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1. Introduction

The Economic Development and Poverty Reduction Program (EDPRP) has been developed in close
consultation with the civil society, international organizations and donor countries. The EDPRP was
discussed and approved in June 2003, and the government of Georgia subscribed to its implementation.
The EDPRP is a comprehensive and a long-term strategy paper, which needs to be discussed on regular
basis in view of adapting it to current developments in the country.

As a result of central political changes in November 2003, the rule of the old regime came to its end.
After persuasive victory in the 2004 January elections the New President and the New Government
came to power. They brought a new reform vision and a new strategy for statehood building; to ensure
coherent implementation of the state reform program, a number of inter-related key principles were
identified as priorities. The key priorities are:

e Eradication of corruption;

e Enhancement of transparency and public monitoring;

e Reduction of size of bureaucracy and its influence;

e Increase of public participation in decision making processes;

e Enhancement of professional qualifications of public servants;

e Ensuring the supremacy of the law and equality of all before the law;
e Protection of human rights;

By setting up these principles the government of Georgia takes over a moral responsibility to base its
reforms on the justice and equality principles. The stated principles are in full correspondence with the
key principles of the EDPRP that have been acknowledged by the Cabinet of Ministers. Thought, the
reforms and the development strategy designed by the new government prompted the need for
reconsideration of the three-year action plan envisaged by the EDPRP.

The acceptance of the EDPRP principles and priorities by the new government was reflected in strategy
documents developed following the “Rose Revolution”. The government plan of 2004-2009 alongside
the statement of the government of Georgia at the donor conference in Brussels in June 2004 once
again demonstrated the readiness of the government to target the national development policy on
overcoming poverty and achieving sustainable and rapid economic growth.

Both documents that have been mentioned above emphasize that there is a need for effective
implementation of the reforms envisaged by the EDPRP to decrease abound social inequality, which is
a result of poverty. The government of Georgia understands that the poverty eradication is a necessary
precondition for restoration of the country’s unity and its establishment as a modern European state.

The government has also committed to making a substantial contribution to achieving millennium
development goals. The Draft Report on Millennium Development Goals for Georgia developed in
cooperation with civil society representatives and UN agencies in Georgia proved the need for a
comprehensive and targeted policy to ensure the alleviation of extreme poverty and the establishment
of adequate social-economic conditions for the population of Georgia.

It is important that the first goal of the Millennium Development Declaration of the UN — reduction by
half the proportion of people who live below the poverty line — fully coincides with the goal of the
EDPRP, in particular: reduction of extreme poverty level from 15% to 4-5% and reduction of poverty
level ratio to the official living wage from 52% to 20-25% by 2015. According to the basic report, the
government will have to put serious effort and implement a coherent policy to achieve the outlined
goals. The government’s policy shall be focused on the most effective utilization of the results of the
economic growth .



Considering the afore-mentioned the government of Georgia, observing the participation principle,
intends to prepare the next three year EDPRP action plan, which will fit in the mid term expenditure
framework and lay grounds for result oriented implementation of the reform.

The present EDPRP progress report has been prepared on materials submitted by line ministries and
government agencies. An intergovernmental working group that included representatives from
ministries, government agencies and independent experts was set up to prepare the draft. The Ministry
of Economic Development coordinates the process.

2. Key trends of economic development

Based on the preliminary data of the State Department of Statistics, GDP in Georgia amounted to lari
9800.0 million (5148.8 million US$) in 2004, i.e. GDP per capita of approximately Lari 2160.8 (1135.3
USS$). Real GDP growth was 8.4 percent. The sustainability of high economic growth is a positive
tendency in the economy of Georgia. The key contributors to high GDP growth were traditionally
sectors such as industry, construction, transport and communication. Negative growth was observed in
agriculture.

The central driver of economic growth was the Baku-Supsa-Ceyhan (BTC) pipeline construction. The
project had a positive impact on the development of construction and service sectors in Georgia. The
BTC project also allowed for the employment of many people, which substantially increased the
income of the population and pushed the demand on the domestic market.

As a result of measures implemented by the government to improve tax obedience, the demand on the
national currency increased in Georgia, which led to the appreciation of lari nominal exchange rate.
The National Bank of Georgia successfully used monetary instruments at hand and through regulating
broad money it maintained price and exchange rate stability. The fiscal situation significantly improved
in 2004. For first the time ever in past years, actual revenue collections exceeded planned levels by 14
percent in Q1-04, whilst actual budget expenditures were 26 percent high than in the previous year.
The spending was directed mainly on public administration, social security and debt servicing. The
share of salary payments in total spending was noticeably high, which reflected the reform-oriented
efforts of the government in managing human resource of the public sector.

3. Poverty level

Demographic and social conditions radically changed in Georgia in the past decade. The size of the
population, following a trend observed in past years also, was decreasing in the reporting period though
with less intensity than in the 90s. As a result of negative natural and mechanic developments in the
population (dropping birth rates, intense external migration, high share of reproductive age people
among migrants and etc) the ageing of the population increased.

External migration still remains a key factor leading to a dropping rate of the population. Migration is
mostly prompted by economic reasons. The social and economic hardship in the country, the shortage
of highly paid jobs and a less favorable entrepreneurial environment forces people to search for a living
outside Georgia. Their remittances are one of the most important sources of household incomes.
Migration vis-a-vis poverty in short-term perspective is more of a result than a cause, however if
maintained at such levels, it could become one of the reasons for deteriorating conditions in the
country. The latter might lead to such adverse developments as dropping share of economically active
population, which strains the labor force balance, increases social-demographic pressures on the
employed strata of the population alongside the number of dependents on them (above and under
economically active age).

According to the SDS data, in 2003 poverty level was 54.5 percent to subsistence level and increased
by 2.4 percent points against 2002, which can be considered a substantial increase. The increase in the
poverty level was contributed by high rural poverty (increased by 7.7%) though urban poverty
decreased by 2.7 percent.



The level of poverty reduced to 52.3 percent in the first 9 months, however we estimate the change to
be seasonal The growth of rural poverty took an irreversible pace in the past period, which may be
clearly observed in the dynamics of extreme poverty. Extreme poverty made 17.4 percent in the first 9
months of 2004 which is 0.8 percent high than in 2003. The dynamics of extreme urban poverty
demonstrates that urban poverty, unlike rural, is not linear, nor uni-dimentional, and is reducing.

Table 1. Official and extreme poverty levels in 1996-2003 and 9 months of 2004 (urban and rural)

|Urban |Rural IAverage
Official poverty level
1996 56.4 46.7 52.1
1997 46.9 45.4 46.2
1998 54.4 45.3 50.2
1999 60.5 41.8 51.8
2000 57.0 46.1 51.8
2001 54.4 47.6 51.1
2002 554 48.5 52.1
2003 52.7 56.2 54.5
2004 51.3 534 52.3
Extreme poverty level
1996 16.8 10.4 14.0
1997 10.5 9.2 9.9
1998 16.2 11.1 13.8
1999 18.1 11.8 15.2
2000 14.4 14.1 14.3
2001 14.2 134 13.8
2002 153 15.0 15.1
2003 15.2 18.0 16.6
2004 15.0 19.8 17.4

Source: Department of Statistics, the Ministry of Economic Development

As for poverty indicators according to regions, poverty is high in Kvemo Kartli were 78 percent (3/4)
of the population lives under the poverty line and 1/3 in extreme poverty.

The level of poverty is lower in Kakheti and Adjara, where 68.5 percent and 64.7 percent of households
live under the official poverty line. The level of poverty is the lowest in Tbilisi and Imereti, where 44.5
percent and 39.6 percent of the population live under the official poverty line. In summary, the poverty
level by regions is not uniform.

According to 9 months’ period data, the average monthly income of one household made lari 300.2,
which is 6.6 percent high than last year, but if we take into consideration developments in consumer
prices, than real incomes have decreased. The average monthly expenditures of households increased
by 8.4 percent in the reporting period and made lari 356.2, though increased by 0.8 percent in real
terms. The share of groceries in household expenditures is 60 percent which is 3-times high than in
developed countries.

The GINI index made 0.35 in 2003 per capita, which means it practically did not change since the
comparable period in 2002.

The GINI index was 0.48 by total incomes, which also remained unchanged compared to the previous
year. The GINI index by incomes, as usual, is high than by consumption. Using both distributions, the
GINI index follows downward trend.



Graph No. 1: Change in the GINI index
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The GINI index substantially differs by regions: per capita consumption Shida Kartli 0.29 and Kakheti
0.36.

The difference in GINI index between regions is more vivid by total incomes. The highest inequality is
observed in Tbilisi and Adjara where GINI index is 0.53 and 0.51 respectively, though the difference
between Guria and Samegrelo is less: 0.41 and 0.43 respectively. The inequality level has increased in
Samegrelo in comparison to past years. As a rule, the GINI index in Samegrelo region was relatively
lower than in other regions, and the tendency has been maintained in 2003 also, but if we reckon a
slight decrease in average national index, then rising inequality in Samegrelo is observable.

The GINI index per capita consumption is identical in rural and urban levels and makes 0.35. Pursuant
to the household survey, GINI index follows a downward tendency at urban level, and an upward trend
at rural level, which points to rising inequality due to increasing poverty levels in rural areas. The latter
points to distressing hardship and an irreversible deterioration of conditions in rural areas.



Graph No. 2: GINI index per capita and the scale of effect in rural and urban areas
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Among other factors, unemployment is the main cause of poverty. The unemployment rate by ILO
definition was 12.7 percent in the first 9 months, and 15.2 percent by soft definition, which represents
an increase. The lion share of unemployment comes on structural unemployment. Low salaries of
contractual employment also contribute to the poverty level. Average monthly salary of a contractual
employee made lari 120, which is 89.2 percent of the subsistence level in the corresponding period.
When describing households, their assets are most central for assessing their food security. Households
that are void of assets have a 56 percent more probability of facing shortage of food than households
that possess assets. The share of households that experience hunger and shortage of nutrition is rather
high. It should be noted that food shortage will have an affect on their individual demographic,
economic and social behavior in nearest years.

In view of the afore-motioned, in order to overcome poverty it is advised to: 1) increase assets of the
poor, 2) the assets of the poor and the sector they represent should grow at a high pace and 3) given
time is needed to harvest tangible results of this strategy the protection and expansion of consumption
by poor households requires public transfers in a short term perspective.

4. Key economic and social reforms

The approach of the government towards economic and social reforms implies alleviating current
poverty by a surged and sustainable economic growth. The improvement of governance mechanisms by
enhancing their transparency and efficiency, the improvement of business climate and pulling private
capital through the implementation of a series of liberal economic reforms is imperative to the
promotion of economic growth. In order to make the reforms and the process of their implementation
more effective, an apparatus of the State Minister for Coordination of Economic Reforms was created.



4.1. Improvement of governance and fight against corruption

One of the key tasks of the government of Georgia is to fight corruption wide spread in different areas
and implement governance related reforms. The strategic aim of the authorities is to establish an
efficient, professional, decent and transparent civil sector, which will serve for the protection of
democratic principles. The latter may be achieved through executing anti-corruption measures
centering on reforming law enforcing and judicial systems, as well as fiscal, administrative and public
services. With a view of effectively implementing these reforms, an appropriate legislative base shall
be developed. Serious steps have been taken forward to enhance the efficiency of law enforcing
structures. In particular, as a result of the road police reform a Patrol Police was created, which also
assumed the public order defense function. Closure of the road police control stations facilitated to
eradication of corruption. To strengthen fight with economic and financial crime, a Financial Police
was created under the Ministry of Finance. To optimize the law enforcement agencies in the country
the Ministry of Security and the Ministry of Internal Affairs have been merged. As a result, the
Ministry of Police and Public Order was created.

The anti-corruption measures assumed in the past period have led to the improvement of the fiscal
administration.

To ensure the coordination and committed implementation of governance reforms, a Civil Service
Council and a Civil Service Bureau (to provide support to the latter) were set up pursuant to the
President's Decree. The key responsibility of these bodies is to promote the creation of a public service
that will meet modern demands and will determine the success of current and planned public reforms.

Some initial measures have already been assumed in reforming the system of governance. The number
of ministries was downsized from 18 to 13 through mergers. 18 state departments were abolished and
brought under the subordination of corresponding ministries as sub-agency institutions, which will
substantially enhance their efficiency. The cabinet of ministers guided by a team spirit has been set up
under the leadership of the Prime Minister. In each ministry reforms are underway aimed at abolishing
units with duplicate responsibilities, redistributing competencies and downsizing the personnel. These
processes are not uniformly successful which one again points to the necessity of coordination. With a
view of providing a legal complement to these adjustments, the Parliament of Georgia introduced
important amendments to the Law on Public Service as well as approved some important bills. The
Law of Georgia on the Structure and Rules of Activity of the Executive Authorities of Georgia was
replaced with the Law on the Structure, Competencies and Rules of Activity of the Government of
Georgia. The legislation on public services will further be improved in future.

The next challenging step of the public service reform is to staff government agencies with appropriate
human resources. The efficient performance of the civil service calls for the appointment of resources
with relevant qualification and competence. To secure the afore-mentioned, competitive selection shall
be administered, public servants will be tested on periodic basis, training will be offered, a reserve list
of resources shall be drawn and etc. These measures will ensure the selection, appointment and
constant training of resources that match job requirements as closely as possible.

At present there are several education institutions in Georgia that carry out the preparation and training
of public servants. However, a single public system that could have uniform principles and approaches,
education programs and standards is not present. Currently each organization manages these processes
at discretion. There was an attempt from the State Chancellery to establish order in this area. A concept
was developed to prepare and train public servants, corresponding normative acts were issued, a center
of public administration, preparation and training of public servants was established, which produced
several analytical, methodical and educational materials, but the proposed measures failed to be
implemented. At present proposals (to be implemented in the nearest future) have been developed to
resolve the afore-mentioned problem.



Successively adequate organizational culture must be cultivated in Georgian public agencies. The latter
requires the fulfillment of complex work or the key component of organizational culture — the code of
ethics for public servants.

There is no uniform system for compensating labor in public service at the current stage. The benefits
employees at different public agencies are entitled to are not comparable, which negatively affects
motivation and efficiency. Specific proposals have been developed to establish a single compensation
policy and regulate the compensation system in the public sector. The proposals are being discussed at
the government level and both minimal wages and public sector salaries will substantially increase
from next year, which will progressively continue in upcoming years. The salary increase must first of
all promote the competitiveness of the public sector vis-a-vis the private sector.

A high step to improve the governance system is the development of e- governance , which is a labor
intense and time-consuming process.

4.2.  Pulling private capital and improving the business climate

Development of industry, attraction of investments, implementation of anticorruption reforms and
legalization of shadow economy are among the key priorities of the Country.

The crucial measure among the government’s efforts to pull private capital and improve the business
climate is the adoption of the new Tax Code, which has been developed by close consultations with
NGOs, business circles and independent experts. EDPRP had also envisaged substantial reform and
refreshment of the tax system of the country to align it with the country’s realities. The new Tax Code
has been approved by the parliament of Georgia and entered into force on January 1, 2005. The tax
reform aims to improve the business climate, establish favorable conditions for both local and foreign
investors, simplify tax procedures and legalize the shadow economy. On the whole, the reform serves
for the promotion of economic growth based on liberal principles.

The new Tax Code lowers tax rates and simplifies the tax system across-the-board. It envisages 7 taxes
instead of 21, namely: social, profit, property, income, VAT, excise, and gambling tax. The reduction
of tax rates is also planned, namely social tax 20% (instead of 33%), VAT 18 % (instead of 20%),
income tax 12% (establishes a proportional system with a single rate to replace the quasi-progressive
system of 4 rates on cumulative incomes). These changes bring two positive effects on the tax payer: 1)
lower taxes and more cash resources at disposal (net income in this case) and 2) a simplified
mechanism for calculating taxes. A 100% amortization principle is adopted, which means that a person
may register acquisition of fixed assets as expenditures during the same year as they had been acquired
and deduct them from the taxable profits. This will allow the company to pay less profits tax while
investing in fixed assets or not pay at all for the next few years. This innovation will help the
investment process.

Concessional conditions are envisaged for some categories defined by the “National Classificator of
Economic Activities”, in particular for the self-employed, which represent a sizeable share of the
population (1.2 million out of 1.8 million pp). According to the new Tax Code, entrepreneur physical
persons, who do not employ other labor are exempt from income and social tax. (Profits tax is not
applied to entrepreneur physical persons). If VAT taxable turnover of a taxpayer does not exceed
10000 lari annually, he is also exempt from VAT.

Given the majority of the employment focuses on the agricultural sector, the new Tax Code envisaged
special concessions, namely agricultural land plots under 5 hectares that has been in private ownership
as of March 1, 2004 shall be exempt from land tax. Property tax is not imposed on to-be-cultivated
agricultural land for 5 years from the day of its allocation/titling. Supply of raw agricultural produce is
also exempt from VAT. Up to 100 000 lari income of an individual entrepreneur, who does not employ
other labor, and who supplies/trades processed agricultural produce is exempt from income and social
tax.



Also, non-entrepreneurial, immovable property of a household, whose income does not exceed 40 000
lari annually is exempt from property tax with regard to this immovable property.

The new Tax Code focuses on a series of institutional adjustments in the tax sphere, of which the
alternative dispute resolution option at the private arbitrage, next to the court is one of the key
initiatives. The function of this legal instrument is to support rapid dispute settlement on taxes. The role
of the courts in the tax administration process increases. Another institutional novelty is the
introduction of the tax ombudsman post, whose duties shall be to protect the rights of taxpayers.

The government of Georgia embarked on an unprecedented decision to eradicate the high scale of
shadow economy and the practice of tax evasion, namely the financial and property amnesty initiative.
The government developed a draft law on legalizing property and undeclared tax liabilities, which aims
at supporting the establishment of a legally and economically liberal environment and targets at full
engagement of the civil capital in economic processes.

The key priorities of the draft law are:

e No controlling and law enforcing body shall be allowed to check economic activities
(transactions) carried out before January 1, 2004;

e No one shall be authorized to check the source of the declared property, including financial
assets

e C(itizens shall be given a deadline from the day the law is enacted to end-2005 to submit
property and financial declarations, which will provide an opportunity to legalize declared
assets.

e A moratorium on property inspection shall be declared in 2005

e The property information submitted by the taxpayer shall be kept confidential

e With a view of legalizing his/her financial status, a citizen shall be liable to make a one time
payment of 1 percent.

Among the EDPRP measures aimed at promotion of industry and investments, eradication of barriers to
business is one of the key, reduction of number of controlling agencies, ensuring transparency in the
process of granting licenses and rights are parts of the initiative.

At present, the volume of shadow economy is extended due to the problems characteristic to the
process of obtaining licenses and rights, as well as due to multiplicity of controlling and regulating
agencies in the country, and their ineffective functioning. Nowadays 30 state agencies issue 65
different licenses and rights. This creates a barrier to entry; there is no reason for requiring license for
many business activities that need to be licensed at present; some agencies issuing some of the licenses
are market players themselves. Legal content of licenses and rights is mixed. When there is a regulation
in the country where interests of the regulators and other market players coincide, consumer rights are
not protected, and freedom of an action and development of a supplier is restricted, the regulation fee
becomes a type of a tax and violates market conditions; it becomes impossible to improve business
climate and create healthy investment environment in the country.

Considering all the abovementioned, the Government of Georgia intends to deregulate the economy of
the country, which mainly means simplification of the fee and licenses system, optimization of
controlling agencies and institutional reform of tariff regulations.

The ultimate goal for the institutional regulation is eradication of barriers to economic development.
Market players shall be given a possibility to develop in a free environment. According to the planned
reform, the tariffs will be regulated only in electricity, gas, water and telephone communication
services. While all other spheres where tariffs that are being regulated by tariffs at present will not be
regulated any more. It is imperative to note that the new regulation rules envisage regulation of only the
ceiling tariff, while the market players (producers, distributors, suppliers and consumers) will have a
possibility to coordinate the size of a tariff. By applying this principle, the price derivation process will
be conducted in real market terms and will protect the consumers interests.
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In terms of the reform, the deregulation process will be accompanied by strengthening the
administrative and criminal responsibilities; every agency that has a right for tariff regulation at present
will be deprived this function an Independent Multisectorial Tariff Regulating Board (IMTRB) will be
created. The IMTRB will be accountable to the government regarding their activities on an annual
basis. The Board will be financed from the state budget.

The main principles of the reform have been discussed at the government’s session. The aims and tasks
of the reform received positive assessment and at present the work is underway to draft a schedule of
measures to be implemented in terms of the reform.

4.3. Privatization

The privatization launched in Georgia in 1993 involved small and medium scale entities (commercial,
household servicing establishments, drug stores and etc) mostly. At the first stage, the key aim of the
privatization was to formulate a stratum of private owners, to promote small and medium business
development and by thus solve some social problems and introduce market economy principles.

Currently, the state property privatization is aimed at privatizing large scale enterprises. State-owned
entities in the telecommunication, transport, industry and mining sectors are being prepared for sale.

The process of privatization was launched in the Autonomous Republic of Adjara. At the current stage
mainly social infrastructure entities are being privatized (commercial sections, hotels).

The privatization of land and forestry resources shall also be carried out gradually. As of now, 74.8
percent of agricultural land and 2.5 million hectares of forests are in state ownership. A draft law on
“Privatizing agricultural lands in state ownership” has been developed. The aim of the draft is to ensure
that after privatization of agricultural land, the established landownership rules are market oriented, so
that land is utilized in an effective and productive manner. As a result of privatization, economically
profitable and agriculturally productive plots will be privately owned, thus, effectively utilized.
Privatized land plots will participate in the land market, it will increase access to credits and improve
investment environment. As a key result of approval of this draft , about 160 thousand hectares of land
plots that are now being underutilized will be employed in agriculture; Also, privatization of the 200
thousand land plots that now are being leased will stimulate the entrepreneurs to make more capital
investment in these plots and improve productivity of the land.

In the law on state budget 2004, privatization receipts of lari 81.4 million are envisaged. The Ministry
of Economic Development has already mobilized lari 71.7 million as a revenue of the consolidated
budget of Georgia (among them 67 million were revenues of the central budget ).

The Draft Law of Georgia on State Budget 2005 stipulates that privatization gains in central budget
will make lari 94.2 million. We should take into consideration the fact that in 2005 receipts from
privatization will exceed targeted parameters of the budget by about 200 million lari. The incremental
revenues will be utilized to finance activities in the following sector:

- Defense - lari 80 million

- Education - lari 17 million

- Energy sector — lari 40 million

- Pension reform — lari 24 million

- Foreign debt service - lari 39 million

The government aims at implementing a fair and transparent privatization. With a view of securing a
high level of fairness and transparency, the government of Georgia intensely works to establish
international contacts and engage international observers in the privatization process. A dedicated web
site (www.privatization.ge) has been created to provide full information on privatization in Georgia.
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The Ministry of Economic Development set up a hotline and a privatization center that offer rapid and
competent advice and information to interested individuals and companies. The government of Georgia
pays a close attention to the ways of utilization of the money that materializes as a result of
privatization. At present, the government works intensively to design a model of effective management
of the sums that are expected to become available. The work will be concluded in the near future.

Also , Work is underway to improve the normative base and develop privatization mechanisms quality-
wise. Namely, the following have been prepared and adopted: regulations on privatization of state
property through direct sale and competitive bidding, regulations on determining opening prices of
state property, Presidential Decree No, 468, dated 26.10.04 on introducing amendments to Presidential
Decree No. 671, dated 17.11.97, amendments to the Presidential Decree 334, dated 25.05.99 on the
rule of transferring state owned property to local self-government (local government) bodies, the rules
for managing and transferring fixed assets on the balance of enterprises where the state owns over 50
percent of shares. Regulations are currently drafted on writing off state property.

The government aims to complete the privatization process launched in September 2004 in 2 years.

4.4. The reform of the social assistance system (monetization)

The government of Georgia is fully aware that rapid and surged economic growth is the best way to
reduce poverty. However to promote poverty alleviation, economic growth must be stabile. Besides, the
implementation of only economic reforms will not bring an effective result as these reforms must be
supplemented by measures aimed at improving the social status of the population.

With this in mind, the government of Georgia embarked on reforming the social assistance system.
The reform is fully consistent with the key principles of social assistance programs outlined in the
EDPRP. The centerpiece of the reform is to improve the social- economic status of the population
through extreme poverty alleviation.

The key principle of the reform is the monetization of social assistance. Social assistance will no longer
be oriented on certain categories of the population (e.g. invalids, war veterans, IDPs). Social assistance
will give relief to all households living below the extreme poverty line. They will be entitled to a
monthly cash benefit in replacement of advantages envisaged by the current legislation. Recipients will
be able to use cash benefit at discretion. Cash benefits for households below the poverty line shall be
determined in accordance to the current income level and size of the family.

The new system of social assistance requires a specific identification method for extremely poor
households who will be beneficiaries of this assistance. Namely, key factors have to be highlighted that
exert substantial impact on the economic status of a households and the weight of the factor must be
determined. Subsequently, the validity of each factor for the household will be measured and by using
factor weights the poverty risk of the household will be assessed. The indicator used for measuring the
poverty risk must be a combined figure to synthesize various known methods in the world for assessing
the economic status of households.

As of today the following has been completed:

- Based on the analysis of the household survey data of the SDS, key factors have been
determined in high correlation with household consumption.

- A regression analysis was done for identified factors and a draft working formula was
developed to estimate household consumption.

- Analysis was done on the selection of beneficiaries identified based on the estimates of real
consumption by households and the estimates derived by using the formula.

- Poverty factors identified by current household surveys were replenished with new factors
identified through empirical surveys (in-depth interviews, interviewing focus group and experts).

- The questionnaire that we have at hand and has been developed by searching additional factors,
will be filled by households applying for assistance.
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To determine the final statistical indicator, those households must be interviewed (using the developed
questionnaire), for whom the SDS already has poverty estimates where a four fold budget analysis was
conducted. Knowing the incomes and expenditures of the household, through correlation and
regression analysis it is possible to identify key factors determining the economic status of the
population and the impact of these factors on the economic status of households. In other words, we
should come up with a formula to assess the economic status of each household that submits an
application in the framework of the social assistance program.

As for the non-statistical indicator, it will include those factors the spread of which is small and thus
may not be reflected in the formula due to insufficient frequency. However, these factors exert much
importance on the economic status of the household. The following groups are at high poverty risk:
orphans, single aged people, families with many children, people with no families and etc. Each factor
will have a weight proceeding from additional needs each category has by norm. Through statistical
and non-statistical (combined) indicators households will be ranked by poverty risk. The ranked row
will allow us to determine a risk group. The economic status of the household in this risk group will be
finalized by a social worker and only then final decision will be rendered on awarding social assistance.

A this stage a special working group has been set up composed of government officials and NGO
representatives that will develop identification strategy and method by end Q1-05 and by end of April
2005 will identify, develop and adopt a final version of the questionnaire (application) and weights of
indicators. The new social assistance system will be presented in Q4-05.

5. Macroeconomic policy

5.1. Monetary policy

The main priority of the National Bank of Georgia (NBG) is to conduct the monetary and exchange rate
policy oriented on price stability — low and forecasted dynamics of inflation rate that is prerequisite for
steady economic growth and poverty reduction in Georgia. Against a background of the decreasing of
shadow economy’s level and limited smuggling that had to serve as a real reason for price increase, the
inflation rate was remained moderate due to monetary tools. That was supported by the Lari
appreciation process. Lari appreciated by 15 percent from the beginning of year and the average
exchange rate in 2004 made lari 1.92/US§$1. As a result, the price stability was remained and inflation
rate was not only preserved at 5.7%, but the inflationary expectations was minimized. The volume of
international reserves increased approximately 2 times during the reporting period and hit a level of
US$382.8 million (from 1.3 to 2.3 in months of imports of goods and services).

One of the key priorities of the NBG is to curb the level of dollarization in the country. It is difficult to
conduct the monetary policy under high dollarization scale as it limits the NBG’s role of being the
lender of the last resort and weakens the scope of the NBG to form interest rates. As a result of the
NBG’s targeted policy and the legalization of the economy, the level of deposit dollarization fell from
86.1 percent to 74.3 percent on the expense of the rising number of current accounts in national
currency. It is presumed that this tendency will be maintained in succeeding years.

Since September 2003 the Rule on Calculating and Adhering to Minimum Reserve Requirements
entered into force, which enabled commercial banks to deposit part of their reserve requirements on
correspondent accounts as minimum averaged reserves.

The NBG reduced the reserve requirements several times in 2004 and now commercial banks have
been released from compulsory reserve requirements on funds attracted in national currency, whereas
the minimum averaged reserve requirement for averaged funds attracted in national currency is
determined at 2 percent of such funds. These measures will free additional assets in the banking
system, will make the pulling of lari deposits cheaper and will encourage commercial banks to increase
the share of transactions with assets and liabilities in the national currency.
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If resources in the national currency become cheaper this will lead to a decreasing interest rate margin.
The latter is a precondition to economic growth and high incomes of the population.

The NBG set into action a series of monetary instruments to promote the reduction of interest rates and
attraction of deposits in national currency. Since spring 2003 overnight deposits and intraday credits
were introduced and daily TICEX auctions were held, which aimed at strengthening the NBG’s role as
a lender of the last resort and at increasing its influence over the formation of interest rates. As a result
interest rates on credit resources have lowered in the current year, which must encourage investments
and consecutively be a driver for economic growth.

The NBG was challenged by the need of sterilization following positive tendencies in 2004, capital
inflows from overseas and a rapid growth of reserves following the de-dollarization. With a view of
solving the problem and precluding inflation, the NBG would resort to sterilization as needed with its
peak reached in end October when lari 70 million was extracted from circulation. Taking into account
the expected privatization gains, the NBG will keep a close eye on liquidity sterilization in future as
well.

In 2004 the number of commercial banks decreased to 22 as a result of the monetary policy conducted
by the NBG. The policy focused on banking sector consolidation and transparency, increasing the
capitalization of banking institutions and intensifying intermediary functions. It also concentrated on
establishment of specific financial markets and the promotion of trust towards the banking system.

In 2005 and in the interim period, the priorities of the monetary and foreign exchange policy shall be
oriented towards the following goals:

e The key aim of the monetary and foreign exchange policy is to achieve and sustain price
stability. According to the plan of the National Bank of Georgia in the medium term period
(2005-2007) targeted annual inflation rate will be sustained at 5-6%;

e For the purposes of facilitating the remonitization of economy in the low inflationary
environment the NBG will supply money according to the demand for money, taking into
account the real growth rate of the economy and the targeted inflation rate. The NBG is aware
that demand for money will be accompanied by restriction of dollarization. On the background
of legalization of economy, utilization of lari, as the only legal tender will increase. The
legalization tendency will be sustained in short as well as in mid-term period. This will
necessitate increase of monetary base at a significantly faster pace than GDP, not to provoke
increase in prices. The draft 2005 Basic Directions Document for Financial and Monetary
Policy envisages increase of reserve money by 18-20%; besides, in a mid-term period, next to
broadening its the payment function, the national currency will gradually acquire a saving
function. This will be provoked by the monetary environment that will be created in the
country. Ultimately, number of the deposits denominated in lari will increase as well as the
credits issues in lari terms. This will ensure re-dollarization of the financial intermediation. On
the other hand it will facilitate to increase of money multiplicator in the banking sector and
enhance effectiveness of monetary transmission mechanism. The described process will
facilitate to sustaining the long term trend of remonetization of the economy. For broad money
M2 (broad money excluding foreign currency deposits) and M3 (broad money including foreign
currency deposits) the process of remonetization will be sustained, so that remonetization
indicator increases by 0.5-1% on average annually. The effectiveness of the banking system and
enhancement of its intermediary function acquires a special importance in this process, to
ensure that the broad money increase happens by attraction of cash that is being circulated
outside the bank channels next to increase of reserve money and by improving the quality of
banking services. We should take into account that remonetization of the economy shall be
subordinate to the key principles of the financial/monetary policy and if any discrepancy
between these two occurs, priority shall be given to the price stability as the key goal;
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e Reserve money will increase mainly due to accumulation of foreign reserves at the accounts of
the NBG. Main source for the inflow of foreign reserves is financial assistance received from
the international organizations and donor countries as well as purchase of foreign exchange by
the NBG at the foreign exchange market;

e While selecting the instruments for the non-inflatory supply of money, the economy’s
significantly increased demand for money as well as the necessity of sterilization of the excess
interventions (in case of excess supply of money) will be considered. So, while regulating the
money supply in medium term period, the credits to the banks will be extended based on the
open market operations more extensively then it has been done in previous years;

e In 2005, the foreign exchange policy shall still be based on a floating exchange rate regime.
The exchange rate will be formed based on market principles, considering demand and supply
for foreign exchange. In order to circumvent abrupt variations of lari due to seasonal and
conjunctive reasons the NBG will apply two-side monetary interventions.

e Considering that the price stability is the ultimate goal, the NBG, within its competence will try
to facilitate to the competitiveness of the exporting sectors of the country. Thus, the NBG will
aim to creation of such a dynamics of a real effective exchange rate that will facilitate to
creation of healthy trade relationships with the partner countries.

e Considering the situation with the country’s trade balance and the volume of external debt, the
accumulation of international reserves remains the key priority of the monetary policy of the
NBG. The NBG will lead its investment policy accordingly, so that by the end 2005 reserve to
imports (excluding imports related with the construction of oil and gas pipeline) ratio will
comprise at least 2.5 months. The process of accumulation of foreign exchange reserves will
also continue during the medium term period, to ensure unimpeded service of the country’s
foreign liabilities. It is expected that by 2006-2007 the country’s foreign exchange reserves will
amount to the equivalent of the 3 months imports.

e Envisaging the developing, unsustainable economic and financial environment, in case of
significant domestic or external (a sharp change in the BOP) impacts on the economy of
Georgia, the monetary and exchange rate policy shall be conducted with a minimum diversion
from key targets.

5.2.  Fiscal policy

5.2.1. Budget reform

A substantial improvement in budget arrangement is planned as part of the budget reform. The number
of budget organizations decreases and the independence of agencies and organizations in determining
the policy and direction of respective activities increases.

In the framework of the EDPRP the method of budget financing has shifted to program and activity
financing, which sharply improves the targeted use of public funds and increases the level of efficiency.

The incomes of legal entities of public law will no longer be included in state budget revenues and
expenditures (they no longer have accounts at the State Treasury). The principles of providing budget
funding to organizations from the budget has also been modified — the Ministry of Finance will assign
funds in specific cases to the spending units. The spending units, in their turn, will finance the legal
entity of public law under their subordination that is responsible for the implementation of the program
or specific activity. To reflect the latter, the organizational structure of the state budget has changed
and instead of legal entities of public law, the organizational structure now indicates the program or
activity.

Work in underway to improve the budget classification, which envisages the IMF recommendation of
2001 to introduce classification and use accrual instead of cash accounting method.
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A realistic monthly projection of budget expenditures shall be developed and a medium term (3-year)
planning of the budget shall be conducted.

The adoption of the Budget System Law in 2003 (to be effective from January 1, 2004) may be
regarded as a progressive step. The law introduced a more detailed and optimal budget schedule and
clearly outlined the competencies of budget organizations and the Ministry of Finance in developing
draft budgets.

The rules and procedures of budget reporting were determined, namely during 20 days following the
end of the month, the MoF prepares a report showing sources of revenues, expenditures, deficit and
financing, which gives more transparency and accessibility to information on budget revenues and
expenditures.

Core items were abolished under the budget and the mechanism of sequestration was modified.
Namely, the provision on core items was removed from the Budget System Law which means that all
expenditures of the budget are a priority on equal level. The mechanism of sequestration was replaced
by developing monthly cash plans for expenditures and by a quarterly consideration of the budget in
the parliament, when based on the proposal of the executive authorities the parameters of the approved
budget are revised upwards or downwards.

According to the Budget System Law, the inflows of all fiscal spending units shall be reflected in the
state budget, and all budget inflows shall be accumulated on a single treasury account and shall be
directed to finance measures pursuant to the budget law of the year. In other words, incomes of
spending units will no longer be at their disposal, which leads to the abolishment of non-tax revenues
(so called special funds).

Based on the requirements set forth by the law, the MoF prepared new budget request forms.

A series of decisions were taken to ensure an uninterrupted performance of the budget process, of
which rules of recording and spending donor financing (cash grants) were developed, a state register of
cash grants was created in the Ministry of Finance.

In 2003-2004 the MoF prepared a classification of expenditure which was discussed and approved by
the Finance and Budget Committee of the Parliament. The EU standards of public expenditure
classification is the key classification when budgets of member countries are designed. One of the
requirements of NATO was to illustrate the defense budget of the country by activities. The
classification by activities will enable us to analyze and determine correct proportions of expenditures,
to ensure an efficient distribution of resources and outline the budget strategy in a more transparent and
clear way.

Local budget

As a result of November 15, 1998 local self government and local government elections, the number of
local budgets exceeded 1000 units. On a local-self government level there were budgets of villages,
communities, settlements and towns under the regions, whereas on a local government level there were
budgets of the region and towns that were not part of regions.

The afore mentioned exposed the need of developing such a legislative base, which would substantially
support the real independence of local self governments and local governments.

In September 2004, the MoF prepared and the Government of Georgia submitted to the Parliament the
draft on “Budget System Law of Autonomous Republics and Other Territorial Units of Georgia”.

Pursuant to provisions of the Organic Law of Georgia on Local Self-Government and Local
Governments and the Law of Georgia on the Budget System Law, the draft envisages expanding and
specifying the fiscal authority of representative and executive bodies of autonomous republics and local
governments, and improving methods of designing and implementing budgets of autonomous republics
and other territorial units of Georgia.
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These issues are not adequately reflected in the current legislation. This flaw is particularly exposed
when distributing revenues and expenditures among regional budgets and budgets of villages,
communities, settlements and towns under regions.

As a result, in most regions, revenue distribution ratios for local self-government units are determined
not on a long-term basis but for each year, and with varying rates, thus damaging the role and
importance of having long term economic norms for tax revenue distribution.

The afore-mentioned creates a strain between the local self-government and local government bodies,
which finally is reflected in violating the interest of self-government budgets.

The draft law is designed to fully eradicate this flaw. It clearly and innovatively formulates the rule of
developing, discussing, adopting, executing and controlling budgets of autonomous republics and other
territorial units of Georgia. Namely, uniform, long-term economic norms of tax and non-tax revenue
distribution and transfers to these budgets, of which adjusting transfers to local self government
budgets, is determined by the law of Georgia. With such an approach, we finally regularize budget
competencies for autonomous republics and local governments, which have been established while
observing the principle of independence.

The new rule of designing local self government budgets, which has been outlined in the draft law
submitted to the parliament, allows for the determination of the size of adjusting transfers for these
budgets using a formula. It ensures a per capita adjustment of local self government budgets that have
low social-economic potential to an average national indicator. In addition, the transfer will be directly
given to each local self government budget pursuant to the draft law.

The submitted draft law is developed by the Ministry of Finance. MPs, members of the government,
stakeholder ministries, officials of representative and executive bodies of local government and self
governments as well as experts from IFIs (primarily the World Bank), the association of young
economists and independent experts of self-government and representatives from other NGOs are
engaged in discussions over the draft.

It is estimated that the adoption of the law will increase state budget expenditures by lari 10-12 million
from 2006, the source of financing shall be presented before October 1, 2005 by adjusting transfers for
all self-government budgets based on calculations done according to these units.

5.2.2. Treasury reform

From April 5, 2004 the Ministry of Finance kick started a central reform of the treasury by 1)
establishing a single treasury account and 2) enforcing a mechanism for refunds. The treasury reform
aims at improving the management of public funds through recording budget inflows and increasing
the trust of taxpayers towards administering timely refunds. More than 10 000 transit accounts were
closed at the NBG and all budget inflows are recorded on the single treasury account. Since April 5,
2004 the reporting and recording of budget revenues and expenditures is more detailed and
comprehensive compared to the form previously produced by the NBG. After the implementation of
the reform, on daily basis a certain portion of revenues is accumulated on a special sub-account for
refunds, which gives transparency and flexibility to tax refund process. Respective legislative
amendments were developed and introduced to budget, tax and customs legislation.

Technical equipment was replenished through the technical assistance of the UNDP and the USAID.
The adequate software was developed and installed by the local personnel of the treasury. A reference
book of treasury codes was published and given to commercial banks and taxpayers. After conducting
afore-mentioned measures, the reform was successful and it keeps on working.

From the beginning of 2004, pursuant to the Budget System Law special accounts were abolished.
Consequently, the treasury closed all special accounts and consolidated revenues under the budget.
Thus, commitment control was established on the entire central budget except the expenditures of
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budget organizations in the Autonomous Republic of Adjara. From April 26 the regional treasury
started operating on the territory of Adjara. Previously, the financing of budget organizations on the
territory of the autonomous republic was carried out by the MoF of Adjara through the planned funds
transferred by the treasury from the central budget, which triggered many troubles. By setting up a
regional treasury office, the execution, recording and reporting of budget expenditures improved. The
regional treasury is linked to the single consolidated database. The system of commitment control was
established in the Autonomous Republic, thus now covering the entire central budget.

Following this achievement, work was launched to develop similar procedures for expenditures of
special state funds. Legislative amendments have been prepared and joint meetings were held with
representatives of the funds. As a result, based on the order of the Minister of Finance of Georgia, the
treasury started monitoring expenditures of special state funds from September 1 in accordance to the
rule of commitment and spending control.

A series of reforms are expected in the upcoming three years aimed at improving the performance and
operational capacity of the treasury. A single revenue and expenditure account shall be set up to grant
more efficiency to the management of public funds and international accounting rules shall be
introduced. Both measures are extremely important for statistical and analytical purposes.

6. Current and planned reforms in sectors

6.1. Education

The key goal of the national education policy is to establish quality education system and ensure its
accessibility. The development of the draft law on High Education was very important. It declares
goals of high education and outlines ways of their implementation, defines the importance of High
education establishments, identifies their possible organizational-legal form, rules of creation,
reorganizations, liquidation and other,.

The draft law envisaged new financial mechanisms such as: financing education on the expense of
public education grants, education loans, program funding of university sciences and etc. It provides a
new method of managing High education institutions, which sets apart academic from financial-
administrative management. For the first time, the draft law clearly determines the basic principle of
High education institutions, such as academic liberty — the ability of the faculty and students of
carrying out scientific research, teaching and studying independently.

The government of Georgia acknowledges its responsibility towards orphans under state custody

and children void of parental care and recognizes the need of raising them in a family and the priorities
of the UN Convention on the Rights of a Child based on which the draft law on Regulating and
Supporting Processes of De-institutionalization was developed. The draft law aims at promoting raising
children in families, regulating the deinstitutionalization of children under state custody, separating
personnel and financial competencies in the management of these processes among central and local
authorities, legal relations of public agencies and organizations in the process of deinstitutionalization,
developing mechanisms for the participation of civil organizations and identifying the scope of their
authority and responsibility. The draft law offers different forms of civil care over a child. Practical
steps have already been taken in this direction. During the past three years, the government ensures the
education of individuals in institutional establishments in professional and high education institutions.
Together with the European Commission, the state pays a monthly stipend of lari 50 and covers the
tuition fee in private schools.

A process of accreditation has been launched which equally affects private and public education
establishments. The accreditation will equally pose standard requirements for quality education to all
High education schools irrespective of their legal status. The institutional accreditation verifies the
consistency of the High education establishment in terms of material and human resources with
conditions set by the Ministry of Education and Science. Program accreditation must determine the
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orientation of High education program, goals, teaching methods and their consistency with local and
international requirements. If program accreditation is successfully passed, then education grants will
be equally accessibly for both public and private high education schools.

The new model of providing public financing for high education will establish equal opportunities and
accessibility irrespective of the student’s solvency. At the same time, it must be noted that the
government cares for the youth experiencing hardship due to certain developments, such as pupils and
high education prospective students from conflict zones. In 2004, 21 students (of which 11 Ossetians
and 10 Georgians) from Tskhinvali received admission to high education institutions (both to schools
were tuition is free or were fees are levied). The state pays for their tuition charges and appoints a
stipend of lari 50 per month. The schools in Tskhinvali region were technically equipped. At present
the ministry, with support from donor organizations, carried out a series of measures aimed at
strengthening the material base of education institutions: it conducts repairs in schools for
underprivileged children with “Alizei”, an Italian organization; through the aid of the UNICEF
delivered pastime inventory in inclusive schools; replenishes the inventory of the professional lyceum
of Kobuleti with the assistance of the Swiss Agency for Development and Cooperation.

The Project Ilia Chavchavadze is very important in reorganizing the system of education. Its key goals
are to develop the capacity of schools to manage administrative, financial and human resources and
establish national education plans. Many of the above mentioned have already been fulfilled: a system
of funding general education has been created, which envisages a priority funding of schools in villages
and mountainous regions; a system of textbook rental has been developed and allows a student to pay
only "4 of the value of textbooks for the year. This system is already practiced in 56 schools of Georgia.

As for the system of improving the qualification of teachers, a program of professional development
for teachers is carried out currently through the co-financing of the World Bank. The program focuses
on three directions:

1. Education grants;
2. The program of teachers’ professional development in schools;
3. The program of developing school networks.

Each program is implemented in all regions of Georgia, of which conflict zones and mountainous
regions. In 2004, 6200 teachers were involved in the professional development program.

Work was launched to develop a concept— education for sustainable development. Important measures
in this context are:

Education for good

Education for all

Adult education

Introducing information technologies into education
Development of communications

Ecological education

Also work is underway to establish a new concept, which envisages the creation of a comprehensive
system of vocational education, the optimization of the network of professional education
establishments and their substance-based and structural adjustment.

Vocational education institutions are being transformed into legal entities of public law, which expands
their authority and based on the current legislation transforms them into multi-functional institutions.
Vocational education institutions are being transformed into regional professional education/consulting
centers, which allows for student and adult (unemployed, employed) vocational training, re-training
and improvement of qualifications. Methodical materials required for vocational education standards
and education programs are developed while taking into consideration the feedback of employers and
the strategic planning of activities of vocational institutions on the local labor market.
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