side shocks may simultaneously reduce growth and raise inflation. Tightening monetary policy in 
response to this kid of shocks may make the situation even worse. At the same time, there was a 
threat that global price boom would affect such an important factor as inflationary expectations in 
a country. Food price increase creates inflationary expectations among the public, therefore in this 
case pursuing a contractionary monetary policy makes sense. 

Moreover, should the Central Bank emphasize on core or headline inflation while pursuing the 
inflation targeting tool? Headline inflation is temporary and the central banks do not react by 
adjusting their policies to it, since costs of such actions exceed the benefits. Although it is once 
again important to understand that food comprises the largest share in consumer expenses in 
Georgia, therefore the increase in prices on food creates further expectations of price increase which 
negatively affect core inflation as well. Even though NBG highlights the fact that core inflation still 
remains low, IMF states that headline inflation is more volatile, persistent than core inflation. Small 
open economies are characterized with a large share of food in their consumption baskets. At the 
same time, international food price inflation has a positive correlation with the headline inflation of 
these countries, since international food prices also impact their domestic food prices together with 
the impact on imported food prices. At the same time, food inflation is higher, more volatile, and 
more persistent than nonfood inflation and takes longer to adjust to newer price, it takes shorter 
time for a price to increase, than for an increased price to adjusted to a new decreased price. 
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Share of food in the consumption baskets of developing countries is far larger as compared to 
advanced countries, where priorities are given to other items such as entertainment, clothing, etc. 
As we have discussed above, Turkmenistan has the largest share of food comprising of 60% of the 
consumption basket, and United States has the lowest less than 10%. Georgia with its 30% has a 
lower share as compared to Armenia, Azerbaijan with around 50%. Correlation coefficient between 
headline and food inflation is positively high with almost 1 (perfect correlation) - above 0.8 for 
Georgia. This correlation is far stronger and positive, than in advanced economies, where monetary 
policymakers tend to focus on the core inflation indicator in their deliberations. 

Therefore, emphasizing on core inflation only for taking relevant measures for combating inflation 
might hurt poor households heavily dependent on food consumption, with limited consumption 
baskets. Headline inflation implies taking into account available prices of all items included in 
national consumption baskets. In practice central banks focus on core inflation, or on specific items 
included in the basket. Thus, food-consumption-dependent countries should adjust their monetary 
policy mechanisms on headline inflation, while not ignoring core inflation as an important indicator 
of domestic inflation, this way they can provide a realistic and accurate picture of overall inflation in 
the economy. 
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Monetary Policy in Georgia
Starting from January 2011, that was when the annual inflation hit 12.3%, that the Georgian 

National Bank (NBG) started pursing the “tightening the belt” (that is strict) monetary policy. In 
January 2011 interest rate equaled 8%. At the same time, starting from 2011 the broad money 
aggregate was reduced in volumes mainly caused by the seasonal factors, as well as in annual growth 
rate. According to the existing prognosis broad money growth shall be around 20-25%11, which 
together with the economic growth prognosis and the inflation indicator is close to the reasonable 
levels. As can be observed from the graph (f. 14) broad money growth has decreased by around 10% 
in 2011 due to the contractionary monetary policy, while the prognosis represents a 3% increase in 
broad money growth accompanied by an expansionary monetary policy (f. 14&15).

Figure 15 Broad money Growth (%) www.imf.org

Figure 16 Money Supply (2001-2011) www.geostat.ge

11  www.nbg.ge
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Together with the interest rate the minimum reserve requirement for attracted foreign currency 
means was increased. Given restrictions gradually influence the amount of loans issued in both local 
and national currencies (f.16). As can be seen loans issued started increasing in the second half of 
the year, when the monetary policy was relatively loose. Even though total volume of loans issued 
are predominantly in foreign currency, an increasing trend was observed in national currency, due to 
the favorable conditions on those loans directed towards achieving de-dollarization in the country. 
This increase in loans is not supposed to carry inflationary risks. In November, in the conditions 
of decreasing inflation (1.9% annual) and a decrease in landing speed by the banks caused by a 
decrease from the side of domestic demand can be seen on the graph, thus once again proving the 
fact that inflation in the country was mostly imported. 

Figure 17 Loans 2011 www.nbg.ge

In June 2011, NBG has decreased the interest rate to 7.75%, and later to 7.5 % even though the 
annual inflation was 10%, later 8.5% (in July) above the target rate (that is 6%), the committee has 
decided to ease the monetary policy due to further expectations in decrease of oil and food prices 
on international markets. These reductions in interest rate for stimulating demand were caused by 
expected risks in the USA economic slowdown, projected increase in the eurozone crisis that could 
have further brought down the prices on international markets, and influenced the demand on the 
Georgian market as well, therefore further decreasing the inflation rate. Furthermore, for promoting 
long-term financing the committee made a decision to decrease the minimum reserve requirement 
on long-term loans. More clearly, the loans above 1 year in national currency and 2 years in foreign 
currency were exempted from the reserve requirements, at the same time for foreign loans from 1 to 
2 years the reserve requirement was decreased to 5%. 
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In September, October 2011, the decreasing tendency of inflation rate was maintained and 
equaled annual 4.6% and 2.3% respectively. The NBG committee has further decreased the interest 
rate to 7.25% and later to 7%. Increase was observed in activities of commercial banks; by the end of 
2011, NBG started loosening the monetary policy, by decreasing the interest rate to 6.5% in January 
2012, and to 6.25% in April 2012. The existing policy shall help maintaining inflation target rate. 
Predictions of NBG indicate that an ongoing deflation is forecasted to change starting from June 
when inflation is believed to rise. 
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Conclusions and 
Recommendations

Countries in the Caucasus and Central Asia, Georgia among them are seeing a second year of 
recovery and growth; however, inflation still remains a major economic challenge for most of the 
countries in the region. Georgia must address the issue of inflation in order to carry on with the 
sustainable growth. 

Georgian inflation was caused by a number of interrelated events and should be viewed in a 
multidimensional context. In the paper we have argued that high inflation was largely caused by 
imported factors and unbalanced budget, not major problems in monetary policy. Abrupt swings 
in the category of the budgetary expenditures (especial social) heavily contributed to creating 
inflationary pressure, since this particular category is positively correlated to consumption. We have 
also proved that large inward remittances and capital flows in foreign currency carry inflationary 
risks in the conditions of underdeveloped domestic capital market where the central bank has 
limited capacity to sustain large sterilized interventions.

Out of the possible causes of inflation the only one under the governmental control is the 
problem of fiscal deficit which we believe is one of the largest contributors to inflation. Since the 
rest of the factors are exogenous in nature the government should increase its efforts towards fiscal 
consolidation, decreasing unnecessary social expenditures, mostly this concerns one time programs 
and campaigns that are directed towards increased consumption and represent a heavy toll on 
the central budget. This capital should be invested in long-term profitable opportunities instead 
bringing sustainable paybacks and by this easing the conditions of the socially disadvantaged. 
Such opportunities might be investments directed towards the production of fruits and higher 
value vegetables that Georgia has a comparative advantage in. Therefore, we think that unbalanced 
budget poses the highest threat to the economy, especially in conjunction with increasing internal 
and external debt. The recent global crisis proves this postulate. Countries, with highest state 
budget deficit, unsound fiscal expenditure polices and large debt stocks, suffer the most from poor 
economic growth.
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