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Georgia: Basic Data, 1995-69

I. Social and Demographic Indicators

Area 69,700 sq. km
Population density (1996) 77.8 per 5q. km
Populaticn (estimated 1997) 5.4 million
Of which: percent urban 59.3 percent
Rate of population growth {1997) 0.13 percent
Life expectancy at birth (1997) 72.5 years
Infant mortality rate {per 1,000 live births--1997) 17.3
Hospital beds (per 1,000 people--1596} 4.8
GDP per capita, 1999
In lani 1,036
In U.S. dollars 5127
1995 19%6 1997 1998 1999
Estirnates
I1. Econormic Indicators
{Annual percent change)
Real sector
GDP volume 26 10.5 10.8 2.9 i0
Consumer prices
Period average 162.7 394 7.1 KX 1%.1
End-of-period 574 13.7 73 10.6 10.9
{Percent of GDP)
Government finances
Revenue and grants 10.6 14.1 14.8 164 156
Of which: Revenue 1.7 12.2 14.5 154 147
Expenditure and net lending 18.7 21.5 21.8 229 22.3
Balance (commitments} -8.1 -7.4 -1.0 -6.5 6.7
Balance (cash) 7.0 72 63 51 49
(Percent change, end-of-period)
Money and credit 1/
Net domestic assets of the NBG 1565 158.5 53.2 54.7 15.0
Credit to the rest of the economy 2/ 404 -14.0 34.9 377 374
Broad money
Including foreign currency deposiis 1352 419 45.5 -1.2 206
Excluding foreign currency deposits 3197 g1 354 -115 8.6
{In millions of U.S. dollars)
External Sector
Exports (goods) 3626 417.0 493.5 4783 484 8
Imports {goods) -700.1 -767.9 -1052.4 -1163.7 -1013.0
Trade bzlance -3374 -350.9 -558.9 6854 -528.2
Current account (excluding transfers) -404.8 -415.4 -571.3 -599.3 -395.0
Official reserves, end-of-period
{in millions of U.S. dollars) 156.7 158.0 £73.3 1184 128.5
{in months of irmports} 27 15 2.0 1.2 1.5
Memorandum items:
GDP, current prices {in millions of lari) 2,432 3,768 4,505 4,795 5,594
Exchange rate, tari/U.S. dollar
Period average 1.29 1.26 1.30 1.39 2.02
End-of-penad 1.23 1.27 1.30 L79 1.96

- Sources: (Georgian autharities, World Bank, World Development Indicators, 1999; and Fund staff estimates.

1/ Valued at end-of-period actual exchange rates.

2/ The sharp fall in 1996, reflects the provision made for non-performing logns from commercial banks portfolio in the context of the bank
restructuring program. Inclusive of this adjustment, credit 10 enterprises and households would have grown by about 30 percent in nominal

terms during 1996.



I. INTRODUCTION

1. This paper provides an overview of recent economic developments and selected issues,
accompanied by a statistical appendix as background to the staff report on the 1999 Article IV
consultation with Georgia. The selected issues included in the paper cover a number of
important issues challenging Georgia: the rule of law, poverty, the development and regulation
of banking sector, energy sector reform, and foregone tax revenue.

2. The paper is organized as follows. After providing an overview of recent developments |
in Section II, the report focuses on the rule of law in Georgia in Section III. Section IV
examines the issue of poverty in Georgia, drawing on a poverty assessment prepared by the
World Bank. Section V provides an overview of developments in the banking sector. Section
VI examines the energy sector, with particular emphasis on efforts to reform the sector.

Section VII provides a description of the exchange, trade and payments systems, and Section
VIII presents a tax summary as of December 31, 1999. A quantitative assessment of the issue
of foregone tax revenue is provided in the attached Annex.

II. RECENT ECONOMIC DEVELOPMENTS

A. Real Sector!
Output

3. After several years of double digit growth, real GDP growth slowed to an annual rate
of about 3 percent in 1998-99, following the onset of the Russia crisis combined with a severe
drought in the agricultural sector (Figure 1 and Appendix I, Table 8). The lack of resilience of
GDP growth to these external shocks reflected underlying structural fragilities, particularly in
the fiscal and governance areas. In the second half of 1998, agricultural output felt sharply
following the advent of the Russia crisis; this was exacerbated by the drought. Incipient
industrial output growth came to a hait and trade activities were disrupted. Moderate GDP
growth continued into 1999 with signs of a8 modest pick-up in the third quarter of the year,
mainly on account of expansion of the service sector and moderate gains in agriculture.
Meanwhile, industry showed some recovery in 1999 and construction declined substantially

' The data reflect the revised nominal GDP estimates prepared by the authorities (see Box 1).



Figure 1. Georgia: Macroeconomic Indicators, 1994-99
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relative to the previous vear, following the completion of the Baku-Supsa pipeline and Supéa
terminal. The weak fiscal position also played a role in restraining growth, as the government
was unable to pay private contractors as well as wages in state-owned construction companies.

Box 1. Revised GDP Estimates

Revised GDP estimates were published by the authorities in January 2000 for the period 1996-1999. These data
reflect considerable work on the part of the State Department of Statistics in Georgia to address weaknesses in the
compilation of national accounts statistics. A mission by the IMF’s Statistics Department in December 1999
found the data to be basically sound, although a number of further refinements were recommended. The new
estimates of nominal GDP are about 34 percent below the previously published data. The bigpest change made to
the figures was the revision to the estimates for the informal economy. In the past, informal activities were
estimated at more than 40 percent of total GDP. Following the revision, these activities now account for about

25 percent, which is more consistent with those in other transition countries.

4. After a period of steady growth agricultural eutput, which accounts for about
one-third of GDP, declined sharply in 1998 but appeared to recover somewhat in 1999.
Developments in the sector during 1998, reflected inter alia the impact of extremely
unfavorable weather conditions, in particular a severe drought; as well as hail and mudslides,
which hit several grain-producing regions just before the harvest season. Some recovery in
agriculture was registered in 1999, with a moderate output gain of about 5 percent, reflecting
successful grain, tea and early potato harvests. However, the lack of a well developed land
market and limited access to credit continue to constrain growth in the sector (see

Section ILE).

5. Industrial output continued to decline as share of GDP in the two-year period,
1998-1999 relative to 1997, reflecting in part inadequate restructuring in a number of
industries and a shortage of long-term credit® These developments were further aggravated by
the Russia crisis in the second half of 1998. After expanding by 5 percent in 1997, industrial
output fell by some 6 percent in 1998 mainly due to a sharp decline in the fourth quarter. In
1999, output recovered relative to 1998, increasing by about 7 ¥ percent. However, the
performance among industries was uneven. Across industries, food processing companies
made substantial gains in recent years, in particular in terms of fruit juice, soft drinks, beer and
dairy products (Appendix 1, Table 9). These products appear to have a comparative advantage
over imported goods on the local market owing to lower transportation costs and cheap locally-
produced agriculturat inputs. Meanwhile, although registering some gains in 1997, heavy
industry suffered among the largest setbacks in 1998 relative to other industries, particularly
in steel, ferrous metal and machine tools, reflecting in part inadequate restructuring.

? The dynamism of small-scale enterprises is not necessarily captured in the official statistics,
as many of these firms still operate in the informal economy. The official statistics attempt to
make an adjustment for informal activity.




6. As in previous years, a major obstacle for private business development in Georgia was
the poor state of the energy sector, mainly electricity (see Chapter VI). Despite the
privatization of Telasi power company at the end of 1998, power cuts remained frequent in
1999 and the added cost of generating their own electricity (through the use of power
generators) remained a major burden to enterprises. After increasing somewhat at the
beginning of 1998, production and total supply of electricity declined in the fourth quarter of
1998 and in the first quarter of 1999 relative 10 a year ago. Output at the hydro power plants

was adversely affected over this period on account of the scarcity of water following the severe
drought in 1998. '

Labor Market Developments

7. The labor market in Georgia is relatively free and open. Under the presidential decree
of June 4,1999, the monthly minimum wage was to be binding for both private and public
sector employees.” Wage negotiations take place between employees and employers. At
present, trade unions are not politically powerful. Some local and small scale strikes have taken
place recently among teachers, pensioners, and workers in the energy and transport sectors due
to lack of payment of wages. The major reason for the lack of powerful unions, most of which
are organized under the Georgia Trade Union Amalgamation which represents ¥z million
workers across 32 sectors, is that they represent workers in the formal economy, and hence

exclude the sizeable number of workers in the informal economy (estimated at 750,000 as of
end-1997).

8. After several years of increases, total employment in Georgia fell between end-1997
and end-1998 (Appendix I, Tabie 11).* The decline was mainly due to a reduction in self-
employed persons, which accounted for 69 percent of total formal employment at end-1993.
About 87 percent of self-employed workers are in agriculture. The large share of self-
employed workers in agriculture is explained in part by the Law on Employment, under which
all people and their families with access to agricultural land (1 hectare or more) are considered
to be self-employed.

3 Previously, the minimum wage only pertained to employees in organizations funded under
the state budget.

* These official estimates need to be treated with caution due 1o the inadequate coverage of
informal activities, the risk of double counting as a consequence of the frequency of multiple
employment, and various methodological problems with the official data.



9. The unemployment rate, which was about 12% percent at the end of 1998, stood at
13 percent in 1999 based on the ILO standard definition (Appendix I, Table 12). ® In addition,
it is likely that under-employment and hidden employment remain widespread. Many
employees in the public sector are paid only token salaries on an irregular basis. In addition, a
large number of laid-off workers find both primary and secondary jobs in the informal
economy.

10.  After registering substantial gains in 1997 and 1998, real wages in the formal sector
contracted, reflecting the impact of higher inflation at the end of 1998. Over the first half of
1999, average real wages for the total economy declined by about 6 percent, (Figure 2,
Appendix I, Tables 13 and 14). Despite the gains made in earlier years, monthly wages remain
very low at about US$30 as of June 1999. Across economic sectors, the largest increase in
wages was recorded in public education, where nominal wages had been unduly depressed,
while wages in construction and the transport sector were among the highest in the economy.
The monthly minimum wage was raised in June 1999 from lari 19 to lari 20. Monthly
minimum pensions were increased to lad 14 in November 1998, No reliable information is
available about wages in the informal economy.

Prices

11. The trend decline in inflation which started in 1995 continued into 1998, with the
average annual inflation rate reaching a low of 3.3 percent in November 1998 (Appendix I,
Table 15).” However, this trend was reversed after a sharp increase in inflation at
end-December 1998 following the authorities’ decision to stop intervening in the exchange
rate market and the subsequent depreciation of the exchange rate. By April, it appeared that
most of the pass-through of the exchange rate depreciation had taken place and during the
summer months, seasonal factors as well as the appreciation of the lari contributed to
deflation, so that the 8-month inflation through August 1999 was about 52 percent.

7 The registered unemployment rate in 1998 was 4.2 percent, however, the unemployment
figure is likely to be an understatement because many people do not find it worthwhile to
register as unemployed, since the benefit is low and registration does not help in finding a job
(see Chapter IV on Poverty). In addition, rural unemployment is likely to be significantly
understated as it is virtually ruled out by the Law on Employment (see above) and “self-
employed” farmers account for over half of the labor force.

® The quality of information on the labor market has improved, assisted by the national Labor
Force Survey, begun by the State Department of Statistics (with help from ILO and UNDP) in
1998. Data from earlier periods is not fully compatible, so it is not possible to compare over
time.

7 Part of this was due to the abundance of cheap Russian imports on the consumer market.
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Subsequently, monthly inflation picked up as monetary policy become more accommodatiﬁg.

As a result, end-year inflation in 1999 was 11 percent, somewhat higher than the 10%2 percent
recorded in 1998,

B. Fiscal Sector

Overview

12.  Afier several years characterized by robust improvements, fiscal performance leveled-
off in 1998-99 and fell considerably short of budgetary expectations (Appendix I, Table 16 and
Figure 3). While there was a reduction in the overall deficit of the general government in 1998
relative to 1997, there was also a significant shortfall in tax revenue, a large accumulation of
expenditure arrears, and a decline in the ratio of tax revenue to current expenditure. Several
factors contributed to these results, including the lack of a firm implementation of the fiscal
measures introduced in May/June and November 1998, and the onset of the Russia crisis in
mid-August which adversely affected overall economic performance. Diminishing marginal
returns to improvements in tax administration and tax reforms (reflecting the fact that prior
reforms had captured many of the easier gains) may also have played a role in the weakening
of the overall fiscal performance in 1998. Moreover, attempts to reform the revenue collection
agencies were often met with resistance by insiders who benefited from widespread corrapt
practices, thus undermining revenue collections (Box 2).

Box 2. Fiscal Institntional Setting

During 1998, there were no major changes in the institutional structure of the general government, which
comprises central and local governments and the extrabudgetary funds. In December 1999, a new revenue
ministry was created, to which the State Tax Department (§TD) and the State Customs Depantment (SCI))
henceforth will be responsible to. The Iocal governments include two antonomous republics (Abkhasia and
Adjara), 10 administrative regions, and 53 administrative districts. There are three extrabudgetary funds, the
Social Security Fund (SSF), the Road Fund, and the Employment Fund, which in conjunction with the ceniral
government are veferred to as the state government.

Local government budgets, umlike the state budget, are not subject to parliamentary approval, but are nonetheless
largely influenced by the state government, For example, local governments have no legal authority to levy their
own taxes, but rather are allocated a portion of revenue from the various state taxes, with the shares varying
according to both the region and type of tax. In 1999, the local authorities’ revenue share amounted to

30.4 percent of general government revenue. There are, however, also a group of what are essentiaily local taxes
for which local governments receive 100 percent of the revenue, including property taxes. On the financing side,
approval by the President (following advice by the Minister of Finance) is required by any jurisdiction that
intends to borrow money both domestically and abroad.

13.  Numerous fiscal measures were introduced by the government in May/June 1998 and
again in November 1998 to redress the underlying fiscal weaknesses. The May/June measures
aimed at increasing tax revenue and reducing expenditure commitments through sequestration
to correct slippages in fiscal performance, especially regarding tax collections, clearance of
domestic expenditure arrears, and reduction of tax arrears. The November fiscal package
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Figure 3. Georgia: Public Finances, 1995-99

Tax Revenue (excl. grants)
(In percent of current expenditures)

Overall Fiscal Deficit (incl. grants) I/

80

9.0

{In percen: of GDP)

9.0 fomn

1996 1997 1998 1999

1995

19%6 1997 1598 1999

1993

Expenditures and Net Lending

Revenue and Grants
(In percent of GDP)

(In percent of GDF)

. 30

pital expenditure and net lending
5 Intereat payments

1 Tax raveane

25

atie

E1Wages and sal
G Other expendimre

a5

1955

1998

1997

1996

1995

1999

1998

1597

1996

1955

and Fimd staff estimates.

rities

Georgizn autho

Sources

1/ Commitment basis.



-13-

reflected the authorities’ renewed policy response to increasing tax revenue shortfalls
experienced during the third and fourth quarters of 1998. The package included numerous
measures that broadened the tax base by eliminating certain exemptions and preferential rates
(Box 3). In addition, the parliament approved further expenditure cuts with respect to the 19938
budget amounting to lari 53 million (1 percent of GDP); for the most part, the cuts had already
been executed de facto by the Ministry of Finance.® Though these cuts in expenditure were
insufficient to make up for the underperformance of revenues.

14.  The fiscal difficulties continued through 1999. While there was progress in some areas,
such as the elimination of tax offsets and the implementation of excise stamps on cigarette and
alcohol, the problems of revenue shortfalls, expenditure arrears, and unrealistic budgets
continued. In April 1999, excise stamps on cigarettes were introduced, and the expansion of
the Large Taxpayer Inspectorate (LTI) was accelerated during the first half of the year, With
effect from July 1999, the policy of granting tax offsets was abolished by decree. However, an
expenditure control framework recommended by a technical assistance mission from the IMF
was not implemented as expected during the year. As a consequence of this, as well as the
unrealistic budget, expenditure was sequestered, but the sequestration proved insufficient to
curtail spending for the remainder of the year. A revised budget for the year was therefore
introduced in December 1999, partly in order to normalize, ex-post, actual expenditares that
had not been approved in the original budget for the year.

Fiscal deficit and Financing

15.  The fiscal stance strengthened somewhat in 1998, only to be followed by a weaker
fiscal effort in 1999, reflecting the underlying weakness in revenue performance. On a
commitment basis, the overall deficit of the general government declined from 7.0 percent of
GDP in 1997 to 6.5 percent in 1998. On a cash basis, the decline in the overall fiscal deficit
was even more pronounced (from 6.3 percent of GDP in 1997 to 5.1 percent in 1998), but this
was the result of a substantial accumulation of domestic expenditure arrears, which increased
to lari 140 million by end-1998 (2.9 percent of GDP). The primary deficit (on a commitment
basis) also declined, from 5.1 percent of GDP in 1997 to 4.1 percent in 1998.

® Unlike the expenditure cuts of November 1998, the sequestration of expenditure
commitments in May/June 1998 did not require parliamentary approval as the magnitude of
these cuts was within the limits permitted under the budget law.
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Box 3. Major Tax Code Changes in 1998-99

The following amendments to the tax code were passed in November 1998 as part of the effort to boost fiscal
Ievernue:

+ Elimination of VAT exemption for movies, sporting events, and tourism;

» Elimination of VAT exemption for supply and import of wheat;

» Elimination of VAT exemption for supply and/or impont of mazout, natural gas, and electricity (effective
January 1, 1999);

» Elimination of VAT exemption for agriculture (effective January 1, 1999);

»  Change in domestic tobacco products excises from an ad-valorem to a specific tax; rates per pack were setat
0.15 lari for high quality (classes I and II) and 0.05 lari for low quality. Excises taxes were also introduced on
cipars (0.15 lari per cigar) and other tobacco products (20 lari per kilogram),

s Introduction of excise on all petroleum products {(except mazout) at the rate of 60 percent; increased to 80
percent in June 2000.

+ Introduction of mandatory excise stamps ot all domestic and imported alcohol and tobacco products
(effective April 1999);

» Increase in environmental tax on petroleum products;

Introduction of envirenmental tax for the import and domestic use of plastic bottles;

» Increase in customs duty from 3 to 12 percent on mazout and wheat.

The following were other important changes following from either amendments or the expiration of transitional

provisions (some of which were revenue reducing):

Janvary 1998

»  Special treatment for imports and exports to CIS countries expired.

May 1998 amendments

s Increase in VAT threshold for agricultmral producers to annual turnover of lari 20,000 (lari 3,000 is
standard); subsequently increased to lari 35,000 in July 1999.

» Extension of agricultural VAT exemption to April 1, 1999,

e Broadening of VAT exemptions to include tourism services, supply of wheat {(would apply even after
agricultural exemption expired), works of fiction, and import of natural gas, mazout, and electricity;

« Change of excises on domestic alcohol from ad-valorem to specific;

¢ Increases in agricultural land tax rates, most by about 30 percent;

e Reduction in the share of revenue that STD and SCD could keep (an incentive for coilection) for
underfulfilment of plan and increase for fulfillment of plan;

« Reduction in the VAT rate on supply and processing of bread and pasta, and wheat processing to 7 percent.

June 1998 amendment

Reduction in presimptive income tax rates for most categories, many by as much as 50 percent.

1999 amendments

¢ In January, the special tax treatment of imported alcohol expired and imported alcohol became subject to
same VAT and excise taxation as domestic alcohol;

» In July, a reclassification of cigarette brands was introduced to reflect the filtered/unfiltered distinction, so as
to facilitate WTQO accession, following the earlier introduction of excise stamps in April.

e The VAT on vehicles was increased to the standard rate of 20 percent from 5 percent;

s  In July, a pre-shipment inspection firm was hired to strengthen customs collections, though actual inspections
did not begin until September.

16.  The financing of the 1998 overall fiscal deficit (on a cash basis) relied increasingly on
privatization resources, whereas domestic and external financing declined somewhat.
Privatization receipts increased to 1.5 percent of GDP, compared with 0.6 percent of GDP in
1997, mainly as a result of the privatization of Telasi at end-1998. Domestic financing
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(mainly NBG credit to the central government) continued to be the largest source of deficit
financing but, at 2.0 percent of GDP in 1998, it was around one and a half percentage points of
GDP lower than in 1997. Net external financing also declined in 1998, from 2.2 percent of
GDP in 1997 to 1.6 percent of GDP in 1998, largely reflecting increased amortization
payments and the settlement of some of the stock of principal payment arrears.

17.  In 1999, the fiscal stance did not improve. The overall deficit is estimated at around
6.7 percent of GDP, a deterioration of 0.2 percent of GDP relative to the 1998 outturn.
Excluding grants, the overall deficit (on a commitment basis) increased by 0.2 percent of GDP
to reach 7.6 percent of GDP in 1999, Because of the accumulation of expenditure arrears, the
cash deficit amounted to 4.9 percent of GDP and was financed primarily with domestic credit,
which totaled 2.2 percent of GDP. Domestic financing, which was almost exclusively from the
National Bank of Georgia (NBG), also included a lari 70 million NBG recapitalization bond.
Net external financing totaled around 1.2 percent of GDP, with disbursements, exclusively
from the World Bank, roughly divided with one-third as untied (SAC and ESAC) and two-
thirds as project support and on-lending credit. External principal arrears to Turkmenisian
were also incurred in the amount of US$53.9 million (see Section ILD). Finally, owing to
delays in large-scale privatization at 0.9 percent of GDP, this source of financing fell short of
budget expectations. The primary deficit (on a commitment basis) was reduced slightly to

3.9 percent of GDP in 1999.

Total revenue and grants

18.  Revenue collections improved in 1998, although the growth was slower than in
previous years (Appendix I, Tables 17-22). However, collection efforts seem to have stagnated
in 1999 and the growth in tax revenues, in real terms, slowed down.’ Total revenue and
grants increased from 14.8 percent of GDP in 1997 to 16.4 percent in 1998. The increase in
total revenue and grants represented a continuation of the steady growth observed during the
last couple of years. While in prior years the revenue gains were heavily concentrated in
improvements in tax collections; in 1999, both tax and nontax revenue increased by only
around half a percentage point of GDP with the remainder of the increase explained by an
increase in grants of 0.7 percentage point of GDP.

19, After several years of rapid growth, overall tax revenue (including extrabudgetary
funds) effectively leveled at 13.4 percent of GDP in 1998 (compared with 13.0 percent in
1997).1° The weak tax revenue growth occurred despite the numerous policy measures passed
by the parliament in May and December 1998. The stock of tax arrears tripled in 1998 to reach

® It is estimated that Georgia collects only about half of potential revenue from the existing tax
system (Annex I).

' The 1998 increase in tax revenue compares unfavorably with increases equivalent to
2.1 percent and 3.9 percentage points of GDP in 1997 and 1996, respectively.
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lari 309.6 million (6.5 percent of GDP), and an increasing portion of revenues were being
collected in the form of tax offsets (Appendix Table 22)." Tax offsets provided opportunities
for corruption and incentives for taxpayers to accrue tax arrears, including as a means for
clearing budgetary arrears owed to them by the government.

20.  Other factors explaining the disappointing tax revenue performance in 1998 were
slippages with the implementation of planned fiscal administration measures. For example,
there was a delay in the introduction of excise stamps on cigarettes from October 1, 1998 to
April 1, 1999, and a failure to expand the Large Taxpayer Inspectorate (LTT) to include '
taxpayers accounting for 50 percent of tax revenue by end-October 1998, as targeted by the
government.'> Also, there were important changes in leadership and organizational structure
that both symbolized and contributed to the difficulties in tax administration. In November
1998, a new Minister of Finance was appointed and in the second half of the year there were
several changes in leadership at the State Tax Department (STD) and the State Customs
Department (SCD). In the last quarter of 1998, there were also important organizational
changes, including the removal of the STD and SCD from the control of the MOF and the
transfer of payroll tax collection from the SSF to the STD.

21.  Despite revenue raising measures adopted during the previous years, tax collections in
1999 continued to fall short of budget expectations. For the year as a whole, fax revenue was
around 14 percent of GDP, only slightly higher than in 1998. Despite the significant
depreciation of the lari, ensuing inflation, and numerous revenue raising measures, tax revenue
during 1999 was only 21 percent greater in nominal terms than during the equivalent period in
1998. The performance of the customs department was particularly disappointing, with
customs duty collections actually about 50 percent less in nominal terms than during 1998 and
VAT collections on imports only 4 percent greater. Collection of cigarette taxes performed
relatively well up until mid-year, with cigarette tax revenue accounting for 10 percent of total
tax revenue and totaling 6.5 times greater than in the first half of 1998. However, in the latier
half of the year, collections fell, with cigarette tax revenue dropping to 6 percent of total
revenue, partly as a consequence of widespread advance payments for excise stamps in
previous months,

" Tax offsets of the state government totaled lari 104.4 million and accounted for 16 percent
of total general government tax revenue in 1998. Central government offsets totaled

lari 82.6 miilion, of which the STD accounted for 65 percent and the SCD for the remaining
35 percent. In addition, the Social Security Fund also had tax offsets totaling lari 17.5 miflion
and the Road Fund had offsets totaling lari 4.4 million. Data on local government tax offsets
are not available. The size of individual offset transactions ranged from lari 10 thousand to
lari 2 million and utility companies were some of the more frequent users (the treasury
maintains information on each offset transaction).

2 For 1998 as a whole, the LTI collected around 32 percent of tax revenue collected by the
STD (excluding SSF revenue).
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22.  There was some limited progress in 1999 on the fiscal structural front. Excise stamps
on cigarettes were introduced in April and contributed to the initial increase in cigarette tax
revenue noted above. Excise stamps on alcohol and wine also were introduced. The practice of
tax offsets was eliminated in mid-July, which while being a welcome measure could have been
a contributing factor to the poor revenue performance in August and September. The VAT on
automobiles was increased from 5 percent to the standard rate of 20 percent, effective July.
Some administrative measures were also introduced in the summer with the intention to
improve customs department revenue performance, including the hiring of a pre-shipment
inspection firm and measures aimed at improving collection of petroleum product taxes.

23.  Preshipment inspections actually began only in September, though, and their
effectiveness appears to have been marred by problems of cooperation with customs and other
departments, as well as insufficient coverage of imports that are officially subject to
inspection. Likewise, uninspected imports are coming into the country through Adjara and
South Ossetia, where the requirement for preshipment inspection is not being enforced. While
the LTI has continued to expand its coverage of taxpayers, and toward the end of the year
reached the targeted 50 percent of tax revenue, questions have been raised regarding the
methods used by the LTI to select large taxpayers. More particularly, there seems to be a very
large mrmover of taxpayers, and many of them do not appear to qualify as large taxpayers in
terms of their turnover and taxable income. This would raise suspicions that the revenue
targets in the LT1 are being met partty by s'mftmg taxpayers into the fold with little regard as to
whether they are actually large taxpayers or not.”?

Expenditure and net lending"

24. A history of unrealistic budgets, as exemplified by the disappointing revenue
collections, combined with weak expenditure controls resulted in a large-scale accumulation of
expenditure arrears during 1998-99 with widespread negative social implications. During
1998, efforts were made by the government to reduce expenditure commitments in both
May/June and December. Despite these cuts, total expenditure and net lending (commitments
basis) increased to 22.9 percent of GDP in 1998, 1.2 percentage points higher than in 1997.
These increases were across the board and reflected current, capital and net lending operations
outlays.

 For 1999 as a whole, the LTI collected 46.5 percent at all STD revenues (excluding extra
budgetary funds).

' An assessment of developments in expenditure continues to be complicated by data
shortcomings that suggest movements in the composition and even level of expenditure should
be interpreted with some caution. Chief among these shortcomings are problems in identifying
the magnitude and composition of expenditure arrears as well as inconsistencies and errors in
reported expenditure data. Overall, it should be noted that there have been important
improvements in the operations of the Treasury.
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25. Current expenditnre rose to 20.8 percent of GDP in 1998, or 1 percentage point
increase relative to 1997. This reflected mainly an increase in interest payments and local
government (non-wage) expenditures which more than compensated for a sharp reduction in
spending on goods and services, which declined by 1.9 percentage points of GDP relative to
1997. Movements in other components of current spending were less marked. Wages and
salaries, social allowances, and pensions were each increased by 10 percent in the latter half of
1998, with the increases in wages effected in September and pensions and social allowances in
November. Current spending of the extrabudgetary funds was also higher than in 1997 (by

0.7 percentage points), reflecting higher road fund revenue (thus spending) and the increase in
pensions.

26.  Domesticaily financed capital expenditure and net lending GDP shares declined
relative to 1997, own-financed spending in these areas actually decreased. Capital
expenditures, including counterpart financing, declined by 0.2 percentage points of GDP
relative to 1997, largely reflecting the expenditure cuts enacted to minimize the impact of the
revenue shortfall. Furthermore, own-financed capital expenditure declined by 0.5 percentage
points of GDP. Though starting from a low base, net lending increased slightly by

0.3 percentage points of GDP relative to 1997, all financed by donors.

27. As aresult of poor revenue performance and weak expenditure management,
expenditure arrears rose sharply in 1998. By end-1998, the stock of domestic expenditure
arrears was estimated to be around lari 140 million or 2.9 percent of GDP, having increased by
1.3 percent of GDP during the year. Wage arrears stood at around lari 40 million, split about
equally between the state and local governments; this represented about 3 months’ worth of
wages and salaries. Pension arrears of the SSF and the state government (which pays pensions
of certain law enforcement and military bodies) totaled around lari 45 million, also equivalent
to approximately 3 months’ worth of pensions.

28.  Difficulties in parliament and uncertainties related to the path of the lari delayed the
passage of the 1999 budget until March 1999 (Appendix I, Table 24). Despite its late passage,
revenue shortfalls and overestimation of the central government’s share of collected taxes led
to a significant increase in expenditure arrears and a budget sequestration in July. The
sequestration, however, was less than lari 20 million and proved to be insufficient in light of
the ongoing revenue shortfalls. Subsequently, the budget for 1999 was amended by parliament
in December, partly to justify ex post actual expenditure that had not been appropriated in the
original budget.

29. Total expenditure and net lending in 1999, at 22.3 percent of GDP, was slightly down
from 1998, whereas current expenditure remained at 20.6 percent of GDP. However, due to
higher interest payments (an increase of 0.4 percentage point of GDP relative to 1998), an
increase in transfers and subsidies (of 0.3 percentage point of GDP), and an increase in local
government nonwage expenditure (of 0.6 percentage point of GDP), spending on central
government goods and services was compressed (a reduction of 0.8 percentage point of GDP),
as was extrabudgetary expenditure (a reduction of 0.6 percentage point of GDP). Capital
-expenditure amounted to 0.9 percent of GDP, almost all of which was donor-financed. Arrears
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on core expenditure items increased by lari 101 million during 1999 and the stock of arrears at
year-end now stands at 4.3 percent of GDP, Expenditure arrears have been incurred
predominantly on wages and salaries, pensions, and social allowances, affecting the most
vulnerable segments of society. Moreover, the extent of expenditure arrears is likely to be

understated as the current methodology captures only a subset of arrears on core expenditure
items.

30.  On the structural front, progress has continued to be made in implementing the
treasury system. The coverage of the treasury has been extended (including to lower levels of
government and the major extrabudgetary funds), and while not all treasury accounts have yet
been consolidated into a single account, progress has been made in this direction. Independent
treasury accounts remain for the Ministry of Defense, Ministry of the Intericr, and Ministry of
State Security. Attempts are also underway to improve cash management, fiscal reporting, and
control of expenditure commitments. However, while the Ministry of Finance in November
issued a decree to implement the revised expenditure control and prioritization framework, this
was not put in place until February 2000. Some improvements have been made to the budget
preparation process; however, there is still substantial pressure on the Ministry of Finance to
present budgets based on overambitious revenue targets.

C. Monetary Sector

Overview

31.  Georgia’s monetary developments were characterized by strong growth in moneiary
aggregates, against a background of declining inflation and exchange rate stability from 1997
through mid-August 1998. However, the situation deteriorated in the final months of 1998
(Figure 4 and Appendix I, Tables 25-31). In particular, the Russia crisis as well as widespread
publicity over budgetary problems triggered a sharp decline in lari money demand, which lead
to excess demand pressures in the foreign exchange market. The NBG intervened heavily in
the foreign exchange market to defend the lari/dollar exchange rate, while at the same time
tightening the stance of monetary policy. However, these measures were insufficient to
eliminate pressures on the lari. In the event, the NBG stopped intervening in the foreign
exchange market on December 7, 1998, allowing the lari to float freely since then.

32. Monetary policy continued to be relatively tight in the first half of 1999, in support of
the floating rate. However, by September 1999 the deteriorating budgetary situation and the
run up to the elections in October placed pressure on monetary policy and there was a
substantial increase in government credit, contributing to an increase in reserve money.

33.  While the banking system appeared to weather the challenge posed by the effects of the
Russia crisis, dollarization increased and the nascent treasury bill market was curtailed.
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Figure 4. Georgia: Monetary Indicators, 1997-99
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Moreover, the lack of a treasury bill market caused a major setback to the development of B
indirect monetary instruments, "

Money demand, exchange rate, and interest rate developments

34. Monetary developments, which had been characterized by financial decpening and
exchange rate stability in 1997 through mid-1998, were adversely affected by the Russia crisis
and the fragile fiscal position. During the first eight months of 1998, the trend increase in
financial intermediation continved and the lari/dollar exchange rate remained relatively stable.
At the same time, the demand for money as measured by broad money started to pick up and
the exchange rate remained relatively stable, oscillating between 1.3-1.35 lari/US$."® Interest
rates and treasury bills vields, which had increased sharply by end of 1997, started to decline
in early 1998 and returned to levels comparable to those prevailing during most of 1997 by
mid-June 1998.

35.  The Russia crisis combined with the weak public finance situation during the year had
an adverse effect on the financial sector, precipitating a number of important changes in
market sentiment. In particular, there was a sharp decline in money demand, as well as a
significant increase in dollarization of the Georgian economy and the demise of the treasury
bill market, reflecting the authorities’ unwillingness 10 let the treasury bills yield rise (to reflect
increased risk) and rollover the maturing treasury bills (see Chapter V)."” Broad money
(including foreign exchange deposits) feil by 25 percent between end-August and end-
November, reflecting a decline in both currency in circulation (28 percent) and commercial
banks’ deposit liabilities (21 percent).

36.  Inresponse to the external shock posed by the Russia crisis, the NBG tightened
monetary policy in September 1998 and intervened heavily in the foreign exchange market. In
September 1998, the NGB increased banks’ reserve requirements from 12 to 16 percent,

' See Chapter V for a discussion of the banking sector.

' Early in 1998, the NBG had to iniervene heavily in the foreign exchange market in the
aftermath of a sharp expansion of central bank credit to the government in December 1997.
Excess demand pressures in the foreign exchange market subsided gradually thereafter with
net NBG sales of foreign exchange declining to negligible levels by June and July.

1 The decline in currency in circulation reflected the increased preference for dollar assets of
households and enterprises, following weakened confidence in the level of the exchange rate
and expectations for a significant depreciation of the rate in the aftermath of the Russian crisis.
The decline in commercial banks’ deposits on the other hand, which mostly affected a limited
number of mid-sized banks, was connected to cash-flow problems encountered by Georgian
exporters to Russia. The dollarization of commercial banks’ deposit liabilities reached nearly

70 percent as of end-1998, compared to 58 percent at end-1997 and 63 percent at end-June
1998.
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purchased credit in the interbank credit auction, and suspended the automatic intramonth
financing of the budget. However, the combination of heavy intervention and a tighter
monetary policy was only temporarily successful in curbing somewhat the excess demand for
foreign exchange. From mid-August 1998 to December 7, there was a loss of US$65 million
in gross reserves, which drained international reserves to & low of US$64 million (equivalent
to 3 weeks of imports). The NBG stopped intervening on December 7, 1998, and allowed the
lari to freely float thereafter. The nominal exchange rate vis-a-vis the U.S. dollar depreciated
by about 20 percent immediately after the NBG stopped intervening (to 2.1 lari/US$ on
December 7 from 1.73 lari/US$ the previous day).

37.  Monetary policy remained tight in the first eight months of 1599. Net credit to the
government by the NBG was limited to lari 30 million (about 10 percent of reserve money) in
the first 8 months of 1999, which was offset by an increase in central bank profits. As a result,
the growth of monetary aggregates came entirely through expansion of net foreign assets. In
1999, the exchange rate largely fluctuated within a range of 1.9-2.2 lari/US$ (see Section ILD).
However, mounting pressures from a weakening budgetary position contributed to a sharp
increase in credit to the government in the last four months of 1999, which placed pressure on
the exchange rate and contributed to higher inflation in the latter part of the year. Net credit to
the government by the NB(G increased by lari 88 million from end-August to end-December
1999 and net foreign assets declined by lari 72 million over the same pc—:riod.LB

38.  Remonetization began in 1999. Deposits in the banking system increased, the money
multiplier rose from 1.42 in December 1998 to 1.44 as of December 1999, and velocity fell by
about 5 percent during the same period.

39.  After declining in 1997 and the first part of 1998 , interest rates increased sharply in
the latter half of 1998, following the deterioration in financial conditions in late August/early
September (Appendix I, Table 31), The interess rate for 7-day and 30-day maturity loans in the
interbank credit auction increased to 48 percent and 42 percent, respectively, in September
compared to 24 percent and 26 percent, respectively, in June 1998. At the same time, no
interbank credit was auctioned after November 24, as banks refused to part with lquidity in
view of the uncertainty surrounding the level of the exchange rate.

40.  Since the beginning of 1999, interest rates moderated as financial conditions eased. In
the second haif of January 1999, the interbank credit auction resumed (once the exchange rate
had stabilized) and money market interest rates dropped to around 30-35 percent. Since then,

there has been a moderate decline in nominat rates 1o just below 30 percent as of December
1999.

'® The change in net foreign assets is based on constant exchange rates and hence does not
reflect valuation changes.
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D. External Sector™

41. Following an increase in 1997, the current account deficit (excluding transfers)
widened further in 1998, from 16.5 percent of GDP in 1997 to 17.5 percent (Appendix I,
Table 32). While the data on trade flows are subject to a wide margin of error, they do suggest
that the impact of the Russian crisis in the last quarter of 1998 contributed to a significant
slowdown of exports, as well as to a rapid growth in merchandise imports in response to the
real depreciation of the Russian ruble in the last few months of 1998. In 1999, the current

account deficit (excluding transfers) is estimated to have improved to about 14.1 percent of
GDP.

42, According to staff estimates, merchandise exports in 1998 declined in nominal US$
terms by 3 percent compared with the strong growth recorded over the previous two years
(Appendix I, Tables 32).%° Exports showed steady improvement through the first three quarters
of 1998 over the similar period in 1997, growing by about 11 percent in nominal terms, but
then fell sharply in the fourth quarter by almost 40 percent on an annual basis. Much of the
decline was due to the impact of the Russian crisis in 1998; Russia was the single largest
market for Georgian exports accounting for almost 29 percent of the total in 1998.

43.  Total merchandise imports grew by 11 percent in 1998 compared to 37 percent in
1997 (Appendix ], Table 32). As in 1997, much of the growth in imports was driven by
imports associated with the construction and refurbishment of the “early oil” pipeline
connecting Azerbaijan to the Black Sea. Official imports from Russia grew sharply in the
second half of 1998, in particular following the sharp devaluation of the Russian ruble in the
fourth quarter of 1998. For the year as a whole, imports from Russia increased by 67 percent
in nominal terms compared to 1997.

44.  Staff estimates for 1999 indicate a modest pick-up in export growth and a sharp
decline in imports. In line with the real depreciation of the lari from the fourth quarter of 1998
through the first quarter of 1999, exports have increased. In patticular, exports to Turkey,
Germany and Italy gained momentum, while the declining trend in the share of Russia in total

exports continued. The decline in import growth can, in part, be explained by the completion
of the oil pipeline project.

45.  According to the official trade data for 1998, Russia remained Georgia’s largest
trading partner, accounting for 29 percent of its export market, and 15 percent of its total

' The balance of payments data in Georgia are extremely weak. There have been numerous

revisions over the past year. Preliminary data is available for 1998 and 1999, but is likely to be
revised again.

* The IMF's Direction of Trade Statistics (DOT), however, indicate that exports grew in value
by about 40 percent in 1998, while preliminary official data indicate a decline of about
20 percent. Such large discrepancies are reflective of the inadequate quality of BOP statistics.
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imports. Following Russia were Turkey (11 percent of exports, 11 percent of imports) and
Azerbaijan (10 percent of exporis and 8 percent irnports).21 In 1999, Russia’s share of
Georgian exports declined to 19 percent, while the share of Turkey (16 percent), Germany
{10.3 percent) increased significantly. Russia’s share in Georgian imports increased further to
19 percent in 1999. The share of imports of the United States, Turkey, and France aiso
increased.

46.  The service account continued to improve, registering a surplus of US$86 million in
1998, compared to a deficit of US$12 million in 1997. Much of this improvement was due to
the strong growth in credit for business and personal travel and, in particular, in the
compensation of short-term Georgian workers living abroad.” Inflows from short-term
workers’ compensation were estimated to be around US$186 millicn in 1998 compared to
US$181 million in 1997, Despite the fallout from the Russia crisis, inflows of short-term
workers’ compensation remained strong throughout 1998, and actually grew during the last
quarter of the year. While most short-terin workers are employed in the Baltics, Russia, and
other former Soviet Union countries (BRO), some of them are also located in Australia,
Germany, Greece, Turkey, and the United States and their incomes were likely not affected
significantly by the Russian crisis.”® Income from business and personal travel also recorded a
net increase, largely due to the increased number of foreigners visiting Georgia for tourism and
business-related reasons. The improvements in the credit side of the service account are
estimated to have continued in 1999.

47, On the debit side of the service account, interest payments on external debt in 1998
amounted to US$42 million of which US$32 million was for Georgia’s quarterly payment to
the special account of the Netherlands Bank for interest on rescheduled debt. The remaining
US$10 million represented interest payments to multilaterals and for new bilateral lending.
Georgia remained current on all interest obligations falling due in 1999, Interest payments in
1999 amounted to US$50 million, of which US$32 million was interest due to bilateral
creditors on rescheduled debt.

48.  Transfers (including private transfers) totaled US$211 million in 1998, up from
US$196 million in 1997. Official transfers, of which the EU, the Netherlands, and the United

M Data from the IMF's Direction of Trade Statistics, however, indicate that Turkey, and not
Russia, is Georgia’s largest trading partner.

2 In the balance of payments, these workers are classified as residents since they reside abroad
for less than one year.

% Household surveys conducted by the State Department of Statistics indicate that one in
every four families in Georgia have at least one member who is employed abroad on a
short-term basis. Many of these short-term workers are reportedly engaged in construction and
manufacturing,
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States are the largest contributors, fell in 1998. By contrast, private transfers, made up of
remittances from long-term Georgians working abroad, grew from US$103 million in 1997 to
US$137 million in 1998. As with the compensation to short-term workers, the inflow of
workers' remittances remained steady during 1998, despite the impact of the Russian crisis. In
1999, transfers are estimated to be about US$175 million, of which official transfers amount to
about US$68 million.

49.  The capital account remained almost unchanged compared to 1997, largely on
account of a small decline in foreign direct investment and the drawdown of foreign exchange
reserves of the commercial banks. Total disbursements of medium and long-term loans grew
by 5 percent to US$112 million. The World Bank remained one of Georgia’s largest creditors
with total lending of around US$74 million in 1998. The World Bank approved several IDA
projects in 1998 including those for Enterprise Development, Cultural Heritage, and Coastal
Integration. In addition, the World Bank disbursed the second tranche under its SAC Il
program of US$20 million in December 1998, The EBRD approved two projects in 1998—the
Enguri Hydropower Plant and the Trans Caucasian Rail Link, and disbursed US$9 million
under existing projects in the areas of banking, manufacturing, and power rehabilitation. The
remaining disbursements were made up of new bilateral lending from Germany and the U.S.
which amounted to around US$30 million. Disbursements of medium- and long-term loans in
1999 amounted to about USS$145 million. Disbursements from the World Bank in 1999 totaled
US$74 million. In addition to disbursements of US$20 million from SAC III and

US312.5 million from the ESAC, disbursements in support of projects in the areas of
education, water facilities, enterprise development, judicial reform, and coastal integration
account for the rest. Disbursements from the EBRD in 1999 amount to US$33 million. These
were directed at ongoing projects in power rehabilitation and the Trans Caucasian Rail link,
The remaining disbursements were make up of new bilateral lending from Germany, Japan,
and commercial loans.

50.  Amortization payments falling due in 1998 totaled US$79 million, all of which were
due to Turkmenistan. In December 1998, Georgia made a payment of US$22 million to
Turkmenistan, of which US$19.8 million equaled one quarterly amortization payment on debt
obligations, while US$2.2 million was payment toward extinguishing arrears on payments for
gas imports in 1995. Georgia’s external arrears to Turkmenistan amounted to US$59 million
in 1998. With Georgia making a payment of US$25 million to Turkmenistan in December
1999 as partial payment toward principal obligations of US$79 million falling due in 1999,
arrears to Turkmenistan increased to USS$113 million at end-1999.

51. Other capital, which includes foreign direct investment (FDI) and foreign exchange
deposits in commercial banks increased to US$218 million in 1998. FDI fell slightly from
US$236 million in 1997 to US$221 million in 1998—as a share of GDP, from 4.5 percent to
4.2 percent. Much of the FDI was due to the work of the “early oil” pipeline linking Sanachal
in Azerbaijan and Supsa in Georgia which was completed in early 1999. Investment in the oil
pipeline was estimated to be around US$174 million in 1998. Other major areas for FDI
include energy and light industry (e.g., food, glass, and pharmaceuticals). The largest source of
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FDI flows was the U.S., followed by the U K., Azerbaijan, and Russia. FDI in 1999 is
estimated to have declined sharply, reflecting the compietion of the oil-pipeline project.

52. Exceptional financing in 1998, which included macroeconomic support from the EU,
other exceptional assistance, and external arrears financing, amounted to US$36 million in
1998. In July 1998, Georgia cleared its outstanding arrears with the EU, totaling around

Euro 131 million (USS$144 million), as part of an exceptional financial assistance package
agreed in December 1997. In return, the EU disbursed a new loan of Earo 110 million
(US$123 million), and has also agreed as part of its exceptional assistance package, to provide
up to Euro 55 million (US$65 million) in grant assistance to be disbursed in successive annual
tranches for helping meet Georgia’s future obligations to the EU. The first grant tranche of
Euro 10 million was received in August 1998, while a second tranche for Euro 9 million was
received in September 1999. In July 1998, Georgia received the first disbursement of

US$37 miilion under the third-year ESAF arrangement. Exceptional financing in 1999
included external arrears financing of US$54 million (Turkmenistan) and Fund financing. In
July 1999, the Executive Board completed a review of Georgia’s ESAF arrangement and, as a
result, Georgia made the final purchase under the ESAF-supported program of US$46 million
in August.

53.  Gross international reserves fell by some US$55 million, from US$173 million at
end-1997 to US$118 million at end-1998 (Figure 5).2* In terms of import coverage, gross
reserves fell from 2 months in 1997 to 1.2 months in 1998. For the year, foreign exchange
inflows to the NBG amounted to US$116 million, of which about half (US$57 million)
represented disbursements from the IMF and the World Bank. Foreign exchange outflows for
1998 totaled US$171 million, of which US$42 million was for official debt-service payments.
The gross international reserves position remained almost flat as of end-1999 relative to end-
1998. Reserves at end-1999 were US$128.5 million, providing a cover of about 1.5 months of
imports of goods and services, Foreign inflows totaled US$105 million, of which
disbursements from the World Bank and the Fund accounted for about US$80 million. Grants
from the EU for debt operation account for about US$9 million. Qutflows totaled

US$99 million, most of which represented debt servicing.

54.  Atthe end of 1999, Georgia’s total stock of external debt stood at US$1,754 million,
of which nearly all is public or publicly-guaranteed debt (Appendix I, Table 36). % External
debt rose from 44 percent of GDP in 1997 to 63 percent in 1999. Multilateral creditors,
including the IMF, made up around 52 percent of the entire stock, while bilateral debt made up

% Of the total US$118 million in gross reserves, all but US$1.5 million were as freely usable
reserves.

> A full accounting of debts contracted or guaranteed by the government in the energy sector
has not yet been completed (see Chapter VI).
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Figure 5. Georgia: Foreign Exchange Market and International Reserves, 1997-99
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the rest. Of the total stock of bilateral debt, Turkmenistan is the largest creditor (20 percenf of
the total stock of external debt), followed by Russia (10 percent) and Austria (6 percent).

55.  Actual debt-service payments in 1998 amounted to US$89 million, of which
US$22 million was for principal repayment. Georgia continued making quarterly interest
payments of US$8 million into a special account at the Netherlands Bank on its rescheduled
stock of bilateral debt while it remained current on all other interest payments. Total debt
service due as a share of exports of goods and non-factor services increased from 6 percent in
1997 to 17 percent in 1998. In February 1998, Turkey agreed to reschedule its stock of debt
valued at US$54 million with an interest rate of 4 percent, 7 years grace from end-1994, and
16 years maturity. As a result of the agreement with Turkey, Georgia has now concluded a
round of debt rescheduling with all its bilateral creditors. Debt-service payments in 1999
amounted to US$77 milltion, of which US$25 million was partial payment toward obligations
falling due to Turkmenistan. Georgia continued to remain current on all interest payments.

56.  The nominal exchange rate against the U.S. dollar depreciated sharply in 1998 by

27 percent, following a 3 percent decline in 1997. Much of the decline took place in the last
three months of the year (Appendix [, Table 38). The end-of-period lari/US$ exchange rate
declined from 1.304 in end-1997 to 1.790 at end-1998. At end-March 1999, the exchange rate
has depreciated even further to 2.215. Since then, however, it has appreciated and remained
stable at about 2 lari/USS$.

57.  Largely as a result of its continued low inflation relative to its partner countries, the
real effective exchange rate for Georgia is estimated to have declined in 1998 by about

8 percent. End-of-period inflation in Georgia was estimated to be 11 percent in 1998,
compared to 29 percent in its partner countries. In 1998, in real terms, the Georgian lari
depreciated against the Turkish lira by 25 percent, the U.S. dollar by 19 percent, the Azeri
manat by 17 percent, and the Armenian dram by 14 percent (Figure 6). However, against the
Russian rouble, the lari appreciated in real terms by 49 percent in 1998. After a real
depreciation between November 1998 through the first quarter of 1999 (9 percent), there has
been a gradual appreciation of the lari through September (18 percent). This trend in the real
effective rate is discernible across the currencies of all major trading partners.

Trade policy

58.  Georgia’s trade regime is considered to be one of the most liberal and open trade
systems among the BRO countries. Georgia maintains a two-tier tariff regime (5 and

12 percent); the import-weighted average tariff rate is estimated to be 3.9 pe:rcent.z’5 Effective
July 1, 1998, the export ban on scrap metal was abolished and replaced with a specific custom
duty, and the license fee on the exports of logs was eliminated. In 1999, the export tax on

% Official estimates.
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Figure 6. Georgia: Bilateral and Real Effective Exchange Rates, 1995-99 1/

Source: IMF, Information Notice System; and Fund staff estimates.
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scrap metal was eliminated. A new customs law, developed in cooperation with the World )
Bank, became effective in late March 1998.%

59.  The World Trade Organization (WTQO) General Council ratified the Final Working
Party document for Georgia on October 6, 1999, thus clearing the way for Georgia’s accession
to the WTO. Georgia’s parliament now needs to ratify the WTO Protocol of Accession.

E. Structural Reform®

60.  While there has been significant progress in small scale privatization, the government’s
program for medium- and large-scale privatization has only just started to be impiemented.”
Some 12,860 small scale enterprises were privatized between 1993-98 and about 80 percent
were in the trade and services sector. While 900 of the 1,250 medium and large-scale
enterprises had been privatized by end-1998, the majority of enterprise equity remained in
government hands (estimated at over 75 percent of the original state-owned portion), as most
of the enterprises sold were small, with relatively low asset values.

61.  To accelerate the privatization of medium-and large-scale enterprises, a new law,
which allowed for auctions without floor prices, was introduced in May 1999. A new
privatization strategy, which will gradually include nearly all infrastructure

(e.g., telecommunications, postal services, railways, ports), was adopted in 1998; this was
supported by a Presidential decree abolishing a previous regulation suspending the
privatization of “strategic” enterprises. The highiight of the reform program was the
privatization of the Telasi power company in December 1998, with 75 percent of the shares
sold to a U.S. investor (AES) via international tender (See Chapter VI). Receipts from the sale
of Telasi (approximately US$25 million) represented an important source of foreign financing
for the central and local governments.”

77 See Box 3 in SM/98/142.

2 Fka Vashakmadze, an economist in the Resident Representative Office, contributed to this
section.

% The definition of small-scale versus medium-large scale enterprises is based on several
factors; number of employees, book value, and the importance of the enterprise in the
particular economic sector and in the overall economy. According to the book value definition,
small-scale enterprises have a book value less than US$44,000 and large-scale enterprises have
a book value of more than US$500,000. However, due to other factors noted previously, the
classification may deviate from the book value definition.

% Budgetary receipts from Telasi, which accounted for more than 60 percent of all
privatization proceeds, totaled about US$23 million, with 75 percent accruing to the central
budget, 23 percent to the Tbilisi government, and 2 percent paid as a brokerage commission to
the investment bank.
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62.  During 1999, about 50 medium- and large-scale enterprises were privatized through
tender, public auction, direct sale or liquidation. These privatized enterprises included major
producers in cement, tobacco, textiles, construction and mining. However, total receipts
amounted to only lari 52 million, reflecting enterprise indebtedness, the poor state of the
capital stock, and social obligations. In 1998-99, the government entered into four-year
management contracts with four companies—Rustavi metallurgical piant, Madneuli
coopet/gold mine, Phero (non-ferrous metallurgical) plant, and Borjomi bottled mineral water
plant—which are scheduled to run untit 2002-3. The government is committed to the full
privatization of these enterprises once the management contracts expire.

63.  Agricultural land privatization, which began in 1992, continued in 1996-97 through
land leasing programs and then accelerated in 1999 through the survey and registration of
agricultural land.” The government’s reform program envisages the creation of a land
registration system, which would be the basis for the development of a land market (e.g., bank
collateral, mortgage of land). In 1999, with assistance from the World Bank and USAID, the
government was able to start the registration of agricultural land parcels that had been
surveyed. As of December 1999, approximately 330,000 plots had been titled.

64.  Privatization of urban and industrial land started in 1998. By end-1999, over 3,200
private enterprises had registered their land holdings with the regional and municipal registrars
of the State Department of Land Management. The law allows the sale of land to privatized
enterprises, private legal persons, and private citizens based on existing documentation without
additional surveying. ** The registration of the privatized land is also envisaged.

65. A second law created the framework for the privatization and lease of state-owned
nonagricultural land.*’ The shortcomings in the initial version of the law, e.g., leasing in favor
of privatization, and broad discretionary powers for the government agencies in charge of the

land’s disposal were eliminated. However, the regulations for full enforcement of the law are
not yet worked out.

66.  Another important step toward structural reform was the government’s initiatives in the
area of judicial reform. Judges were required to pass an examination in order to retain their
seats. In May 1999, 150 new judges were swom in following four examinations; these
examinations were judged to have been fair by international observers (see Chapter III).

3! Around 50 percent of the agricultural land has been privatized and farmers have already
received preliminary ownership rights to the land. The nonprivatized agricultural land is

mainly plots with minimum potential for agricultural production and/or plots designated for
scientific research.

*2 Law on the “Declaration of Private Ownership on N onagricultural Land in Use of Physical
and Legal Private Persons.”

* Law on the “Administration and Disposition of State-owned Nonagricultural Land.”
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III. THE RULE OF LAW

67.  Georgia has made significant, but incomplete, progress toward establishing the rule of
law, that is, the application of the due process of law, without regards to the circumstances or
individuals involved. Since 1995, Georgia has made progress in creating political stability and
establishing the legal and regulatory framework for a market economy. Nonetheless, informal
networks persist (regional, personal and clan based) which may lead to the flexible
interpretation of commitments—whether embodied in laws, contracts, or other commitments.
The absence of a well established rule of law poses a constraint on financial stabilization and
the development of a formal market economy. Until the rule of law is more firmly established
robust formal sector growth will likely remain elusive and tax collections at an extremely low
level relative to the size of the economy.

Establishing the Rule of Law

68.  The principal concept in the rule of law is the supremacy of the legislative framework
over other considerations—in other words a law-based state as specified in Article 1 of the
Constitution of Georgia. In principle, state power is to be exercised and based upon legal
principles as specified in Article 54 of the Constitution of Georgia and state officials and their
agents act in accordance with the law. Moreover, the law is meant to be accessible to all
individuals and legal claims are to be recognized and enforced. Where disputes arise, they are -
meant to be resolved through impartial adjudication through the appropriate legal body.
Correspondingly, this implies that the judiciary is in principle broadly independent of the
executive.

69. An important part of Georgia’s legacy from the Soviet period has been an inheritance
of strong informal networks defined by regional, personal or clan loyalties. These informal
networks thrived in the command economy environment as a means of allocating resources
outside of the externally determined economic plan. As a result, a culture which accepted rule-
breaking arose in conjunction with a subtle system of persuading outsiders that the plan or
other rules were being followed faithfully. Civil unrest in the early 1990’s combined with a
reduction of the effectiveness of state bodies further reinforced informal networks and the
shadow economy. Nonetheless, in the transition from a planned economy to a market
economy, the legacy of informal networks has been increasingly challenged by the emerging
rule of law which allocates resources and resolves disputes according to clearly specified
legislative norms.

Preconditions for Rule of Law

70.  Georgia successfully established a constitutional parliamentary democracy, after a
period of civil war and economic instability that ensued after regaining independence. In
August 1993, a new constitution of Georgia was enacted which set the basic framework of a
law-based state. Shortly thereafter, national elections in accordance with the constitution put in
place the head of state and parliament against a background of increasing political stability.

- Local elections in November 1998 passed control of city councils in six major cities to the
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opposition. National parliamentary elections in October 1999 also confirmed the c:om:inuitir of
a democratically elected legislature.

71.  The democratic process has withstood several potential threats, including two
assassination attempts against President Shevardnadze (September 1995 and January 1998).
Political stability has also been achieved in the face of significant internal and regional
territorial tensions. The Abkhazia region—and to a lesser extent the region of South
Ossetia—continues to contest Georgian sovereignty while the autonomous region of Ajara
periodically challenges central authority. Moreover, the regional situation remains tense with

Russian military activity in both Chechnya and Dagestan regions of the Russian Federation in
1999.

Development of the Legislative Framework

72.  Georgia has continued to develop the legal framework for a market economy. Since
1995, laws enacted by parliament have increasingly displaced Presidential decrees as the main
vehicle for decision making (see below).** In 1997, legislative codes were approved for the tax
svstem, customs system, and a civil code; although these have been periodically amended.

During 1998-99, the parliament passed the criminal code, criminal procedure code and the
administrative code.

Georgia: Number of New Laws and Codes Approved by Parliament

1990 1991 1992 1993 1994 1995 1996 1997 1/ 19982 19993/

4 2 0 7 7 12 57 61 58 51

1/ Includes five codes: Naval, Tax, Civil, Customs and Civil Procedural.
2 Includes Administrative Code and Criminal Procedure Code.
3/ January-September. Includes Forest Code and Criminal Code.

73, Significant progress has been made in adopting legislation that regulates a market
economy. As discussed in Box 4, legislation has been enacted for the operation of the land
market and securities market, for adopting international accounting standards, and reforming
the judicial system.

** The number of Presidential decrees issued from 1996 to 1999 were 747, 720, 696, and 800,
respectively. While the decrees remain numerous, they are mainly used to instruct the
executive to take specified administrative actions rather than legislative actions.
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Enforcement of Legislation

74.  The judiciary does not yet enjoy the broad support of the population in impartially
applying the legislative base, according to consumer surveys, although the authorities have
prioritized improvement of the judicial system to address these concerns.

75. As discussed in Box 4, parliament passed the Law on Common Courts, which requires
judges to pass an examination in order to retain their seats. The Constitutional Court
suspended part of this law in 1998, relating to the appointment of judges, on the grounds that it
provided insufficient basis to remove judges before their term was complete. However, an
amendment to the Law on Common Courts addressed the legal basis of this ruling, and newly
accredited judges began to take their seats in mid-1999, following four examinations judged to
be fair by international observers. The law also provides for increased salaries for judges.
While the new judges are being selected in a transparent manner, they will remain a focus of
financial and political pressure. An additional unresolved issue is whether “lay judges™
selected through a political process will continue to adjudicate in serious criminal cases.

76.  Further reforms to the legal process are in progress. During 1999, public notaries have
begun an accreditation process. In 2001, an accreditation procedure for officials in the
procuracy is envisaged.

77.  Enforcement of legislation is also hampered by ambiguity in many of the legal texts. In
part, this reflects outdated legislation still in effect, the rapid pace of the legislative drafting
process and lack of familiarity with new laws. Legal problems take a number of forms
including: imprecise definition of terms in laws; imprecise drafting of laws which makes two
or more interpretations possible; contradictory drafting in different laws; technical errors, e.g.,
in cross-referencing other articles; and subsidiary implementing regulations not consistent with
governing law,

78. Government officials also have a reputation for dishonesty in the eyes of the public,
businessmen, and other government officials, as established by a World Bank sponsored
survey in 1998. Officials are not seen as objective enforcers of regulations. On the contrary, it
is not unusual for government officials and departments to operate businesses, some in areas
which they regulate.
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Box 4. Legislative Steps Toward a Market Economy

This box sammarizes key recent legislative initiatives which have contributed to building the foundations of a
market economy in Georgia:

+ 'The “Law on General Courts”, adopted in June 1997, provided a basis for a comprehensive judicial reform
of the court system. The law has undergone a number of amendments. The law affirmed the independence of
judges and the judiciary from the executive and legislative branches of government, The law required a re-
examination of all judges, undertaken during 1999 with international invigilators, and increased the salaries
of judges. The law gave the President of Georgia broad powers over the judiciary, especially in the area of
appointments.

» Two laws were enacted in October 1998 which govern the transfer of ownership rights on nonagricultural
land from the public to private sector. The “Law on declaration of private ownership of nonagriculeural land
in use of physical and private legal persons” permits sales of privately owned land. The “Law on
administration and disposition of state-owned nonagricultural land” regulates the procedure of privatization
and leasing of state land.

s  The “Law on Securities Market,” adopted in December 1998, created a legal basis for a securities market in
Georgia. According to the law, a Securities Commission, established in 1999, regulates the market as an
independent judicial body. The head of the commission is appointed by the President of Georgia. No
transactions have been rejected so far in the securities market.

® The “Law on Accounting and Reporting,” adopted in February 1999, determined new accounting starklards
consistent with intemationally established principles and creates an Accounting Standards Commission in the
parliament. Under the law, responsibiligies for accounting services in the public and private sectors are
separated. The law recognizes the Georgian Federation of Professional Accountants and Auditors as a self-
regulating professional organization, responsible for development of private sector accounting and reporting
based on International Accounting Standards (IAS). Adoption and implementation of IAS is to be overseen
by the Accounting Standards Commission, with representatives from the Ministry of Finance, Securities
Commission, business sector, academics, etc. The conversion of enterprises to IAS is envisaged to begin
January 2000, although some companics already prepare IAS consistent accounts.

79.  Georgia possesses a free press, which can reinforce the role of the justice system in
enforcing the rule of law. It is not unusual for the press to report on accusations of corruption
and violations of law, even at a high level. Nevertheless, accusations often appear to reflect the
agenda of media backers, undermining their credibility. In addition, prosecutions of judges and
government officials are extremely rare, even in well-known cases of corruption; in most
instances, the penalty is a loss of position or reassignment.

80.  The loose interpretation of contracts—particularly the lack of enforcement of hard
budget constraints and respect for property rights—has undermined Georgia’s financial
stabijlization and impeded the emergence of a formal market economy. Although Georgia has
established political stability and an extensive new legal framework, strict enforcement
remains elusive. The following section discusses the difficulties faced in budget
implementation, where public sector commitments are not fulfilled on a timely basis. This in
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turn sends a signal to the private sector that non-payment and non-fulfillment of contracts is an
inevitable facet of economic life.

The Soft Budget Constraint

81.  Georgia has a history of unfulfilled budgets. During the last three financial years,
unpaid domestic budgetary obligations—largely in respect of wages, pensions and social
benefits—have cumulated to an estimated level (at end-December 1999) of lari 240 million
(just over 4 percent of GDP).

82.  The obstacles to budget fulfiliment arise on both the revenue and expenditure sides.
Weak tax compliance is closely linked to corruption and tax evasion, as well as the extensive
shadow economy. Roughly half of the tax revenue that could be raised at existing tax rates is
foregone (see Annex I). Effective tax rates on many excisable goods are very low by
international standards, in part resulting from political influence and patronage, which at times
have been translated into de jure exemptions incorporated in the Tax Code and customs tariff.
These sectors include cigareties, alcohol, fuel products and automobiles. In addition, the
limited authority of the central government in some regions facilitates smuggling and hampers
the transfer of revenue to the central budget. Likewise, transit across Georgia into neighboring
countries, especially of petroleum products, cigarettes and ethyl spirits, is open to potential
abuse.

83.  Tax arrears are widespread, for example tax officials indicate that only 20 percent of
the 600 largest taxpayers pay taxes due in full and on fime. However, court cases are rarely
successful in recovering unpaid taxes. An official assessment of the ten largest delinquent
taxpayers in mid-1999 showed that in four cases enforcement actions envisaged in the tax code
had not been taken, in three cases court proceedings had been inactive since 1997 and in one
case, a court rejected the request for bankruptcy proceedings, A major factor in the persistent
high level of tax arrears (and accrued fines and penalties) is the unwillingness of the
authorities to pursue arrears of state enterprises (although, many are not profitable), which is
equivalent to issuing a tax preference.35

84.  Profits from state-owned assets are another source of foregone revenue. In general,
state-owned enterprises do not submit dividends or profits to the budget, with the exception of
the NBG. Although many state-owned enterprises are not profitable, enterprises which could
submit dividends to the budget include the ports, railways, airport, local and international
telecommunications, natural gas transit and distribution, oil extraction, and privately managed
state-owned hotels. A better managed electricity generation and distribution system could also
contribute to the budget rather than being a drain on it. The revenue from state forest is not
transferred to the budget, but to enterprises which maintain the forests. The budget did not

35 In some cases, state enterprise arrears result from quasi-fiscal operations such as the
provision of free or discounted electricity to a significant proportion of the population.
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receive significant license revenue from the issuance of three cellular telecommunications
licenses, worth tens of millions of U.S. dollars.

85.  Budget constraints also do not operate effectively for many large state-owned
enterprises. They have significant accumulated arrears on tax payments, wages and supplier
contracts. As described in Chapter VI, the lack of financial discipline is particularly acute in
the energy sector where sizeable off-balance sheet liabilities have been accumulated.

86.  The difficulties in executing the budget extend beyond shortfalls in revenue. Monthly
cash limits for expenditures have not fully reflected revenue shortfalls, with the resuit that the
limits are not fulfilled. In addition, the increase in expenditure arrears cannot be explained by
shortfalls of revenue alone. The other explanatory factors include unrealistic monthly cash
limits, the offsetting of tax arrears against expenditure arrears, unbudgeted spending and
reallocation of funds by spending units. Budget sequestration during 19971999 failed to
control expenditure sufficiently to avoid the accumulation of expenditure arrears. The Ministry
of Finance’s monitoring of expenditures is partial, focussing on obligations to spending units,
rather than the obligations of the government as a whole to the non-government sector. The
problem of expenditure arrears has led to other problems, as unpaid suppliers of the
govemment withhold tax payments, seek offsets that distort the allocation of expenditure, or
accumulate arrears to other parts of the economy. Thus, financial difficulties of the
government have set the pattern for the economy as a whole.

Legal System Enforcement in Other Sectors

Enterprise restructuring

87.  The weak court system is an obstacle to enterprise restructuring. The non-enforcement
of bankruptcy laws prevents nonviable enterprises from being closed, and prevents resources
from being freed for more productive uses. In addition, enterprises with potentially viable
components have found that selling part of their assets does not provide them with working
capital, as the proceeds are claimed by the tax authorities.

Foreign investment

88. A weak rule of law is an important obstacle to new foreign investment in Georgia and a
nuisance for existing investors. Investors often discover debts not known at the time of due
diligence. These may be legitimate debts, or may be partly or completely spurious. Courts are
often of little assistance in resolving problems resuiting from newly discovered debts.

89.  In several cases, court decisions have led to changes of control of enterprises. A court
decision reversed the privatization to foreign investors of Chateau Zegaani Winery, which
produced export quality wines. The investors have been unable to reverse the decision or
obtain compensation. A court decision reinstated the privatization of the Borjomi mineral
water factory, Georgia’s largest exporter, to its workers. The workers have retained the
company which held the management contract and, thus, the interests of foreign investors

- could be respected. The impact of ongoing judicial reforms (noted above) on private investors
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is not yet markedly positive. While a foreign investor in the telecommunication sector obtained
court rulings which effectively transferred a controiling stake of equity from a local partner as
compensation for unpaid liabilities, other investors have faced continued interference by the
judiciary in areas usually regarded as a commercial prerogative, e.g. orders to reinstate
workers fired for corrupt practices.

Land market

90.  One key aspect of the rule of law is a credible register of land property rights, and rapid
resolution of property disputes through the courts. Georgia enacted the laws required for
agricultural land privatization in 1996 and for urban and industrial land privatization in 1998.
Although tides have been issued to land owners able to pay for them, a strong land market
began only in 1999, largely due to the lack of an effective land registration system. Another
difficulty is that Georgia’s courts are flooded with property disputes which are not resolved
expeditiounsly.

Commercial banking

91.  Banking supetvision is an area where the application of the rule of law has made much
progress. Supervision regulations are clearly specified. However, some significant concerns
remain. A local court has undermined the supervisory authority of the NBG by repeatedly
suspending the NBG’s order to increase the minimum capital requirements of banks.
Eventually, however, the NBG’s authority to determine the minimum capital
requirement—granted under banking sector legislation—was affirmed by the courts in mid-
1999, Also, a court battle over the ownership of the premises of a bank which had its license
withdrawn delayed the liquidation of the bank for a year, preventing depositors from being
compensated. The ownership issue has been clarified and the building has been sold. The
amount due will be paid in several tranches.

92,  The experience of banks with the collection of collateral is mixed. Banks report some
success in repossessing apartments and houses through moral suasion. However, of

72 mortgage repossessions examined by a foreign expert, none were procedurally correct. In
no case was an asset sold at open tender, as per regulations.
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IV. POVERTY
Poverty and Income Distribution Profile as of end-1997*

93.  In Soviet times, poverty was not widespread in Georgia. The main reasons were
Georgia’s relative economic prosperity (supported in part by favorable terms of trade vis-a-vis
other Soviet republics) and the fact that the Soviet system ascribed great ideological
importance to the elimination or absence of poverty and thus supported a generous system of
social transfers. However, the collapse of the Soviet Union and the breakdown of monetary
and trade relations among Baltic countries, Russia, and other countries of the former Soviet
Union (BRO), together with an increase in energy prices, took a heavy toll on the Georgian
economy. In addition, hyperinflation in 1993-94, together with civil war in Abkhazia and
forced migration out of conflict zones, led to a substantial impoverishment of the Georgian
population.

94.  During 1996-97, the restoration of macroeconomic stability and civil order led to a
resumption of economic growth and some marginal reduction of poverty rates (compared to
1994). This occurred mainly in the urban areas, although regional differences in poverty rates
and high vulnerability to poverty persisted.

95.  Poverty rates (i.e., the percentage of the population below the poverty line) in urban
areas declined during 1996-1997, reflecting a recovery in transportation and trade and services
sectors in the metropolitan centers. Rates in rural areas remained largely unchanged in 1996/97
with respect to 1992/94, mainly due to the low levels of labor productivity in agriculturca.e’7
This said, however, urban poverty remained deeper and more severe than in the countryside.
In particular, in 1997, the poverty gap (i.e., the gap between the consumption of the average
poor and the poverty line) and squared poverty gap index (measuring the degree of
inequality among the poor) in urban areas were 40 and 60 percent, respectively, higher than
those in rural areas. The incidence of poverty in rural areas was lower than in urban centers

3 For 1997, this analysis draws on the poverty assessment report prepared by the World Bank
(Georgia: Poverty and Income Distribution, Report No. 19348-GE) and on household surveys
conducted by the State Department of Statistics of Georgia (SDS). The figures reported in this
section refer to end-1997 and are based on a poverty line of lari 52 used by the World Bank
(see Box 5 for definitions). In the next section, developments over 1998-99 are discussed
based on more up-to-date surveys by the SDS.

*7 Between 1990 and 1997, employment in the agricultural sector almost doubled, whereas
agricultural output declined by 30 percent relative to its pre-reform level. The agriculture
sector was a major employment source for surplus labor shed by industrial enterprises.
Productivity in agriculture has remained low because of a lack of fuel, machinery, and capital
investment for infrastructure development. Also, severely detertorated infrastructure and
difficult terrain have contributed to a physical isolation of agricultural producers.
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because the rural population had access to land and therefore could achieve higher in-kind
consumption.”

96.  There are wide differences in poverty rates and poverty gaps among the regions,
with poverty rates in the richest regions (Samegrelo/Poti, Adjara/Batumi) being half of those in
the poorest ones (Imereti, Guria). Differences in poverty rates reflect mainly the regions’ initial
conditions and hence their differing opportunities for economic growth. In particular, regions
with high poverty rates are those areas which were predominantly heavy-industry centers
during Soviet times (and which became inactive with the breakup of the Soviet Union) and
whose populations have lacked gainful employment opportunities and/or access to land for
agricuttural self-employment. By contrast, regions with low poverty rates are diversified
agricutrural and agro-industrial centers, as well as trading centers such as the ports of Bammi
and Poti. Geographical differences also play a role. Imereti, with the highest poverty rate, has
the highest proportion of the population living in remote, high-altitude areas. Because of lack
of road and infrastructure maintenance, many of these areas in the mountainous regions are
isolated (i.e., cut off from the market) during winter months.

97.  Asofend-1997, some 11.1 percent of the total Georgian population were poor, that is,
about 600,000 people had a consumption level which was less than the World Bank poverty
line.* Of this total, some 120,000 (equivalent to 20 percent of the poor) were chronic poor
whereas 80 percent of the poor were transfer poor—that is, they remained poor for only part
of the year,* The fact that the average household in Georgia faces a high risk of falling into
some form of poverty during the year suggests that average household consumption is highly
volatile and therefore the vulnerability to poverty is high. The volatility of consumption is
caused by three main factors; (i) the informalization of the economy and hence a lack of stable
employment and income; (ii) the seasonality of in-kind consumption, which ranges from about
13 percent of total consumption in the first quarter of the year (winter period) to about

23 percent in the third quarter; and (iii) the limited ability of households to smoath their
consumption due to the limitations of the formal and informal safety net schemes (see below).

98.  The majority of the chronic poor (73 percent) are concentrated in urban areas with the
Imereti region (formerly a heavy industry center) claiming the lion’s share of the chronic poor
(48 percent) followed by Thilisi (21 percent). This reflects inter alia a high concentration in

%8 However, the high proportion of in-kind consumption in total consumption of rural

households results in a high sensitivity of rural poverty to the agricultural cycle and weather
conditions.

* The rate of poverty based on the official (SDS) poverty line of lari 104 was 45 percent in the
same period (see also Box 5).

“ Households go in and out of poverty when their consumption falls below or rises above the
poverty line.
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urban areas of individuals—such as single pensioners, the disabled, single mothers, and those
with serious medial conditions—who are less abie to make use of informal coping
mechanisms.

99.  The Gini coefficient based on monetary incomes was estimated for end-1997 at 0.52.*!
However, the consumption-based Gini coefficient—which is a more accurate measure of
inequality in Georgia given the hagh level of unreported income and in-kind consumption—was
0.36 in the last quarter of 1997. The distribution of consumption in Georgia was thus slightly

more equal than in Latin America, but less equal than in most central European transition or
BRO countries.

Recent Developments

100. The improvement of poverty indicators observed in 1996-97 was reversed in 1998-99.
During 1998-1999, the poverty indicators based on the official (SDS) poverty line worsened
(Table 1). The country’s average poverty rate {measured against the SDS subsistence
minimum basket) increased from 43 percent in Q4 1997 to 538.5 in Q2 1999. Also, the
economy’s poverty gap (depth) and the squared poverty gap (severity of poverty) increased by
19.2 and 5.9 percentage points, respectively. Moreover, poverty rates in urban center appear to
have increased faster than those in the rural areas during 1998 and into the first half of 1999,
probably as a result of the direct and indirect effects of a rapid accumulation on government
wage, pension, and social transfers arrears (see below).

101.  While poverty indicators based on the World Bank’s poverty line (see Box 5) are not
available for 1998,* one can still conclude that poverty in Georgia increased during 1998 and
first half of 1999, irrespectively of the benchmark used to assess pove:rty.43 In particular, all
official poverty indicators (i.e., the economy’s average poverty rate and the average depth and
severity of poverty) increased during the year. Based on these data, one could argue that many
of those who were clustered between the SDS and the World Bank poverty lines at the end of

“! For comparison, the Gini coefficient for per capita income in Brazil, which has a very
unequal income distribution, was 0.61 in 1995. (A value of 1.00 means absolute inequality).

“2 The World Bank study provides data only through December 1997.

“ In the economic analysis, the staff of the SDS has used three basic benchmarks for assessing
poverty: (i) a subsistence minimum level of expenditure; (ii) a benchmark equivalent to

40 percent of the median consumption of the population; and (iii} a benchmark equivalent to
60 percent of the median consumption of the population (see Box 5 and Table 1). For Q4
1997, the SDS poverty line drawn at 40 percent of median consumption (lari 40) was
comparable to the extreme poverty line or survival basket (about lari 40) used in the World

Bank study. The Bank’s extreme poverty line was lari 12 less than the Bank’s subsistence
minimum in Q4 1997,
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1997—almost a third of the population—must have fallen below the new poverty line between
1998 and mid-1999. Thus, during 1998 and into carly 1999, the number of poor
unambiguously increased, and the poor became poorer. Three factors help explain the
observed worsening of the poverty indicators over this period; (i) the rapid accumulation of
wage and social transfers arrears; (ii) a decline in private incomes, possibly caused by a
contraction in agriculture and onset of the Russia crisis in late 1998;* and (iii) a worsening of
the income distribution.

102.  The level of consumption of low-level budgetary sector employees and poverty-
vulnerable segments of the population was adversely affected by a rapid accumulation of
government expenditure arrears on protected items during 1998-99. In particular, arrears on
pension and family allowances increased by lari 36 and 10 million, respectively; wage arrears
of local budgets alone increased by lari 16 million in 1998.* As of end-1998, the outstanding
stock of arrears on protected items {such as wages, pensions, unemployment and family
benefits) stood at lari 140 million and then increased further to an estimated lari 240 million at
end-1999. Because of high concentration of budgetary sector employees, pensioners, and the
unemployed, the urban areas were the most affected by the nonpayment of wages and benefits.
The failure of the State to honor its liabilities resulted in an increased recourse by households
to sale of assets and accumulation of debt as a source of cash income (Table 2): the share of
consumption expenditure financed by selling assets and borrowing increased from 5 and

9 percent for urban and rural households, respectively, in the first quarter of 1998 to 8 and

13 percent in the second quarter of 1999.

* This is not necessarily a major factor but certainty worsened the situation, as the official
poverty indicators were all rising through the third quarter of 1998 relative to end-1997.

** Of this amount, lari 9.4 million were new wage arrears to teachers. Given the number of
teachers in 1998 (approximately 137,000) and the average teacher salary (lari 45 a month), this
implies that on average the actual salary paid to teachers in 1998 was at most lari 39 a month,
which was just below the cost of the survival basket (tari 40).
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Box 5: Definitions of Poverty Indicators

The poverty line is defined as the minimum subsistence level of consumption. The official subsistence evel is
based on a food basket of 2,500 calories for a working adult and excludes access to health care or education. The
cost of the basket is determined by the SDS based on pre-1992 consumption norms, and varies subject to scasonal
and secular trends in the price of the basket components (see chart below). The average value of the official
subsistence minimum during 1997-98 was lart 105 {about US$78 at the average exchange rate for the period).
The World Bank uses a different poverty line based on a food basket of 2,300 calories and the actual
consumption patterns of the population. In accordance with intemational practices, the World Bank’s poverty line
includes expenditure on health and education based on the actual spending by low income groups. For 1997, the

Bank’s poverty line was set at lari 52 ($40). Food expenditure accounts for 70 percent of the Bank’s subsistence
mirimurm.

The poor are defined as those individuals who live in households with roral average consumption per member of
the household below the poverty line. In Georgia, measures of poverty based on monetary income would be
misleading due to a large discrepancy between reported incomes and actual consumption. The observed
discrepancy (estimated at about 40 percent on average) reflects 2 high degree of informalization of the economy

and persistent under reporting of monetary incomes rather than a drawdown of accumulated cash holdings by
households.

The poverty rate (or headcount index) is defined as the percentage of the population below the poverty line.

The depth of poverty (or the poverty gap index) measures how far below the poverty line the consumption of
the poar falls. -

The severity of poverty (or the squared poverty gap index) measures the degree of inequality among the poor.

The chronic poor are those individuals who stay poor throughout the year. By implication, the chronic poor are
individuals who do not benefit from economic growth,

103.  Official data indicate that both cash expenditure on consumption and in-kind
consumption were lower in 1998 than in 1997 (Figure 7). These trends contrast with an
upward trend for average reported income registered for most of 1998 (although income fell in
the final quarter of 1998). A possible explanation of these differences could be that, while total
household income declined, the gap between reported and actual (reported plus unreported)
income narrowed during most of 1998.*® The decline in in-kind consumption has been sharper
in rural areas which traditionally rely more on self-sufficient farming. Adverse weather
conditions resulted in a 10 percent decline in agricultural output in 1998. Agriculture accounts
for about 50 percent of total employment in Georgia. In early 1999, expenditure on

* The gap between cash expenditure and reported cash income declined from 41 and

29 percent of reported cash income in the first quarter of 1998 for urban and rural households,
respectively, to 26 and 3 percent in the third quarter of the year. Although the gap widened
again following the advent of the Russian crisis. Reportedly, the authorities’ main motivation

for increasing the minimum wage is to reduce scope for under reporting money incomes in the
- formal sector of the economy.
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Figure 7. Georgia: Average Monthly Consumption, 1997-99
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consumption in rural areas increased relative to 1998, partly due to some recovery in the
agricultural sector.

104.  During 1998, there was a marked increase in inequality of income distribution.
Official data indicate that the share of the top decile in the total income of the population
icreased from 34 to 41 percent between the first and third quarters of 1998, whereas the share
of all the other deciles declined. The income-based Gini coefficient increased from 0.48 in the
first quarter of the year to (.54 in the third quarter.

105. Taken together, the decline in total consumption relative to 1997 and the deterioration
of income distribution imply that the total income of the population most likely declined in
1998 and early 1999 and the richest 10 percent of the population got a bigger share of it. This
conclusion is corroborated by the results of a survey of households in Thilisi conducted in
December 1998 by The Conjuncture Research Center. During the survey, households were
asked to assess changes in their economic conditions that occurred in 1998, as well as their
expectations for 1999. Almost 70 percent of surveyed households believed their economic
situation worsened in 1998, and about 40 percent of the households expected their economic
situation to worsen in 1999. Only 11 percent of households believed that their economic
condition improved in 1998 (Figure 8).

Formal and Informal Social Safety Nets

106. The collapse of the Soviet Union, together with the hyperinflation period of 1993-94,
virtually destroyed the system of social benefits provided in Georgia during Soviet times.
Since 1995, however, the government has been trying to restore social benefits for the
population to meaningful levels. In particular, the pension system, the system of
unemployment benefits and family allowances, together with a program aimed at protecting
internally displaced persons (i.e., refugees from the civil war) and other transfers to
individuals have been put in place in recent years to protect the poor. These formal
mechanisms of social protection add to a system of informal coping mechanisms which have
emerged to supplement the government programs. The government’s ability to finance a
formal social safety net has been limited however by a tight fiscal resource constraint in recent
vears. This, in turn, has resulted in a situation wherein social benefits*’ (on a commitment
basis) have tripled in real terms over the past three years, but still remain approximately

70 percent below the cost of the official survival basket.*® Paid cash benefits are even lower
because of the low tax revenue collections and poor budgetary execution caused by a
widespread tax evasion and inefficiencies of public administration.

* Includes family allowances, pensions, and unemployment benefits.

“® The World Bank estimates the cost of the survival basket (or extreme poverty line) at lari 40

per month per equivalent adult. (This amount represents approximately 40 percent of median
consumption).
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Formal Social Safety Net

107. Despite significant reforms which limited pension entitlements during 1995-98
(increased retirement age, introduction of a flat pension and elimination of early retirement
provisions), the pension fund remains in an extremely difficult financial position and is unable
to fully finance a basic pension of US$7 per month. The pay-as-you-go pension system is
financed through a 27 percent payroll tax and a 1 percent employee contribution levied on
wages and salaries. This source of revenue, however, covers only about 60 percent of the
Pension Fund outlays.” The rest is, in principle, covered by transfers from the central
govermment, although in practice these transfers have generally not been made on time,
resulting in an accumulation of pension arrears.”® As of end-1998, there were 890,000
registered pensioners, of which 220,000 resided in Tbilisi,*! The basic pension benefit
received by 817,000 pensioners was lari 14 per month (compared with an official subsistence
consumption basket of lari 104).”> WWII veterans receive a monthly pension of lari 40.
Disabled pensioners (about 30,0000) receive a monthly pension of lari 45. The responsibility
for collecting pension contributions was transferred from the Pension Fund (otherwise known
as United Social Security Fund) to the State Tax Inspectorate in October 1998 in an attempt to
streamline the tax collection process. Early retirement was eliminated in April 1998. These
administrative changes, however, were not sufficient to avert a decline in Pension Fund
revenues related to the nonpayment of wages in the budgetary sector and an overall tax
revenue decline in the second half of 1998. All pensions are delivered to the recipients by the
postal service, with postmen hand-delivering cash to the pensioners.

108.  The pension system suffers from a high number of “ghost” recipients and diversion of
pension funds at the local level. The latest registration of pensioners revealed 37,743 deceased
pensioners “receiving” their pensions. The high cost of funerals forces many people to bury

“ Tax compliance is very low among the self-employed, which accounted for approximately
60 percent of total employment as of end-1998, and especially among those who are occupied
in agriculture or engaged in informal economy,

* The stock of pension arrears as of end-1997 was lari 9 million. By end-1998, lari 36 million
of new arrears (2.5 months worth of pensions} were accumulated. Pension arrears are maore
prevalent in rural and depressed regions which are net recipients of funds from the Pension
Fund. Thilisi, Poti, and the administrative district of Kazbegi are the main net contributors to
the Pension Fund. In 1998, Thilisi accounted for 57 percent of total pension contributions. For
the vast majority of net recipients, transfers from the center amounted to 5 to 16 times (in
Mestia district) the amount collected on site.

*! In February 1996, the retirement age was raised from 60 to 65 years for men and from 55 to
60 years for women.

52 A flat pension was introdnced in 1995,
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their relatives without registering or declaring their death. Postal workers responsible for the
delivery of pensions have a clear incentive to retain the pensions of those deceased but not
reported. Furthermore, according to the Ministry of Social Security, Labor, and Employment,
postal offices oftentimes delay the delivery of pensions for several weeks in order to engage in
commercial activities with the recipients’ money.”* During 1996-97, the average delay was 6
weeks. Reportedly, the misuse of pension funds and delays in delivery escalated in the second

half of 1998 when those responsible for delivery reportedly engaged in foreign exchange
market speculation.

109. Unemployment benefits are paid for up to 12 months at the rate of lari 13 (less than
US$7) a month, Payments are financed out of the Employment Fund which collects a

1 percent payroll tax contribution. In 1998, the replacement rate—the ratio of the
unemployment benefit to the last wage received—was approximately 20 percent.> Individual
incentives to register as unemployed with a State Employment Office were weak because of
the low levet of unemployment benefits, frequent payment delays, time-consutning registration
procedures, and a widely held perception that registration is of no help in finding a job.*
Furthermore, because of the limited duration of the unemployment benefits, many of those
who are currently registered may no longer be eligible.* As of mid-1998, about 50 percent of
the registered unemployed were out of work for more than 3 years, and 33 percent of 1 to 3

years. Therefore, only 3.5 percent of the registered unemployed were eligible for
unemployment benefit.

110.  The family allowances program was introduced in 1997 and was initially intended to
cover some 350,000 individuals with a benefit level per person of lari 9 per month. In 1998,
due to a lack of funding, the program was reduced in scope to cover only single pensioners and
was renamed into the State Social Allowances program. By end-1998, the number of recipients
stood at 56,000 individuals. The actual government spending on family allowances amounted
to lari 7.8 million in 1997 (49.1 percent of the budgeted expenditure level) and to

lari 4.1 million in 1998 (28.5 percent of the budgeted expenditure).

111.  The Internally Displaced Persons (IDP) assistance program comprises various cash
and in-kind benefits and is second only to the pension program in size. In 1997, actual
expenditures of the state budget on IDP assistance totaled lari 53 million, compared with

lari 122 million spent on pensions. As of end-1998, there were 286,000 individuals officially
registered as IDPs. According to current legislation, IDPs are eligible for benefits regardless of

> The Ministry of Social Security was merged with the Ministry of Health in December 1999,
* As of mid-1998, the average monthly wage across the economy was about lari 60.

* As of end-1998, there were 98,000 registered unemployed whereas the number of
individuals out of work was estimated at about 300,000.

% Before 1998, the unemployment benefits were paid for up to 6 months.
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their income or asset ownership, which makes the program poorly targeted. Consequently,
those refugees who successfully integrated into local communities face a lower than average
risk of poverty.”” IDPs used to receive a large proportion of foreign humanitarian aid in recent
years, but this type of funding is now drying up.”

112. In addition to cash benefits, the government provides electricity tariff discounts to
two broad categories of households regardless of their actual consnmption of electricity,
although legislative amendments in December 1999 capped the discounts (see below). The -
first category—distinguished pensioners, WWII and civil war veterans, and IDP’s—are eligible
to receive free electricity (i.e., 100 percent discount). The second category—tax and customs
officials and defense and security personnel—are eligible for a 50 percent discount. According
to Telasi, some 4 percent of electricity consumers in Thbilisi are eligible to receive free
electricity while an additional 13 percent are eligible for a 50 percent discount. Through 1997,
Telasi (main electricity distributor for Thilisi) and Sakenergo (electricity distributor for the rest
of the country) received transfers from the budget for the amounts of the subsidy. In 1998,
however, the transfers were replaced by tax offsets to these companies. In general, these
electricity discounts are poorly targeted. For example, war veterans who are eligible for a

100 percent discount receive a monthly pension of lari 40, compared to the basic pension of
lari 14 a month received by 95 percent of pensioners. Moreover, the delivery of the benefit in
the form of indirect consumer subsidy is inefficient and distortionary. In December 1999,
Parliament passed legislative amendments which replaced discounts for unlimited
consumption with fixed amounts of discounted consumption, and eliminated some categories
of discounts. This is estimated to reduce the budgetary cost of discounts from about

lari 35 million in 1999 to lari $ million in 2000.

Informal Coping Mechanisms

113. A number of informal coping mechanisms have emerged to supplement the formal
social safety net. Informalization of income sources has affected all Georgian households
regardless of income level. The following are the most important coping mechanisms:
subsistence farming, petty trade, family support networks, and sale of assets. On average,
these informal sources of income jointly represent over 50 percent of all reported incomes of
the poor, and at least 30 percent of all reported incomes of the non-poor.

57 According to the World Bank, this finding is corroborated by the analysis of the SDS
household survey data.

% The total number of recipients of humanitarian aid has been consistently declining since
1996: from 800,000 in 1996 to 500,000 in 1997 to 350,000 in 1998. According to the Ministry
of Social Security, Labor, and Employment, there will be no recipients of humanitarian aid in
1999 due to the drying up of aid.
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114.  Subsistence farming has become the main informal safety net in urban areas (titling
small family-held plots in the urban periphery). Incomes from agricuitural self-employment
constitute about 50 percent of total population incomes and over 70 percent of total incomes in
rural areas. Petty trade typically involves cross-border buying and selling on a small scale. By
end-1997, small-scale trade accounted for about 40 percent of all self-empioyment in urban
areas. Poor families are less likely to engage in petty trade because of the need for a start-up
capital and administrative barriers to staying in business which usually have to be settled with
bribes and informal payments.

115. Family sopport comprises intra-family monetary transfers and multigenerational
households. Intra-family monetary transfers account for up to 10 percent of total reported
incomes of the poor living in urban areas. Regrouping nuclear households into an extended
multigenerational household under a single roof has the advantage of exploiting existing
economies of scale. For example, if a dwelling is registered in the name of an individual
eligible for an electricity tariff discount, the whole family can consume free or subsidized
electricity. At present, multigenerational households represent over 50 percent of all
households in Georgia.

116.  Sale of assets (distress sale) such as housing, consumer durable, jewelry and antiques
is used by households as “bridging” source of funds. According to a survey of households in
Thilisi conducted in December 1998 by The Conjunciure Research Center, the average
monthly sale of household possessions and real estate totaled about lari 92 per household in the
second half of 1998, while average monthly purchases of consumer durables and real estates
did not exceed lari 189 (i.e., a net sale of assets of lari 74).

117.  Social ties and connections have become extremely important in securing jobs and
access to services in addition to the above informal coping mechanisms. The jobs secured via
connections usually do not pay much in terms of stated wage but provide access {o rents.
Because of the importance of the network-based support system, the poor who have little to
offer in terms of bribes or connections find themselves increasingly isolated from job
opportunities and access to services. Once on the job, connections are also becoming
increasingly important for securing timely payments of salaries and wages.

Access to Health Care and Education

1138. Two additional indicators of the magnitude of poverty in Georgia are the very limited
access to health care and basic education by households with scarce means. Between 1990
and 1995, public expenditure (in real terms) on health care and education declined by about
90-95 percent with respect to their Soviet time levels. The lack of funds by the Ministry of
Health forced the government to separate all health care institutions from the state budget in
1995. Also, resources wete no longer available for maintaining buildings and providing school
supplies, and school teachers experienced a sizeable decline in their real wages.

119. By mid-1998, the situation with health care had not improved significantly compared
“to 1995, with government covering only 30 percent of direct costs (such as medical supplies)
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of health care provision.” The remaining costs have been covered by patients, often times in
the form of unofficial gratuities to health care providers to compensate for their low wages.
The situation has been further aggravated by a bias in public expenditures inherited from the
Soviet times, against preventive health care which would benefit the poor. Specifically, in
1998, only 8 percent of state budget health expenditures was allocated to preventive health
care. The rest was allocated to curative health care which the poor can hardly afford. However,
the absolute public health expenditure figure is so low that it is doing little to improve either
curative or preventive care: in 1996 for example, 13 out of 15 health care programs carried out
by the state were badly underfinanced.®

120. The situation with the government education programs is also very difficult. Although
primary and secondary education is still free up to the 9™ grade, parents have to pay for
transportation to school, textbooks, catering, heating fuel, and minor repairs. Many parents are
unable to afford these expenses, especially in the rural areas. Consequently, enrollment rates in
primary and secondary education fell from 95 percent each in 1990 to 80 and 76 percent in
1994, respectively. The poor may also have been negatively affected by a skewed allocation of
state budget expenditures on education: about 50 percent of executed expenditures goes to

financing university education versus 20 percent spent on primary and secondary education
(Table 3).°'

Summary and Conclusions

121. The initial years of transition in Georgia witnessed a significant impoverishment of the
population caused by output collapse, hyperinflation, civil war and forced migration from the
conflict zones. The adverse effect of the output collapse during 1991-94 was somewhat
mitigated by the informalization of employment and the reallocation of labor out of industry
and into small-scale low-productivity agriculture and trade.

* Notably, depreciation is not included anywhere in the cost calculations. The Ministry of
Health estimates that in Thilisi alone US$8 million a year is needed to upgrade and rehabilitate
the health care facilities to allow them to provide services they claim they provide. The lack of
maintenance leads to deterioration of hospital equipment and infrastructure, increased safety
hazards, and further contributes to the decline in public health.

% For example, the AIDS prevention program was financed for just 25 percent of the
estimated cost, whereas the population immunization program was financed for only
32 percent.

5! Primary education is mainly financed by local governments. The remaining allocation of
state-budget expenditure on education is to “special funds” for education. These include
expenditures by universities and schools from fees they have received, e.g., private tuition and
renting of space.
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122.  The poverty indicators improved during 1996-97, especially in the urban areas, when
economic growth resumed in Georgia following the restoration of macroeconomic stability and
civil order. The positive trend was reversed however in 1998 owing largely to a decline in
agriculture, which provides an informal safety net to the population, and the accumulation of
wage and social expenditure arrears. The recent experience in Georgia has also shown that
opportunities have been created for well connected segments of the society while other
segments of the population have seen their living standards, equality of opportunity, and
economic mobility eroded.

123. The predominantly transient (as opposed to chronic) nature of poverty in Georgia
implies that poverty can be alleviated by creating a “bigger and better” social safety net (which
would allow households to smooth their consumption and thus to reduce their vulnerability to
poverty) and by setting the economy on a non-inflationary growth path. Accordingly, the role
of the government should aim at ensuring macroeconomic stability, peace and civil order, and
to create legal and market conditions conducive to private sector development, including
infrastructure rehabilitation and development as well as an appropriate level of mvestment in
human capital. Well-targeted and cost-effective expenditures—such as those for primary
education, basic public health care, and rural infrastructure—should be efficient tools for
providing the poor with opportunities to escape from poverty. Redirecting health and education
expenditures in Georgia from hospital reatment and university education to preventive health
care and primary education would increase access of the poor to health care and education.

124.  As noted above, some social assistance programs—such as refugee benefits and
electricity tariff discounts—have been poorty targeted and do not represent cost-effective social
safety nets. Improving the targeting of refugee benefits, stepping up efforts to reintegrate
refugees into local communities, and eliminating in-kind benefits such as electricity tariff
discounts would reduce the burden on the budget, improve resource allocation, and ensure a
more equitable provision of social benefits. It is important to build an institutional capacity to
manage and deliver services effectively to the poor. Better tracking and registering recipients
as well as monitoring the use of funds at the local level would help prevent diversion of funds
and payment delays.

125.  Creating a “bigger” safety net would call for raising social benefits—such as pensions,
unemployment benefits, and family allowances—to meaningful levels in relation to the
subsistence minimum. The ability of the government to do so is severely circumscribed by the
fiscal resource constraint. Even the small size of the social benefits at present have imposed
significant budgetary burdens which proved to be unsustainable because of the low tax
revenue coilections to date. Broadening the payroll tax base, inter alia, by bringing the
informal sector into the tax net and enforcing tax compliance would enhance revenues of the
social funds and generate resources for paying adequate pensions and social benefits to all
eligible recipients without delay.



-57-

V. BANKING SECTOR

126.  Since 1994, the Georgian authorities have embarked on a comprehensive program of
banking sector restructuring. The banking sector reforms—which focused on upgrading and
enforcement of prudential standards for commercial banks—have started to yield positive
results, particularly with regard to banking system consolidation. In addition, financial
indicators suggest that the banking system, assisted by strong preventative measures exercised
by the NBG, was able to weather the stress test supplied by the Russia crisis.

127.  Despite the progress made so far, the overall role of banks in intermediation remains
very small, with a ratio of broad money to GDP of only 8 percent (Table 4). In addition,
doliarization is rising, which suggests a lack of confidence in the lari. As a result, continued
banking sector reform, with a view to increasing financial intermediation for the mobilization
of savings for productive investment, will be important for Georgia’s sustainable economic
growth.

128. This chapter provides an overview of recent banking sector developments with

particular focus on prudential regulation and draws some policy conclusions for further
development of the banking system.

Overview of the banking system

129. The banking sector has undergone a substantial consolidation since 1994; however,
there are still too many banks relative to Georgia’s population.® The introduction of bank
prudential standards, generally in line with the Basle guidelines, together with vigorous
enforcement of the regulatory framework by the NBG, led to a sharp reduction in the number
of banks, from a peak of 229 in early 1994 to 38 by end-December 1999. Of the 38 remaining
licensed banks, 13 banks account for 80 percent of the assets.

130. The banking system comprises resident regional small and medium-sized banks, a
handful of large banking institutions with branch networks, and two foreign banks. The
former state banks (FSBs), which once held monopolies over national savings, export/import
financing, and agricultural sectors, are no longer the single players in any particular sector.
Following an international audit, two of the three FSBs have successfully undergone a
fundamental restructuring, including laying off a substantial number of workers and closing
unprofitable branches, thus improving their net worth to well in excess of the statutory

minimum. However, the remaining former state bank, Agrobank, continues to have significant
financial difficulties.

131. The share of the former state banks (FSBs) in financial intermediation has continued to
shrink—from 39 percent of total assets at end-1996 to about 33 percent as of July 1999—

%2 For instance, Sweden, with a population of 8.8 million, had 13 commercial banks in 1995.
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Table 4. Georgia: Developments in the Commercial Banking System, 1995-99

1895 1996 1997 1998 1959

Nurnber of commercial banks 101 61 53 44 38
Former state owned k] 3 3 3 3
Other domestic 98 58 50 40 33
Foreign branches 0 0 (] 1 2

(In millions of lari, end-of-penad)

Assets of commercial banking system 232.6 2379 341.0 478.1 618.6

Loans of commercial banks 14%9.0 128.2 172.9 238.2 327.2
Lari 62.7 83.2 959 838 92.3
Foreign exchange 86.2 45.6 770 1544 2349

Deposits of commercial banks 57.7 B2.0 133.2 156.3 2006
Lari 347 43.7 553 43.9 42.1
Foreign exchange 229 383 T8 107.4 1584
Household deposits of commercial banks 104 20.0 441 42.7 66.4

(In percent of GDP)

Assets of commercial banking system 9.6 6.3 7.6 10.0 11.1
Loans of commercial banks 6.1 34 318 50 5.8

Deposits of commercial banks 24 22 3.0 13 3.6
Household deposits of commercial banks 04 0.5 1.0 0.9 1.2

{Annual percent change)

Loans of commercial banks -14.0 349 378 374
Lan 32.7 153 -12.86 10.1
Foreign exchange 47.8 7.1 100.5 1/ 521

Deposits of commercial banks 42.1 62.4 17.3 283
Lari 259 26.5 -11.6 -139
Foreign exchange 67.2 103.1 380 47.3

(In percent)

[Loan to deposit ratio 258.2 156.3 129.8 152.4 163.1
Lari 180.7 190.4 173.4 171.4 2192
Foreign exchange 3764 1175 §9.0 143.8 148.3

Memorandum items:

Broad money (M3, in millions of lari) 180.6 256.3 373.0 368.5 444.6
In percent of GDP 74 0.8 B3 7.7 7.9

Currency outside of NBG (in millions of lani) 124.8 176.8 239.9 212.2 2440
In percent of broad meney (M1/M3) 69.1 69.0 64.3 57.6 349
In percent of GDP 5.1 4.7 53 4.4 4.4

Nominal GDP (in millions of lari) 24322 3,768.0 4.504.7 4,794.6 55938

Source: National Bank of Georgia.

1/ Exciuding the effects of the devaluation of the lar at end-1998, foreign exchange denominated loans

would have increased by 30 percent.
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muainly since dynamic private banks have been able to successfully attract domestic deposits
and benefit from foreign credit lines, and to a lesser extent due to the write-off of bad loans by
the FSBs.

132.  Foreign banks arc not well represented—two foreign banks (a Turkish and
Azerbaijan one) are currently operating in Georgia—in part reflecting the small size of
(Georgia’s financial market. However, foreign investment is significant, accounting for
approximately one third of total bank capital

133, Deposits in the banking system have increased nearly four fold since 1995.% However,
the level of deposits remains disappointingly low at only 3% percent of GDP. The majority of
these deposits are short-term time deposits of the business sector. Household deposits remain
small—about 1 percent of GDP—but have been increasing as a share of total deposits, rising
from about 18 percent in 1995 to 33 percent as of end-December 1999,

134.  Dellarization increased between 1995 and mid-1998, despite a reduction in inflation,
suggesting that although confidence in the banking sector has been growing (evidenced by
growing deposits), there is a lack of confidence in the lari. The situation was further
aggravated by the Russia crisis in mid-Aungust 1998 along with widespread publicity
surrounding the weak budgetary position. The share of foreign exchange denominated deposits
in total deposits increased from 40 percent in 1995 to 64 percent by mid-1998, and then
increased further to 69 percent by end-1998 following the Russia crisis. Dollarization
continued to rise in 1999, reaching 79 percent of total deposits.

135. The low level of bank deposits in the economy may reflect several factors: (i) the
memories of hyperinflation in 1993/94, which wiped out households savings; (ii) the relatively
large size of the informal economy, estimated at about 25 percent of economic activity in
Georgia by the State Department of Statistics; operators in this market are afraid to show their
wealth;®’ (iii) harassment by tax authorities of businesses that have deposits in banks, ofien
blocking and/or sequestering the banks deposits without a clear motive; and (iv) the relatively

% Most of the foreign participation in the domestic banking industry reflects injections (by
foreign firms and individuals operating in Georgia) into existing Georgian banks before
end-1996. A main factor explaining these capital injections was the tax holiday for foreign
investments in the domestic banking system (in piace through end-1996) and the expectation
of lucrative insider lending to equity holders.

% This is in lari terms, so it reflects exchange rate changes; U.S. dollar denominated deposits
more than doubled.

% An estimate made several years ago by the central bank suggested that 45 percent of printed
money does not enter the banking system. It appears that there is also a large amount of U.S.
currency in circulation and that many large transactions take place in dollars (e.g., those
involving liquor, tobacco, real estate, and automobiles. )
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high share of agriculture is also a factor as this sector is typically less monetized (relying more
on barter trade) than other sectors of the economy.

136.  Assets of the banking system have been rising and the maturity of loans has been
gradually lengthening, reflecting lower inflation and access to foreign credit lines.® Bank
lending grew by 35 percent in 1997, slowed in 1998 following the Russia crisis, and then
resumed growth in 1999. The share of long-term lending in total credit increased from

7 percent at end-1995 to 23 percent by September 1999. In addition, there has been a
significant increase in foreign exchange lending in bank’s portfolios, increasing from

58 percent of total lending at end-1995 to 72 percent in December 1999. This reflects
increased dollarization and banks’ desire to pass foreign exchange risk on.to their clients.

137. The share of loans to the non-government sector amounted to only 5 percent of
GDP in 1999, in part due to the low level of deposits and limited access to foreign capital in
the sector. Most of bank financing is concentrated in the trade sector (Table 5), although there
has been some increase in the share of financing to industry. Consumer lending is not
developed, reflecting in part, deficiencies in risk assessment, collateral, and credit resources.

Table 5. Georgia. Composition of Bank Loans by Economic Activity, 1996-99
{In percent of total loans, end-of-period)

1996 1997 1993 1969

Government Sector 18.2 114 9.6 10.6
Trade 0.4 0.0 0.2 1.1
Industry 52 36 27 0.5
Construction - 0.3 0.4 0.2 1.0
Communication 0.1 0.3 0.1 34
Agricultore 2.5 10 0.7 0.5
Culture 0.7 03 0.1 0.0
Transport 0.8 0.5 0.8 0.2
Energy 1.8 1.5 2.6 11
Other 62 39 2.3 2.8
Non-government Sector 81.8 88.6 90.4 89.4
Trade 63.1 70.4 62.9 61.4
Industry 4.7 93 18.8 17.3
Construction 3.0 31 4.5 59
Agriculture 11.1 59 4.2 4.8

Source: National Bank of Georgia

138. The shortage in the supply of credit is reflected in high real interest rates at about
20 percent, which may tend to allocate investment toward greater risk. In addition, lending

66 Foreign credit lines consist of funds from the international financial institutions and
intemational organizations, including TACIS, the EBRD and the World Bank; Georgian banks
have difficulty accessing global capital markets.
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practices, while improving, are not well developed and the allocation of loans is not always
based on economic criteria. Another obstacle to lending is that the use of collateral is very
limited and banks have significant obstacles to seizing property.”’

139.  Although the level of lending rates gradually declined between end-1996 and
mid-1998, interest rate spreads continued to remain relatively high, at about 25 percent.
Following the onset of the Russia crisis, spreads increased somewhat, as lending rates
increased,” and have since edged downwards (Figure 9). The high interest rate spreads may
reflect, first, a lack of competition which inhibits efficiency, reflecting the dominance of a few
large banks in the sector. Competition is also constrained to some extent by the lack of
foreigners entering the market, as they may view the Georgian market as too risky, and, in any
event, too small to be worth the risk. Recent efforts by the NBG to publish data on interest
rates may help competition. Second, high spreads may reflect the high credit risks,
compounded by difficulties to liquidate collateral of delinguent borrowers, which in turn are a
reflection of insufficient progress in enterprise and legal reforms. Third, the high reserve
requirement (16 percent as of December 1999) is costly to banks, although mitigated
somewhat by a remuneration of 10 percent in 1999. Fourth, the existence of too many banks
may lead to high overhead costs of the banking system on account of the small scale of their
operations. Fifth, banks may be trying to increase their capital base in order to meet the higher
minimum capital requirements. :

Banking supervision and prudential regulation

140. The NBG has made much progress in the area of banking supervision and prudential
regulation, bringing its requirements more in line with Basle requirements (see Appendix I,
Table 30). The law governing the central bank (the Law on the NBG) was enacted in
September 1995. Legislation controlling the creation, supervision, and resolution of
commercial banks and other credit institutions was passed in February 1996. According to the
law, the NBG has the power to issue banking licenses, publish prudential regulations, and
supervise banks both off and on-site, In addition, the NBG has the power to take the necessary
measures and/or sanctions when problems arise and close cooperation with foreign supervisory
authorities is clearly noted.

141.  Over the past few vears, a number of measures have been taken to strengthen
prudential regulation. By end-1997, all commercial banks had at least one on-site examination
by the NBG, CAMEL® ratings were assigned and revised bank licensing procedures were

57 See Chapter IIL.
5 This may reflect the high level of dollarization.
% CAMEL (capital, assets, management, earnings and liguidity) ratings are from one to five

and are used to rate the financial health of a bank. A “five” rating signals that a bank is in
_ critical condition and may need to be liquidated.
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Figure 9. Georgia: Commercial Interest Rates, 1995-99
(In percent)
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introduced in 1998. Minimum capital adequacy requirements were strengthened from

10 percent of total assets to 12 percent of risk-based assets for tier 1 capital and 15 percent for
total capital. This is a more restrictive requirement that the minimum acceptable level required
by the Basle committee. Annual external audits by international auditors were mandated as
of February 1, 1999 and starting in end-January 1999, a supervisory action framework was
implemented for monitoring banks in financial distress. The framework provided a set of
prompt corrective actions to address and resolve weaknesses speedily as they arise. The
intention of the legislation was to increase the number of recovered banks and to reduce the
number of liquidations. In March 1999, the NBG’s licensing and banking supervision
departments were merged. '

142.  Under an established timetable, the NBG will raise the minimum authorized capital
requirement to 5 million lari by January 1, 2001 in an effort to strengthen and consolidate the
banking system.™ As of September 1999, the average amount of capital in the sector was only
about lari 3% million, with only five banks meeting the lari 5 million minimum capital
requirement. Under the timetable, the increase in the minimum capital requirements would be
phased in. In June 1999, the minimum capital requirement was raised to lari 2 mallion.
Subsequently, the NBG faced some difficulties in implementing the higher capital
requirements when several banks attempted to challenge the right of the NBG to delicense
them in the courts. However, as a result of a favorable court ruling in September 1999, the
NBG was able to proceed with de-licensing one of the banks.

143,  Pmdential indicators (Table 6) suggest that banks maintained a high capital-asset
ratio over the period 1996-December 1999 at about 30 percent (the minimum Basle
requirement is 8 percent). In the aggregate, banks remained liquid through the crisis with a
liquidity ratio (liquid assets relative to total liabilities) of 44% percent, versus the prudential
minimum requirement of 30 percent.”’ Banks’ net foreign exchange exposure was long during
1998. This was the case during the crisis, and as such the main exposure of banks to the lari
devaluation was the second round effect, i.e., loan repayment. While the share of
nonperforming loans increased 1999, it remains low at only 7 percent, although this may be
suspect due 0 measurement problems on account of weak accounting practices.

" The minimum authorized capital requirement was raised to lari 5 million in July 1998 for
newly founded banks. Already functioning commercial banks must increase the minimum
authorized capital to lari 5 million by January 1, 2001.

! Only two banks required a liquidity loan at the beginning of 1999, as a result of the adverse
effects of the Russia crisis. The total amount of the loans was lari 4 million.
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Agricultural credit unions”

144. Presently, there are 144 agricultural credit unions operating in Georgia, covering
10,181 members with a total share capital of lari 2.4 million. Agricultural credit untons are
specifically excluded from the scope of law on commercial banks. Local farmers have very
limited access to lending from commercial banks, reflecting several factors: the inability to
mortgage land, high cost of lending, and inexperience of commercial banks in assessing risk in
agricultural lending. To address this, the government in conjunction with the World Bank has
undertaken a five year agricultural development plan which has as one of its main objectives
the establishment of agricultural credit unions. Agricultural credit unions can provide an
important source of mobilizing savings in the rural areas, reducing the need for coilateral, and
reducing transaction costs.

145.  The legal framework for the organization of agricultural credit unions is defined under
Article 60 of the Law of Entrepreneurship. In addition, a presidential decree issued on
September 16, 1996, established a credit union development center (CUDC) under the
framework of the Coordinating Group for the Georgian Agriculture Development Project
(CGGADP). The CGGADPF’s main objectives are to facilitate their establishment, provide
legal expertise in their registration in the courts, help with operational procedures, offer
technical expertise (fraining of staff), monitor compliance with the law. Credit unions may
join the project on a voluntary basis. They may also borrow funds from the CUDC if they
meet specific requirements. There is a system of CAMEL rating, but it is not for public use.

Treasury bill market

146. The treasury bill market, which began in 1997, reached a total issuance of close to
lari 23.3 million in mid-1998 (about S percent of total assets in the banking sector). However,
widespread concerns about the weak budgetary position and the onset of the Russia crisis had
an adverse impact on market sentiment, and the authorities, unwilling to pay higher interest
rates, stopped conducting auctions in September 1998. The entire stock was retired in
December 1998.7

147.  The auctions resumed in August 1999 but the small amount offered were sold at below
market rates.™ In October 1999, the 91 day ireasury bill was reintroduced, with an issuance of

7 Gocha Lapauri, an economist in the Resident Representative office, contributed to this
section.

7 Prior to the crisis, the outstanding stock was concentrated in 91-day maturity bills, most of
these were owned by commercial banks, with around 10 percent owned by non-banks,

including nonresidents who held a small amount, peaking at about lari 1.7 million in early
1998.

™ The acceptance by banks of interest rates which are artificially low was motivated by a
_technical change in reserve requirements implemented in July 1999 which allowed banks to
(continued...)
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lari 0.9 million and an average interest rate of 15.8 percent. In November 1999, the continued
weak fiscal position forced the authorities to reduce issuances below announced levels and 91-
day treasury bills were discontinued for the remainder of 1999. In addition, the government
resorted to direct borrowing from the banking system, which undermined the treasury bill
market. As of end-December 1999, there had been no participation in the market by domestic
nonbanks and non-residents since the market was resumed.

148. A secondary market for treasury bills existed before the onset of the Russia crisis, but
it lacked a clear venue for bringing buyers and sellers together, contributing to its lack of

development. In 1999, the NBG implemented legislation to allow the TICEX to be the venue
for the market.

Conclusions

149.  The Georgian authorities have made strides in strengthening bank supervision. The
banking system was able to weather the Russia crisis, assisted by prompt action on the part of
the NBG. However, monetization of the economy remains very limited. Deposits, although
increasing, remain very modest and dollarization has risen significantly. Consequently, it will
be important to continue with efforts to strengthen the banking system and improve the
supervisory capability of the NBG. In addition, the government will need to push ahead with
the implementation of other reforms, such as bankruptcy laws and land reform, to create a
conducive environment for business.

¥Y1. THE ENERGY SECTOR

150. This section provides an overview of developments in Georgia’s electricity, natural gas
and oil sectors, as well as oil and gas transit pipelines. In particular, it emphasizes the recent
efforts to reform the energy sectors.

151.  The energy sector in Georgia has faced several challenges: (i) the inheritance of a
distorted and low energy price system following the breakup of the Soviet Union; (ii) the
collapse of the economy following the breakup; and (iii) a civil war that disrupted the fuel and
energy network. The situation has gradually improved since 1994. A new regulatory
framework has been elaborated and a privatization program has been developed, which has
attracted private capital into the sector. However, energy supply is still erratic, particularly in
the power sector, and the conditions necessary for its financial recovery have yet to be
implemented.

152. Building momentum for reforms in the energy sector is essential. Energy shortages,
which have not disappeared, are a major constraint for sustainable economic growth, and feed
popular dissatisfaction. Corruption in the sector is persistent. The sector as a whole has

hold one-eighth of their required reserves in treasury bills. Remuneration of reserves was set at
10 percent in 1999.
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accumulated a considerable amount of debt. Given its geographic location, Georgia could be a
potentially important player in the transit trade offered by the Caspian Sea region’s important
reserves of hydrocarbons, which could provide revenues needed to rehabilitate the sector and
strengthen the fiscal position.

The power sector

153. Electricity is the major energy source, although it has been through a number of
crises that have severely affected its viability. Power shortages have had a dramatic impact and
have proved to be extremely disruptive, creating severe hardship as well as economic
dislocation. In the winter of 1998/99, Thilisi had only 4-6 hours of electricity per day while the
rest of the country received an average of 3-4 hours.

154. Georgia has a generation capacity of about 5,000 megawatts (MW) of which
two-thirds is supplied by hydroelectric generation. Overall, generation capacity consists of two
thermal power plants (TPP) and approximately sixty large, medium and smail hydro power
plants (HPP). Because of its mountainous terrain and hundred of rivers, the hydro resource
potential is considerable; however, according to World Bank estimates, only 11 percent of
these resources have been developed so far.

155. In principle, generation capacity should be able to largely cover domestic demand.
However, due to years of poor maintenance, deterioration, cannibalization and lack of funds to
upgrade physical plants, only 15-30 of generation facilities percent ate operational and some of
them may be damaged beyond repair. In addition, three of the country’s major hydropower
stations are located on the conflict zone of the Abkhazian border. For the past ten years, power
generation has declined from 15 billion kWh to about 8 billion kWh. The infrastructure crisis
has been much more dramatic in the thermal generation sector than in the hydrogeneration
sector. Thermal plants lack operating funds necessary for fuel purchase. As a result, electricity
supply is far from meeting the country’s demand on a 24-hour basis. The cost of upgrading
these facilities is over US$1 billion according to World Bank estimates.”

156. The regulatory framework of the sector has been considerably strengthened. The
Ministry of Fuel and Energy was created in 1996 to implement and coordinate government
policies, while ownership of sector assets was assigned to the Ministry of State Property
Management. In 1997, the passage of the Electricity Law considerably improved the legal and
regulatory framework needed to facilitate the privatization of the sector. The law created the
Georgian National Electricity Regulatory Commission (GNERC) as an independent, semi-
judiciary legal entity, funded by license-fees and with administrative autonomy. The
Commission has adopted a transparent tariff methodology, both at the wholesale and retail
level, based on the principle of cost-recovery. It also has the authority to issue, revoke, and

7 World Bank, Energy Sector Unit, Georgia Country Unit, Europe and Central Asia Region,
1997, Georgia Power Privatization, Report No. 17152-GE, (Washington, D.C.).
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modify licenses to sector enterprises. A debt commission was created by presidential decree in
order to restructure the liabilities of the sector’s enterprises in view of their future
privatization, It is composed of officials of the Ministry of Finance, the Ministry of Fuel and
Energy, and the Ministry of State Property Management.

157. Poor cost recovery is still crippling the power sector mainly because collection rates
are at an inadequate level and prices are too low. Increasing rates will not benefit the sector if
they are not combined with an improvement in collection practices. End-user tariffs have
increased to 7.1 tetri per KWh™ (3.7 U.S. cents) but are still insufficient to cover long-run
marginal costs and do not make provision for the repayment of foreign loans. Average retail
collection rates for the sector (excluding commercial losses and supplies to Abkhazia and
Ossetia) have also improved from 20 percent to about 68 percent in 1997, but then decreased
to 51 percent in 1998, and to 43 percent for the first four months in 1999. Limits to improving
collection rates include soft-budget constraints, corruption, and an inefficient billings and
collections system. Transmission losses at over 15 percent are considered well above
technically justifiable norms. In addition, special discounts and allowances, some inherited
from Soviet times and some more recently introduced, are provided to more than 230,000
customers. These discounts were not programmed in the state budget and the sector had to
bear the costs. Moreover, about two-thirds of these benefits are directed to segments of the
population that are not considered at a disadvantage. At current tariffs, these discounts amount
to at least lari 28.9 million or about US$15.2 million. In December 1999, a presidential decree
capped the use of free or discounted electricity to a specific level, and it is implicitly assumed
that the financing would come from local budgets unless specified in the central budget.

158. Reflecting poor cost recovery, the power sector has experienced chronic financial
deficits which amounted to about 5.5 percent of GDP in 1998 and an estimated 6.5 percent in
1999. The accumulated overall debt is estimated at around US$632 million, as of the end of
August 1999, The deficit has been financed with external and internal credits as well as
arrears. Part of the debt has been contracted since 1994 from international multilateral and
bilateral financial institutions or governments, ((BRD, EBRD, OECF, KfW, Russia) and
amounts to US$260 million. Most of the debt is on concessional terms, i.e., with low interest
rates, a generous grace period, and an extended maturity (15-40 years). The loans have been
primarily used for rehabilitation of major hydro-generating facilities and for working capital
{(fuel reserves badly needed for thermal generation at the Thilsresi TPP). Another part of the
debt is composed of tax and wage arrears, as well as debts to private foreign creditors and
suppliers, many of which are not included in financial statements.

159. Inresponse to the power sector’s acute crisis, the government launched a
comprehensive privatization program with the aim of attracting strategic investors with
substantial capital and operating experience in the sector. As a prerequisite, the monolithic
vertically integrated state enterprise, Sakenergo, was separated into generation, transmission,

7 Weighted average.
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and distribution enterprises to allow for greater transparency and foster competition. However,
the distribution sector was separated into 70 municipal units, an excessive number of entities
that cannot benefit from economies of scale and are prone to political interference. Sakenergo
continues to exert influence over the sector through its role as the wholesale trader of energy
for distribution companies and major direct users (large manufacturers), as well as for import
and export of power. This has allowed Sakenergo to act in a way more typical of centrally
planned economies, particularly by allowing non-monetary transactions at the wholesale level.
In 1998, less than 18 percent of ransactions wete made in cash, up from 16 percent in 1997,
and the rest was conducted through offsets and barter transactions. In 1998, total amount of
cash revenue from the sale of energy was less than the fuel cost for the year. In 1998,
Electrogadatsema was separated from Sakenergo to manage and operate its transmission
assets. Both are in the process of being transformed into joint-stock companies.

160. A plan to privatize Georgia’s major power facilities as well as its distribution
companies is currently under way (transmission assets will be privatized later). About

50 percent of the distribution companies have been privatized and generation plants (except in
Abkhazia) are in the process of being privatized, have been sold or leased to the private sector.
The Thilisi distribution company, Telasi, which was the first entity in the power sector to be
successfully privatized was sold in December 1998 to AES, an American utility investor,
which acquired a 75 percent stake in the company for US$25.5 billion. Telasi’s importance,
given that it accounts for half of the distribution load, and its place at the end of the
nonpayment chain sent a clear signal to encourage the privatization process in the power
sector. Following this, a tender was announced in May for the right to manage or buy the
Gardabani state district power station which has a capacity of 1,500 MWh (about 35 percent of
the sector’s total capacity.)

161. An component of the privatization process has been the creation in July 1999 of a
Wholesale Electricity Market (WEM). It is composed of electricity producers, suppliers and
customers and its main task is to facilitate wholesale electricity trade in a transparent and
equitable way. The WEM manages financial settlements and flow of funds in the electricity
market and ensure that electricity supplies are consistent with payments.

Natural gas

162. Natural gas was the single most important energy source in Georgia until the breakup
of the Soviet Union. In 1989, it represented over 70 percent of the country’s primary energy
use, most of which was imported from Russia, Turkmenistan and Azerbaijan. After the
breakup and beginning in 1992, prices rose by 2,500 percent, which had a severe impact on
the economy. By 1995, the sector accumulated a large amount of external debt, primarily to
Turkmenistan. The country’s gas consumption fell from 5.4 billion cubic meters (BCM) in
1990 to an estimated 0.8 BCM in 1998, Since domestic production is not significant

(0.3 BCM in 1998), most of the gas consumed is now imported. Since 1996, all imports have
come from Russia through a single supplier, Itera, an affiliate of RAO Gazprom Russia, which
18 also a shareholder in the newly-privatized gas companies.
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163. Most of the imported gas is used for power generation (at the Gardabani TPP) and by a
few large industries (such as the Rustavi metallurgic plant and the Azoti chemical plant).
Supply to households and commercial customers in the cities has been reduced to very low
levels. This is due in part to the fact that there is no effective metering, billing and collection
system. In addition, prices are too low to generate the revenues that would be sufficient to
restore the system to financial health and technical losses remain very high. An estimated
investment of over US$250 million would be needed to rehabilitate the distribution and
transimission system.

164.  As has occurred in the power sector, the natural gas sector was separated into
transmission and distribution enterprises. Transmission is operated by the state-owned
transmission operator company, Saktransgasmretsvi. It will not be privatized until the transit
potential has been clarified. Distribution is organized around 29 gas distribution companies,
six of which were privatized in 1998, Tbilgazi, the Thilisi distribution company, was offered
for tender for 75 percent of its shares in November 1999. There are also a number of
wholesale suppliers.

165. The management of the high pressure gas pipeline system was turned over to the
recenily created state-owned Gas International Corporation of Georgia (GIC). In addition, it is
in charge of promoting and negotiating gas transit projects. Gas transit essentially consists of
Russian gas exported to Armenia at about 1.5 BCM per vear.

166. The authority of the GNERC has been extended, through amendments to the 1997
Electricity Law, to induce greater competition in the sector and to attract private investment
with the aim of restoring gas supply to consumers. The authority of the Commission will
include regulation of monopolistic components of gas supply through the transmission and
distribution network. It will be in charge of establishing a clear methodology for setting tariffs
for monopoly services and will issue licenses to participants in the supply chain. Following
this, the remaining 23 municipal gas distribution companies will be offered for privatization.

Oil sector

167. The already modest domestic potential of the oil sector has been restrained by a lack
of security in the legal framework. The amount of foreign investment has been smail by
international standards (about US$60 million since independence).

168. The passage of the new Oil & Gas Law in May 1999 is expected to boost
development and attract foreign investors. It established a one-stop regulatory authority for the
sector, with powers to negotiate contracts, sign agreements and issue licenses. It provides legal
clarity necessary to attract foreign investment in particular in production-sharing agreements.
Saknaftobi, the state-owned Georgian Oil Company, will focus on its commercial activities
and will cease to play a regulatory role, to avoid potential conflicts of interest. It is in the
process of being prepared for privatization.
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Oil and gas transit pipelines

169. Georgia’s geographic location between the Black Sea, Russia, and the Caspian region,
rich in hydrocarbons, gives it important potential in terms of energy transit. Georgia’s
ratification of the Energy Charter Treaty may contribute to realizing that potential, and transit
fees could bring substantial revenues to the state. However, because pipelines are long-term
projects requiring significant investment inputs, a stable climate is needed, particularly in the
tax regime, in order to attract private investment.

170. Georgia signed an agreement with the Azerbaijan International Operating Company
(AIOC) to transport oil from the Caspian sea basin to build the so-called “early oil”
pipeline. It was completed in April 1999 and has since been transporting oil from the offshore
Chirag field via Baku in Azerbaijan to the Black sea terminal of Supsa at a rate of 150,000
barrels per day. The Georgian Intemnational Oil Corporation (GIOC) was created by
presidential decree in 1996 as the counterpart to AIOC 1o oversee the Baku-Supsa oil pipehne
and to facilitate other oil pipeline projects. Other pipeline routes are under consideration; they
would create a main East-West transit energy corridor. At the end of 1999, a package of
agreements was signed by the presidents of Azerbaijan, Georgia, Turkey and Turkmenistan in
Istanbul on the creation of the Baku-Thbilisi-Ceyhan pipeline. The cost of this project is
estimated at between USS$2.4 billion and US$4 billion. It would transport oil from the Caspian
Sea region to world markets from Baku in Azerbaijan, to the Turkish Mediterranean seaport of
Ceyhan via Georgia. Parallel to this, a pas pipeline, the so-called “Trans-Caspian™ pipeline,
would be laid across the floor of the Caspian sea from Turkmenistan to Turkey via Azerbaijan
and Georgia. Estimates put the cost of this project between US$2 and US$3 billion. Projects
have been hindered mainly by the financing component as well as geopolitical interests.

Conclusion

171.  Georgia has made progress in reforming its energy sector although the problems in this
sector remain large. It is one of the few countries of the former Soviet Union that sold an
electricity distribution company to a strategic investor. A comprehensive privatization
program is under way but may be slowed down by the problem of debt contracted directly or
indirectly by energy entities, in particular in the power sector. Corruption is another important
factor in this slowdown.

VII. EXCHANGE, TRADE AND PAYMENTS SYSTEMS

172,  Georgia accepted the obligations of Article VI, sections 2, 3, and 4 of the Fund’s
Articles of Agreement of December 20, 1996.

Exchange arrangements

173.  The currency of Georgia is the lari. The lari became the sole legal tender on October 2,

1995, replacing the coupon, which had been introduced on April 5, 1993, and was declared the
sole legal tender on Angust 3, 1993, For all commercial transactions, the exchange rates of the
1lari are negotiated freely between the banks and foreign exchange bureaus that are licensed by
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the NBG, and their customers. In addition, the NBG and the major commercial banks
participate in the sessions at the TICEX on each working day. Auctions take place for any
currency as long as the bid is not less than US$5,000. At these sessions, all transactions take
place at the single exchange rate for each currency which balances supply and demand.

174. Between January and August 1996, the official exchange rates for the U.S. dollar and
the Russian ruble were determined as the exchange rates arising at the TICEX session of the
previous Friday. Since August 12, 1996, the official rates are set daily. Official rates for other
convertible currencies are determined on the basis of the cross rates for the U.S. dollar and the
currencies concerned in the London market. For the currencies of the other BRO states,
official exchange rates are determined on the basis of the official cross rates for the Russian
ruble as determined in the Moscow market. Official exchange rates are used only for
government transactions and accounting purposes. Compulsory sales of foreign exchange by
exporters to the NBG have been abolished since January 1996.

175. On December 31, 1999, the official exchange rates were lari 1.960 per U.S. dollar and
lari 0.071 per Russian ruble.

Administration of control

176. The NBG is responsible for administering exchange control regulations, which are
formulated in collaboration with the Ministry of Finance. Decree No. 259, of March 5, 1992,
on “The First State of Liberalization of Foreign Economic Activity” established the legal basis
for the conduct of foreign economic activities in Georgia. The main provisions of this decree:
(1) allow all enterprises to engage directly in foreign trade; (ii} allow all residents to acquire and
hold foreign currency and engage in foreign transactions with a licensed foreign exchange
dealer; and (iti) authorize banks to open foreign exchange accounts for afl residents.

177.  'The NB(G has the authority to issue general foreign exchange dealing licenses to banks
to permit them to engage in foreign exchange transactions with residents and nonresidents and
to open correspondent accounts with banks outside of Georgia. The NBG also has the
authorities to issue internal licenses to banks which permit them to engage in the same range
of foreign exchange transactions as general license holders, except that holders of internal
licenses may not open correspondent accounts with banks abroad; all transfer of foreign
exchange by holders of intermal licenses must be carried out through correspondent accounts
held either with the NBG or with a bank that holds a general license. The NBG also has the
authorities to issue licenses for the establishment of exchange bureaus to engage in exchange
transactions of all kinds in banknotes.
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Prescription of currency

178. Residents of Georgia may make and receive payments and transfers in any convertible
currency.

Reside_nt and nonresident accounts

179. Resident individuals and enterprises are permitted to open and operate foreign
exchange accounts at banks in Georgia. The balances in these accounts may be used for all
authorized transactions. The opening of foreign exchange accounts abroad by residents is
subject to authorization by the Ministry of Finance and the NBG. Nonresidents may maintain
foreign exchange and local currency accounts with banks in Georgia and may freely remit
funds from these accounts offshore. The export of cash currency is permitted by non-residents
up to a limit equal to the amount of currency originally imported; exports by non-residents of
cash in excess of the amount imported by more than UUS$500 but less than US$10,000 are
subject to a fee of 2 percent, beyond this amount the fee is 3 percent. The export of cash by
residents is unrestricted up to an amount of US$500. Beyond this amount, exports of cash,
excloding amounts for business travel expenses, are subject to a 2 percent fee, with amounts
over US$10,000 subject to a 3 percent fee (Decree No. 1 of January 6, 1995 on Provisional
Rules for the Export on Foreign Currency Notes by Citizens, as amended by Decree No. 158
of May 6, 1995).

Imports and import payments

180. The Ministry of Trade and Foreign Economic Relations regulates all foreign trade of
Georgia.”” There are no quantitative restrictions on imports, and licenses are generally not
required. A customs duty of 12 percent is levied on most non-CIS imporis; certain goods are
subject to a customs duty of 5 percent as of January 1, 1997, including specific capital goods,
medical goods, electricity naturat gas, and equipment previously taxed at 12 percent, and
certain raw materials. Humanitarian aid, literature published by Georgian citizen abroad,
diplomatic shipments, non-commercial imports for internal consumption by cultural groups or
certain institutions and activities of the patriarchate, gifts valued at less than US$3,000 and
personal belongings, goods in transit and for re-export, and various categories of foods and
medicines are exempt from customs duty. All imports are subject to a general cusioms
processing fee of 0.2 percent. Foreign exchange to pay for imports may be purchased freely
from authorized banks at market rates.

" Decree No. 265 on Quotas and licensing of Merchandise Trade of March 31, 1993 and
Decree No. 35 of January 23, 1995, on the State Regulations of the Export and Import of
Goods and Services.



Exports and export proceeds

181. A limited range of goods are subject to export prohibitions or licensing requirements.
Effective July 1, 1998, the export prohibitions on scrap metals was abolished and replaced
with a specific custom duty. The export tax on scrap metal was eliminated in 1999, Licenses,
are required for the export of woods in trunks and pine seeds; numismatic collections
considered national treasures; certain biological (species of animals and plants),
paleontological, archeological, and ethnographic goods; and raw materials for medicine
production. All exports are subject to a general customs processing fee of 0.2 percent. Export
contract registration requirements have been abolished as of December 1996.

Payments for and proceeds from invisibles

182. Residents may freely purchase foreign exchange to make payments for invisible
transactions or use foreign exchange balances in their foreign exchange accounts with
authorized banks without restriction. Proceeds from invisibles are subject to the same
regulations and procedures as those applicable to the proceeds from exports. The importation
of foreign currency bank notes is unrestricted, but amounts must be declared by non-residents.

Capital

183. Inward and outward capital operations are not restricted. Since July 15, 1996, the
amount of cash lari that can be taken out of the country by a resident or nonresident without
permission is limited to four units of each currency denomination.

Gold

184, A license is required to conduct both international and domestic trade in gold.
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~ 81 = ANNEX 1

AN ESTIMATE OF POTENTIAL TAX REVENUE IN GEORGIA

L. Attempts to improve the fiscal situation in Georgia have been hampered by the
inability to coliect taxes. Arguably, the primary impediment to mobilizing revenue is tow
rates of compliance rather than low tax rates or widespread de jure tax exemptions. The
purpose of this section is to quantify the amount of revenue that could be collected from the
existing tax systern with no changes in policy, in other words if it was administered to the
fullest extent (effectively, 100 percent compliance). In short, the answer is that the current
tax system should be yielding tax revenue of around 26 percent of GDP, suggesting that
current tax collections are at around 53 percent of potential (Table 7). While no tax system
will collect 100 percent of potential revenue, it is clear that tax revenue could increase
dramatically simply by improving the administration of existing taxes."

Table 7. Georgia: Foregone Tax Revenue, 1998-99
(In percent of GDP, uniess otherwise indicated)

1998 1999 1599 Tax Compliance Rate
(In percent)
Total t2x revenue 134 14.0 264 53.0
Taxes on income 1.8 1.9 20 94.9
Taxes on profits 1.1 1.0 3.0 33.1
VAT 4.6 4.4 10.3 43.2
Custom duties 14 0.6 20 30.3
Excises 0.8 2.1 38 554
Other taxes 1.3 16 1.6 100.0
Exirabudgetary revenue 25 24 37 63.5
SSF (excluding budgetary 1.8 1.7 2.7 62.1
payrolh
EF 0.1 0.1 0.1 717
Road Fund 0.5 0.6 09 67.0
Of which: gasoline excise 0.2 0.5 41.7

Sources: Georgian authorities; and Fund staff estitnates.

2. The magnitade of the shortfall is striking, but it is important to note that Georgia has
a modern tax system with tax rates that are on par with countries attaining significantly
higher tax yields. For example, Georgia has a relatively broad based VAT of 20 percent, a
corporate tax rate of 20 percent, a top marginal personal income tax rate of 20 percent (which
commences at relatively low levels of income), excises on typically excisable goods
{(including of 80 percent on petroleum products), and payroll taxes of 28 percent. Even from
a broad perspective, it is clear that under such a system potential tax revenue above

20 percent of GDP is by no means unreasonable.

! The large informal sector also results in a revenue loss. It is estimated that if all economic
activities were in the formal, taxable sector, the tax base would increase by at least 12 percent
of GDP.
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3. It should be noted that the analysis is complicated by the lack, in many cases, of
adequate data. While this impediment is overcome by imputing or estimating the necessary
data, it suggests that there is a reasonable amount of variance in the estimated parameters. It
could also be questioned whether a comparative static exercise of this sort is valid to estimate
such large revenue movements. Ideally, a general equilibrium mode! approach would be
preferable. For example, to be more realistic, a private sector production and expenditure
response in response to the higher taxes actually paid should be modeled. It is possible that
part of the low compliance is a reflection of extremely low productivity in the private sector.
Likewise, private consumption would be expected to adjust in response to a large increase in
VAT payments. Nonetheless, the magnitude of the deviation between actual and potential
revenue has been large, and in all likelihood the qualitative results would probably not be
significantly affected by the presence of more accurate or detailed data or by applying a more
comprehensive estimation methodology. However, the exact quantification of the revenue
gap should be treated with an appropriate sense of variance.

4, The subsequent sections examine the results tax by tax and discuss the methodology
used to estimate potential revenue for each tax.

Income, profits, and payroll taxes.

5. The potential revenue from taxation of personal income is estimated to be 2 percent
of GDP, which is only 5 percent higher than current collections. This low potential reflects
the large share of employment in the informal economy that minimizes the scope for
increasing revenue even with substantial improvements to tax administration. The very
conservative estimate of taxable income has been derived by using data on income
distribution from a World Bank study on poverty for the rural and urban population, whlch is
then scaled to the level reported in household income and expenditure surveys in 1998.” This
income base is then adjusted by treating as nontaxable income transfers from the state,
in-kind income (as a substitute for own consumption), and unreported income (informal
economic activities). The resulting estimate of taxable personal income can be regarded as
the tax base the authorities ought to tax, given the tax legislation and the structure of the
economy. As indicated in Table 7, the personal income tax is non-linear, but using the above
average taxable income estimate of lari 55, the average tax rate is 12 percent.

6. The potential revenue from payroll taxes, at 2.7 percent of GDP, is much greater
than that for personal income taxes. Only 60 percent of potential revenue is currently being
collected. The tax base for payroll taxes is essentially wage income, income from
self-employment, and farm income, but the rates are significantly higher than the personal
income tax. An employer or self-employed person is supposed to pay 27 percent of wage
income to the Social Security Fund (SSF) and 1 percent to the Employment Fund (EF). In
addition, with the exception of self-employed, the empioyee also pays an additional 1 percent

2 See Georgia: Poverty and Income Distribution, World Bank, 1999.
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of wage income to the SSF. The estimated payroll tax base excludes the government wage
bill (payroll taxes paid by budgetary organizations are treated as an intergovernmental
transfer in the consolidated government accounts).

7. The potential revenue from profit taxes is estimated to be around 3 percent of GDP,
more than three times the actual collection rate. The official national accounts data do not
include data on income. But it is assumed that profits amount to 20 percent of GDP, so the
tax base is therefore 20 percent of GDP. However, the base is reduced by 25 percent to allow
for depreciation allowances and loss carry forwards. The remaining base is then multiplied
by the flat marginal rate of 20 percent.

VAT, excise, and custom duties

8. Potential revenue from the VAT at 10.3 percent of GDP is estimated to be almost

60 percent higher than actual collections in 1999. Due to the perceived unsatisfactory quality
of consumption data, potential VAT revenue has been estimated starting from GDP and
adjusting for: (i) the trade balance; (ii) capital investment; (iii) estimated value added in the
exempt sectors; (iv) government expenditure on salaries and wages; (v) exempt final private
expenditure; and (vi) sales by firms below the administrative threshold. The estimate
suggests that each percentage point of the VAT rate might potentiaily yield about (0.5 percent
of GDP in revenue. Given the broad-based tax base, at least on paper, with relatively few
exemptions and the VAT rate of 20 percent, this is a quite credible result.

9. While excise collections have picked up significantly in 1999, revenue is still almost
45 percent below potential {estimated to be around 3.8 percent of GDP). Potential revenue is
calculated by focusing on the two most important excisable goods—cigarettes and petroleum
products. The consumption of cigarettes is estimated to be 375 million packs per year, a
volume that should yield at the corresponding tax rates (prior to the recent increase in rates),
potential cigarette excise revenue of lari 82 million. Turning to petroleum products, potential
revenue is estimated from volume and price data provided by the authorities for gasoline,
diesel, kerosene, and lubricants. An excise rate of 80 percent is used, even though the rate
only went from 60 percent to 80 percent in July 1999. In addition, 30 percent of gasoline
excise revenue is recorded as Road Fund revenue. Under these assumptions, potential excise
revenue is around lari 132 million, excluding around lari 28 million in Road Fund gasoline
excise revenue,

10.  Potential custom duty revenue is particularly difficult to estimate given that the
primary source for import data is actually the customs department. Based on 1998 reported
trade data, the potential revenue is estimated to be 2.0 percent of GDP, which is iwo-thirds
greater than actual collections. Actual 1998 collections, however, included around
lari 12 million in petrolenm customs duties that were subsequently rebated in 1999, since
they allegedly were collected on imports from countries that have free trade agreements with
Georgia. Even though revenue in 1999 is understated by the amount of rebates, the
significant depreciation of the lari in the latter part of 1998 should have lead to an increase in
-the lari value of tmports in 1999—despite an estimated decline in volume—suggesting that
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potential revenue in 1999 would have been higher than in 1998. The potential revenue is
calculated by taking the value of imports, less the 42 percent that come from countries that
have free trade agreements with Georgia, and then less another 5 percent for the assumed
amount of exempt goods. Of the remaining tax base, it is assumed that 25 percent is subject
to the 5 percent rate and the remainder to the more prevalent 12 percent rate.

Other taxes and Road Fund

11.  Due to the paucity of data, it is assumed that other taxes and Road Fund non-excise
revenue are already at potential revenue. This is done not only for simplicity, but also to keep
with the spirit of making this a somewhat conservative estimate of potential revenue. In the
case of other taxes, which comprise various local taxes, this assumption is clearly not correct.
The land tax and the environmental tax, which includes a specific tax on some petroleum
products, are in all likelihood performing well below potential. For the Road Fund, it is
difficult to determine how much revenue could be generated from their own source.
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Table 8. Georgia: GDP by Origin, 1996-99
1996 1997 1998 1999
{In millions of lari)
Nominal GDP 3,768 4,505 4,795 5,594
(In percent of GDP)
Agriculture, livestock and agro-industry 39.1 34.5 31.6 332
Industry i4.9 13.6 13.0 13.0
Construction 2.7 3.6 4.4 3.8
Transport and comrnunications 5.7 7.8 11.2 11.6
Trade 12.4 11.2 10.9 11.7
Financial intermediation 0.7 1.0 1.3 1.3
Health and education 3.6 42 43 36
Real estate and rent 10.4 9.5 9.2 8.2
Net taxes 3.0 6.0 5.0 53
Other 7.6 8.8 9.1 84
{Percent change)
Real GDP 10.5 10.8 29 30

Source: Georglan State Department of Statistics.
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Table 9. Georgia: Production of Selected Industrial Commeodities, 1995-98 1/

{In thousands of tons; unless otherwise indicated)

1995 1996 1897 1998
Fuel and energy
Electric power (in billions of kWh) 7.1 7.2 72 8.1
Coal 42.6 2.5 4.6 14.7
0il 42.7 128.0 134.0 11%.2
Natural gas (in millions of m3} 33 13
Gasoline 6.7 4.4 24
Diesel fuel 1.8 4.5 8.1 4.7
Metallurgy
Steel E8.4 82.7 103.0 56.4
Finished roll steel 70.2 5B.6 B57 42.8
Rolled ferrous metal 74.5 67.2 93.2 428
Steel pipes 37.8 34.0 23.5 2.8
Manganese ore 41.9 101.9 14.2 16.0
Machine-building
ASC motors (in thousands of KW) 11 1.2 0.0
Machine tools (in units) 57.0 13.0 28.0 21.0
Flooding electric engines {in thousands of usits) .7 04 0.3 0.1
Lifting motors (in thousands of units) 1.8 0.7 0.6 0.2
Chemical/tinber praducts
Mineral fertilizers 2/ 42.7 68.0 809 554
Synthetic amunoniac 65.6 93.2 102.1 715
Sawdust (in thousands of m3) 153 15.4 17.0 31.0
Constretion
Prefabricated ferro-concrete structures (thousands of m3) 11.1 3.6 83 83
Building bricks (in millions of units) 6.8 0.4 11.7 13.1
Light industry
Silk thread {in tons) 42.6 “17.6 8.6
Cotton yam a6 0.4 al (L8]
Waoel yarmn 0.3 0.2 01 0.0
Fabrics, total {in millions of cubic square) 22 1.3 0.5 02
Basic foodstuff and food-processing
Granulated suger 0.2 258 19.7
Meat products 03 0.5 1.0 1.4
Fish and fish products [P 0.6 14 [Ehs]
Dairy products 43 4.4 6.4 6.7
Canned food 87 7.9 2.0 1.5
Tea, primary processed 8.0 RS 92 10.2
Waturai tea 4.2 37 54 52
Macaroni products 4.3 0.5 03 0.8
Non-alcobolic beverages (in millions of decaliters) 0.6 1.6 4.0 29
Minera! water (in millions of 1/2 liters) 94 36.1 66.4 582
Cigarettes {in biltions) 1.8 1.2 0.9 0.6
Vodka and ligueurs (in thousands of decaliters) 1026 132.0 2470 309.8
Grape wine (in thousands of decalilers) 3,670.0 2,283.0 2,458.0 21760
Champagne (in thousands of decaliters) 492 94.6 1370 51.9
Cognac (in thousands of decaliters) 157.9 135.0 74.0 474
Beer (in thousands of decaliters) 652.9 476.0 785.0 740.0

Sources: Georgian authorities; and Fund staff estimates.

1/ Data for Abkhazia and South Ossetiz are not included.

APPENDIX 1
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Table 10. Georgia: Transportation Indicators, 1995-99 -
(In thousands of tons)

1995 1996 1997 1998 1999 1/
Freight transport 14,983 14,146 19,696 24,000 15,774
Rail 4,656 4,784 7,231 8,400 5,355
. Road 8,690 8,800 12,200 15,000 10,000
Sea 1,637 562 265 600 419

Source: Georgian State Department of Statistics.

1/ January-August.
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Table 11. Georgia: Population and Employment, 1595-98

{In thousands)
1995 1996 1997 1998 5/
Total population 1/ 5,374.3 5,377.2 5,388.0 539835
Males 2,562.9 2,565.5 25727 2,580.0
Females 2,811.4 2,811.7 28153 28185
Urban 2,369.2 2,969.0 29754 29841
Rural 2,405.1 2,408.2 23126 24144
Under 16 years of age 1,313.2 1,281.2 1,247.5 1,210.4
In active years 2/ 2,988.8 2,9%0.8 3,308.8 3,3232
Qver active age 1,072.3 1,105.2 831.7 864.9
Population employed 3/ 1,7300 2,036.2 22312 1,886.4
State sector 985.3 580.0 570.7 515.1
Of which:
Industry and construction 2517 138.8 97.7 80.3
Agriculture 90.0 4212 423 248
Transportation and communications 78.1 68.6 584 59.5
Trade and other materials sectors 41.1 39.2 313 294
Health, edncation, and science 211.1 2155 240.2 2267
Administration and finance 44.1 333 453 40.1
Other nonmaterial sector 764 404 555 543
Cooperatives 4/ 110.7 554 470 e
Industry and consiruction 40.1 274 234 27
Agriculture 40.3 244 22.0 34
Other 303 3.6 1.6
Private sector 6340 1,400.7 1,615.5 1,371.3
Of which:
Self-employed 6.4 1,3244 1,529.2 1,297.2
Retired {receiving peusion) 1,140.7 1,104.7 1,022.0
Of which:
Retirees employed 65.2 65.1 64.7

Source: Georgian State Departinent of Statistics.

1/ Total population may be significantly overestimated because data inclugde persons registered in Georgia but living abroad.

2/ Since February 20, 1996, working ege is 16-60 for women, and 16-65 years for men. Prior to that date, working age was 16-55 for women,
and 16-60 years for men. '

3/ Excludes employment in the informal sector. Official estimates indicate that, as of end-1997 employment on the informal sector was about
750,000 persons.

4/ Including collective farms and consumer cooperatives.

5/ 1998 data is an estimate; first part of the data is not available at this point. Since 1998 State Department of Statistics has started the
implememation of Labor force surveys {using the ILO methodology). The data obtained through these surveys are under revision and will be
available in near future.
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Table 12. Georgia: Unemployment, 1995-99 .
{Number of persons, end-of-period)
1995 1996 1997 1998 1999 1/
Sep.
Registered unemployed 65,450 53,372 142,795 98,512 99,155
Of which:
Receiving benefits 1,081 7,980 5,358 1,793 1,916

Sources: Ministry of Labor and Social Affairs; and Georgian State Department of Statistics.

1/ As of September 1, 1999,
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Table 14. Georgia: Government Wages and Pensions, 1995-99 i/

Minimum monthly wage Average monthly wage Monthly pension -
Nominal Real 2/ Nominal Real 2/ Nominal Real 2
{In lari) {Jan. 1931=100) (In laf} (Sep. 1994=100) (Inlari}  (Jan. 1991=100)
1995
Januery 1.5 11.3 78 224.4 30 225
February 15 102 78 1226 3D 224
March 1.5 165 78 2205 10 23
Aprik 1.5 1L.6 78 231.8 a0 213
May 1.5 101 78 2208 kX4 222
June 1.5 1.2 7.8 2233 3.0 22.4
iy 335 259 27 2752 3.7 27.4
Angust K 251 9.7 2664 7 6.5
September 35 24.1 2.7 2559 3.7 255
October 35 195 105 2245 17 209
Nowvember 6.0 EETH 5.7 3154 6.0 18
Dacember 6.0 24 [5.7 3243 6.0 324
1996
January 6.0 L3N 157 3161 5.0 ile
February 70 ERR 17.2 3343 7.0 3558
March 7.0 43 7.2 3249 7.0 345
April 70 141 17.2 3210 1.0 341
May 70 40 17.2 119.7 1.0 30
June 9.0 424 231 4254 BS5 40.9
July 20 4.0 231 431.5 8.5 41.5
August X 44.0 231 431.4 B3 415
September 9.0 437 29.7 552.5 B.5 41.3
Qctober 90 436 209 5503 B.5 211
MNovember 9.0 433 297 5445 B.5 40.7
December 2.0 427 29.7 5196 B.5 433
1587
January 12.0 565 341 6146 o8 4861
Februgry 12.0 553 4.0 §012.0 28 452
March 120 550 34.1 5978 9.8 449
April 12.0 348 4 596.0 98 44.7
May 12.0 54.2 43 5899 2.8 443
June 1.0 543 341 601.4 98 451
July 12.0 558 341 606.9 9.8 456
August 15.0 697 375 6669 1.8 5438
September 15.0 68.9 375 652.6 11.8 542
Qctober 15.0 68.4 75 554.2 1138 538
Novemnber 150 66.8 375 6394 1z J6
December 15.0 £6.4 375 635.0 118 522
1993
January 7.0 75.0 413 696.4 130 573
February 3] 742 41.3 629.0 130 56.7
March 17.0 74.1 41.3 68B.7 130 567
April 17.0 73 41.3 6323 13.0 56.2
May 170 74.7 413 6918 13.0 57.1
June 17.0 162 41.3 074 130 58.2
July 187 8538 45.4 7974 13.0 597
August 187 B56 454 1953 1.0 59.5
September 187 855 454 943 13.0 594
October 18.7 847 454 7868 13.9 58.9
November 18.7 %38 454 185 14.0 §2.7
Detember 18.7 748 454 694.5 140 56.0
1999
January 18.7 728 14.0 54.6
February 187 624 140 520
March 187 681 587 ¥ 8420 14.0 510
April 187 57.3 14.0 504
day 187 GR.4 140 I1.2
June 200 742 6R6 3/ 959.4 14.0 519
Juty 200 758 4.0 331
August 2004 75.8 140 531
September 4/ 200 751 T30 & 10558 14.0 526
October
November
December

Source: Georgian State Department of Statisties.

1/ Incluedes only wages of budgetary organizations.
2/ CP1 deflated.

3/ As of 1959, wages are reported quarterly.

4 Preliminary gatimate.
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Table 15, Georgia: Consumer Price Index, 1996-99 1/2/

Consumer Percentage changes
price Over Over Over same
index previons previons month
(1995 = 100} month quarter prévious year
1996
Janvaty 120.8 2.5 43,0
February 134.4 36 46.%
March 138.3 2.9 9.3 55.7
April 140.0 1.2 59.3
May 0.6 0.4 52.2
June 141.7 0.8 5 55.2
Tuly 139.8 13 518
August - 139.3 2.0 47.0
September 140.6 035 0.8 42.0
October 141.2 04 15.5
Novermber 142.7 1.1 16.7
December 144.0 05 2.4 138
Average 1996 139.4 39.4
1997
January 145.1 0.8 118
Febryary 148.2 21 10.3
March 1452 o7 36 79
April 1457 0.3 6.9
May 151.2 1.0 7.5
Jume i4R.3 ~-1.9 -0.8 4.7
Taly 147.0 0.9 5.2
Aungust 147.1 0.} 52
September 148.7 1.1 0.3 5.8
October . 1499 0.8 6.2
November 1534 23 75
Decentber 1545 0.7 36 13
Average 1597 149.4 1
1998
January 154.9 a3 4.8
Febmary 156.6 11 5.7
March 156.6 0.0 14 5.0
April 158.1 0.9 5.6
May 155.4 -1.7 28
June 152.4 -1.% =27 28
July 488 -2.4 1.2
August 149.2 0.3 1.4
September 149.4 0l 2.0 0.5
Qciober 1508 14 0.7
November 152.5 1.1 -0.6
December 171.0 12.1 14.5 146
Average 1998 154.7 3.6
1999
January 1754 2.6 13.2
February 184.2 5.0 17.6
March 187.7 19 8 19.8
April 190.2 13 20.1
May 1871 -6 202
June 184.5 -1.4 =17 208
July 180.6 -2 211
August 180.4 0.0 208
September 180.0 1.0 2.4 2138
Qctober 180.9 0.5 21.3
November 185.2 24 229
Detember 187.3 1.2 4.1 10.9
Average 1999 1836 19.1

Souvrce: Georgian State Department of Statistics.

1/ According to 296-good Laspeyres index. The last revision of the CPJ weights was made in December 1957
2/ A national consumer price index (CP1) was introduced i January 19%6. Developments in the natienal CP! have been
very similar to the developments in the Thilisi CPL.
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Table 16. Georgia: Summary of Generat Gavernment Operations, 193699

1995 1996 1997 1998 1999
Estimated
outum

(In millions of lazi)

Total revenue and grants {exclading privatization) 25940 3307 668.8 T8EA 8727

Total revenue 188.0 459.6 653.5 740.8 824.4

Tax revenue {excluding extrabudpetary) 1328 3178 4846 524.1 649.2

Taxes on income 208 44.5 76.9 §7.8 104.8

Taxes on profils 288 e 388 50.5 556

YAT 58.43 1338 205.5 2197 2433

Custam duties 4.5 199 61.2 61.0 338

Excises 2.8 5% 527 8.7 118.2

Odher taxes 17.5 559 49.5 623 82.6

Moriax revenue 169 500 663 97.1 43.0

Extrabudgetary revenue 1/ 3813 0.7 102.5 1175 1322

Grants e 711 15.4 457 482

Total expenditure and net lénding 458.5 300.8 9824 1,096.4 1,249.6

Current expanditure 2/ 389.4 7367 890.5 997.3 1,15].1

‘Wages and salaries 59.5 103.7 1555 1767 191.6

Goods and services 3/ 1162 303.9 274.0 2024 18RS

Transters and subsidies 3% 59.0 103.4 1193 1627

Interest payments 4.6 5756 25| 114.8 158.4

Domestic 1.0 11.7 38.0 618 80.3

External 336 45.8 ar.] 519 779

Extrabudgetary expenditures 4/ 49,9 103.8 168.4 2125 2117

Local government expendires 701 1087 104.2 M7 2382

Capitzl sxpenditure 8.8 68.9 734 5.5 453

Of whieh: Poteign financed 17.6 335 43.7

Net lending 273 4.2 18.5 336 49.2

Of which: Foreign financed 134 s 39.7

Budget contingenoy 0.0 0.0 0.0 1] 0.0

Ovetall balance (commitments) -196.5 -27%.1 -313.6 -309.% -376.9

Adjustment to cash basis R 26.0 79 28.4 54.0 101.2

Net change m expenditure arrears (-, reduction) 268 78 284 64.0 1412

External interest 120 -5.1 9.6 .55 0.0

Domestic expenditure 14.8 13,8 38.0 69.5 11.2

Net cther cash balancing -0.8 ¢.0 0.0 0.0 0.0

Overall balance (cash) -170.5 -271.2 -285.2 -246.0 275.7

Total financing 1705 271.2 2852 246.0 5.7

Privatization 29 19.5 257 134 527

Domestic 594 156.8 161.6 7.9 1242

NBG 109.8 187.1

Of which: NBG recapialization .0 70.3

Commercial banks -7 -0.6

Nonbank -2.1 B.D

Offset o WBG Recapitalization 2.0 =703

External 108.2 94.9 97.9 74.7 5388

Disbursements 108.2 94.9 111.2 100.2 138.5

Amortization -116.5 -15.5 -69 8 -115.4 -183.0

Changes in arrears (+, reduction) HI&S 155 34.5 -134 113.3

Macroeconomic support 0.0 Q.0 0.0 163.5 a0

Net LS in-kind leans §/ 06 0.0 0.0 0.0 30.0
Memorandum items:

Primary overal] balance (commitments) -181.% 2215 -228.5 -195.2 -218.5

Orverall balance before grants -267.3 3502 -32%.0 -35356 ~425.1

Domestic overall balance -267.5 2979 -2886 -341.8

Non-intersst current expenditure 3348 679.1 8055 882.5 9928

Non-interest current expenditure (cash basiz) 3200 666.1 790.4 8131 891.6

Tatal expesnditure and net lending {cash basis) 428.7 801.9 054.1 1.032.4 1,148.4

Tax revenue (prog. def.) / cument expenditure 439% 55.6% 65.9% 64.5% 67.9%
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Table 16. Georgia: Summary of General Government Operations, 1996-99

1995 1996 1997 1998 1999
T Esmmated
omtturm
{In percent of GDP)

Total revenue and grants (excluding privatization) 106 14.1 14.8 16.4 15.6
Tatzl revenue 7.7 122 14.5 154 14.7
Tax vevenue {excluding extrabndgetary) 53 8.4 108 ne 118
Taxes on incame 0.9 1.2 1.7 1.8 1.5

Taxes on profits 12 10 0.9 1.1 1.0

VAT 2.4 36 4.6 4.6 4.4
Custom duties 02 0.5 1.4 1.4 0.6
Excises a.l o7 1.2 0.3 2.l

Other taxes 0.7 1.5 1.1 13 1%

Nontax revenue a7 13 1.5 2.0 03
Extrabudgetary revenne 1/ 1.6 P 23 2.5 24
Grants 9 19 0.3 1.0 &5
Total expenditure and net lending 187 21.5 21.8 229 233
Current expenditure 2f - 6.0 15.6 19.8 20.8 206
Wapes and salaries 24 28 35 37 3.4

Goods and serviges 3f 4.8 2.1 . Al 4.2 3.4
Transfers and subsidies 1.4 16 2.3 25 28

Interest payments 2.2 1.5 18 4 28
Domestic 0.0 a3 0.8 1.3 14

External 22 1.2 14 1.1 1.4
Extrabudgetary sxpenditures 4/ 21 28 a7 4.4 38

Lotal govemment sxpenditures 2.9 19 2.3 ES-] 4.3

Capita] expenditre 1.6 1.8 1.6 1.4 9.9

Qf which: Foreign financed X} 8.7 2.8

Net lending i) 0.1 04 0.7 [(E:]

G which: Foreign fmanced 03 Q.7 a7

Budget contingency 0.0 .0 0.0 00 0.0
Overal! balanee (cormmitraents) -3.1 74 -1.0 6.5 -6.7
Adjustment to cash basis 1.1 0.2 0.6 12 1.8
Net change in ¢xpenditure arrears {-, reduction) 1.t 02 0.6 12 1.8
External interest 0.5 0. -0.2 Q.1 [+]
Domestic sxpenditure 0.6 03 0.8 14 1.8

Net ather cash balancing 00 0.0 0.0 0.0 00
Overall balance {cash) -0 -2 6.3 -5 -4.%
Total finaneing 79 7.2 63 5.1 4.9
Privatzation Q.1 0.5 0.6 1.5 0.8
Domestic 24 42 36 20 22
NBG 2.3 33

Of which: NBG recapitatization 0.0 1.3
Cominercial hanks 0.2 0.0
Nonbank 0.0 2.1
Offset to NBG Recapitalization 0.0 -1.3
External 44 2.5 2.2 1.6 1.2
Disbursements a4 25 25 2.1 2.5
Amortization 48 -0.4 -1.3 2.4 =33
Changes in arrears (-, reduction) 48 04 13 -l.5 20
Magroeconomic suppaert 0.0 0.0 0.0 14 0.0

Net U.S. in-kind loans 5/ 0.0 iX0] 0.0 0.0 05

Memorandum items:

Tax revenue (including exrabudgetary) 7.0 10.9 13.0 13.4 14.0
Primary overal] balance (commitments) -58 5.9 51 4.1 -39
Overall balance before grants -11.0 93 73 14 -76
Demegtic overall balznce -11.8 -6.6 -6.0 -6.1
Nen-intetest curent expenditure 13.8 18.0 17.9 18.4 w7
Non-i current expendinare (cash basis) 13.2 177 i7.5 17.0 15.9
Totel expenditure and net lending (cash basis) 17.6 213 212 21.5 2058
Nomimal GOF (In lari millions) 2432 3,763 4,545 4,795 5,594

Sources: Georgian authorities; and Fund staff estimates.

V/ Includes revenues of the Pension Fund, Employment Fund, Health Fund {until July 1997), and Road Fund. Payroll tax
payments made by vudgetary organizations arc treated a5 intragovernmental transfers,

2/ Capital expenditures of local governments and the Road Fund may be included.

3/ Comibines other goods and services, unclassified expenditures, and other cusrent expenditures,

4 Expenditures of the Pension Fend, Employment Fund, Road Fund and Health Fund (uatil July 1597).

3f Used for in-kind loans disbursed in 1998 or later. Given the lag between the creation of the financial ability and the delivery
of the in-kind goods, positive net financing is recarded as the in-kind goods are deivered {prior to delivery, the fimancial hability is offset
by the holding of the in-kind asset).
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Table 17. Georgia: Accounts of Extrabudgetary Funds, 1997-99 1/

{In millions of tari)

1997 1998 1999
Jan -Sep.
Social Security Fund
Revenue 131.0 149.7 174.3
Payroll taxes 98.2 1134 1263
Transfers from state budget 32.8 30.7 42.0
For pensions 14.6
For child allowances
Allowances households .
Electricity for pensioners 18.2 -
Other 0.0 55 06
Expenditure 129.6 146.9 174.3
Pensions 1199 133.7 161.4
Child allowances 1.9 1.0
Sickness allowances 2/ 6.7 6.3 4.0
Allowances households . .
Other 26 4.5 40
Balance (-, deficit) 3.2 29 0.0
Employment Fund
Revenue 1.2 32 3.8
Expenditure 14 32 3.8
Unemployment benefits 0.8 1.5 1.0
Job programs 02 0.6 1.8
Education and qualification 0.3 04 3.5
Adrministration 0.3 0.7 1.0
Balance (-, deficit) -0.2 0.0 0.0
Road Fund
Revenue 34.6 174 35.1
Road user fees 9.9 7.4 7.0
il tax 1.0 12.6 15.0
Car tax 53 4.2 4.5
Cross-border tax 9.1 9.5 1.5
Advertisernent tax 0.2 01
Central budget allocations 8.9 3.5 0.0
Expenditure 37.4 376 35.1
Maintenance and repairs 27.6 19.8 200
Construction 4.8 16.4 12.6
Payment of arrears for 1996 0.0 n.a. n.a.
Other 1.4 1.5
Balance (-, deficit} -2.8 -0.2 0.0
Of which:

financed by arrears accumulation

Source: Georgian authorities.

1/ The Privatization Fund is not included because detailed data on this fund’s activities are not available.
2/ Includes allowances for sickness, pregnancy and maternity.
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APPENDIX 1
Table 21. Georgia: Excise Tax Rates, 1998-2000 1/
Quannity 1998 1950 T 2000
May Nov. Jan. Apr. Jun. Sep. Jan.
Aleohol
Domestic
Champagte Litre 4.00 4.60 400 4,00 4.9¢ .50 0.50
Sparkling grape wine Litre 0.50 0.50 0.50 0.50 0.50 .50 0.50
Sparkling fruit wine Litre 2.00 2.00 2.00 2.00 2.00 .50 0.50
Unbaotiled wine Litre o.10 0.10 0.1 a.10 0.10 a.1a Q.10
Bottled wine Litre 0.20 0.20 020 .20 0.20 0.20 020
Fruit wine Litre 1.70 L70 [;H 1.79 1.70 .00 2.00
Bortled fortified wine Litre 0.50 0.50 .30 £.50 0.50 1.00 1.00
Unbottled fortified wine Litre 1.00 1.00 1.00 1.00 1.00 0.50 0.50
Mized fortified wine Litrg .00 2.00 .00 2.00 2400 .
Copnac md gognac materials Litre £.70 6.70 6.70 £.70 670 .00 2.00
Whiskey, gin, and rum Litre 4.00 4.00 400 4.00 4.60 200 2.00
Brandy and brandy materials Litre 2.70 2.0 2.70 2.70 270 2.00 2,00
Vadka Litre 1.00 1.00 1.00 1.60 1.00 [0 1.00
Liguear Litre 2.70 270 270 2,70 270 2.00 2.00
Other aleoholic drinks Litre 1.00 1.00 1.00 1.00 1.00 2.00 200
Beer Litre 212 012 0.12 0.12 0,12 912 n.12
Ethyl spirits Live .70 0.70 0,70 0.70 0.70 0.70 .70
Imporied 2f
Champagne Litre 4.93 4.93 4.00 4.00 4,00 0.50 0.50
Sparkling grape wine Litre 5% .59 0.50 0.50 0.50 0,50 050
Sparkling fruoit wine Litre 247 247 2.00 2.00 200 0.50 0.50
Unbottled wine Litre a.1¢ .10 0,19 D10 0.10
Bottled wine Lime 0.24 0.24 0.2¢ 0.20 020 .
Fruit wine Litre 2.05 2.05 1.0 1.70 1.70 2.00 2.00
Botiled fortified wine Litre 1.23 1323 0.50 0.50 0.50 1.00 1.06
Unbottled fortified wine Litre 0.61 a6} |.00 1.08 1.00 1.00 1.00
Mixed fortified wine Liwe 247 2.47 .00 2.00 2.00 1.00 1.0G
Cognac and cognac materials Litre 822 8.22 6.70 &.70 6.70 2.00 200
Whiskey, gin, and rum Litre 493 4.93 4,00 400 4,00 2.00 200
Brandy and brandy materials Litre 128 328 .70 2.70 2.70 2.00 2.00
Vodka Lime 1.24 1.24 1.00 1.00 1.0 1.00 t.og
Ligueur Litre 328 3.28 270 210 270 2.00 2.00
Other alcaholic drinks Litre 1.24 1.24 1.00 1.00 1.00 2.00 2.00
Beer Litre 328 3.28 012 012 0,12 .12 0.12
Ethy! spirits Litre 033 0.83 0.7 070 0.70 0.70 0,70
Tebacen produets 3/
Domestic
Smoking tobacco Kiiogram 20 20 20 20 20 20
Cigar Per unit a9.15 0.15 015 015 Q.15 0.60
Cigarettes (clags 1 and IT) 4/ 20 units 100% 0,15 .15 0.15 015 0,15 (.40
Cigatettes {other) 5/ 20 units 55% G.05 0.05 005 .05 {05 030
Imported
Stnoking tobacco Kilagram 20 20 20 20 20 20 20
Cigar Per unit 0.25 0.25 0.25 Q.25 0.25 025 0.60
Ciparettes (class 1 and IT) 4/ 20 units 023 0.25 0.25 0.25 025 025 0.40
Ciparettes (other) 5/ 20 urits [{3}] 0,19 015 0.19 015 R ES 0.30
Jewelry Percent 5 s 35 is 35 35 35
Passenger automabiles Percent 13 15 15 15 15 15 15
Passenger antomobile tires Percent i) 15 15 is 15 -] |5
Caviar Pereant 20 20 20 20 20 20 20
Ethylated automobile pgas Percent 109 100 [0 100
Non-cthylated antomebile gas Percent 60 &0 60 60 80 8¢ &0
Orher petroleumn products {except mazout) Percent 50 &0 &0 &0 60 60

Source: Tax Code of Geargia.

1f Uniess demeted as percent, excises are specific and expressed in tari per unit.

2/ The excise component of the combined fixed tax (that was in effect until January 1, 1999] that was comprised of the impart duty, excise, and VAT.
3/ Refers to a single specific tax that is paid in lieuw of excise and VAT.

4/ Defined as fileered since July 19, 1999,

5/ Defined a3 unfiltered since July 15, 1995,
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Table 22. Georgia: Tax Arrears, 1997-99 1/

{Beginning of period)
1997 1998 1999
Jannary July January July January July
{In millions of lari)

Total tax amears 2/ 1297 1694 172.2 2162 309.6 3511
VAT 7.9 282 47.1 597 102.5 1014
Profit tax 7.9 34 20.9 270 46.5 . 56.7
Personal income tax
Excise tax 6.8 5.8 8.6 16.6 202 225
Land tax 8.0 10.6 i6.3 16,7 38 189
Other taxes collected by STD 9.5 12.6 18.5 36.1 582 68.2
Taxes collected by Customs (SCD) 17 3.2 4.8 .
Payroli taxes 49.2 62.4 60.9 60.2 50.3 61.6

Pension Fund 49.2 62.4 60.0 59.0 488 61.6
Employment Fund 09 1.2 1.5 2.0
(In percent af GDP) 3¢

Total tax arrears 2/ 34 4.1 3.8 4.6 6.5 6.8
VAT 05 o7 Lo 13 2.1 |
Profit tax 0.2 &1 0.4 9.6 1.0 1.1
Personal income tax
Excise tax 0.2 Q.1 .2 04 6.4 0.4
Property tax
Land tax 02 03 0.3 o4 0.7 07
Other taxes collected by §TD 0.3 0.3 0.4 0.8 1.2 L3
Taxes collected by Customs {SCD) 0.1
Payrolt taxes 1.3 1.5 1.3 1.3 1.0 12

Pension Fund 1.3 15 1.3 1.3 1.0 12
Employment Fund 0.0 0.0 0.0 00

Sources: Georgian authorities; and Fund staff estimates.

1} The coverage of tax arrears is more complete for 1996, since arrears in contributions 1o the Pension Fund are included. Also, as from December 1, 1996 the data
include arrears of taxes collected by the State Costoms Department and payroll taxes collected by Employment Fund. Arrears o the Health Fund, the Road Fund, and
some local governments taxes are exciuded.

2/ The data include unpaid penalties for overdue tax payment cbligations, hiding income.

3/ Presented as a percentage of GDP in the preceding four quarters.
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APPENDIX |
Table 23. Georgia: Public Expenditure in Education and Health, 1997-59
1997 1998 1999
Jan.-Sep.
(In millions of lari)

Education expenditure 112.6 113.2 147.9
Central government 383 304 46.5
Local governments 742 82.8 161.4

Health expenditure 41.3 40.4 57.6
Central government 27.4 24.7 34.7

Research and experiments 0.6 0.0 0.0

State health care programs 129 13.1 16.3

Transfers to State Medical Company of Georgia 6.8 11.5 18.5

Local governments 13.9 15.8 229
{In percent of GDP)

Memorandum items:

Education expenditure 2.5 24 3.5

Health expenditure 0.9 0.6 14

Source: Georgian authorities.
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Table 24. Georgia: State Budget and Actoal Outturn, 1992

Siate budget 1/ Agtual outturn
Inmillions of lart  Inpercent of GDP In millions of lari In percent of GDF
Total revenue and grants (excluding privatization) 846.6 15.1 623.0 111
Total revenme 7602 t3e 5743 10.3
T reveriue {excluding extrabudgetary) 5617 100 4178 15
Taxes on income 365 0.7 45.0 0.8
Taxes on profits 157 0.4 20.3 0.4
VAT 2754 4.9 216.6 39
3TD 144.0 A 1298 13
3¢D 131.4 2.3 368 1.6
Custom duttes 923 17 257 0.3
Excises 137.8 2.5 1103 20
3TD 160 6.3 144 03
5CD 121.8 22 96.0 17
Other taxes 0.0 0.0 1] 0.0
Land tax 0.0 0.0 0.0 X
Mineral resources 0.0 00 0.0 0.0
Environment tax 0.0 0o 00 00
Property tax 0o 0.0 00 o0
Tax on transfer of property 0.0 0.0 0.0 0.0
Local taxes 0.0 00 0.0 0.0
Nantax fevenue 473 08 24.8 04
Extrebudgetary revanue 151.2 27 1322 24
SSF (excluding budgetary payroll) 1123 2.0 34.6 1.7
EF 38 01 4.0 0.1
Road Fund 351 0.6 336 Q.6
Qf which ; Gasoline sxcise 0.0 0.0 119 8.2
Grants 864 1.5 48.2 ag
Tatal expenditare and nat lending 1,027.4 184 958.2 171
Current expenditors 8855 138 8509 154
‘Wages and salaries 952 1.8 102.5 1.8
Goods and services 214.5 kR I88.5 34
Transfers and subsidies 1882 34 1986 3.6
Interest payments 1723 31 158.4 2.8
Domestic 811 1.6 80.5 14
External 852 1.5 719 1.4
Extrabudgetary sxpenditures 2113 38 2117 38
S8F 1724 31 174.0 31
EF 38 a1 4.1 .1
Road Fund 351 1] 336 0.8
Capital expenditure 1012 13 493 0.9
Of which ; Foreign financed 7.8 13 437 03
Net landing 407 0.7 49.2 0.9
Of which : Forsign financed 56.6 1.0 9.7 07
Budget contingency 0.0 g.0 0.0 00
Overall balance (commiments) -180.8 -32 -3352 6.0
Adjustment to cash basis -50.0 -1.6 92.6 1.7
Extemal imterest 0.0 0.0 [12¢] 0.0
Domestic expanditure -G08 16 526 17
Net other cash balancing 0.0 0.0 0.0 0.0
Overall balance (cash) ) -270.8 4.8 -242.6 -43
Total financing 2708 43 2426 4.3
Privatization 60.0 11 210 0.4
Daomestic 24.5 0.4 1242 22
External 156.2 28 68.4 1.2
Met U5, in-kingd loans 30.0 0.3 28.6 45
Financing gap 0.0 0 00 0.0
Memorandum items:
GDP (in millions of lari) 5,5931.8
Number of employzes 143,000.0

Sourses: Geargian authorities; and Fund staff estimates.

1/ As criginally approved by the Parliament in March 1599,

AFPENDIX |
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Table 25. Georgia: Monetary Survey, 1996-99 1/

1996 1897 1998 1999
Dec. Deac. Dec. Mar. Jun. Sep. Dec.

{Stocks, end-of-period; in millions of lari}

Ner foreign assets -19.0 -73.0 -390 -415.4 -359.8 -348.2 -375.7
Net domestic assets 2752 446.0 687.5 818.5 1726 790.9 820.3
Domestic credit 364.0 568.1 732.1 900.1 919.4 967.5 1007.6
Net claitns on general government 2/ 2358 3952 49319 608.2 635.5 671.6 6B8.5
Credit to the rest of the economy 128.2 172.9 238.2 2819 283.8 2959 3192
Other items, net 2/ -88.8 -122.1 -44.6 -B1.1 -146.7 -176.5 -187.3
Broad money (M3) 256.3 3730 368.5 403.5 4128 4427 444.6
Broad money, excluding foreign exchange deposits (M2) 2180 295.2 261.1 254.1 258.0 288.0 286.1
Currency held by the public 176.8 239.9 212.2 206.9 211.6 240.9 244.0
Currency in circuiation (MO} - 18356 254.6 222.0 217 2249 2534 259.8

Less: Banks® veuit cash -8.8 -14.7 9.8 -14.8 -13.3 -124 -15.8
Deposit liabilities (domestic currency) 41.2 553 48.9 472 46.3 47.1 421
Fareign currency deposits 383 77.8 107.4 149.4 154.3 1547 158.4
Total deposit liabilities 79.5 133.2 156.3 196.6 2012 201.8 200.6

{Flows, with respect to end of previous period; it millions of lari)

Net foreign assets -36.7 -540 -246.0 964 556 11.6 <276
Net domestic assets 1123 1708 241.5 131.4 -46.3 18.3 194
Domestic credit 1359 204.1 164.0 168.0 19.3 438.1 4.2
Net claims on general government 156.7 155.4 98.8 1142 213 36.1 16.9
Credit to the rest of the economy -20.8 44.7 65.2 53.7 -8.1 12.1 23.3
Other items, net -23.5 -33.3 77.5 -16.6 -65.6 -29.8 -10.8
Broad money (M3) 75.7 116.8 -4.5 350 53 30.0 1.8
Broad money, excluding foreign exchange deposits (M2) 60.3 793 2341 -7.0 35 30.0 -1.9
Foreign currency deposits 15.4 9.5 29.6 42.0 54 -0.1 ki)

{Change, as a percent of broad money at the end of the previous year)

Net foreign assets -20.3 -21.1 -66.0 -26.2 -11.1 +7.9 -15.4

{Percentage change with respect to the end of the previous year}

Net domestic assets 69.0 62.1 54.1 19.1 124 15.0 19.3
Broad money (M3) 41.5 45.6 1.2 9.5 12.0 20.] 20.6
Broad money, excluding foreign exchange deposits {M2) g2 354 -11.6 -2.7 -1.2 10.3 9.6

Memaorandum items:

M3 multiplier 3/ 1.23 1.35 .42 1.54 1.55 148 1.44
M3 velocity 4/ 151 12.4 12.6 11.7 144 14.4 12.0

Source: National Bank of Georgia; and Fund staff estimates.

1/ Valued at end-period actual exchange rates.

2/ Daza for end-March 1999 reflect the issuance of a lari 70.3 million government bond to recapitalize the NBG for Josses from revaluation of its
international reserves. Data for end-June through end-1999 reflect an estimate of direct borrowing by the govermment from the commercial banks,

3/ M1 divided by reserve money.

4/ Annualized quarterly GDP divided by end-quarter M3.
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Georgia: Accounts of the National Bank of Georgin, 1996-99 1/

APPENDIX |

1996 1997 1998 1999
Dec. Dec. Dec. Mar. Jun. Sep. Dec
(Stocks, end-of-period; 1in millions of lari)

Net foreign assets -41 -108 =337 -416.7 -363.3 -348.1 -169.4
Encumbered reserves 0 0 & 0 o 46.3 2/ 0
Net internationa! reserves -41.0 -106.0 -332.7 -416.7 -363.3 -348.1 -169.4

Gold 1.s 0.7 1.0 1.1 09 1.0 1.0
Foretgn exchange reserves 2015 225.9 213.2 2193 176.1 2612 2479
Use of Fund Resources -244.0 -332.0 -546.3 -636.4 -539.4 -609.3 -617.4
Other foreign assets, net -0.1 -0.6 -0.6 0.7 -1o -1.0 -i.0
Contngent liabilities 0.0 0.0 0.8 0.0 0.0 -46.3 2/ 0.0

Net domestic assets 250.0 3830 592.% 679.4 630.4 647.2 677.9
Net claims on gereral government 3/ 2490 398.1 507.9 621.7 640.8 6743 6950
Claims on banks 137 15 6.6 36 1.5 0% 1.9
Other items, net 3/ 127 -1R.5 78.0 54.1 -129 -28.0 -15.0

Reserve money 209.0 2771 259.7 262.7 267.1 299.1 3085

Currency in circulation 185.6 2546 - 222.0 2217 2249 2534 2598

Required reserves 137 15.7 18.1 288 N7 308 297

Balances on banks' correspondent a/cs 97 6.9 19.7 122 10.4 150 19.0
(Flows, with respect to end of previous peried, in mitlions of lari}

Net foreign assets -93.1 650 -226.7 -84.0 534 15.2 -2t.3
Net international reserves -98.1 -65.0 -226.7 -34.0 534 152 -21.3

Net domestic assats 153.2 133.1 209.5 86.9 -49.0 16.8 30.7

Net claims on general govemment 154.4 149.1 104.8 1138 19.1 335 207
Claims on banks 9.5 -10.3 11 -3.0 -k -1.6 0.9
Other items, net -10.7 -5.8 96.5 2239 -67.0 -15.1 9.0

Reserve money 55.2 68.1 -17.4 34 44 320 9.4
Currency in circulation 54.2 §9.0 -326 -0.3 32 284 6.4
Required reserves 1.8 1.9 2.4 10.7 29 -0.9 -1.1
Balances on banks' correspondent a‘es -0.8 -2.8 128 -1.5 -1.8 4.5 4.1

(Change, as a percent of reserve money at the end of previeus year)

Net foreign assets

Net international reserves -63.8 -1 -81.8 -32.3 -11.8 -5.9 -14.1
(Percentage change, with respect to the end of the previous year)

Net domestic assets 158.4 532 54.7 14.7 6.4 5.2 14.4

Reserve money 359 328 -6.3 1.2 29 i5.2 18.8
Currency in circulation 41.2 37.2 -12.8 -0.1 1.3 141 17.0

Source: National Bank of Georgia.

1/ Valued at end-of-period actwal exchange rates.
2/ 178825 million earmarked in the 1999 budget as partial payment to Turkmenistan in lizu of principal obligations falling due are escrowed in an NBG

account.

3/ Data for end-March 1999 reflect the issuance of a lan 70.3 million government bond to recapitalize the NBG for losses from revaluation of its net

intemational reserves.
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Table 27. Georgia: Summary Accounts of Commercial Banks, 1996-99 1/
{In millions of lari)

1996 1997 1998 1999
Dec. Dec. Dec. Mar. Jun. Sep. Dec.
Net foreign assets 22.1 33.0 13.8 1.3 3.5 -0.1 -6.3
NFA convertible 22.0 27 13.7 i1 28 -0.5 -6.7
Gold 0.2 1.1 0.5 0.2 0.1 0.1 0.2
Foreign exchange 27.9 47.2 §2.8 87.4 89.7 91.8 93.1
Foreign liabilities -6.1 -15.6 -69.7 -86.5 -87.0 924 ~100.0
NFA nonconvertible : 0.1 0.3 0.1 0.1 07 0.4 0.4
Net domestic assets 57.5 100.2 142.6 1953 197.7 20019 206.9
Domestic credit 115.0 170.0 2242 2783 278.6 293.2 3126
Net claims on general government -13.2 -2.9 -14 -13.6 5.3 -28 -6.0
Net claims on republican government 2/ -6.7 04 -5.9 -8.4 0.1 38 -0.9
Claims on private segtor 128.2 1729 238.2 2919 23338 295.9 3192
Cf which: foreign exchange loans 45.0 77.0 154.4 2042 2063 218.0 2349
Other assets (net) -57.5 -69.9 -81.6 -83.0 -30.9 -91.2 -105.7
Deposit liabilities 79.5 1332 156.4 196.6 2012 2018 200.6
Domestic currency deposits 41.2 55.3 48.9 47.2 46.3 47.1 42.1
Foreign currency deposits 383 77.8 107.4 1494 154.8 154.7 158.4
Memorandum items:
Share of foreign exchange deposits 48.2 58.4 68.7 76.0 77.0 76.7 79.0
Exchange rate (in lari, end-of-period) 1.3 1.3 1.8 2.2 1.9 1.9 1.9

Source: National Bank of Georgia.

1/ Valued at end-period actual exchange rates.
2/ Data for end-June through end-December 1999 reflect an estimate of direct borrowing by the govemment from commercial banks.
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Table 29. Georgia: Currency Composition of Commercial Bank Credit, 1996-9% 1/

1996 1997 1998 1999
Dec. Dec. Mar. Jun. Sep, Dec, Mar. Jun. Bep. Dec.
(Ta mitlions of lari)
Credit to the economy 2/ 128.2 1729 196.1 201.6 2104 238.2 919 283.8 2859 3192
Domestic currency claims 832 959 925 924 96.0 238 87.7 B6.5 88.1 92.3
Foreign currency claims 45.0 7.0 103.6 109.2 120.4 154.4 204.2 197.3 207.3 228.%

{En percent of total}

Credit to the economy 2/ 100.0 100.0 100.0 100.0 100.0 160.0 100.0 100.0 100.0 108.0
Domestic currency claims 64.9 55.5 472 45.8 44.4 352 30.1 30.5 298 2R.9
Foreign currency claims 351 44.5 528 54.2 55.6 64.83 69.9 69.5 0.2 711

Mermorandurn iterns:
Bxckange rate {lari/USS; end-of-petiod} 1.3 1.3 1.3 1.3 14 1.8 2.2 1.9 1.9 1.9

Source: National Bank of Georgia

1/ Bxcluding claims of the Savings Bank before July 1995,
2/ Credit to the nongovemment seclors,
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Table 30. Georgia: Regulatory Framework for Commercial Banks

Type

Prudential Regulation

Recommiénded BIS Standerds |/

1. Compulsory Standards
Capital Adequacy Ratios
Tier One Capita 2/
Texal Capital 4/

Liquidity Indicator

Limits oot Lending
Lending 1o a single insider
Toual tending 10 ingiders
Lending to a singhe ousider
Toual lending 1 the 10 largest debrors

Loan Loss Provisioning Requirements

Minimum Cepitel Licensing Requirements
For New Banks
For Licensed Banks

Required Reserves

Foreign Exchange

Off-Site Supervision
On-Site Supervision

2. Recommended Guidelines
Limit on Fixed Assets

Lirnit on Current Assets

w

Other Requirements
Lirnit on Qwnership by any one
Shareholder

Financial Starernents and Ratio
Calculations

Annual Audits

Depasit Protection
Maney Laundering Regulations

Sanclions

12 percent {risk-weighted) of total
agsets, 37 and at lzast 50 percent of total
capital

t5 percent {risk-weighted) 3/

Maintain liquid assets to at least 30 percent
of total liabilities {ratio based on menthby
averages}

5 peccent of totat capital
25 percent of total rapital
15 percent of total capitat
50 percent of total loans

2 percent for performing loans

10 parcent for watch loans

30-40 percent for sub-standard loans
50-70 percent for doubtful oans
100 perzent For loss loans

Lari 5 million

December 3, 1998 -- lari 1 mitlion
Tune 30, 1995 -- lari 2 million
Drecember 21, 199% — lari 3 mitlion
June 30, 2000 -- lari 4 million
December 1, 2006 -- lari § million
16 percent of total deposits

Overall foreign exchange open paosition
limit is 20 percent of total capital

Quarterly off-site inspection
At least oncee a year on-site inspection
Fixed assers {original value) not to excesd

30 percent of unimpaired capital and
rEIErVes

Keop current assets equal to 10096 +/- 10%
pereent of currert iabilitics

Far individuals and non-bank companies
25 pereent

Weekly, Monthly, Quarterly

To be performed by a recognized
auditing firm and cenified accountants

‘None
None

According to the law and special regulations

4 pereent {rick weighted) of total assets,
and at beast 50 percent of total capwtal

8 percent (risk weighted)

No liquidity indicator

No speeifie limit
20 pereent of total funds
24 percent of totat capital
No specific limit

No recorwmended standards, et
(Georgian requirements are more

strict than mast individual BIS member
countries

ECU 5 million 5
ECU 8 milkion s/

No recommended limits

No recommiended limits

Mo recommended hvmits

No recommended standards, but most
BIS member gountries require quarterly
Teporting

External audits encosraged, to complement
internal auditing

Sources: National Bank of Georgia, and Fund staff egtimares.

1/ BIS [Bank for Internadonal Seitlements) recormmnended standards, which were adepted in Seprember 1997, are the minimum requirements.

2 "Tier One Cepital” includes: {I] common share capital; (1T} Retained eamings; (T1]) capital surplus, (T¥} less revaluation of fixed assets recorded in
share capital; (V) Jess any treasury stocks, { V1) less intangible assets, goodwill

3/ Regulations on claseification of aszets by the underlying tisk is effective from Janvary 1, 1999

4/ "“Total Capital” includes: (¥ ticr one capital plus (I1) ter two capital; (1i1) Jess investments in Geergian resident Banks capital; (1V) less non-consolidated

investments in subsidiaries capital .

5/ Represents the minimun capital standard adopted by EU member couniries; po BIS recommended limits availabie on minimum capital.

APPENDIX 1
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Table 32. Georgia: Balance of Payments, 1995-9G _
{In miltions of U.5. dollars; unless otherwise indicated)
1995 1956 1997 1998 1999
Est. Prel.
Current account (excluding transfers) -404.8 4154 -571.3 -599.3 -395.0
Trade balance 1/ -337.4 -350.9 -558.9 -685.4 -528.2
Exports 362.6 417.0 4935 4783 484.8
Imports -700.1 -767.9 -1,052.4 -1,163.7 -1,613.0
Nan-factor services 17.0 «5.1 -148.0 -31.1 16.3
Crediis 1218 93.9 1679 2421 2635
Debits -104.8 -98.1 -315.9 -2732 -2473
Factor services -84.4 -59.3 1356 117.2 116.9
Credits 1.0 49 186.6 1933 2041
Debits -85.4 -64.3 -51.G -76.1 -873
Transfers 189.2 140.5 196.4 210.7 174.6
Capital account 942 %0.7 2078 251.2 129.9
Medium- and long-term borrowing -178.9 23.8 53.1 333 524
Disbursements 89.5 112.4 106.6 112.4 144.5
Amoriization due -268.4 -83.6 -5358 -79.0 -92.1
Other capital 847 61.8 2147 217.9 77.5
Errors and omissions 6.2 15.5 5.1 16.2 222
Overall balance -303.6 -168.7 -102.0 -127.1 -68.3
Overall financing 303.0 168.7 102.0 127.1 683
fncrease in net international Teserves (-) 2/ -40.7 79.2 61.0 91.1 14.5
Exceplional financing 3/ 3443 89.6 411 36.0 538
Memorandum items;
Current account excluding transfers (in percent of GDP) 21.3 13.8 16.3 17.5 4.1
Gross usable reserves 156.7 158.0 1733 1184 12835
In months of imports 27 25 2.0 1.2 1.3
Debt service due 34.9 47.2 397 1223 164.0
In percent of exports of goods and non-factor services 7.2 9.2 6.0 17.0 216
Stock of external debt 1.2115 1,352.4 1,5157 1,636.4 1,753.6
In percent of GDP 63.7 449 43.6 47.9 62.7

Sources: Georgian State Departrnent and Statistics; and Fund staff estimates.

1/ There have been significant changes in the coverage of trade data and, ag a result, caution is needed in comparing annual totals.

2/ Includes a valuation adjustment.
3/ Includes arrears, debt relief, and macroeconomic support.
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Table 33. Georgia: Geographic Distribution of Trade, by Country, 1998-99 1/ ..

(In percent of total)
1998 1999
Exports
Total 100.0 190.0
Russia 28.7 18.7
Turkey 10.5 15.8
Azerbaijan 9.6 .1
Armenia 83 6.3
Germany 69 103
United States 58 42
Italy 47 4.5
Ukraine 44 4.6
France 12 0.3
Switzerland 28 24
Netherlands 1.7 0.9
Bulgaria 1.6 0.2
Others 10.8 23.7
Imports

Total _ 100.0 100.0
Russia 14.8 19.2
Turkey 111 122
Azerbaijan 8.3 6.9
Germany 93 7.3
United Kingdom 7.7 33
United States 8.6 11.9
Switzerland 3.7 0.2
Ukraine 3.3 4.5
Bulgaria ER| 1.9
Ttaly 13 20
Netherlands 2.9 2.0
France 2.5 5.0
Romania 2.1 2.1
Others 19,1 213

Source: Georgian State Department of Statistics.

1/ Refers to trade as recorded by the Customs Department in 1998.
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Table 34. Georgia: Composition of Major Exports, 1995-98 1/ _
(In millions of U.S. dollars)
1995 1996 1997 1958

Femo alloys 236 7.7 155 223
Noa-ferrcus metal pipes 14.2 157 17.5 6.4
Crude o1l and related oil products 6.7 14.4
Oil and oil preducts 84 174 134 92
Tea . 8.4 16.8 18.5 8.9
Fertilizers g1 1.5 13.8 106
Citrus fruits (including dry fruits) 6.9 82 9.1 95
Copper ore 59 13.4 14.1 151
Alcoholic beverage (excluding wine) 41 6.3 5.2 535
Wine and related producis 35 12.5 12.5 154
Non alloyed steel and cast iron 33 10.2 9.3 6.2
Mineral water 17.5 t8.5 72
Electricity 131 i1.e
Total 86.4 1574 173.7 116.3

As a percent of total exports 57.0 79.1 72.4 60.5
Memorandum item:
Total exports 151.7 198.9 239.8 1923

Source: Georgian State Department of Statistics.

1/ The analysis is based on raw data provided by the State Department of Statistics, Thilisi, Georgia. Data on total exports differs significantly from
staff estirnates in the balance of payments table. This is because the official balance of payments statistics are extremely weak, with significant under
reporting and under valuation of experts.
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Table 35. Georgia: Composition of Major Imports, 1995-98 1/ .
{In millions of 11.8. dollars)
1895 1996 1997 1998
0il and oil products (excluding crude oil) 113.4 160.0 152.2 130.3
Gil, gas, and related products 75.1 87.9 758 58.5
Sugar 28.9 332 9.1 16.2
Cigars and cigarettas 244 308 1078 120.0
" Electricity 17.2 14.4 26.8 257
‘Wheart and flour 12.9 49.6 37.1 26.5
Beer 7.1
Wheat and rye byproducts 7.1 637 572 318
Sunflower and cotton oil 6.8
Pouitry products 53
Medicine i4.6 359 363
Coffee and coffee substiture 11.6
Radic receiver 6.8
Automahiles 45.3 65.2
Electronic devices 17.6 20.2
Pipes and other related products 16.2
Total 2982 472.6 5948 546.9
As a percent of total imports 153 63.8 630 618
Memorandum item:
Total imports 396.2 686.8 943.5 8843

Source: Georgian State Department of Statistics.

i/ The analysis is based on raw data provided by the State Department of Statistics, Thilisi, Georgia. Data on itmports differs significantly from staff
estimates in the balance of payments table. This is because the official balance of payments statistics are weak, with significant under reporting and under

valuation of imports.
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Table 36, Georgia: External Debt Outstanding, 19935-99 -
{In millions of U.8. dollars)

1995 1996 1997 1998 1999
Prel.

Total debt outstanding 1,211.5 1,3524 1,515.7 1,636.4 1,753.7

Medium- and long-term 1,2115 1,352.4 1,515.7 1,636.4 1,753.7

Public and publicly guaranteed 1,211.5 1,352.4 1,511.8 1,627.9 1,719.9

Official creditors 12115 1,352.4 1,511.8 1,627.9 1,719.9

Multilateral 364.6 520.4 651.7 758.9 865.5

IMF 116.1 189.5 2578 302.1 326.7

ESAF 72.0 151.6 194.3 240.9

SBA 332 310 30.3 30.1 14.6

STF 830 79.0 75.8 717 7l.2

World Bank 86.1 162.9 227.1 300.6 359.6

European Union 160.8 155.1 145.5 129.8 129.8

Other 1.6 128 214 26.5 49.4

Bilateral 846.9 832.0 860.1 868.9 854.5

BRO 684.3 635.4 639.2 619.5 594.5

Russia 167.1 175.4 179.3 179.3 1793

Turkmenistan 453.2 3943 394.3 374.6 349.6

Armenia 19.7 19.6 19.6 19.6 19.6

Azerbaijan 15.7 16.3 16.3 16.3 16.3

Kazakhstan 26.7 27.8 27.83 27.8 278

Other 2.0 2.8 1.9 1.9 1.9

Non-BRO 162.6 196.6 220.9 249.5 260.0

Turkey 454 47.9 543 543 543

Austria 98.83 105.0 2.8 92.8 928

Other 18.4 43.7 738 1023 112.9

Private creditors

Private non-guaranteed 0.0 0.0 3.9 83 338
Short term

Sources: Georgian anthorities; and Fund staff estimates.
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Table 38. Georgia: Exchange Rates, 1995-99 1/

Lari per U1.S. dollar Lari per thousands of ruble NEER 2/ REER 2/
Period average  End-of-period Period average End-of-period End-of-period End-of-period
1995 Q1 1.294 1.300 0.280 0.25G 98.2 7.0
Q2 1.300 1.300 0.250 0.240 98.8 G0.5
Q3 1.300 1.300 0.250 0.250 100.0 923
Q4 1.258 1.230 0.250 0.256 108.6 118.4
Year 1.288 1.230 0.258 0.250 108.6 1184
1996 QI 1.252 1.262 0.240 0250 112.5 125.6
Q2 1.259 1.255 0.220 0.220 117.2 129.1
Q3 1.265 1.27¢ 0230 0.230 119.5 126.2
Q4 1.275 1274 0.220 0.220 123.2 127.2
Year 1.263 1274 0.228 0.220 1232 127.2
1997 Q1 1.298 1.294 0.220 0.22¢ 130.7 1317
Q2 1.299 1.300 0.220 0.230 1344 1292
Q3 1295 1298 0.220 0.220 140.2 130.1
Q4 1.308 1.304 0.220 0.220 1417 136.6
Year 1.300 1.304 0.220 0.220 417 130.6
1398 Q1 1.327 1.335 (.220 0.219 145.6 130.0
Q2 1.342 1.348 0.218 0.217 146.9 125.1
Q3 1.359 1.364 0.169 0.085 1793 134.0
Q4 1.544 1.790 0.086 0.086 148.1 ) 119.1
Year 1.291 1.790 0.173 0.086 148.1 119.]
1939 Q1 2.199 2215 0.094 0.0%0 1301 108.3
Q2 2.059 1.940 0.083 0.08C 155.9 1219
Q3 1.875 1.850 0.075 0.073 172.0 127.8
Q4 1.951 1.960 0.074 0471 172.1 127.7
Year 2.021 1.960 0.082 0.071 172.1 127.7

Sources: National Bank of Georgia; IMF, Information Notice Systemn; and Fund staff estimates.

17 Lari exchange rates are those prevailing on the Thilisi Interbank Cuitency Exchange (TICEX).
2/ Nominal effecive exchange rate and real effective exchange rate, Index, 1995=100. Ingrease indicates appreciation.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

