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AN ASSESSMENT AND RATING OF THE GEORGIAN BANKING SYSTEM

I Introduction

The folloWIng assessment of the GeorgIan bankIng system has been produced under
contract to the Umted States Agency for InternatIonal Development/ENI/PER by MIchael BOrISh
and Company, Inc wIth support from Barents Group LLC MIchael Bonsh and Company, Inc
would lIke to thank CatherIne Toth ofUSAID/ENI/PER, and Alonzo Fulgham ofUSAID In
GeorgIa for theIr kInd support and gUidance MIchael BOrISh VISIted GeorgIa from October 6-13,
1998 In conjUnctIon WIth thIS project

II Methodology of the Ratmg System

The ratIng system utIlIzed to assess the bankIng sector of GeorgIa IS based on a reVIew of
more than 200 Issues and tOPICS that have been used to construct a dIagnostIc methodology for
the reVIew of bankIng systems ThIS tool IS beIng utIlIzed by USAID III other parts of "tranSItIOn
Europe," and IS applIcable to VIrtually all bankIng sectors In the world

In Its SImplest form, the ratIng system IS focused on four general areas of actIVIty-based
on 28 "sub-categones," and subject to five general claSSIficatIons The actIVItIes and sub
categones are Included below

USAIDIENlIPER Banking Sector Rating System ActlVltles
General Areas ofACtIVI(y Sub-Categones

• FinanCIal Sector • General polIcy and system
Infrastructure • Legal framework

• Regulatory and supervisory capacity

• Payments systems

• Accountmg framework

• Ratmg agencies

• Fmanclal media

• ProfeSSIOnal associatIOns

• AcademiC mstltutlOns

• Miscellaneous areas relevant to finanCial sector mfrastructure-
telecommUnicatIOns postal safekeepmg

• Econonuc Factors and • General trends
IndIcators • Pnvate sector development Issues

• Monetary and related savmgs and credit matters

• Fiscal conSiderations

• Exchange rates

• Balance of payments Issues

• Banking Structure and • Overview of the system and finanCial measures
System Profile • Profile of ownership structures

• Governance and management Issues
• Non bank competitIOn

• Bankmg Sector • Capital adequacy
Development Based on • Asset quality
PrudentIal Norms • Management capacity

• Earnmgs

• LiqUidity

• Operatmg environment

• Transparency and disclosure

• SenSitiVity to market nsks
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The followmg classIficatIOns are utIlIzed to provIde a ratmg for the mdividuaiissues
assessed, as well as m developmg a composIte ratmg for the bankmg sector as a whole Annex I
provIdes greater deSCrIptIve detaIl about how the ratmgs apply by sub-category

USAIDIENUPER Bankmg Sector Ratmg System Sconng Descnptwn
5 Outstandmg world class state-of-the-art best practices virtually no serious systemic risks
4 Sohd, strong, satisfactory competitIVe few systemic risks or problems and those are manageable
3 Adequate favorable trend Improvement needed, potential for major systemic risks
2 Inadequate, weak slgmficant Improvements needed major potential for destablhzatlOn via systemic risks
1 Dismal monopohst resistant to competition and change no confidence widespread corruptIOn, weak InstitutIOns

No effort has been made to weIght mdIvldual variables, or to quantify ratmgs along
mathematlcallmes Rather, 28 major sub-categorIes ofthe four mam groupmgs were all rated
wlthm the five-pomt ratmg system, with allowances for pluses and mmuses m the event that the
direct numencal classificatIOn did not fully match with performance The evaluatIOn IS both
quahtatlve based on trends and assessments, and quantitative to the extent the figures are useful
and meamngful In general, the mformatlOn avaIlable m GeorgIa IS suffiCient to form a
reasonable judgment of the economy and the bankmg sector However, the economy IS fragIle
Consequently, the mformatlOn made avaIlable IS subject to rapid change, such as adjustments m
exchange rates, mterest rates, and their effects on the banks and the economy at large GeorgIa
has not yet converted to mternatlOnal accountmg standards, so firm-specIfic finanCIal data
mcludmg financial statements for banks and the bankmg system as well as bank data presented
to the NatIonal Bank ofGeorgia-are stIll mcomplete In partIcular, the absence of meanmgful
mcorne statements apart from a selection of annual and quarterly reports places constramts on
some of the finanCial analySIS LikeWIse, because approximately two-thIrds of the economy
operates m the "shadow economy," there are weaknesses m the data wIth regard to pnvate sector
trends and these lmks to macroeconomIC data However, these weaknesses were partly offset by
four key sources (1) CAMEL ratmgs for banks, pubhshed monthly by NBG and conSidered
reasonable, prOVided a useful baSIS for segmentmg banks on a performance baSIS, (n) monetary
data from the NatIOnal Bank, (m) a recent review of economic developments by the IMP, and
(IV) the quarterly report generated by the Georgian-European Pohcy and Legal AdVice Centre
(and the funded by EU-Tacls)

ill The GeorgIa Ratmg

The composite score awarded Georgia was 2-/2 ThiS score generally reflects Georgia's weak but
evolvmg financial mfrastructure, fragIle macroeconomic outlook, uncertam enVIronment for
formal pnvate sector development, and fragmented progress m developmg a well-governed and
well-managed bankmg system SpeCific characterIstics m the bankmg sector mclude hmIted
capItal, the small scale of eammg assets, a hmited array of fee-generatmg servIces, questIOnable
earmngs, weak lIqUIdity, Improvmg but embryomc nsk management capaCIty, and hIgh
senSItiVIty to market rIsk Georgia has made slgmficant progress smce 1995-96 m bnngmg down
the mflatlon rate to smgle-dlglt levels from hypermflation a few years earlIer, mamtammg
reasonable levels of exchange rate stabIlIty smce the new currency was mtroduced m 1995 (untIl
recently), reschedulmg ItS debt obhgatlOns, and attractmg mcreasmg levels of foreIgn dIrect
mvestment At the structural level, laws and regulations are condUCIve to commerCIal bankmg
and economIC growth, mternatlonal payments/settlements reportedly work well, and mstItutIons
are mcreasmgly m place to professlonahze standards and ethIcs m support of market-based
growth However, overall, the economy remams fragile due to weak fiscal collectIOn, lImIted
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domestic mvestment, high levels of mformal sector activity, lImited purchasmg power, a hIgh
proportion of trade m less than stable CIS markets, pervasIve corruption, a weak JUdiCiary, a still
madequate accountmg framework, relatIvely undeveloped banks and financial servIces, and
contmued geo-polItlcal tensIons and rIsks As elsewhere m CIS countrIes, Georgia has depended
almost entIrely on monetary polIcy for stabIlIzatIOn m recent years FIscal weakness mtensifies
monetary pressure, and cross-border rIsks (e g, mamly RUSSia) raise doubts about mobilIzatIOn
of reserves and exchange rate stabIlIty MeanwhIle, confidence m the bankmg sector remams
low, mtermediatIOn rates are 2 percent (or less) ofGDP, and two thIrds of cash IS held outSide
the bankmg system Thus, as oflate 1998, the assessment of the GeorgIan bankmg system IS as
follows

The Georgian Bankmg System-Fall, 1998 I Composite Score 2-/2
Georgia IS begmnmg to establish a satisfactory legal and regulatory framework for market based bankmg Progress m
thiS area has been strong smce 1995-96 but IS laggmg m the real sector Laws and regulatIOns are backed by mcreasmg
effectiveness m bankmg superviSIOn and ItS links to monetary policy Payments systems are Improvmg as IS overall
electrOnIC capacity However the accountmg framework remams weak partlcularl) m the real sector IntroductIOn of
the ne", chart of accounts m 1999 wllI accelerate banks' conversIOn to lAS but the qUall!) of mformatlOn from banks
customers m the real sector wllI be problematiC for the foreseeable future The real sector IS also burdened by poor
standards of governance and management low mvestment, and generally mformal and/or small-scale operatIOns
Positive trends mclude a rapid decline m mflatlOn rates to smgle-dlglt levels a Willingness by government to privatize
most sectors of the economy rlsmg FDI m mfrastructure and some manufacturmg sectors and growth m agro
processmg butldmg materials bankmg msurance and other services At the macroeconomic level success m
monetarY matters has been partly undermmed by ongomg fiscal pressures Georgia has benefited from balance of
payments relief m the form of slgmficant debt rescheduling but problems m RUSSia m late 1998 highlight how fragtle
Georgia s trade patterns are how sensItive the economy IS to cross-border risk how limited ItS current debt capacity IS
relative to future debt service reqUirements and how tenuous the reserve posItion IS m support of a stable exchange
rate With the dolIar In the bankmg sector 12 banks are conSidered satisfactory while another 10 represent a low risk
offatlure That leaves 25 banks With moderate to strong prospects for failure m the next two years NBG wtll need
assistance With resolutIOn processes to ensure salvageable assets are consolidated With the better performmg and
managed banks Capital IS limited at less than $2 mIllIon per bank Fundmg IS weak as two thirds of M3 IS held
outSide banks debt and eqUltv markets are undeveloped and net eammgs are moderate under the best of
circumstances Despite high net mterest margms and average net spreads ono 35 percent eammgs are constratned by
banks limited scale of operations narrow array of servICes and mefficlent cost structures On the positive Side m the
12 higher-rated banks management capacity generally appears prudent and finanCial trends were favorable through
mld-1998 Another 10 banks m weaker condition are also expected to survive The operatmg environment IS
Improvmg, and there are favorable trends'" Ith regard to management mformatlOn, pubhc disclosure standards of
accountability and general transparency However, Georgia s prospects are limited by the small size of Its economy
weak purchasmg power limited export opportumtles fragIle fiscal and reserve pOSitIOn and weak mstltutlOns
Meanwhile, banks wllI now need to strengthen mtemal audit and corporate governance functIOns m support of
enhanced risk management capacity for sustamable growth under mcreasmgly competitive conditIOns
• 12 banks accountmg for about half of balance sheet measures are conSidered to be m satisfactory finanCial

condition with good management
• There IS limited concentratIOn but resource scarcity reduces competition on the asset Side whtle mtensrfymg risk

on the funding Side-two thirds of M3 IS outSide the banks, depOSits are I 5 percent of GDP 10 percent of banks
fundmg derives from donors

• 7 foreign Jomt-venture banks are operatmg of which only three are conSidered satisfactory EBRD may Invest m
one or more banks with strategic partners m 1999

• Georgian banks are smalI-capltalls less than $2 mtlhon on average assets are less than $7 million on average
• Net credit to the government IS hmlted-3 percent of banks assets are mvested m government securities-but

reserve a,.nd ItquTdtty requ1Tf"me-nts aft" hlgh _

• 1998 earnmgs are negative for the system and moderate for the best banks despite net spreads of 30 35 percent
• 1998 ROA (estimate through seven months) -I 8 percent
• 1998 ROE (estimate through seven months) -69 percent

The baSIS for the compOSIte IS deSCrIbed by each of the four general actIVItIes and the 28 sub
categorIes below A more detaIled summary IS attached as Annex 2
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I Fmanclal
Sector
Infrastructure
Score 2

1 1 PolleY and
System. Score 2

SectIOn 1 Assessment of Fmanclal Sector Infrastructure

Georgia's financIal sector mfrastructure IS generally weak wIth regard to
InstItutIOnal capacIty, although there has been some Improvement m a few key
areas Laws and regulatIOns for a market-based bankIng system are an place, and
the NatIOnal Bank of GeorgIa (NBG) has demonstrated substantIal effectIveness In
Implementmg monetary polIcy and Its supervISOry mandate In the absence of
InternatIonally recogDlzed ratmg agencies, the NBG has chosen to play the role of
ratmg agency by publIshmg Its CAMEL-based ratangs for banks rated "I" to "3"
on a monthly baSIS Nevertheless, accountmg standards m the financial sector are
not yet consistent With mternatlOnal standards The new chart of accounts has not
yet been effectively mtroduced mto the bankmg system (although thiS IS expected to
occur an 1999) Until thiS mItIal step IS taken, the conversion process for the banks
to new accountmg standards wIll be delayed MeanwhIle, accountmg standards m
the enterpnse sector are far from lAS, makIng It more difficult for banks to make
nsk-takmg deCISions based on mformatlOn prOVided by prospectIve borrowers In
general, the accountmg and audit profeSSIOn IS m need of professIOnalIzatIon and
development ElectroDic payments systems and transactIOn-related mformatlon
flows III the banking sector are conSidered safe and adequate relatIVe to current
levels oftransactIons InternatIonal payments work well, and 16 banks are
currently members of SWIFT Meanwhile, domestic payments may be slow, but the
settlement mechaDism appears to work Without major problems aSIde from delays
of one or two days Improvements are expected to be realIZed m early 1999 As for
organIZatIons, there are few actIve and effectIVe aSSOCiatIOns In bankmg, the
assoCiatIon appears to oppose many of the reforms (e g, mmlmum capital,
revocatIon of lIcenses) mtended to transform the banking system Into one that IS
more commerCially Viable Thus, the aSSOCiatIOn appears more representative of
smaller "pocket" banks that have little hope of competmg effectIvely under market
conditions LikeWise, the accountmg federatIon has only recently been estabhshed
Most accountmg reform has been IDitIated by the AudItmg CouncIl of the
ParlIament, which functions as a standards board for the time bemg The CouncIl's
efforts have begun to move towards certificatIOn of accountants, although most are
not yet tramed m mternatlOnal standards General accountmg reform efforts have
met with reSIstance from the Mmlstry of Fmance, slowmg professlOnahzatIOn and
movement towards Improved standards The InternatIOnal Chamber of Commerce
has lobbIed the government to prOVide an enabhng environment for foreIgn
mvestors However, their recommendations are sometImes hard to Implement,
partIcularly where corruption IS an Issue AcademiC capaCIty IS satIsfactory for
trammg actIVIties, and news media appear reasonably objectIve There has been
movement towards Improved telecommuDlcatIons capaCity, but major mvestment
and pnvatIZatlOn are stIli needed The postal system IS not conSidered effiCient
Safekeepmg IS Improvmg, but IS stili conSidered a rask.

GeorgIa s finanCial sector mfrastructure IS market based m orIentatIOn, as reflected by ItS laws and
regulatIOns However many of these have only been passed In the last two-three years after
adoption of the country s ConstitutIOn m August 1995 For Instance current bankmg legislation
was adopted m 1995-96 Meanwhile the economy IS generally burdened by weak mstitutlOns
governmental and JudICial-and thiS underrnmes more rapid movement to sustamed growth under
market condItIons There IS not yet clear respect for the rule of law Patronage fraud and
corruptIOn are pervasive JudICial mfrastructure IS weak On a POSitive note recent economIc
po1Jcles have brought down mflatlOn rates from hypennflatlOnary rates Just a few years ago
sustamed a generallv stable exchange rate for three years (until recently) and mcreased growth m
real tenus over the last two years There IS an orderly electoral process and democratic mstltutlOns
are In place ThiS IS a major accomplishment consldenng that Georgia expenenced CIVil war as
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12 Legal
Score 2-

1 3 Regulatory
and
Supervisory
Score 3-

recently as 1993-94 and tensIOns stili persist m Abakhazla, South Ossetla and elsewhere There
has also been substantial progress m the bankmg system with regard to regulatory comphance
among operatmg banks and the revocation of hcenses for banks unable to comply However
conversIOn to a market-based economy has not yet been reahzed m the real formal sector
Pnvatlzatlon has occurred m the small-scale enterpnse sector and m many other enterpnses
However much of the pnvatlzatlon that has occurred m the medIUm and large-scale sector has
been by methods which do not attract strategic mvestment, alter governance and management
practices or generally transform companies mto competitive organizatIOns Combmed with the
prommence of the shadow economy the lack. of confidence among many m the bankmg sector,
and general tax evasion, such weaknesses m the real sector undermme prospects for the kmd of
long-term economic growth that would sustam mvestment and nSIng purchasmg power At the
moment, GeorgIa s macroeconomic outlook IS uncertam due to ItS weakenmg fiscal positIOn ItS
contInued rehance on donor funds (and debt rehet) for balance of payments support, the hmlted
size of ItS market relatively low levels of pnvate Investment the absence of strategic
commodities and general InstitutIOnal v.eakness It IS expected that over time, membership In the
IMF World Bank and other multilateral organizatIOns wIll help along With EU-Tacls USAID and
other support GeorgIa IS currently placIng slgmficant emphasis on membership m the World
Trade OrgamzatlOn currently targeted for end 1999 However In the near term Georgia wIll need
to Improve ItS fiscal positIOn to aVOId a situatIOn v. here excessive rehance on monetary pohcY
leads to madequate hqUldlty for growth

Georgia s laws have gone through slgmficant reform m the last several years In support of
movement towards a market-based economy In the bankmg sector a senes of laws have been
adopted to move Georgia towards a two-tier pnvate sector-onented bankmg sector This has
mcluded the Law of Georgia on the NatIOnal Bank (June 1995) and the Law of GeorgIa on
ActiVities of Commercial Banks (February 1996) Meanwhile slgmficant legal reform has also
been mtroduced In the real sector With regard to propert) nghts and contract enforcement, all of
which IS mtended to accelerate pnvate sector development In additIOn there has been reform m
the area of CIVIl procedure code One of the objectives of real sector legal reform has been
clanficatlOn of legal conditIOns to proVide a sound basiS for banks to be able to extend credit while
properly protectmg themselves agamst undue nsk of default Thus legal reform has been
Introduced m the followmg sequential steps Law on Entrepreneurs (1994) Law on Monopoly
ActIVIty and CompetitIOn (1996) Laws on PnvatizatlOn Customs Code Bankruptcy, and
Agncultural Land Ownership RegistratIOn and Leasmg (1997) combmed With CIVil code reform
In 1998 a Law on Customs Tariffs was mtroduced and others are m process for urban land
pnvatlzatlOn/leasmg secuntles markets and pnvate pensIOns While new legislatIOn has been
adopted there IS still conSiderable weakness m actual practice Improvements are stili reqUIred m
bankruptcv and collateral legislation to accelerate dispute resolutIOn m favor of creditors when
there IS mCldence of default ThiS relates dlrectlv to weaknesses m JudiCial mfrastructure-lack of
tramed judges eVidence of corruption low pubhc confidence m JudicIal InstitutIOns mcomplete
property and hen reglstnes unclear title and claims to ownership-all of which undermme
ImplementatIOn of the new legal framework and ItS objectIVes Limited capacity m these areas has
made banks less wIlhng to lend or take nsk particularly as banks need to raise capital meet tight
reserve and hquldlty reqUIrements and comply With stncter prudential regulatIOns MeanwhIle
bank depOSit moblhzatlOn IS partl) undermmed by the pubhc s concern about tax authontles
access to account mformatlOn and the requirement that commercial banks deduct funds from
taxpayer accounts when requested b) tax authontles While these prOVISIOns are also found m
countnes where pubhc confidence m banks IS high the lack ofpubhc trust m CIVIl mstltutlOns
undermmes the ablhty of banks to moblhze resources Other weaknesses mclude madequate
protection of mmonty shareholder nghts particularly m periods of seif-hqUldatlOn which have
mvolved asset stnppmg In the bankmg sector such behaVIOr has also reduced depOSitor
confidence

Georgia IS begmnmg to show demonstrable progress towards development of effective bankmg
superviSIOn ThiS IS a long process that reqUIres ongomg tralnmg and development, partlcularly as
markets nsks and systems evolve It also requires effective development of systems m the banks
themselves With an eye towards complIance and self-regulatIOn m support of common objectives
of safety soundness and stablhty There are already several strong pomts to efforts achieved to
date These Include effective lInkage With monetary pohcy deCISion makIng processes a clear
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14 Payments
System. Score
3-

1 5 Accountmg
Score 2-

mandate and willingness to enforce Its regulatory role close coordinatIOn between on-site and off
site functions, systematizatIOn of reporting from banks to NBG-to be strengthened by the
introductIOn of the new chart of accounts and use of bank call reports-and NBG follow up to
verIfy the accuracy of reported information and compliance with prudential regulatIOns NBG
conducts on-site inspectIOns of the 10 largest banks on a quarterly basiS, and annually for the
others Better mformatlon IS now generally reqUIred of the banks on a regular basiS Off-Site
surveillance and early warning systems are being put In place to Identify potential rIsks to capital
asset quality, earnings liqUIdity foreign exchange and other key rIsk measures NBG also has
developed an Internal supervisory actIOn plan for ItS operatIOns, and a bank manual for banks to
Improve commumcatlOn between regulators and bankers for Increased compliance ThiS Will be
partICularly Important as NBG shifts to a system where It utlhzes variable rIsk weights for
differIng kinds of exposure, and because of past confuSIOn about the role of inSiders and other
Issues due to conflIctmg defimtlOns and responSlblhtles m the laws and codes However
weaknesses abound and mclude slow conversIOn of banks to IAS msufficlent numbers of staff for
on-site and off-Site functIOns difficulty m rootmg out InSider abuses and hmlted bank resolutIOn
capacity for the next stage of sector consolidatIOn Anticipated donor support IS likely to be
helpful In sustaIning progress made to date and In asslstmg In the detectIOn of new nsks as the)
emerge planmng for contmgencles contaInmg potential future nsks and generally bUIlding
capacity New regulatIOns have been Introduced to prOVide for enhanced capital adequacy,
mlmmum capital mcreases, and further reductIOns m mSlder lendmg As consohdatlOn proceeds m
the banking sector, It IS anticipated that NBG Will be able to better allocate ItS Internal resources as
banks Will be less numerous but still not very large

The payments and settlement systems appear to functIOn adequately There are regulatory
gUidelines for electromc funds transfers informatIOn systems and COUrIer services InternatIOnal
payments/settlements are conSidered effiCient The e-mail system has been extended throughout
the country to lmk the commercial bankmg system to NBG Domestic transactions nm through the
system Without error, but slowly With domestic settlement sometimes takmg two days or longer
ModernizatIOn IS expected to contmue and same-day mter-bank settlement should be achieved m
1999 Recently some problems have been reported on the mternatlOnal Side where banks heavIly
exposed to RUSSia have faced payments delayS/rIsks ThiS credit and hqUldlty nsk has reportedly
spread to some other transactIOns slOWing clearing and settlement processes However thiS does
not reflect techmcal weaknesses on the part of the payments or settlements system One of the
benefits of Georgia s tight monetary and liqUIdity controls IS that the payments system IS
reasonably well protected from credit liqUidity and systemic rIsk Banks have large correspondent
accounts-at August I 1998 these were 125 percent of total assets-thus liqUidity nsk IS
generally covered for InternatIOnal transactIOns MeanwhIle there IS not enough foreign exchange
actlVlty for dayhght overdraft rIsk to be a senous problem at current levels Risk IS further
mitigated by the lack of concentratIOn m the banking system and the limited mter-bank market
However, rIsks are not wholly absent There IS a hmlted number oflenders In the mter-bank
market, and the sensltlVlty of the market to any major deterIoratIOn m the liqUIdity and solvency of
one/several of these net lenders to the mter-bank market could have a destablllzmg effect on the
system

Georgia's accountmg standards are slowlv evolVing towards internatIOnal standards There are
currently an estimated 148 companies With 480 certified auditors and accountants m Georgia
Among these an estimated 150-250 are reasonably well qualified as accountants although none IS
known to be accredited m lAS (or GAAP) The AuditIng CouncIl of the Parhament has served as a
type of standards board that has evolved In the last two years to Improve standards of accountmg
and audit The CouncIl has been Instrumental m translatmg lIterature coordmatmg semmars and
traInIng and hostIng symposia In Tbhsl focused on the need for Improved standards of
accountIng Efforts to profeSSIOnalize standards have mcluded certificatIOn of auditors and
accountants-the number of certified auditors has dlmlmshed In the last year or two due to a
tlghtemng of standards-and emphasiS on ethiCS as part of the formal tramIng course work and
exammatlOn process More recently m May 1998, the Georgian FederatIOn ofProfessIOnal
Accountants and Auditors was estabhshed ThiS federatIOn IS pnvately financed and based on
voluntary membership The FederatIOn has 900 members-expected to mcrease to I 300 m the
commg years-and four branches outSide ofTbhsl Imtlal plans are to develop a speCific code of
ethiCS to asSiSt m ImplementatIOn oflAS and to prOVide tramIng for ongoIng professlOnahzatlOn
Thus thiS assOCiatIOn s efforts are expected to converge With the work of the CouncIl to

6



I
I
I
I

16 Ratmg
AgencIes
Score 2+/3-

17 FmanClal
Metha
InsufficIent
Baslsfora
Score
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ProfessIOnal
Assoclatlons
Score 2-

19 Acadenuc
InsufficIent
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eventually upgrade and profeSSionalIze accountmg practices m Georgia However, there has
allegedly been substantial resistance from the Mmlstry of Fmance m relinqUlshmg ItS authonty
over the audit profeSSion Much of this IS Viewed as political and geared to patronage Georgia IS
the only CIS country where the audit profeSSIOn IS supervised by parliament Also whlle Georgia
has an open trade and mvestment polic) apparent restnctlOns on foreIgn mvestment m the sector
have reputedly been a contrlbutmg factor behmd the mternatlOnal firms choosmg to not locate 10

Georgia If true such practices deter development of the sector at a time when banks and other
firms need help m thiS field In bankmg NBG IS puttmg pressure on the banks to adapt to lAS
The Law on ActlVltles of Commercial Banks stIpulates banks need to mamtam records and prepare
annual reports m accordance With sound accountmg practices, that these statements need to be by
subSidiary as well as on a consolidated basis and that banks need to appomt an mdependent
external auditor to mamtam standards and to prepare the reports These standards are all prescnbed
by regulatIOns ofNBG which reqUire banks to conform to mternatlOnal standards or lAS
Actual conformity With lAS has not been fulfilled With the absence of deferred payments
frequently understatmg liabilities and contmgencles and mconslstent valuatIOn standards
sometimes dlstortmg asset and collateral values VenficatlOn ofJournal entnes (e g for the
detectIOn of pOSSible fraud regardmg credit transactIOns registration of collateral and guarantees)
and the general need for stronger mternal controls are likely to be major reqUirements of banks
(and supervisors) m the commg years Effective mtroductlOn of the new chart of accounts stnct
momtonng by NBG mvestment m new mformatlOn systems and ongomg stafftrammg and
audlt/accountmg professlOnalizatlOn should accelerate progress The entry of mternatlOnal
accountmg firms 10 Georgia would serve as a catalyst for professlOnallzatlOn and competitiveness
EU-Tacls fundmg for a pilot lAS conversIOn project Will also help

None of the major mternatlonal ratmg agencies IS active 10 Georgia Consequently there are no
mternatlOnal ratmgs for banks m Georgia ThiS IS not surpnsmg consldermg the largest bank m
Georgia IS reported to have no more than the U S dollar-equivalent of $50-$60 mlllion m assets
and only $14 mIllion m shareholder eqUity As a substitute the NatIOnal Bank of Georgia
publishes ItS ratmgs of the banks on a monthlv basiS based on the CAMEL svstem It has adopted

There are several newspapers that report basiC busmess news and mformatlOn mcludmg at least
two 10 English There are also busmess Journals published regularly such as the weekly bulletm
published bv the Georgian Busmess Press ASSOCiation Twenty two categones of bankmg statIstiCS
along WIth aggregate assets and liabilities are published monthlY along WIth NBG CAMEL ratmgs
for the banks The press also covers general tax legal and accountmg Issues as well as major
Issues In the economy such as the proposed Baku-Ceyhan 011 plpelme and the upcommg tender for
Telasl

There are several assOCiatIOns for finanCial sector mdlvlduals and groups The major assOCiatIOn m
bankIng IS the Georgian Bankers ASSOCiatIOn which appears to generally represent the smaller
banks m Georgia These banks have a tendency to oppose many of the reforms bemg mstltuted by
the NatIOnal Bank For example the Georgian Bankers ASSOCiatIOn has apparently opposed the
move to mcrease mmlmum capital at banks It has also challenged the nght of the NBG to revoke
a bank license clalmmg that thiS VIOlates banks property nghts To date the Bankers
ASSOCiatIOn has not been heaVily Involved In donor lendmg or other actlVltles to strengthen
bankmg sector mfrastructure The Georgian FederatIOn of ProfessIOnal Accountants and AudItors
was established m May 1998 ThiS asSOCiatIOn has 900 members and four branches outSide of
Tblisl ImtIaI plans are to develop a code of ethiCS to asSiSt m ImplementatIOn ofIAS, and to
prOVide traInmg for ongomg professlOnallzatlOn There IS a Young Lawyers ASSOCiatIOn that Will
be Illvolved III the World Bank funded JudiCial reform project Other assocIatIons mclude the
Umon of Georgian Entrepreneurs and the InternatIOnal Chamber of Commerce which represents
many foreign mvestors m Georgia and mcludes a handful of foreign managers of Georgian banks

No particular effort was made to assess the number or quality of academiC Illstltutlons III Georgia
Nor was there a systematic effort to speak With busmess/management school offiCials However
there are about 10 umversltles that have a selectIOn of busmess and finanCial management courses
There are efforts underway to mtegrate these programs mto trammg programs focused on the
professlOnalizatlOn and certificatIOn of accountants and others The Tblisl BUSIness School offered
busilless degrees With the help of EU-Tacls fundmg although thiS fundIng may have been
curtailed There IS also profeSSIOnal bankers trammg through the Academy ofBankmg and
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Fmance which receives USAID support In general, there are hundreds of mstltutes and
'unIversIties' III Georgia, although most of these are not considered adequate for professIOnal

trammg It IS hkely that Georgia will mtroduce more formal accreditatIOn standards III the future
for higher learnmg This should be accompanied bv new course work and more modem matenals
and texts

There are slgmficant weaknesses m overall mfrastructure III Georgia, all of which undermme
competitiveness and effiCiency The telecommUnIcatIOns sector IS generally state-owned,
exempted from pnvatlzatlOn, and monopohzed although there IS competitIOn from the cellular
market due to weaknesses of the land-based system It IS hkely that some legal reform Will need to
occur III the future If Georgia decides to move forward to attract strategic mvestment III the sector
A change m the Law on PnvatlzatlOn which exempts telecommumcatlons from pnvatlzatlon needs
to be amended to encourage thiS Meanwhile three cellular phone companies are now competmg
and overall telecommUnIcatIOns capacity has mcreased Telephone exchanges have been upgraded
In major urban areas and the presence of mternet service prOViders and satelhte connectIOns
reflect general capacity enhancement Nevertheless lIne quahty IS poor customers are frequently
disconnected, and wrong numbers are common To become more competitive Georgia Will hkely
need slgnIficantlv greater mvestment m the sector ThiS will be true as banks and other finanCial
mstltutlOns make greater use of electronIcs-from basiC debit and credit cards to eventual
electromc tradIng of secuntles-to accommodate market demand Postal service IS conSidered
madequate and slow There are also concerns about safety and secunty m the bankmg sector A
slgmficant proportIOn of personnel are guards and dnvers As roads are sometimes bad and
polItical tensIOns remam III Georgia, there IS a nsk of safekeeplllg when bank notes are
transported A more effiCient telecommUnIcatIOns sector would help this-advancements In the
payments system by next year are expected to Improve on thiS
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SectIOn 2 Assessment of Economic Factors and Private Sector Indicators

Georgia's economy IS generally fragIle from a structural standpomt, with mIXed
reviews from a macroeconomic standpomt that are bound to worsen over tIme
unless direct 10vestment mcreases and fiscal collectIOns Improve The good news IS
that monetary polIcy has been effectIve over the last three years m brmgmg down
the mflatlon rate Year on year, the mflatIOn rate (CPI) was only 7 percent at end
1997, compared with 57 percent at end 1995 and hypermflatIOn reachmg as high as
7,500 percent m 1993 and exceed10g 1,100 percent from 1992-94 Likewise,
10vestment has mcreased m the last two years as foreIgn mvestment has been
registered 10 od and gas mfrastructure, cellular telecommuDlcatlOns, agro
processmg, cement, mmmg, glass, bulldmg materials and other sectors There IS
also clear eVidence of growth m the trade, transport and services sector
Infrastructure privatizatIOn IS lIkely to mcrease budgetary proceeds and help with
economic growth and the balance of payments The government anticipates L35
mIllIon 10 prIvatizatIOn proceeds 10 1998, mcludmg L5 mIllIon from urban land
sales Fiscal deficits have also been brought down to about 4-5 percent of GDP,
although much of thIS IS due to generous donor financmg and debt reschedulmg
However, Georgia's economy remams fragIle and subject to regIOnal polItical and
economic riSks, and thiS presents challenges to Georgia's medIUm-term economIC
objectives of 8-10 percent annual growth rates, a reduction 10 the mflatlOn rate to 4
percent by 2000, and an 10crease m NBG reserves eqUIvalent to 2 3 months' Imports
m 1995and 28 ....onths' •....pol"ts-m 2000 The exchange rate has depreciated agamst
the U S dollar 10 the fourth quarter of 1998-from L1 35 $1 to L1 5 $110 October
1998 alone, With further declInes to L1 56 $110 November 1998 and L1 8 $110
December 1998-and prospects for substantially mcreasmg mternatlOnal reserves
remam weak for the moment ThiS sets m motIOn a spiral of mcreased dollarlZation
(which IS already promment) as a hedge agamst mflatIOn, and With It a rise m Larl
mterest rates m the banklOg system As the gap between Larl and dollar mterest
rates has been narrow m Georgia, such developments then ripple through the
economy Georgia has high levels of pubhc debt, low levels of direct mvestment, and
trade relatIOns that are still focused on troubled CIS markets The current account
defiCit IS a high 10 percent of GDP, although there are questions about the
relIabIhty of the data Tax collectIOn remams low-arrears on tax and pension
payments approximated 2 5 percent of GDP-and health and other services are
reported to be 10 dismal conditIOn To ItS credit, the government has not Issued
large volumes of securities to finance defiCIts To the contrary, monetary polIcy has
been restrictIVe, and legislation has been adopted hmltmg the scope for defiCit
financmg from the central bank LikeWise, foreign direct mvestment has shown an
10crease smce 1997, and mfrastructure privatIZatIOn may generate extraordmary
proceeds m the energy sector However, prIVate 10vestment still remams low,
prospects for foreign exchange earn10gs remam weak, and the uncertam fiscal
picture places mcreasmg pressure on monetary polIcy m the form of high real
mterest rates Georgia IS still relatively lDsulated from global trends, so It IS not
vulnerable to volatile movements m portfolIo mvestment Nevertheless, Its high
concentration of trade With RUSSia weakens the short-term trade outlook Fraud
and corruptIOn also weaken the economy by reducmg the fiscal base, and pOSSibly
deterrmg mvestment or mak10g It more costly

EconomIc prospects are likely to be mixed for the next several years EconomIc strengths mclude
hIgh growth smce 1996 a relatIvely low mflatlOn rate reduced fiscal defiCIts rIsmg foreIgn dIrect
mvestment limited short-term debt servIce/payment requIrements, and prIvate sector growth m
servIces Weaknesses mclude hIgh mterest rates weak tax collectIOn uncertamty regardmg the
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exchange rate due to fragIle reserves hIgh levels of trade concentratIOn wIth troubled CIS
countrIes hIgh medmm- and long-term debt servIce relatIve to eXlstmg capacIty, lImIted finanCIal
sector development, weak management and governance m the real sector and the lIkelIhood of
hIgh levels of underemployment m formally regIstered enterpnses combmed wIth low value-added
actIvItIes among many who are self employed (formally or mformally) Purchasmg power remams
lImIted WIth per capIta mcomes at about $2 000 and 60-65 percent of cash IS held outsIde the
bankmg svstem These figures are symptomatIc of a lImIted market WIth short-term tIme honzons
undercuttmg resources for and benefits from dIrect mvestment MeanwhIle, the bankmg system IS
prudently nsk-averse due to enterpnse tendenCIes toward excess leverage and poor hlstones of
credIt performance Such cautIon places severe lImits on the amount ofworkmg and mvestment
capItal aVaIlable to the pnvate sector apart from theIr own self-financmg However thIS also lImIts
the fundmg avaIlable to banks In the first place makmg It dIfficult for banks to playa meanmgful
mtermedlarv role or to take nsk at more affordable real rates for the enterpnse sector

The enablIng envIronment for pnvate sector development m GeorgIa has Improved m recent
years although a small economy, pervasIve corruptIon and polItIcal nsk make It dIfficult to
broadly and dramatlcall) raIse mcome levels Among the changes has been a delIberate attempt to
reduce the role of the state m the economy Measures taken to advance the pnvate sector m
GeorgIa mclude the begmnmgs of land reform enterpnse pnvatlzatlOn reforms m the energy and
bankmg sectors and Improvements m the legal and regulatory framework WhIle there are
shortcommgs to these measures-for mstance, the Law on Entrepreneurs needs to better protect
mmonty shareholder nghts and to be reconCIled WIth bankmg and bankruptcy legIslatIOn the Law
on PnvatlzatlOn needs modIficatIOn to expand exempted sectors such as telecommumcatlOns
they represent a start m the dIrectIOn of pnvate sector development under market condItions
MeanwhIle the macroeconomIc envIronment has strengthened m the last two-three years, as
shown m declImng mflatlOn rates reduced fiscal defiCIts, and a relatIvely stable exchange rate
(untIl recently) WhIle some of these trends are bemg called mto questIon m the aftermath of the
RUSSIa cnSlS, condItIons have stIli been far more posItIve than pnor to 1996 GeorgIa has adopted
a lIberal trade and mvestment regIme to mcrease mternatlOnal transactIOns and to serve as a
catalyst for dIrect mvestment Slgmficant debt rescheduhng has temporarIly eased pressure on the
balance of payments as eVIdenced by relatIvely low mterest and prmclpal payments m 1997
Georgia has also moved ahead WIth prIVatizatIOn, and only about 100 major enterpnses remaIn to
be restructured or lIqUIdated m some form However most enterpnses are very small-scale m
GeorgIa, and there IS lImIted mvestment Informal domestIc mvestment IS pnmarlly self-financed
and does not run through the bankmg system Most formal dIrect mvestment IS tIed to external
sources about three quarters of It from FDI CapItal markets are not expected to be operatmg at
least untIl 1999-2000 and GeorgIa can not expect major Inflows untIl It has adopted all needed
legIslatIOn and regulatory structures establIshed needed mfrastructure and prOVIded condItIOns
for underlymg stabIlIty MeanwhIle, FDI IS mcreasmg-from $53 mIllIon m 1996 to $189 mIllIon
m 1997 and $200 mIllIon m the first half of 1998 ThIS mIght contmue for another couple of years
as GeorgIa seeks strategic mvestment m the energy and power sectors Nevertheless, these figures
remaIn small on a per capIta basIs-wIth 5 4 mIllIon people, even $400 mIllIOn FDI per year
would be onlv $74 per capIta, whIch would place GeorgIa m the mId-range of transItIOn countrIes
At the structural level most enterprISes have been prIvatIzed through' ownership transformatIOn
methods-management and/or employee buyouts, voucher prIVatIzatIOn-wIth lIttle mcremental
capItal strategIc mvestment or change m governance and management In fact the zero auctIOn
method has been deSigned to qUIckly dIvest the state of these enterpnses along WIth theIr debts
The result has been assumption of debts by purchasers but lImIted strategIC mvestment Larger
mdustnal enterpnses generally reqUIre major restructurmg If they are to operate at all let alone
With any degree of competItIveness or effiCIency MeanwhIle lendmg m the prImary sector
tradItIonally a major share of natIOnal output and employment-Is burdened by diverSIOn of
workmg capItal financmg for other purposes weak finanCIal management the absence of secunty
low repayment rates and madequate value-added and marketmg hnks Agro-processmg IS stIll
largely dependent on fragIle el\.port markets such as RUSSIa, and enterpnses m thIS sector are
generally unable to complv WIth standards needed to penetrate hIgher mcome markets such as m
Western Europe RegIstered unemployment was 6 6 percent at end 1997 but thIS figure IS
questIonable m two ways-posslbl) understatmg the problem due to hIgh levels of
underemployment 10 the mdustnal sector whIle even pOSSIbly overstatmg the problem due to the
predommance of people operatmg m the shadow economy PervasIve corruptIOn remforces a
tradItIOn of patronage that makes the envIronment uncertam for open competItIOn ThIS leads to
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payment of a wide range of unofficial' fees for busInesses to obtaIn services' from tax
authontIes and other Inspectors/administrators although these payments do not WInd up In the
natIOnal treasury While many of these problems were expected to have been reduced With
s[mplIficatlOn of the tax code IIberalIzat[on of lIcenSing polICies and open current and cap[tal
accounts corruptIon stili remains pervasIve OfficIal connectIOns are reputed to have played a role
m tax evasIOn on a range of Imported goods as well as In obtaIning scarce credit from banks
Reg[stered enterpnses m general show mixed performance A lIttle more than half are actIve tax
payers although thIs represents a small base Tax and penSIOn arrears remain a problem With
arrears on pensIOn fund payments alone eqUIvalent to nearly 1 percent of GDP m 1997 In general
Georgia s pnvate sector [S essentially charactenzed as subsIstence farmmg low value-added
processIng, or small-scale contractIng and servIces operating on a cash basiS, much of It In the
shadow economy The formal sector [S now mostly pnvat[zed but lackIng In needed management
and financ[al resources for modern[zatlOn and competItIveness The latter IS begInnIng to change
With IncreasIng FDI and efforts by government to attract strategic Investment but thiS IS largely
confined to the energy and power sectors and a handful of manufacturers Until a blue-chip
sector emerges and establtshes lInks to other segments of the domestic economy the busmess
sector wIll lIkely contmue to be small-scale Informal and largely self-financmg ThiS wIll lImit
bankIng prospects and overall financial IntermediatIOn

Monetary polIcy has been successful In recent years In tammg the InflatIOn rate Based on CPI
figures at year end the InflatIOn rate had dropped to 7 3 percent by end 1997 from 13 7 percent the
vear before (end 1996) Rates were as high as 7,500 percent In 1993 However, due to the high
level of Informal actlVlty In the economy finanCial IntermediatIOn rates are low As an Ind[catlOn
of thiS about 60 65 percent of all money m circulatIOn (M3) IS held outSide the bankmg system
ThiS has been dnven by several factors which mclude the growth of the shadow economy and ItS
pnmarlly cash-onented transactIOns lost confidence m the bankmg system resultIng from the loss
of savIngs from hypermflatlOn, difficulties In restoring confidence m the bankmg sector as the
conditIOn of banks has come to lIght and lIcenses have been revoked, and a deSIre to Withhold
mformatlOn from tax authontIes These developments have made It very difficult to Increase
savmgs and credit, makmg It difficult for banks to playa slgmficant mtermedlary role m the
economy ThiS IS Indicated by the percentage of broad money to offiCial GDP-only 4 5 percent In
1996 and 5 5 percent m 1997-and pOSSibly lower If GDP IS underestimated DepOSits held In the
banks were only 1 4 percent of offiCial GDP In 1996 and 2 0 percent m 1997 With a very sltght
mcrease through mld-1998 Thus low levels of resource mobilIzatIOn make It Virtually ImpOSSible
for banks to play much of a role m economic growth

Fiscal developments m 1997 showed Improvement as Georgia contmued to reduce Its fiscal
defiCit-from about 45 percent m 1995-96 to less than 4 percent 1997 The 1998 budget calls for
a further decltne to 2 6 percent based on admlmstratlve reorganizatIOn and Improved collectIOns
although the latter appears m Jeopardy Earlter cash basiS projectIOns Includmg grants were as lov.
as 1 6 percent by 2000 However Georgia s overall tax collectIOn IS weak even by regIOnal and
global standards Georgia has the lowest tax revenue/GDP ratIO among FSU countnes-about 9
10 percent of 1997 GDP as opposed to an average 26 percent for FSU countnes-a regIon
generally known for low ratIOs to begm With Across the board-profit mdlvldual mcome
payroll VAT and other mdlrect, trade and other-Georgla s tax revenue IS low and even lower If
one conSiders the pOSSible understatement of GDP due to statistical weaknesses Changes m tax
polIcy have shown a measure of success m expandmg the tax base and IncreasIng revenue Most
Improvement m revenues has come from VAT particularly smce m[d-1997, and customs duties
The most persistent collectIOn weaknesses are With corporate profit taxes and excIse taxes on
cIgarettes Expenditure controls are generally m place although the government may have excess
employees on the payroll Georgia has made rapid progress m mtroducmg a treasury system In the
Mmlstry of Fmance All revenue and expendIture accounts of the central government have been
consohdated under a Treasury Smgle Account With the NBG Only penSIOn fund bank accounts m
regIOns outSide Tblisl have not been consolIdated However the tax collection service [S burdened
by low salaries and wIdespread corruptIOn ThiS undermmes collectIOns destmed for the natIOnal
treasurv and threatens to weaken some of the macroeconomic stabilizatIOn that has resulted from
fiscal consolIdatIOn As of Janum 1998 there were only 48 754 active tax-paymg enterpnses
Total registered tax payers-all enterpnses-numbered 91272 By mld-1997 total tax arrears
approXimated 2 5 percent of GDP With penSIOn fund contributIOns bemg the biggest problem
UnlIke other countnes where expenditure appears to be the mam culpnt behmd budget defiCits and
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high mterest rates, Georgia IS faced with a challenge faced by many CIS countries of ensurmg that
collected revenues wmd up m the treasury for government to prOVide basic services Part of thiS
may have to do With mcentlves as taxes are generally collected locally and then transferred to the
central level However even here the regIOns are generally collectmg less than target even among
the categones m which they fully retain revenues at the local level

Exchange rate pohcy has been reasonably steady smce the new currency-the Larl-was
mtroduced m October 1995 The macroeconomy has achieved some reheffrom high mflatlOn rates
due to effective monetary pohcy and reduced fiscal defiCits QuestIOns about future exchange rates
pend increasingly on the ablhty of government to mcrease fiscal collectIOns to boost mternatlOnal
reserves and to ease monetary pohcy for Interest rate rehef FDI IS increasing and debt
rescheduling has prOVided Intenm rehef However there are concerns that madequate fiscal
collectIOns Will weaken reserve pOSitIOns particularly as the region s trade flows are disturbed by
finanCial weaknesses In RUSSia In a low case scenario government finances would collapse,
leadmg to severe erosIOn of confidence In the currency The result then would hkely be slower
economic growth combmed With a pOSSible resumptIOn ofmflatlOn due to hoardmg smugglmg
and other distortIOns In the tradable goods sector All of this would reflect mstablhty pOSSibly
leadmg to a deferral or cancellatIOn of planned direct Investment Such negative developments
would further Impenl Georgia s ability to mcrease mternational reserves Weak reserves would
then add to the cycle leavmg the undeSIrable chOice of tighter monetary policy to protect the
purchasmg power of the currency or a marked weakening of the exchange rate which could
reduce confidence and ralse pnces WhIle thiS scenario may not be probable a worsenmg of
circumstances could lead to some of these tendenCies or developments With the rapid decline m
the exchange rate smce October 1998 some of these nsks are already becommg apparent

Georgia s 1997 balance of payments figures showed mixed results The current account deficit
mcreased OffiCially the current account defiCit was $535 mIllion or about 10 percent of GDP
WhIle thiS IS very high It IS likely that the percentage IS less due to unrecorded GDP Meanwhile
contmued goodWill m the mternatlOnal donor communIty-which has proVided debt rehef and
helped to finance balance of payments defiCits-and some growth m FDI helped to strengthen the
mflow of resources Thus Georgia was able to finance Its current account defiCit m 1997
Prehmmary results for the first two quarters of 1998 mdlcate a current account defiCit of about
$250 mIlhon or a little less than the 1997 defiCit on a straight annualized basiS In light of
problems m RUSSia In the second half of 1998 It IS likely that offiCially recorded trade wIll
diminish m 1998 How thiS Impacts the 1998 current account IS presently unknown However
Georgia s overall balance of payments pOSitIOn remains vulnerable due to ItS high proportIOn of
trade With RUSSIa, limited strategic resources high dependence on remittances from Georgians
workmg In RUSSia and other countnes and a high level of dependence on donor financmg
Strategic benefits mclude geographiC posltlOnmg With good prospects for non-factor service
mcome from trade transport and finanCial services However such posltlOnmg also carries nsks
With It, as eVidenced by mternal turmOIl and senSitiVIties m the regIOn concernmg pipeline pohtlcs
Other areas of potential growth mclude higher value-added agro processmg, buIldmg matenals
and tounsm However much of an Improved balance of payments scenario depends on contmued
progress With needed structural reforms to enhance overall levels of competitiveness Short of this
Georgia s economy Will remam vulnerable to eXlstmg weaknesses which might only be further
exacerbated as It mtegrates more closely With non-CIS markets
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SectIOn 3 Assessment of BankIng Structure and System Profile

The Georgian bankIng system IS almost wholly private In ownership and one of the
best performmg sectors of the economy However, It IS very small and, m many
cases, weak by mternatIOnal standards There were 47 registered banks as of
August 1, 1998 Total assets approximated L433 mIllIon ($323 mIllion), or L9 2
millIon ($69 mIllion) per bank Pald-m capital was L1l6 mIllIon ($86 5 million), or
about L2 5 million ($1 8 million) on average Thus, capital IS low m the aggregate,
although It IS high relative to assets at about 25 percent of total As of October 1998,
there were seven Jomt venture banks operatIng m GeorgIa as well as one foreign
bank branch from Turkey EquIty InjectIons from abroad have been lImited,
although several banks VOiced optimism about reCeIVIng "strategic" mvestment
from EBRD and European partners m early 1999 The number of banks IS small
compared to March 1995, when 229 banks were lIcensed to operate Most of these
have smce been liqUIdated as they were unable to meet rlSmg minImum capital
reqUIrements and otherwise comply With newly mtroduced prudential regulatIOns
over the last three years PrIor to the bankIng laws Introduced In late 1995, banks
only needed the eqUIvalent of about $100,000 In mInimum capital to obtaIn a
license Consequently, as elsewhere among FSU and other transition economies,
banks became captIve finance UnIts for a few connected shareholders and
borrowers These were wholly unvlable under market conditIOns, and have smce
been generally de-lIcensed and put out of busmess It IS expected that up to another
two dozen or so banks will also meet With the same fate unless they merge or
restructure ThiS IS beIng prompted partly by the mcrease lD mlmmum capital,
which IS reqUIred to be L5 million by end 2000 As of end 1998, mInimum capital
wIll be reqUIred to be Ll million, and then rIse by Ll mIllion Increments semi
annually untIl reachmg L5 million Rather than bemg conSidered banks, the vast
majorIty of Georgia's "banks" are actually more like commerCial finance
companIes Among the 47 banks, only 22 are currently estimated by NBG to be m
satisfactory finanCial condition wIth at least acceptable standards of management,
or at least to represent a low rIsk of faIlure Fundmg and asset management skills
both represent real problems m the bankmg sector On the fundIng Side, deposIts
only amount to about L180 mIllion (or about $133 millIon) Accordmg to NBG,
about 60 percent of the total money supply IS CirculatIng outSide the bankmg
system MeanwhIle, there IS no corporate bond market, the mter-bank market IS
thIn, retamed earmngs are negative for the bankmg system as a whole, and "other
funds" from donors account for about 10 percent of balance sheet fundmg On the
asset management Side, banks have demonstrated Increasmg prudence lD the last
three years However, banks have not yet been tested under competitIVe market
conditions Even With progress m the finanCial sector, laggmg progress m the real
sector will only limIt the market for banks and other financial Institutions Banks
have limited mcentIves to take riSks on any exposure m excess of a few weeks or
months Banks make more money relatIve to the rIsk from trade finance and WIre
services Term financmg of any sort IS limited due to the multitude of credit rISks
assOCiated With the real sector Tight monetary policy also limits bank assets
available for earmngs actiVItIes With limited earnmgs opportunIties and negatIve
retamed earnmgs on a system-Wide baSIS, It IS unlIkely any tIme soon that Georgian
banks will grow rapidly or dramatically raise mtermedlatIon rates Current
priorities for the Georgian authOritIes m the bankmg sector mclude IImItmg the
actIOns of those banks m difficult finanCial condition, strengthemng mstItutIonal
capacity at NBG and banks-eonverslOn to lAS, regulatory overSight, rIsk
management at the banks-as a means of restormg publIc confidence, and
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promotmg prudently managed competition among safer and sounder mstItutions so
that net spreads WIll decime while the volume of bankmg busmess mcreases m
support of mcreased earmngs and stronger risk-adJusted capital posItions

Georgia's bankIng system had 48 banks as of October 1998 compared wIth 229 In March 1995
65 at end 1996 and 53 at end 1997 The 48 mclude one foreIgn branch-Emlak Bank from
Turkey Generall) these banks are very small WIth the largest bank-Umted GeorgIan Bank
whIch represents the merger of three former state owned banks-havmg the eqUIvalent of L77
mllhon ($57 mtllIon) In assets and L21 mIllIon ($16 mJlhon) In equIty The system as a whole
averages $6 9 mJlhon m assets $34 mIllIon In loans $28 mtlhon In depOSIts, and $18 mIllIon m
eqUIty per bank Thus by mternatlOnal standards Georgia's banks are very small GeorgIa IS at the
begmmng of a long process to restore confidence m the banks so they can playa more meanIngful
intermedIary role In support of economIc growth and competItIveness TIghtened prudentIal
regulatIons combIned WIth strIct moneta!) pohcy to reverse hyperInflatIOn have slgmficantlv
transformed the bankmg sector as IndIcated by the nearly 80 percent reductIOn m the number of
bankIng instItutIons smce March 1995 In one sense It has helped slgmficantly In curtaJlmg

lendmg flows to enterprIses that had no mtentlOn of or capacIty for debt servIce On the other
tightened condItIOns have made It dIfficult for banks to prOVIde much In the way of Investment
resources Much of thIS has to do WIth the hmlted fundmg resources avatlable-the result of
earher lost savmgs an absence of confidence m the safety and soundness of banks and account
confidentlahty concerns on the part of depOSItors In fact one of the largest problems facmg the
banks today IS a restoratIOn of confidence that would lead to a slgmficant Influx of depOSIts There
were favorable trends In the first half of 1998 but banks stIli only average $2 8 mJlhon In
depOSIts whIch accounts for 41 percent of total balance sheet fundmg (hablhtles and eqUIty)
Addmg to thIS dJlemma are high cost structures based on excess overhead Banks frequently have
too many branches too many Jll-sUlted personnel IneffiCIent procedures and outmoded
mformatlOn systems relatIve to current and prospectIve levels of bUSIness It has been reported that
releasIng employees IS dIfficult However thiS may change In the next few years If the bankIng
sector undergoes further consolIdatIOn-branch closures, the release of some employees,
mvestment In new InformatIOn systems and contInued mtroductlOn of modern procedures and
controls are all characterIstics of such a phenomenon Although changIng there IS also lImited
avallabtllty of non lendmg servIces apart from trade finance and wIre servIces On the pOSItive
SIde recent Improvements have been shown In levels of capltahzatlon recogmtlOn and consequent
provlslomng/wrIte-off of nonperfonmng loans and WIllIngness of the NBG to de-lIcense banks
unable to comply With minimum capItal and other regulatory requIrements Even earher and to ItS
credIt, NBG reqUIred banks to Write off nonperformmg loans m 1996 after the hyperinflatIOnary
period rather than drag out a finanCial restructurIng exercIse that would have yielded hmlted
benefits at best Balance sheets have thus been largely cleaned up compared to the earlIer perIod
although the 1998 growth m negative retained earnIngs reflects ongOIng problems at about five
banks In partIcular that have not yet been solved NBG rates banks accordIng to a CAMEL
framework and 22 banks are rated as satisfactory ( 2 ) or representmg a low risk of faIlure ('3 )
These 22 banks account for 78 percent of assets more than 80 percent of loans nearly 90 percent
of depOSIts and 81 percent of capItal Thus these banks mdlcators are generally stronger than
those found throughout the bankmg system Combmed WIth demonstrable progress and capacIty
expansIOn at NBG there IS a foundatIOn for competItIve bankmg In Georgia Meanwhtle, because
balance sheets have been restructured and cash IS largely kept outSIde the bankIng system pOSSIble
future resolutIOn costs are not antiCIpated to be high However there could be some mstltutlOnal
exceptIOns to thiS rule

The bankmg system In GeorgIa IS now primarIly private m ownershIp With only one bank
AgromdustrIalbank-now conSIdered to be m non-private hands WhIle Georgia IS open to foreIgn
mvestment m the bankmg sector there has been very lImIted foreIgn mvestment m the sector
Apart from a few examples there has been only hmlted strategic mvestment at best Several banks
remam hopeful that Western capItal can be moblhzed by EBRD m 1999 As of August 1998 there
were only seven Jomt venture banks m operatIOn along WIth one foreIgn branch-foreIgn branches
are nm requlrea,o KeeIJ capltallIl Georgia KS found-m Orner tranSlUon economle:> after fully
accountmg for nonperformmg loans the Jomt venture banks are larger on average than most
domestlcallv owned banks The 40 wholly GeorgIan-owned banks account for 80 percent of total
assets but their average size IS only L8 6 mJlhon m assets ($6 5 mtllIon) and L1 8 mJlhon m
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capital ($1 35 million) Jomt venture banks account for 20 percent of total assets This represents
an average ofLl2 5 million or $93 million m total assets per Jomt venture bank Jomt venture
banks capital positIOns are also comparatively stronger, at L36 million ThiS amounts to more
than 33 5 percent of total system capital and an average of more than L5 million when most
Georgian banks are struggling to reach L5 million m capital by end 2000 However the results of
these balance sheet comparisons are skewed by one Jomt venture bank-Rossyskl Credlt-Cartu
which accounted for about one third and one half ofJomt venture bank assets and capital,
respectively, m mld-1998 Most of the other Jomt venture banks show small asset and capital
figures although one other Jomt venture bank was highly rated and viewed as one of the strongest
competitors m the market (Only three of seven Jomt venture banks are rated 2' or 3 by local
CAMEL ratmgs )

Most management IS conSidered short term In outlook and board oversight has a tendency to be
passive However, governance and management are ImprovIng In Georgia, partlcularl) at some of
the higher-rated banks Bankmg legislatIOn and NBG regulatIOns have been tightened m recent
years to encourage greater discipline and more prudent management In fact, Significant
responsibility IS now bemg assigned to bank boards and management to ensure compliance With
bankmg regulatIOns and their enforcement ThiS has mcluded limits on cross-ownership, new
standards for mternal and external audits regular reportmg reqUIrements, limits on InSider lendmg
and concentratIOns and the handling of loan losses and accrued mterest ConsolidatIOn m the
sector could accelerate such progress Compared to March 1995 when 229 banks were operatmg
m Georgia, a net 182 banks have disappeared due to poor management and/or weak financial and
operatmg status NBG supervisIOn has adopted gUldelmes by which to assess management to
ensure they are m compliance WIth regulatory reqUIrements and to evaluate their rIsk management
capacity m support ofunderlymg monetary and exchange rate stability Many of the more highly
rated banks have younger management more modem skills and capacity and new technologies at
their disposal Some are shOWIng mcreasmg earnmgs and retamed earnmgs are fuelmg their
growth However Georgian banks are still generally burdened by limited experIence m modem
management, weak mternal audit capacity, and m some cases a long standmg culture of patronage
and mSlder/connected lending that works at cross-purposes With modem governance standards
There IS also the rIsk among the better banks that aggressive efforts to generate earnings and
expand balance sheets In an environment where funding IS weak could lead to the assumptIOn of
Imprudent levels of rIsk The system remains fragile and confidence IS still low (The de-licenSing
of Ivertbank shocked much of the public and further reduced confidence In the safety and
soundness of the bankmg system) Consequently management and governance are particularly
Important at thiS stage as Georgia plans to permit banks to participate m the seCUrIties markets
pensIOn fund market and life and non-life Insurance markets Sound governance and management
are reqUIred to further rebUIld confidence In the bankmg sector and for the multiplier effect such
confidence buildmg can have as other savings related actIVities and Instruments corne on stream
over the next couple of years

There IS currently no real competitIOn for banks In the finanCial markets aside from the 800 or so
non-bank foreign exchange dealers that are also regulated by NBG There IS a nascent msurance
sector conslstmg of25 companies active prImarily In motor vehIcle property personal aCCident
and cargo and landed transport Insurance Life Insurance IS undeveloped and offered by only one
firm Insurance premIUm revenue In 1998 IS estimated to be less than Ll 0 million or less than L2
per person Banks are not yet active In the Insurance market although thiS may change as some
banks develop retaIl strategies and conSider the cross-selling of life Insurance and other products
WIth their bankmg products At present most msurance IS prOVided by a handful of companles
one former state company and about five companies lmked to brokers and remsurance companies
The seCUrIties market IS currently hmlted to government seCUrIties Banks are expected to establish
brokerages and mdependent brokerage houses wIll likely compete over time With banks actIve m
thiS market However for now there are no prIvate capital markets that operate m Georgia The
state pensIOn system IS expensive relative to fiscal resources accountmg for 17 percent of 1997
budgetary expenditure Parliament IS expected to adopt legislatIOn In late 1998 or early 1999 that
Will enable prIvately managed pension funds to operate Banks are expected to enter the asset
management busmess when prIvatel) managed pensIOn funds commence operatIOns m Georgia
Non-bank prIvate asset management could serve as a major competItor to banks for savmgs
although the dlsmtermedIatlon effect IS expected to be limited at best To the contrary well
managed pensIOn funds (as SubSIdiaries of banks) would mcrease savmgs held m banks on a
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consolIdated basIs whJ1e well managed non-banks would contrIbute to overall confidence m
financial mstltutlons benefitmg both banks and non-banks GIven low eXlstmg levels of
mtermedlatlon, addItIOnal savmgs optIOns m formal InstItutIOns are clearly needed m Georgia One
conSIderatIon WIth regard to non-bank finanCial InstItutIOns IS that 31 of Georgia s 47 banks have
shares of less than 1 percent of household depOSIts Thus, usmg thIS as an mdlcator, most banks In
GeorgIa are operatmg more as commercIal finance UllltS than as banks There IS no actIve credIt
union movement m rural or urban areas MeanwhIle on the asset SIde, there IS no major leasmg or
factorIng operatIOn although some banks are gettmg Involved m factonng on a hmlted basIS
Thus as undeveloped as the bankmg sector IS there IS also VIrtually no competitIOn from non
bank finanCial mstltutlOns at present The greatest competitIOn for banks IS the tendency on the
part of the general pubhc to keep cash outSIde the banks

16



SectIOn 4 Assessment of Bankmg Sector Development Based on Prudential Norms

I
I
I

IV Bankmg
Sector
Development
Based on
PrudentIal
Norms Score
2-

The GeorgIan bankmg system has been engaged m a three-year restructurmg
exerCIse focused on strengthenmg capItal, Improvmg asset qualIty, developmg
management and risk management capacIty, generatmg and retammg earnmgs for
sustamed growth, momtormg and managmg lIqUIdity m Support of stable monetary
and exchange rate polIcy, Improvmg the operatmg environment for finanCIal
mstItutlOns and the publIc as well as regulatory authorities, mcreasmg transparency
and disclosure m support of market development, and buIldmg a system m which
sensitivity to market risk can be managed as Georgia pursues a pollcy of
lIberalIzation and mtegratlOn with the global economy These reforms have
mvolved changes 10 legislatIOn and regulatIOn, movement towards effective
privatizatIOn, and a period of temporary admlDlstratIon for some banks whIle
others have been decertIfied due to financial, managerial and operatIOnal
weaknesses Results have been encouragmg as the system has consolIdated to more
manageable levels, mcentlves have been restructured, and market dlsclplme bas
begun to take hold WhIle the job IS far from complete, the last three years have
shown constructive progress m the direction of safety, soundness, and underlymg
stabilIty Nevertheless, severe weaknesses remam Banks still have a narrow fundmg
base due to a lack of publIc confidence Hypermflatlon erased the value of savmgs
Subsequent mSlder lendmg and "self-lIqUidation" of banks led to abuses that
prOVided no protectIOn to remammg deposits Tax mqumes and the right to block
accounts further undermme mcentlves to place deposits with the banks These
uncertamtles are lIkely to persist for the next year or two as the weaker banks fall
to reach mlDlmum capItal targets In the absence of other fundmg sources, earnmg
assets are lImited, particularly durmg a period of tight monetary polIcy ThiS
perpetuates a high net spread scenario which makes borrowmg costly, and which
raIses the risk of non-performance m the event of maccurate credit risk analySIS or
unforeseen events Some of thiS IS aggravated by weak or madequate mformatlOn
WhICh makes It difficult to prOVide financmg to borrowers on a cash flow baSIS
InformatIOn defiCienCies mclude frequent omISSIOn of deferred lIabIlIties from
reported IDformatlOn, major dIscrepancIes m tax and financial depreCIatIOn
schedules, and overvalued collateral Consequently, banks collateralIZe their
exposures three-five times, and generally only accept gold, mventorles, and
apartments When collateral IS called, a weak JudICiary Without a long standmg
tradition of commercial law, practice and precedent makes It tIme-consummg and
costly for banks to repossess other assets, although some progress has been noted m
the last year or so Because of the riSks lOvolved, the narrowness of the resource
base, and the weaknesses of the legal framework, banks are generally unwIllIng to
lend for more than a few months at a tIme When they do, these are frequently by
usmg "other funds" which represent mOBles prOVided by donors for lendmg on a
"term" baSIS, generally up to one year A tradition of patronage works agalDst
finanCial dISCiplIne Only a fraction of Georgia's banks appear lIkely to make the
transition to market-based bankmg With suffiCient resources at their disposal to be
meanmgfulmtermedIarIes lD the economy Meanwhile, because of reforms, the
hIgher rated banks appear to have scaled back their exposures and begun to
manage them for ongomg growth ThIS presents the appearance of relatIvely low
levels of competitIon despIte a comparatively large number of mstitutlOns As the
system progresses, new riSks wIll be mtroduced ThIS wIll be partIcularly true as
GeorgIa evolves 10 a uDlversal bankmg manner As It does, rIsk management
practices wIll need to develop accordmgly such that cross-sectoral and cross-border
riSks do not converge to spread systemIC risk 10 a manner that undermmes finanCIal
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sector and monetary stability In addition to the wide range of core banklOg risks,
enhanced risk management capacity wIll also requIre accurate and timely
mformatlon flows, effective coordmatlOn among bankmg, securIties, IDsurance, and
pensIon fund regulators, effective coordmatlon of regulators wIth market players,
and development of mdependent market mfrastructure to buIld and preserve pUblic
confidence m the safe functlonmg of IDstitutlOns and markets Georgia has made
good progress m the last three years, but It stili has several more years to go before
markets function with the kmd of breadth and depth needed for a modern financial
sector

Capital m the Georgian bankmg system approximated 25 percent of total assets at August 1
1998-at the time shareholders equity was 26 8 percent of this measure while retained earnmgs
accounted for negative 1 7 percent These figures reflect a system-wide decline m 1998-at
January 1, 1998 eqUity was 28 1 percent of total assets and retained earnings were only a negative
o1 percent Over the last three years capital m the bankmg system has been strengthened This
has occurred smce monetary policy was tightened m 1995 as new prudential norms were
mtroduced as nonperformmg loans were written off and henceforth recognIzed m a timely
manner and as NBG has required mcreases m mmlmum capital While risk weights by asset and
other categories have not been the same as BIS standards management and regulatory standards
for capital appear to have been conservative and prudent More Importantly management practices
appear to be more mime With Basle-recommended standards than before, and NBG has
demonstrated a wlllmgness to mcrease risk measures to account for underlymg market
weaknesses As of August 1 1998 11 of Georgia s 47 banks had what appeared to be satisfactory
ratmgs for capital Together these 11 banks accounted for 43 percent of capital However, thiS
also reflects poorly on the 36 banks whose capital was rated 3 or below ralsmg a more systemic
!ssue of capItal !jual11)' as these-banks accountior-57 percent oftntal caprta4-Jll1Qoomtmg to the
need for consolidatIOn Given that less than 10 percent total capital to assets and less than 8
percent Tier I capital to assets constitutes a ratmg of 3' or below It IS very likely that m many
cases one or two transactIOns or loans that fail to perform could severely damage the finanCial
pOSitIOn of a bank Just as an untimely maJor Withdrawal from' other funds or depOSits could
Jeopardize a bank s liqUidity Nearly half of all banks have reported negative retained earnmgs m
1998 In some cases the combmatlOn of limited equltv and negative earnmgs IS likely to indicate
technIcal msolvency or a bank that IS on the verge offallure Twenty-five banks were reported to
be m weak or failmg conditIOn at August 1 1998 Overall, Georgian banks are vel") small b)
global standards and minImum capital figures reflect thiS Until capital IS SignIficantly mcreased
It will be difficult for banks to playa meanmgful mtermedlary role Further m light of structural
fundmg weaknesses-low levels of depOSits absence of capital markets-banks are dependent on
earnings and private mJectlOns for capital mcreases Banks Will need to generate and fully retam
earnmgs for capital growth m the near term, a task made all the more difficult m light of the small
earnmg asset base of the banks and the limited array of services that are fee-generatmg While
capital may be adequate for some of the higher rated banks Virtually all banks appear to be
vulnerable to an erosIOn of their capital pOSitIOns due to the small size of their portfolios and
operatIOns These weak capital positIOns are also not likely to be strengthened any time soon from
major new cash mJectlOns unless EBRD, IFC and/or other donors arrange for Investment m the
stronger mstltutlOns The banks have generally been privatized Some of the better performmg
banks may be able to raise eqUity on the securities market when It becomes operatIOnal m the next
one to two years It IS unlikely that prime-rated banks would make a direct mvestment mto any
eXlstmg banks although they may do so for the same reasons Jomt venture banks have formed
eXlstmg market presence market knowledge and mtelligence relatively low cost as opposed to
start-up operatIOns and a clear role for strategic mvestment at the firm level

Asset quality appeared to be Improving as a result ofbankmg sector restructuring at least until
recently As With the other CritiCal mdlcators these posItions are subject to review after the
finanCial fallout m RUSSia In the latter part of 1998 However as of August 1 1998 10 of
Georgia s 47 banks had asset quality ratings of 2 mdlcatmg generally satisfactory asset
management These banks accounted for 45 percent of total assets Thus banks With about 55
percent of total assets have ratmgs of 3 or below for asset quality ConSidering that about one
third of bankmg system assets are m liqUid form--eash reserves foreign currency and
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correspondent accounts, receIvables, government secuntles-thls means that about 80 percent of
the loans, fixed and other assets of GeorgIa's weaker 37 banks are of uncertam qualIty and value
ThIs does not bode well for the system and partly explams why about half the banks m eXIstence
may not survIve m the next two to three years As about half of assets are m the form of credIt, It
appears that credit IS now bemg managed more carefully by the better managed banks-requests
are usually turned down unless adequate mformatlon and collateral from the borrower are
provided ThiS may be more a functIOn of resource scarcity than credit management prowess
particularly as reserve and capital adequacy reqUIrements are ughtened However the trend IS sull
unmistakably towards mcreased prudence compared to a few years ago Problems of asset
valuatIOn have been partially mitigated by a more stable (albeit fragIie) macroeconomic
environment Fixed assets account for only 19 percent of total assets MeanwhIie, partly due to
pressure from NBG banks have about 29 percent of their total assets m liqUId assets-eash and
reserves-and another 3 percent m marketable secuntIes which are also generally readIiy hqUld
Thus m terms of asset qualIty most of the focus IS on underlymg credIt nsk and the ablht) of
banks to manage those nsks Given the short-term nature of most lendmg-generally not m excess
of three months-eombmed With fatrly StriCt rules by NBG on provIsIOnIng wnte offs and mcome
reversals, asset qualIty appears to be satIsfactory among the 2"-rated banks However across the
board banks appear to have lImited resources at their dIsposal to take on slgmficant exposures
Because most banks are small even hIgh qualIty assets are not of suffiCient volume to generate the
earmngs required for these banks to become suffiCiently capltahzed Meanwhile despite
restrictIOns on bank lendmg to affihates and other parties such restnctlons have not always been
effecuve m contatnmg credit nsk It remams to be seen If the recent problems m RUSSia Will hurt
some of the banks due to their exposure to affihates and/or traditIOnal borrowers In some cases
loans have been collaterahzed by assets that have lImited or no effective market value For thiS
reason It IS not uncommon for banks to demand three to five times the face value of the loan m
collateral Here too, there are nsks regardmg ultimate collection due to weaknesses m the legal
framework

Georgia s banks are generally Viewed to be weak m terms of governance and management ThiS
observation IS based on the NBG ratmgs ofbanks-36 of 47 had management ratmgs of"3 or
below as of August I 1998 and only one bank had a ratmg of I' As NEG places a high degree
of correlatIOn on finanCial performance and management capacity It IS very pOSSible that the
finanCial results of a number banks m the latter part of 1998 mIght lead to a downgradmg ofthese
management ratmgs More Importantly while some banks show reasonably strong management
and governance most do not On the POSltl\ e Side banks have benefited from and made effective
use of much of the trammg that has been prOVided However nsk management skIlls remam
fundamental and hmlted Most nsks m the bankIng system to date have focused on basiC credit
nsk hqUldlty nsk and as demonstrated from August 1998 on cross-border nsk PersIstent
corruptIOn and lack of confidence pomt to general systemIc weaknesses and senSitiVIty to market
nsk Some of the other kInds of nsk that have hampered bankIng systems m the regIOn and
elsewhere-rapid portfoho movements open foreIgn exchange POSitions, highly mismatched
portfohos WIth unsound pncmg features-have not been too much of a factor In Georgia, although
they could m the future when the capital markets develop Generally the banks appear to have
followed reasonabl) cautious and prudent asset-hability management-prudential gUidelines have
recommended long-term assets be hmlted to 100 percent OflOng-term liabilities and current assets
be hmlted to 100 percent of current habIllues Open foreign exchange positions were kept wlthm
reasonable bounds dunng a penod m whIch the Larl held Its value agatnst the dollar (untIi
recently) and appreciated m real terms agamst other regional currencies The challenges m Georgia
appear to be more fundamental m terms of underlymg asset quality and weaknesses In general
fundmg (e g mstruments depth) Off balance sheet contIngencies (e g trade finance guarantees)
could also be a problem particularly WIth regard to exposure to RUSSia The combmation of credIt
hquidity and cross border nsk heIghten the nsk ofvolatlhty which only undermmes confidence
With two thuds of money held outSide the banks and no more than about $2 4 mIlhon In portfolio
mvestment reported (m government secuntIes) m 1997 the banks are partly Insulated from major
regIOnal or global shocks However because the economy IS stIll so fragIle and confidence so
hmlted any negatIve development can POInt to some measure of senSItIVity In the bankIng system
Over tIme bank boards and managers WIll need to become better eqUIpped at momtormg for and
managIng the varIed portfoho matunty exchange rate and pnCIng nsks assOCIated WIth more
developed bankmg markets Boards WIll need to play theIr cntlcal governance roles based on more
effectIve mternal audit functIons ThIS WIll reqUIre Improved standards of mternal overSIght based
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on proper utilization of mformatlOn to momtor sUItable strategic plans that meet the return
reqUIrements of shareholders under more competitive market conditIOns This will also reqUIre a
firm commitment to compliance with laws and regulatIOns NBG has done a great deal to
mtroduce these pnnclples mto the sector and to make them operatIOnal Virtually every major
gUIdeline provided by NBG to the bankmg system places the onus of performance and compliance
on boards and management Thus NBG has already begun the work of mtroducmg mcentIves
(positive and negative) for banks to develop systems, procedures and controls for safety and
soundness m the bankmg system

Georgia s banks are showmg negative flows on their retamed earnmgs m 1998 In the absence of
mcome statements which provide meanmgful mformatlOn on mcome and expense, the net flow of
retamed earnmgs provides an mdlcatlOn of earnmgs trends for the year As of August 1 1998 the
banks showed negative retamed earnmgs of more than L7 million m 1998 Twenty of Georgia s
47 banks accountmg for 21 percent of total assets had negative retamed earnmgs as of August 1
1998 mcludmg two banks that received a 2 and a '3 ratmg One stnkmg feature IS that most
negative retamed earnmgs-most of thiS IS held by 10 banks-accounted for a sizable portIOn of
approximated or exceeded other funds generall) sourced from donors Losses are reported to
result from a senes of problems-fundamental credit mismanagement, pressure from government
officials to make bad loans to selected mdustnes/companles, large mcreases m reserves for
doubtful loans, accelerated depreCiatIOn of hardware/software expenses and generally high
costs-and they differ from one bank to another On average loss-makmg banks generated about
L16 5 million m losses through the first seven months of 1998 or more than L800 000 per bank
While several were Just about at zero--seven banks had negative retamed earnmgs of less than
L5,000 (less than $4 000) on a stock basls-others showed comparatIVeIv sizable deficits that had
worsened throughout 1998 Five banks m particular appear to have senous earnmgs problems
With one of the banks already havmg been put under admmlstratlOn Tight monetary conditIOns
limited earnmg assets and weak fundmg bases all reduce earnmgs streams Despite high net
spreads banks scale of operatIOns are so small that earnmgs are frequently limited or negatIve
On the positive Side a maJont) of banks showed favorable earnmgs through August 1, 1998 The
27 banks which had positive retamed earnmgs at that date had generated about LIO million m
earnmgs through the first seven months of the year Meanwhile, 12 banks accountmg for about 49
percent oftotal assets achieved I' or 2 earnmgs ratmgs as ofAugust I 1998 Thus, while some
banks have clear problems others appear to be managmg reasonably well under fragile conditIOns
The banks performmg well m thiS category are believed to be retammg their earnmgs as the key
source of capital growth It IS unclear from the numbers If deferred payments represent a potential
cash flow problem that IS overstatmg mcome (understatmg expenses) although payables are
reported and do not represent a major balance sheet Item Banks also have tax mcentIves to
recogmze expenses early on as a basiS for reducmg pre tax mcome

Georgian banks face a difficult cash liqUIdity situation given the tight monetary policy m effect a
low level of depOSits held With the bankmg system, and undeveloped capital markets As of
August 1, 1998 depOSits accounted for 41 3 percent of total fundmg However, thiS mcluded all
foreign currency accounts and mter-bank depOSits More Importantly the depOSit base totaled onlv
L178 million or only $133 5 million as about 60 percent of total cash m circulation was held
outside the bankmg system ThiS dlsmtermedlatlOn figure may have nsen m the fourth quarter of
1998 particularly With the year end holidays approachmg Among the 47 banks only 10 were
considered to have adequate liqUidity by NBG at August 1 1998 These banks accounted for 40
percent of total assets Above all the household sector appears to have little confidence m the
banks Absent thiS source offinancmg banks have a limited base of funds With which to work
Tight monetary policy which partly results from the government s weak fiscal posltlon further
narrows the base With a limIted mter-bank debt market and undeveloped capital markets all of
thiS constrams cash liqUIdity Donor financmg has stepped m to relieve some of this pressure
However the crux of the problem IS found m the lack of confidence m the bankmg system limited
non-depOSit resources available for financmg weak or negative earnmgs tight monetary policy
slow real sector development that IS medmm- or large-scale and the unwlllmgness of households
(and companies) to place depOSits m banks due to account confidentiality concerns and mistrust
towards tax authontles Thus one of the mam nsks and problems m the bankmg sector for the
foreseeable future will be liqUIdity nsk
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Georgia s bankmg system IS at the begmnmg of full scale change but It currently suffers from a
low level of public confidence HyperinflatIOn and the effect this had on savmgs and pensIOns
contributed to a slgmficant loss of confidence m the early 1990s To Georgia s credit slgmficant
progress has been made m the monetary field With a strict policy to rem In the ill effects of
rampant mfiatlOn and to provide underlying stability for the new currency Just mtroduced In late
1995 This discipline has spread to the bankmg sector, largely through the regulatory role of the
NBG Nevertheless while resource mobilizatIOn has Increased, nearly two thirds of cash remainS
held outside the banking system The reasons are manifold-with three of the major reasons being
the need for cash for basiC subSistence and operatIOns doubts about the safety and soundness of
the banks and concerns about account confidentIalIt) It IS premature for the government and
banks to mtroduce a depOSit msurance scheme particularly given the fiscal weaknesses of the
government the financial fragility of the banks and the absence of a credit culture In the real
sector which recogmzes the Importance of timely prinCipal and Interest payments for reflows
However, the delay m payout to depOSitors With resources held In Ivertbank leads to a further
reductIOn m the Willingness of the public to put resources m the banks Such delays also serve to
highlight NBG s need for enhanced resolutIOn capacity as a function of bankmg system
consolidatIOn In terms of financial sector Infrastructure NBG has made slgmficant progress In a
short time and It has qUickly demonstrated Increased regulatory and supervisory effectiveness
However Judicial mfrastructure remams weak, accountmg and audltmg need modernizatIOn and
risk management practices are only begInmng to be institutIOnalized In the bankmg sector
Meanwhile banks and NBG need slgmficant strengthemng to Identify risks early on for better
management This Will be particularly true over time as new depOSit mstruments are mtroduced
the time hOrizon for lending mcreases seCUrities become more of an Investment optIOn, trading
becomes a larger part of the mcome statement, and a greater variety of risks are found m bank
portfolios In the form of Interest rates exchange rates and prIcmg features Georgia still has far to
go before svndlcatlOn seCUritizatIOn long-term project and mortgage financmg leasing factOring
and competitive consumer bankmg become commonplace m the market Thus NBG and the banks
will need to be mmdful of the risks associated With these new and currently underdeveloped
activities LikeWise, thiS period of core bankmg development will comclde With gradual
movement mto non-bank finanCial activities such as secuntles mvestment msurance and pensIOn
fund management Both mdustry and regulators Will have to be certain they have adequate
institutIOnal support to manage cross sectoral rIsks Current banking legislatIOn and regulatory
practice appear to prOVide for protection agamst the commInghng of capital from cross-ownership
but systems and controls Will need to be m place to detect movements that might undermine
financial sector stablht) The emerging regulatory framework generally conforms to prudential
gUidelines rendered by the BIS and the ED but as found elsewhere It will take several years to
become effective Georgia s banking sector conversIOn to lAS In 1999 ongomg modernizatIOn of
the accounting and audit profeSSions and mvestments In mformatlOn systems should help In
promotmg a more stable operatmg and regulatory environment

There are major concerns about the poor level of transparency and disclosure m Georgia, although
these are more m the real sector than currently m the bankmg sector The banks are now reqUired
to prOVide meanmgful mformatlOn to NBG The small scale and relative centralizatIOn of most
banks also means that mformatlOn from branches to the home office can be prOVided fairly
regularly, and thus to NBG Where there are '" eaknesses such as In the accountmg framework
much of that IS expected to be corrected With mtroductlOn of the new chart of accounts The
mtroductlOn of new reportmg forms Will also help BeIng nsk averse NBG has also had the
benefit of a stnct monetary polIcy to cover for downside rIsks m the bankIng system that might
otherwise add to the potential for systemic rIsk Monetary polIcy and rIsk management practices
have been mdlcated m the form of tight lIqUidity high reserve reqUirements close momtorIng of
foreign exchange exposures general matchmg of asset-habl1lty maturities and Interest rate
structures and limits on off-balance sheet exposures Where transparency and disclosure may be
problematiC m the bankmg sector IS m the form of affihate relatIOnships particularly cross border
relatIOnships where money launderIng may be a major activity ThiS may be eVident m the level of
transfer activity through the payments system, although It IS conSidered less of a balance sheet
Issue for the bankmg system In general banks are Increasmgly reqUired to disclose meanmgful
mformatlOn In a timely manner Where there appears to be a major problem IS m the enterpnse
sector which has traditIOnally been weak m terms of repayment and debt service where tax
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4 8 SensltlVlty
to Market Risk
Score 2-

concerns are prImary where capItal structures have tradItIOnally relIed on debt financmg, and
where the general lack of tradItIon undermInes modern standards of transparency and disclosure
As long as thiS problem perSIsts banks WIll be prudent m concludmg that such firms are rIsky
clIents that are not credIt worth), particularly dUrIng an extended perIod of resource (money)
scarCIty UntIl there IS a notable ShIft m corporate governance and management m the real sector
these Judgments WIll be accurate for banks' balance sheet exposure (e g lendmg) as well as for
trade finance and other off-balance sheet rIsks that may come back to weaken a bank s finanCial
condition

Georgia has made great strIdes m the last three years m mtroducmg a strIct monetary polIc) , sound
regulatory polIcy and rIsk. management prmclples for the bankmg sector Today, many of the
credit IIqUldlt) and general market rIsks that have adversely affected other economies have had
less of an Impact on Georgia However thiS IS partly the result of lImited exposure to mternatIOnal
capItal markets-most external financmg IS from donors and, after reschedulIng medlUm- to long
term m maturIty Moreover, recent events m RUSSia have served to highlIght how senSItive
Georgia s economy IS to developments m RUSSIa, from the mterruptIOn of trade flows and
remittances to the adverse Impact they can have on bank exposures Even under more stable
circumstances Georgia remams fragIle PolItIcal rIsk. remainS, fueled by tenSIOns In the Caucasus
regardmg oIl and other regIOnal disputes Confidence m publIc mstltutIOns as well as banks
remaIns low as reflected m low levels of offiCial tax collectIOn and nearly two thirds of cash bemg
held outSide the bankmg system There IS perSIstent corruptIOn, weakenmg the mstltutIOnal
framework as a whole Georgia represents a small market where purchasmg power parity mcome
levels are only about $2 000 per capIta GeorgIa s sensitivity to market rIsk remams high due to
the fundamental weakness and narrowness of ItS economy at the structural level combmed With a
high level of dependence on outSide financmg to aVOid a balance of payments CrISIS The former
Will take years to correct The latter depends on contmued donor goodWill To Its credit, and
unlIke many other countrIes Georgia has opened up ItS economy Widely to trade and Investment
tightened monetary polIcy to rem m hyperInflatIOn and observed StriCt and preemptive measures
to aVOId the rIsk of a fiscally-drIven debt trap However, even If economIC Issues were resolved
geopolItIcal rIsk and patronage would remaIn problematIc Reachmg the stage where depOSItors
lenders, Investors and regulators begm to have confidence m Georgia for long-term exposure Will
depend on strengthenmg the macroeconomIC environment (mamly fiscal polIcy enforcement and
the strengthemng offorelgn exchange reserves) developmg needed mstltutlOns for underlymg
stabilIty m the finanCIal sector finalIzmg prIvatizatIOn m the real sector bUIldmg on new methods
of governance and management m the bankmg sector requmng comparable standards m the real
sector attractIng strategIc mvestment m all sectors mOVIng forward towards an environment m
which the qualIty of mformatIon IS more usable for market-related purposes and redUCIng levels
of corruption WhIle such prospects may be years away In Georgia, sIgmficant progress has been
achieved over the last three years In the next year to two, membership m WTO may help as
mIght antiCipated Investment flows However major progress remams to be achieved for Georgia
to establIsh the confidence that IS needed for a bankmg sector to operate safely, soundly and
profeSSIOnally accordmg to market prInCiples and m support of a growmg economy UntIl then
Georgia s sensltlVlty to market rIsk \'i III either remaIn high or be curtaIled by measures that also
lImIt overall potential for economic growth and development
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ANNEX 1 A DESCRIPTION OF THE USAID BANK RATING SYSTEM

Ratmgs Summary for USAlD
Topics/Categories and Description of Ratmgs

DescriptIOn of Coverage
1 2 3 4 5

General DescflptlOn ofRatmgs Dismal monopolist resIstant Inadequate weak significant Adequate favorable trend Solid strong satisfactory Outstandmg world class

• Fmanclal mfrastructure to competition and change Improvements needed major Improvement needed competitive few systemIc state of the art best practices

• EconomIc factors and no confidence wIdespread potential for destabIlizatIon potential for major systemIc nsks or problems and those VIrtually no senous systemIc
mdlcators corruption weak mstttutions Via systemic nsks nsks are manageable nsks

• Bankmg sector structure
and profile

• CAMELOTS mdlcators

I FINANCIAL INFRASTRUCTURE
Topics/Categories and I 2 3 4 5

DeSCriptIOn of Coverage
1 1 PolIcy/System Wholly unsupportIve of Generally unsupportlve of Partly supportive of stable SupportIve ofstable safe and Wholly supportIve ofstable

stable safe and sound stable safe and sound safe and sound bankmg but sound bankmg safe and sound bankmg
bankmg bankmg sIgnificant Improvements necded

Improvements needed
11 Legal Wholly unsupportive of Gcncrally unsupportlve of Falfly supportIVe ofstable Supportive of stable safe and Wholly supportIve of stable

stable safe and sound stable safe and sound safe and sound bank109 but sound bankmg and safe and sound bankmg and
bankmg and meanmgful bankmg vlftually no ImplementatIOn deters meanmgful levels of nsk meanmgfullevels ofnsk
levels of risk takmg meanmgfullevels ofnsk meanmgful levels of risk takmg takmg

takmg takmg
1 3 Regulatory and Wholly madequate for Inadequate regulatory Adequate regulatory Solid regulatory framework Outstandmg regulatory
SupervlslOlI prudently managed and framework for prudently framework for prudently for prudently managed and framework for prudently

supervIsed bankmg managed and supervIsed managed and supervIsed supervIsed bankmg managed and supervised
bankmg Significant bank109 but strengthening bankmg
strengthenmg needed needed

1 4 Paymellts System Wholly madequate and Inadequate and mefficlent Adequate but less than Sohd systems remforce World class systems remforce
undermmes mtegrlty of systems weaken Itmlted effiCIent systems support mtegrlty of bankmg system mtegrlty of bankmg system
bankmg system efforts to bUIld up mtegrlty of mcreasmg mtegrlty of

banklllg system banklllg system
1 5 AccOlllltmg Wholly madequate Unacceptable framework for Acceptable framework for Satisfactory framework for Outstandlllg framework for

framework for bankmg bankmg Significant bankmg but sophIstication bankmg bankmg
Improvement needed necded

1 6 Ratmg AgenCIes alld Wholly unsupportlve of Generally unsupportlve of Margmally supportIve of Supportive of banklllg sector Wholly supportive ofbanklllg
Systems bankmg sector developmcnt bank109 sector development banklllg sector development development sector devclopment
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1 7 Fmanclal Media Wholly unsupporttve of Generally unsupportlve of Margmally supportive of Supportive ofbankmg sector Wholly supportIve ofbankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

professlOnahzatlon and code
ofetlucs needed

1 8 ProfessIOnal AssociatIOns Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive of bankmg sector Wholly supportIve ofbankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

19AcademiC Wholly unsupportlve of Generally unsupportive of Margmally supportive of Supportive ofbankmg sector Wholly supportive ofbankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

110 MIscellaneous Wholly madequate and Generally unsupporttve of Only partly supportive of Supportive and remforces Wholly supportIve and
undermmes mtegrlty of bankmg system signIficant bankmg system but mtegrlty ofbankmg system remforces mtegrlty of bankmg
bankmg system Improvement needed Improvmg system
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II ECONOMIC FACTORS/INDICATORS
TopIcs/CategorIes and I 2 3 4 5

DescrIption of Coverage
21 General Dismal macroeconomic Inadequate macroeconomic Adequate macroeconomic Sohd macroeconomic Outstandmg macroeconomIc

fundamentals undermine fundamentals deter risk fundamentals asSiSt wIth fundamentals provide fundamentals reinforce and
banking sector development taking by banks bankmg sector stability banking opportumtles enhance banking sector

2 2 Prlvate Sector Development Poor levels of private sector Growmg but madequate Adequate private sector Strong economy based on World class state of the art
development In fonnal levels of private sector development supported by competitive private sector economy predicated on
economy undermme bankmg development for sustamable favorable trends but innovative resourceful private
development meamngful growth undercut Improvements needed sector

bankmg sector development
23 Money, Savmgs and Credit DIsmal monetary Weak monetary fundamentals Adequate monetary Sohd monetary fundamentals Sohd monetary fundamentals

fundamentals wholly deter bankmg sector fundamentals boost contribute to strong banking shaped by world renowned
undennlne bankmg sector development confidence but Improvement system risk management practices
development needed contribute to global standards

of banking system
competitiveness

24 FIscal Dismal fiscal fundamentals Weak fiscal fundamentals Adequate fiscal fundamentals Sohd fiscal fundamentals Sohd fiscal fundamentals
wholly undennme banking deter bankmg sector boost confidence but contribute to strong banking contribute to stablhty In

sector development development Improvement needed system support of banking system
competitiveness

2 5 E;lchange Rates Dismal exchange rate Weak exchange rate Adequate exchange rate Sohd exchange rate Sohd and stable exchange rate
fundamentals wholly fundamentals deter banking fundamentals boost fundamentals contribute to fundamentals shaped by
undennme bankmg sector sector development confidence but Improvement strong bankmg system world renowned risk
development needed management practices

contribute to global standards
of banking system
competitiveness

2 6 Balance ofPayments Dismal balance of payments Poor balance of payments Adequate balance of Reasonably strong balance of Enviably strong balance of
posItion reflects competitive pOSitIOn reflects competitive payments posItion reflects payments posItion reflects payments position reflects
weaknesses ofeconomy weaknesses of economy growmg competitiveness of competitive strengths of competitive strengths of

economy despite weaknesses economy economy
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III BANKINe. STRUCTURE AND SYSTEM PROFILE

Toplcs/Categoncs and I 2 3 4 5
DescnptlOn of Coverage

31 OvervIew Wholly uncompetltlve Poor reputation re Adequate reputation for SolId reputation for World class status re
bankmg system competitiveness In the competitiveness In banking competItIveness In banking competItiveness In bankmg

bankmg system but strengthening IS needed
3 2 OwnershIp MonopolIst protectIomst TraditIonally closed banking Adequate levels of Reasonably open and Open pnvately owned and

bankmg system resistant to system only begmmng to competitiveness and generally pnvately owned managed bankmg system
foreign competition and open up to foreign performance due to recent and managed bankmg system globally respected for
change competition and change trend towards private respected for competItIve competitive prowess

ownershIp and management POSitIon
3 3 Governance and Dismal governance and Weak governance and Adequate governance and Strong governance and World class governance and
Management management undermme management undermme management for banking but management sustain management remforce and

bankmg and economic bankmg development despIte Improvements needed to competitiveness In banking sustain competitiveness m
development recent but very marglllal achIeve global bankmg

Improvements competItIveness In bankmg
3 4 Non Bank CompetItIOn No serious competition from Very \tmlted compelttlon Adequate levels of Saltsfactory levels of Slgmficant competllton from

non banks further from non banks provide \tttle competition from non banks compelttlon trom non banks non banks further strengthens
undermmes the need for pressure on banks to exercIse but lack of market breadth enhance competlltveness and levels ofcompelttlveness and
finanCial diSCipline finanCial dISCIpline and depth limIt Impact on finanCial diSCipline of banks hnanclal diSCipline of banks

compelttlveness and finanCial
diSCIplIne of banks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS

Toplcs/Categones and I 2 3 4 5
Descnptlon of Coverage

41 CapItal Adequacy Wholly madequate capital Inadequate capital Adequate capital Reasonably strong capital Enviably strong capItal
4 2 Asset QualIty Dismal asset quality Poor asset quahty Adequate asset quahty Reasonably strong asset Enviably strong asset quality

although significant room for quahty
Improvement

43 Management Wholesale disregard for General lack of awareness of Fmrly weak but Improvmg Reasonably strong reputation Enviably strong reputation
fundamentals of rISk risk management reputatIOn based on emerging based on satisfactory risk based on world class risk
management fundamentals risk management capacity In management capacIty In a management capacity m

a market shOWing Increasmg fmrly competitive market fiercely competitive market
levels of competitIOn

44Earmngs Sustamed losses that have Weak or unstable earnmgs Adequate earnmgs but room Reasonably strong and EnViably strong and
decapltahzed the banks by for added stabIlity and diversIfied eammgs dIversified earnmgs
lAS diversIficatIon

4 5 LIqUIdIty '>evere hqUldlty problems LiqUIdity problems Adequate hqUldlty posItion Reasonably strong liqUIdity EnViably strong hqUldlty
but room for strengthenmg posItion on an ongomg basiS positIOn on an ongomg basiS

4 6 Operatmg and Regulatory DIsmal operatmg and Poor operatmg and regulatory Adequate and Improvmg Reasonably strong operatmg EnViably strong operatmg and
EtlVlronment regulatory environment envIronment operatmg and regulatory and regulatory environment regulatory enVironment

environment
4 7 Transparency and Dismal standards for Weak standards for Adequate standards for Reasonably strong standards World class standards for
DIsclosure transparency and dIsclosure transparency and disclosure transparency and dIsclosure for transparency and transparency and dIsclosure

dIsclosure
48 SensItIvIty to Market R,s/' Dismal reputatIOn for Poor reputation for senSItivity Adequate and Improvmg Strong reputatIOn to manage World class reputation to

sensltlVlty to market risk to market risk under market reputation to manage senSitivIty to market risk manage sensitivity to market
under market conditions conditions sensItivity to market rls!.. as under market conditIOns risk and contmuously prosper

market conditions under market condItions
mcreaslngly prevail
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ANNEX 2 A DETAILED ASSESSMENT OF THE GEORGIAN BANKING SECTOR

I FINANCIAL SECTOR INFRASTRUCTURE GeorgIa's financial sector mfrastructure IS
generally weak wIth regard to mstltutlonal capacIty, although there has been some Improvement
m a few key areas Laws and regulatIOns for a market-based bankmg system are m place, and the
NatIonal Bank of GeorgIa (NBG) has demonstrated substantIal effectiveness m Implementmg
monetary pohcy and Its supervISOry mandate In the absence of mternatIOnally recogmzed ratmg
agenCIes, the NBG has chosen to play the role ofratmg agency by publIshmg ItS CAMEL-based
ratmgs l for banks rated "I" to "3" on a monthly baSIS Nevertheless, accountmg standards m the
finanCIal sector are not yet consIstent WIth mternatIOnal standards The new chart of accounts has
not yet been effectIvely mtroduced mto the bankmg system (although thIS IS expected to occur m
1999) UntIl thIS mitial step IS taken, the converSIOn process for the banks to new accountmg
standards wIll be delayed MeanwhIle, accountmg standards m the enterpnse sector are far from
lAS, makmg It more dIfficult for banks to make rIsk-takmg declSlons based on mformatIOn
provIded by prospectIve borrowers 2 In general, the accountmg and audIt profeSSIOn IS m need of
professIOnahzatIOn and development Electromc payments systems and transactIOn-related
mformation flows m the bankmg sector are conSIdered safe and adequate relatIve to current levels
of transactIOns InternatIonal payments work well, and 16 banks are currently members of
SWIFT MeanwhIle, domestIC payments may be slow, but the settlement mechamsm appears to
work WIthout major problems aSIde from delays of one or two days Improvements are expected
io-be reahzed m early 1999 As for orgamzatIOns, there are few actIve and effectIve aSSOCIatIOns
In bankmg, the aSSOCIatIOn appears to oppose many of the reforms (e g, mmlmum capItal,
revocatIon of lIcenses) mtended to transform the bankmg system mto one that IS more
commercially viable Thus, the aSSOCiatIon appears more representatIve of smaller "pocket" banks
that have httle hope of competmg effectIVely under market condItions LIkeWIse, the accountmg
federatIOn has only recently been estabhshed Most accountmg reform has been Imtiated by the
Audltmg CouncIl of the Parhament, whIch functIOns as a standards board for the tIme bemg The
CounCIl's efforts have begun to move towards certIficatIon of accountants, although most are not
yet tramed m mternatlonal standards General accountmg reform efforts have met WIth reSIstance
from the Mlmstry of Fmance, slowmg professIOnahzatIOn and movement towards Improved
standards The InternatIOnal Chamber of Commerce has lobbIed the government to prOVIde an
enablmg enVIronment for foreIgn mvestors However, theIr recommendatIons are sometImes hard
to implement, partIcularly where corruptIOn is an Issue AcademIC capaCity IS satIsfactory for
trammg actiVItIes, and news medIa appear reasonably ObjectIve There has been movement
towards Improved telecommumcatIOns capaCIty, but major mvestment and pnvatizatIOn are stIll
needed The postal system IS not conSIdered effiCIent Safekeepmg IS Improvmg, but IS stIll
conSidered a nsk Score 2

11 Polzcy/System GeorgIa's finanCial sector mfrastructure IS market-based m onentatlon, as
reflected by itS laws and regulatIOns However, many of these have only been passed m the last

CAMEL = CapItal, Asset quality, Management, Eammgs and LiqUidIty ThIS system is used by
many supervISOry agencies to rate banks Georgia may be the only country to publIsh ItS ratmgs Generally,
such ratmgs are mtemal and not publicly dIsclosed
2 Local auditors claIm that many ofthe large enterpnses have mvested m mformatlOn systems and
generate adequate accountmg mformatlOn for management purposes However, others claIm that the
mtemal audit functIOn IS weak, and that thIS contributes to poor accountmg and management mformatlOn
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two-three years after adoptIon of the country's ConstItutIOn 10 August, 1995 For mstance,
current bank109 legIslatIOn was adopted 10 1995-96 MeanwhIle, the economy IS generally
burdened by weak mstItutIOns-governmental and JudICial-and thIS undermmes more rapId
movement to sustamed growth under market condItIons There IS not yet clear respect for the
rule of law Patronage, fraud and corruptlOn are pervasIve JudICIal mfrastructure IS weak On a
pOSitIve note, recent economic polICIes have brought down mflatIOn rates from hypermflatIOnary
rates Just a few years ago, sustamed a generally stable exchange rate for three years (untIl
recently), and mcreased growth 10 real terms over the last two years There IS an orderly electoral
process, and democratic mstltutIOns are 10 place ThIS IS a major accomplIshment consIdermg
that GeorgIa expenenced Civil war as recently as 1993-94, and tenSIOns stIll perSIst 10

AbakhazIa, South OssetIa and elsewhere There has also been substantIal progress 10 the bankmg
system WIth regard to regulatory complIance among operatmg banks, and the revocatIOn of
lIcenses for banks unable to comply However, converSIOn to a market-based economy has not
yet been realIzed 10 the real formal sector PnvatizatIOn has occurred 10 the small-scale
enterprIse sector, and m many other enterprIses However, much of the pnvatIzatIOn that has
occurred 10 the medmm- and large-scale sector has been by methods whIch do not attract
strategIC mvestment, alter governance and management practIces, or generally transform
compames mto competItIve orgamzatIOns Combmed WIth the prommence of the shadow
economy, the lack of confidence among many 10 the bankmg sector, and general tax evaSIOn
such weaknesses 10 the real sector undermme prospects for the kmd of long-term economIC
growth that would sustam mvestment and rIsmg purchasmg power At the moment, GeorgIa's
macroeconomic outlook IS uncertam due to ItS weakemng fiscal POSItIon, ItS contmued relIance
on donor funds (and debt relIef) for balance of payments support, the lImIted SIze of ItS market
relatIvely low levels of pnvate mvestment, the absence of strategIC commodItIes, and general
mstItutIOnal weakness It IS expected that over tIme, membershIp 10 the IMF,3 World Bank and
other multIlateral orgamzatIOns will help along WIth EU-Tacls, USAID and other support
GeorgIa IS currently placmg sIgmficant emphaSIS on membership 10 the World Trade
OrgamzatIOn, currently targeted for end 1999 However, 10 the near term, GeorgIa WIll need to
Improve ItS fiscal pOSItIOn to aVOid a SItuatIOn where exceSSIve relIance on monetary polIcy leads
to madequate lIqUIdIty for growth Score 2

• The polltlcal envIronment m GeorgIa IS more stable than a few years ago when the country had a CIVIl
war 4 ParlIament functIOns m an orderly manner, and regular electIOns are held Overall legIslatIOn has
been drafted to conform to mternatIonal standards for membershIp m global and regIOnal
organIzatIOns (e g, IMF, World Bank, WTO, NATO PartnershIp for Peace Program) Currently,
Georgia enjoys a great deal of gOOdWIll m the mternatIOnal commumty, as eVIdenced by ItS
membershIp m several major orgamzatIOns and the substantIal debt rehefthe country has receIved
However, recent dIsturbances mdlcate the SItuatIOn IS less than fully stable RUSSIan troops remam m
the country due to contmued tenSIons regardmg AbkhazIa-GeorgIa has publIcly condemned RUSSIa
for supportmg AbkhazIa secessIOmst tendenCIes, although RUSSIa VIews ItS role as peacekeepmg
DIsputes perSIst m South OssetIa as well, as m other parts of the country 5 The proposed Baku-Ceyhan
pIpelme and dISCUSSIOn of a pOSSIble "GUAM,,6 pIpelme mtensIfy some of the regIOnal geo-polItIcal

GeorgIa and achieved ArtIcle VIII status m the IMF m 1996
4 The recent mutmy m October 1998 was contamed wIthm a relatively short penod oftlme rather
than spreadmg throughout the country
5 For mstance, m hIS meetmgs With the NATO Secretary General m early October 1998 the
ChaIrman of the ParlIament blamed RUSSIa for itS support of Abkhaz seCeSSIOnIst tendenCIes He also
blamed the presence of RUSSIan milItary bases m AjarIa (Adjara) and JavakhetIa for mtensIfymg polItical
pressure on the Government of Georgia See Resonance, October 6-9, 1998
6 GUAM = GeorgIa, Ukrame, AzerbaIjan and Moldova

29



I

I
I
I
I

sensItivities that show how vulnerable Georgia IS to larger trends Nor IS there any clear domestic
succeSSIOn spelled out for the future All of this undermmes the abilIty of Georgia to consohdate and
move forward m a manner that bUIlds confidence m laws and mstltutlons In thIS enVIronment,
pervasive corruption and patronage thnve delaymg the advent ofeffective government The spIral
contmues downward, as manifested by problems With tax collectIOn at the central government level
and the dIfficultIes the government IS havmg m executmg an effective fiscal polIcy Thus, while more
stable than a few years ago, It IS uncertam at thiS tlffie If the pohtlcal enVIronment wIll remam stable

• WIth regard to legal and regulatory reform, Judicial mstltutlons need strengthenmg to be effectIve
The system IS underutlhzed due to the low regard In which It IS held by the pubhc, the high level of
corruptIOn-partly due to the low pay of court personnel-and the high up-front fees requIred for
disputes with specIfied monetary amounts Further, mcomplete development of pnvate urban and rural
land markets wIth clear and recogmzable title has reduced the pool of collateral avaIlable for mortgage
fmancmg, leasmg, and baSIC borrowmg All of these factors along With market nsk have served as a
brake on nsk-takmg actIvIties of banks Nevertheless, there are signs of progress In terms ofbankmg,
there have been recent judgments that have permitted credItors to take possessIOn of collateral for use
or resale m the event of debtor default-usually apartments, eqUIpment and mventones On a broader
scale, a new ConstitutIOn was adopted m August 1995, and many of the laws and regulatIOns that have
been adopted smce then are conSIstent With the objectives of a democratIc, market-based society A
new Law on the JudiCiary was adopted In mld-1997 to estabhsh an mdependent, credible and effective
JudIcial branch able to assist With contract enforcement and dIspute resolutIOn under modem market
conditIOns ThiS has been accompamed by assIstance m CIVil and cnmmal code procedure However,
the JUdiCIary IS plagued by a WIde range of problems, and untIl these problems are solved, It wIll take
tlffie before Georgia's legal system functIOns effectIvely Needed lffiprovements mclude mcreased
trammg and expenence m the apphcatIOn of commercial law by judges, better hcensmg standards for
lawyers, lffiproved hcensmg, appomtment and promotIOn standards for judges, better executIOn of
deCISIOns through more professIOnahzed balhff functIOns and mdependent notaries, strengthened
admmlstratIOn and management of the court system, mcludmg mtemal support, transparent budgets,
and more appropnate fee structures, Improvements m the phySIcal mfrastructure of the court system,
mcludmg the need for own premises, wmtenzatlon, and closer proXlffilty to secondary towns,
mcreased dlssemmatIOn of laws and deCISIOns, mcludmg translatIOns for prospectIve foreIgn mvestors
an expliCIt code of ethiCS that IS momtored for pubhc reView, development of out-of-court methods for
arbItratIon and dIspute resolution, and mcreased pay for court personnel 7 There IS also need for
reconCiliatIOn between draft laws and Georgian legIslatIOn, notably fmancIaI sector legIslatIOn With the
CIVil code, Law on Entrepreneurs, and Law on Monopohes

• EconomIc developments m 1997 were mixed GDP growth was a strong 11 percent for the second year
m a row, although there IS a posslblhty that growth was not qUIte as rapid due to statistical
weaknesses 8 Notwlthstandmg the (m)accuracy of statIstIcs, there IS VISIble eVidence ofgrowth,
pnmarily m servlces-bankmg, motor msurance, trade, transport constructIOn, restaurants, bars and
other actIVItIes ThiS carned forward mto the fIrst half of 1998, although a potential slowdown may be
felt m the second half of the year due to events m RUSSIa The mflatlon rate contmued to declme, down
from 14 percent at year end 1996 to 7 percent at year end 1997 The average mflation rate for 1997
was about 9 percent, compared With an average 39 percent m 1996 9 Meanwhile, the LarI-to-U S
dollar exchange rate remamed stable, depOSIt mobilizatIOn mcreased, foreign dIrect mvestment tnpled,
the offiCIal unemployment rate remamed relatIvely low due to the hIgh mCldence of self-employment,
and the underdevelopment of ItS finanCial mstitutlOns actually shielded the economy from some of the

Work has already commenced m a number of these areas The World Bank along WIth USAID
and European donors are expected to proVide assistance for a JudiCial reform project whIch WIll help
Implement many needed reforms
8 There IS a POSSlblhty that GDP m recent years has been underestImated, leadmg to an
overstatement of growth figures m 1996-97 due to an underestImatIOn of the prevIous year denommator
9 Average CPI figures as CIted from the EBRD TranSItIOn Report 1997
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volatl1Ity found m other markets Nevertheless, the current account deficIt remamed hIgh at 10 percent
of GDP, almost entIrely m the merchandIse trade sector WhIle these deficIts are partly related to the
Import of needed eqUIpment and servIces for the 011 and gas sector, they also reflect lImIted earnmgs
m hIgh value-added servIces and the benefiCIal effects of debt relIef (whIch deferred debt servIce)
FDl was only about $35 per caplta,1O domestIc mvestment IS lImIted, and GeorgIa's balance of
payments remam dependent on donor goodw111 Reserves are only about two months' Imports,
relatIvely low by global standards DespIte tax and customs reform, the natIOnal treasury IS under
funded due to the mabillty of the central government to collect needed taxes for needed reserves and
publIc servIces ThIS IS a result of tax evaSIOn from the real sector and corruptIOn among some of the
admmistratIve apparatus responsIble for collectIOns Tax and penSIOn arrears approxImated 25 percent
of GDP m 1997, and other expendItures have been deferred CorruptIOn and patronage remam
pervaSIve, undercuttmg development of a VIable fiscal base needed for long-term stabIlIty and growth
Many medlUm- and large-scale enterpnses are In need ofrestructunng and strategIC mvestment If they
are to become commerCIally VIable Overall, the shadow economy IS estImated to be as much as two
thIrds of offiCIal GDP Thus, development of a VIable fiscal base and a stronger balance of payments
structure remams a major ImmedIate challenge

• The bankmg sector has begun the reform process, although the level of mtermediatIOn m GeorgIa IS
low by mternatIOnal standards Banks remaIn very small, and consolIdatIOn IS almost certam to
contInue over the next few years as mInImum capItal requIrements mcrease and nsk-based gUIdelmes
and practIces are followed There are currently 48 actIve banks In GeorgIa, mcludIng one foreIgn bank
branch The largest bank currently has capItal of lIttle more than $14 mIllIon and assets of about $50
$60 mIlhon On average, banks have less than $2 mIllIon and $7 mIlhon m capItal and assets,
respectIvely Thus, banks do not currently playa meanmgful mtermedlary role In most cases, they
stIll serve as pocket banks for a lImIted number of mSIders or affilIates, although thIS IS changmg It IS
enVISIOned that the number of banks WIll dechne, but that the survlvmg banks WIll be modern,
mnovatIVe, better managed and capItalIzed, and able to render servIces needed by the pubhc for a
restoratIon of confidence and mcreased mtermediatIOn However, for the tIme bemg, mtermediatIOn
rates wIll remaIn low ThIS IS partly due to the lack of confidence m banks-the earlIer loss of ruble
savmgs due to hypermflatIOn and subsequent hqUIdatIOn and "self-hqUIdatIOn' of dozens of banks
smce 1995 has prompted depOSItors to keep funds outSIde of the banks Even more Importantly, many
mdlvlduals and companIes keep theIr funds out of banks because of account confidentIahty concerns,
and the fear that funds held m banks WIll be mtercepted by tax authontles In many cases, mdlVlduals
and small busmesses have lImIted mcentIves to depOSIt money WIth banks, due to theIr own self
fmancmg needs for household and busmess matters and WOrrIes about safekeepmg

• GeorgIa has vrrtually no capItal markets development There are plans to develop the SeCUrItIes
markets, whIch are currently lImIted to low volumes of government SeCUrItIes For Instance,
marketable secuntIes holdmgs of banks at August 1, 1998 were only L13 3 mIlhon (about $10
mIllIon) There IS also some Inter-bank and foreIgn currency tradmg through the TblIsi Inter-bank
Currency Exchange Market (TICEX) There IS no corporate debt market, mezzanme fmancmg, or
stock exchange NonreSIdents are permItted to purchase government SeCUrItIes through accounts WIth
authOrIzed banks, but there IS only lImIted actIVIty-foreIgners accounted for $2 4 millIon m T-bIll
purchases m 1997 As for the rest of the non-bank financIal sector, there IS relatIvely lIttle
development Insurance actIVIty IS embryOnIC under market condItIons, but growmg Factormg actIVIty
IS lImited Leasmg IS vrrtually non-eXIstent Most ofthe small banks actually resemble commerCIal
credIt InstItutIOns and small captIve finance companIes, rather than banks There IS also some donor
asSIstance to mtroduce credIt UnIons In rural areas, although there has been no real progress to date m
terms of savmgs moblhzation or lendmg flows

I
I

10 $1893 mIlhon m FDI/5 4 milhon people = $35 per capIta
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1 2 Legal GeorgIa's laws have gone through slgmficant reform m the last several years m
support of movement towards a market-based economy In the bankmg sector, a senes of laws
have been adopted to move GeorgIa towards a two-tIer, pnvate sector-onented bankmg sector
ThiS has mcluded the Law of GeorgIa on the NatIOnal Bank (June 1995), and the Law of Georgia
on ActivItIes of CommerCIal Banks (February 1996) MeanwhIle, slgmficant legal reform has
also been mtroduced m the real sector With regard to property rIghts and contract enforcement,
all of WhICh IS mtended to accelerate prIvate sector development In additIOn, there has been
reform m the area of CivIl procedure code One of the ObjectIves of real sector legal reform has
been clarIficatIon of legal conditions to prOVide a sound baSIS for banks to be able to extend
credIt whIle properly protectmg themselves agamst undue rIsk of default Thus, legal reform has
been mtroduced m the followmg sequential steps Law on Entrepreneurs (1994), Law on
Monopoly ACtiVIty and CompetItIOn (1996), Laws on PnvatlzatlOn, Customs Code, Bankruptcy,
and AgrIcultural Land OwnershIp, RegistratIon and Leasmg (1997) combmed WIth CIVIl code
reform In 1998, a Law on Customs TarIffs was mtroduced, and others are m process for urban
land prIvatlzatlOn/leasmg, seCUrIties markets and prIvate pensIOns WhIle new legIslatIOn has
been adopted, there IS stIll conSIderable weakness m actual practIce Improvements are stIll
reqUIred m bankruptcy and collateral legIslatIOn to accelerate dispute resolutIOn m favor of
credItors when there IS mCldence of default ThiS relates directly to weaknesses m JudiCIal
mfrastructure-Iack of tramed judges,11 eVidence of corruptIOn, low pubhc confidence m JudICIal
mstltutlons, mcomplete property and hen registrIes, unclear tItle and claims to ownershlp--all of
whIch undermme ImplementatIOn of the new legal framework and ItS ObjectIves LimIted
capaCIty m these areas has made banks less wIlhng to lend or take rIsk, particularly as banks
need to ralse capItal, meet tIght reserve and hqUIdlty reqUIrements, and comply WIth strIcter
prudentIal regulatIons MeanwhIle, bank depOSit moblhzatlOn IS partly undermmed by the
publIc's concern about tax authOrItIes' access to account mformatIon, and the reqUIrement that
commerCIal banks deduct funds from taxpayer accounts when requested by tax authOrIties
WhIle these prOVISIons are also found m countrIes where publIc confidence m banks IS high, the
lack of publIc trust m CIvIl mstItutlOns undermmes the abIlIty of banks to mobIlIze resources
Other weaknesses mclude madequate protectIon of mmorIty shareholder nghts, particularly m
perIods of "self-hqUIdatlOn" whIch have mvolved asset strIppmg In the bankmg sector, such
behaVIOr has also reduced depOSItor confidence Score 2-

• Ongmal bankmg legIslation was adopted m August 1991 as a move toward market-based commerCial
bankmg However, a senes of weaknesses-low mmimum capItal reqUIrements, hIgh levels of
connected lendmg, general mIsmanagement under market condItIOns, weak supervISOry capaCIty,
madequate regulatIOns, poor accountmg and mformatIOn-made such mitIal steps mcomplete and
meffective m bUIldmg a VIable commerCIal bankmg system More recent bankmg legIslatIOn m
GeorgIa has been mtroduced to establIsh the underlymg legal framework requrred for a market-based,
two-tIer system The Law ofGeorgIa on the NatIOnal Bank was SIgned mto law on June 23 1995 WIth
two subsequent amendments m 1995-96 LegislatIOn and amendments have been reasonably
consistent WIth Basle CommIttee gUidelInes and EU DIrectIves WIth adjustments made as needed The
law prOVIdes the framework for an mdependent NatIOnal Bank. to pursue as Its pnmary objective the
achievement and mamtenance ofpnce stabilIty and purchasmg power of the Lan to ensure a lIqUId,
solvent and stable fmancIaI system In support of this objective, NBG IS responSIble for development

II Efforts have begun to certIfy judges based on exammatIOn qualIficatIOns A frrst round of
exammatlOns was held m May 1998 for lawyers seekmg to become Judges Of 350 exammees, only 41
passed In the end, 31 candIdates are becommg judges from the May exam penod Another round of
exammatIOns was slated for late October 1998 There are expected to be a total of 280 Judges m GeorgIa m
the commg years See The Georgian Times, October 8, 1998
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and execution of monetary policy and oversIght of the bankmg system ThIS mcludes responsIbIlity for
licensmg banks and currency dealers (and revokmg lIcenses when condItIOns ment), Issumg prudentIal
regulations, momtormg banks' compliance wIth these regulatIOns, coordmatmg bankmg system
matters closely wIth the desIgn and ImplementatIOn of monetary polIcy, ensurmg the payments and
settlements systems functIOn, and generally playmg an effective role m promotmg safe and sound
bankmg m support of a stable monetary policy Other key prOVIsIons m the Law mclude avoIdance of
conflIct of mterest by staff,12 lImIts on lendmg to the government,13 lender of last resort role,14
requIrement of an annual external audIt, the role of the mternal audIt functIon, and the prohIbItIOn of
speCIfied fmanclal and commercIal actIVItIes

• As WIth the central bank law, ongmal commercial bankmg legIslatIOn was mtroduced m 1991
Ongmalleglslatlon proved meffectIVe because of the weaknesses Cited above combmed WIth
madequate regulatIOns, msufficlent mstltutIOnal capaCity, an unstable politIcal envIronment, and weak
macroeconomIC condItIOns Consequently, and m conjUnctIOn WIth broader efforts to stabIlIze the
economy, the Law ofGeorgia on ActiVities ofCommercial Banks was SIgned mto law on February 23,
1996 to move GeorgIa towards effectIve ImplementatIOn of a market-based commerCIal bankmg
system The Law prOVIdes for a "umversal" bankmg system m WhICh banks are permItted to engage m
core bankmg actiVitIes as well as securIties underwntmg and portfolIo management WIllIe nothmg m
the Law speCIfically mentIons msurance or penSIOn funds, It IS presumed that banks would be
permItted to engage m these actIVIties through Subsldlanes The Law spells out lIcensmg requIrements
responSIbIlIties of boards and management, the role ofmternal audIt functIOns and the AudIt
CommIttee, the requIrement of an external audit, the nght ofNBG to mspect and examme bank
records, regular reportmg reqUIrements of banks to the NBG and conflIct of mterest prOVISIons The
legislatIOn speCIfies or prOVIdes gUIdelmes for banks to comply wIth prudentIal regulatIOns
mmImum capital, capItal adequacy, mSIder lendmg, large loans and exposures, claSSIficatIOn
standards, provlSlonmg requIrements, mcome reversal for nonperformmg loans, open foreIgn
exchange pOSItions, lIqUIdIty requIrements, asset-liabIlity management-and proVIdes gUldelmes for
penaltIes when VIOlatIOns occur NBG IS empowered to revoke bank lIcenses under speCIfied
condItIOns, mcludmg when banks fall to meet mmlmum capItal requIrements and when there are
doubts about theIr ability to honor commItments and oblIgations There are restrIctIOns of up to 20
percent ownershIp by a bank m enterpnses,15 and a SIx-month tIme lImIt before the dISpOSItIon of
eqUIty resultmg from debt-eqUIty swaps 16 Banks are also restrIcted from transactIOns or practIces that
would prOVide them WIth a pOSitIOn of dommance or prOVIde unfaIr advantages m VIOlatIOn of antI
monopoly provlSlons In addItion, the law prOVIdes for temporary admInIstratIOn and lIqUIdatIOn of
dIstressed banks, and prOVIdes the hIerarchy of claImS on bank. assets m a lIqUIdatIOn scenarIO 17 WhIle
there IS some dISCUSSIOn of mergers and amalgamatIOn, temporary admmistratIOn and lIqUIdatIOn have
not been effectIvely used for purchase and assumptIOn arrangements m WhICh healthy banks take over

12 NEG employees can not receIve credIt from banks or remuneratIOn or gIftS from any source, nor
can they be founders/shareholders of any banks
13 ArtIcle 37 states "The emISSIOn of bank notes and corns for the purpose ofcovermg the state
budget defiCIt IS prohIbIted" However, ArtIcle 57 stIpulates condItIOns under WhICh NBG can lend to the
Mmlstry of Fmance for the State budget Such lendmg can not exceed 5 percent of the State's average
annual revenue figures durmg the pnor three years and 8 percent m exceptIOnal CIrcumstances as long as It
IS conSIstent WIth the ObjectIves of monetary polIcy
14 NBG can lend to banks on a secured or unsecured baSIS for penods up to three months to aSSIst
them WIth lIqUIdIty Such a penod can be extended at the dIscretIOn ofNBG
15 Such an mvestment cannot exceed 15 percent of the bank's unImpaIred capItal and reserves
16 The aggregate value of these swaps cannot exceed 50 percent of the value of the bank's
unImpaired capItal and reserves
17 ArtIcle 37 states that the order ofpnonty IS (1) fees to NBG and/or liqUIdators for the lIqUIdatIOn
of bank assets, (n) credItors WhICh extended credIts to the bank after the appomtment of the liqUIdator, (m)
small depOSItors WIth claImS not exceedmg 100 tImes dally mmImum non-taxed mcome-thls would
currently approxImate Ll,400, or about $1,000, (IV) remammg depOSIts, and (v) all other claImS
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the salvageable portIOns of unhealthy mstitutrons MeanwhIle, antI-monopoly legIslatIOn combmed
wIth language m the bankmg law agamst "dommant" posItIOns may be mterpreted m a way that slows
needed consolIdatIOn m the bankmg sector Changes m thIS domam may be needed for effectIve bank
resolutIOn and consolIdatIOn NBG has gUIdelmes, but assIstance IS likely to be needed for effectIve
ImplementatIon

• As noted above, GeorgIa has no capItal markets aCtiVIty aSIde from very lImIted trade m government
secunties that functIon more as mstruments of monetary polIcy There IS no corporate debt or eqUItIes
market Nevertheless, there IS movement towards the establIshment of a secuntles market m GeorgIa
The Law ofGeorgia on the SeCUrItIes Market has been mtroduced m ParlIament and IS m the process
of reVIew Ifpassed (as was expected m late 1998), key features would mclude an mdependent
Secunties CommISSIOn, an mdependent regIstrar, clear fidUCIary responsIbIlItIes, a central depOSItory,
automatIC reportmg reqUIrements, penaltIes for mIsrepresentatIon of mformatIOn that could undermme
development of orderly markets, and protectIon of mmonty shareholder nghts

• Other laws or amendments that are conSIdered essential for the development of the fmancIaI sector
concern msurance, penSIOn funds, mortgages and collateral, and the Law on Entrepreneurs There IS
legIslatIon for msurance-the Law on Insurance-whIch was adopted m 1997 ThIS law prOVIdes a
prelImmary framework for the mtroductIOn of pnvate msurance, but wIll likely need amendment or
rewntmg to mclude such features as separatIOn of lIfe and non-lIfe msurance,18 more speCIfic
gUIdelmes on the mamtenance ofmmImum capItal and solvency ratIOS, and reconCIlIatIOn WIth
bankmg legIslatIOn to ensure that any bank mvestment m msurance operatIOns does not ImpaIr the
capItal ofbankmg operatIons There IS also a Law on Mortgages whIch IS mtended to prOVIde a legal
framework for the use of mortgages as collateral However, thIS law generally eXIsts m a vacuum as
there IS no mortgage fmancmg or support mfrastructure WhIle banks are able to repossess reSIdentIal
propertIes, rarely are they able to repossess mdustrlal propertIes A draft law for a three-pIllar penSIOn
scheme IS under conSIderatIOn by ParlIament, and could be adopted m late 1998 OperatIOnalIzatIOn of
the pI1vate penSIOn scheme WIll hkel"y need clanfication ofregu}atory and overSight responSibilities,--
effectIve consumer protectIOn, and demonstrated custodial capaCIty However, these WIll evolve over
tIme, and already eXIst to some degree 19 Draft verSIOns of the legIslatIOn reportedly prOVIde for
pnvate asset management, clear regIstratIOn and fidUCIary responSIbIlIty commonly assumed by trust
compames m market economIes, and appropnate regulatory overSIght to prOVIde protectIOn and
confidence POSSIbly the bIggest hurdle that needs to be overcome IS an overhaul of company law,
WhICh IS currently found m the Law on Entrepreneurs, adopted m 1994 RevlSlons m the company law
wIll need to mclude, among other features, Jomt and several lIabIlIty for debts m default and protectIOn
of mmonty shareholder nghts In due tIme, legIslatIOn, tax conSIderatIons and an accountmg
framework for leasmg WIll also need to be addressed

• GeorgIa's Law on Pledges appears to conform closely to EU standards due to GeorgIa's mterest m
achIevmg membershIp m WTO The law allows for secunty mterests to be taken, and non-possessory
pledges are permItted by wntten agreement However, to date, there has been lImIted testmg Weak
property regIstrIes and JUdICial capaCIty combmed WIth WIdespread corruptIOn undermme the
effectIveness of the law MeanwhIle, even when successful, banks have to make reserves durmg the
process PractIces are expected to change over the next couple of years m both agncultural and urban
land markets 20 Nevertheless to date conditIOns have not proVided adequate legal support to execute

18 Life msurance IS currently offered by only one company m Georgia ThIS IS expected to change m
the future
19 For mstance, banks already have custodIal capacity They would be expected to develop thIS
servIce for funds and mdividual mvestors over tIme
20 Land reform has advanced slowly In the agrIcultural and urban sector Accordmg to one report,
only about 26 percent of total agnculturalland has been pnvatlzed, whIle another 25 percent IS leased The
rest has not been dIstrIbuted The vast maJonty of land IS m the form of pastures, and only 32 percent of
thIS land has been prIvatized or leased UntIl there IS clear regIstratIOn and tItle, It wIll be dIfficult for such
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clear ownershIp claIms and nghts Notwithstandmg problems WIth both property registratIOn
procedures and hen perfectIOn, some progress has been made WIth recent tests Some banks have
reported success m takmg possessIOn ofassets-apartments, eqUIpment and mventones bemg
fmanced-after borrowers defaulted on loans There IS a delay of about one year due to slow
processmg by courts m these matters, but some repossessIOns have occurred Nevertheless, over the
years, It has been far more common for asset stnppmg to occur pnor to any judgment In fact, because
the JUdICIary has not been trusted to resolve commercIal and contractual dIsputes, there have been few
mstances of commercIal decIsIons bemg rendered by courts m the first place Part of thIS has to do
wIth the hIgh up-front fees charged when dIsputes mvolve monetary claIms-25 percent of the total
monetary claIm needs to be paId up front In addItIOn, there have been mstances of multIple claImS on
propertIes In the end, these problems wIll need to be resolved Ifbanks are to contemplate lendmg on a
long-term basIs Even If lIqUidIty constramts ease, banks wIll need to have greater assurance of theIr
abIhty to ultImately repossess and lIqUIdate secured assets to cover loans that are not servIced or
repaId m a tImely fashIOn

• Georgia lacks expenence and commercial trammg of speCialIzed bankruptcy judges and lIqUIdators for
both m-court and out-of-court adjudicatIOn WhIle the shadow economy has ItS own rules and
mformal arbItration has long eXisted, the court system and other legal mechanIsms for bankruptcy are
relatively untested The effectIveness of the Law on Bankruptcy IS undermmed by weaI<judicIaI
capaCity, and StriCt trIgger conditIOns that apply to any unpaId oblIgatIOn As found elsewhere m the
past,21 GeorgIa Will likely need to focus on the technIcal fmancIaI msolvency (negative net worth) of
frrms, out-of-court dIspute resolutIOn, and sImpler methods to resolve bankruptcy dIsputes Withm the
broader context ofJudIcIal reform, there are efforts to expand the use of arbItratIOn procedures to
resolve dIsputes In terms ofbankmg, GeorgIan judges do render judgments on dIsputes WhICh permIt
banks to take possessIOn of collateral when debtors default Obtammg a judgment takes about one
year While delays and corruptIOn serve as a brake on bankmg development, the SItuatIon does not
appear to be as bad as m some other tranSItIon countrIes where banks do not even try to repossess
collateral Collateral IS frequently m the form of gold, personal reSIdences, mventones, and eqUIpment
bemg fmanced by the loan However, m the end, banks rarely go through the courts gIVen tIme delays,
hIgh up-front costs, and the uncertamty of outcomes SpeCIfic to the "bankruptcy" of banks, as
manIfested m the offiCial declaration of msolvency and the revocatIon of a bank license, there appears
to be a need to reconcIle/reVise the Law on Entrepreneurs WIth the Law on ActIVItIes of CommercIal
Banks NBG has stated that many judges believe a bank hcense should not be revoked because It IS
entItled to property protection under the Law on Entrepreneurs However, the Law on the NatIOnal
Bank clearly states the nght ofNBG to revoke lIcenses, and the Law on ActIVItIes of Commercial
Banks IS clear about the conditions that could prompt revocatIOn 22 With mmImum capItal
requIrements nsmg steadily III the next two years, the nsks of "self-hqUidatlOn" abuses combmed WIth
efforts to thwart consolidatIOn may present a bankmg sector nsk. NBG could use aSSIstance m
developmg a more orderly hqUIdatIOn process III support of effectIve bankmg sector consolidatIOn

land to be used effectIvely as collateral for loans MeanwhIle, m the rural sector, a SIgnIficant proportIOn of
land parcels remam uncultIvated, neglected or underutilIzed because of confuSIOn surroundmg ownershIp
nghts Comparable reform IS needed m the urban sector to promote condItIOns for mortgage bankmg,
although thIS IS less likely for the time bemg due to the general unwIllmgness of banks to lend for more
than about SIX months on most loans
.1 In 1992, Hungary mtroduced bankruptcy legIslatIOn that applIed StrIct trIgger condItions WhIle
the mtent of the law was to Impart finanCial dISCIpline, rem III unpaid obligatIOns, and put banks and
enterpnses on sounder finanCIal footmg, the results dIffered from the mtent At the tIme, Hungary had
madequate protection agamst asset strIppmg MeanwhIle, the automatIC trIgger condItIOns overwhelmed
the country's court capaCIty for bankruptcy proceedmgs As a result, the law was later reVIsed to focus
more on technIcal msolvency, credItor agreements, and out-of-court methods for resolutIOn
22 These are made clear In ArtIcle 6
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• Along wIth weaknesses regardmg formal bankruptcy processes, the market for formally lIcensed and
regulated IzqUIdatlOn servIces has not yet developed Standards for the certIficatIOn of professIOnal
lIqUIdators are lackmg, as IS the general secondary market and mfrastructure needed for such asset
dISposItIOn There are problems regardmg asset valuatIOn, wIth bnbes and kIckbacks paId to audItors
to mIsrepresent values WIth regard to bankmg claIms, It appears Judges are more famIlIar WIth the
Law on Entrepreneurs than on bankmg legIslatIOn, and thIS slows/complIcates the
bankruptcy/lIqmdatIOn process

1 3 Regulatory/SupervIsory GeorgIa IS begmmng to show demonstrable progress towards
development of effectIve bankmg supervIsIon ThIS IS a long process that reqUlres ongomg
trammg and development, particularly as markets, nsks and systems evolve It also reqUlres
effectIve development of systems m the banks themselves wIth an eye towards comphance and
self-regulatIon m support of common ObjectIves of safety, soundness and StabIhty There are
already several strong pomts to efforts achIeved to date These mclude effectIve lmkage wIth
monetary pohcy decision-makmg processes, a clear mandate and wIllIngness to enforce Its
regulatory role, close coordmatIOn between on-SIte and off-SIte functIOns, systematIzatIOn of
reportmg from banks to NBG-to be strengthened by the mtroductIOn of the new chart of
accounts and use of bank call reports-and NBG follow-up to venfy the accuracy of reported
mformatIOn and complIance wIth prudential regulatIOns NBG conducts on-SIte mspectIOns of
the 10 largest banks on a quarterly basIs, and annually for the others Better mformatIOn IS now
generally reqUlred of the banks on a regular basIs Off-SIte surveIllance and early warnmg
systems are bemg put m place to IdentIfy potential rIsks to capItal, asset qualIty, earnmgs,
lIqUldIty, foreIgn exchange and other key nsk measures NBG also has developed an mternal
supervISOry actIOn plan for ItS operatIOns, and a bank manual for banks to Improve
commumcatIOn between regulators and bankers for mcreased complIance ThIS WIll be
partIcularly Important as NBG ShIfts to a system where It utIlIzes vanable nsk weIghts for
diffenng kmds of exposure,2' and because of past confuSIOn about the role of "msiders" and
other Issues due to conflIctmg defimtlOns and responSIbIlItIes m the laws and codes 24 However,
weaknesses abound and mclude slow converSIon of banks to lAS, msufficient numbers of staff
for on-SIte and off-SIte functIOns, dIfficulty m rootmg out mSIder abuses, and lImIted bank
resolutIOn capaCIty for the next stage of sector consolIdatIOn AntICIpated donor support IS lIkely
to be helpful m sustammg progress made to date, and m assIstmg m the detectIOn of new rIsks as
they emerge, planmng for contmgencIes, contammg potentIal future rIsks, and generally bUlldmg
capaCIty New regulatIOns have been mtroduced to proVIde for enhanced capItal adequacy,
mmimum capItal mcreases, and further reductions m mSIder lendIng As consolIdatIOn proceeds
In the bankIng sector, it IS antiCIpated that NBG WIll be able to better allocate ItS mternal
resources as banks WIll be less numerous but still not very large Score 3-

• Lzcensmg reqUirements and regulatIOns are clearly spelled out m the Law on ActIVItIes of Commercial
Banks NBG has IIcensmg authonty for all credIt, deposit-takmg and currency tradmg operatIOns
except agncultural credIt umons The Law descnbes the applIcatIon requIrements, oblIgates the NBG
to deCIde and notIfy the apphcant withm one month, reqUIres that paId-m capItal be a mmlIDum 50
percent of subscnbed capItal, and places no tIme hmit on the hcense LIcenses are not transferable,
which prOVides NBG With hcensmg and approval authontv for mergers Branches and SubSidIarIes of

23 In recent years, NBG has assumed a 100 percent nsk. weight for all assets and exposures
24 Because of confuSIOn or differmg mterpretatIOns, banks are known to present data/values that on-
SIte mspectors later reVIse ThIS can sometImes lead to severe dIscrepanCIes, promptmg a ShIft m offiCial
balances
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foreIgn banks are provIded a license only on the condItIOn that they have a bankmg license m the
foreIgn country where the home office IS based Based on GeorgIa's open trade and mvestment
regIme, the country's policy towards foreIgn mvestment IS favorable However, to date, there are only
seven banks WhICh have foreIgn capItal 2S There IS also a branch of the Emlak Bank from Turkey
operatmg m Georgia It IS unclear what condItIOns apply m the event that a request for a lIcense IS
turned down (such as reasons for refusal, remediatIon of weaknesses to reverse the deCISIOn, etc) It
appears there IS only one class of license, although NBG has the dIscretIOn to lImit mdlvldual banks'
actIVItIes

• The bankmg laws prOVIde a clear legal baSIS and mandate for the NEG to supervIse the banks NBG
IS entItled to examme banks' documents and transactIons at any tIme, and banks are obligated to meet
all reportmg and dIsclosure reqUIrements on a dlsaggregated baSIS (bank-subsIdIary) as well as on a
consolIdated baSIS The Law on ActiVitIes of Commercial Banks speCIfically places the responSIbIlity
for momtormg compliance WIth laws and regulations applicable to the bank on the Audit CommIttee
ExammatlOns are meant to venfy the accuracy of mformatlon proVIded by banks to ensure they are m
compliance With prudentIal reqUIrements NBG currently has 14 staff dedicated to off-SIte surveIllance
and on-SIte mspectlOn This number IS expected to reach 30 m the commg months, WIth most hIred
from the banks There appears to be reasonably close coordmatlon between the two functIOns On-SIte
exammatIOns can be full-scope or targeted Off-SIte analysts frequently accompany on-SIte exammers
on mspectlons NBG IS also empowered to supplement ItS exammatIOn teams WIth audItors, although
the absence ofmtematlonal audit firms m GeorgIa weakens the effect of thIS optIOn It IS currently
unclear IfNBG has adequate mformatIOn and capaCIty to IdentIfy major nsks early on due to the
weakness of mformatIOn that IS reported, and If It has contmgency plans for cnSlS management m the
event of a major problem NBG has faced cnses before and stabIlIzed the SItuatIOn qUIckly 26 ThIS,
combmed WIth conservatIve gUIdelmes for asset-lIabIlIty matchmg, open foreIgn exchange pOSItIOns
(mamly m dollars), liqUIdIty reqUIrements and credIt limIts all have contnbuted to the reductIon ofnsk
m the system However, the nsks likely to occur m GeorgIa's finanCIal sector m the commg years are
dIfferent from what NBG supervISIon faces durmg the current penod ofbankmg sector stabIlIzatIOn
and development GIven that banks have not yet converted to lAS, the audIt profeSSIOn IS stIll
developmg, corruption IS pervaSIve, and credIt IS still sometImes allocated on noncommerCIal grounds,
there are clear nsks that can undermme the supervISOry functIOn It WIll be Important for NBG to
commUnIcate effectIvely WIth the banks on a contInUOUS baSIS to reduce the margIn for error In
mformatIOn presented

• PenaltIes for regulatory non-comphance are spelled out In the bankmg laws, partICularly the Law on
ActIVItIes of Banks PenaltIes can range from a SImple wntten warnmg to cease and deSIst orders,
monetary fInes, suspenSIon and removal of board members, temporary admmistratIon, termmatlon of
operatIOns, and revocatIOn of licenses Thus, suffiCIent tools are avaIlable at the dIscretIOn ofNBG to
match penaltIes WIth mfractlons The NBG has revoked the licenses ofabout 50 banks smce 199527

due to those banks' InabIlity to meet capItal, liqUIdIty or other reqUIrements Thus, NBG has exerCIsed
Its mandate m recent years

• Levels of dIsclosure have tradItIonally been lImIted m GeorgIa, as they were throughout the
commUnIst system ThIS has begun to change dramatIcally In the bankmg system m the last couple of
years, although thIS does not equate WIth levels of dIsclosure needed for safety soundness and StabIlIty
m bankmg GeorgIa IS stIll not yet m a SItuatIOn where the qualIty ofmformatIOn IS satIsfactory, or

2S These are the Black Sea Bank (Greek-GeorgIan), Vitabank (BulgarIan-GeorgIan), lndustnalbank
(Italian-GeorgIan), Absolute Bank (Amencan-Georglan), and RGBRD, Rossyski Credlt-Cartu, and
Agromdustnalbank (all three RUSSIan-GeorgIan)
26 Over the weekend of September 5-6, 1998 when there was a major declme m the exchange rate,
NBG and Mmistry of Fmance were able to stabIlize the SItuatIOn promptly ThIS suggests there IS capaCIty
m government for fInanCIal cnSIS management
27 Another 130 or so banks have "self-lIqUIdated" as well
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where MIS has been adapted for more than basIc accountmg and reportmg functIOns Nevertheless, the
trend IS favorable, and Georgia has made sIgmficant progress m the last two years NBG IS forcmg
banks to disclose more mformatlOn for regulatory complIance Thus, NBG IS dnvmg the mformatlOn
requIrements as well as the tImmg of those reports Recently, NBG inItiated a requIrement that banks
supply balance sheets every 10 days (as opposed to monthly) to assist wIth monetary plannmg and
management purposes A whole senes of reports on lIqUIdity, capItal, earnmgs, loan qualIty, open
foreIgn exchange pOSItIOns, and other needed mformatIOn are presented to NBG by the banks on a
regular baSIS for NBG to perform Its monetary functIOns As banks adapt to the new chart of accounts
m 1999, accountmg standards Improve and mformatlon systems develop, the level of dIsclosure and
qualIty of mformatIOn should Improve Meanwhile, disclosure mcludes the requIrement that the NBG
publIsh any changes m regulatIOns that apply to more than one bank m ItS gazette, and that deCISIons
on temporary admmistratlon and lIqUIdatIOn be publIshed m newspapers m every town where the bank
IS located In the absence of formal ratmg agenCIes, NBG IS dlsclosmg CAMEL ratmgs for banks m
adequate28 to satIsfactory condItion each month to prOVide the publIc WIth better mformatIOn on the
conditIOn of all banks Movement towards development of a Viable secunties market should also
prOVide mcentlves for mcreased dIsclosure of useful infOrmatIOn for market purposes m the fmancIaI
and enterpnse sectors There IS some movement to lAS, but GeorgIa IS still not there In thIS domam,
enterpnses lag banks, and thiS WIll continue to undermme the qualIty of mformatIOn dIsclosed

1 4 Payments System The payments and settlement systems appear to functIon adequately
There are regulatory gUIdelInes for electromc funds transfers, mformatIOn systems, and couner
services International payments/settlements are conSIdered effiCIent The e-maIl system has
been extended throughout the country to Imk the commercIal bankmg system to NBG DomestIC
transactIOns run through the system WIthout error, but slowly, WIth domestIc settlement
sometImes takmg two days or longer ModernIzatIon IS expected to contmue, and same-day
mter-bank settlement should be achIeved III 1999 Recently, some problems have been reported
on the mternatIOnal SIde where banks heavIly exposed to RUSSIa have faced payments
delays/nsks ThIS credit and lIqUIdIty rIsk has reportedly spread to some other transactIOns,
slowmg clearmg and settlement processes However, thiS does not reflect techmcal weaknesses
on the part of the payments or settlements system One of the benefits of GeorgIa's tIght
monetary and lIqUIdIty controls IS that the payments system IS reasonably well protected from
credIt, lIqUIdIty and systemIC nsk Banks have large correspondent accounts-at August 1, 1998
these were 125 percent of total assets-thus, lIqUIdIty nsk IS generally covered for mternatIOnal
transactIOns MeanwhIle, there IS not enough foreign exchange actIVIty for daylIght overdraft
rIsk to be a serIOUS problem at current levels RIsk IS further mItIgated by the lack of
concentratIon m the bankmg system, and the lImIted mter-bank market However, rIsks are not
wholly absent There IS a lImIted number of lenders m the mter-bank market, and the senSItIVIty
of the market to any major detenoratIOn m the lIqUIdIty and solvency of one/several of these net
lenders to the mter-bank market could have a destabIlIzmg effect on the system Score 3-
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GeorgIa IS developmg a modern clearmg and settlement system The bankmg system and economy
now benefit from electromc bank transfers, although there IS some float m domestIC transactIons
International transactIOns are reported to work smoothly, WIth about 16 banks members of SWIFT
GeorgIa has mcreased the speed and relIabIlIty of payment transactIOns while reducmg the need for
cable and postal acknowledgements There were no reported problems With regard to cost
effectiveness, relIabilIty, or ease of operatIOns The only problems reported were two-day delays for
domestiC transactIOns, and certam banks' delays m processmg payments due to theIr pOSSIble credIt
and lIqUIdIty problems 29 It IS uncertam If settlements partICipants have necessary data for lIqUidity

"Adequate" can be mterpreted as a low nsk of failure even though senous weaknesses eXIst
One busmess person CIted recent delays of two-three weeks m settlmg transactIOns at one bank
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forecastmg gIven the short-term nature of transactIOns and the cash basIs of most operatIons It IS also
unknown If partIcIpants have back-up lmes of credIt or alternatIve sources of fmancmg to protect
agamst a lIqUIdIty run on the payments system If not, such facIlItIes would be useful ill provIdmg
underlymg StabIlIty to the small mter-bank market There are reported problems of money laundermg,
although thIS problem IS partly contamed by the absence of numbered accounts It IS unclear how
much the system IS utIlIzed for such purposes With 60-65 percent ofbroad money held outsIde the
bankmg system, the mCIdence of fraud and money laundermg through the bankmg system IS probably
not severe In general, the market IS small, with most transactIOns m cash and lIttle electronic actIVIty

• Management MIS and technology development related to payments systems appears adequate One
company IS focused on domestIC and mternatIOnal settlements ,0 In the domestIC market, several banks
now offer debit cards, and some are now movmg to offer credIt cards m the near future,1 Thus, VIsa
and EurocardlMastercard have determmed that the necessary mfrastructure and systems are m place
for domestIC operatIOns Meanwhile, many banks have offered Western Union transfer servIces for the
last few years Demand for electrOniC transactIOns should mcrease due to rIsks of safekeepmg m
GeorgIa However, confidentialIty and tax Issues may offset some OfthiS demand In any event, as
electrOniC transfers mcrease, GeorgIa will need to be aware of rIsks assocIated With mformatlon
technologIes such as mcompatlble hardware and software confidentIalIty of secured documentation
for transactIOns, hackmg/encryptIOn, mternal procedures and controls, IdentificatIOn and reportmg of
mCIdences of fraud, unauthorIzed payment orders, and other rrregularities and rIsk Issues Such efforts
will also need to take allegatIOns of money laundermg mto account

1 5 Accountzng GeorgIa's accountmg standards are slowly evolvmg towards mtematIOnal
standards There are currently an estimated 148 compames With 480 certified auditors and
accountants m Georgia Among these, an estimated 150-250 are reasonably well qualIfied as

accountants, although none IS known to be accredited m lAS (or GAAP) The Audltmg CouncIl

of the ParlIament has served as a type of standards board that has evolved In the last two years to

Improve standards of accountmg and audit The CouncIl has been Instrumental In translatIng

lIterature, coordInatIng semInars and traInIng, and hostmg symposIa In TblIsl focused on the
need for Improved standards of accountIng Efforts to professIOnalIze standards have Included
certIficatIOn of auditors and accountants-the number of certIfied auditors has dlmlmshed In the
last year or two due to a tightenIng of standards-and emphaSIS on ethics as part of the formal
traInIng, course work, and eXamInatIOn process More recently In May 1998, the GeorgIan
FederatIOn of ProfeSSIOnal Accountants and AudItors was establIshed ThIS federatIOn IS
prIvately financed and based on voluntary membership The Federation has 900 members
expected to Increase to 1,300 m the comIng years-and four branches outside ofTblIsl Imtlal
plans are to develop a specific code of ethiCS, to assist In ImplementatIOn ofIAS, and to provide

traInIng for ongoIng professIOnahzatIOn Thus, thiS aSSOCIatIon's efforts are expected to converge
WIth the work of the CouncIl to eventually upgrade and professIOnalIze accountmg practIces In
GeorgIa However, there has allegedly been substantial reSIstance from the Mlmstry of FInance
10 rel10qUlshmg Its authonty over the audIt profeSSIOn Much of thIS IS vIewed as polItIcal and
geared to patronage GeorgIa IS the only CIS country where the audIt profeSSIOn IS supervIsed by
parlIament Also, whIle Georgia has an open trade and Investment polIcy, apparent restrictIons

30 UFC IS owned by five banks-Absolute, Intellect, TbIlcredlt, TbIlcom and TBC The UFC card
can be used at more than 100 retaIl locatIOns, as well as at cash pomts m some of the other major CItIes
UFC also processes transactIOns for VIsa and Eurocard/Mastercard
31 One bank plans to mtroduce debit and credIt card servIces that WIll be usable at 340 SItes
throughout GeorgIa
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on foreIgn mvestment>2 m the sector have reputedly been a contnbutmg factor behmd the
mternatIOnal firms choosmg to not locate m Georgia If true, such practIces deter development of
the sector at a tIme when banks and other firms need help m thIS field In bankmg, NBG IS
puttmg pressure on the banks to adapt to lAS The Law on ActlVlties of Commercial Banks
stIpulates banks need to mamtam records and prepare annual reports m accordance wIth sound
accountmg practIces, that these statements need to be by subsIdiary as well as on a consohdated
baSiS, and that banks need to appomt an mdependent external audItor to mamtam standards and
to prepare the reports These standards are all prescnbed by regulatIOns ofNBG whIch reqUIre
banks to conform to "mternatIOnal standards," or lAS Actual conformIty WIth lAS has not been
fulfilled, WIth the absence of deferred payments frequently understatmg lIabIlIties and
contmgencIes, and mconsistent valuatIon standards sometImes dIstortmg asset and collateral
values VenficatIOn ofJournal entnes (e g , for the detectiOn of pOSSIble fraud regardmg credIt
transactIOns, regIstratIon of collateral and guarantees), and the general need for stronger mternal
controls are hkely to be major reqUIrements of banks (and supervIsors) m the commg years
EffectIve mtroductIOn of the new chart of accounts, stnct momtormg by NBG, mvestment m
new mformatIOn systems, and ongomg stafftrammg and audit/accountmg professIOnahzatIOn
should accelerate progress The entry of mternatIOnal accountmg firms m GeorgIa would serve
as a catalyst for professIOnahzatIOn and competitIveness EU-Tacis fundmg for a pIlot lAS
converSIOn project WIll also help Score 2-

• Georgia IS at the begmnmg of the process of converSIOn to lAS, and therefore only begmnmg to
become famlhar With mternatlOnal accountmg standards and theIr use for management and market
purposes A new chart of accounts for banks was developed and fmahzed m 1997, and It IS m the
process ofbemg mtroduced m the banks to faclhtate movement towards an lAS framework In
additIOn to regulatory pressure from NBG, the prospects for development ofa secuntles market m
1999-2000 should also serve as a catalyst for movement m thIS drrectlon However, GeorgIa IS a long
way from understandmg how to use mternal and external accountmg mformatIOn for management
purposes Apart from a few of the better managed banks and a few dozen GeorgIan enterpnses, thIS IS
reputed to be a weakness throughout the economy

• Bankmg legislation notes that banks are reqUired to prOVide mformatIOn to supervISOry authontles,
and that NBG has discretIon on the types and regularIty of those reports ThiS mcludes mformatIOn on
mdlVldual bank SubSidIaries as well as for banks on a consohdated baSIS ThIS IS all part of the normal
reportmg process by which NBG momtors the liqUidIty, solvency and general fmanclal condItIOn of
the banks m support of a stable monetary and finanCial system ConversIOn to lAS should lead to
better reportmg for nsk management purposes

• There are several trammg programs and mstltutes In GeorgIa for training In accountmg However,
most are weak m terms of standards, expenence and resources In the last two years, the Audltmg
CounCIl of the Parliament has promoted advancement of accounting standards ThIS has Included
strengthemng the number oftramed and accredIted audItors to serve as mternal bank audItors and
mdependent external audItors assIstmg banks With preparatIon oftherr mandatory annual report They
are expected to work closely WIth the newly establIshed FederatIOn of ProfessIOnal Accountants
GeorgIa has receIved sIgmficant levels oftechmcal aSSIstance from USAID for converSIon of the
enterpnse sector to lAS However, effectiveness m thIS area has been undermmed by madequate legal
requrrements-unlIke the bankmg sector, eXIstmg legIslatIOn does not yet support lAS converSIOn m

32 Some of the apparent restrIctIOns on frrrns mclude a mmlmum two thIrds of staff must be
GeorgIan, and the head of the local firm must be a lIcensed Georgian audItor The former would lIkely
occur anyway If left to the marketplace for reasons of language, cultural famIliarIty, market mtelllgence,
and cost The latter IS an unnecessary and antI-competitIve restrictIon
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the real sector ,3 Consequently, most compames focus on tax requIrements MeanwhIle, m the bankmg
sector, EU-TaCIS has assisted GeorgIa WIth financmg for the preparatIOn of the new chart of accounts
Fundmg from EU-Tacis IS also antICipated for eIght "pIlot" banks to convert theIr systems to adapt to
the new chart of accounts as part of the converSIOn process to lAS

• As of early 1998, none of the major International accountIng firms had offices m GeorgIa ThIS IS due
to apparent resistance by the Mmistry of FInance, and pOSSIble diSInCentIves (e g , hIrIng requIrements
and restnctIOns) for them to locate m Georgia Nevertheless, 12-15 banks apparently were audIted by
mternatIOnal frrms In 1997 PreViously, audItors came to Georgia from regIOnal offices In Baku,
Yerevan and Moscow Today, many of the audIt frrms are based m Western Europe Banks represent
the maIn market m GeorgIa for InternatIOnal audIt frrms

16 Ratzng AgenCies/Systems None of the major mternatlOnal ratmg agenCIes IS actIve m
GeorgIa Consequently, there are no mternatlOnal ratmgs for banks m GeorgIa 34 ThIS IS not

surpnsIng, consIdenng the largest bank m GeorgIa IS reported to have no more than the U S
dollar-equIvalent of $50-$60 mIllIon In assets and only $14 mIllIon m shareholder eqUIty 35 As a
SubstItute, the NatIOnal Bank of GeorgIa publIshes Its ratIngs of the banks on a monthly baSIS

based on the CAMEL system It has adopted Score 2+/3-

• There IS no known pnvate domestIc inItIatIve to establIsh a ratmg agency for bIlls, bonds or other
securItIes There IS a pOSSIbIlIty that thIS WIll happen over tIme, but not untIl the secuntIes market has
had some tIme to develop At thiS stage, the only secunties traded are government securItIes, and these
are not large In amounts As the pnvate capItal markets have not yet been launched, It IS not lIkely that
a pnvate ratIng agency for any secunties would emerge any tIme soon In the InterIm, the closest
apprOXImatIOn of a ratIng agency m GeorgIa IS the NBG and Its monthly publIcatIon of CAMEL
ratIngs for banks Credit ratIng mformatlOn on IndIVIduals and companies IS also not lIkely to happen
any tIme soon due to the predomInance of the shadow economy, and the lImIted avaIlabIlIty of useful
and meanIngful InfOrmatIOn due to confidentialIty concerns ThIS IS a problem for Insurance as well as
for bankIng One of the problems facmg banks IS the lack of documentatIOn on IndIVIduals or new
compames WIth regard to credIt history Over tIme, as the market develops, banks (and other fInanCial
servIces frrms) mIght conSIder mItIatmg a credIt ratIng agency for banks to have a data bank on
companIeS/IndIVIduals who default on loans ThIS could be done pnvately, through an aSSOCiatIOn, or
m conjunctIOn WIth the NBG Already, banks dISCUSS the nsks and credIt worthmess of some
customers on an Informal baSIs-some of the larger companIes have several banks prOVIdIng them
WIth resources In the future, more automated transactIOns hlstones compIled by processmg companIes
may become the baSIS of a data base used to momtor enterpnse and household credIt worthIness

1 7 Fznanclal Media There are several newspapers that report baSIC busmess news and
mformatIOn, mcludIng at least two m EnglIsh ,6 There are also busmess Journals publIshed

regularly, such as the weekly bulletm publIshed by the GeorgIan Busmess Press ASSOCIatIOn
Twenty two categones of bankIng statIstIcs along WIth aggregate assets and lIabIlItIes are

3, The Law on Entrepreneurs CItes mternatlOnal standards but these have not been mterpreted as
IAS Consequently, most audItmg IS stIli cash-based, tax-onented, and lImIted m fInanCIal mformation for
management purposes
34 The only securIties that are Issued are short-term government secunties They have not been rated,
nor has GeorgIa's sovereIgn debt receIved ratmgs from any of the major agenCIes
35 Based on August 1, 1998 balance sheet figures and the range of Lari-dollar exchange rates from
August-October, 1998
36 The GeorgIan TImes and Resonance
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pubhshed monthly along wIth NBG CAMEL ratmgs for the banks 37 The press also covers
general tax, legal and accountmg Issues as well as major Issues 10 the economy such as the
proposed Baku-Ceyhan oil pIpelIne and the upcom109 tender for TelaSI InsuffiCient BaSIS for a
Score

1 8 ProfessIOnal ASSOCiatIOns There are several aSSOCIatIons for finanCIal sector mdividuais
and groups The major aSSOCIatIon m bankmg IS the GeorgIan Bankers' ASSOCIatIon, WhICh
appears to generally represent the smaller banks 10 GeorgIa These banks have a tendency to
oppose many ofthe reforms bemg mstItuted by the NatIOnal Bank For example, the GeorgIan
Bankers' ASSOCIation has apparently opposed the move to mcrease mInImUm capItal at banks It
has also challenged the nght of the NBG to revoke a bank lIcense, claIm109 that thIS VIOlates
banks' property rIghts To date the Bankers' ASSOCIation has not been heavily mvolved m donor
lendmg or other actIVItIes to strengthen bankmg sector mfrastructure The GeorgIan FederatIOn
ofProfessIonal Accountants and AudItors was establIshed 10 May 1998 ThIS aSSOCIatIOn has 900
members, and four branches outSIde of TbllSl ImtIal plans are to develop a code of ethICS, to
aSSIst m ImplementatIOn of lAS, and to prOVIde trammg for ongomg professIOnalIzatIOn There IS
a Young Lawyers ASSOCIatIOn that WIll be mvolved 10 the World Bank-funded JudIcIal reform
project Other aSSOCIatIOns mclude the Umon of GeorgIan Entrepreneurs, and the InternatIOnal
Chamber of Commerce whIch represents many foreIgn mvestors m GeorgIa and mcludes a
handful of foreIgn managers of GeorgIan banks Score 2-

1 9 AcademiC No partIcular effort was made to assess the number or qualIty of academIC
mstItutIOns 10 GeorgIa Nor was there a systematIc effort to speak WIth busmess/management
school offiCIals However, there are about 10 UnIVerSItIes that have a selectIOn of busmess and
finanCIal management courses There are efforts underway to mtegrate these programs mto
trammg programs focused on the professIOnahzatIOn and certIficatIOn of accountants and others
The TbhsI Busmess School offered busmess degrees WIth the help ofEU-TacIs fundmg,
although thIS fundmg may have been curtaIled There IS also professIOnal bankers trammg38

through the Academy of Bankmg and Fmance whIch receIves USAID support In general, there
are hundreds of mstitutes and "umversitIes" 10 GeorgIa, although most of these are not
conSIdered adequate for profeSSIOnal tram109 It IS lIkely that GeorgIa WIll mtroduce more
formal accredItatIOn standards 10 the future for hIgher learnmg ThIS should be accompanIed by
new course work and more modern matenals and texts InsuffiCIent BaSIS For a Score

1 10 MIScellaneous There are sIgmficant weaknesses 10 overall mfrastructure m GeorgIa, all of
whIch undermme competItIveness and effiCIency The telecommUnICatIOns sector IS generally
state-owned, exempted from pnvatIzatIOn, and monopohzed, although there IS competItIon from
the cellular market due to weaknesses of the land-based system It IS lIkely that some legal
reform WIll need to occur 10 the future If GeorgIa deCIdes to move forward to attract strategIC
mvestment 10 the sector A change 10 the Law on PrIVatIzatiOn whIch exempts
telecommumcatlons from prIVatIzatIon needs to be amended to encourage thIS MeanwhIle, three
cellular phone compames are now competmg, and overall telecommumcatIOns capaCIty has

37 GeorgIa may be the only country m the world where the mternal ratmgs used by bankmg
supervISIon are publIcly dIsclosed
,8 As of October 1998, thiS project had run approxImately 33 courses for about 800 partICIpants m
1997-98
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mcreased Telephone exchanges have been upgraded m major urban areas, and the presence of
mternet service providers and satellIte connectlOns reflect general capacIty enhancement
Nevertheless, lme qualIty IS poor, customers are frequently disconnected, and wrong numbers
are common To become more competItIve, GeorgIa wIll lIkely need sIgmficantly greater
mvestment m the sector This WIll be true as banks and other financIal mstitutions make greater
use of electromcs-from basIc debit and credIt cards to eventual electromc tradmg of
seCUrIties-to accommodate market demand Postal service IS considered madequate and slow
There are also concerns about safety and secunty m the bankmg sector A slgmficant proportIOn
of personnel are guards and drIvers As roads are sometimes bad and polItIcal tensions remam m
Georgia, there IS a rIsk of safekeepmg when bank notes are transported A more effiCient
telecommUnIcations sector would help thIs-advancements m the payments system by next year
are expected to Improve on thIS Score 2

• The telecommumcations sector IS generally state-owned, although there IS competitIon from the
cellular market due to the weaknesses of the land-based system In 1996, Georgia had one of the
weakest telecommumcatlons mfrastructure among the CIS, With only 105 mamlmes per 1,000
people 39 While the telecommumcatIOns monopoly has been somewhat disassembled, It IS lIkely that
some form of reorgamzatlon Will need to occur m the future If Georgia decides to move forward to
attract strategic mvestment m the sector The 1997 Law on PrIvatizatIOn speCified the
telecommumcatIOns sector as an exempted sector, which IS mconslstent wIth global trends and
Georgia's open trade and mvestment polIcy The country has prIvatized the cellular market, although
the Issuance of lIcenses IS reported to have occurred m a non-transparent manner Three cellular phone
companies are now competmg, and overall telecommUnICatIOns capaCIty has mcreased Telephone
exchanges have been upgraded m major urban areas, and the presence of mternet servIce prOVIders
and satellIte connectIons reflect general capaCIty enhancement Nevertheless, Ime qualIty IS poor,
customers are frequently dIsconnected, and wrong numbers are common It IS also unclear the degree
to which problems such as waltmg time for Ime mstallatIOn and "unoffiCial" fees for mstallatIOn IS a
problem 40 For GeorgIa to become more competitive, It w1l11Ikely need slgmficantly greater
mvestment m the sector This Will be true as banks and other fmancIaI mstitutlOns make greater use of
electromcs-from baSIC debit and credit cards, secured e-mail lInes and branch to headquarters
commumcatIOns to eventual electromc tradmg of secuntles-to accommodate market demand

• No effort was made to reVIew the postal system 41 However, a general VIew IS that the postal system IS
not effiCIent Investment m the electrOnIC mter-bank clearmg system should help reduce the need for
the postal system to furnIsh payments acknowledgements However, these are not WIdely used as most
payments are m cash NBG has gUidelmes With regard to couner services to Improve safekeepmg

• No effort was made to review the safekeepmg practices of banks However, a slgmficant proportIOn of
banks personnel are guards and drIvers 42 As roads are sometunes bad and polItIcal tenSIons remam m
Georgia, there IS a nsk of safekeepmg when bank notes are transported Some banks are focusmg on
custodial services, or plan to focus on custodial services, as a source of fee mcome This might
become a major source of mcome when capital markets develop and pnvate penSIOn funds are
mtroduced Thus secunty and safekeepmg represent an Issue that needs to be resolved to engender

39 See "World Bank Atlas, 1998" for 1996 figures Only the Kyrgyz Repubhc had a lower ratio
among CIS countries
40 These problems are found elsewhere where pnvatIzatIOn has been slow, mvestment low, and
corruptIOn hIgh
41 There IS a Post Bank representmg 2 percent of total assets and With a compOSIte "2" ratmg
Capital, earnmgs and hqUldlty are conSidered reasonably sound
42 One bank reported that 17 percent of employees are m these two categorIes At several other
banks, guards are hIghly VISIble
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confidence Some of these nsks should be offset as greater use of electronIc transactIOns and record
keepmg become more promment However, here, banks wlll also need to manage IT nsk to ensure
programs are adequately encrypted to protect agamst hackmg ThIS raIses broader questIOns related to
the supply of software by outSIde vendors to banks
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n ECONOMIC FACTORS AND INDICATORS GeorgIa's economy IS generally fragIle
from a structural standpomt, with mixed reviews from a macroeconomic standpomt that are
bound to worsen over time unless dIrect mvestment mcreases and fiscal collectIOns Improve The
good news IS that monetary pohcy has been effectIve over the last three years m brmgmg down
the mflatIOn rate Year on year, the mflatIOn rate (CPI) was only 7 percent at end 1997,
compared wIth 57 percent at end 1995 and hypermflatIOn reachmg as hIgh as 7,500 percent m
1993 and exceedmg 1,100 percent from 1992-94 LIkewIse, mvestment has mcreased m the last
two years as foreIgn mvestment has been regIstered m 011 and gas mfrastructure, cellular
telecommUnICatIOns, agro-processmg, cement, mmmg, glass, bmldmg matenals and other
sectors There IS also clear eVIdence of growth m the trade, transport and servIces sector
Infrastructure pnvatization IS lIkely to mcrease budgetary proceeds and help WIth economic
growth and the balance of payments The government antICipates L35 mIllIon m pnvatizatIOn
proceeds m 1998, mcludmg L5 mIllIon from urban land sales Fiscal defiCits have also been
brought down to about 4-5 percent ofGDP, although much OfthiS IS due to generous donor
financmg and debt rescheduhng However, Georgia's economy remams fragIle and subject to
regIOnal polItIcal and economIC nsks, and thiS presents challenges to Georgia's medIUm-term
economic ObjectIves of 8-10 percent annual growth rates, a reductIOn m the mflatlOn rate to 4
percent by 2000, and an mcrease m NBG reserves eqmvalent to 2 3 months' Imports m 1998 and
2 8 months' Imports m 2000 The exchange rate has deprecIated agamst the U S dollar m the
fourth quarter of 1998-from L1 35 $1 to L1 5 $1 m October 1998 alone, With further declmes
to L1 56 $1 m November 1998 and L1 8 $1 m December 199843-and prospects for substantially
mcreasmg mternatIOnal reserves remam weak for the moment ThiS sets m motIon a spIral of
mcreased dollanzatIOn (which IS already promment) as a hedge agamst mflatIOn, and With It a
nse m Lan mterest rates m the bankmg system 44 As the gap between Lan and dollar mterest
rates has been narrow m Georgia, such developments then npple through the economy Georgia
has hIgh levels of publIc debt, low levels of direct mvestment, and trade relatIOns that are stIlI
focused on troubled CIS markets The current account defiCIt IS a high 10 percent ofGDP,
although there are questIOns about the relIabilIty of the data Tax collectIOn remams low
arrears on tax and penSIOn payments approximated 2 5 percent ofGDP-and health and other
services are reported to be m dismal condition To ItS credit, the government has not Issued large
volumes of secuntles to finance defiCits To the contrary, monetary polIcy has been restrIctIve,
and legislatIOn has been adopted IImltmg the scope for defiCIt financmg from the central bank
LikeWise, foreIgn dIrect mvestment has shown an mcrease smce 1997, and mfrastructure
pnvatlzatIOn may generate extraordmary proceeds m the energy sector However, pnvate
mvestment still remams low, prospects for foreign exchange eammgs remam weak, and the
uncertam fiscal picture places mcreasmg pressure on monetary polIcy m the form of high real
mterest rates Georgia IS stIlI relatively msulated from global trends, so It IS not vulnerable to
volatIle movements m portfolIo mvestment Nevertheless, ItS high concentratIOn of trade With
RUSSia weakens the short-term trade outlook Fraud and corruptIOn also weaken the economy by
reducmg the fiscal base, and pOSSibly deterrmg mvestment or makmg It more costly Score 2

43 The black market rate was reportedly L2 4 $1, or about one thIrd less m Larl value than the
offiCial rate Pnor to December, there had been lIttle variatIOn between offiCial and market rates In fact,
because the offiCial rates were establIshed through the TICEX market mechanism, these rates were
vIrtually umfied The vanance m rates reflects a wornsome declme m confidence m the Lan
44 Most depOSits are m dollars, but banks' reserve reqUIrements are 100 percent m Larl cash
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2 1 General EconomIc prospects are hkely to be mIxed for the next several years EconomIC
strengths mclude hIgh growth smce 1996, a relatIvely low mflatlOn rate, reduced fiscal deficIts,
nsmg foreIgn dIrect mvestment, hmited short-term debt servIce/payment reqUirements, and
pnvate sector growth m servIces Weaknesses mclude hIgh mterest rates, weak tax collectIOn,
uncertamty regardmg the exchange rate due to fragIle reserves, hIgh levels of trade concentratIOn
wIth troubled CIS countnes, hIgh medlUm- and long-term debt servIce relatIve to eXIstmg
capacIty, hmited financIal sector development, weak management and governance m the real
sector, and the lIkelIhood of hIgh levels of underemployment m formally regIstered enterpnses
combmed wIth low value-added actiVIties among many who are self-employed (formally or
mformally) Purchasmg power remams limIted wIth per capIta mcomes at about $2,000, and 60
65 percent of cash IS held outsIde the bankmg system These figures are symptomatIc of a
lImIted market wIth short-term tIme honzons, undercuttmg resources for and benefits from dIrect
mvestment MeanwhIle, the bankmg system IS prudently nsk-averse due to enterpnse tendencIes
toward excess leverage and poor histones of credIt performance Such cautIOn places severe
hmits on the amount ofworkmg and mvestment capItal aVailable to the pnvate sector apart from
theIr own self-financmg However, thIS also limIts the fundmg avaIlable to banks m the first
place, makmg It dIfficult for banks to playa meanmgful mtermedIary role or to take nsk at more
affordable real rates for the enterpnse sector Score 2-

• Real GDP growth was estrrnated to be 11 percent m 1997, and was targeted at 10 percent for 1998
ThiS amounted to $52 bIllIon m GDP for 1997, or $976 on a per capita baSIS In terms ofpurchasmg
power parity, per capita mcomes are estimated to apprOXImate $2,000 ThiS compares favorably With
figures from the mld-1990s when the economy detenorated However, they are still well below PPP
figures registered m 1990-92 Meanwhile, most statistical measures are qualIfied due to the
predommance of the shadow economy m Georgia These estrrnates run from 40 percent to 80 percent,
and are currently factored mto offiCial estrrnates at about 40-60 percent WhIle the 1997 GDP figure
mdlcates growth, the 1998 projected figure may be optImiStiC due to an unfavorable harvest and
problems associated With RUSSia In the case of the former, agncultural output IS expected to declme m
1998 after 27 percent growth m 1997 at current pnces 4' Problems m RUSSia m the second half of 1998
reduce export opportunities for Georgian enterpnses, and raise the nsk that remittances are likely to
declme from Georgians workmg m RUSSia These flows have been used to proVide for trade and some
small-scale mvestment However, even If there IS a slowdown m the second half of 1998, services
co11tmue to~row,maml)un1rade, transport and construction There IS also mcreasmg mvestment from
abroad m the energy/power sector, rail Infrastructure, and telecommUnIcatIOns

I

• The registered unemployment rate at end 1997 was only 6 6 percent based on offiCial statistics If true,
thiS IS largely because there are an estImated 750,000 or so people workmg In the mformal sector
Even among the "offiCial" work force of 2 2 mIllIon, 68 percent are claSSified as self-employed 46

Thus, employment figures indicate about 3 millIon people are lIkely workmg m small-scale mformal
services (e g, transportatIOn, construction, trade) and subSistence farmmg These numbers partly
reflect the absorptIOn of the net 285,000 people whose publIc sector Jobs were elrrnmated m recent
years, often m health and educatIOn-publIc sector employment was reduced from 625,000 at end
1994 to 340 000 m 1997 MeanwhIle, particularly m the mdustnal sector underemployment IS eVident
but not captured m the statistics OffiCially registered unemployment IS four-SIX tImes more severe m

4S Figures from State Department for StatistiCS Cited from "Georgian Economic Trends," Quarterly
ReView, FITst Quarter 1998
46 Figures from State Department for StatistiCS Cited from "Recent Economic Developments and
Selected Issues," IMF, June 12, 1998
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urban centers than m rural areas 47

• Monetary polIcy has been fairly restnctlve m recent years to bnng down the mjlatlOn rate The
authontles have been successful on this front, With the annual mflatlOn rate now down to smgle
dlglts-7 3 percent m 1997 and 6 0 percent targeted for 1998 based on year-to-year CPI measures
after hypermflatlOn approxlmatmg 6,500 percent as recently as 1994 This may partly reflect
demonetizatlOn of the economy, as barter trade and other means of exchange are utIlIzed m GeorgIa to
avoId tax payments About two thIrds of broad money IS held outSIde the bankmg system
Nevertheless, a lower 1OflatIOn rate restored some measure of confidence and contrIbuted to real wage
gams m trade, publIc adnllmstratIon and the fmancial sector through mld-1998 Pnces have been far
more stable m the goods sector, whIle they have nsen more qUIckly m the servIces The former IS
partly due to market lIberalIzatIOn 10 the tradable goods sector, whIle the latter partly reflects the
removal or reduction of SubSidIes on electriCIty and transport tarIffs However, because the economy IS
stIll fragile, confidence remams lImIted ThIS weakens prospects for sustamed growth

• Exchange rates have generally been stable wIth the U S dollar smce mtroductlOn of the Larl m
October 1995, although the Lan began to depreCiate agamst the dollar 10 October 1998 and has
contmued ItS slIde through December 1998 GeorgIa's offiCIal polIcy has been to mamtam a stable
exchange rate subject to backlOg from ItS 1OternatlOnal reserve posItion WillIe thIS polIcy held steady
for three years, problems 10 RussIa48 triggered Larl depreciatlOn agamst the dollar m late 1998 49 These
concerns are pnmarlly based on the fragIle state ofGeorgia's mternatlOnal reserve pOSItIOn given ItS
lImIted export volume-merchandIse exports were $463 mIllIon 10 1997 compared WIth Imports of
$947 millIon, and servIces were less than half that and m deficlt-, growmg but stIll low foreign dIrect
mvestment ofless than $200 millIon,50 and lImIted prospects for generatmg major proceeds from
pnvatizatlOn 51 These concerns are further remforced because Georgia has already rescheduled most
publIc and publIcly-guaranteed debt, WhICh means that current balance of payments performance
already factors m the benefiCIal effects of debt relIef (The exceptlOn to these reschedulmgs IS among
CIS countrIes, most notably WIth/from Turkmemstan )

• FIscal defiCIts represent less of a problem for GeorgIa now than a few years earlIer, as the defiCit has
been reduced substantIally In 1990-95, fiscal defiCits were as hIgh as 26 percent, whereas they are
currently m the 4-5 percent range Nevertheless, the government IS faced WIth a general problem of
revenue, which creates a VICIOUS cycle-mabilIty to collect revenues reduces ItS abIlIty to render
servIces which, therefore, undermmes the wIllIngness of the publIc to pay taxes In fact, households
and enterpnses often do pay taxes, but collecnons do not always wmd up m the treasury In other
areas, arrears have mcreased, namely for penslOns Recent trends 10dicate that revenue collectIOn IS
mcreas10g as a percentage ofGDP-from 3-5 percent m 1993-95 to 8-10 percent m 1996-97, and
targeted to be II 5 percent m 1998 Nevertheless, these levels still remam low, and are the lowest even
by FSU standards where tax collectlOn IS a major problem 52 ThIS translates mto less mvestment for
needed mfrastructure projects, and tightened monetary polIcy In the absence of maJor foreIgn
mvestment and havmg already rescheduled most of ItS debt, Georgia currently runs the nsk of a
worsenmg foreIgn reserve positlOn WhICh could then set off a senes of concerns that would further
undermme confidence-declmmg exchange rate, slowdown or reversal of the economIC growth

47 The unemployment rate was reported to be only 4 percent m rural areas but 18 percent m urban
areas 10 mId-1997 The unemployment rate m TblIsi at the tIme was 23 percent Many of these people work
m the mformal sector
48 Trade WIth RUSSIa and other neighbor1Og countrIes IS generally dollarized or m barter
49 The Larl had generally been exchanged at about Ll 23-134 to the US dollar from October 1995-
September 1998 However, by late October 1998, the Larl had declmed to Ll 5 per $1 By mId-December
1998, the offiCIal rate had declmed to L I 8 $1
50 ThIS may double 10 1998
51 The government had tentatIve hopes ofraIs1Og L35 mIllIon, or about $25 mIllIon
52 See "Recent EconomIC Developments and Selected Issues," IMF, June 12, 1998
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achIeved m the last two-three years, and further reductIOn m fiscal revenues that would make
government less effective and further mtenslfy monetary pressure

• Debt and debt service represent mmor short-term fmancmg challenges-Georgla's debt was largely
rescheduled m 1996, with remammg liabIlitIes to Turkey and Chma rescheduled m 1997 As a result,
GeorgIa's stock of debt approximated 30-33 percent ofGDP at end 1997, vIrtually all of It public and
publicly-guaranteed Debt servIce payments amounted to $54 mtllion m 1997, or only 11 percent of
the value of export goods and non-factor services Prmclpal repayments were only $3 5 mlllion of thIS
figure Nevertheless, Georgia may face medIUm- and long-term payments pressures early next century
if It IS unable to tmplement an effective structural reform program Whtle there are reasons for
optimIsm m certam servIce sectors, Georgia's debt and debt servIce fundamentals for the medIum and
long term are currently not favorable due to a small economy, fiscal weaknesses, trade concentratIOn
WIth relatIvely weak neighbormg economies, undeveloped capItal markets, and ltmlted drrect
mvestment

Table 1 General Econonuc IndIcators

1990 1991 1992 1993 1994 1995 1996 1997 1998 (e)

Real GDP Growth -124% -13 8% -448% 254% 114% 24% 105% 110% 100%

Per CapIta Incomes

GDPm$* 2120 1780 1020 580 231 530 850 976

PPPm$ 5070 3900 2,300 1410 1,160 1 813 1810

RegIstered Unemployment 36% 112% 42% 37% 26% 60%

InjlatlOn-CPI (yr-on-yr) 5% 131% 1 117% 7488% 6474% 574% 13 7% 73% 60%

Yr-end. Exchange Rate

Larl Ruble** 008 032 025 022 022

Larl US$** 010 128 123 127 130

FIscal Deficlt***/GDP 30% 2:> 4% 262% 201% 72% 58% 45% 22%

Debt SerVIce/Current Account 73% 97% 86%

Publlc Debt/GDP 517% 801% 425% 300% 294% 357%
Gross External Debt m $ mn :>97 999 1225 1371 1 539 1 815***

*
* GNP per capita figures are used through 1996 GDP per capita figures are used In 1997

** Georgia s currency, the Lan was Introduced In October 1995

*** Fiscal defiCit IS expressed on commitment basiS and excludes grants on a cash basiS defiCit IS lower

**** lQ 1998 figure

Sources IMF World Bank, EBRD EU-TaClS (from MInistry of FInance)

2 2 Przvate Sector Development The "enablmg" enVIronment for pnvate sector development m
GeorgIa has Improved m recent years, although a small economy, pervaSIve corruptIon, and
pohtlcal nsk make it dIfficult to broadly and dramatically raIse mcome levels Among the
changes has been a dehberate attempt to reduce the role of the state m the economy Measures
taken to advance the pnvate sector m GeorgIa mclude the begmnmgs of land reform enterpnse
pnvatlzatiOn, reforms m the energy and bankmg sectors, and Improvements m the legal and
regulatory framework 53 Whtle there are shortcommgs to these measures-for mstance, the Law

53 Major legIslatiOn has mcluded the Law on Entrepreneurs (1994), Law on ActIVItIes of
CommerCIal Banks (1995-96), the Law on Monopoly ActlVlty and CompetItIon (1996), the reVised Tax
Code, the Customs Code, the CIVIl Code, and Laws on Bankruptcy, AgrIcultural Land OwnershIp, and
PrIVatizatIon (1997), and the Law on Customs TarIffs (1998)
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on Entrepreneurs needs to better protect mmonty shareholder nghts and to be reconcIled wIth
bankmg and bankruptcy legIslatIon, the Law on PnvatizatIOn needs modificatIon to expand
exempted sectors such as telecommumcatIOns-they represent a start m the dIrectIon of pnvate
sector development under market condItIons MeanwhIle, the macroeconomIC enVIronment has
strengthened m the last two-three years, as shown m dechmng mflatIOn rates, reduced fiscal
deficIts, and a relatIvely stable exchange rate (until recently) WhIle some of these trends are
bemg called mto questIon m the aftermath of the RUSSIa cnsIs, condItIons have stIll been far
more pOSItIve than pnor to 1996 GeorgIa has adopted a lIberal trade and mvestment regIme to
mcrease mternatIOnal transactIOns and to serve as a catalyst for dIrect mvestment SIgmficant
debt rescheduhng has temporanly eased pressure on the balance of payments, as eVIdenced by
relatIvely low mterest and prmcipal payments m 1997 GeorgIa has also moved ahead WIth
pnvatizatIOn, and only about 100 major enterpnses remam to be restructured or liqUIdated m
some form However, most enterpnses are very small-scale m GeorgIa, and there IS lImIted
mvestment Informal domestic mvestment IS pnmarIly self-financed and does not run through
the bankmg system Most formal dIrect mvestment IS tied to external sources, about three
quarters of It from FDI 54 CapItal markets are not expected to be operatmg at least untIl 1999
2000, and GeorgIa can not expect major mflows untIl It has adopted all needed legIslatIOn and
regulatory structures, estabhshed needed mfrastructure, and proVIded condItIOns for underlymg
stabIlity MeanwhIle, FDI IS mcreasmg-from $53 million m 1996 to $189 million m 1997 and
$200 mIllIon m the first half of 1998 ThIS mIght contmue for another couple ofyears as GeorgIa
seeks strategIC mvestment m the energy and power sectors Nevertheless, these figures remam
small on a per capIta baSIs-wIth 5 4 million people, even $400 mIllion FDI per year would be
only $74 per capIta, WhIch would place GeorgIa m the mId-range of transItIon countrIes At the
structural level, most enterpnses have been pnvatized through "ownershIp transformatIOn"
methods-management and/or employee "buyouts", voucher pnvatizatIOn-with little
mcremental capItal, strategIc mvestment, or change m governance and management In fact, the
"zero auctIOn" method has been deSIgned to qUickly dIvest the state of these enterpnses along
WIth theIr debts The result has been assumptIon of debts by purchasers, but limIted strategIC
mvestment Larger mdustrIal enterpnses generally reqUIre major restructunng If they are to
operate at all, let alone WIth any degree of competItiveness or effiCIency MeanwhIle, lendmg m

54 As eVIdence of thIS, dIrect mvestment figures m 1997 were $242 mIllIon, of WhICh $189 mIllIon
was FDI Government capItal expendIture approxImated 1 1percent of GDP, eqUIvalent to the balance of
$53 mIlhon Much ofthIS IS thought to be mobIlIzed from donor sources-mcludmg some through the
bankmg system for agnculture, agro-processmg, and SME lendmg-as these central government figures
mclude transfers
55 Repayment rates m the EU-Tacis lendmg program, by far the largest m the country among the
donors, IS m the low 70 percent range m the pnmary sector and the low 90 percent range m the agro
processmg sector The former IS unsustamable for banks under market condItIOns The latter figure would
be unsustamable under more competItIve market condItIOns
56 Part of thIS has to do WIth protectIOmst polICIes followed by ED countrIes under the Common
AgrIcultural PolIcy Another part has to do WIth the nsmg competItIOn from non-ED countries trymg to
enter ED markets
57 These VIOlatIons are reputed to have occurred most frequently m the Import of CIgarettes, alcohol,
011 products, cars, flour, and consumer products As thIS was mamly through 1997, It IS pOSSIble that some
Improvements have been regIstered m 1998 WIth the ImplementatIOn of customs and tax reforms
58 ThIS has apparently occurred In cellular commUnICatIOns, taxIS and other sectors However, banks
can argue that the cellular and taXI markets are major cash generators, makmg them better credIt nsks
59 As of January, 1998,48,754 enterpnses were actIve tax payers among 91,272 regIstered
enterprIses, or 53 4 percent
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the pnmary sector-traditIOnally a major share of natiOnal output and employment-Is burdened
by diversiOn ofworkmg capital financmg for other purposes, weak financial management, the
absence of secunty, low repayment rates,55 and madequate value-added and marketmg lInks
Agro-processmg IS stIll largely dependent on fragIle export markets such as Russia, and
enterpnses m this sector are generally unable to comply wIth standards needed to penetrate
hIgher mcome markets such as m Western Europe 56 RegIstered unemployment was 6 6 percent
at end 1997, but thIS figure IS questIonable m two ways-possIbly understatmg the problem due
to hIgh levels of underemployment m the mdustnal sector, whIle even possIbly overstatmg the
problem due to the predommance of people operatmg m the shadow economy PervasIve
corruptIon remforces a tradItIon of patronage that makes the enVIronment uncertam for open
competItIOn ThIS leads to payment of a WIde range of "unoffiCIal" fees for busmesses to obtam
"servIces" from tax authontles and other mspectors/admmIstrators, although these payments do
not wmd up m the natIonal treasury WhIle many of these problems were expected to have been
reduced wIth SImplIficatIOn of the tax code, lIberalIzatIon oflIcensmg polICIes, and open current
and capItal accounts, corruptIOn stIll remams pervaSIve OffiCIal connectIons are reputed to have
played a role m tax evaSIOn on a range of Imported goods,5? as well as m obtammg scarce credIt
from banks 58 RegIstered enterpnses m general show mIxed performance A lIttle more than half
are actIve tax payers, although thIS represents a small base 59 Tax and penSIOn arrears remam a
problem, wIth arrears on penSIon fund payments alone eqUIvalent to nearly I percent of GDP m
1997 In general, GeorgIa's pnvate sector IS essentIally charactenzed as subSistence farmmg,
low value-added processmg, or small-scale contractmg and services operatmg on a cash basIs,
much of it m the shadow economy The formal sector is now mostly pnvatIzed, but lackmg m
needed management and financial resources for modernIzatiOn and competItiveness The latter IS
begmmng to change with mcreasmg FDI and efforts by government to attract strategic
mvestment, but thiS is largely confined to the energy and power sectors and a handful of
manufacturers UntIl a "blue-chip" sector emerges and establIshes lInks to other segments of the
domestIc economy, the busmess sector WIll lIkely contmue to be small-scale, mformal, and
largely self-financmg ThIS WIll lImit bankmg prospects and overall finanCIal mtermedIatIon
Score 2-

• Sector value-added IS dIfficult to measure m GeorgIa due to the weakness of statIstICS ThIS IS partly
due to the SIze of the shadow economy, estImated to be 40-59 percent by the State Department of
StatIStiCS, but hIgher m other cases For mstance, one proxy IS the use ofbroad money held outSIde the
banks ThIS IS currently about 60 percent,60 and may be hIgher due to unrecorded dollar holdmgs
Another IS an estImate of 80 percent due to pOSSIble mIsrepresentatIOn of output 61 IrrespectIve of
statIstIcal problems, there are some faIrly clear trends that have emerged m the last few years WhIle
agnculture remams a major component of the economy, there IS sIgmficant underutIlIzation ofagro
processmg potentIal Much agncultural productIOn IS SubSIstence-level productIon About half of total
agnculturalland has not yet been dIstrIbuted MeanwhIle, servIces have emerged as the dommant
sector of growth StatIStICS mdicate conSIderable growth m constructIon, trade and transport In major
centers, there has also been a substantIal mcrease In restaurants, bars and other forms of entertamment
These trends have combmed WIth a declIne m mdustry as SubSIdIes and soft lendmg have been
reduced In the commg years, sIgmficant mvestment IS expected m the energy and transport sector
There IS already growmg mvestment m the 011 and gas sector The pnvatizatIOn of the Teiasl power
statIon wIll also lead to mvestment m the electricIty and power sector 62 There has also been dISCUSSIon

60 Accordmg to NBG, cash held outSIde of banks was estImated to be 57-60 percent of total broad
money from January-August, 1998
61 See "GeorgIan EconomIc Trends," Quarterly ReVIew, FIrst Quarter 1998
62 An mvestment of$IOO mIllIon has been proposed publIcly See The Georg/an T/mes, October 9,
1998
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of the "SIlk Road" project to provide landed transit lmks between Europe and Central ASIa A bndge
lInkmg the Georgia and AzerbaIJan border was officially maugurated m October 1998, and thiS should
mcrease trans-Caucasus transit Over tune, It can be antIcIpated that major mvestment will occur m the
telecommUnICatIons sector There IS already mvestment underway In thIS sector, establIshmg fiber
optiC lmes m the Black Sea With RUSSIa and as part of a trans-European-Aslan lme WIth other
countrIes These developments might serve as a catalyst for mcreased mvestment m servIces such as
tounsm and hotel development,63 mformatlOn service provlders,64 market research ftrms,65 transport,66
msurance,67 and wholesale/retaIl trade

• Agrzculture represented about 28 percent of 1997 GDP, although there are questIOns about the

6, A study by the tounsm mdustry of Israel projects tounsm sector profits m Georgia to approxunate
$1 bIllIon by 2005 ThIS IS based on the follOWIng assumptIOns a flow of one millIon tOurIStS, of whIch 34
percent WIll come from Israel, Turkey and Greece, 30,000 guest rooms m 200 large hotels and a network of
smaller hotels, and 100,000 employees m the sector See The Georgzan TImes, October 8, 1998 WhIle the
assumptIOns may be generous (e g, I mIllIon tounsts/year IS 20,000 per week), there appears to be
unexplOlted tounsm potential
64 ThIS has already been demonstrated With the servIces ofUFC, whIch IS owned by five GeorgIan
banks, and the plans of other banks to offer debIt and credit cards WIth sunIlar settlement servIces
65 GeorgIa already has several firms that conduct market research, publIc opmlOn polls, focus
groups, etc These would be expected to mcrease over tIme as the market expands
66 For Instance, mcreased aIr connectIOns At the moment, GeorgIa has a total of about 50
mternatlOnal round-trIp flIghts per week Apart from Georgian Alrlmes, other carners operatmg m Georgia
mclude Aeroflot, AustrIan AIrlmes, Bntlsh Arrways, SWlssalr, and Turkish AIrlmes
67 For mcreased development of the market for a range of non-lIfe products, such as varIed forms of
transport and property msurance
68 As WIth depOSIt msurance m the bankmg sector, It IS premature for GeorgIa to conSIder crop
msurance m the prunary sector due to weak fmancIaI resources and management, the absence of adequate
phYSical, mformatIOnal and market mfrastructure, and the general absence of a developed msurance sector
WIth admmlstratlve capaCIty to properly mOnItor funds for solvency and lIqUIdIty
69 ThIS problem IS compounded by weaknesses m the audIt field on Issues such as asset valuatIon
70 SBS-Agro of RussIa IS now a 25 percent shareholder m AgromdustrIalbank, the last state-owned
GeorgIan bank SBS mvested about $1 millIon m eqUIty m Agromdustrlal, and plans to proVide a $10
millIon Ime of credit for low Interest loans to farmers and agro-processmg enterpnses However, these
plans have been "delayed" due to the finanCial cnSlS m RUSSia, and the problems SBS has m ItS own
portfolIo It remams to be seen what role these banks Will play m the Georgian agnculture and agro
processmg sectors, although It IS unlIkely that these banks Will be able to playa restoratIve role any tune
soon, If at all
71 Product nIches mIght mclude spIces sauces and pIcklmg
72 See "Georgian Economic Trends," Quarterly ReVIew, FIrst Quarter 1998
73 See "Georgian Economic Trends ' Quarterly ReVIew FIrst Quarter 1998
74 GeorgIa's 1997 fee collections covered about 70 percent of costs First quarter 1998 results were

ThIS defmItIOn of wages mcludes cash, compensatIOn and value ofgoods-m-kmd However, the
State Department of StatIStICS also notes that these figures are subject to large margms of error Therefore,
they are lImIted m theIr usefulness as a true reflectIOn of comparatIve strength by sector of the economy
76 In 1996, the self-employed accounted for 1,3244 thousand out ofa total 2,036 2 thousand
employed, or 65 percent In 1997, the figures were 1,5292 thousand self-employed among 2,2332
thousand total employed, or 685 percent (Another publIcatIOn CIted a slIghtly hIgher figure of 1,5896
thousand self-employed m 1997 )
77 As of 1996, PPP mcome approximated $1,810 on a per capIta baSIS WhIle thIS represented a
SIgnIficant mcrease from 1993-95, It was stIll less than mcomes recorded m 1992 and before
78 Taken as a whole, SubSIstence agnculture accounted for 79 percent of 1997 self-employment,
whIle trade and servIces accounted for 13 percent
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accuracy of statistIcs As a trend, agnculture has been declmmg as a share of GDP GeorgIa had a
record gram harvest m 1997, leadmg to the recovery of outputs and yIelds m wheat, sunflower and
maIze However, 1998 IS not expected to be a good year for the agnculture sector Wme,
frUIt/vegetable, timber and other exports to RUSSIa are hkely to be less than those achIeved m 1997
Longer-term problems are focused on land pnvatlzatlOn, JudicIal reform, fmancmg and management
Only 26 percent of total agrIcultural land had been pnvatized by Apnl 1, 1998, and another 25 percent
leased ThIS left 48 percent undistnbuted UntIl tItle and registratlOn Issues are resolved, the sector Will
remam sub-optImal m terms of performance WIthout clarity on these ownership Issues, the JUdICiary
WIll not have suffiCient clarIty to render judgments regardmg property nghts and contract
enforcement This WIll reduce lenders' wIllmgness to take nsk m the sector There has been some
donor assistance m the agnculture and agro-processmg sectors, mamly from EU-TacIs, makmg loans
and techmcal aSSIstance avaIlable to Improve fmancIaI management and busmess plannmg However,
for bankers and nsk-takers m the fmanclal sector, several constramts remam m the agnculture sector
These mclude the absence of clear registratlOn of land and tltle to ownership, whIch undermme
prospects for collaterahzatIOn and any form of mortgage fmancmg (not to mentIOn secuntIZatIOn,
which IS many years away from the GeorgIan market), the hIgh cost to banks (relatIve to mdlVldual
credit exposure) m the rare mstances when there are efforts to repossess and hqUldate property when
debtors default on loans, poor finanCial management m the farm sector which leads to hIgh levels of
delmquency-these are often rooted m the begmnmg of the cycle, With farmers divertmg workmg
capItal fundmg away from the purchase of needed mputs (e g , seeds, fertIlIzers, pestlcIdes), which
reduces yIelds and post-harvest cash flow, the absence of crop msurance, WhICh undercuts banks'
wIllmgness to contemplate lendmg,68 and the lack of adequate mformatIOn for bankers to do more than
crude and cash-based credIt nsk assessments 69 Large agro-processmg enterpnses, such as those
exportmg wmes, other beverages, and jams, are not yet able to meet standards for export to higher
mcome markets m Western Europe and elsewhere Consequently Georgian exporters show a hIgh
concentratlon of agncultural exports to RUSSIa, where those markets and payments for earher
dehvenes are now JeopardIzed Key needs m the agnculture sector mclude Improved provisIOnmg of
seeds for wmter plantmg (which are now generally sourced from RUSSia), diversIfymg agrIcultural
output, mcreasmg agro-processmg output and marketmg channels, and generally enhancmg busmess
and fmancial management sk111s m non-subSistence enterpnses ThiS may requIre a wholesale
restructurmg of the agncultural fmancral system, although the best approach IS lIkely to be senous
pnvate mltlatlves on the part of farmers, agro-processors, dIstributors and market-based bankers to
IdentIfy OpportunItIes and fill them based on the qualIty, tlffimg and pncmg requIrements ofhqUld
buyers 70 GIven competitiveness m mternatIOnal markets and protectlon m many hIgher mcome
markets, thIS IS an area where Georgia's opportumties are lIkely to be mche-onented m higher mcome
markets71 and volume-onented m local and CIS markets

• Industry currently IS estImated to account for about 10 percent of GDP (1997), compared WIth 25-30
percent m 1990-91 Industry has declmed as a proportIon ofoverall output, and has been a stagnant or
declmmg sector for the last few years Current estimates are that about half of mdustrial capaCity is
Idle, much of It m heavy mdustry 72 However, much of the small-scale value-added m the mformal
sector IS not captured m offiCial StatIStiCS It IS very lIk.ely that many smaller manufacturers m hght
mdustries are operatmg at hIgher capaCIty utilizatIOn, or more effiCiently through contractmg
arrangements However, based on officral statistiCS mdustnal sector contnbutIOn to 1997 GDP was
the same as m 1996 at current pnces 7 and decimed as a share of total for the thIrd consecutIve year
The better performmg mdustnal sectors were agro-processmg and constructlOn matenals Industry
remams stagnant for several reasons absence of restructurmg and mvestment, lImIted opportumtles
for strategIC mvestors due to the small SIze of the market, and problems m heavy mdustry assocIated
WIth energy supplies and management SkIlls The poor conditIOn of the energy sector hampers
mdustrial growth, as power outages add to the cost of electriCIty consumptIon due to the lost tIme and
frequent use of higher cost back-up generators Plans m the electriCIty sector to mcrease cost recovery
ratlos74 and pnvatlze transmiSSIOn and distributIon pomts should ultImately lay the groundwork for a
more effiCient sector ThIS should contrIbute to the relIabilIty of energy sources for mdustrial
producers However, for the next several years, It appears that energy problems Will contmue to
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plague the GeorgIan economy

• Services have grown m Importance In recent years m GeorgIa, followmg a trend common In transItIOn
economIes In 1997, servIces were estImated to account for about two thIrds ofGDP A sIgmficant
portIOn ofthe shadow economy operates In the servIces There has been a sIzable mcrease m
commercial trade, transport m support of mcreased trade, and constructIOn servIces over the last few
years However, growth m the servIces also reflects the relatIvely low barrIers to entry m low value
added services whIch characterIZe much of the self-employment that has emerged rn recent years
Apart from SubsIstence agnculture, forestry and fishmg, about 63 percent of self-employment was
reported to be m trade and servIces

• Ifaverage salaries are an mdicatIOn of comparatively strong sectors of the economy, the leadIng
sectors m Georgia today would be constructIOn, urban and waterway transport, and bankmg and
Insurance Average monthly wages75 m 1997 approxImated L54 9, or L658 8 for the year-this IS
eqUIvalent to about $500 for 1997 at average exchange rates The leadmg sectors showed average
compensatIOn about I 8 times the average The lowest compensatIOn levels were reported m
agnculture-mcIudmg state farms and other agncultural enterpnses, publIc health and SOCIal securIty,
computer services, and culture The low figures m computer servIces are almost certamly errant

• As for employment, offiCIal statistics mdicate that smce 1996, the self-employed have accounted for
about two thIrds of the work force 76 However, these figures do not capture the roughly 750,000 or so
people workmg m the mformal sector If that total IS added to the offiCially self-employed the self
employed account for about 2 3 millIon of a total 3 0 mIllIon, or 76 percent Such hIgh levels of self
employment lIkely account for the hIgh margm of error In reported compensatIOn, as well as for much
of the perSIstence of tax evasIOn It IS also assumed that many of those offiCially employed are not
workmg or bemg paid, given the persistence of tax arrears by regIstered fIrmS (and by extenSIOn,
employees through withholdmgs), and stIll low PPP Income figures 77 Thus, there IS lIkely to be severe
underemployment at many overstaffed and unrestructured enterpnses As many of these people are
now not receIVmg compensatIOn, they are lIkely among those workmg m the mformal sector LIke the
self-employed, many of these people are lIkely workmg In subSistence farmmg and small-scale
mformal servIces (e g , transportatIon, constructIon, trade) 78

• The unemployment rate at end 1997 was only 6 6 percent based on offiCIal statIstICS, or 142,795
registered Among these, only 5,358 people were reported to be receIVmg unemployment benefits The
total "offiCIal" work force IS about 2 2 mIllIon based on offiCIal statistics However, as noted, there are
also an addItIOnal 750,000 or so people workmg m the mformal sector If these are added to the
denommator, the offiCial unemployment rate would have dropped to about 4 9 percent However,
underemployment at offiCially registered enterpnses, and real unemployment at many of these
enterpnses would lIkely raIse the unemployment rate conSiderably

• PYlvate sector value-added IS lIkely to account for about 80 percent of Georgta's GDP, much of It
mformal WIth agnculture and most servIces m pnvate hands, and estImates of the mformal sector
contributIOn to GDP at least 60-65 percent/9 It IS hard to see how the pnvate sector could contrIbute
less than about three quarters of GDP 80 More than 90 percent of commercIal banks credIt stock was
to the pnvate sector m mId-1998 The busmess sector compnsed 91,272 regIstered enterpnses as of
January 1998 The pnvate fIrmS among them lIkely account for about 15 percent ofGDP and about
100,000-200,000 Jobs, although these are uncertam estimates Pnvate sector growth has resulted
vIrtually by default due to the erOSIOn of the state sector The downward spIral of the economy m the
early to mld-1990s led to a gradual reductIon In subSidies to loss-makrng state enterpnses--elther
dIrectly from fiscal sources, or through banks Ownership transformatIOn of formerly state-owned

From 1993-95, EBRD estImated the unoffiCial economy accounted for more than 60 percent of
total GDP See EBRD TransitIOn Report 1997
80 Central government expendIture accounted for 14 5 percent of GDP m 1997
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companIes has transferred assets to prIvate hands, but has done lIttle else to mVIgorate the economy
except m the small-scale sector or where FDI or external fmancmg are present

• Small-scale przvatzzatzon IS virtually complete, WIth about 11,500 of these enterpnses havmg been
prIvatIzed by AprIl 1, 1998 ThIS compares wIth 1,657 as recently as October 1994 PrIVatIzatIOn of
medIUm- and large-scale companIes IS reasonably well advanced m terms of ownershIp
transformatIOn As of May, 1998, 959 of 1,160 enterprIses m these categorIes had been prIvatized
However, m general, the methods utilIzed-voucher prIVatIzatIOn through auctIOns m a mass
pnvatIzatIOn program, employee and management buyouts-have done lIttle to attract needed
strategIC mvestment or mcremental cash capItal 81 In partIcular, there are about 100 large-scale
enterpnses m heavy mdustry (e g, chemIcals, metallurgy, mmmg) and energy that are unable to
operate wIth any degree of effiCIency In addItIon, a number of sectors that could be prIvatized are
currently exempted from the Law on Pnvatization For mstance, the telecommumcations sector IS
currently not mcluded among assets to be prIvatized, although It would benefit from strategIc partners
and cash Other sectors exempted from the 1997 prIVatIzatIOn law mclude electrICIty transmIssIOn and
dIspatch, harbors, raIlways, gas pipeimes, motorways, and securIty-related propertIes The
government IS movmg to establIsh condItions WhICh wIll attract strategIC mvestment for needed
restructurmg, most notably m the electriCity sector These efforts have mcluded adoptIOn of new laws
that establIsh an mdependent regulatory commISSIon and separate the government from busmess
operatIons ElectrICIty pnvatizatIOn WIth strategIC mvestment IS expected to remedy some of the
outstandmg problems, mcludmg 1ffiproved collectIon to recover costs, 1ffiproved mamtenance and
servIce, and reduced power cuts Changes m the laws also mdicate that the government IS wIllmg to
conSIder modIficatIons to the lIst of state assets that could be pnvatIzed

• Employment In the prIVate sector IS dIfficult to est1ffiate due to the predommance of the shadow
economy, WhICh mvolves state and pnvate enterprIses However, It IS likely that 75-80 percent of the
workforce IS "employed" by pnvate enterpnses (mcludmg self-employment), most mformally ThIS
mcludes nearly 1 3 mIllIon (of 3 0 mIllIon) self-employed m SubSIstence agrIculture

• State sector value-added and employment represent a steadIly declInmg segment of the economy ThIS
shows m the declmmg number of state-owned enterprIses, and the general declme of the heavy
mdustrial sector smce 1995 State shares m the economy have declmed due to prIVatIzatIOn, the release
of government and state enterpnse employees, and reduced SubSIdIes as a share of pubhc expendIture
More than 12,500 enterpnses m total have been pnvatized smce the pnvatIzatIOn program began
WhIle most are small-scale, some are medIUm- and large-scale There are stIll about 100 or so "large
scale" enterprIses that remam to be prIvatized m heavy mdustry, mmmg and the power/energy sectors
Government employment was reduced from 625,000 at end 1994 to 340,000 m 1997, partly reflectmg
the reduction of expendIture m a number of areas However, overall, state sector employment
approx1ffiated 568,000, or about 25 percent of total offiCial employment at end 1997 82 ThIS translates
mto about 228,000 employees at state enterpnses (net ofpubhc admmlstratIOn) at end 1997, or about
1°percent of offiCIal employment and 7-8 percent of total est1ffiated employment 83 In terms of credIt
exposure, NBG figures showed exposure to the state sector at less than 10 percent oftotal credIt stock
as compared WIth much hIgher rates m earher years 84

• There has been sIgmficant reform In the energy sector m preparatIon for pnvatizatIon All electncity
generatIOn and dIstnbution enterprises have been transformed mto Jomt stock companIes An
mdependent regulatory commIttee for the electrICIty sector has been establIshed TarIff structures have

These methods have generally transferred assets and debt to the new owners
82 If the mformal economy IS added, state sector employment would approx1ffiate 19 percent of the
total work force-568,000/3,000,000
83 228,000/3,000,000 = 7 6 percent
84 These monetary figures for banks are less than the value of the total stock ofloans on bank
balance sheets m the monthly data pubhshed bank-by-bank
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been adjusted m a move to achIeve full cost-recovery m the near future-recovery rates were 70
percent m 1997, up from 62 percent m 1996 and less than 20 percent m 1995 However, fIrst quarter
1998 collectIOn rates were reported to cover only 51 percent of costs, WIth the household sector bemg
the most delmquent relatIve to consumptIon ThIS could partly be a protest agamst hIgher tarIff rates
for households and/or meffIclency and corruptIon among dIstrIbutIon companIes PnvatIzatIOn of
Telasl IS expected to serve as a harbmger to modem practIces m the sector, mcludmg drrect payments
through the bankmg system 85

Table 2 Przvate Sector IndIcators

1990 1991 1992 1993 1994 1995 1996 1997

GDP ($ nulllOn) * 164 1,248 2864 4543 5229

o/w Agrzculture (%) 319 288 545 677 287 380 31 0 282

o/w Industry (%) 241 288 126 63 213 145 103 96

o/w SerVIces (%) 440 424 329 260 500 475 587 622

Pr,vate Sector GDP ($ mn) ** 47061

State Sector GDP ($ mn)** 5229

Employment ('000)*** 19842 17920 17497 17300 20362 2,2332
o/w Przvate Sector ('000) 411 ;, 4882 5600 6340 14007 16176

o/w PS In Agrzculture('OOO)

o/w PS In Industry ('000)

o/w PS In ServIces ('000)

* GDP data before and Since 1994 are not comparable because data smce 1994 mclude estImates of the mformal
economy-these estImates are WIdely acknowledged to be ImprecIse 1994-97 GDP figures are from local currency
umts, and then converted to US dollars at average exchange rates whIle 1993 figure IS converted at vear-end exchange
rate
** Based purely on estimates
*** Employment data exclude the mformal sector (unlIke estimates of GDP) estimates of Informal sector employment
approxImate 750 000 at end-1997 pnvate sector employment excludes employment m cooperatives and state farms
although these are Included m the total employment figure
Sources IMP EU-Tacls (from State Department for Statistics) estimates

23 Money, Savmgs and Credit Monetary pohcy has been successful m recent years m

tammg the mflatIOn rate Based on CPI figures at year end, the mflatlon rate had dropped to 7 3
percent by end 1997 from 13 7 percent the year before (end 1996) Rates were as high as 7,500
percent m 1993 However, due to the high level of mformal actlVlty m the economy, financIal
mtermedIatIOn rates are low As an mdlcatIOn of thiS, about 60-65 percent of all money m
cIrculatIon (M3) IS held outsIde the bankmg system ThIS has been dnven by several factors,
WhICh mclude the growth of the shadow economy and Its pnmanly cash-onented transactIOns,
lost confidence m the bankmg system resultmg from the loss of savmgs from hypennflatIOn,
difficulties m restonng confidence 10 the bankmg sector as the conditIon of banks has come to
lIght and lIcenses have been revoked, and a deSIre to Withhold mformatIOn from tax authontles 86

85 An example of how the bankmg system and publIc [mances WIll benefit from mcreased
rnvestment prIvatIzatIOn and modem management m the real sector IS found m the proposed prIVatIzatIOn
of the Telasl power statIOn It has been dIsclosed that as part of the prIVatIzatIon plan, consumers WIll pay
taxes drrectly related to electnclty consumptIOn mto bank accounts See The GeorgIan Times, October 9,
1998
86 Tax authorIties have the rIght to request the blockmg and mterceptlOn of depOSIt accounts when
deposItors are suspected ofbemg m arrears on therr tax payments ThIS IS a major dIsrncentIve to placmg
funds m banks
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These developments have made It very difficult to Increase savIngs and credIt, makmg It dIfficult
for banks to playa sIgmficant mtermediary role In the economy ThIS IS mdIcated by the
percentage of broad money to officIal GDP--only 45 percent m 1996 and 55 percent In 1997
and possIbly lower If GDP IS underestImated DeposIts held In the banks were only I 4 percent
of offiCIal GDP In 1996 and 2 0 percent In 1997, wIth a very slIght Increase through mId-1998
Thus, low levels of resource mobilIzatIOn make It VIrtually ImpossIble for banks to play much of
a role In economIC growth Score 2+/3-

• The deszgn and zmplementatlOn ofmonetary polzcy IS the responSibIlIty of the NBG, as legally
enshrmed m the Law of GeorgIa on the NatIOnal Bank ThIS mcludes formulatmg, adoptmg and
executmg monetary polIcy It IS the responSibIlity of the NBG to present a draft on monetary and
exchange rate polIcy three months pnor to the commencement of the subsequent fmanclal year to
ParlIament for approval In theory, monetary polIcy IS based on the pnmary objective of the NBG of
mamtammg exchange rate and pncmg StabIlIty to ensure a lIqUId, solvent and stable fmanclal system
ThiS has translated mto the local currency bemg pegged to the U S dollar, WIth NBG sellmg foreign
exchange to mamtam the value of the currency on the condItIOn that It also mamtams adequate foreIgn
exchange reserves UntIl recently, the new currency-the Larl was mtroduced m October 1995-NBG
has fulfilled ItS objectives The Lari had remamed stable agamst the U S dollar through September
1998, whIle generally appreclatmg agamst most of the currenCIes of ItS major tradmg partners
RUSSIa, Turkey, Armema and AzerbaIjan 87 For mstance, m 1997, the Lan appreciated about 2 percent
m real terms agamst the currenCIes of Turkey and RUSSIa, and about 15 percent m nommal terms on a
trade-weIghted baSiS agamst a basket oftradmg partner currencies LikeWIse, the mflatlOn rate has
come down substantIally smce 1993-94, when average armual mflatlOn rates were about 7,000 percent
ThIS IS partly rooted m restrIctIOns on NBG lendmg to fmance fiscal defiCIts, as stated m the Law on
the NatIOnal Bank Measures have also been taken to achIeve and mamtam fmancial sector stabIlIty,
most notably m trnprovmg solvency-based on the revocatIOn of lIcenses of banks unable to meet
capItal requIrements, the wrIte-off of nonperformmg loans, early recogmtIon of and provlSlonmg for
loan losses, and gradual mcreases m capItal-and faIrly hIgh lIqUIdIty and reserve requIrements
However, smce October 1998, the currency has begun to depreCIate agamst the dollar m the wake of
problems m RUSSIa, and weak fiscal and reserve POSitIons

• Data collectIOn andforecastmg are Improvmg as StatIStICS, mformatlOn, and frequency of reportmg
penods mcrease For mstance, banks are now reqUIred to present balance sheets to NBG every 10
days, as opposed to monthly These are utilIzed along WIth other data for dally lIqUIdIty, weekly
forecastmg, and general monetary declSlons However, the qualIty of mformation has been
problematIC Banks are stIll reportmg accordmg to old accountmg forms and standards, creatmg
weaknesses m accuracy and availabilIty of sub-account mformatIon As banks move to lAS and adapt
to the new chart of accounts, the data should be more accurate, allowmg NBG to play ItS role more
effectively However, outSIde the bankmg sector, statIstICS and mformatlOn are conSIdered unrelIable
ThIS also complIcates forecastmg efforts and WIll remam a problem even With a new chart of accounts
for banks

• GeorgIa has taken regIOnal and global conSIderatIOns mto account m the deSIgn of ItS monetary
exchange rate and trade polICies GeorgIa achIeved IMF ArtIcle VIII status m 1996 and It has been a
member of many UN and other organIzatIOns for years Its pnmary focus at thIS Juncture IS to
negotiate membershIp WIth the World Trade OrganIzation At the moment, thIS could happen m 1999
WhIle It IS not on any offiCial track to Jom the European Umon, GeorgIa SIgned an EU PartnershIp and
CooperatIOn Agreement m 1996 Consequently, GeorgIa benefits from asSistance under the EU-Tacls
program Georgia IS also party to CIS dISCUSSIOns and mitiatIves, such as the customs unIon About 60

87 In 1997,62 percent of GeorgIa's exports were to RUSSIa, Turkey, AzerbaIjan and Armema, and 40
percent of ItS trnports were from these countrIes The mam gaps were WIth RUSSIa and Armema, where
Georgia ran surpluses
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percent of GeorgIa's 1997 export trade and 35 percent of rrnport trade was WIth CIS countrIes
However, sIgmficant pohtical tensIOn prevaIls m some of these relatIOns, and GeorgIa's asprratIOns for
membershIp m WTO are geared to dIversIficatIOn of trade and mvestment flows to reduce Its
vulnerabIhty to nsks m the regIOn To accommodate such developments, GeorgIa has adopted an open
trade and mvestment framework In terms of monetary pohcy, thIS has mcluded open current and
capItal accounts to accommodate the relatIvely easy flows of capItal

• Management of monetary resources IS the responsIbdity ofNBG The Law on the NatIOnal Bank
provIdes NBG WIth a senes of monetary tools to execute pohcy These mclude open market
operatIOns, the use of reserve requrrements, dIscount operatIOns, loans to banks, and controls on credIt
and mterest rates In practIce, NBG has rehed on three key monetary mstruments Frrst, mterventIOn m
the TbhSI Interbank Currency Exchange (TICEX) has served as NBG's prrrnary tool to stenhze
lendmg to government Through July 1, 1998, SIx-month trade volume m dollars approxrrn.ated $51
mdhon Second, NBG has relIed on mterventIOn m the biweekly mter-bank credIt auctIOn WhICh
mvolves mstruments WIth matunties of up to three months 88 Only commercIal banks are lIcensed to
participate-only five had partICIpated WIth any regularIty through early-mId 1998-although
nonreSIdents are permitted to purchase T-bills through lIcensed banks As of July 1, 1998, outstandmg
T-bIlls amounted to L26 mIllIon (about $20 mdlIon) Thrrd, NBG utilIzes reserve requIrements These
were tIghtened from 12 to 16 percent m mId-1998 It IS antICIpated that thIS polIcy wIll remam m
effect, and that reserve requrrements may mcrease to the 20-22 percent range Banks are reqUIred to
hold theIr reserves fully m local currency The Law empowers NBG to penalIZe banks that fad to meet
these requIrements RegulatIOns on the establIshment of a Lombard faCIlIty were also Issued m August
1997 However, thIS market tends to focus on fmancmg mstruments of3-12 months There IS vrrtually
no actiVIty as of now m such matunties There are plans to mtroduce a repo market m the near future

• There IS lrrnited lzqUldlty m the bankmg system as a result of weak fundmg due to low depOSIt levels,
the absence of a corporate bond market, and hmited capItal About 60-65 percent of all currency m
cIrCUlatIOn IS held outSIde of banks, mostly by households Whde there are no frrm numbers for
currency held by the enterpnse and household sectors outSIde the banks, most of the cash IS assumed
to be held by households because of the structure of the GeorgIan economy-largely self-employed
and mformal-and because of the comparatIvely small share of household depOSIts to total m the
banks 89 As for banks, there IS a lImIted mter-bank market WhICh prOVIdes some overnIght fmancmg
However, banks are generally suffenng from the same lIqUldity/fundmg problems The recent mcrease
m reserve requrrements to 16 percent, all of WhICh must be placed WIth NBG m Larl cash, adds to the
cash squeeze ThIS was eVIdent one week m the thrrd quarter of 1998 when 22 banks were unable to
meet reserve requIrements, mcludmg the largest bank That same week, mterest rates m the credIt
auctIon reached 64 percent Banks are also requrred to mamtam 30 percent lIqUidIty requIrements
Thus, there IS lrrnited supply of local currency m the mter-bank market, partIcularly when NBG enters
the market for local currency

• DepOSits mcreased m 1996-97, and thIS trend contmued through August 1, 1998 For mstance, m the
bankmg sector, depOSIts after seven months m 1998 were L28 8 mdhon hIgher than totals at January 1,
1998, representmg a 19 percent mcrease from year end 1997 totals In contrast to 1997 when the mam
mcrease was m foreIgn currency depOSIts 1998 trends have seen a SIgnIficant mcrease m household
depOSits and mmor mcreases m tIme depOSits and enterpnse Lan accounts However, thiS has been
accompanied by about a one thIrd reductIOn m foreign currency accounts These trends would suggest
some Improvement towards confidence-bUIldmg m the safety and soundness ofbankmg mstItutlOns
partIcularly WIth tIme depOSIts more than doublmg m seven months Nevertheless, the aggregate

88 The T-bdl market was mtroduced m August 1997 ThIS market started WIth one-month (28-day)
maturItIes, but three-month (9 I-day) bills were mtroduced by November 1997
89 Household depOSits approxrrnated 30 percent of total depOSIts m the banks at August 1, 1998, and
only 12 percent of total balance sheet fundmg for banks
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deposIt base remamed small at L179 mllhon, or only L33 per caplta90 and sttll only about 2 percent of
GDP 91 ThIS represents a narrow fundmg base for banks, partIcularly gIven that there IS no corporate
bond market and capItal is hmited m VIrtually every bank m GeorgIa Further, virtually all deposIts are
short-term, WIth matunties generally not exceedmg three months HIgh mterest rates have succeeded
m attractmg some movement mto the banks, and may have been responsIble for the mcrease m tIme
and household deposIts (WhICh was partly based on a ShIft out of foreIgn currency deposIts to LarI
deposIt mstruments) Rates paId on deposIts turned pOSItIve m real terms m 1996-0n three-month
deposIts, rates were 2 4 percent above 1996 mflatIOn rates and 53 percent above 1997 mflation rates
In 1998, rates paId on deposIts have not only been pOSItIve m real terms, but these rates appear to be
hIgher than real rates paId m 1996-97 ThIrty- to nmety-day deposIts were generatmg average annual
mterest of 16-17 percent on foreIgn currency deposIts and nearly 20 percent on local currency deposIts
through mId-year In real terms, and assummg a lower mflatIOn rate m 1998 compared to 1997, these
are hkely about twIce the real rates paId m 1997

• Credzt mcreased m 1997 and thiS trend contmued through August 1, 1998 For mstance, banks showed
L304 mtlhon m addItIOnal credIt through the fIrst seven months of 1998, a 17 percent mcrease, and
almost entrrely to the real sector (as opposed to other banks) Based on monetary data from NBG,
credIt to the pnvate sector exceeded 92 percent of total at July 1, 1998 92 However, credIt remams tIght
as banks are requrred to comply WIth prudential regulatIons RIsk-adJusted capItal and strIcter
observance of loan loss provlSlonmg have proVIded mcentIves to banks to be more prudent m therr
lendmg practIces Loans that are bemg made by banks have generally been to fmance short-term trade,
constructIOn, and hght mdustry (e g , food processmg) A SIgnIfIcant share was prOVIded to
mdlVlduals, pOSSIbly representmg funds from the EU-TaCIS program for agnculture and agro
processmg However, loans accounted for only 2 percent ofGDP m 1997, about 1 1 WIth depOSIts In
the absence ofother funds from donors-L26 mtllIon at end 1997 and L42 mtllIon as of August 1,
1998-10ans would have been far less Vrrtually all loans made are for no longer than a penod of three
months, and most mterest rates have tended to be at least 30-35 percent above depOSIt rates at
comparable matunties In terms of currency compOSItIOn, about 58 percent of loan exposure was m
foreIgn currency durmg the fIrst seven months of 1998 The qualIty of banks' loan portfolIos has
Improved m the last three years due to a tightenmg of lendmg condItIOns There IS farrly early
recognItIOn ofdelmquencIes, and fully reserved pOSItIOns for rollovers after SIX months TIghtened
condItIOns have prompted banks to be cautIOUS m theIr lendmg actIVItieS, WIth banks generally
expectmg 3-5 tImes collateral relatIve to prmcipal amounts, and usually m current assets
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On a nommal baSIS, znterest rates have declmed m recent years as the mflatIOn rate has declmed
However, spreads remam hIgh, and lendmg rates have mcreased m real terms In fact, mterest rate
spreads m GeorgIa are by far the hIghest among FSU countrIes 93 Along WIth reserve requrrements,
NBG mterventIOn m the mter-bank market IS the most drrect method by WhICh NBG can mfluence
market mterest rates Durmg the frrst seven months of 1998, mter-bank rates for foreIgn currency
(most of the market except for January 1998) had ranged from 18-43 percent up to 30 days, and
generally 30-38 percent from 30-180 days On the T-bill market, yIelds had averaged 37 percent
annuahzed from August 1997-February 1998 Through September 16, 1998, 9 I-day T-bIll rates
showed SIgnIfIcant volatIhty rangmg from a low average of21 48 percent m May to a hIgh of4676
percent m August Such volatIlIty may have become a more senous nsk m the second half of 1998
partIcularly as doubts rIse about tax collectIOn and as RUSSia SfmancIal problems weaken cross
border trade

In the bankmg sector, three-month average depOSIt and lendmg rates were 70 percent and 18 percent,
respectIvely, at the end of 1995 By end 1996, these fIgures were 53 percent and 16 percent,

Ll78,864,208/5,400,000 = L33 12
L178,864,2081L8,OOO,000,OOO = 2 24 percent
Total stock of credIt IS less than the loans reported on a bank-by-bank baSIS
See "GeorgIa Recent EconomIC Developments and Selected Issues," IMF, June 12, 1998
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respectIvely By end 1997, the figures were 45 percent and 13 percent, respectIvely 94 In 1998, rates
have come down but net spreads have generally been preserved On a real basIs, deposIt rates turned
pOSItIve m 1996, whIle lendmg rates had turned posItIve m 1995 However, It IS eVIdent from the 30
percent plus spreads95 that credIt IS scarce ThIS places GeorgIa at the top of FSU countrIes, reflectmg
the comparatIvely hIgh cost of credIt to the real sector even by FSU standards 96 Along wIth rates,
borrowers are also requrred to pay fees-a normal practIce m market economIes97-addmg further to
the cost Banks utIlIze hIgh spreads to cover fixed costs and other ImmobIle/non-eammg assets
mamly reserves and lIqUIdIty requrrements-, new mvestment (much of WhICh IS rapIdly deprecIated),
personnel and trammg, commISSIOns/fees, tradmg losses, and prOVIsIOns for loan losses Such spreads
also reflect the lImIted fundmg of banks, WhICh raIses the addItIOnal nsk of Imprudent pncmg by
banks to attract deposIts The largest banks have generally been advertIsmg comparable deposIt rates
on Larl and foreIgn currency (dollar) deposIts, the latter of WhICh have been about 10 percene8 above
nommal rates found m advanced economIes

Table 3 Money, Savmgs and Cretht IndICators

1990 1991 1992 1993 1994 1995 1996 1997

M3 Growth (%) 4640 43190 22290 135 I 419 456

M3/GDP(%) 313 193 53 49 45

Year-end Base Interest Rate (%)

Commercial Bank Rates (Lan)

Interbank < 7 days (%) 365% 130% 310%

Interbank < 1month(%) 273% 460%

3-month T-blll (%)

3-month tllne depOSIt (%) 179% 161% 126%

3-month loan (%) 698% 532% 450%

Net DomestIC CredltlGDP (%) * 101% 80% 80% 109%

om ClaIms on Gov't* 12% 23% 41% 58%

om ClaIms on SOEs*

om CLaims on Pnvate Sector*

* Net domestic credit figures are taken from Larl figures and converted at year-end dollar exchange rate figures and
then diVided mto GDP for the year mdollars a breakdown ofcredit to the rest of the economy IS not made aval1able on
a state-pnvate basIS, based on lendmg trends It IS hkely that claIms on the pnvate sector have mcreased mrecent years
Sources IMP EBRD

24 Fiscal Fiscal developments m 1997 showed Improvement as Georgia contmued to reduce
Its fiscal defiCIt-from about 4 5 percent m 1995-96 to less than 4 percent 1997 The 1998
budget calls for a further dechne to 2 6 percent based on admmlstratlve reorganizatiOn and
Improved collectiOns, although the latter appears m Jeopardy Earher cash baSIS projectiOns
mcludmg grants were as low as I 6 percent by 2000 However, Georgia's overall tax collection
IS weak, even by regiOnal and global standards GeorgIa has the lowest tax revenue/GDP ratiO
among FSU countnes-about 9-10 percent of 1997 GDP as opposed to an average 26 percent for

94 See' GeorgIa Recent EconomIC Developments and Selected Issues" IMF, June 12, 1998
9S On an annualIzed baSIS, net spreads on three-month loans and depOSIts declmed from 37 percent at
end 1996 to 32 percent at end 1997 They were m the same range through the frrst halfof 1998
96 See "GeorgIa Recent EconomIC Developments and Selected Issues," IMF, June 12, 1998
97 Mature market banks generally requrre commItment fees, usually less than 1 percent of the total
amount of the loan In some cases, fees are waIved In exchange for compensatmg balances
98 Or 1,000 baSIS pomts
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FSU countnes-a regIOn generally known for low ratIos to begm WIth 99 Across the board
profit, mdlvldual mcome, payroll, VAT and other mdlrect, trade, and other-Georgla's tax
revenue IS low, and even lower If one consIders the possIble understatement of GDP due to
statIstIcal weaknesses Changes m tax polIcy have shown a measure of success m expandmg the
tax base and mcreasmg revenue Most Improvement m revenues has come from VAT,
partIcularly smce mld-1997, and customs dutIes The most persIstent collectIOn weaknesses are
WIth corporate profit taxes and eXCIse taxes on CIgarettes ExpendIture controls are generally m
place, although the government may have excess employees on the payroll GeorgIa has made
rapId progress m mtroducmg a treasury system m the MIDlStry ofFmance All revenue and
expendIture accounts of the central government have been consolIdated under a Treasury Smgle
Account WIth the NBG Only pensIOn fund bank accounts m regIOns outsIde TblIsI have not been
consolIdated lOa However the tax collectIOn servIce IS burdened by low salarIes and WIdespread
corruptIon 101 ThIS undermmes collectIOns destmed for the natIOnal treasury, and threatens to
weaken some of the macroeconomIC stabIlIzatIon that has resulted from fiscal consolIdatIon As
of January 1998, there were only 48,754 actIve tax-paymg enterpnses Total regIstered tax
payers-all enterpnses-numbered 91,272 By mId-1997, total tax arrears approxImated 2 5
percent ofGDP, WIth pensIon fund contnbutIOns bemg the bIggest problem UnlIke other
countnes where expendIture appears to be the mam culpnt behmd budget defiCIts and hIgh
mterest rates, GeorgIa IS faced WIth a challenge faced by many CIS countrIes of ensunng that
collected revenues wmd up In the treasury for government to prOVIde baSIC servIces Part of thIS
may have to do WIth mcentIves, as taxes are generally collected locally and then transferred to
the central level However, even here, the regIOns are generally collectmg less than target even
among the categones m whIch they fully retam revenues at the local level Score 2-

• FIscal polley deSIgn and ImplementatIOn are the responsIbIhty of the Mmistry of Fmance In recent
years, efforts have focused on reducmg the fiscal defiCIt, whIch has come dOwn dr~Jlatlcall.v-from 
25-26 percent of 1992-93 GDP to 3 8 percent m 1997 Imtially, thIS was accomphshed through a
combmatlOn of revenue mcreases and expenditure cuts Revenue mcreases have come from
trnprovements m tax admmlstratiOn, the c10smg of several tax exemptiOns, and earlIer development of
revenue targets whIch serve as the baSIS for collectIon efforts ExpendIture cuts came from the
ehmmatlon or reductiOn of a range of SubsIdIes-mamly bread and gas-as well as a sIgmficant
reductiOn m government personnel-from 625,000 m 1994 to 340,000 m 1997 102 These reductiOns
have helped cut defiCIts to reasonable levels, but the quahty ofpubhc servIces remams weak m some
areas, most notably m the health103 sector In general GeorgIa's fiscal profile IS undermmed by
corruptIon WhIle tax arrears and evaSIon are hIgh, much of thIS IS due to payments to tax authontles
WhICh do not reach the national treasury Instead, partIal payments are made by enterpnses and
mdIvIduals WhICh are not forwarded on to the treasury for budgetary purposes

See "GeorgIa Recent EconomIC Developments and Selected Issues," IMF, June 12, 1998
100 ThIS affects less than 15 percent of penSiOners
101 "total corruptIon almost on every level of the system-admItted by the new taxatIon boss
htrnself " See The GeorgIan TImes, October 9, 1998
102 Total publIc sector personnel totaled about 605,000 If the state enterpnse, farm and cooperatIve
sector IS mcluded However many of those state employees who are not m publIc admmIstratiOn are not
gettmg paId
\03 The health sector IS burdened by a Wide range of problems Some of these are structural and
relate to poor lIcensmg, regulatiOn and qualIty control In other cases fmancml shortfalls have led to
reduced stocks of needed medIcmes/supphes to prOVide adequate preventiOn/cure or even to mamtam
sanItary condItIons A combmatlon of structural and fmanclal problems In thIS sector prOVIdes mcentives
for practIces that maxtrnIZe revenue when preventIve measures and more cost-effectIve procedures would
be more conSIstent WIth recommended health standards and practIces
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• Data collectIOn and accuracy ofjorecastmg are undermmed by weak StatiStiCS and poor accountmg
standards Weak StatIStICS and mformatIon are partly characteristic of the high level ofmformal
activity m the economy Based on these mformational weaknesses, forecastmg is somewhat unpaired
For example, collectIOns relative to plan deViated sigmficantly m a number of categories m early 1998
For mstance, customs duty collectIOns exceeded forecasts by 37 percent offrrst quarter 1998
projections while corporate profit tax collectIons underperformed forecasts by 44 percent 104 Thus,
there appear to be numerous shortcommgs to the data, thus weakenmg forecastmg capacity

• Budgetary processes and procedures are less centrabzed than found m some other countries,
partIcularly considermg Georgia's comparatively small SIZe and the concentratIOn of people m
TblISi 105 Some of thIS IS related to the broader effort to accommodate greater polItIcal autonomy for
regIOns For mstance, under eXistmg statutory revenue sharmg agreements, local govenunents are
entitled to retam 60 percent of profit and mcome taxes collected, and 100 percent of property and
other local taxes In the cases ofthe CIty of TbItSi and the regIOn of AdJara, these entities retam a
portIOn ofVAT and customs collectIOns MeanwhIle, the state budget retams most VAT and customs
collectIOns as well as all eXCIse taxes and 40 percent of profit and mcome taxes First quarter 1998
collections mdicate that most regIOns are collectmg less than budgeted targets, mcludmg m categories
where they retam 100 percent of collections Apart from property tax collections, local collectIOn
efforts are commg up short More broadly, there has been satisfactory performance m the collection of
mcome, VAT, customs and property taxes, varIable performance m most local taxes (apart from
property), and poor performance m the collection of eXCise duties 106

• CollectIOn of tax revenues is based on the establIshment of budgetary revenue targets, assessments,
collectIons and applIcable transfers The largest share of fiscal revenues derives from VAT, followed
by extrabudgetary revenue, mcome taxes, non-tax revenues, customs revenues, and profit taxes In the
commg months/years, it is expected that collectIOn efforts Will mtensify on eXCIse taxes, namely for
Cigarettes Tax arrears mcreased sigmficantly m 1997-about 50 percent m Lari termS-With the most
slgmficant arrears found m payments to the penSion fund A new Tax Code was mtroduced m June
1997 to clearly defme the base, rights and oblIgations of tax payers, as well as to delmeate penaltIes
that could be applIed m cases of noncomplIance Rates were also sunplIfied and reduced The
followmg rates are now mcluded m the Code personal mcome tax rates are at 12-20 percent,
corporate tax rates are at 20 percent, SOCial Security rates are about 28 percent, VAT IS generally at 20
percent,107 and customs duties are generally 12 percent, With a 5 percent rate applIed to raw materials
and some medIcal products Notwithstandmg efforts to sunplIfy the code and harmomze rates,
collection efforts are commg up short The two largest areas of collection weakness have been m
corporate tax collections and eXCise duties In the case of the former, thIS is partly due to weak
accountmg standards In the case of the latter, 100 percent rates that apply to cIgarettes and many
fo"'1s ofalcoholl08 are not bemg collected, rnarrl1y 0" cIgarettes The 1998 budget~l1s for Lmproved
collectIOns from 9-10 percent of GDP m 1997 to 11 5 percent of GDP m 1998 These mcreases were
expected to come from organizatIOnal unprovements, mtensified efforts to collect eXCise taxes on
Cigarettes, and a broadenmg of the tax base However, as of mid-late 1998, it appears that the
government was behmd schedule ThIS, In tum has costly consequences In terms of reserve pOSItIOns
and mterest and exchange rates

104 See "Georgian Economic Trends," Quarterly ReVIew, First Quarter 1998
105 The populatIOn of TblISiis approxunately 25 percent of the total population However, tax
collection is weakened by the capital's high (offiCial) unemployment rate-23 percent m mld-1997-and
the predommance of the mformal sector
106 See "Georgian EconomIC Trends," Quarterly ReView, First Quarter 1998
107 Locally produced flour IS subject to a 7 percent rate
108 ExceptIOns to thiS mclude 50 percent rates that apply to vodka and brandy, and 15 percent rates
that apply to wme and beer
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• Fraud and corruptIOn are considered problematic m Georgia In the case of tax payments, the
sIgmficant role of the shadow economy weakens collectiOns that ultimately flow to the government
budget WhIle pubhc sector wages have mcreased m real terms, pay remams low This leaves many
offiCials wIllmg to accept bnbes The net effect IS that mdIvlduals and enterpnses often do pay
"unofficial" taxes, but these payments do not automatically flow to the government budget Patronage
has also benefited some m obtammg favorable tax treatment on Imported goods, hcenses m regulated
actlVltles (e g , cellular phone market, taxiS), and credIt All of thiS distorts competItiOn whIle
weakenmg the fiscal pOSItiOn of the government

Table 4 F,scal IndIcators *
(m Lan mIl/IOns) 1992 1993 1994 1995 1996 1997 1998(e)

Total Expenditure 4554 7964 9847 9388

Total Revenue 2609 5368 7044 7262

Consolldated Dejiclt** 1945 2596 2803 2126

Consolldated DejicltlGDP** 254% 262% 74% 45% 44% 38% 26%

* Cash basiS figures accrual figures show slightly higher defiCits extrabudgetary figures are mcluded

** 1998 estimates are for State budget

Source IMP, EBRD

2 5 Exchange Rates Exchange rate polIcy has been reasonably steady smce the new
currency-the Lan-was mtroduced m October 1995 The macroeconomy has achIeved some
relIef from hIgh mflation rates due to effectIve monetary polIcy and reduced fiscal defiCIts
QuestIons about future exchange rates pend mcreasmgly on the abIlIty of government to mcrease
fiscal collectIons to boost mternatIOnal reserves and to ease monetary polIcy for mterest rate
relIef FDI IS Increasmg and debt reschedulmg has proVIded Intenm relIef However, there are
concerns that madequate fiscal collectIons WIll weaken reserve pOSItIons, partIcularly as the
regIOn's trade flows are dIsturbed by finanCial weaknesses m RUSSIa In a low case scenano,
government finances would collapse, leadIng to severe erOSIOn of confidence m the currency
The result then would lIkely be slower economIC growth combmed WIth a possIble resumptIOn of
mflatIOn due to hoardmg, smugglIng and other dIstortIOns m the tradable goods sector All of
thIS would reflect mstabilIty, possIbly leadmg to a deferral or cancellatIon of planned dIrect
mvestment Such negatIve developments would further Impenl GeorgIa's abIlIty to mcrease
mternational reserves Weak reserves would then add to the cycle, leavmg the undeSIrable chOIce
of tIghter monetary polIcy to protect the purchaSIng power offl1ecurrency, or a marked
weakemng of the exchange rate whIch could reduce confidence and raIse pnces WhIle thIS
scenarIO may not be probable, a worsenmg of CIrcumstances could lead to some ofthese
tendenCIes or developments With the rapid declIne m the exchange rate smce October 1998,
some of these rIsks are already becommg apparent Score 2

• Exchange rate polley deSIgn and Implementatzon have been based on a polley ofmamtammg a stable
Larl exchange rate WIth the U S dollar When the Larl was mtroduced m October 1995 followmg
several years ofhypermflatiOn, new legisiatIOn lO9 empowered an mdependent NBG as responsIble for
the ImplementatiOn of monetary pohcy based on purchasmg power of the exchange rate, or
mamtenance of a stable exchange rate as long as mtematlOnal reserves were suffiCIent to JUStify such
currency strength ThIS pohcy has been observed smce, With the Lan-US$ exchange rate holdmg faIrly
steady at 1 23-1 34 from October 1995 to September 1998 These rates are generally set on a dally
baSIS on the TICEX However, smce the finanCIal problems of Russia m September 1998, there has

I
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109 See the Law of GeorgIa on the NatIOnal Bank
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been slow to steady Lan movement downward, reflectmg a depreciatIOn of the Larl to the dollar ThIS
trend could worsen If fiscal collectIOns do not unprove, remIttances dunmIsh from GeorgIans workmg
abroad, planned FDI does not matenalIze, and/or trade WIth RussIa remams severely reduced Such
adverse CITcumstances were becommg mcreasmgly apparent 10 late 1998 Consequently, the officIal
exchange rate declmed to Ll 8 $110 mId-December, WIth the black market rate droppmg to L2 4 $1

• Data collectlOn andforecastmg have generally been consIdered adequate smce a StrICt monetary
pohcy was mtroduced 10 1995 Exchange rate stabl1Ity IS a key functIon of monetary polIcy, whIch has
focused on brmgmg down the mflatIOn rate after the hypermflatIOnary turbulence of 1992-1994 If
there are weaknesses 10 data collectIOn, these have more to do wIth the level of mformal sector activIty
10 Georgia and among ItS major tradmg partners m RUSSIa, Armema, Turkey and AzerbaIjan In
general, the Lan has apprecIated agamst the currenCIes of these countrIes The offiCIal trade balance
has generally been 10 surplus wIth RUSSIa and Armema, and near balance wIth Turkey and AzerbaIjan

• The exchange rate polIcy has been vrrtually a pegged polIcy to the US dollar gIven that GeorgIa's
debt and mternatIOnal trade are both prunarl1y 10 dollars WIth an open current and capItal account and
a small economy, GeorgIa's exchange rate polIcy has to take reglOnal and global conSIderatIOns mto
account As capItal markets develop over tune, thIS wIllmcrease 10 unportance However, for now,
most Issues focus on trade, reserves and offiCIal debt InternatIOnal transactIOns are somewhat
lunlted-only $622 5 mIllIon 10 exports of goods and non-factor servIces, and $1 2 bl1lIon 10 Imports
of these Items 10 1997-wlth total current account transactIons approxunatmg $336 per capIta As
trade IS currently 10 Jeopardy due to RUSSIa's fmanclal and structural problems, GeorgIa IS now 10 a
nsky pOSItion regardmg reserves due to ItS lImIted exports to non-CIS countrIes WIth regard to debt,
GeorgIa IS not 10 a dIfficult pOSItion at the moment, as debt servIce ratIOS are thought to stIll be
satIsfactory At year end 1997, debt servIce stood at 8 6 percent of exports of goods and non-factor
servIces However, there are troublmg SIgns FIrst, as noted above, exports of goods and servIces may
declme 10 1998 due to RUSSia'S problems ThIS could Impact export earnmgs as well as remIttances
from the 700,000 or so GeorgIans workmg 10 RUSSIa Second, a SIzable portIOn ofGeorgIa's debt stIll
has not been rescheduled, namely WIth Turkmemstan 110 GeorgIa defaulted on a $20 mIllIon payment
to Turkmemstan m the first quarter of 1998 III GeorgIa also was $30-$40 ml1lIon 10 arrears on
membershIp dues to 1OternatIOnal organIzatIOns 112 In lIght ofthese developments, a weakened Lan
represents a near-term challenge gIVen that most of ItS debt and debt servIce payments are 10 dollars
Whl1e the restructurmg of most of ItS debt prOVIdes GeorgIa WIth more time to stabIlIze and
consolIdate ItS balance of payments pOSItIOn, a deprecIatIon of the Lan would mcrease debt servIce
costs at a tIme when other economIC fundamentals are weakenmg
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RISk management practIces have been baSIC and prudent 10 the last three years m the mterest of
monetary and exchange rate stabIlIty The small SIze ofGeorgIa's mstltutlons and economy have
translated mto an absence of sIgmficant exposure to 1OternatIOnal markets Nor has there been any
sIgmficant use of complex hedgmg 10struments and strategIes Essentially, nsk management practIces
are reported to have been conservatIve and prudent However, monetary and regulatory tlghtenmg has
also meant that, along WIth other reasons, the bankmg system has prOVIded lImIted unpetus for
resource mobIlIzatIOn and mvestment 10 the economy In the com1Og years, nsk management practices
WIll need to focus on credIt nsk 10 support of stable reserve levels and exchange rates ThIS mcludes
off-balance sheet contmgencles-guarantees, trade fmance-that might be prOVided by banks to
preferred borrowers It IS already noted ill the market that some large and concentrated exposures to
enterpnses heavl1y dependent on trade With RUSSia have been hurt by developments there m recent
months The collapse of Ivertbank was also reported to reflect problems of concentrated exposure
Future Issues are lIk.ely to mclude the veraCIty of mformatlon reported by banks to NBG regardrng
matuntles and concentrations of currency holdmgs, levels of bank collateralIzation (and securItIzatIOn

As of March 31, 1998, GeorgIa owed Turkmemstan $393 6 rmllIon, or 21 7 percent of total debt
See "GeorgIan EconomIC Trends," Quarterly ReVIew, FITst Quarter 1998
See "GeorgIan EconomIC Trends," Quarterly ReVIew, FITst Quarter 1998
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m the future) for loans that carry exchange rate exposure, and overall volatihty m global markets and
theIr unpact on GeorgIa's exchange rate and monetary stabIlIty when Georgia's capItal markets begm
to function and attract illvestment from abroad

• Gross reserves mcreased from $158 mIllIon m 1996 to $173 mIlhon by end 1997, approxunatmg 2 2
months of unports of goods The target for end 1998 IS 2 3 months' coverage of unports, probably
eqUIvalent to about $250-$300 mIllIon A target of2 8 months' coverage of unports IS set for 2000

2 6 Balance ofPayments GeorgIa's 1997 balance of payments figures showed mIxed results
The current account defiCIt mcreased OffiCIally, the current account defiCIt was $535 mIllIon, or
about 10 percent of GOP WhIle thIS IS very hIgh, It IS hkely that the percentage IS less due to
unrecorded GOP MeanwhIle, contmued goodwIll m the mternatlonal donor communIty-whIch
has provIded debt rehef and helped to finance balance of payments defiCIts-and some growth m
FOI helped to strengthen the Inflow of resources Thus, Georgia was able to finance ItS current
account defiCIt In 1997 PrelImmary results for the first two quarters of 1998 mdlcate a current
account defiCIt of about $250 mIllIon, or a lIttle less than the 1997 defiCIt on a straIght
annuahzed baSIS In lIght of problems In RUSSIa m the second half of 1998, It IS lIkely that
offiCIally recorded trade WIll dIminIsh In 1998 How thIS Impacts the 1998 current account IS
presently unknown However, Georgia s overall balance of payments pOSItIOn remams
vulnerable due to Its hIgh proportIOn of trade WIth RUSSIa, lImIted strategIc resources, hIgh
dependence on remIttances from Georgians workmg In RUSSIa and other countnes, and a hIgh
level of dependence on donor financmg StrategIC benefits mclude geographIC positIOnmg, WIth
good prospects for non-factor servIce mcome from trade, transport and finanCIal servIces
However, such POSItIOnIng also caITles nsks WIth It, as eVIdenced by Internal turmOIl and
senSItIVItIes In the regIOn concernmg pIpelIne POlItICS Other areas of potentIal growth mclude
hIgher value-added agro-processIng,liJ bUIldmg matenals and tOUrIsm However, much of an
Improved balance of payments scenano depends on contmued progress WIth needed structural
reforms to enhance overall levels of competItIveness Short of thIS, Georgia's economy Will
remaIn vulnerable to eXlstmg weaknesses whIch mIght only be further exacerbated as It
Integrates more closely WIth non-CIS markets Score 2-

• Current account movement was slIghtly unfavorable m 1997, With the defiCIt mcreasmg from 9
percent ofGDP m 1996 to 10 percent m 1997 These figures I 14 compare favorably to earlIer years,
such as m 1994, when the current account defiCIt was 35 percent of GDP However, m general, such
figures are hIgh by mternatlonal standards and cause for alarm m most economIes On the pOSItIve
SIde, much of the defiCIt IS related to mcommg eqUIpment, matenal and servIces for energy sector
modernIzatIOn Exports mcreased m 1997, particularly ill beverages, SPIrIts, vmegar, and Iron and
steel On the negatIve SIde, much of the market for these Items IS m RUSSIa Beverages and SpIrIts WIll
hkely show declmes m the second half of 1998, as mIght raw matenals exports MeanwhIle, the weak
harvest m 1998 may mcrease wheat and flour Imports, reversmg the declme of these unports m 1997
due to the record gram harvest that year Thus, reduced merchandIse exports to RUSSIa and the
pOSSIbIlIty of mcreased food Imports pomt to a lIkely mcrease m the current account defiCIt Such a
declme and the Impact thIS has on mternatIOnal reserves may be the reason why the exchange rate has
deprecIated relatIvely rapIdly smce October 1998 Such weakness may also affect trade WIth Turkey

113 A more competItIve prImary sector and food/beverage processmg sector are thought to be needed
backed by market research and finanCIal servIces for agro-processmg to reach potentIal
114 There are problems assOCIated WIth the data, mcludmg unrecorded barter trade, unreported
revenue from sales mVOIces, and overstated expenses from purchase documentatIon Thus, It IS uncertam
exactly what the current account defiCit was
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from which Georgia tends to purchase food, furniture and clothmg transshipped from Western Europe
or manufactured m Turkey

• In terms ofdebt servIce, Georgia benefited from 1996 reschedu1mg agreements with bilateral
creditors As a result, debt service payments were $54 mIlhon In 1997, eqUlvalent to 9 percent of
exports of goods and non-factor services

• RemIttances accounted for $100 mIlhon m fmanclal mflows m 1997, or 2 percent of GDP Given the
estImated 700,000 or so Georgians workmg m RUSSia who are sendmg funds back to Georgia, these
mflows may be somewhat dlmmlshed m 1998-99 due to the fmanclal/economlc problems m RUSSia
WhIle these are not major flows relatIve to total GDP, they are eqUIvalent to $18 per capita and 52
percent of 1997 FDI GIVen pOSSible declmes m exports (due to Larl apprecIatIOn agamst nelghbormg
currencies and RUSSia's economic problems), low mvestment figures, vIrtually no portfoho
mvestment, weak fiscal revenues and tight monetary pohcy, a declme m remittances would only
exacerbate a relatively weak balance of payments pOSitIOn and add to Georgia's dependence on
mternatlOnal credit and donor goodWill

• Georgia's current and capItal accounts are open, mdlcatIve of ItS hberal trade and exchange
systems l1S Georgia IS seekmg membership m the World Trade OrganizatIOn, and ItS open regIme
generally conforms to WTO gUldelmes There were very few remammg Issues as of late 1998 that
would prevent Georgia from Jommg the WTO as a tranSitIOn economy These Issues were the ban on
exports of scrap metal, and dlscrImmatory VAT and excise dutIes on Imported alcohohc beverages

• DIrect mvestment has been lImited for a number of reasons Much of thiS has to do With the reductIon
m pubhc expenditure, which has brought annual capital spendmg down to about I percent ofGDP
While domestic mvestment was only $60 milhon m 1997, foreign mvestment IS begmnmg to mcrease
In 1997, FDI accounted for about three quarters of total drrect mvestment

• Portfoho mvestment IS vrrtually non-eXistent, With only very small holdmgs m the T-bill market In
1997, nonreSidents held about $2 4 milhon m T-bilis These figures may declme m 1998 It IS likely to
take several years before GeorgIa IS able to attract portfoho mvestment While Georgia IS open, there
IS not yet the capItal markets legislatIOn, oversIght and mfrastructure needed to Issue securitIes, let
alone to attract SIzable mward flows Thus, even If emergmg markets stablhze m 1999-2000 and
mvestment resumes, GeorgIa WIll stIll not hkely be able to attract slgmficant amounts of portfoho
mvestment As a small and open economy, Georgia will likely need a back-up Ime of credit for sudden
withdrawals m the event that Georgia does succeed m moblhzmg comparatively high levels of
portfoho mvestment m the commg years

• More recently, there has been an Increase mforelgn dIrect mvestment, largely tied to constructIOn of
the 011 plpelme that Will serve as a secondary outlet for CaspIan Sea oIl from AzerbaIjan EstImates of
annual mcome from thIS plpehne range from $8-$10 milhon Meanwhile, the proposed Baku-Ceyhan
plpelme could generate annual Income of $70 mllhon annually116 If bUIlt About two-thrrds of FDI has
been drrected towards Oil-gas extractIOn, agro-processmg, cellular telecommUnicatIOns, and hght
mdustry There has even been some lImited mvestment m bankmg, as seven banks are Jomt venture
banks More mvestment IS antICipated m thiS sector m 1999 With EBRD partiCipatIOn There has been
expressIOn of mterest by mternatlOnal mvestors m work related to the Potl port There has also been
foreIgn Investment from Turkey for the raIllmk between GeorgIa and Turkey FDI was $189 mIlhon
m 1997, or $35 per capIta FDI III 1998 could be double that achIeved III 1997 117 WhIle low by

115 In December 1996, Georgia accepted 'the ob!JgatlOns' under ArtIcle VIII, SectIOns 2, 3, and 4 of
the IMF's ArtIcles of Agreement
116 See The GeorgIan TImes, October 9,1998
117 Drrect mvestment through July I, 1998 was $200 milhon Most of thiS comes from foreign
sources
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mternatIOnal standards, FDI trends represent an unprovement over levels achIeved m 1996 of$53
mIllIon, or only $10 per capIta Pnor to 1996, there was vIrtually no recorded FDI Accordmg to
EBRD, on a cumulatIve baSIS, FDI was only $39 millIon from 1989-96, or $7 per capita 118 WhIle thIS
figure should be revIsed to mclude the hIgher $53 ml1hon figure for 1996, such an adjustment would
only brmg the cumulative figure to $67 millIon, or about $12 per head Thus, FDI m GeorgIa IS a new
development, WIth UzbekIstan bemg the only country among tranSItIOn and CIS countrIes whose per
capIta performance was lower through 1996 119 PnvatIzatIOn of much of the electrICIty sector,
begmnmg m 1998-99, should sustam momentum on the condItIon that polItlcal stabIlIty can be
mamtamed, corruptIon dImmishes, and companies are free to manage accordmg to legal agreements
and reasonable regulatory requIrements Apart from power and energy, It remams to be seen If there
are many other companies that would represent attractIve targets for foreIgn mvestment OpportunItIeS
are reported m food processmg, buildmg matenals, textiles/garments, electromc assembly, and
tourIsm In most countrIes, pnvatizatIOn of the telecommumcatIOns sector has generated sIgmficant
pnvatIzatIOn proceeds However, to date, the only pnvatizatIOn that has been allowed here IS the
Issuance of hcenses for cellular communIcatIOns under non-transparent condItIOns NotwIthstandmg
other JudICIal weaknesses that deter rIsk-takmg, the 1996 foreIgn mvestment law, WhICh permIts
unrestrIcted repatrIatIOn of capItal and profits and Imposes no lImItatIOns on the holdmg of foreIgn
currency bank accounts, has helped to prOVIde mcentlves to foreIgn mvestors RelatIvely smooth
lIcensmg and regIstratIOn procedures and Improvmg tax dIspute mechanIsms also help m makmg the
enVIronment more condUCive to foreIgn mvestment The largest mvestors are from the Umted States
(mamly 011 and gas), the Umted Kmgdom (mamly 011 and gas and cement), Turkey (mamly
telecommunIcatIOns and raIlways) and RUSSia (mamly food processmg, non-ferrous metals and
bankmg) 120

• As for amortizatIOn payments on debt, GeorgIa contmued to benefit from donor goodwIll
AmortIzatIOn payments m 1997 were mmor, as prmcIpal and arrears payments were rescheduled
Total payments were $54 mIllIon m 1997 GeorgIa's total external debt was $1,539 mIllIon at end
1997 and $1,815 mIllIon at Apnll, 1998 The 1997 figure was 29 percent ofGDP Georgia's debt IS
currently claSSIfied as medIum- and long-term, thus prmcIpal repayments are not expected to
adversely Impact near term balance of payments As of Apnl 1, 1998, the largest stock of external debt
IS owed to Turkmemstan, on WhICh Georgia defaulted on a fIrst quarter payment

118 See EBRD TranSitIOn Report 1997
119 Such a statement assumes adjustments would also be made m Armema and TajikIstan OtherwIse,
GeorgIa's adjusted performance through 1996 IS roughly eqUivalent on a per capIta baSIS WIth Armema,
TajikIstan and UzbekIstan, the weakest performers among CIS countrIes durmg that perIod
120 Accordmg to the foreIgn mvestment survey, the Bermuda Islands IS the fourth largest mvestor
ThIS hkely represents mvestment from other countrIes WhICh have placed therr money m banks and
mvestment houses m Bermuda
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Table 5 Balance ofPayments Indicators

1990 1991 1992 1993 1994 1995 1996 1997

Trade Balance ($ nulllOns)* -4483 -3650 3374 -3509 4839

Cu"ent Acct. Balance ($ mn) -485 1 -4479 -4067 4181 -5347
Renuttancesnransfers ($ mn) 1312 1700 1892 1405 1876

Capital Account ($ mn) 3056 -193 -866 664 2523
Gross Official Reserves ($ mn) ** 1 0 414 156 1580 1733
Direct Investment ($ mn) 2420

o/w Domestic 527
o/w Foreign 533 1893

*Trade balance mcludes goods and servIces
** Gross usable reserves excludes debt servIce paid mto special account

Sources IMF, ED-Tacls
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ill BANKING STRUCTURE AND SYSTEM PROFILE The GeorgIan bankmg system IS
almost wholly prIvate m ownershIp and one of the best performmg sectors of the economy
However, It IS very small and, m many cases, weak by mternatIOnal standards There were 47
regIstered banks as of August 1, 1998 Total assets approximated L433 mIllIon ($323
mIllIon121

), or L9 2 mIllIon ($6 9 mIllIon) per bank PaId-m capItal was L116 million ($865
mIllion), or about L2 5 million ($1 8 million) on average Thus, capItal IS low m the aggregate,
although It IS high relatIve to assets at about 25 percent of total As of October 1998, there were
seven Jomt venture banks operatmg m GeorgIa as well as one foreIgn bank branch from Turkey
EqUIty mJections from abroad have been lImIted, although several banks vOIced optimIsm about
recelvmg "strategic" mvestment from EBRD and European partners m early 1999 The number
of banks IS small compared to March 1995, when 229 banks were lIcensed to operate Most of
these have smce been lIqUIdated as they were unable to meet rIsmg mmlmum capItal
reqUIrements and otherwIse comply WIth newly mtroduced prudential regulations over the last
three years PrIor to the bankmg laws mtroduced m late 1995, banks only needed the eqUIvalent
of about $100,000 m mInImUm capItal to obtam a license Consequently, as elsewhere among
FSU and other tranSItIon economIes, banks became captIve finance UnIts for a few connected
shareholders and borrowers These were wholly unvIable under market condItIOns, and have
smce been generally de- licensed and put out of busmess It IS expected that up to another two
dozen or so banks WIll also meet WIth the same fate unless they merge or restructure ThIS IS
bemg prompted partly by the mcrease m mmlmum capital, which IS reqUIred to be L5 million by
end 2000 As of end 1998, mmlmum capItal WIll be reqUIred to be L1 mIllion, and then rIse by
L1 mIllion mcrements semI-annually until reachmg L5 mIllion Rather than bemg conSIdered
banks, the vast majorIty of GeorgIa's "banks' are actually more lIke commercial finance
compames Among the 47 banks, only 22 are currently estImated by NBG to be m satisfactory
finanCial condItIon WIth at least acceptable standards of management, or at least to represent a
low rIsk of faIlure Fundmg and asset management skills both represent real problems m the
bankmg sector On the fundmg SIde, depOSIts only amount to about L180 mIllIon (or about $133
mIllIon) Accordmg to NBG, about 60 percent ofthe total money supply IS clrculatmg outSIde
the bankmg system Meanwhile, there IS no corporate bond market, the mter-bank market IS thm,
retamed earnmgs are negative for the bankmg system as a whole, and "other funds" from donors
account for about 10 percent of balance sheet fundmg On the asset management SIde, banks
have demonstrated mcreasmg prudence m the last three years However, banks have not yet been
tested under competItIve market conditIOns Even WIth progress m the finanCIal sector, laggmg
progress m the real sector Will only limIt the market for banks and other finanCIal mstItutIOns
Banks have limited mcentives to take rIsks on any exposure m excess of a few weeks or months
Banks make more money relatIve to the rIsk from trade finance and WIre services Term
financmg of any sort IS lImIted due to the multItude of credIt rIsks assocIated WIth the real sector
TIght monetary polIcy also limits bank assets avaIlable for earnmgs actIVItIes WIth lImIted
earnmgs opportunItIes and negatIve retamed earnmgs on a system-wIde baSIS It IS unlIkely any
time soon that GeorgIan banks WIll grow rapIdly or dramatically raIse mtermedIatIon rates
Current pnontIes for the Georgian authonttes m the bankmg sector mclude lImItmg the actIOns
of those banks m dIfficult finanCial condItIOn, strengthenmg mstitutIOnal capaCIty at NBG and
banks-eonversIOn to lAS, regulatory overSIght, nsk management at the banks-as a means of
restonng publIc confidence, and promotmg prudently managed competttton among safer and
sounder mstItutIOns so that net spreads WIll declIne while the volume ofbankmg busmess
mcreases m support of mcreased earnmgs and stronger nsk-adJusted capItal pOSItIons Score 2-
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121 L433 mIllIon at an exchange rate ofLl 34 $1

68



I
•

I
I
I

•

122

Overview Georgia's bankmg system had 48 banks as of October, 1998, compared with 229
m March 1995,65 at end 1996 and 53 at end 1997 The 48 mclude one foreign branch
Emlak Bank from Turkey Generally, these banks are very small, with the largest bank
UnIted Georgian Bank, which represents the merger of three former state-owned banks122



havmg the eqUivalent ofL77 mIllIon ($57 mIllIon) m assets and L21 mIllIon ($16 millIon) m
eqUity The system as a whole averages $6 9 millIon m assets, $3 4 mIllIon m loans, $2 8
mIllIon m depOSits, and $1 8 mIllIon m eqUity per bank Thus, by mternatIOnal standards,
GeorgIa's banks are very small Georgia IS at the begmnIng of a long process to restore
confidence m the banks so they can playa more meanIngful mtermediary role m support of
economIC growth and competItIveness Tightened prudential regulatIOns combmed With
strIct monetary polIcy to reverse hypermflatIOn have signIficantly transformed the bankmg
sector, as mdicated by the nearly 80 percent reductIOn m the number of "bankmg
mstitutIOns" smce March 1995 In one sense, It has helped signIficantly m curtaIlmg lendmg
flows to enterprIses that had no mtentIOn of or capacity for debt servIce On the other,
tightened condItions have made It difficult for banks to proVIde much m the way of
mvestment resources Much of thiS has to do WIth the lImIted fundmg resources available
the result of earlIer lost savmgs, an absence of confidence m the safety and soundness of
banks, and account confidentIalIty concerns on the part of depOSitors In fact, one of the
largest problems facmg the banks today IS a restoratIOn of confidence that would lead to a
SIgnIficant mflux of depOSits There were favorable trends m the first half of 1998, but banks
still only average $2 8 mIllIon m depOSits, which accounts for 41 percent of total balance
sheet fundmg (lIabilIties and eqUity) Addmg to thiS dilemma are high cost structures based
on excess overhead Banks frequently have too many branches, too many Ill-SUited
personnel, mefficlent procedures and outmoded mformatIOn systems relatIve to current and
prospective levels ofbusmess It has been reported that releasmg employees IS dIfficult
However, thIS may change m the next few years If the bankmg sector undergoes further
consolIdatIOn-branch closures, the release of some employees, mvestment In new
mformatIOn systems, and contmued mtroductIOn of modern procedures and controls are all
characterIstics of such a phenomenon Although changmg, there IS also lImited avaIlabilIty
ofnon-Iendmg services apart from trade finance and WIre services On the positive SIde,
recent Improvements have been shown m levels of capitalIzatIOn, recognItIon and
consequent provIsIonIng/wrIte-off of nonperformmg loans, and wIllmgness of the NBG to
de-lIcense banks unable to comply WIth mInImUm capItal and other regulatory reqUIrements
Even earlIer, and to ItS credIt, NBG reqUired banks to WrIte offnonperformmg loans m 1996
after the hyperInflatIOnary penod, rather than drag out a finanCIal restructurmg exerCIse that
would have yIelded lImIted benefits at best Balance sheets have thus been largely cleaned
up compared to the earlIer perIod, although the 1998 growth m negatIve retamed earnmgs
reflects ongomg problems at about five banks m partIcular that have not yet been solved
NBG rates banks accordmg to a CAMEL framework, and 22 banks are rated as satIsfactory
("2") or representmg a low rIsk of faIlure ("3") These 22 banks account for 78 percent of
assets, more than 80 percent of loans, nearly 90 percent of depOSIts, and 81 percent of
capItal Thus, these banks' mdicators are generally stronger than those found throughout the
bankmg system Combmed WIth demonstrable progress and capaCIty expanSIOn at NBG,
there IS a foundatIOn for competItIve bankmg m GeorgIa MeanwhIle, because balance sheets
have been restructured and cash IS largely kept outSIde the bankmg system, pOSSIble future

These banks were the Savmgs Bank, IndustrIal Bank and EXImbank
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resolutIon costs are not antIcIpated to be hIgh However, there could be some mstItutlOnal
exceptIons to thIS rule 123 Score 2-

• There were 48 banks m GeorgIa m October 1998 124 ThIS compares WIth 65 at end 1996 and 53 at end
1997 At ItS peak, GeorgIa had as many as 229 banks m March 1995 Smce then, most of these banks
have eIther lost theIr lIcenses due to theIr mabIlIty to comply wIth capItal and other regulatory
requIrements, or gone through a "self-liqUidatIOn" process Thus, the structure ofthe bankmg system
has evolved from the SOVIet monobank system to a penod of exceSSIvely liberal entry, followed by a
penod of gradual bank consolidation comcldmg WIth the strengthenmg of Georgia's monetary, legal
and regulatory apparatus

• By end 1997, all licensed banks had at least one on-SIte mspectlOn The 10 largest banks are mspected
on a quarterly baSIS CAMEL ratmgs have been assIgned and revIewed smce late 1997 on a monthly
baSIS, and are publIshed As of August 1, 1998, 12 banks had a "2" ratmg125 and 10 banks had a "3"
ratmg 126 Thus, on a SImulated nsk baSIS, approxImately 22 banks accountmg for 80-90 percent of
major balance sheet values were perceived to at a mmImum represent a low nsk of faIlure, WIth about
half m satIsfactory condItIOn WhIle these may be the banh.s WIth the best overall profile, there are
some key Issues that remam The results were assessed pnor to the GKO cnsls m RUSSIa, and some of
the hIgher rated banks were exposed to the RUSSIan market In addItIOn, even among the five "2"-rated
banks WhICh had earnmgs claSSIfied as "I", theIr combmed retamed earnmgs were only 1 42 percent of
total assets Thus, the earnmgs of the hIgher rated banks are not partIcularly strong relatIve to assets It
IS expected that utIlizatIon of the new chart of accounts begmnmg m 1999 WIll prOVIde a more
accurate readmg ofeammgs and other measures, and thiS may requIre a modIficatIon of posted results
ana now mey nave oeen accoumeu for onlhe balance mteet-However; m general, the ratlligs are
conSidered reasonably accurate 10 assess109 the competItIve pOSItIon of the mdlVIdual banks, and
dIfferentlatmg the stronger banks that are likely to survIVe consolidatIon from weaker ones WhICh may
not As an mdlcator, several of the smaller banks have had problems meetmg reserve and liqUidIty
reqUIrements These banks generally have ratmgs below "3", mdlcatmg a troubled fmanclal pOSItIon,
the need for correctIve actIon, and moderate to hIgh nsk of faIlure These banks are also generally the
ones most opposed to the new mmlmum capItal levels WhiCh, by global standards, are still low

123 One potential nsk IS the comparatIvely SIzeable enterpnse deposlts-l 28 percent of total assets-
held m BatuIDI Bank, whIch IS eIther "4 or "5' status accordmg to NBG's CAMEL ratmgs
124 ThIS mcludes 47 GeorgIan banks both wholly-owned and]omt venture, and one foreIgn branch
frOID Turkey
125 ThIS ratmg IS defined as' adequate, but may reflect modest weaknesses correctable m the
nonnal course of busmess such banks are stable and also able to WIthstand busmess fluctuatIOns qUIte
well the supervISOry response IS limIted to the extent that mmor adjustments are resolved m the nonnal
course of busmess "
126 ThIS ratmg IS defmed as" finanCIal, operatIOnal or compliance weaknesses rangmg from
moderately severe to less than adequate such banks may be vulnerable to the onset of adverse busmess
condItIons and could easIly detenorate these mstItutIons requIre addItIOnal supervISIOn however, faIlure
[IS] only a remote possIbIlity"
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Table 6 GeorgIa's HIghest Rated Banks' RelatIve Balance Sheet Pos,tlOn
(figures In LaY!)* Loans Assets Deposits Capltal**
2-rated banks 114,191 152 209,163,357 99,590,985 53,718,684

3 rated banks 54,989597 128,841,646 44,503,954 34,791806
Total for all Banks 211 303,088 432,998293 178,864,208 108696952
2-rated banks Include Bank of Georgia, TBC Bank Absolute Bank, Rossyskl Credlt-Cartu TbJ1com Bank
Intellectbank Post Bank, Tbllumversal Bank Agora Bank Magistral Bank Krtsanlsl Bank, and Basis Bank
3-rated banks Include Umted Georgian Bank TbJ1credlt Bank Georgian Sea Bank Georgian-Russian Bank.
for Reconstruction and Development, Respubhca bank, Credltl Bank, Export Import Bank, Transkavkasl
Bank, Liberty Bank and Sakkurort Bank
* Figures from August 1, 1998, banks With ratings of 3' or higher as reported by NBG
** Capital Includes eqUIty and retained earnings
Source Lan balance sheet figures from Bank, Plus edition With August 1 1998 results

• CompetltlOn on the asset SIde IS somewhat lImIted due to the small resource base available to the banks
to mtermedlate m GeorgIa Whereas the small number of good companIes should represent a target
market for sIgmficant competItIOn, banks are actually m a pOSItIOn to "ratIOn" credIt due to the credIt
lImIts they are reqUITed to observe, the lImIted supply of fundmg aVailable for lendmg and mvestment,
and because of the nsks assocIated WIth most of these exposures As such, banks' credIt on a stock
baSIS totaled only L211mIlhon ($158 millIon) at August 1, 1998, or L4 5 milhon ($3 4 millIon) per
bank 127 Vrrtually all credIt was reportedly for workmg capItal and trade fmance, WIth only 2 1 percent
of total assets m the form of mter-bank loans 128 (Thus, only about 4 3 percent of total credIt stock net
of mvestment m government secuntles was to other banks If credIt IS defmed to mclude mvestment m
government secunties-lendmg to government-total credIt was about 52 percent of total assets, of
WhICh 90 percent went to the real sector, 6 percent went to government, and 4 percent went to banks)
CredIt represented only 49 percent of total assets, WIth the balance pnmarily consIstmg of cash and
receIvables (29 percent) and fixed assets (19 percent) The "2"- and "3"-rated banks accounted for 80
percent of credIt Total assets only represented about 5-6 percent of estImated GDP 129 Thus, WIth
nearly 100,000 enterpnses regIstered m the economy and an "offiCial 1 5 millIon self-employed,
banks playa lImIted mtermedIary role m the GeorgIan economy Nevertheless, there were some
favorable trends eVIdent m the fITst half of 1998 CredIt as of August 1, 1998 was 17 percent greater
than at January 1, 1998 It also appears that m assessmg monetary data, the trends reveal that lendmg IS
mcreasmgly to the pnvate sector m total amount as well as m share 130 As for currency compOSItIOn,
banks' earnmg assets were stIll held more m foreIgn currency, mostly dollars, than m Larl Accordmg
to NBG data, foreIgn currency loans were 61 percent of total loans at August 1, 1998 131 Accordmg to
bankers, lendmg beyond three-month matunties IS unusual except when funds are sourced from donor
Imes of credIt However, accordmg to NBG figures, "long-term" loans accounted for 30-35 percent of

J?7 Banks WIth the largest share ofIoans on a stock baSIS were Umted GeorgIan Bank (6 7 percent of
total system assets), Bank of Georgia (4 4 percent), TBC Bank (435 percent), and TbIlcom (4 2 percent)
128 Rossyski Credit-Cartu (0 75 percent of total system assets) and Absolute Bank (0 51 percent)
account for most of thIS market
129 Assets were $323 mIllIon GDP can be roughly estImated to be $55 bIllIon for 1998, as compared
to $5 2 billIon m 1997
130 NBG data show that credIt as of July 1, 1998 had mcreased from Ll69 2 mIllIon at January 1,
1998 to L194 °mIllIon at July 1, 1998 Of thIS, the "non-government" share mcreased from 88 6 percent to
92 1 percent
1>1 LlI2,486,000/L184,700,000 = 60 9 percent The denommator m these figures IS dIfferent from
the aggregate loan figures presented for the system on a bank-by-bank baSIS, WhICh were L202, 279,178 for
the real sector and L9,023,910 for the mter-bank market
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credIt from May 1, 1998 through at least August I, 1998 132 However, other NBG figures show loans
for periods of 12 months or longer at only L38 2 mIllion at August 1, 1998, or 21 percent of total The
latter figure IS presumed to be lendmg under the EU-TaCIS project m the agriculture sector where loans
are generally up to one year It stIll remams vIrtually unpossible for small private firms and households
to obtam formal credIt WhIle NBG data show 49 percent of total credIt was provIded to mdlVlduals at
July 1, 1998, thIS stIll only equates wIth about L94 5 mIllion, or about L60 per "self-employed,,!33 (and
excludmg the mformal sector estimate of another 750,000 people) Banks are more than likely active
with many more enterprises and mdlvlduals on a non-Iendmg baSIS, such as trade fmance mstruments
and transfer services In fact, there may be a great deal more competItIOn for thIS kmd of busmess than
for asset-based busmess However, untIl banks have a stronger fundmg base and there IS less risk
associated With borrowers, credit wIll remam difficult to access, particularly on a term baSIS Table 7
shows bankmg system assets as of August 1, 1998, wIth the pOSItIOn of the higher rated banks as well
as the Jomt venture banks hIghlighted

Table 7 Bankmg Sector Assets, August 1, 1998
Lan % Assets mUSS AvgLlBank Avg SlBank

Lan Cash 13 129138 303% $ 9797864 279343 $ 208465
Reserves 18469201 427% $ 13 782 986 392962 $ 293255
Foreign Currency 20730587 479% $ 15470587 441 076 $ 329161
Correspondent Bank Accounts 54 100905 1249% $ 40373810 I 151 083 $ 859017
Receivables 18703075 432% $ 13 957 519 397938 $ 296968

CashlRecelvables 125,132,906 2890% $ 93,382,766 2662,402 $ 1,986,867
o/w '2 rated 62591068 1446% $ 46709752 5,215922 $ 3892479
o/w "3' rated 41651 184 962% $ 31 082973 4 165 ll8 $ 3 108297
o/w '2 + '3 rated 104242252 2407% $ 77 792 725 4738284 $ 3536033
o/w Jomt venture banks* 28605523 661% $ 21347405 4086503 $ 3049629

Real Sector Loans 202279 178 4672% $ 150954610 4303812 $ 3211 800
Interbank Loans 9023910 208% $ 6734261 191 998 $ 143282

Loans 211,303,088 4880% $ 157,688,872 4,495,810 $ 3,355,082
o/w 2 rated 114191 152 2637% $ 85217278 9515929 $ 7 101440
o/w 3' rated 54989597 1270% $ 41037013 5498960 $ 4103701
o/w 2 +"3' rated 169180749 3907% $ 1262,4290 7690034 $ 5738831
o/w Jomt venture banks* 36332161 839% $ 27 113 553 , 190309 $ 3873365

Marketable SeCUrities 13 329 579 308% $ 9947447 283608 $ 211 648
Secuntles 13,329,579 308% S 9947,447 283,608 $ 211,648

o/w 2 rated 8 183489 189% $ 6107081 681957 $ 508923
o/w 3 rated 3703809 086% $ 2764 037 370381 $ 276404
o/w 2 + '3 rated 11 887298 275% $ 8871 ll8 540,332 $ 403233
o/w Jomt venture banks* 7063 193 163% $ 5271040 1009028 $ 753006

Fixed Assets 77 751865 1796% $ 58023780 1654295 $ 1234549
Other Assets 5480855 127% $ 4090 190 ll6614 $ 8702,

Long term Assets 83,232,720 1922% $ 62,113,970 1,770,909 $ 1,321,574
0/w'2 rated 24197648 559% $ 18057946 2016471 $ 1 ,04829
olw 3 rated 284970,6 658% $ 21266460 2849,706 $ 2 126646
o/w 2 + 3 rated 52694704 1217% $ 39324406 2395214 $ 1 787473
o/w Jomt venture banks* 15 159922 350% $ II 313 375 2165703 $ 1616196

Total Assets 432,998,293 10000% $ 323,133,054 9,212,730 $ 6,875,171
o/w "2 ' rated 209163357 4831% $ 156092057 17430280 $ 13 007671
o/w 3 rated 128841646 2976% $ 96150482 12884 165 $ 9615048
o/w 2 + "3" rated 338005003 78 06% $ 252 242 540 1,363864 $ 11465570
o/w Jomt venture banks* 87160799 2013% $ 65045372 12451 543 $ 9292 196

* Among the Jomt venture banks two are 2 rated and one IS 3 rated
Source Larl balance sheet figures and ratmgs from NBG and from Bankl Plus edition With August I 1998 results

132 ThIS could reflect the narrowness of tune hOrizons m the economy In GeorgIa, "long-term" may
be defmed as SIX months or longer
133 L94,543,0001l,529,200 = L61 83 The denommator IS the estunate for self-employed at end 1997
ThIS figure may have grown m 1998, whIch would brmg the average credIt exposure down further
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• One of the foremost problems facmg the bankmg system IS fundmg In contrast to the asset side where
competitIOn may not be qUite so fierce, there appears to be slgmficant competitIOn on the fundmg side
This could potentially represent a rIsk, m particular when weaker banks seek to offer unusually high
pncmg or generous lendmg terms (m exchange for large compensatmg balances) to Improve therr
fundmg base There may be some eVidence of this given the shift m currency compositIOn of deposits
from foreign currency to Larl m 1998 Total deposits were Ll79 mIllIon ($133 5 mIllIon) at August 1,
1998, about L33 ($25) per capita This translates mto average deposits per bank ofL3 8 mIllIon, or
$28 mIllIon Foreign currency current accounts were the largest deposit source, at L55 mIllIon ($41
mIllIon)--thls was 31 percent of deposits, or 128 percent of total assets 134 However, thiS represents a
slgmficant declme m the foreign currency share of these measures m the frrst seven months of 1998 J3S

MeanwhIle, local currency household depOSit accounts were of roughly SImilar size at L53 mIllIon
($40 mIllIon), or 30 percent of depOSits and 123 percent of assets,136 havmg mcreased as a share of
total m 1998 The enterprISe sector also keeps about the same amount oflocal currency deposited With
the banks-L48 mIllIon ($36 mIllIon), or about 27 percent of depOSits and 11 percent of assets 137

About five percent ofassets are on depOSit from other banks (2 0 percent), and m the form of tIme
depOSits (32 percent) On a dollar-eqUIvalent baSIS thiS compares favorably With end 1997 depOSit
figures 138 However, fundmg remams weak as about 60 percent of broad money IS held outSide of the
banks 139 Table 8 shows bankmg system lIabilIties and capital as of August 1, 1998, With the pOSItion
of the hIgher rated banks as well as the Jomt venture banks hIghlIghted

134 UOlted GeorgIan Bank. had the largest share of thiS depOSIt category, eqUIvalent to 1 91 percent of
total assets for the bankmg system They were followed by Absolute Bank. and TBC Bank WIth 1 79
percent-eqUIvalent and 1 50 percent-eqUIvalent oftotal assets, respectIvely
I 5 ForeIgn currency depOSIts were 52 percent of total depOSits and 230 percent of total assets at
January 1 1998
136 The Bank of Georgia IS the leader m household depOSIts, WIth a share eqUIvalent to 2 33 percent
of total assets, followed by Umted GeorgIan Bank (1 69 percent) and Intellectbank (l 45 percent)
137 Umted GeorgIan Bank had the leadmg market share for local currency enterprIse depOSIts,
eqUIvalent to 1 72 percent of total assets at end August 1998 They were followed by the Bank of GeorgIa
(1 44 percent) and Batmnt Bank (1 28 percent)
1>8 The dollar-eqUIvalent figures are $1335 millIon at August 1, 1998 compared WIth $115 4 millIOn
at January 1, 1998
139 Accordmg to NBG, from January-June 1998, cash not m banks ranged from 57-60 percent WhIle
the trend was downward from January to June, there IS lIkely some seasonalIty to trends For mstance, at
December 31,1997,643 percent ofM3 was held In the form of cash outSide of banks
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Table 8 Bankmg Sector LIabIlitIes and CapItal, August 1, 1998
Lan % LIE mUSS AvgL/Bank Avg$/Bank

Lan lffi Deposits 53350450 1232% $ 39813 769 1 135 116 $ 847 101
Lan Enterpnse Deposits 47675291 11 01% $ 35578575 1 014368 $ 756991
Bank Loro Account DeposIts 8837332 204% $ 6595024 188028 $ 140320
Current Accounts (FC) 55262516 1276% $ 41240684 1 175798 $ 877 461
Time DeposIts 13738619 317% $ 10 252 701 292311 $ 218143
Accounts Payable 11 545 578 267% $ 8616103 245651 $ 183321
Budget Accounts 2930727 068% $ 2 187 110 62356 $ 46 ~34

DepositsIPayab1es 193,340,513 4465% $ 144,283,965 4,113,628 $ 3,069,872

o/w "2" rated 103257419 2385% $ 77 057 775 8604,785 $ 6421481
o/v. "3" rated 48746988 1126% $ 36378349 4874699 $ 3637835
o/w "2' + "3" rated b2004407 3511% $ 113 436125 6909291 $ 5 156 187
o/w Jomt venture banks* 30038207 694% $ 22416572 4291172 $ 3202367

Interbank Borrowmgs 71 980740 1662% $ 53716970 1 531 50~ $ 1 142914
Other Funds 42138440 973% $ 31 446 ~97 896563 $ 669077
Other LIabilities 16841 648 389% $ 12568394 358333 $ 267413

Other Llablhtles 130,960,828 3025% $ 97,731,961 2,786,401 $ 2,079,403
o/w 2' rated 52187254 1205% $ 38945712 4348938 $ 3 24~ 476
o/w 3" rated 45302852 1046% $ 33808099 4530285 $ 3380810
o/w 2 + 3' rated 97490106 2252% $ 72 753 810 4431 368 $ 3306991
o/wJOint venture banks* 20735746 479% $ 15474437 2962249 $ 2210634

EqUIty 115952350 2678% $ 86531604 2467071 $ 1841098
Retamed Eammgs (7255 398) 168% $ (5414476) (154370) $ (11~ 202)

Total CapItal 108,696,952 2510% $ 81,1l7128 2,312,701 $ 1,725,896
o/w '2" rated 53718684 1241% $ 40088570 4476557 $ 3340714
o/w'3 rated 34791 806 804% $ 25964034 3479 181 $ 2596403
o/w 2 + '3 rated 88510 490 2044% $ 66052604 4023204 $ 3002391
o/w Jomt venture banks* 36386846 840% $ 27154363 ~ 198 121 $ 3879195

Total LIabIlIties 324301 341 7490% $ 242015926 6900029 $ 5 149275
Total CapItal 108696952 2510% $ 81117128 2312701 $ 1725896

Total 432,998,293 100 00% $ 323,133,054 9,212,730 $ 6,875,171
o/w 2 rated 209163357 4831% $ 156092057 17430280 $ 13007671
o/w 3 rated 128841646 2976% $ 96 150482 12884165 $ 9615048
o/w 2 + 3 rated 338005003 7806% $ 252242540 15363864 $ 11 465 570
O/Voi Jomt venture banks* 87 160799 2013% $ 65 04~ 372 12451 543 $ 9292196

* Among the Jomt venture banks two are 2 rated and one IS 3 rated
Source Larl balance sheet figures and ratmgs from NBG and from Bankl Plus edItIOn With August 1 1998 results

• In terms ofcoverage, banks only provIde a few baSIC servIces Lendmg IS lrrmted for most small
busmesses and mdividuais For enterpnses, banks provIde baSIC guarantees for trade [mance deals
These are accomplIshed through correspondent relatiOnships, as many of the banks provIde trade
[mance through overdraft faCIlIties With pnmarlly US, German, Dutch, Bntlsh, Austrian and French
banks Many GeorgIan banks have relatiOnships WIth RUSSIan banks, although It IS lIkely that lIttle
fmancmg IS currently bemg arranged at the moment as RUSSia works through ItS fmancial problems
For mdividuals, most banks provIde transfer servIces Current legIslatiOn permIts banks to establIsh
SubSIdIarIes mother [mancial actIVItIes-such as msurance, brokerage, leasmg and factormg It IS
dIfficult to determme If any "unIversal" bankmg currently eXists gIVen the nascent state of the market
and the as-yet developed capItal markets for secuntIes, penSiOn funds, pnvate placements, and other
mvestment-related actIVIties As for servIces there are no relIable data on fee mcome or trade-related
mcome for banks Some banks are explormg factormg and leasmg as well as activIties that generate
mcome Without heavy balance sheet exposure It IS expected that banks WIll become actIve m the asset
management busmess once the secunties market commences operatIons and pnvately managed
penSIon funds are establIshed These should occur m 1999-2000 At the retail or consumer level, debIt
cards are now available from several of the banks CredIt cards WIll soon be Issued to a small number
of preferred mdIvlduals, but WIth low credIt lImits These activities and transactIOns are expected to
mcrease m the commg years as electrOnIC capaCity, mformation systems and market research Improve,
and as mcomes nse Banks are also lIkely to propose provIdmg services to ease the fiscal collections
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burden, such as drrect payments and transfers ofwIthholdmgs If trends m GeorgIa mrrror trends
elsewhere, efforts to develop consumer bankmg are lIkely to serve as a catalyst for rIsmg resource
mobilIzatIOn and mtermedIatIOn However, some of thIS effort may be slowed or undermmed by
concerns about account confidentIalIty and the rIght of tax authontles to mtercept accounts

• Banks' financlal statement mdlcators only provIde baSIc mformatIOn regardmg the qualIty oftherr
assets, earnmgs, capital and management lAS has not yet been formally adopted, although the
tranSitIOn IS m motIon and the new chart of accounts WIll be utIlIzed m 1999 Banks have reportedly
spent 1998 convertmg therr accounts and mvestmg m management systems to produce needed reports
Until these statements are prepared, it is not completely clear if all the data as currently presented are
accurate and preCIse Nevertheless, due to pressure from NBG, banks are makmg progress
InformatIOn IS now generally Viewed as more representatIve of the fmancial condItIOn of banks than
before Where there may be more sIgmficant problems IS WIth the mformatIOn presented by companies
about therr underlymg fmanclal condItIon The real sector lags the bankmg sector m Implementmg
accountmg reforms Nevertheless, It appears that banks that have comparatively strong earnmgs are
growmg from those retamed earnmgs These earnmgs appear to be commg from hIgh net mterest
spreads on loans (mcludmg m the mter-bank market) which tum over qUIckly, and fees related to trade
fmance and transfer servIces Most rIsks appear to be related to credIt (mcludmg off-balance sheet),
lIqUIdIty, and general market nsk Banks do not appear to be engaged m highly nsky tradmg due to
therr lImIted resources In additIon to hIgh reserve and lIqUIdity requrrements m Georgia, the 16 banks
that are part of SWIFT also need to hold correspondent accounts for hqUIdIty purposes Thus, banks do
not have the resources needed for unusual tradmg or mvestment actiVIties However, It IS pOSSIble that
a senes of off-balance sheet contmgencles could be shIeldmg nsks For mstance, guarantees for
payment may come due that a bank cannot currently assume LIkeWise, it is pOSSIble that some banks
have gotten around some of the legal and regulatory restrIctiOns on cross-ownership or connected
lendmg However, based on the lImited fmanclal mdicators avaIlable, banks' net mterest margms are
still hIgh The benefits of hIgh net mterest margms are offset m many banks by the lImited volume of
earnmg assets, the high costs of operatIOns, and the need to mvest m new technologIes and trammg for
personnel Banks have reported poor overall earnmgs figures In 1998 as IndIcated by the net difference
m retamed earnmgs m 1998 140

• In terms offunds flows, banks' fundmg sources are lImIted and pnmarIly derIve from a narrow depOSIt
base (41 3 percent of total fundmg) Georgian banks show large capItal figures as a share of total
assets-eqUIty IS 27 percent-although the capItal base is somewhat dlIDInished by negative retamed
earnmgs-1 7 percent of total assets at August 1, 1998, almost all of it mcurred ~1998 These funds
are supplemented by other borrowmgs, mamly mter-bank (166 percent) and nearly 10 percent "other
fundmg" from donors As for the use of funds, nearly half of banks' assets are m the form of credit to
the real sector Another 29 percent IS held m cash and reserves, a proportIOn that may Increase m the
commg months if reserve reqUirements are further tIghtened FIxed and other assets are about 20
percent of total In contrast to some other FSU and tranSItIOn markets, there IS vrrtually no securItIes
market NBG utIlIzes monetary mstruments to mfluence mterest rates, exchange rates, and the overall
supply of money m CirculatIOn However, the government secuntIes market IS only a small part of that,
and barely more than a year old Meanwhile, there are legal lImItatIOns on defiCIt fmancmg 141

Consequently, marketable securitIes represent only 3 percent of total bankmg system assets 142

• Some of Georgia s banks have InternatIOnal correspondent networks Resources placed In
correspondent accounts represent about 12 5 percent of total assets, much of WhICh IS In place to

140 RetaIned earnIngs detenorated by L7 0 mIlhon from January-July, 1998 ThIS approxlIDated
nearly 2 percent of average total assets and more than 6 6 percent of average shareholders' eqUIty durIng
the penod
141 See the Law of GeorgIa on the NatIonal Bank
142 RossyskI CredIt-Cartu was the largest holder of government secuntIes as of end August 1998,
WIth an eqUIvalent of I 3 percent of total bankmg system assets
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handle mternatIOnal transactions Among some of the hIgher rated banks, there are correspondent
bankmg relatIOns WIth mamly Western banks SIxteen GeorgIan banks are members ofSWlFT
InternatIOnal transactIOns proceed smoothly, and wIth mInimal delays

3 2 Ownership The bankmg system m Georgia IS now pnmanly pnvate m ownership, with
only one bank-Agromdustnalbank-now considered to be m non-pnvate hands WhIle GeorgIa
IS open to foreign mvestment In the bankmg sector, there has been very lImited foreign
mvestment m the sector Apart from a few examples, there has been only lImited strategic
mvestment at best Several banks remaIn hopeful that Western capital can be mobilIzed by
EBRD m 1999 As of August 1998, there were only seven Jomt venture banks m operation along
With one foreign branch-foreign branches are not reqUired to keep capital m Georgia As found
m other tranSItion economIes after fully accountmg for nonperformmg loans, the Jomt venture
banks are larger on average than most domestIcally owned banks The 40 wholly GeorgIan
owned banks account for 80 percent of total assets but their average size IS only L8 6 millIon m
assets ($6 5 mIllIon) and Ll 8 mIllIon m capItal ($1 35 mIllIon) Jomt venture banks account for
20 percent of total assets ThiS represents an average ofL12 5 millIon, or $9 3 mIllIon In total
assets per Jomt venture bank Jomt venture banks' capItal POSItions are also comparatively
stronger, at L36 millIon ThIS amounts to more than 33 5 percent oftotal system capital, and an
average of more than L5 mIllIon when most GeorgIan banks are strugglIng to reach L5 mIllIon In
capital by end 2000 However, the results ofthese balance sheet compansons are skewed by one
Jomt venture bank-Rossyski Credit-Cartu-which accounted for about one third and one half of
Jomt venture bank assets and capital, respectively, In mld-1998 Most of the other Jomt venture
banks show small asset and capital figures, although one other JOInt venture bankl43 was highly
rated and VIewed as one of the strongest competitors In the market (Only three of seven Jomt
venture banks are rated "2" or "3" by local CAMEL ratmgs) Score 2

• In late 1998, Georgia had 48 banks These mcluded 40 GeorgIan banks, seven Jomt venture banks and
one foreIgn bank branch Georgia has clearly made progress towards pnvate ownershIp m the bankmg
sector At end 1996, former state banks accounted for about 40 percent of the bankmg sector s assets
ThIS share declmed to about 30 percent by end 1997, and was estImated to be about 4 percent at
August 1, 1998 144 The shIft m shares IS due to nsmg depOSIts m pnvate banks, mcreased eammgs
(that are retamed m the capItal account) by pnvate banks, a dIsproportIonate share of loan wnte-offs m
the former state banks, and the change m ownershIp structure of the other former state banks 14,

• Georgta's domestlc banks146 can be segmented mto two broad groups-those rated "2" or "3" by local
NBG standards, and all the others In general, the 40 wholly Georgian-owned banks account for 80
percent of total assets,147 but their average size IS only L8 6 mIllion In assets ($6 5 mIllIony48 and Ll 8
mIllIon m capItal ($135 millIon) 149 SIX of the eight largest banks m terms of assets150 are wholly

143 Absolute Bank
144 The 4 percent figure approxImates the share of Agromdustnalbank Such an assertIon IS based on
the removal of dIrect state ownership In other former state-owned banks, and the reductIon of SOE
ownershIp m former state banks to less than 10 percent
145 If the Umted Bank of GeorgIa and the Bank of GeorgIa are added to the total, the former state
bank share approxImates 31 percent oftotal assets However, these banks' ownership structures have
become prImarIly pnvate
146 In thIS sectIOn, domestIC banks are defined as wholly GeorgIan-owned
147 L345,837,494/L432,998,293 = 7987 percent
148 L345,837,494/40 = L8,645,937 At an exchange rate ofLl 34/$1 thIS becomes $6 45 mIllIon
149 L72,310,106/40 = Ll,807,753 At an exchange rate ofLl 34/$1, thIS becomes $135 mIllIon
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GeorgIan Each of these mstItutlOns has at least 6 percent of total system assets, wIth the largest bank
havmg nearly 18 percent Combmed, the SIX largest GeorgIan-owned mstItutlOns accounted for 54
percent of total assets as of August 1, 1998 Thus, the other 34 accounted for only 26 percent of assets,
or less than 1 percent of total assets on average Among the comparatIvely hIghly rated banks, 19 of
22 are wholly GeorgIan ThIS mcludes 10 of the 12 mstItutlOns rated as "2" 151 These 10 GeorgIan
banks accounted for 355 percent of total assets, or Ll54 mIlhon ThIS approxlIDates an average $11 5
mIlhon m total assets, 152 although SIX of the 10 most hIghly rated domestIc banks are small even by
GeorgIan market standards 153 (SIX of the hIghly rated banks accounted for only 585 percent of total
assets, or L25 mIlhon ThIS equates WIth $3 2 mIlhon154 m average assets) WhIle thIS IS not
necessarIly representatIve of a bad trend-many well managed banks around the globe have strong
earnmgs but lunIted balance sheet exposure-the absence of a broad range of servIces m the market
suggests that, m the absence of strategIC mvestment, It wIll take tlIDe before a large number of hIghly
rated banks Will playa slgmficant mtermedlary and service-onented role m the economy

• GeorgIa'sfo~e,gn banks .ncl...de wvenjomt ventures and one foreIgn bank branch jomt venture banks
account for 20 percent of total assets, 155 17 percent ofloans,156 16 percent of deposIts,157 and 33 5
percent oftotal capItal 158 ThIS represents an average ofLl2 5 million or $93 mIlhon m total assets
per Jomt venture bank 159 At first glance, Jomt venture banks' capItal posltlOns-at L36 mllhon-are
particularly robust when compared With wholly Georgian-owned banks' posItlOns ThIS amounts to
about one thrrd of total system capItal, and an average ofL5 2 milhon when most GeorgIan banks are
strugglmg to reach L5 millIon m capItal by end 2000 However, general balance sheet comparIsons
between foreIgn and wholly GeorgIan-owned banks are skewed by one jomt venture bankl60

accountmg for about one thrrd ofjomt venture bank assets and one half ofjomt venture bank capItal
Among the 22 banks wIth CAMEL ratmgs of"2" or "3", only three of these have some foreIgn
partIclpatlOn 161 There are no restrIctIons on foreIgn entry mto GeorgIa, and the country IS encouragmg
foreIgn mvestment m vrrtually all sectors, mcludmg bankmg However, to date, GeorgIa has been
unable to attract any prlIDe-rated banks to locate m the GeorgIan market There are compellmg
reasons Frrst, there are few (If any) blue ChIp frrms, WhICh undercuts OpportunIties m the corporate
sector Prospects m thIS area are Improvmg as FDI mcreases m the 011 sector, and as GeorgIa prepares
to pnvatlze much of ItS electrICity sector However, to date, the presence of blue ChIp frrms IS lImIted
at best Second, low (reported) levels of purchasmg power lImIt OpportunItIes m the retaIl sector
Although It IS conceIvable that a WIder array of consumer bankmg optlOns would serve as a basIs for
attractmg a broader fundmg base, there are too many uncertamtles, nsks and OPPOrtunIty costs for
most strategIC mvestors to contemplate mvestment In GeorgIa ThIrd, general enablmg envrronment

150 In order, these eIght banks are Umted GeorgIan Bank, Bank ofGeorgia, TBC Bank, TbIlcombank,
Absolute Bank, RossyskI Credit-Cartu, Tbilcredlt Bank and Intellectbank Absolute and RossyskI are jomt
venture banks The other SIX are wholly GeorgIan-owned
1~1 The wholly GeorgIan-owned InstitutIons rated "2" were Bank of GeorgIa, Tbilcombank, Agora,
Maglstralbank, TBC, KrtsanIsI, Intellect, BasIs, GeorgIan Post, and Tbilunlversal
152 Ll53,714,394/l0 = Ll5,371,439 At an exchange rate ofLl 34 $1, thIS becomes $11 47 milhon
153 For mstance, m terms of size three of the SIX most hIghly rated GeorgIan banks had less than 1
percent of total assets In fact, two only had 037 and 0 33 percent, respectIvely, of total assets
154 L25,330,400/6 = L4,22 1 733 At an exchange rate ofLl 34 $1, thIS becomes $3 15 millIon
155 L87,160,799/L432,998,293 = 20 13 percent
156 L36,332,161/L211,303,088 = 17 19 percent
157 L28,154,338/L178,864,208 = 15 74 percent
158 L36,386 846/L108,696,952 = 3348 percent
159 L87,160,79917 = Ll2,451,542 At an exchange rate ofLI 34/$1, thIS becomes $9 29 mIllIon
160 Rossyski Credlt-Cartu had assets ofL27 5 mIllIon ($20 5 rmllIon) and capItal ofLl9 7 mIllIon
($147 millIon) as of August 1, 1998
161 There IS RUSSian ownershIp m Rossyskl Credlt-Cartu ("2") and the Georgian-RussIan Bank for
ReconstructIon and Development ("3"), and Amencan ownershIp m Absolute Bank ("2") Other Jomt
venture banks WIth RUSSian, Greek, ItalIan and BulgarIan ownershIp are not rated "3" or hIgher
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weaknesses undercut potentIal m thIS market Over tIme, thIS may change If the regIon stabIhzes, the
economy grows, and both corporate and retaIl finance opportumtles appear to present hIgh returns
relatIve to nsks However, untIl these condItIOns are achIeved, It IS Improbable that GeorgIa wIll be
able to attract SIgnIficant mvestment from hIghly rated fmanclal mstitutIOns m the near term Even If
Georgia IS able to attract one or more such mstitutions, these banks would not likely subject
themselves to hIgh levels of balance sheet exposure early on As elsewhere, foreIgn banks would
likely focus on hIgh-mcome corporate adVISOry servIces along WIth trade fmance, payments
processmg, and other fee-generatmg actIVItIes whIch entaIl lImIted nsk and where these banks would
enJoy a competItIve advantage The mtroductlon of donor eqUIty stakes-many banks are hopeful that
EBRD and/or IFC WIll cO-Invest along WIth West European partnersl62-mIght present the pOSSIbIlIty
of more balance sheet exposure UntIl then, the more hIghly rated banks accordmg to the NEG's
CAMEL ratmgs are likely to capture these markets

3 3 Governance and Management Most management IS conSidered short-term In outlook, and
board oversIght has a tendency to be paSSIve However, governance and management are
Improvmg m GeorgIa, partIcularly at some of the hIgher-rated banks Bankmg legIslatIOn and
NBG regulatIons have been tIghtened In recent years to encourage greater dISCIplIne and more
prudent management In fact, sIgmficant responSIbIlIty IS now bemg aSSIgned to bank boards and
management to ensure complIance WIth bankIng regulatIOns and theIr enforcement ThIS has
mcluded lImIts on cross-ownershIp, new standards for mternal and external audIts, regular
reportmg reqUIrements, lImIts on InSIder lendIng and concentratIons, and the handlIng of loan
losses and accrued mterest ConsolIdatIon m the sector could accelerate such progress
Compared to March 1995 when 229 "banks" were operatIng In GeorgIa, a net 182 banks have
dIsappeared due to poor management and/or weak finanCIal and operatmg status NBG
supervIsIon has adopted gUIdelInes by WhICh to assess management to ensure they are In
complIance WIth regulatory reqUIrements, and to evaluate theIr nsk management capaCIty In
support ofunderlymg monetary and exchange rate stabIlIty Many of the more hIghly rated
banks have younger management, more modem skills and capaCIty, and new technologIes at
theIr dIsposal Some are shOWIng IncreasIng earnmgs, and retamed earnmgs are fuelmg theIr
growth However, GeorgIan banks are stIll generally burdened by lImIted expenence In modem
management, weak mternal audIt capaCIty, and In some cases, a long standmg culture of
patronage and mSIder/connected lendmg that works at cross-purposes WIth modem governance
standards There IS also the nsk among the better banks that aggreSSIve efforts to generate
earnmgs and expand balance sheets m an enVIronment where fundIng IS weak could lead to the
assumptIOn of Imprudent levels of nsk The system remams fragIle, and confidence IS stIll low
(The de-lIcensmg ofIvertbank163 shocked much of the publIc, and further reduced confidence In
the safety and soundness of the bankmg system) Consequently, management and governance are
particularly Important at thiS stage as GeorgIa plans to permit banks to participate m the
secuntles markets, pension fund market, and lIfe and non- lIfe Insurance markets Sound
governance and management are reqUIred to further rebuIld confidence m the bankmg sector,
and for the multIplIer effect such confidence-buIldmg can have as other savmgs-related actIVItIes
and mstruments come on stream over the next couple of years Score 2-

• The Law on ActIVities of CommerCial Banks prOVides gUldelmes for banks This mcludes types of
corporate structure-Jomt stock or lImIted lIabIlIty-and adequate detaIl on the broad oblIgatIOns of

162 EBRD has already co-mvested In Black Sea Bank along WIth the Bank of Greece Other such
arrangements are envlSloned as pOSSIbIlItIes
163 As of August 1, 1998, Ivertbank stIll ranked SIxth In Larl household depOSIts and 10th m Larl
enterpnse depOSits
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dIrectors, management teams, and the audIt commIttee The legal process for banks IS consIdered
adequate, although there are outstandmg problems WIth regard to other legislatlOn-the Law on
Entrepreneurs or company law, for one-along wIth the weakness of the JUdICIary Major problems
cIted mclude dIfficulties m developmg an orderly hqUldatlOn/resolutlOn process whIle "self
hqUldatlOn" has led to asset strlppmg, and the need to reconcIle resolutlOn problems and antI
monopoly leglslatlOnlpractices wIth bankmg sector consolIdatIon needs

• Cross-ownershIp IS restrIcted by legislatlOn Banks are only permItted to hold up to 20 percent of
another company, and thIS mvestment cannot exceed 15 percent of the bank's unImpaIred capital and
reserves However, banks are permitted to have up to 100 percent ownershIp m subsidIanes on the
conditlOn they are alhed busmesses Double-countmg of capItal IS not permitted, nor IS lendmg from
one entity counted as eqUIty m another In practIce, reducmg cross-ownershIp stakes has only recently
occurred ThIS has been due to a tIghtenmg of controls on the banks to reduce mSIder and connected
lendmg The revocatlOn of hcenses has helped m many cases In the case of UFC, a settlement servIce
establIshed by Absolute Bank as a wholly-owned subSIdiary, Absolute had to reduce Its ownershIp
stake to 20 percent From thIS example, It appears that NBG IS takmg a faIrly cautIous approach to
cross-holdmgs and defmltlOns of allied busmesses Such an approach may need to remam m force for
several years as banks pursue opportunIties m secuntles, funds management, and hfe (and non-hfe)
msurance The recent tIghtenmg of capItal requIrements IS a pOSItive step to account for market nsk
NBG's clear mtentlOn to ensure adequate firewalls are m place to prevent cross-sectoral nsk from
decapitalizmg banks IS also pOSItIve As secuntles, penslOn fund and msurance markets develop, NBG
WIll need to coordmate Its role WIth that of other regulators The hkelihood of mcreasmg cross
ownershIp wIll prOVIde prudently managed banks WIth growmg opportunIties m a currently weak and
underdeveloped market However, cross-ownershIp along the Imes ofumversal bankmg WIll also add
to nsks that need to be managed and detected to prevent future loss of confidence

• Mcnorzty shareholders are de facto Irrelevant m many cases of ownershIp m Georgia because of the
dilutIon ofownership that prevaIls 104 and other means of subtractmg value from frrms Mmonty
pOSItIons frequently lose value WIthout therr knowledge through asset strlppmg, dIVIdend payments on
preferred bases, and Via lendmg to mSIders through CIrCUItOUS routes This has occurred frequently m
the banks m GeorgIa, and accounts for most of the "self-hqUIdatlOn" that occurred after 1995
legislatlOn was adopted NBG IS makmg efforts to close these channels by mOnItormg loan
concentration, cross-holdmgs, mSlder lendmg, dIVIdend payments, and other flows that mIght mdlcate
leakage However, m the absence of adequate legislatiOn-the Law on Entrepreneurs does not prOVIde
suffiCIent protectlOn for mmonty shareholders--or well developed capItal markets, efforts to
mstitutlOnalize mmonty shareholder protection have been weak Drafts of SecurltIes Laws enVISIon
mrnonty protectIOn ThIS IS likely to become more Important m 1999-2000 If the markets are
established and become operatlOnal PartIcularly m light of all the cash held outSIde formal channels
about 60 percent of broad money IS held outSIde the banks-small mvestments could represent a major
portlOn of the market once established To sustam confidence and momentum, It WIll be essentIal that
the markets proVIde maxImum transparency and protectIOn for mmonty shareholders Effectlve
JudICIal reform WIll also be needed, as WIll a public awareness campaIgn to clearly artIculate the nghts
and responSIbIlities of shareholders, mcludmg mmonty shareholders

• Governance m the bankmg sector IS Improvmg, but It IS still charactenzed bv an absence of actIVe

164 ThIS has been expenenced m the enterpnse sector by many medIUm- and large-scale companIes
that have been pnvatlzed by voucher or by worker andlor management buy-out In most of these cases
management drIves the operatIOn and IS able to control much of the fmancmg m and out of the company
In other cases, as elsewhere m tranSitIOn countries, diluted stakes (frequently from voucher pnvatIzatIOn
and "buy-outs" whIch dId not mvolve cash) have eventually become more concentrated rn the hands of
management Management has purchased these shares at a deep dIscount, partIcularly from low wage
earners durrng dIstressed condItIOns Once established, concentrated pOSItIons dommate mmonty
shareholders, partIcularly If the latter hold dIluted stakes
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mstltutIOnal shareholders and the presence ofa large number of dIluted or paSSive shareholders Even
boards are reported to frequently lack the knowledge or skills to play therr proper role m momtormg
management perfonnance ThiS wIll take years to develop, as wIll general development of a "credit
culture" based on market-based prmciples of fIsk management Infonnatlon IS stIll considered weak
due to maccurate accountmg The mtemal audit function is not yet accustomed to bemg autonomous
or mformmg supervisory boards ofnsks early on Supervisory boards themselves frequently lack the
fIsk management skills needed for long-term fmanclal success m a modem market-based economy
open to competItIon ThiS leaves management m Georgia With sIgmficant power In the real sector,
management m Georgia is generally accustomed to mSlder/connected relatiOns rather than the general
operatmg prmclples of modem management founded on prmcipies of solId fmancIal, operatIOnal and
human capItal management However, there is eVidence that some ofthe hIgher-rated banks are
adaptmg to more market-based standards

• PolICIes and procedures for Improved overslght of bank management by boards are m place m most
banks There are strIcter reportmg requrrements to NBG, and committees establIshed by banks to
reVIew management performance These mclude audIt commIttees, credIt commIttees, and legal
commIttees WhIch review management deCISiOns regardmg the nsks assumed and results generated
However, mfonnatIOnal weaknesses undermme the potential effectIveness of boards and committees
to playa useful mtemal overSIght role In the absence of qualIfied fmancial managers and adequate
mformatIOn, there IS lIttle that supervISOry boards can do to contribute to effectIve corporate
governance on behalf of shareholders However, these boards have a clear mandate for effectIve
overSight, and thiS WIll evolve m the commg years as long as the market develops competitIOn IS
encouraged, and "best practIce" standards are observed withm reason

• There are no apparent restrIctIOns on compensatlOn-salaries and benefits--of bank drrectors,
managers and employees CorrectIve actions mclude lImItmg dIVIdend payments and requrrmg
reduced expenses when banks fall to comply WIth lIqUIdIty capItal, and other regulatIOns As for
NBG, while salaries are not hIgh, payments are generally more regular than elsewhere m the economy
NBG employees receIved a salary mcrease m mld-1998, and therr salarIes are at the upper end ofthe
publIc sector pay scale ThIS may help m the mterIm WIth the buIld-up of an effective corps of
regulators durmg Georgia's transformatIon to an effective commercIal bankmg system

3 4 Non-Bank CompetitIOn There IS currently no real competitIOn for banks In the finanCial
markets aSide from the 800 or so non-bank foreIgn exchange dealers that are also regulated by
NBG There IS a nascent Insurance sector, consistIng of 25 compames active pnmarIly In motor
vehIcle, property, personal aCCIdent, and cargo and landed transport Insurance Life Insurance IS
undeveloped and offered by only one firm Insurance premIUm revenue In 1998 IS estimated to
be less than L 10 mIllIon, or less than L2 per person Banks are not yet actIve In the Insurance
market, although thIS may change as some banks develop retaIl strategies and conSIder the cross
selhng of hfe Insurance and other products With theIr bankIng products At present, most
Insurance IS prOVIded by a handful of compames-one former state company and about five
compames lInked to brokers and reInsurance compames The SeCUrItIes market IS currently
lImIted to government securIties Banks are expected to establIsh brokerages, and Independent
brokerage houses wIll lIkely compete over tIme WIth banks active In thIS market However, for
now, there are no pnvate capItal markets that operate In GeorgIa The state penSIOn system IS
expenSIve relatIve to fiscal resources, accountIng for 17 percent of 1997 budgetary expendIture
ParlIament IS expected to adopt legIslatIOn In late 1998 or early 1999 that WIll enable prIvately
managed penSIOn funds to operate Banks are expected to enter the asset management bUSIness
when pnvately managed penSIOn funds commence operations In Georgia Non-bank pnvate asset
management could serve as a major competitor to banks for saVIngs, although the
"dISIntermedIatIon effect" IS expected to be hmited at best To the contrary, well managed
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penSIOn funds (as subsldlanes of banks) would mcrease savmgs held m banks on a consolIdated
basIs, whIle well managed non-banks would contribute to overall confidence m financIal
mstitutIOns, benefitmg both banks and non-banks GIven low eXIstmg levels of mtermedIatIOn,
addItIOnal savmgs optIOns m formal mstltutIOns are clearly needed m Georgia One
consIderatIOn with regard to non-bank financIal mstitutIOns IS that 31 of GeorgIa's 47 banks have
shares ofless than I percent of household deposIts Thus, usmg thIS as an mdicator, most banks
m GeorgIa are operatmg more as commercIal finance umts than as banks There IS no active
credIt umon movement m rural or urban areas MeanwhIle, on the asset Side, there IS no major
leasmg or factonng operatIOn, although some banks are gettmg mvolved m factonng on a
lImIted baSIS Thus, as undeveloped as the bankmg sector IS, there IS also vIrtually no
competItIOn from non-bank financIal mstitutions at present The greatest competItIon for banks
IS the tendency on the part of the general publIc to keep cash outsIde the banks Score 1+

• There was no recogmzable credl! unzon movement m GeorgIa as of October 1998 There IS apparent
mterest on the part of one or more donors m helpmg to develop credIt umons m rural areas ThIS IS
meant to provIde baSIC safekeepmg for depOSIts and small loans for ItS members GIven the weak state
of Agromdustnalbank, lIkely dIsmterest on the part of the commerCIal banks m the prImary
agrIcultural sector, and the pOSSIble closure of branches m rural areas whIch would leave many
localItIes WIthout any baSIC bankmg servIces, credIt unIOns could potentIally fill some of these gaps
However, there are also nsks assOCIated WIth the establIshment of credIt unIOns These mclude poor
repayment rates for loans m rural areas, the shortage oftramed management, and the lImIted savmgs to
be mobIhzed

• There IS no developed leasmg market m GeorgIa, although some eqUIpment supphers prOVIde costly
loans for the purchase of eqmpment as a result of banks' averSIOn to term credIt There appears to be
demand for leasmg servIces, and growth could be explOIted m hght of constructIOn sector growth and
planned mvestment m mfrastructure However, weaknesses mclude lIqUIdIty constramts faced by
companIes that would be reqmred to servIce leasmg contracts, the unwIllmgness of banks and others to
proVIde long-term fmancmg, the absence of a well developed secondary market for used eqUIpment,
and pOSSIble complIcatIOns arIsmg from the collateralIzatIon of leased eqmpment

• Capital markets actIVIty m GeorgIa IS VIrtually non-eXIstent except for government fmancmg purposes
There are no pubhcly traded eqmties or corporate secunties However, legIslatIOn IS bemg drafted to
mtroduce a securItIes market, hkely to begm m 1999-2000 Draft laws prOVIde for mmonty
shareholder protectIOn, standards for fit and proper management, and gmdelmes for fidUCIary
responsIbIhty It IS antICIpated that a reasonable level of dIsclosure WIll be requrred to attract resources
These efforts are combmed WIth a general conceptuahzatIOn of fundamental mfrastructure
mdependent regulatory structure, central depOSItory, mdependent regIstrars, consolIdatIOn of agreed
ownershIp hsts, custodIal servIces, and clearmg and settlement systems-along WIth trammg for
dealers, Issuers and regulators and a publIc awareness campaIgn It IS enVISIOned that about 90-100
eXIstmg companIes mIght be relatIvely early entrants to the market prOVIded they meet dIsclosure
requrrements and are able to attract financmg These mIght mclude some of the more competItIve
companIes found m growth sectors-bankmg and finance, constructIOn pnvatIzed utIhtIes, consumer
goods dIstrIbutIon-as well as those that currently or potentIally have prospects m areas where
GeorgIa has some demonstrated comparatIve advantage or a tradItIOn of productIon and dIstrIbutIOn,
such as m agro-processmg or certam bUIldmg matenals Banks are expected to compete m the capItal
markets through the establIshment of SUbSIdIary brokerages As legIslatIon IS modeled on ED
DrrectIves WhICh requrre brokerages to have three-tIer capItal reqUIrements to handle clearmg,
settlement and propnetary tradmg, NBG and other regulators WIll need to coordmate effectIvely to
ensure that rrnprudent nsk-takmg and leverage ratios do not work at cross-purposes WIth monetary
ObjectIves Also, as banks WIll enter the market to raIse capItal, obvIOUS rules need to be m place to
prevent mSIder tradmg and other actIVIties that can dIStort market competItIon
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• Georgia has no real pensIOnfund actiVity or pensIOn funds to speak of The closest approxunatIOn IS
the penSiOn system component ofthe state social msurance system,165 most of which IS housed m the
Georgia State Insurance Company, funded by the government through the Social Security Fund, and
regulated by the State Insurance Supervision Service LegislatIOn IS bemg drafted to mtroduce pnvate
pension funds As ofOctober 1998, the draft law had been through Its first readmg m ParlIament The
baSIC tenets of the draft law are to mtroduce profeSSiOnal asset management capacity that IS lIcensed
and supervised, to proVide property protectIon for savers, and to lIcense custodIans Given that penSiOn
expenditure represented 17 percent of 1997 budgetary expendIture, the mtroductiOn of pnvate penSIOn
funds IS Viewed as necessary to rectify fiscal problems166 as well as to prOVide savmgs mstruments to
the publIc for fmanclal sector development and economic growth

• There IS lunlted Insurance activity m Georgia, although a legal and regulatory framework IS
emergmg,167 membership m the InternatiOnal ASSOCiatiOn of Insurance Supervisors IS helpmg to set
standards, the number of firms has mcreased slgmfIcantly smce 1991, and mld-1998 results mdlcate
the sector IS profitable PremIUm revenues for the SIX months of January-June 1998 were L4 I millIon
(about $3 millIon), of which about two thrrds remamed m the msurance companies after transfers to
remsurance frrms 168 With total losses ofLO 6 mIllIon, thiS left the msurance companies With "gross
profits" of L2 2 mIllIon to cover operatmg expenses and taxes, and to buIld up reserves WhIle
profitable, premIUms are clearly small, averagmg only LO 3 million on an annualIzed baSIS per
company 169 AnnualIzed gross profits per company would be LO 2 mIllIon 170 PremIUms are lImited by
the small scale of busmess operations m Georgia, the absence of relIable actuarial data, and the lunlted
lIqUidIty of msurance frrms themselves to cover damage clauns Most actIVity IS ill auto (38 percent), 171
property (18 percent),172 personal aCCident (16 percent), cargo (9 percent), and landed transport (6
percent) Life msurance only accounted for 3 percent ThiS IS undeveloped as a sector, and only the
Georgia State Insurance Company offers lIfe msurance Georgia has an Insurance CommissiOn which
IS responSible for regulatmg the mdustry To date, there are 25 companIes (and brokerages) operatmg
m the msurance market, as compared With about five m 1991 Only one-Krtsamsl, the fourth largest
ill terms of frrst half 1998 premIUm revenue and active only m the casualty market-may have a
pOSSible lInk to a bank 173 The two largest firms m premIUm revenue are Aldagl and the GeorgIa State
Insurance Company, the latter of which IS a carryover from the SOVIet penod that has been
transformed mto a Jomt stock company These two firms accounted for nearly half of premIUm
revenues through June 30, 1998 Almost all 25 firms are mvolved m the mandatory vehicle msurance
market After that, frrms are generally active m no more than seven msurance sub-markets, With many

16< In 1996, thiS extrabudgetary fund was m defiCit However, m 1997, the Fund ran a surplus
PenSiOn expenditure was L67 mIllIon m 1996 and L166 millIon m 1997, or 91 3 percent and 80 1 percent
of SOCial Secunty Fund revenues m each of those years
166 In addItiOn to bemg a major expenditure Item, 30-40 percent oftotal tax arrears ill 1997 denved
from arrears on payments mto the Pension Fund This was eqUivalent to 0 9 percent of GDP
167 SIX laws or codes were mtroduced m 1996-97 pertammg to air traffic, medIcal msurance, marme
transport and transport ownershIp, as well as sections ofthe CIVil code and mtroductiOn ofthe Law of
Georgia on Insurance These were followed by establIshment of the State Insurance SupervlSlon Service
whIch IS m charge of lIcensmg, and momtonng premIUm rates and reserve levels of msurance companies
168 SIX Georgian msurance firms were actIve m the remsurance market m the first half of 1998-
Aldagl, GeorgIan Insurance, Krtsanlsl Imedd Kartl and Tlbgarantl
169 There are 25 companIes Mid-year premIUm revenue was L4,098 321 Thus, L4,098,321 X2 =

L8,196,642 L8,196,642/25 = L327,866
170 L2,241,479 X2 = L4,482,958 L4,482,958/25 = L179,318
171 ThiS IS mandatory msurance for transport owners, and applIes to all motor vehicles
172 This IS pnmarIly for enterpnses, but also for households Household coverage IS prOVided almost
exclUSively by the Georgia State Insurance Company
173 In general, banks have not yet entered the msurance market
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focusmg on only one or a few mche areas Many have lmks to West European msurance mstitutIOns 174
A new Insurance Law was adopted m 1997 requrrmg but without specifymg mmnnum capital
requirements, solvency ratIOs, mvestment gUIdelines, and other features of modern Insurance
legislatIOn However, whIle the Law resembles ED Insurance legislatiOn In many topical areas, It
leaves specifics for mmnnum capital,175 allocatIOn and Investment of reserves and funds, and other
fmancial management gUidehnes to the discretiOn of the regulatory body without speclfymg what
these mmnnum standards should be There are also no provIsions separatmg lIfe and non-hfe
activities To modernIze legIslatIOn further, revised or amended legIslatiOn WIll lIkely need to prOVIde
gUldelmes for more speCIfic solvency and hqUldity requirements, mvestment rules for proceeds
collected, consumer protectiOn rules to reduce the III effects ofasymmetrIC infOrmatIOn, and gUldelmes
for separate hfe and non-lIfe actiVIties It IS enVISIOned that the current regulatory commISSIOn will also
playa role In overseemg pnvately managed penSIOn funds ThIS falls under ItS "state SOCIal msurance"
responsIbIhties whIch mclude the penSIon system and dlsabllIty msurance

These mclude the Lloyds syndicate, SWISS Re, Marsh & McLennan, Coloma and Generah
For mstance, mmlIDum capItal IS currently L30,OOO-L60,OOO The commISSIon has stated that thIS

IS lIkely to Increase to at least L500,OOO The commISSIOn IS studying developments m the bankmg sector
to determme the effects oflow-cost hcensmg polIcy, varIOUS forms ofhqUldatIOn and approaches to
consohdatIOn, the subsequent tightening of standards, and the effects these developments have on publIc
confidence In the msurance sector
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS The
GeorgIan bankmg system has been engaged m a three-year restructunng exerCIse focused on
strengthenmg capItal, Improvmg asset quahty, developmg management and nsk management
capacIty, generatmg and retammg earnmgs for sustamed growth, momtormg and managmg
hqUIdity m support of stable monetary and exchange rate pohcy, Improvmg the operatmg
enVIronment for financial mstitutIOns and the publIc as well as regulatory authontIes, mcreasmg
transparency and dIsclosure m support ofmarket development, and buIldmg a system m WhICh
sensItlVlty to market nsk can be managed as GeorgIa pursues a polIcy of lIberalIzatIOn and
mtegration WIth the global economy These reforms have mvolved changes m legIslatIOn and
regulatIOn, movement towards effectIve pnvatizatIOn, and a perIod of temporary admimstratIOn
for some banks whIle others have been decertIfied due to finanCial, managenal and operatIOnal
weaknesses Results have been encouragmg as the system has consolIdated to more manageable
levels, mcentives have been restructured, and market dIsCIplIne has begun to take hold WhIle
the job IS far from complete, the last three years have shown constructIve progress m the
dIrectIOn of safety, soundness, and underlymg stabIlIty Nevertheless, severe weaknesses remam
Banks stIll have a narrow fundmg base due to a lack of publIc confidence HypermflatIOn erased
the value ofsavmgs Subsequent mSIder lendmg and "self-lIqUidatIOn" of banks led to abuses
that provIded no protectIOn to remammg deposIts Tax mqumes and the nght to block accounts
further undermme mcentives to place depOSits With the banks These uncertamties are lIkely to
perSIst for the next year or two as the weaker banks fall to reach mmimum capItal targets In the
absence of other fundmg sources, earnmg assets are lImIted, partIcularly durmg a perIod of tIght
monetary pohcy ThIS perpetuates a hIgh net spread scenarIO whIch makes borrowmg costly, and
whIch raIses the nsk of non-performance m the event of maccurate credIt nsk analySIS or
unforeseen events Some of thIS IS aggravated by weak or madequate mformatIOn whIch makes it
dIfficult to proVIde financmg to borrowers on a cash flow baSIS InformatIOn defiCIenCies mclude
frequent omISSIOn of deferred habIlItIes from reported mformatIOn, major discrepancies m tax
and finanCIal depreCiatIOn schedules, and overvalued collateral Consequently, banks
collaterahze theIr exposures three-five tImes, and generally only accept gold, mventorIes, and
apartments When collateral IS called, a weak JUdICIary WIthout a long standmg traditIOn of
commercIal law, practice and precedent makes It tIme-consummg and costly for banks to
repossess other assets although some progress has been noted m the last year or so Because of
the rIsks mvolved, the narrowness of the resource base, and the weaknesses of the legal
framework, banks are generally unwIlhng to lend for more than a few months at a tIme When
they do, these are frequently by usmg "other funds" whIch represent momes prOVIded by donors
for lendmg on a "term" baSIS, generally up to one year A tradItion of patronage works agamst
finanCial discIplme Only a fractIOn of Georgia's banks appear hkely to make the tranSItIOn to
market-based bankmg WIth suffiCIent resources at theIr disposal to be meanmgful mtermedIanes
m the economy MeanwhIle, because of reforms, the hIgher rated banks appear to have scaled
back theIr exposures and begun to manage them for ongomg growth ThIS presents the
appearance of relatIvely low levels of competItion despite a comparatIvely large number of
mstitutIOns As the system progresses, new rIsks WIll be mtroduced 176 ThIS WIll be partIcularly
true as GeorgIa evolves m a umversal bankmg manner As It does, nsk management practices
WIll need to develop accordmgly such that cross-sectoral and cross-border rIsks do not converge
to spread systemIC rIsk m a manner that undermmes finanCIal sector and monetary stabIhty In

176 Strong pomts for hIgher rated banks are reported to be lIDproved credit analySIS, transfer servIces,
and management of foreIgn exchange earnmgs Weaknesses for these and other banks are reported to be m
non-Iendmg actIVItIes (apart from transfers) due to a lack of expenence and tradItIOn
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addItIOn to the wIde range of core bankmg nsks, enhanced nsk management capacIty WIll also
reqUIre accurate and tImely mformatIOn flows, effectIve coordmatIOn among bankmg, SeCUrItIes,
msurance, and penSIOn fund regulators, effective coordmatIOn of regulators wIth market players,
and development of mdependent market mfrastructure to bUIld and preserve publIc confidence m
the safe functIOnmg of mstitutIons and markets Georgia has made good progress m the last three
years, but 1t stIll has several more years to go before markets functIOn WIth the kmd of breadth
and depth needed for a modem finanCIal sector Score 2-

41 CapIta/Adequacy CapItal m the GeorgIan bankmg system approxImated 25 percent of total
assets at August 1, 1998-at the time, shareholders' eqUIty was 26 8 percent of thIS measure,
whIle retamed earnmgs accounted for negative 1 7 percent These figures reflect a system-wIde
dechne m 1998-at January 1, 1998, eqUIty was 28 1 percent oftotal assets177 and retamed
earnmgs were only a negatIve 0 1 percent 178 Over the last three years, capItal m the bankmg
system has been strengthened ThIS has occurred smce monetary polIcy was tIghtened m 1995
as new prudential norms were mtroduced, as nonperformmg loans were wntten off and
henceforth recogmzed In a tImely manner, and as NBG has reqUIred mcreases In mmimum
capItal WhIle rIsk weIghts by asset and other categorIes have not been the same as BIS
standards,179 management and regulatory standards for capItal appear to have been conservatIve
and prudent More Importantly, management practices appear to be more mime WIth Basle
recommended standards than before, and NBG has demonstrated a wIllmgness to Increase rIsk
measures to account for underlymg market weaknesses As of August 1, 1998, 11 of GeorgIa's
47 banks had what appeared to be satIsfactory ratmgs for capItal 180 Together, these 11 banks
accounted for 43 percent of capItal However, thIS also reflects poorly on the 36 banks whose
capItal was rated "3" or below, raIsmg a more systemIC Issue of capItal qualIty as these banks
account for 57 percent of total capItal, and pomtmg to the need for consohdatIOn GIven that less
than 10 percent total capItal to assets and less than 8 percent TIer I capItal to assets constItutes a
ratmg of"3" or below, It IS very hkely that m many cases, one or two transactIOns or loans that
fall to perform could severely damage the finanCIal pOSItIOn of a bank, just as an untimely major
WIthdrawal from "other funds" or depOSIts could JeopardIze a bank's lIqUIdIty Nearly half of all
banks have reported negatIve retamed earnmgs m 1998 In some cases, the combmatIOn of
hmited eqUIty and negatIve earnmgs IS lIkely to mdicate techmcal msolvency, or a bank that IS
on the verge offallure Twenty-five banks were reported to be m weak or faIlmg condItIOn at
August 1, 1998 Overall, GeorgIan banks are very small by global standards, and mimmum
capItal figures reflect thIS UntIl capItal IS sIgmficantly Increased, It WIll be dIfficult for banks to
playa meanmgful mtermediary role Further, m hght of structural fundmg weaknesses-low
levels of depOSIts, absence of capItal markets-banks are dependent on earnmgs and pnvate
mjections for capItal mcreases Bank.s WIll need to generate and fully retam earnmgs for capItal
growth m the near term, a task. made all the more dIfficult m I1ght of the small earnmg asset base
of the banks and the limIted array of servIces that are fee-generatmg WhIle capItal may be
adequate for some of the hIgher rated banks, VIrtually all banks appear to be vulnerable to an
erOSIon of theIr capItal pOSItIons due to the small SIze of theIr portfolIos and operatIOns These
weak capItal pOSItions are also not I1kely to be strengthened any tIme soon from major new cash

177 L95,696,195/L340,972 512 = 28 07 percent
178 NegatIve L222,585/L340,972,512 = -00 07 percent
179 New gUIdelInes mtroduced m late 1998 are bnngmg nsk weIghts more mto lme WIth BIS
recommendatIOns
180 , 1" or "2' by GeorgIa s CAMEL standards
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mJections unless EBRD, IFC and/or other donors arrange for mvestment m the stronger
mstltutlons The banks have generally been prIvatIzed Some of the better performmg banks may
be able to raIse eqUIty on the SeCUrItIes market when It becomes operatIOnal m the next one to
two years It IS unlIkely that prIme-rated banks would make a dIrect mvestment mto any eXIstIng
banks, although they may do so for the same reasons JOInt venture banks have formed-exIstmg
market presence, market knowledge and mtellIgence, relatIvely low cost as opposed to start-up
operatIOns, and a clear role for strategIc Investment at the firm level Score 2-

• The methodology for calculatmg capItal adequacy ratlOs IS movmg mcreasmgly towards BIS
gUldelmes RIsk weIghts have generally been 100 percent across the board smce 1995 However, m
1999, GeorgIa IS movmg towards a more varIed approach to nsk weIghts MeanwhIle, accordmg to the
new formulas, capItal adequacy ratIOS (CARs) are bemg raIsed MmImUffi TIer I capItal WIll nse from
8 percent unadjusted to 12 percent on a rIsk-adJusted baSIS MmImum CAR-TIer I plus TIer II-WIll
mcrease from 10 percent unadjusted to 15 percent on a nsk-adJusted baSIS These figures mclude a 2
percent general reserve for market rIsk In some cases, GeorgIa's rules have been strIcter than found m
other enVIronments, mcludmg for Items such as holdmgs of government secuntles that have been zero
nsk-weighted m other markets Bank mvestments mother mstitutions have generally been excluded
from (Tier II) capItal Thus, m some cases, GeorgIa's standards have been strIcter than Basle
standards ThIS IS actually conSIstent WIth BIS recommendatIOns consldermg that Bas1e gUldelmes
have tended to represent mmlffium standards for more advanced economIes,181 a category to whIch
GeorgIa currently aspIres

• Mmimum capItal remams relatIvely low As of end 1998, mmImUffi capItal WIll be reqUIred to be Ll
mIllIon m Larl cash, nsmg mcrementally by L1 mIllIon each half year to a mmImUffi L5 mIllIon by
end 2000 Accordmg to the NBG decree on mmImum capItal, any bank not m complIance WIll be
fmed 05 percent of the outstandmg amount on a dally baSIS If the VIOlatIOn exceeds 30 days, NEG
WIll revoke the bank's lIcense As oflate 1997, only four banks had eqUIty m excess ofL5 mIllIon, and
one of these four was m weak finanCIal condItIOn 182 The pOSItIve SIde IS that mmImUffi capItal was
only LO 2 mIllIon at end 1997 Several banks were expected to be able to achIeve mmImum capItal
requIrements by generatmg and retammg suffiCIent eammgs, although thIS assessment IS subject to the
degree of exposure several of the hIgher rated banks actually have to loans, guarantees and other nsky
exposures to companIes dependent on trade WIth RUSSIa In the absence of prIme-rated mvestment, It
appears there wIll be enough banks to nurture a competItIve bankmg system whIle also leadmg to
some consolIdatIOn However, mmlffium capItal reqUIrements are stIll very small by global standards
SIgmficantly hIgher levels of capItal wIll be needed for the kmds of servIces that make banks
competItIve, such as mvestment m mformatIOn systems as nsk management becomes more complex,
market research, corporate fmance capabIlItIes and mtemal controls as the system develops and opens
up to further competItIOn

• In terms of solvency, most ofGeorgIa's 47 banks appear to be solvent although many may be vergmg
on the bnnk of msolvency Only Ivertbank had clear negatIve net worth from the August 1, 1998
fmancIaI figures Total shareholder eqUIty as of August 1, 1998 was Ll16 mIllIon (about $86 5
mIllIon),183 or L2 5 mIllIon ($1 8 milhonY 84 per bank Among the 2" and "3 ' rated banks capItal was

18l More recently, the Hasle CommIttee has placed mcreasmg emphaSIS on the aSSIgnment of more
conservative nsk weIghts In emergIng, tranSitIOn, developIng and other country bankIng systems where
InfOrmatIOn, transparency and governance are perceIved to be weak and where market rIsks are perceIved
to be greater
182 These were Umted GeorgIan Bank, Bank of GeorgIa, Rossyski Credit-Cartu and Batumi Bank
However, m the case of Batumi Bank, there are questIons about the adequacy of ItS capItal Retamed
eammgs are hIghly negatIve, and It IS not among the banks rated "2" or "3" by NBG
18, Ll15,952,350/1 34 = $86,531,605
184 L2,467,071/1 34 = $1,841,098
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L88 5 millIon ($66 1 mIlhon), or L4 0 milhon ($3 0 milhon) per bank 185 Thus, these 22 banks account
for more than 81 percent of total bank capItal as of August 1, 1998 186 MeanwhIle, the 25 banks WIth
ratmgs below "3" appear to need correctlVe actlOn at a mmlmum ThIS does not automatically equate
WIth msolvency, but It hkely means that these banks are below requrred CARs, and that asset qualIty,
earnmgs and lIqUldIty are weak or Imparred Even If therr fmancial condItlOn IS not qUlte so drre, It IS
also possIble that management does not have the capacIty to IdentIfy and evaluate nsks early enough
to prevent therr banks from becommg senously lmparred As GeorgIa moves towards lAS, It can be
expected that other banks WIll fail to meet capital reqUIrements However, part of thIS potentIal IS
mItIgated by NBG's StrIct loan loss provislOnmg and wnte-offpohcles Unlike other countrIes where
the overhang of bad debt still raIses questlOns about balance sheet values, GeorgIa's banks were
reqUlred to wnte off nonperformmg loans m 1996 Smce then, delmquencies have been proVIsIoned
conservatIvely, and rollovers have been fully reserved after SIX months Loans not servICed or repaId
after SIX months of the due date are wntten off, accompanIed by full mcome reversal

• GeorgIa has fared poorly m attractmg prlme-rated mvestment mto the country's bankmg sector ThIS
has less to do WIth Its laws and regulatlOns-GeorgIa has very open trade and mvestment polIcIes
and more to do With the small scale of ItS economy, the nsks associated WIth the reglOn, an absence of
macroeconomIC stabIlIty untIl two years ago, current concerns about macroeconomIC and reglOnal
stabIlIty gomg forward, and problems assocIated WIth corruptIOn ForeIgn ownershIp (mcludmgJomt
venture banks even where the foreIgn partner may be a mmonty shareholder) now accounts for 20
percent ofbankmg system assets and 33 5 percent of capItal as of August 1, 1998 However, much of
thIS IS due to the pOSItIon ofRossyski Credit-Cartu Apart from thIS bank, there IS lrrmted foreIgn
mvestment Several banks are hopmg that EBRD and pOSSIbly IFC WIll mvest EBRD has mvested m
Black Sea Bank along WIth Bank ofGreece Other combmatlOns are thought to be pOSSIble

42 Asset Quallty Asset qualIty appeared to be Improvmg as a result of bankmg sector
restructunng, at least untIl recently As WIth the other cntIcal mdIcators, these pOSItIons are
subject to reVIew after the finanCIal fallout m RUSSIa m the latter part of 1998 However, as of
August 1, 1998, 10 of GeorgIa's 47 banks had asset qualIty ratmgs of "2", mdIcatmg generally
satIsfactory asset management These banks accounted for 45 percent of total assets Thus, banks
WIth about 55 percent of total assets have ratmgs of"3" or below for asset qualIty ConsIdermg
that about one thIrd of bankmg system assets are m lIqUId form-eash, reserves, foreIgn
currency and correspondent accounts, receIvables, government secuntIes-thIs means that about
80 percent of the loans, fixed and other assets of Georgia's weaker 37 banks are ofuncertam
qualIty and value 187 ThIS does not bode well for the system, and partly explams why about half
the banks m eXIstence may not survIve m the next two to three years As about half of assets are
m the form of credIt, It appears that credIt IS now bemg managed more carefully by the better
managed banks-requests are usually turned down unless adequate mformatIOn and collateral
from the borrower are prOVIded ThIS may be more a functIon of resource scarCIty than credIt
management prowess, partIcularly as reserve and capItal adequacy reqUIrements are tIghtened
However, the trend IS stIll unmIstakably towards mcreased prudence compared to a few years
ago Problems of asset valuatIOn have been partIally mItIgated by a more stable (albeIt fragIle)

185 CapItal for these barIks totaled L88 510,490 At an exchange rate of L 1 34 $1, thIS becomes
$66,052,604 The latter figure spread across 22 banks becomes $3,002,391
186 L88,510,490/LI08,696,952 = 8143 percent
187 "LIqUld assets"--eash and receIvables-and government secunties account for 33 percent of total
assets Thus, the balance of assets, or 67 percent, conSIst ofloans, fixed assets and other assets lfbanks
rated "3" or below m asset qualIty hold 55 percent of total assets, thIS means that the major problem WIth
therr asset qualIty IS likely to be m the loan portfoho and value of fixed assets Thus, 55/67 = 82 09
percent
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macroeconomic environment Fixed assets account for only 19 percent of total assets
Meanwhile, partly due to pressure from NBG, banks have about 29 percent of their total assets m
hqmd assets-eash and reserves-and another 3 percent m marketable seCUrIties which are also
generally readily hqmd Thus, m terms of asset quality, most of the focus IS on underlymg credit
rIsk, and the ability of banks to manage those rIsks Given the short-term nature of most
lendmg-generally not m excess of three months-eombmed with fairly striCt rules by NBG on
provlSlonmg, wrIte-offs and mcome reversals, asset quality appears to be satisfactory among the
"2"-rated banks However, across the board, banks appear to have limited resources at their
disposal to take on slgmficant exposures Because most banks are small, even high quality assets
are not of suffiCient volume to generate the earnmgs reqmred for these banks to become
sufficiently capitalized Meanwhile, despite restrictiOns on bank lendmg to affiliates and other
parties, such restrictiOns have not always been effective m contammg credit rIsk It remams to be
seen If the recent problems m RUSSia will hurt some of the banks due to their exposure to
affiliates and/or traditiOnal borrowers In some cases loans have been collateralized by assets
that have limited or no effective market value For thiS reason, It IS not uncommon for banks to
demand three to five times the face value of the loan m collateral Here, too, there are rIsks
regardmg ultimate collectiOn due to weaknesses m the legal framework Score 2-

• Georgia's regulations address large exposures connected/relatedparty/mszder lendmg nonperformmg
loans mterest accruals, provzslOmng and exposure lzmzts m a manner that has helped to rem m nsky
lendmg It remams to be seen If banks are actually complymg With requrrements The recent cnsls m
RUSSia may be tellmg m determmmg the degree to which banks are truly exerclsmg cautIOn At least
one of the higher rated banks was thought to have a high level of exposure to RussIa, and It IS fully
possIble that other banks' portfolios have lIkeWise expenenced adverse effects smce August
September, 1998 Even pnor to the GKO cnsls m August 1998, banks' retamed earnmgs were
mcreasmgly negatIve throughout 1998 WhIle thIS reflects earnmgs, these flows are based on the
underlymg quality of assets and effiCiency of bank operatIons combmed WIth the fee-generatmg
servIces proVIded A negative trend would suggest problems m one or more of these areas, and If so,
possIble questIons about the underlymg quality of assets In the absence of a volummous secuntles
market, banks have had to pay partIcular attentIon to credIt quality Some banks appear to have been
effectIve m makmg good loans, momtonng performance, mamtammg useful records, dlverslfymg
portfolios m a prudent manner, and generatmg earnmgs m the process At a mmImum, most banks
appear to be makmg progress, prompted largely by NBG and ItS supervisory focus on collectIons,
charge-offs, concentratIOns, and general admmlstratlve review of portfolio quality Retummg back to
the use of retamed earnmgs m 1998 as one mdlcator of asset quality and progress With regard to credIt
nsk, 27 of 47 banks had positive retamed earnmgs as of August 1, 1998 However, given the
tIghtenmg of regulations m late 1998, banks will need to Improve on therr asset management Many
banks stIll appear to need strengthenmg m credit rIsk assessment, loan follow-up (once dIsbursements
have been made), and momtormg of loan covenant compliance, largely due to the short-term nature of
most lendmg 188 NBG mspectlOn gUIdelmes are focused on banks' loan poliCies, admmistratlOn, and
collectIOn efforts, and the higher rated banks have demonstrated effectiveness m thIS regard However,
25 of 47 banks are rated below "3" on a compOSIte baSIS, and thus do not appear to have yet
demonstrated acceptable effectiveness m thIS regard Only 10 banks receIved a satIsfactory "2" ratmg
m terms of asset quahty Thus most banks were thought to have unsatisfactory asset quality as of
August 1 1998, and thiS number may have dImmiShed further after the GKO CrISIS m RUSSIa

Properly mamtamed loan/credIt files are difficult to mstItutlOnalIze when these practIces hardly
eXIsted before WhIle rollovers and mterest capItalIzatIOn schemes are m eVIdence, NBG IS mamtammg a
StrICt POSitIon on these Issues to reduce their potential adverse Impact on overall portfolIo quality m the
GeorgIan bankmg system
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• Tax treatment for loan loss provlszonmg IS consistent with mtematlOnal practices-specific loan losses
are tax deductible, but general loan losses are not-provldmg a fmanclal mcentlve for early
recogmtlon and a more realIstiC picture of asset qualIty An effort was made to wnte off
nonperformmg assets of the banks' portfolIos m 1996 Current regulatory practices are focused on
early recogmtlOn of delmquencles and correspondmg provIsIOns This mcludes provlslOnmg for losses
wlthm 90 days after commg due, and wntmg off these assets With full mcome reversal wlthm SIX
months WhIle the August 27, 1996 decree proVides a nsk-welghtmg and provlslOnmg schedule for
270 days or more, few loans are extended for penods of greater than three months apart from donor
funded loans Thus, m practice, NBG requITes that banks mamtam reserves for de facto "prolonged"
loans that are rolled over This rollover schedule requITes reserves of 20-40 percent for three-month
extensions, 50-70 percent for four months, and 100 percent after SIX months NEG exammers are
empowered to wnte off these loans If they are perceived to be nonperformmg ThIS provIdes a vehicle
for early detection of non-performance and reserved positIOns agamst bad assets Meanwhile, wnteoffs
are not forgiven Borrowers are still held accountable for debt service and prmclpal repayment even If
the bank has wntten off the asset 189 NBG IS also makmg further adjustments m ItS reqUIrements to
reduce total mSlder lendmg from 50 percent to 25 percent oftotal pald-m capItal as of January 1, 1999
While these pOSItIOns Will not guarantee asset qualIty, they provide mcentlves for banks to be prudent
m managmg theIr exposures

43 Management GeorgIa's banks are generally vIewed to be weak m terms of governance and
management ThIS observatIOn IS based on the NBG ratmgs ofbanks-36 of 47 had management
ratmgs of"3" or below as of August 1, 1998, and only one bank had a ratmg of"1" As NBG
places a hIgh degree of correlatIOn on financIal performance and management capacIty,190 It IS
very possIble that the financIal results of a number banks m the latter part of 1998 mIght lead to
a downgradmg of these management ratmgs More Importantly, while some banks show
reasonably strong management and governance, most do not On the pOSItive SIde, banks have
benefited from and made effectIve use of much of the trammg that has been provided However,
rIsk management skIlls remam fundamental and hmited Most rIsks m the bankmg system to
date have focused on baSIC credIt rIsk, hqUIdity rIsk, and as demonstrated from August 1998 on,
cross-border rIsk Persistent corruptIOn and lack of confidence pomt to general systemIC
weaknesses and senSItIVIty to market rIsk Some of the other kmds of rIsk that have hampered
bankmg systems m the regIOn and elsewhere-rapId portfoho movements, open foreIgn
exchange POSItIons, hIghly mIsmatched portfohos WIth unsound prIcmg features-have not been
too much of a factor m GeorgIa, although they could m the future when the capItal markets
develop Generally, the banks appear to have followed reasonably cautIOUS and prudent asset
habIhty management-prudential gUIdehnes have recommendedl91 long-term assets be hmlted
to 100 percent of long-term habIhtles, and current assets be hmited to 100 percent of current
hablhties Open foreIgn exchange pOSItIons were kept withm reasonable bounds dUrIng a penod
m whIch the Lan held ItS value agamst the dollar (until recently) and apprecIated m real terms
agamst other regIOnal currenCIes The challenges m GeorgIa appear to be more fundamental m
terms ofunderlymg asset quahty and weaknesses m general fundmg (e g, mstruments, depth)
Off-balance sheet contmgencles (e g, trade finance guarantees) could also be a problem,
partIcularly WIth regard to exposure to RUSSIa The combmatIOn of credIt, lIqUidIty and cross
border rIsk heIghten the nsk ofvolatIhty, which only undermmes confidence With two thIrds of

189 These are transferred to banks' off-balance sheet accounts for a penod of up to five years
190 NBG mspectlon procedures mclude well artIculated gUldelmes for the assessment ofmanagement
However, thiS IS generally viewed as the area where bankmg supervision has the weakest sense of capacIty
m tranSItion countrIes when evaluatmg a bank accordmg to a CAMEL framework
191 These are not mandatory
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money held outsIde the banks and no more than about $2 4 milhon m portfoho mvestment
reported (m government secuntIes) m 1997, the banks are partly msulated from major regIonal
or global shocks However, because the economy IS still so fragtle and confidence so hmlted,
any negatIve development can pomt to some measure of senSItivIty m the bankmg system Over
tIme, bank boards and managers wIll need to become better eqUIpped at momtormg for and
managmg the varied portfoho, matunty, exchange rate and pncmg nsks assocIated WIth more
developed bankmg markets Boards will need to play their cntIcal governance roles based on
more effectIve mternal audit functIons ThiS wIll reqUIre Improved standards of mternal
oversIght based on proper utlhzatIOn of mformatIOn to momtor SUItable strategic plans that meet

the return reqUIrements of shareholders under more competitive market conditIOns ThiS will

also requIre a firm commitment to comphance With laws and regulations NBG has done a great
deal to mtroduce these pnnclples mto the sector and to make them operatIOnal VIrtually every
major gUldelme proVIded by NBG to the bankmg system places the onus of performance and
comphance on boards and management Thus, NBG has already begun the work of mtroducmg
mcentIves (pOSItIve and negative) for banks to develop systems, procedures and controls for
safety and soundness m the bankmg system Score 2-

• GeorgIan banks have made progress m Improvmg management capaCIty, systems and controls m
recent years These changes have resulted from tIghtened resource aVailabIlIty smce 1995-96, proddmg
by NBG, and recogmtiOn of the need for better resource management for a Viable bankmg system
under market condItIOns As of August 1, 1998, NBG' s management ratmgs mcluded one bank rated
"1" and another 10 banks rated "2" (all satisfactory) Together, these 11 banks accounted for 46
percent of total assets Another eIght banks were rated "3" (less than satIsfactory), whl1e about 28
banks demonstrated poor scores 192 These ratmgs are aSSigned agamst a senes of conSIderatiOns WhICh
look at complIance WIth laws and regulatIOns, the competence of supervISOry boards, the complIance
of bank management WIth the mternal polICIes governmg the bank, the adequacy of strategIC plannmg,
and the adequacy of mformatIOn systems Generally, banks rated" 1" or "2" represent knowledgeable
management teams WIth actIve and competent supervISOry boards Pollees are sound, and performance
reflects complIance Where there IS non-complIance these VIOlatIons are detected early on and
corrected Boards also demonstrate prudent and profeSSiOnal oversIght of management on a contmuous
baSIS, WIth at least annual submISSIOns by management of new or reVIsed strategIC plans to the
supervISOry board for reVIew Management demonstrates capaCIty to produce Viable strategIC plans
withm prudent nsk tolerances, to lffiplement them WIth the support of the board, and to alter course
when endorsed by the board

• GeorgIan banks w111 face a senes of market and bankmg nsks over the next several years From a
macroeconomIC standpomt, GeorgIa has regIstered success m brmgmg down mflatIOn rates through a
discIplmed monetary pohcy However, whIle the fiscal defiCIt has declmed, ItS revenue flow IS low
ThIS WIll put lffiphclt pressure on monetary polIcy, whIch WIll keep real borrowmg rates hIgh and
costly for the real sector Such pressure wIllllkely keep matunties short, weakenmg the resource base
for needed term mvestment ThIS mIght prompt banks to raIse rates paId on depOSIts, although thIS WIll
raIse the nsk of declmmg margms and earnmgs at a tlffie when the system IS expenencmg negatIve
eammgs and when even the comparatIvely good banks have weak capItal for growth Such structural
weaknesses may thus add to the rIsk that some mstitutions WIll eIther advertIse Imprudently hIgh rates
paid on depOSIt mstruments AlternatIvely, some banks could take on excess rIsk on the asset SIde m
the hopes of generatmg mcreased mterest earnmgs A deprecIatmg Larl WIll add to concerns about a

192 Banks WIth compOSIte ratmgs of "4" or 5 -generally poor or dIsmal scores-are not publIshed
Thus, It IS pOSSIble that some ofthe banks whose ratmgs are not publIshed actually have "3" or hIgher
management scores However, thIS IS not lIkely m most cases Consequently, the number of banks WIth
unacceptable management ratmgs IS thought to apprOXImate 36, or about three quarters of all banks m
GeorgIa
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resumption of mflatlOn, and prompt mcreased dollanzatlOn-both m the banks as well as outsIde Such
underlymg weaknesses may narrow the base of prospectIve customers the banks have, partIcularly if
NBG contmues to enforce prudentIal regulatlOns wIth regard to mSIder lendmg, concentratIons, and
provlslonmg/reserves The negatIve earnmgs trend m 1998 as measured by retamed earnmgs flows
mdicates that fundamental credit, lIqUIdIty and market nsks remam embedded m the system Few
banks appear to have been able to demonstrate the managenal, fmanclal and operatlOnal competence
needed to compete under market conditlOns In additlOn to Improved credIt management, fee mcome
generatmg capaCity IS relatIvely lImIted m GeorgIa It is logIcal that banks wIll attempt to mcrease
earnmgs WIthOut exposmg theIr balance sheets to additlOnal nsk ThiS WIll lead to pOSSIbly rIsky
behavlOr m terms of off-balance sheet contmgencIes, and factormg and syndIcatlOn schemes Some
banks are begmnmg to develop retaIl bankmg strategIes WIth the mtroductIOn of debit and credIt cards
and mternet bankmg These are lIkely to focus mItially on hIgher mcome mdlVIduals Over tIme,
mcreased competItlOn wIll broaden the base of coverage and reduce some of the costs/fees assocIated
WIth such services ThIS, m turn, may also lead to banks provldmg more mstallment fmancmg While
lucratIve m many markets, mstallment fmancmg frequently IS characterIzed by high levels of
delmquencies that become partIcularly problematIC when economies slow WhIle not a current nsk,
bank management wIll need to be mmdful of these rIsks when these credIt markets become more
competItIve Another Issue regardmg offermgs at the retaIl level wIll be the partIcIpatIon of banks m
msurance and pensIOn fund management Banks wIll need to demonstrate proper fidUCIary, custodIal
and reportmg systems to be true safe keepers of CItIzens' savmgs UnethIcal and Illegal behaVIOr m
these areas wIll damage whatever strIdes the bankmg system has made m restormg confidence On the
cost sIde, many banks are reputed to have hIgh eXIstmg cost structures-Ill-sUIted personnel, slow
processes, depreCIated mvestrnent m new systems-and thIS may have contrIbuted to some of the
negatIve earnmgs reported by many banks Such costs represent a twofold challenge-the need to
replace some of the eXlstmg personnel combmed WIth the need to mvest m hardware, eqUIpment, new
personnel and systems for future competItIveness and a broader array of servIces Puttmg off these
declSlons delays the abIlIty of some banks to compete, raIsmg the rIsk that theIr solvency and lIquidity
problems wIll deepen GeorgIa is fortunate to have wntten off old stocks of nonperformmg assets, and
to have m place prudentIal reqUIrements for early recogllltlOn of problem assets ThIS Will reduce the
future cost of any consolIdatlOn that may occur m the sector However, a contmued reductIon m banks
may contmue to undermme confidence m the mterlID, makmg it more difficult for banks to obtam
needed addItIOnal fundmg Even the largest GeorgIan banks "post-consolIdatIOn" are not lIkely to be
particularly large MeanwhIle, GeorgIa WIll need to attract pnme-rated foreIgn banks to accelerate
bankmg system modernIzatIOn while bemg cautIous about the market entry of foreIgn banks WhICh
themselves lack prIme ratmgs or come from countries whose supervISOry framework IS uncertam In
the absence of purely market-based mvestrnent, EBRD and IFC can playa constructIve "bridge" role
m brmgmg m strategiC mvestors

• As elsewhere around the world, bank boards and management will need to contmuously adjust theIr
nsk-takmg strategies based on sound and tImely mformatIOn ThiS Will requIre ongomg development
and modernIzatIOn of mformation systems for nsk management purposes GeorgIa is at the begmnmg
of the process, spurred on by NBG through itS enforcement of prudentIal regulatIOns As an mdicatlOn,
a new chart of accounts that IS compatIble WIth lAS WIll become effectIve m January 1999 While the
accountIng and audItIng profeSSIOn IS currently engaged In SIgnIficant tramIng, there are no major
InternatIOnal audItIng firms based In Georgia 193 Thus from the outset there may be problems
regardIng the qualIty of mformatIOn reported ThIS may also reflect bank weaknesses, and the abIlIty
of bank boards/management to utIhze the mformatIOn generated for nsk management purposes (as
opposed to vIewmg it SImply as a regulatory reqUirement) All the major gUIdelmes utIlIzed by NBG
mclude board and management responsIbIlIty for keepIng nsks wlthm prudent boundarIes In
partIcular, the assessment of management capaCIty hones In on nsk management as a process based on
actIve Involvement of the supervISOry board and management, sound polICIes and lImItS, adequate MIS

193 One major frrm has expressed tentatIve mterest Others operate m GeorgIa from offices In the
regIOn and Western Europe
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to support capacity to Identlfy and evaluate nsks, and strong mternal controls and audIt procedures At
present, nsk management appears to be hmlted to short-term credit and hqUldlty concerns, and to
some degree managmg open foreign exchange POSitIons In these areas, management IS now followmg
more cautious approaches such as matchmg matuntles and currenCies, repncmg faIrly contmuously
due to the short-term nature of most transactiOns (generally less than three months), hmltmg off
balance sheet exposures (e g , trade fmance contmgencles), and keepmg open foreIgn currency
exposure wlthm NBG-prescnbed gUldelmes Most of the major banks appear to have farrly centrahzed
systems Branch managers have had therr earher autonomy reduced to Ilmlt opportumtIes for fraud and
deceptlon Examples of nsk mclude mcorrect ledger entries regardmg the face value of credit, the
regIstered value of collateral or guarantees, gams/losses resultmg from mvestment transactiOns, and a
range of cash management practices However, because there IS IlmIted secuntles mvestment and
tradmg, many of the nsks regardmg exchange rates or commodIty pnces have been mitIgated
Meanwhl1e, asset-based nsks have been partly mltlgated by the earher penod ofhypermflatlon which
erased old values Thus, earher face values have lost their value, and new lendmg and mvestment
flows have been stated m Larl under more stable monetary and exchange rate conditIOns What has not
yet been fully addressed IS the lmpact of earher revaluatiOn of currently non-eammg assets (mcludmg
fixed assets), and the lmpact any restatement of these values might have on balance sheets overall The
nsk to many margmal banks IS that therr fixed assets are overvalued, and that reductiOns m these
values accordmg to lAS may lead to a restatement of balance sheets leadmg to the conclUSiOn that
these banks have negatIve net worth In terms ofmeasunng solvency, asset valuatIon standards may
become an Issue m the future, particularly m terms of real estate and other fixed assets that may
become artIfiCially mflated on a book basiS and thereby overstate capital 194 NBG has prOVided a
recommended gUldelme of hmltmg fixed assets to less than 20 percent of prlmary capital plus total
habl1ltles This IS about where the system IS today

4 4 Earnmgs GeorgIa's banks are showmg negative flows on theIr retamed earnmgs m 1998 In
the absence of mcome statements which prOVide meanmgful mformatlon on mcome and expense,
the net flow of retamed earnmgs proVides an mdlcatIOn of earnmgs trends for the year As of
August 1, 1998, the banks showed negative retamed earnmgs ofmore than L7 mllhon m 1998
Twenty of GeorgIa's 47 banks accountmg for 21 percent of total assets had negative retamed
earnmgs as of August 1, 1998, mcludmg two banks that received a "2" and a "3" ratmg One
strlkmg feature IS that most negatIve retamed earnmgs-most of thIS IS held by 10 banks
accounted for a SIzable portIOn of, approxImated or exceeded "other funds" generally sourced
from donors Losses are reported to result from a senes of problems-fundamental credIt
mIsmanagement, pressure from government offiCIals to make bad loans to selected
mdustnes/compames, large mcreases m reserves for doubtful loans, accelerated depreCIatIon of
hardware/software expenses, and generally hIgh costs-and they dIffer from one bank to another
On average, loss-makmg banks generated about L16 5 mIllIon m losses through the first seven
months of 1998, or more than L800,OOO per bank WhIle several were Just about at zero-seven
banks had negatIve retamed earnmgs of less than L5,000 (less than $4,000) on a stock basIs
others showed comparatIvely SIzable defiCIts that had worsened throughout 1998 FIve banks m
partIcular appear to have senous earnmgs problems, With one of the banks already havmg been
put under admiDlstratlon Tight monetary condItIons, lImIted earnmg assets and weak fundmg
bases all reduce earnmgs streams DespIte hIgh net spreads, banks' scale of operatIOns are so
small that earnmgs are frequently hmited or negatIve On the pOSItIve SIde, a maJonty of banks
showed favorable earnmgs through August 1, 1998 The 27 banks whIch had pOSItive retamed
earnmgs at that date had generated about Ll 0 milhon m earnmgs through the first seven months

194 Whl1e thIS IS less ofan Issue now that the mflatiOn rate has been brought down and asset
revaluatIOn no longer IS a major Issue, there IS Ilmited market capaCIty for asset repncmg
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of the year MeanwhIle, 12 banks accountmg for about 49 percent of total assets achIeved "I" or
"2" earmngs ratmgs as of August 1, 1998 Thus, whlle some banks have clear problems, others
appear to be managmg reasonably well under fraglle condItions The banks performmg well m
thIS category are belIeved to be retammg theIr earnmgs as the key source of capItal growth It IS
unclear from the numbers If deferred payments represent a potentIal cash flow problem that IS
overstatmg mcome (understatmg expenses), although payables are reported and do not represent a
major balance sheet Item 195 Banks also have tax mcentives to recogmze expenses early on as a
baSIS for reducmg pre-tax mcome Score 2

• Income statements for the bankmg system are not yet avaIlable for the system as a whole, although
some of the hIgher rated banks utIlIze the servIces ofmtematIOnal audItmg fmns and produce mcome
statements m theIr armual reports NBG also provIdes mformation on rates and volume as they apply to
credIt, SeCUrItIes mvestments, deposIts and borrowmgs However, sIgmficant mformatron on banks'
cost of operatIons IS generally lackmg The new chart of accounts should remedy many of these
mformatron gaps MeanwhIle, a cursory reVIew of the annual reports and mterun quarterly statements
of some of the banks mdicates that net mterest margms are very hIgh, but pre-tax mcome IS
sIgmficantly reduced by commIssIons/fees, foreIgn exchange losses, proVIsIOns for bad/doubtful
assets, payroll, and other operatmg expenses related to commumcatIons, securIty, and computer
hardware, software and trammg

• Eammgs are reported to be hIgh on a return baSIS for some banks as a result ofhIgh net mterest
contrIbutIOns m both local and foreIgn currency transactIOns Net mterest margms are very hIgh for
most banks Among the hIghly rated banks, five actually had a "1" ratmg WIth regard to eammgs
mdIcatmg strong eammgs-and another seven had a relatIvely strong "2" ratmg for eammgs
However, even among the five "2"-rated banks WhICh had earnmgs classIfied as "1", theIr combmed
retamed eammgs were only 1 42 percent of total assets Thus, the earnmgs of the hIgherrated banks
are not partIcularly strong relatIve to assets Retamed earnmgs were negatIve m 1997 system-wIde, and
results through August 1, 1998 IndIcate a sIgmficant worsenIng of the trend 196 Takmg prelunmary
figures through August 1, 1998, return on average assets would be negatIve 1 8 percent 197 Return on
average shareholders' eqUIty would be negatIve 6 9 percent 198 ThIS has lIkely further worsened m the
last four months of 1998 due to exposure to RUSSIa There IS a narrow base of good borrowers and
users of non-Iendmg services, thus reducmg the gross level of overall eamIngs Other revenues from
non-lendmg actIvItIes are lunlted Low-end servIces such as debIt card transactIons and WIre transfers
reqUIre more volume to be highly profitable In gross terms, although each of these services IS lIkely
profitable on a umt baSIS High end servIces such as corporate adVISOry work are lunlted because there
IS lunIted domestIC mvestment, hardly any merger or acqUIsItIOn actiVity, and few prIvate placements
ofany fInanCIal magmtude While thIS may change In the comIng years as the seCUrItIes market
evolves and foreign Investment Increases, for now there IS a lunlted earnmgs base for Georgian banks
MeanwhIle, operatmg costs are reputed to be high due to unneeded branches and personnel On a cash
baSIS, these Will lIkely mcrease due to Investments In new technologies, traInIng, and higher
salanes/benefits for more highly skilled personnel

• Interest rates on loans and depOSits are not subject to controls, nor are other fees Net spreads remam
hIgh due to the lunited base of earnmg assets, and the lunited array of fee mcome-generatmg servIces
offered by the banks RetaIl/consumer bankmg IS also hmIted further reducmg earnmgs opportumties

19, Payables were less than 3 percent of total lIabIlIties and eqUIty at August 1, 1998
196 Accordmg to NBG, retamed eammgs were negatIve L222,585 at end 1997 As of August 1, 1998,
retamed earnmgs were negative L7,255,398
197 NegatIve L7,022,398/L386,985,647 = -181 percent
198 NegatIve L7,022,398/L102,085,281 = -688 percent

93



-
I
I
I
I
I
I
I

• There are reports of some' unoffiCIal" mandated lendzng m GeorgIa resultIng from government
pressure, although thIS has dImmIShed dramatIcally from a few years ago There IS "targeted" lendmg
from donor proJects, such as the EU-TacIs project wIth lendmg flows prImanly to the prImary and
agro-processmg sector In other cases, lendmg programs focus on SME lendmg However, these are
not officIally charmeled loans of the sort that occurred when the state was more centrally mvolved m
the economy In fact, there IS lImIted formal sector lendmg m general due to tIght monetary polIcy and
regulatory oversIght There remams a nsk of patronage leadmg to lendmg on non-commercial bases,
but thIS rIsk has been partly curtaIled by tIght monetary polIcy and strIcter condItIons governmg
mSIder lendmg, cross-ownershIp, and other forms of connectedness that generally serve as a
destablhzmg mfluence on asset quahty and earnmgs

• There IS a 20 percent corporate mcome tax rate WhICh applIes to banks, plus payroll and addItIOnal
taxes Durmg a perIod m whIch tax collectIOn IS weak, banks represent a source of fmancmg for the
treasury Banks also purchase government SeCUrItIes, and even more so place sIgmficant reserves WIth
the NBG Thus, through these varIOUS measures, banks represent a source of fundmg for the
government

4 5 LIquIdIty GeorgIan banks face a dIfficult cash hqUidity SItuatiOn gIven the tIght monetary
polIcy In effect, a low level of deposIts held WIth the bankIng system, and undeveloped capItal
markets As of August 1, 1998, deposIts accounted for 41 3 percent of total fundIng However,
thIS Included all foreIgn currency accounts and Inter-bank deposIts More Importantly, the
deposIt base totaled only L178 mIllIon, or only $133 5 mIlhon, as about 60 percent oftotal cash
In cIrculatIOn was held outsIde the bankIng system ThIS "diSIntermedIatIon" figure may have
rISen In the fourth quarter of 1998, partIcularly WIth the year-end hohdays approachIng Among
the 47 banks, only 10 were considered to have adequate hqUidity by NBG at August I, 1998
These banks accounted for 40 percent of total assets Above all, the household sector appears to
have lIttle confidence In the banks Absent thIS source of finanCIng, banks have a lImIted base of
funds WIth whIch to work TIght monetary polIcy, whIch partly results from the government's
weak fiscal pOSItiOn, further narrows the base WIth a lImIted Inter-bank debt market and
undeveloped capItal markets, all of thIS constraIns cash lIqUidIty Donor finanCIng has stepped In
to relIeve some of thIS pressure However, the crux ofthe problem IS found In the lack of
confidence In the bankIng system, lImIted non-deposIt resources avaIlable for finanCIng, weak or
negatIve earnIngs, tIght monetary polIcy, slow real sector development that IS medmm- or large
scale, and the unWIllIngness of households (and compames) to place depOSIts In banks due to
account confidentIalIty concerns and mIstrust towards tax authOrItIes Thus, one of the maIn
rIsks and problems In the bankIng sector for the foreseeable future WIll be lIqUidIty fIsk Score
1+

• GeorgIan banks' fundzng structures are weak by VIrtually every defmItIon The average bank's depOSIt
base IS eqUIvalent to L3 8 mIllIon ($28 mIllIon) WIth reserve reqUIrements currently at 16 percent and
lIqUIdIty requIrements at a mmimum 30 percent of total lIabIlItIes, banks have lImIted resources for
mtermedlatlon As a percentage of total assets, the depOSIts held m "2"-rated banks accounted for 23
percent of total In thIS class, there was some dIsperSIon m terms of relatIve holdmgs For mstance, m
the largest depOSIt category-foreIgn currency accounts-Absolute Bank had the largest share at I 79
percent of total assets, although It was second overall 199 In the second largest category-household
depOSIts-the Bank of GeorgIa had the largest share, eqUIvalent to 233 percent of total assets In the
enterprIse sector, the Bank of GeorgIa had the largest share at 144 percent, although It was second

199 ForeIgn currency depOSIts held WIth Umted GeorgIan Bank were I 91 percent oftotal assets ThIS
IS a "3"-rated bank
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overall 200 IronIcally, the UnIted Georgian Bank received a "4" ratmg for hqUidity despIte havmg the
lead share m several deposIt categones, and the largest share overall 201 For fundmg, banks enter the
credit auctIon and mter-bank market However, most banks have hmited Lari hqUIdity for
mtermedlatIOn, partIcularly as reserves are requrred to be held fully m Lan

• Effective January 1997, hmits on household deposIts mcreased to 900 percent ofpaId-m-capital
Whtle thiS may help contam prospects for money laundermg through the bankmg system, It could also
work at cross-purposes WIth efforts to mobIhze resources However, at the moment, thIS IS a non-Issue
Given that cash held m the banks is only about 35-40 percent of total broad money, the level of
household deposIts is only about 5 percent of the regulated hmit 202 Thus, It IS clear that households are
withholdmg resources from the banks

• Bank management appears cautIOUS and prudent m terms of hqUidity issues, With dally momtormg of
hqUIdity pOSItIons and close coordmatIOn WIth NBG Bank managers reportedly manage fundamental
sensltlvltles to pncmg Interest rate and exchange rate movements through a matchmg strategy GIven
the short-term scope of most bankmg exposure, there is hmited room for major dIfferences m mterest
rates or exchange rates to shift balance sheet exposures One major nsk could be a sudden declme m
the dollar given the Lan hnk to the dollar as an anchor of value ThIS IS less an Issue of open foreIgn
exchange pOSItIOns, which can be for up to 30 percent, and more an Issue of pOSItive correlatIOn m
which the Lan would depreCiate along With the dollar as confidence declmed In terms of pncmg,
fixed and variable rate mstruments are reported to be farrly reasonably matched However, the banks'
weak fundmg over tIme may make it more difficult for banks to control therr mterest expense and to
manage therr funds Few banks partICIpate as lenders m the mter-bank market, and contmued
tightenmg of monetary pohcy makes most banks pnce-takers when they are m the market for scarce
fundmg Meanwhlle, GeorgIan banks do not ViSIbly engage m large-scale nsky tradmg due to the
absence of resources avallable In the future, thiS could emerge as a source of nsk But for the tIme
bemg, resource scarCity and the absence of secunties markets mItigate thIS nsk

• Reserve reqUirements are currently 16 percent, up from 12 percent earher m 1998 Given the weak
fiscal performance of the govermnent m 1998-the centerpiece of the govermnent's mid-year
agreement WIth the IMF was Improved fiscal performance through mcreased tax collectIOns to ease
monetary and hqUIdity pressure-there IS a possIbIhty that reserve requrrements WIll further mcrease
to the 20-22 percent range ThIS would have the effect oftightenmg fmancmg for the real sector
mcludmg those m export-related fields As reserve requrrements are placed WIth the NEG fully m Lan,
banks feel particular liqUidIty constramts m local currency However, begummg m 1996, banks were
permitted to use up to 90 percent of therr reserve requrrements as collateral m credit auctIOns ThiS
prOVides some rehef, but the general tightenmg has had made It more difficult for most enterpnses to
obtam fmancmg There are other reasons why most firms are unable to obtam fmancmg, many of them
due to therr own lack of credit worthmess as a result of excess leverage, weak management and faulty
mformatlOn, or market awareness of other obhgatIOns

• Asset-ilabllzty management practices mdicate matchmg practices dnven by the recommended
gUIdelmes of the NBG Thus, along WIth fundamental maturItIes WhIch tend to be farrly closely
matched, banks also are requrred to hmlt therr senSItIVIty to mterest rate, exchange rate and pncmg

200 Agam, the "3 -rated UnIted Georgian Bank had the largest share, eqUIvalent to 1 72 percent of
total assets
201 ThiS appears to be at least partly related to itS low ratmg for asset quahty, and hmits on ItS
maneuverabIhty as a result of loan portfoho problems
202 EqUIty at August I, 1998 was LI 15,952,350 Nme times thIS figure = LI,043 571,150 Household
depOSIts were L53,350,450 Thus, L53,350,450ILI 043,571,150 = 5 1 percent These figures do not mclude
foreign currency accounts or tIme depOSIts Even If those figures were added "household depOSits" would
only represent a fractIOn ofnme tImes eqUIty (EqUIty may be larger than "paId-m-capItal", but household
depOSIts stIll do not exceed nme tImes thIS measure)
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exposure Apart from fixed assets, there are thought to be virtually no long-term assets On the lIabilIty
sIde, equity and retamed earnmgs represent most long-term fundmg Ttme deposits were only 3
percent of total fundmg at August 1, 1998 "Other funds" from donors account for about 10 percent of
total fundmg

46 Operatmg and Regulatory Environment Georgia's bankmg system IS at the begmmng of
full-scale change, but It currently suffers from a low level of publIc confidence Hypennflatlon
and the effect thiS had on savmgs and penSIOns contnbuted to a slgmficant loss of confidence m
the early 1990s To Georgia's credit, slgmficant progress has been made m the monetary field
with a StrIct polIcy to rem m the III effects of rampant mflatIOn and to prOVide underlymg
stabilIty for the new currency, Just mtroduced m late 1995 ThiS disCiplIne has spread to the
bankmg sector, largely through the regulatory role of the NBG Nevertheless, whIle resource
mobIlIzatIon has mcreased, nearly two thIrds of cash remams held outSIde the bankmg system
The reasons are mamfoid-with three of the major reasons bemg the need for cash for baSIC
subSistence and operatIons, doubts about the safety and soundness of the banks, and concerns
about account confidentialIty It IS premature for the government and banks to mtroduce a
depOSit msurance scheme, partIcularly gIven the fiscal weaknesses of the government, the
finanCIal fragIlIty of the banks, and the absence of a "credIt culture" m the real sector whIch
recogmzes the Importance of tImely pnnclpal and mterest payments for reflows However, the
delay m payout to depOSItors wIth resources held m Ivertbank leads to a further reductIon m the
wIllmgness of the publIc to put resources m the banks Such delays also serve to hIghlIght
NBG's need for enhanced resolution capaCIty as a functIOn ofbankmg system consolIdatIOn In
terms of finanCIal sector mfrastructure, NBG has made sIgmficant progress m a short tIme, and It
has qUIckly demonstrated mcreased regulatory and supervISOry effectIveness However, JudICial
mfrastructure remams weak, accountmg and audltmg need modernIzatIOn, and nsk management
practIces are only begmmng to be mstitutlonalIzed m the bankmg sector MeanwhIle, banks and
NBG need sIgmficant strengthenmg to Identrfy nsks early on for better management ThIS WIll
be partIcularly true over tIme as new depOSIt mstruments are mtroduced, the tIme honzon for
lend109 mcreases, secunties become more of an mvestment optIOn, tradmg becomes a larger part
of the mcome statement, and a greater vaflety of rIsk.s are found m bank portfohos 10 the form of
mterest rates, exchange rates, and pncmg features GeorgIa stIll has far to go before syndIcatIOn,
secuntizatIOn, long-term project and mortgage financmg, leasmg, factonng, and competitive
consumer bankmg become commonplace 10 the market Thus, NBG and the banks Will need to
be mmdful of the rIsks associated With these ne~ and currently underdeveloped actiVIties
LikeWise, thiS penod of core bankmg development Will comclde With gradual movement mto
non-bank finanCial activIties such as secuntles mvestment, msurance and penSIon fund
management Both mdustry and regulators Will have to be certam they have adequate
mstItutIOnal support to manage cross-sectoral flsks Current bankmg legislatIOn and regulatory
practice appear to prOVide for protectIOn agamst the commmglmg of capital from cross
ownership, but systems and controls Will need to be 10 place to detect movements that mIght
undermme finanCial sector stabilIty The emergmg regulatory framework generally conforms to
prudential gUIdelInes rendered by the BIS and the ED, but as found elsewhere, It Will take
several years to become effective Georgia's bankmg sector converSIOn to lAS m 1999, ongomg
modernization of the accountmg and audit profeSSIOns, and mvestments 10 mformatIOn systems
should help m promotmg a more stable operatmg and regulatory environment Score 2

• Weak fundmg IS prtmartly due to confidentialIty concerns by the publIc, a general lack of confidence
m the safety and soundness ofbankmg InstitutIOns, and the absence of capItal markets for corporate
debt and eqUIty There IS no known syndIcated lendmg from mtematlOnal markets Donors such as
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EU-TacIs, EBRD and IBRD/IFC playa substitute role by provIdmg some "other funds" to banks
However, these resources were only about $32 mlihon m mld-1998 20, ConfidentIalIty concerns anse
from the nght of tax mspectors to mtercept funds from mdlvlduals and companies suspected of tax
evasion Another contnbutmg factor to the weak fundmg base for banks IS hmited confidence m the
system due to the revocatIon of dozens of bank lIcenses and asset stnppmg via "self-lIqUIdatIOn" smce
early 1995 A thrrd weakness IS that It IS premature to mtroduce a depOSit protectIOn or Insurance
scheme as banks do not want to pay for It, the depOSit base IS too thm to pass It through, and
government fmances are too fraglie to provIde a layer offmancmg As a result, people remam nsk
averse and funds remam outside the bankmg system To reverse these trends, the confidentialIty of
bank accounts would need to be respected However, numbered accounts have not been permitted as
part of the effort to battle agamst money laundermg A more balanced approach m which more
transparent gUIdelmes were establIshed for the collectIOn of dehnquent taxes-notificatIOn of
delmquent amounts and formulas used, the nght of appeal, agreements on regular payment schedules
over time to amortIze the delmquent amount, lImits of mtercepts to the actual tax lIabilIty-rather than
outright mterceptIOn are not lIkely to be trusted untli JudICial and admmistrative reform have taken
hold, a prospect that IS several years away Contmued dIsclosure of the Improvmg fmancial condItion
of sUTVIV10g banks has helped to restore confidence 10 other bank10g markets over tIme Georgia
appears to be no exceptIOn, as 10dlcated by the ns10g depOSits m 1997 through mId-1998 However,
fiscal and general economic weaknesses proVide lIttle to no room for senous depOSit protectIOn or
lender of last resort functIOns 204 As general bankmg sector trends cont1Oue-consolIdatIOn, Improvmg
management, mcreased capital and earmngs, higher asset quahty, mcreasmgly effective nsk-based
supervlslon-pubhc disclosure of these developments should contribute to growmg publIc confidence
The evolutIOn of capital markets over tIme along With better accountmg and mformatIOn disclosure,
Will also make a slgmficant contributIOn However, at the moment these are long-term goals In the
mterIm, Georgia IS faced With the need for as orderly and pamless a consolIdatIOn process as It can
muster Without further undermmmg confidence or reqUIrmg activatIOn of major lender of last resort
fmancmg

• Georgia has shown a wIllmgness to decertify and lIqUIdate banks m support of underly10g monetary
and exchange rate stablhty UnlIke elsewhere where only small banks have lost therr lIcenses, NBG
has been prepared to revoke the lIcenses of more promment banks rrrespective oftherr relative Size
Thus, NBG has sent a Signal to the market that It IS not prepared to finance bank rescues With pubhc
funds Wh1le thiS has not necessarily led to short-term f10ancIaI sector stabilIty, such dlsclplme should
create conditIOns for a more stable finanCial sector 10 the future The revocatIOn of Ivertbank's lIcense
represents proof of thiS approach, even If such a revocatIOn has had the short-term effect of
contrlbut1Og to general publIc doubts about safety and soundness 10 the bankmg system Ivertbank
the SIXth largest bank 10 terms of household depOSits and tenth m terms of enterpnse depOSits-had
nearly 3 percent of total bankmg system assets as of August 1, 1998 However, Ivertbank also had the
second highest share of"other funds" and generated the worst earnmgs performance m Georgia 205

About 80 percent of the banks operatmg m early 1995 have lost their lIcenses m the last several years
Unfortunately, m most cases, these were examples ofasset strlppmg and "self-hqUIdatIOn" which left
depOSitors and mmonty shareholders unprotected However, NBG has worked to develop a more
orderly lIqUIdatIOn process, 1Oclud1Og temporary admmistratIOn for banks that might st1l1 be able to
operate With meanmgful restructurmg Such a polIcy also prOVides the optIOn of a lender oflast resort
role for the NBG, although weak government finances make thiS more difficult In fact, the Law states
-that NBG can lendto banks for-a penod-ofthree months and pOSSIbly longer If wat"Tanted-However,
such lendmg reqUIres that the bank be a solvent mstitutlOn and m compliance WIth prudentIal
regulatIons In the long run thIS policy should strengthen underlymg fmanclal sector stabIlity

20, "Other funds" were $31 5 m1llion at August I, 1998 Most of thiS was from EU-Tacls for lendmg
10 the pnmary and agro-process1Og sector
204 A more lIkely scenano IS that the government w1II borrow at concesslonal rates as part of an
overall bank restructurmg exercise
205 Ivertbank's retamed earnmgs were negative L8 m1lhon, more than the system as a whole
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Nevertheless, the pohcy Itself has lllmted meanmg under current crrcumstances If government fmances
are not stable, or If systemic nsk spreads and shrmks the ava11able pool ofNBG resources

• Unhke other bankmg systems, Georgia does not exhibit excessive concentratIOn m any major area
This IS largely due to the wnte-off of nonperformmg assets m 1996, rather than carrymg them forward
on the balance sheets of the major former state banks Only one bank-Umted Georgian Bank-has
more than 10 percent of total system assets, largely because thiS bank was formed by mergmg three
banks One of the encouragmg trends IS growmg competition, as reflected m the gradual loss of Umted
Georgian's earher dommant position m a range offundmg and lendmg categorIes Among the 10
largest banks, there IS generally a fairly broad distribution across mstItutIOns for shares of assets, loans,
depOSits and capital ThiS suggests growmg competition, and comparatively lllmted concentratIOn

• The regulatory envrronment has unproved, and NBG has made a strong contribution to financial
dlscIplme over the last three years It has demonstrated a clear legal mandate to momtor for rIsk m
support ofunderlymg monetary and exchange rate stability, and to enforce ItS mandate when
VIOlatIOns occur Its CAMEL ratmgs appear to suggest unpartIahty With regard to former state banks,
prIvate banks and Jomt venture banks For example, despite traditIOnal mstitutIOnal ties to government,
Umted Georgian Bank has not been protected Just because of ItS relative size NBG ratmgs for Umted
Georgian represent a "3" compOSite, but "4" ratmgs for asset quality and hqUldlty Thus, NBG appears
to be displaymg mtegrIty m ItS approach, rather than protectmg banks because oftherr size NBG's
strong leadership, comparatively small size and mtegrated approach to mspectIOns and analysls206 have
helped With the transformation process to a prudently regulated and managed bankmg system
However, there IS still much to be done to enhance the effectiveness ofbankmg superviSIOn In terms of
baSIC fundamentals, thiS mcludes mformatIOn Unt11 new accountmg standards are effectively
unplemented and rIsk management practices are successfully mstltutlOnahzed, there Will be slgmficant
concerns about the actual effectiveness ofbankmg supervision The system IS still m the process of
stabilIzatIOn-movement to smgle digit mflatIOn rates, sustammg stable exchange rates, strengthenmg
mstItutlOnal capacity Even thiS phase remams to be tested as the fallout from RUSSia becomes more
eVident, and as the government deals With fiscal weaknesses that put greater pressure on monetary
polIcy Over tune, as the system evolves, banks w11l assume more rIsk, raIsmg the stakes for NBG m
terms of supervisory capacity This Will mclude the effectiveness of ItS coordmatlon With the securities
commiSSIOn and the regulatory authorIties for msurance and penSIOn funds Meanwhile, the bankmg
system Itself IS hkely to further consohdate so that banks have suffiCient "CrItical mass" to be effective
as mtermedlarles While NBG has developed some expertise m restructurmg banks under temporary
admmlstratlOn, It may need some additIOnal gUidance m the form of mergers-Umted Georgian Bank
represents the only major merger to date-as well as purchase and assumptIOn If certam banks become
msolvent but possess salvageable assets In all likelihood, many of the banks that eXist today may not
be operatmg m two years unless they merge or are acqurred Such combmatlOns would be a new
development m Georgia, and thiS should not be expected to occur as It does m mature market
economies 207 NBG has developed mternal gUIdelmes for problem banks mcludmg "trIgger"
mechanisms, types ofwarnmgs, and differIng magmtudes of supervisory actIOn At a mmunum, NBG
Will need more personnel and trammg for ItS ongomg "core" supervisory actiVities ThiS IS already m
the works, With an mcrease of staff from 14 to about 30 slated for bankmg supervlSlon m the commg
months However, while NBG Increases personnel dedicated to a WIde range of supervisory functIOns
It Will also need to mamtam strong leadershIp and ongomg policy coordmation In many countrIes the
effectiveness of superviSion has been undermmed by weak policy coordInation Techmcal assistance
fmanced by USAID will aSSIst NBG from 1999 With strategic plarmmg, rIsk-based superviSIOn,
communicatIOns flows between banks and regulators to serve mutual mterests, and contInued

206 This apphes to lmks between off-Site and on-site functions, namely the accompanunent of off-Site
personnel on on-site mspectlOns ThiS does not yet apply to an mtegrated approach With regard to
SeCUrIties, msurance, pensIOn funds or other fmancIal activIties that are/w11l be regulated
207 Talk of "acqulSltlOlls" appears to focus more on branches than on bank companies
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coordmatIOn of off-site and on-site mformatIon flows as bankmg nsks become more prevalent and
diverSIfied

• GeorgIa's larger banks have been producmg annual reports With the help ofexternal aud1tors smce
1996 when the new bankmg laws became effective ImtIally, external auditors from mternatlOnal firms
came from the Baku, Moscow and Yerevan offices to conduct audits More recently, these firms have
sent personnel from West European offices MeanwhIle the 10 largest mstltutIOns are subject to
quarterly on-site mspectlOns from NBG A new chart of accounts that IS consistent with lAS prmclples
was developed by one of the Big 5 firms m 1997 Banks are expected to report to the NBG usmg thiS
format begmnmg January 1, 1999 In many cases, this IS begmnmg to happen as reports are generated
accordmg to old and new charts However, NBG has reported mformatlOn problems m many banks'
sub-accounts, complIcatmg the forecastmg exercise Banks have been reqUIred to mvest m personnel
and systems to convert to lAS EU-Tacls has agreed to fmance a pIlot for eight banks to convert to
lAS MeanwhIle, NBG has developed gUldelmes for mternal and external audits As the accountmg
and audItmg profeSSIOn develops m accordance with these gUldelmes, the quality of mformatIOn for
management, regulatIOn and market-makmg IS expected to Improve slgmficantly In the mterIm, It can
be expected tfiat NBG and banks Will rely heaVIly on external aUQlt expertise due w me
underdevelopment of the mternal audit professIOn m Georgia The absence ofmternatIOnal accountmg
frrms from Georgia Imdermmes progress m thiS regard Georgia would benefit from the openmg of
offices by mternatIOnal firms 208 WhIle slgmficant trammg efforts have been under way, there has also
been disagreement m Georgia about how the accountmg and audit profeSSIOn should be overseen As
found elsewhere m the world, Georgia would lIkely generate greater benefits from a pnvately
organized, member-dnven approach to profeSSIOnal development than one overseen by a government
mmistry

4 7 Transparency and DIsclosure There are major concerns about the poor level of
transparency and dIsclosure m GeorgIa, although these are more m the real sector than currently
m the bankmg sector The banks are now reqUIred to prOVIde meanmgful mformation to NBG
The small scale and relative centralIzatIOn of most banks also means that mformation from
branches to the home office can be proVIded faIrly regularly, and thus to NBG Where there are
weaknesses, such as m the accountmg framework, much of that IS expected to be corrected WIth
mtroduction of the new chart of accounts The mtroduction of new reportmg forms WIll also
help Bemg rIsk-averse, NBG has also had the benefit of a stnct monetary pohcy to cover for
downSIde rIsks m the bankmg system that mIght otherwIse add to the potentIal for systemIC rIsk
Monetary polIcy and rIsk management practIces have been mdicated m the form of tIght
hqUIdIty, hIgh reserve reqUIrements, close momtormg of foreIgn exchange exposures, general
matchmg of asset-habillty maturItIes and mterest rate structures, and lImIts on off-balance sheet
exposures Where transparency and dIsclosure may be problematIC m the bankmg sector IS m the
form of affihate relatIOnships, particularly cross-border relationshIps where money laundermg
may be a major actiVIty ThiS may be eVident m the level of transfer actiVIty through the
payments system, although It IS conSidered less of a balance sheet Issue for the bankmg system
In general, banks are mcreasmgly reqUIred to disclose meanmgful mformatIOn m a tImely
manner Where there appears to be a major problem IS III the enterpnse sector WhICh has
tradItIOnally been weak m terms of repayment and debt servIce, where tax concerns are prImary,
where capItal structures have tradItIOnally rehed on debt financmg, and where the general lack of
tradItIon undermmes modem standards of transparency and dIsclosure As long as thIS problem

208 This IS not restricted to the BIg 5 There are many other frrms around the globe that are "second
tier" by global standards, but large and nch In expenence TheIr presence would help Immensely, and
proVide competitIOn for any/all of the BIg 5 If/when they do establIsh a presence In Georgia
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persists, banks will be prudent m concludmg that such firms are nsky chents that are not credit
worthy, particularly durmg an extended penod of resource (money) scarcity Untll there is a
notable shift m corporate governance and management m the real sector, these Judgments w1l1 be

accurate for banks' balance sheet exposure (e g , lendmg) as well as for trade finance and other

off-balance sheet nsks that may come back to weaken a bank's financial conditIOn Score 2

• For years, banks have lacked a market-based framework Only With new legislatIOn m 1995 did the
bankmg system move senously towards a commercial system 209 Part of the reform effort smce 1995
has been to move the bankmg system to adapt to a framework that can pave the way to meanmgful
levels offmanclal mtermedlatlOn To achieve thiS, banks requrre adequate levels ofmformatlOn from
the real sector to assess nsks and make resource allocation deCISions LikeWise, to mst111 confidence,
banks also need to provide a meanmgful reflectIOn oftherr fmancml conditIOn Imtlally, thiS was
mtended to strengthen the depOSit base Over tIme, thiS Will be a prereqUIsite for the development of
meanmgful corporate debt and eqUIty markets Smce 1996, banks have been requrred to produce
consolzdated statements consistent With "mtematlOnal standards" While thiS IS st1l1 a process m
motIOn, the major Georgian banks have made progress m thiS drrectlOn Above all, there was clear
recogmtlOn of loan losses from the earher penod, nonperformmg loans were wntten off, and accrued
mcome was reversed This was accompanied by StriCt proVEslOmng rules for loan losses that are now
closely momtored by NBG Banks have been provided With tax mcentlves for most provlSlonmg
charges, consistent With mtematIOnal norms Monthly CAMEL ratmgs that are pubhshed factor these
and other consideratIOns mto contmuous assessments ofasset quahty, earnmgs and other key
measures WhIle assets expenenced a revaluatIOn durmg the penod ofhypermflatlOn, thiS IS no longer
an Issue With the achievement of smgle-dlglt mflatIOn rates Bankmg legislatIOn adopted m 1995
provides for a regulatory framework that treats exposures and nsks on a consohdated baSIS This
accounts for umncorporated affilzates and other kmds of nsks that can Imparr the fmanclal conditIon
of a bank on a consohdated baSIS These Issues wIll become far more lffiportant m the next few years
as non-bank fmancml markets develop and as banks determme how/where they mtend to compete for
these markets When secuntles markets develop, banks and mvestment companies Will be expected to
follow mark-to-market accountmg for secuntIes mvestments for therr own portfoho management
purposes, as well as for prudential regulatory purposes At the moment, thiS already occurs as all
securities are marketable and short-term It Will likely take years before secuntles-government or
corporate--exceed maturIties of one year

• NBG has made great strides m mcreasmg publzc disclosure of mformatlon on the banks to the pubhc
Each bank has had at least one on-site mspectIOn, and the 10 largest banks have quarterly mspectIOns
This practice IS expected to contmue for each bank on an annual or quarterly baSIS, combmed With
penodlc targeted mspectlons CAMEL ratmgs are expected to contmue to be pubhshed on a monthly
baSIS along With baSIC bankmg system statistics Thus, to the extent that NBG can, It reveals fmdmgs
from exammatlOns mspectlOns, and regular reports Without undermmmg confidentIahty NBG IS
empowered to disclose all or part ofNBG's Committee of Policy, Exchange and CoordmatlOn210

dehberatlOns when they meet to diSCUSS monetary affaIrS on a weekly basiS All regulations that apply
to more than one bank must be pubhshed III the NBG gazette In general, NBG IS III the process of
reversIllg traditIOnal accountIllg and mformatlOn weaknesses While It WIll take years to reach the
pomt where depOSItors, mvestors and regulators feel they have suffiCIent mformatlOn for full
confidence m the bankmg system, there IS clear progress under way

209 Earlier legislatIOn broke up the monobank system and was mtended to lead to commercial
bankmg However, for a Wide range of reasons, thiS did not occur m a manner consistent With safety,
soundness or stablhty
210 This committee has the NBG PreSIdent, three Vice PreSidents, the heads of
macroeconomIC/monetary and mtematlOnal departments, and the chief adVIsor to the PreSIdent on the
committee Thus, It IS the key declSlon-makIllg committee m monetary affarrs
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4 8 SensitIVity to Market Risk GeorgIa has made great strides In the last three years In
Introducmg a strIct monetary polIcy, sound regulatory polIcy, and nsk management pnncIples
for the bankmg sector Today, many of the credIt, lIqUIdIty and general market nsks that have
adversely affected other economIes have had less of an Impact on GeorgIa However, thIS IS
partly the result of hmIted exposure to mternatIOnal capItal markets-most external financmg IS
from donors and, after reschedulmg, medmm- to long-term In matunty Moreover, recent events
In RUSSIa have served to hIghlIght how sensIttve GeorgIa's economy IS to developments In
RUSSIa, from the InterruptIOn of trade flows and remIttances to the adverse Impact they can have
on bank exposures Even under more stable CIrcumstances, GeorgIa remaIns fragIle PolIttcal
nsk remams, fueled by tenSIOns In the Caucasus regardmg 011 and other regIOnal dIsputes
Confidence m publIc mstitutIOns as well as banks remams low, as reflected m low levels of
offiCIal tax collectIon and nearly two thuds of cash bemg held outSIde the bankmg system There
IS perSIstent corruptIon, weakenmg the mstitutlonal framework as a whole GeorgIa represents a
small market where purchasmg power panty mcome levels are only about $2,000 per capIta
GeorgIa's senSItIVIty to market nsk remaInS hIgh due to the fundamental weakness and
narrowness of ItS economy at the structural level combmed WIth a hIgh level of dependence on
outSIde finanCIng to aVOId a balance of payments cnSIS The former WIll take years to correct
The latter depends on contmued donor goodwIll To ItS credIt, and unlIke many other countrIes,
GeorgIa has opened up ItS economy WIdely to trade and Investment, tIghtened monetary polIcy to
rem m hypermflatIon, and observed StrICt and preemptIve measures to aVOId the rIsk of a
fiscally-dnven debt trap However, even If economIC Issues were resolved, geopolItIcal nsk and
patronage would remaIn problematIC Reachmg the stage where depOSItors, lenders, mvestors
and regulators begIn to have confidence In Georgia for long-term exposure wIll depend on
strengthenIng the macroeconomIC envuonment (maInly fiscal polIcy enforcement and the
strengthemng of foreIgn exchange reserves), developIng needed InstItutIOns for underlymg
stabIlIty 10 the finanCIal sector, finalIzmg pnvattzatIOn 10 the real sector, bUIldmg on new
methods of governance and management 10 the bankmg sector, requmng comparable standards
10 the real sector, attractmg strategIC mvestment 10 all sectors, movmg forward towards an
enVIronment m whIch the quahty of mformatlon IS more usable for market-related purposes, and
reducmg levels of corruptIon WhIle such prospects may be years away 10 GeorgIa, sIgmficant
progress has been achIeved over the last three years In the next year to two, membershIp m
WTO may help, as mIght antICIpated mvestment flows However, major progress remams to be
achIeved for GeorgIa to estabhsh the confidence that IS needed for a bankmg sector to operate
safely, soundly, and profeSSIOnally accordIng to market prInCIples and In support of a growmg
economy UntIl then, GeorgIa's senSItIVity to market nsk WIll either remam hIgh or be curtaIled
by measures that also hmIt overall potential for economIC growth and development Score 2-

• Georgia's banks have shown mixed earnmgs flows System-Wide, GeorgIan banks have posted
negatIve earnmgs m 1998 although much of thIS can be attnbuted to five banks-Ivertbank, BatumI,
Agromdustnal, Tbllmterbank, and Eldorado m order ofmagmtude Each of these banks had posted
negative retamed earnmgs m excess of L1 25 million as of August 1 1998 WIth Ivertbank postmg
negative retamed earnmgs of L8 million On the positive Side, the 2 rated banks that are currently
presumed to be the most competitive appear to have satisfactory asset quality and earnmgs
Meanwhile, the "3" rated banks are thought to represent a low nsk offailure ThIS represents 22 banks
and 80-90 percent of balance sheet values Sustamed performance along these Imes should promote
consumer/deposItor confidence over tIme To mcrease the aggregate earnmgs generated from the
currently small scale of operations, banks are lIkely to mamtam high net spreads on lendmg ThIS Will
lIkely mean contmued short-term lendmg at high rates WIth as much turnover as pOSSible To contam
some of the mterest cost to borrowers, banks may be mclmed to charge more fees and utIlIze
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compensatmg balances as conditiOns for credit Given the narrow base of earnmg assets available to
banks for lendmg and off-balance sheet exposure, general standards ofcredzt rzsk management
employed by banks will need to be mamtamed and strengthened m the commg years While tIght
monetary conditIons and weakness m the real sector do not pomt to a resumptIon of medlum- or long
term lendmg any time soon, a clear challenge m the commg years Will be the abilIty of banks to
manage credIt nsk as maturItIes become longer, portfolIos diversIfy, pncmg optIons become more
InnovatIve, and net spreads narrow as a result of mcreased bankmg sector competitIon Banks have
been prudent and nsk-averse m the last couple of years as monetary polIcy has tightened and NBG has
Imposed new prudential regulatIons Future credIt management practices will need to observe sound
underwntmg standards, to apply appropnate loan covenants and momtor complIance, and to promptly
Identify and contam nsks to portfolIo qualIty Some of these tIghtened condItiOns may ease If the fiscal
pIcture Improves, and as reforms are mtroduced m JudiCial mfrastructure and enforcement These
Improvements are needed to develop secondary markets, and to provide banks and other nsk-takers
With some assurance that collateralIzed assets can be repossessed and lIqUidated Georgia IS makmg
some progress m thiS domam, but the system IS still several years away from provldmg banks With the
underlymg assurance needed for developed markets m loan syndicatiOn, securItIzation, mortgage
fmancmg, leasmg, factormg and other actIvIties that provide OpportunItIes for leverage and actIve
mtermedIatlOn Iromcally, m many developed markets, banks have greater negotIatmg power VIs-a-VIS
smaller-scale borrowers Nevertheless, these enterpnses are among the least credit worthy because
they are often the least willmg to provIde mformatIon needed for banks to conduct proper credIt fISk
analysIs MeanwhIle, larger enterpnses frequently have higher than needed cost structures,
encumbered assets, and ties to publIc offiCials that can make them nsky borrowers for banks

• GeorgIa's banks generally face tIght liqUidity requrrements-30 percent of total lIabilitIes combmed
With reserve requrrements of 16 percent (and nsmg) held m Larl-and perennIal fundmg shortages
Only a few banks are actIve lenders m the Inter-bank market, and borrowmg banks are pnce takers due
to dIfficulties m meetmg reserve and liqUidIty requrrements LlqUldzty rzsk IS likely to remam hIgh for
banks as well as for the government as fiscal weaknesses perSIst, monetary polIcy remams tIght, and
trade remams highly senSitIve to trends m RUSSIa Georgia's fiscal problems are rooted m Georgia's
long standmg tradItIOn of not paymg taxes The government has reduced expendIture to brmg down
defiCits, but much of thIS has translated mto reduced domestIC capItal mvestment FDI IS mcreasmg,
but domestic mvestment remams reiativeiv low PnvatizatlOn m the energy and power sector Will
likely help, and there may still be room to cut m the public sector However, It remams to be seen If
these mvestment flows and expenditure cuts are suffiCient to restore fiscal health and prOVIde a baSIS
for easmg monetary polIcy Part of the problem IS also rooted m GeorgIa's trade patterns, m whIch
most goods and services flow through the region WIthout greatly bolstermg mternatiOnal reserves Tax
and customs reform have been deSIgned to route more funds to the treasury to strengthen reserves
However, If a SIzable portIon of trade flows are through unoffiCIal channels, thIS undercuts reserve
polIcy LikeWIse, If tax collection means that resources are not wmdmg up In the treasury, unoffiCial
tax relIef for households and enterpnses IS stIll perpetuating the problem of a narrow offiCIal fiscal
base WhICh undermines reserves Weak reserves put pressure on the exchange rate, prompting fears of
mflatlOn and a further tlghtenmg of monetary policy ThIS, In tum, adds to lIqUidIty pressure for the
banks It WIll be Important for NBG to momtor banks' uses of earnmg assets to bolster mcome Under
tight lIqUidIty condItIOns, banks frequently resort to nskler practIces to mcrease earnmgs

• From a bankmg perspectIve a worsemng of GeorgIa s fiscal defiCIt and limIted foreIgn mvestment
(external debt has already been rescheduled) raIses the fISk. of a deprecIatmg exchange rate and hIgher
mterest rates resultmg from tighter monetary condItIOns Such volatlhty mIght also proVide some
banks WIth an opportumty to Imprudently mIsmatch mstruments, mtroducmg the Issue ofprzcmg nsk
These nsks are currently contamed because of the lImIted secuntles market and virtual absence of
portfolIo mvestment Takmg advantage of mterest rate, exchange rate, matunty and/or pncmg
movements mIght be benefiCial m certam cases for the banks, namely provldmg an OPPOrtunIty to
mcrease net mterest margms for the few borrowers that are credIt worthy One example IS the mter
bank market, where rates recently rose to 64 percent one week Given that banks already "ratIOn"
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credit, they might be m a positIOn to mcrease earnmgs on certam loans/transactIOns Nevertheless, such
speculatIOn is rIsky Meanwhile, the benefits to banks would be short-term at best For bank regulators,
these problems would likely manifest themselves m terms of credit quality, liqUidity, and general
sensitivity to market rIsk For regulators, these rIsks converge when banks provIde certam guarantees
or other off-balance sheet Items that could weaken a bank's fmancIaI condItIOn If such contmgencies
are called m for payment Such trends represent a larger and more WOrrIsome sIgnal m terms of the
overall macroeconomIC pIcture-nervousness about a resumptIon of mflatIOn, mcreased money held
outsIde the system, further margmalizatIOn of the already narrow fiscal base, and a general slowdown
m reforms at a tlffie when mstItutIonal progress is begmnmg to take hold m the bankmg sector-all of
WhICh could lead to systemic rIsk There IS also the rIsk that such weakness could reactIvate mtemal
and regIOnal tensIOns, further addmg to general polItIcal and market rIsk Such a scenarIO would raIse
prospects for a balance of payments CrISiS which could SIgnIficantly slow mtematIOnal transactIOns and
dIrect mvestment, and thereby slow economIC growth and undermme polItical stabIlIty Absent these
fundamentals, It would be dIfficult to consolIdate and buIld on progress regIstered to date m the
bankmg sector

• As m any bankmg sector, there are potential systemIc rIsks m the event that mdivldual banks are
lffiprudent m the management of resources When small, these mCidences can be Isolated and
contamed However, when such actiVItIes represent the Imprudence of a large bank, or where
numerous mstitutIOns are vulnerable to a cham of events or transactIons that can spread through the
system and undermme confidence, both the prIvate and the publIc sector need to be prepared One of
the best lmes of defense IS to ensure that standards are m place and enforced for banks to prudently
manage resources to be able to honor transactIOns ThIS requIres strong mternal controls, hIgh levels
of accountabIlIty, and effective governance and management backed by reasonable but StrICt
regulatory enforcement As part of these conSIderatIOns, management of electrOnICs and mformatlon
systems and early detectIOn of nsks is CrItical Georgia has mtroduced gUIdelmes conSIstent WIth these
prmclples However, gIven the small Size of ItS banks, it is only at the begmnmg ofthe process
MembershIp m SWIFT and the smoothness of mternatIOnal payments/settlements mdlcates many of
the foundatIons are m place To further strengthen confidence, banks wIll need to be m compllance
WIth contractual agreements A strengthened judiCiary Will help GeorgIa's open trade and mvestment
reglffie and movement towards membershIp m WTO all help to prOVide confidence m the abilIty and
wI1lmgness of Georgia's InstItutIons to meet these reqUirements ComplIance With prudentIal
regulatIOns, and publIc dIsclosure of such complIance, sends a Signal that banks appear safe and sound
The absence of complIance agaIn undermmes confidence, and reduces effiCIency Thus, regulatory
complIance backed by a well functIOnIng legal framework IS needed to manage compliance rIsk
GeorgIa has a weak JudiCiary and hIgh levels of corruptIOn, all of whIch undermme mstItutIOnal
soundness Nevertheless, NBG IS takmg strIdes to publIcly disclose those banks m compliance WIth
prudential norms PublIcatIOn of ratmgs for those banks meetIng satisfactory or adequate CAMEL
standards, omISSIon ofratmgs for banks that do not meet standards, publIcatIon of temporary
admInistratIon m local journals, and revocation of lIcenses when banks are unable to meet legal and
regulatory requIrements all prOVide meanmg to complIance Over tlffie, a strengthened JUdiCIary
matched WIth the clear legal mandate NBG has to enforce regulations wIll help to contaIn systemic
rIsks whIle Increasmg the scope for rIsk-takmg fmancIaI actIVItIes The development ofmstitutIOnal
capacity should also be consistent WIth prudent management by banks (and overSIght by regulators) of
strategIc rIsk ThIS IS already bUIlt m to NBG gUIdelmes for mspectlOns, for banks' reportmg
requIrements, and more broadly for banks approaches to governance and management WhIle thIS
represents a costly mvestment In InfOrmatIon technologIes and staff traInIng at a tlffie when the eammg
asset base for banks IS narrow, such Investment IS necessary for modem bankmg to take hold Some of
the hIgher rated banks have already begun to mtroduce InCentIves for performance, SUItable
organIzatIOnal structures In which management InfOrmatIOn flows, and processes and procedures for
rIsk management capaCIty to develop as the market expands and becomes more competitive FInally,
competItiveness of mdlvldual InstitutIons and the market as a whole wIll need to Increase to enhance
the eXIstIng reputatIOn of Georgia's bankmg sector Currently, the reputation IS weak as a result of Its
small economy It Will likely take years to reduce the rIsk premium assOCIated WIth mvestment and
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operatIOns m GeorgIa However, the reforms mtroduced m the last three years represent an Important
begmnmg As found m other transItion countrIes, mvestments m the mstItutIons and even-handed
applIcatIOn of the laws and regulatIOns can serve to bUild a credIble reputatIOn m mternatIOnal markets
Once establIshed, thIS can propel GDP and mcome levels durmg penods of growth and provIde
protectIOn durmg penods of downturn
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