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Figure 1: Despite the successes in the improving governance standards, Georgia lags behind EU countries on most

dimensions
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Source: World Bank Worldwide Governance Indicators, EBRD calculations.

Panel B: Comparison of scores on the Worldwide
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The need for continued improvement in governance is also reflected in the low and declining trust
of the general population in most government institutions (Figure 2). Just as trust influences the
relationship between citizens and the government, it also, in turn, impacts public policy and the
sustainability of reforms. In order to preserve progress made and instil further confidence among
businesses and investors, the government should continue to prioritise good governance standards
and transparency in its reform agenda, particularly as it seeks to build a resilient and sustainable
economic future for Georgia following the COVID-19 pandemic.

Figure 2. With the exception of the army and police, trust in government institutions is low and has

been declining in the past decade
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Political volatility is the most commonly identified governance shortfall in Georgia. The EIB-EBRD-
WB Enterprise Survey, which captures the opinion of private sector businesses, repeatedly reported
political volatility as the key obstacle to doing business in Georgia. 30% of respondents in 2019 and
42% of respondents in 2013 stated that political instability is the single largest business constraint. In
2009, this figure stood at 17.4%, placing political instability in second place immediately after access
to finance (18%). The 2019 Worldwide Governance Indicators®® rank political stability lowest of all six
of its good governance indicators for Georgia, while the 2019 World Economic Forum Competitiveness
Report ranks Georgia 86™ out of 141 countries for “government long-term vision.” Georgia’s political
economy is characterised by a polarised and personalised political scene with strong mutual mistrust
(see also Chapter 1 on Political Economy). Deepening political polarisation is threatening to negatively
impact parliamentary pluralism, as seen in the six-month political stalemate following the last
parliamentary elections in October-November 2020. This also helps create an enabling environment
for the excessive centralisation of power and a lack of continuity and predictability in policymaking, in
part due to the frequent turnover of government staff and the potential for vested interests.
Transparency International’s National Integrity Assessment of Georgia identifies the ruling party's
control over a majority of public institutions as a main concern.?® This kind of environment risks
undermining the country’s stability and does not bode well for reform progress or economic
development.

Political instability has significant implications for the private sector, in particular consumer and
business confidence as well as investment decisions. For instance, investments in manufacturing do
not offer a quick pay-off or easy exit as their value is determined within a given supply chain. These
kinds of investments, which are also crucial for knowledge transfer and wider productivity
improvements, need stability in the political and business environments in the medium to long term.?’
Furthermore, instability in the political sphere in Georgia often maps to increased volatility in the
macroeconomic environment. While overall macroeconomic stability has been maintained largely due
to prudent management, certain political incidents in recent years were immediately reflected in
exchange rate dynamics, which were impacted via the confidence channel.

Georgia ranks high among the regional comparators on corruption perception indicators, though
there is space for further progress and continued vigilance is needed. Amongst the comparators,
Georgia has the lowest level of perceived corruption as measured by Transparency International’s
2020 Corruption Perception Index*?, ranking 45™ out of 180 countries. However, recent years have not
seen any significant improvements (see Figure 3.3) and continued vigilance is needed to ensure that
the incidence of corruption and its perception remain low. While petty corruption — particularly within
the public administration — is considered to be low, high-level corruption is still considered an issue.
The judiciary and public procurement in particular are frequently mentioned as key areas of concern.®

15 World Bank (2019). “Worldwide Governance Indicators 2019.”

16 Transparency International (2020). “Georgia National Integrity System Assessment 2020.”

17 GeoWel (2020). “Why Doesn’t Georgia Export More to Europe: An Assessment of the Challenges of
Enhancing Georgian Trade with the EU.”

18 Transparency International (2019). “Corruption Perception Index 2019.”

% Transparency International (2020). “Corruption and Anti-Corruption Policy in Georgia: 2016-2020.”
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Figure 3.3. Corruption perception is low vis-a-vis comparators, though the trend is stagnating

Scores are on a scale of 1-100 (the higher, the better) and the rank is out of 180 countries in 2020
and 176 in 2012
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Source: Transparency International Corruption Perception Index 2020.

2.2 Strengthening and increasing the efficiency of the judiciary is key to
improving Georgia’s investment climate

Georgia’s judicial system has been subject to major reforms in recent years. Over the past decade,
four “waves” of reforms have been undertaken, with major improvements including the: (i) electronic
allocation of cases; (ii) streamlining of case management; (iii) improved norms on disciplinary liability
of judges and on legal proceedings; (iv) increased number of cases resolved through alternative dispute
resolution; and (v) introduction of the Office of the Independent Inspector of the High Council of
Justice.

Nonetheless, more needs to be done to strengthen the independence, transparency and
accountability of the judiciary. The perception of a lack of institutional independence persists, with
the judiciary and government institutions at both federal and national levels considered susceptible to
political interference.?’ According to the World Justice Project’s (WJP’s) Rule of Law Index, Georgia
ranks 42" out of 128 countries. However, the worst performance is observed on indicators measuring
the extent of the government’s improper influence on the criminal (91 out of 128 countries) and civil
justice systems (88™), non-discriminatory practices of courts (86™) and timeliness of justice
proceedings (85™).2! Steps have been taken to increase transparency within the High Council of Justice,
but allegations persist that the administration of the judiciary continues to be controlled by a narrow
group of influential judges.? While the 2019 nomination and (lifetime) appointment of Supreme Court
judges was assessed by the Organisation for Security and Co-operation in Europe/Office for Democratic

20 Transparency International (2020). “Georgia National Integrity System Assessment 2020.”

The WIJP scores and ranks countries on 44 factors which cover eight dimensions of rule of law. The scores
are based on survey data from the representative sample of the general population and expert
questionnaire.

22 Transparency International (2020). “The State of the Judicial System 2016-2020.”

21
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Institutions and Human Rights as having involved some positive measures to build public trust in the
judiciary, the report also noted that the overall process lacked transparency and accountability,
undermining a genuine merit-based nomination process.?

Allegations of judicial partiality and a lack of accountability in large and politically sensitive cases
remain a concern.?* As these high-profile court cases receive significant media coverage, the negative
demonstration effect — even before any judgment has been made — is significant, fuelling mistrust in
the judiciary and discouraging future investment, particularly from international investors.

Confidence in the judiciary is further undermined by inefficiencies within the court system. A large
backlog of cases is leading to long delays in justice proceedings and judgments.? The average case
clearance rate?®is 91.1% at courts of first instance (European median 100.7%) and 79% at the Supreme
Court (European median 98.8%) and the disposition time?’ is 273 days at courts of first instance
(European median 201 days).? A lack of resources and judicial capacity further impedes the effective
and timely adjudication of commercial disputes. With the exception of prosecutors and lawyers,
Georgia employs significantly fewer professional judges (8.2 per 100 000 population compared to the
European median of 17.7), less non-judge staff (40.4 compared to 60.9) and less non-prosecutor staff
(6.2 compared to 14.9). In terms of financial resources, Georgia spends around six times less than the
European median (EUR 10.1 per inhabitant compared to EUR 61.30) largely due to significantly fewer
resources in the court system.? Furthermore, judicial capability also needs strengthening, particularly
in commercial and business law. Georgia lags behind the other countries in the region, in particular
Armenia, Moldova, Azerbaijan and Ukraine, in most of these categories.

Introducing e-courts for administrative processes and further promoting the use of alternative
dispute resolution mechanisms could help alleviate the burden on the private sector. The
introduction of e-courts are an important initiative. If implemented and managed effectively, they
could avoid any further build-up of cases, potentially help reduce the existing backlog and allow for
socially-distanced justice processes in light of COVID-19. Alternative dispute resolution mechanisms
provide an efficient alternative to court processes, but uptake in Georgia has been slow due to limited
public awareness, public mistrust of arbitration procedures and a shortage of adequately qualified
arbitrators.3® Concerns have also been raised with regard to the enforcement of arbitration decisions.
Efforts to support business-to-business arbitration are also underway, for which there are hopes that
Georgia could potentially become a regional hub.

3 Qrganization for Security and Co-operation in Europe (2019). “Report on the First Phase of the Nomination
and Appointment of Supreme Court Judges in Georgia.”

24 Transparency International (2020). “The State of the Judicial System 2016-2020.”

25 Council of Europe (2020). “Evaluation of the judicial systems (2018 - 2020) Questionnaire.”

26 (Clearance Rate = (Resolved Cases / Incoming Cases) *100.

27 Disposition Time = (Pending Cases / Resolved Cases) *365.

28 Council of Europe (2020). “European judicial systems CEPEJ Evaluation Report, 2020 Evaluation Cycle (2018
data), Part 2 — Country Profiles.”

29 |bid.

30 EU4Justice and UNDP (2018). “Legal and Practical Aspects of Arbitration in Georgia.”
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2.3 Enhancing the capacity, effectiveness, accountability and transparency of
Georgia’s civil service

Weaknesses in public administration persist. The high turnover of personnel, particularly at senior
levels due to frequent political changes, has compromised institutional memory and capacity in recent
years. Relatively low levels of compensation for civil servants also pose a challenge for the government
in its attempts to attract and retain qualified professionals, particularly in areas where private sector
experience is required. The 2018 Support for Improvement in Governance and Management (SIGMA)
baseline assessment on policy development highlighted the importance of further strengthening policy
planning, coordination, monitoring and reporting in particular.3!

Efforts to upgrade public administration should be stepped up. Georgia recognises the importance of
public administration reform to build an effective, accountable, transparent and professional civil

service in the context of its EU accession aspirations. A law on the civil service — the necessary

legislative framework to enable the development of a professional and unified civil service — and an
action plan to implement it have already been developed. New classification and remuneration
systems are being applied to all civil servants and a new performance appraisal approach is being rolled
out across government institutions.32 However, further steps are required to develop Georgia’s civil
service into a world-class public administration.

The COVID-19 crisis highlighted the need to re-energise the efforts to digitalise government services.
Digitalising public services ensures the uninterrupted availability of these services and often improves
their quality by enhancing transparency and reducing corruption, thereby instilling trust in public
institutions, optimising costs and increasing the resilience of a country. Georgia benefited early on
from the experience of Estonia, the global leader in digitalising all its public sector operations. This is
reflected in the country’s ascent in the rankings, as it moved up from 100" out of 193 countries in the
United Nations 2010 E-Government Survey to 56™ in 2014, making Georgia one of the regional leaders
and a frequently cited good example. Since then, however, higher rates of development in other
countries caused Georgia to slip to 65™ place in 2020. Similarly, Georgia fell from 49" place in 2014 to
80™ in 2020 in the E-Participation Index. The main challenge for the country is the lack of e-governance
initiatives at the local level, resulting in a digital divide between central and local administrations.
Moreover, the country currently does not have an updated e-governance strategy.

Successfully dealing with the aftermath of the pandemic also requires the successful
operationalisation of the new insolvency framework. Inadequate insolvency frameworks have
featured as a constraint to Georgia’s investment climate across global ratings. However, good progress
is being made, with new legislation on: banking resolution and corporate insolvency; creditor rights
protection; and a framework for timely insolvency processes and effective rehabilitation, operational
since early 2021.33 Ensuring the effective implementation of this new legislation will be crucial, along
with the establishment of a new profession of insolvency practitioners. Ensuring an efficient insolvency
resolution regime would facilitate the “creative destruction process” in the aftermath of COVID-19,
enabling the economic recovery. The focus should now shift to resolving the system for personal
insolvency, with the development of a special law to regulate these issues and a new enforcement
code required.

31 Support for Improvement in Governance and Management (SIGMA) (2018). “Baseline Measurement

Report: The Principles of Public Administration — Georgia.”

European Commission (2019). “Joint Staff Working Document — Association Implementation Report on
Georgia.”

33 IMF (2020). “Country Report No0.20/149 — Georgia.”

32
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Increasing transparency in public procurement would enhance competition and create an even
playing field. Public procurement is one of the areas currently being reformed under the Association
Agreement. Georgia moved its public procurement processes online a decade ago, with digital
procurement now having fully replaced its earlier paper-based system. Despite these efforts,
corruption is still considered to be a risk. While digital procurement should enhance competition and
increase the number of firms bidding for government contracts, the average number of bids for open
tenders in 2019 was only 1.8 to 2.6. This might point to a range of weaknesses, including the small size
of the Georgian market or a potentially excessive focus on price criteria due to, for instance, a lack of
capacity and engineering skills to precisely evaluate complex projects. The latter could also deter
foreign companies from participating. There are also heightened concerns that large government
tenders are awarded in non-transparent procedures to well-connected individuals and firms. COVID-
19 has exacerbated this concern further, with an increased number of simplified, direct procurement
procedures now being applied to government tenders. An analysis by Transparency International of
the public procurements conducted during the national state of emergency (March — May 2020)
suggests that more than half of the tenders during this time had only one bidder, which is unsurprising
given the challenges during the initial lockdown.

2.4 Building on improvements in corporate governance standards would boost
performance and investment opportunities

Further improving the corporate governance framework and practices would improve access to
finance and the general performance of enterprises. According to the EBRD’s 2016 Corporate
Governance Assessment34, several elements of the framework were judged as “weak” or “very weak.”
The assessment highlights the lack of a corporate governance code in Georgia, with rules of conduct
currently defined by several different laws. While Georgia has taken a number of steps in recent years
to strengthen corporate governance and transparency, including the passing and implementation of a
new Accounting, Reporting and Audit Law governing company transparency and disclosures and
imposing audit and financial reporting requirements on companies according to their size, further
efforts are needed. Instituting a corporate governance code or a unified legal act on corporate
governance would help businesses understand the requirements and value of good corporate
governance and incentivise reforms and improvements. Efforts to strengthen the functioning and
independence of audit committees and enhance the use of codes of ethics, including a comprehensive
framework for whistleblowing, are also needed. In addition, the integration of environmental, social
and governance considerations into corporate governance regulations and practices, in line with the
country’s roadmap for sustainable finance®, would enhance the sustainability of companies’
operations. Finally, the appointment of professionals to supervisory board positions would help
address concerns raised about the structure and functioning of company boards and instil potential
investors with more confidence. Upgrading corporate governance standards further would also
support easier and more diversified access to finance, including via the development of the capital
markets (see more in Section 4.1 Box 1).

Motivated by the recent deterioration in the financial performance of state-owned enterprises, the
government is preparing a comprehensive governance reform for these entities to limit fiscal risks
and increase efficiency. In recent years, the authorities have been working on establishing effective

34 EBRD (2017). “Corporate Governance in Transition Economies Georgia Country Report.”
35 National Bank of Georgia (2019). “Roadmap for Sustainable Finance in Georgia.”
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fiscal risk monitoring systems, culminating in the publication of fiscal risk statements capturing
transfers between the state and key state-owned enterprises, contingent liabilities for the national
budget and the categorisation of these enterprises by risk level based on their financial reports. In
addition, a recently completed sectorisation exercise for these enterprises disaggregated government
units and public corporations to place any non-market activities conducted by state enterprises under
the appropriate fiscal oversight framework3®. According to the IMF*¥, the state-owned enterprise
sector is relatively large compared to the otherwise lean public sector balance sheet. With
consolidated public sector assets at 149.3% of 2018 GDP and liabilities at 81.3% of GDP, the net worth
of the entire public sector is estimated at 68% of GDP, placing Georgia in the top third of countries
analysed by the IMF. Assets of state-owned enterprises amount to nearly one-fifth of the entire public
sector’s assets, standing at 27.9% in 2018.%8

The deteriorating financial performance of Georgian state-owned enterprises exposes the
underlying need for commercialisation reforms targeting these enterprises, the strengthening of
their corporate governance and a better exercise of the state ownership function. The state-owned
enterprise sector has been a net draw on the budget in recent years with increasing leverage and
government on-lending, decreasing average returns on assets and falling equity values despite large
equity injections by the government and significant upcoming financing requirements for the largest
enterprises of the sector. The gross financing needs of the six largest enterprises accounting for two-
thirds of the sector are estimated at 18% of GDP over the next three years, with around half to be
raised from the private sector. Significant foreign-exchange mismatches, as the large majority of state
enterprise debt is denominated in foreign currency while revenues are in Georgian lari, expose major
state-owned enterprises to currency fluctuations. The lack of an overarching approach enabling the
state to retain companies and set them performance objectives, inconsistent policies for accounting
and compensating for public service obligations, underdeveloped company-level governance
institutions and the operational involvement of the state in key decisions taken by these enterprises
— all these are major problems to be resolved. The authorities have initiated discussions to develop
a state enterprise reform strategy which aims to bring the management of these enterprises closer to
the highest standards of corporate governance. This strategy is expected to result, among others, in a
new governance law for state-owned enterprises.

36 The sectorisation exercise determined that 196 of 241 Georgian state-owned enterprises should be

classified as "government units" based on the criteria of a lack of operational independence, dependence
on regular financial assistance from the state, or providing economic goods or services at below-market
prices. Moreover, about 50 companies were found to be inactive.
37 IMF (2020). “Technical Assistance Report — The Public Sector Balance Sheet and State Owned Enterprises.”
3 These figures do not take into account a more precise classification of institutional units as general
government units or public corporations depending on whether the entity operates on a market or non-
market basis. For more details, please see the referenced IMF report.
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3. Improving human capital and broadening economic
opportunities to boost competitiveness

The challenges posed by skills and labour shortages in Georgia are among the main obstacles facing
the private sector as labour force skills are increasingly out of step with the evolving needs of
businesses. To improve workforce skills, weaknesses in the education system must be addressed and
skills mismatches must be eliminated, which would also help address youth inclusion issues. With high
demand for technical skills, work on strengthening the national technical and vocational education and
training framework could be stepped up. Georgia’s potential productivity growth would also be boosted
by addressing persistent gender disparities and regional differences as well as by enhancing economic
opportunities for disadvantaged groups.

3.1 Georgia’s labour market characteristics reveal underlying structural issues

Georgia’s total population is declining gradually, having fallen from roughly 5 million residents at the
time of independence to some 3.7 million today — mainly due to mass outward migration during the
1990s.%° The population continues to shrink incrementally year-on-year and, according to the UN
Population Division’s projections, will reach 3.5 million by 2050.°

Outward migration is consistent, though relatively modest. Net international migration is estimated
at between -2 000 and -11 000 per year in recent years (representing an annual loss of roughly 0.1-
0.3% of the total population). For clarity, the net migration figure of -8 243 in 2019 is made up of 96 864
inward migrants and 105 107 outward migrants — both relatively voluminous flows for a country of
Georgia’s size. Georgian citizens accounted for the majority of both flows, with 56.2% of the inflow
made up of returning Georgian nationals and 78.0% of the outflow consisting of emigrating Georgians.
Both the inward and outward migrant flows were composed of slightly more men than women (about
55-60%) and were mostly made up of individuals in their twenties and thirties.*

Economic activity is likely to be sustained, however, due to relatively slow population ageing and
rising labour productivity. The labour force has shrunk over time, also as a reaction to episodes of
economic hardship. Georgia is currently the “old man” of its neighbourhood (alongside the Russian
Federation) with a median age of 38.3 against Armenia’s 35.4, Azerbaijan’s 32.3, Turkey’s 31.5 and
Russia’s 39.6. However, the trend is for rapid demographic convergence, with Georgia reducing its
current demographic disadvantage considerably compared to neighbouring countries.** Meanwhile,
Georgia’s labour productivity (output per worker) has maintained robust growth of 4-6% in most
recent years, signalling a positive trajectory for rising living standards.*

39 National Statistics Office of Georgia (2020). “GeoStat Database.”

40 United Nations Population Division (2019). “World Population Prospects 2019.”

41 National Statistics Office of Georgia (2020). “GeoStat Database.”

42 While Georgia’s median age is projected to rise only modestly to 40.9 by 2050, Armenia’s will leapfrog to
43.2 by then; Azerbaijan will catch up to 40.3; and Turkey’s will climb by an entire decade to 41.7 years,
equalling the Russian Federation’s. Similar convergence is projected for other measures of population
ageing such as the old-age dependency ratio. Based on the “medium variant.” United Nations Population
Division (2019). World Population Prospects.

43 International Labour Organization (ILO) (2020). “ILOSTAT Database.”
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Figure 1: Population and net migration (in thousands)
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While overall labour productivity is gradually growing, a large share of employment is still focused
on traditional sectors with low value added. Georgia’s transition from a centrally planned economy
has shifted the employment structure across sectors to a more services-oriented economy. The
contributions of both agriculture and industry to gross value added have declined over the past two
decades. Nevertheless, the agriculture sector still employs nearly one-fifth of Georgia’s total
workforce. Meanwhile, it contributes a mere 8% of Georgia’s gross value added. With nearly half of
the economically active population employed in one of the least productive sectors in the economy,
the overall labour productivity potential in Georgia is significantly limited. So despite significant leaps
in economic development and strong output growth, the Georgian labour market is characterised by
limited ability to create opportunities for high-skill employment in more productive sectors. The
situation also points to related issues of skills supply and quality which are holding back the structural
transformation of Georgia’s economy and labour market.

Thilisi has gained in importance as Georgia’s foremost residential hub. While Georgia’s total
population is declining, Thilisi’s population has remained relatively stable at 1.1-1.2 million residents
since the mid-1990s. Consequently, the share of Georgia’s population living in the capital has increased
from 25.4% in 1995 to 31.9% today. More generally, the share of residents of urban centres has
increased from 54% to 59% over the same period.** The concentration of population growth in major
metropolitan areas compared to rural areas points to better economic opportunities in those areas:
more densely populated areas benefit from larger potential markets, a greater pool of skilled workers
and economies of scale in the provision of public goods.*

Higher economic activity in urban areas combined with higher unemployment rates come on the
back of large-scale subsistence farming activities in rural areas. The share of the economically active
population — the labour force participation rate — stood at 53.9% in urban areas and 46.0% in rural
areas in 2020. At the same time, the unemployment rate amounted to 20.3% and 15.8%,
respectively.* These indicators also exhibit large regional variations. These results point to large-scale
self-employment outside the capital, in large part through subsistence farming activities. Combining
these data with low productivity levels in agriculture compared to other industries reveals the issue of

4 National Statistics Office of Georgia (2020). “GeoStat Database.”
4> EBRD (2018). “Transition Report 2018-2019 — Work in Transition.”
46 National Statistics Office of Georgia (2020). “GeoStat Database.”
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hidden unemployment in rural areas which is not easily detectable in the headline unemployment
figures. Coastal zone populations engaged in agriculture are facing additional risks as these areas are
highly vulnerable to any climate impact which would then affect the performance of the agricultural
sector and employment.#

Rates of economic activity remain much higher among men than women. In 2020, 40.4% of working-
age women were either employed or looking for work, compared with 62.0% of men.*® Both the female
and male rates have shifted only very slightly — by 3-4 percentage points, up or down — over the past
decade. Consequently, while the unemployment rate for women was lower than for men in 2020, at
16.2% compared to 20.2% for men, their employment-to-population ratio (or “employment rate”) was
significantly lower at 33.9% compared to 49.5% for men.

Unemployment data since the outbreak of the COVID-19 pandemic have showed a modest change.
According to the official figures, unemployment increased from 16.6% in the last quarter of 2019 to
20.4% a year later, while the labour force participation rate remained nearly stable in the same period.
With a modest drop in the total number of employed, the employment-to-population rate declined
from 42.1 to 39.8%.% Nevertheless, according to a survey of Georgian businesses conducted in May
2020, 60% of respondents thought they would need to reduce their number of employees or put them
on unpaid leave in the following three months.>® As of October, 22% of respondents had to reduce
employment and 15% had to put their employees on unpaid leave in response to the pandemic, as
revealed in the follow-up survey.>!

Informal employment®2 remains stubbornly high in Georgia. It accounts for 34.7% of employees in
the non-agricultural sectors, according to official Labour Force Survey data from 2019.%3 The share was
broadly even across urban and rural areas (33.8% and 36.8%, respectively) but somewhat higher
among men than women (39.3% and 29.2%, respectively).

3.2 Labour force skills are out of step with the evolving needs of businesses

A large share of Georgian firms report poor workforce skills as one of the top constraints for their
businesses. The latest wave of the EIB-EBRD-WB Enterprise Survey conducted in 2019 reveals that
nearly 15% of private firms find an inadequately educated workforce the single biggest obstacle to
doing business. This places skills as the third most significant constraint after political instability (29.9%)
and access to finance (26.4%). Not all private companies are equally affected — 22% of large
companies, 25% of all companies in the retail sector and 21% of all companies in other services in
particular suffer from a lack of qualified personnel.

This area only recently took centre stage in the business community, likely reflecting the evolving
needs of businesses on the back of Georgia’s economic development. Less than 5% of respondents

47 World Bank (2020). “Impacts of Climate Change on Georgia’s Coastal Zone: Vulnerability Assessment and
Adaptation Options.”

48 National Statistics Office of Georgia (2020). “GeoStat Database.”

4% National Statistics Office of Georgia (2020). “GeoStat Database.”

50 pwC (2020). “Georgian Business in the face of the COVID-19 Pandemic.”

51 pwC (2020). “Follow up survey of Georgian businesses in the face of the COVID-19 Pandemic.”

52 Informal employment includes non-standard, alternative, irregular, precarious or other types of
employment which leaves employees unprotected in certain ways. As such, it does not equate to
employment in the informal sector. ILO, Defining and measuring informal employment (see:
https://www.ilo.org/public/english/bureau/stat/download/papers/meas.pdf ).

53 National Statistics Office of Georgia (2020). “GeoStat Database.”
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identified an inadequately educated workforce as the main constraint in the previous two waves of
the same survey conducted in 2012-13 and 2009. The trend of skills shortages is exacerbated by trends
of outward migration of skilled workers: the majority of Georgian nationals residing abroad have
attained a higher educational level than secondary education.>

The skills of the Georgian workforce compare poorly at an international level. The average level of
adults’ key information-processing skills in Georgia as measured by the OECD is below the levels of
advanced countries and other post-communist countries (Figure 2). The skills level also declines with
age — a trend observed among other countries as well, highlighting the need for lifelong learning and
on-the-job training. Furthermore, in the World Economic Forum’s 2019 Global Competitiveness Index,
Georgia’s worst performing areas included “skills of current workforce” and “ease of finding skilled
employees,” which ranked 125" and 120%" respectively out of 141 countries.

Figure 2: Average skills scores of Georgians lag behind
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Source: EBRD (2018), Transition report 2018-2019.

Note: The post-communist countries group includes Estonia, Lithuania, Poland, Russia, Slovak Republic, Slovenia, Czechia
and Kazakhstan.

Deficiencies in information and communication technology skills can threaten future employment
opportunities in the digital economy. The World Economic Forum’s 2016 “The Future of Jobs” report
considers mobile internet and cloud technology industries along with big data processing and analytics
to be the top drivers of the future global job market. Therefore, science, technology, engineering, and
mathematics (STEM) education is gaining importance for future workforce development. So far, the
Georgian population has been significantly lagging behind in terms of STEM and digital skills. Georgia’s
quality of mathematics and science education, as measured in the World Economic Forum’s 2017
Global Competitiveness Index, places 103™ out of 137 countries worldwide, while the quality of digital
skills among the active population ranks 107™ out of the 141 countries measured in the Forum’s 2019
index. In addition, Georgian students score consistently lower than international and regional averages

>4 Georgian State Commission on Migration Issues (2017). “2017 Migration Profile of Georgia.”
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on components of the Trends in International Mathematics and Science (TIMSS) study 2019°°, making
the skills mismatch especially grave in the information and communication technology sector.

3.3 To improve workforce skills and resolve youth inclusion issues, weaknesses
in the education system and skills mismatches must be addressed

High educational attainment levels are at odds with the poor quality of education (see Figure 3).
With an average of 12.8 years of schooling, Georgia is ranked 13™ best in the world out of the 141
countries featured in the World Economic Forum’s competitiveness index®®, and 55" out of 174
countries ranked in the Human Capital Index according to the “expected years of school” indicator
based on school enrolment rates at different education levels. However, the same indices point to
shortcomings in the education sector. The competitiveness index ranks skills of graduates in Georgia
as the second worst indicator (125" in the world) out of 74 measured indicators in total, while
according to the expected years of school adjusted for harmonised skills test scores, Georgia only ranks
81t out of 174 countries in the 2020 Human Capital Index. According to international tests measuring
student learning outcomes, Georgia is behind most comparators. The programme for international
student assessment (PISA) conducted by the OECD places Georgia’s 15-year old students 71 out of 79
countries in their ability to use their reading, mathematics and science knowledge and skills to meet
real-life challenges.

Figure 3: High educational attainment levels are at odds with the poor quality of graduates’ skills
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55 International Association for the Evaluation of Educational Achievement (2019). “Trends in International
Mathematics and Science.
%6 World Economic Forum (2019). “The Global Competitiveness Report 2019.”

Improving human capital and broadening economic opportunities to boost competitiveness 21



Panel C: PISA, average scores, in 2018
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The learning outcomes in Georgia vary according to several dimensions. According to the OECD, the
PISA results depend on students’ socioeconomic profile (disadvantaged students tend to perform more
poorly), geographic location (students from rural areas score behind their peers in the cities), mother
tongue (students from minority groups who do not speak Georgian at home score lower) and
educational path (those enrolled in general education score significantly better than those in the
vocational sector).>” >8 This suggests that there is space to increase access to and equality in education.

Efforts to revamp the education system need to be reinvigorated. Over the years, Georgia has
implemented a series of gradual reforms to upgrade infrastructure, improve the curriculum and
teaching methods, develop a professional development scheme for teachers and decentralise school
governance and education financing practices.”® Most recently, authorities started working on a
comprehensive reform of the education system which would include setting curriculum standards, a
new teacher policy framework and more effective vocational training and adult learning. In 2019, the
authorities introduced a floor on education spending at 6% of GDP from 2022, subject to the
implementation of comprehensive education reform and improved efficiency in spending.®® However,
the comprehensive strategy of the education reform was never finalised, partly influenced by a
government reshuffle in the same year.

Shortcomings in matching the skills supply, education, training and lifelong learning with employers’
needs on the demand side remains a long-standing obstacle to Georgia’s labour market
development.®! For instance, higher education has a relatively low economic return in Georgia, as it
does not provide a significant uplift in employability or remuneration. More than 60% of young people
in Georgia attend higher education, while less than 40% of entry-level positions require a degree.®
The World Bank estimates that around a third of Georgia’s population is overqualified.®® Such skills
mismatches are further aggravated by the lack of robust mechanisms for anticipating and matching

57 OECD (2019). “OECD Reviews of Evaluation and Assessment in Education: Georgia.”

8 Please note that these conclusions are based on PISA results for 2015 and 2009.

5 IMF (2018). “Georgia Selected Issues and OECD (2019) OECD Reviews of Evaluation and Assessment in
Education: Georgia.”

80 IMF (2019). “IMF Country Report No. 19/372y.”

61 European Business Association (EBA) Georgia (2020). “EBA Position Paper on Vocational Education after
COVID-19.”

62 Galt & Taggart (2020). “Georgia’s Education Sector.”

63 1LO (2019). “Skills and jobs mismatches in low- and middle-income countries.”
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skills. Stakeholders identify a lack of systemic, national-level mechanisms to ensure that the skills
required by the private sector are reflected in education and training. This translates into
comparatively low levels of enrolment in engineering, manufacturing and construction programmes
(8% in Georgia compared to 16%, on average, across the EU-27%) and high levels of enrolment in
business, administration and law programmes (33% in Georgia against 18% in the United Kingdom).

Skills mismatches often translate not only into poor employment outcomes, but also
discouragement and inactivity for young people. Youth unemployment has been decreasing in recent
years, but remains high at 24.1% in 2019 (see Figure 4). While there are no visible gender disparities,
the difference between urban and rural youth unemployment is significant. Furthermore, the
proportion of young people aged 15-24 in Georgia who are neither in education, employment nor
training, the so-called “NEET rate,” stood at 26.0% in 2019, on aggregate, and higher still among young
women at 29.1%%. Although this share has also come down in recent years from 32.6% in 2012,
worries remain about a “lost generation” of Georgian youth unprepared for accessing educational and
economic opportunities.

Figure 4: Youth employment outcomes are weak

Panel A: Youth unemployment rate, in % Panel B: Share of youth not in employment,
education or training (NEET), in %

m 2019 42012 —=@=—Total ==t==|ale e==g==Female
50
50
40 ¢ 40
0 ¢ ¢ ¢
30
L 4
20 pryl 24.0 | 24.3 20
10 10
0 0
Total Rural Urban Male Female 2012 2013 2014 2015 2016 2017 2018 2019

Source: ILO (2020), ILOSTAT Database.

3.4 With high demand for technical skills, work is underway to strengthen the
national technical and vocational education and training (TVET) framework

In recent years, Georgia’s government has made significant and systemic efforts to reform the
national TVET framework, attracting support from a variety of international donors. The National
Agency for Vocational Skills (or “Skills Georgia”) was established in 2019 thanks to a multi-stakeholder
effort to improve skills standards and secure better coordination across the private sector. This has led
to the creation of a dedicated sectoral skills organisation for the agricultural sector (named “Agro-
Duo”), with more expected to follow in the coming years. The organisation’s primary objective is to
foster public and private cooperation by establishing educational programmes in collaboration with
the private sector to encourage the timely supply of competitive skills responding closely to labour
market demand.

64 Eurostat. “Tertiary education statistics.”
65 1LO (2020). “ILOSTAT Database.”
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Efforts to improve TVET are needed given Georgia’s high unmet demand for technical skills such as
the expertise provided by technicians and craft workers,®® and under-education in medium-skill
occupations.®’ It is particularly difficult for companies to fill blue-collar vacancies in some sectors,
including industries related to food processing, and openings for stationary plant operators and
similar.®® The key challenges for TVET development in the country include: low and declining levels of
enrolment (only 6% of the eligible age group was registered as of 2019); relatively low state
expenditure on vocational education (3.2% of total spending on education in 2019); and regional
disparities in access to TVET, with Tbilisi encompassing 46% of Georgia’s complete stock of TVET
institutions.®® According to a survey conducted by Georgia’s Ministry of Education’®, the majority of
Georgia’s TVET graduates report being employed (62%), and around a tenth are self-employed in the
first year-and-a-half following graduation. Nevertheless, almost one-third of TVET graduates are
unemployed, and there is a disparity in levels of employment for female (54%) and male (70%)
graduates. Among unemployed respondents, 22% replied they have been unable to find a job because
their profession is not in demand, which indicates that the skills mismatch with the labour market also
exists for TVET programmes.

The COVID-19 crisis has generated setbacks for the delivery of TVET. Many enterprises have stopped
offering study placements due to market uncertainty, changing work patterns, and health and safety
concerns.

3.5 Gender disparities persist, dampening the country’s potential productivity
growth

Women are very active in high-skill occupations in Georgia. Although a relatively lower share of
women workers in Georgia are occupied as managers (4.5% compared to 7.0% among men), many
more have high-skill occupations as professionals (18.4% compared to 7.2% among men) and
technicians and associated professionals (8.6% compared to 6.8% among men). Taken together, the
three high-skill occupational categories account for roughly one-third of women’s economic activity,
compared with only about one-fifth among men, signalling positive labour market opportunities and
outcomes for women (see Figure 5).

6  Galt & Taggart (2020). “Georgia’s Education Sector.”

67 ETF (2018). “Georgia - Education, Training and Employment Developments 2018.”

68 ETF (2018). “Georgia - Education, Training and Employment Developments 2018.”

69 Galt & Taggart (2020). “Georgia’s Education Sector.”

70 Ministry of Education, Science, Culture and Sport of Georgia (2018). “Tracer Study of 2018 VET Program
Graduates.”
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Figure 5: Distribution of employed women and men in Georgia by occupational category, 2019 (%)
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Nevertheless, women’s high-skill economic activity does not translate into higher earnings as large-
scale gender pay gaps persist in virtually every sector of Georgia’s economy. At the most highly skilled
“manager” occupational level, the average woman earned GEL 1 651 per month in 2017, compared
with GEL 2 432 per month for their male counterparts (i.e. 47% higher).”* While the average woman
employee in Georgia earns GEL 869.1 per month, their male counterparts earn about 56.7% more, at
GEL 1 361.8 per month, according to official data for 2019.7% As such, Georgia has the highest gender
pay gap among comparator countries. In 2019 in Armenia, men earned on average 41.4% more than
women, in Latvia 19.0%, in Moldova 16.4% and in Croatia and North Macedonia the gap was the
smallest, with men earning on average 10.2 and 10.5% more than women per month.”® On a sectoral
level, the biggest gaps are observed in financial and insurance services (where men earn 85.8% more
than their female colleagues, on average); manufacturing (65.0%); and scientific research (64.7%). The
sectors closest to gender earnings parity are utilities (where women earn 11.9% more than their male
colleagues, on average); public administration (where men earn only 1.6% more than women, on
average); and education (15.1% in favour of men). This is partly explained by differences in working
time — men worked for 41.2 hours per week, on average, in 2019 compared with 33.8 hours among
women employees. A study by UN Women from 2020 shows that once workers’ characteristics, such
as education and experience, and other important indicators are taken into account, the unexplained
gender wage gap reduces, but remains positive,”* highlighting the need to ensure more equal
opportunities, particularly in the private sector.

Conservative attitudes towards gender roles remain common in Georgia and continue to dampen
women’s economic and political inclusion. In Georgia’s care economy, women tend to take on the
majority of the duties and tasks. Though many participate in economic activity — benefiting from
broadly western attitudes towards women in work — studies show that the burden of household tasks

71 National Statistics Office of Georgia (2020). “GeoStat Database.”

72 National Statistics Office of Georgia (2020). “GeoStat Database.”

73 1LO (2020) ILOSTAT database: mean nominal monthly earnings of employees by sex and economic activity.
Note that the most recent numbers for Croatia and North Macedonia are from 2014. According to the same
source, the gender pay gap in Georgia is 55.7%, which almost matches national statistics. In general, some
caution with wage data is necessary, as definitions of earnings, wages and remuneration often differ across
countries. Given these discrepancies, it is difficult to source data from one place. The ILO only irregularly
publishes data.

74 UN Women (2020). “Analysis of the gender pay gap and gender inequality in the labour market in Georgia.”
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is disproportionately placed upon women and does not decrease in line with full-time work. As one
stakeholder put it: “It is true that women are fairly well represented in Georgia’s labour market,
including at various levels — we have no major issues there. It is only that on top of this they have to
cook and clean and take care of the kids and organise the household...” Furthermore, women tend to
be seen primarily as wives and mothers and tend to be less valued as daughters due to lingering
perceptions that daughters eventually leave their birth families to join and serve their husband’s
families. Such attitudes result in the attribution of a dominant role to men in economic and political
terms, and as carriers of the bloodline or family name.”® Georgia’s conservative gender roles are
reflected in the limited access to tertiary education for girls. Whereas there is gender parity in school
enrolment rates in Georgia’® at the primary and secondary levels, patriarchal norms often lead families
to prioritise tertiary education (vocational or higher) for their sons rather than daughters if they are
unable to afford such education for all of their children.”’

Finally, gender-based violence remains a pressing issue in Georgia. High rates of violence against
women’® are often combined with enabling social attitudes that do not unanimously condemn it.”
Victims of gender-based violence in Georgia lack resources and meaningful treatment by the relevant
authorities. According to N. Dudwick®’: “In cases of abuse, women have few resources to call upon.
Although police are being trained [...], most women noted that they were likely to advise women to
return home and make peace with their husbands.”

3.6 Economic opportunities for people with disabilities and older workers

People with disabilities face discrimination and intolerant public attitudes in Georgia.®* A Unicef study
from 2015% found that 41% of respondents in Georgia hold negative attitudes towards people with
disabilities. Due to stigma and discrimination, people with disabilities experience barriers to education,
further constrained by educational infrastructure that is not adapted to physical or sensory
impairments or special educational needs. For instance, only four out of 31 public schools in Batumi
(in the Adjara region) had accessible toilets in 2017.8% Nevertheless, in 2018, new provisions were
introduced in the Law on General Education. These provisions granted the specialists engaged in
inclusive education with the status of “teacher,” envisioned appropriate social guarantees and

7> World Bank, Nora Dudwick (2015). “Missing Women” in the South Caucasus: Local perceptions and

proposed solutions.”

National Statistics of Georgia (2019). “Women and Men In Georgia.”

Millennium Challenge Account Georgia (2014). “Social and Gender Integration Plan.”

A nationwide survey conducted in 2017 by UN Women and the National Statistical Office of Georgia found

that, on average, one in every four women had experienced sexual violence and/or sexual harassment by a

person who was not a partner. The survey also found that one in every seven women aged 15-64 had

experienced physical, sexual, or emotional violence at the hands of a partner. From UN Women (2017)

National study on Violence against Women in Georgia.

According to the survey, 22% of women and 31% of men agreed that violence against women is justifiable

in some circumstances, while 33% of women and 50% of men agreed that domestic violence is a private

affair and not a legal matter. From: World Bank, Nora Dudwick (2015). “‘Missing Women’ in the South

Caucasus: Local perceptions and proposed solutions.”

World Bank, Nora Dudwick (2015). ““Missing Women’ in the South Caucasus: Local perceptions and

proposed solutions.”

Unicef (2016). “Georgia’s children with disabilities struggle against stigmatization.”

82 Unicef (2015). “Welfare Monitoring Study.”

8 Coalition for Independent Living (2017). “Realization of the Right to Housing of Persons with Disabilities in
Georgia.”
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addressed the transition of special boarding schools towards resource-centres. The law also set
definitions for integrated and special classes. It created a solid basis for building a truly inclusive
education system and legally bound the government to remove barriers standing in the way of children
with disabilities.®*

Barriers to education for people with disabilities translate into weaker employment and economic
outcomes. Data from 2014 show that there were only 24 disabled employees out of over 100 000
public employees in Georgia. With an estimated share of 3-10% of the population living with a
disability®®, this number shows that people with disabilities are not effectively integrated in the
workforce, even in the public sector.

Georgia’s government has taken action to adopt the “2014-2016 Government Action Plan to ensure
equal opportunities for people with disabilities” and has established a “State Coordinating Council on
the Issues of Persons with Disabilities.” Nevertheless, advocacy groups continue to demand stronger
governmental support for people with disabilities, including through better access to education,
housing and financial support.8

Older workers in Georgia get limited support. Economically active older workers (55+) account for
approximately 26% of the labour force. The unemployment rate is generally lower than the national
average, at 11.5% for the 55 to 64 age group and 7.6% for the 65+ group.®” While the law prohibits
discrimination in the labour market based on age, there are no specific incentives to hire older workers,
and workers who have reached retirement age are not entitled to unemployment benefits or
government measures to promote employment. Little information is available on older workers’ access
to employment or skills development opportunities, though work-based learning and lifelong learning
policy initiatives tend to be primarily focused on younger workers. Targeted efforts to promote or
support older workers in entrepreneurship development are limited, although this does not seem to
necessarily impede entrepreneurship as the prevalence of self-employment among older workers is
higher than in other segments of the population. A very low universal pension, with the minimum
currently set at GEL 240 (approximately USD 70), just above the subsistence minimum of around
GEL 200, entails the need to remain employed, even when past retirement age.

84 Save the Children (2018). “Save the Children Georgia leads the Inclusive Education System Strengthening
Efforts on Legislative and Policy Levels.”

8 IDFI (2015). “Statistics of Persons with Disabilities in Georgia.”

8 Coalition for Independent Living (2017) Realization of the Right to Housing of Persons with Disabilities in
Georgia

87 National Statistics Office of Georgia (2020) GeoStat Database
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4. The financial sector and private sector access to finance

Financial intermediation grew significantly in Georgia over the last decade, with total assets almost
doubling over the period. Banks dominate the financial sector with 94% of total assets, and dollarisation
is a key feature of the Georgian financial sector. On the other hand, considerable progress has been
made in raising regulatory and supervisory standards. Nonetheless, access to finance continues to be a
major obstacle for small and medium enterprises, as assessed in the latest EIB-EBRD-WB Enterprise
Survey. The share of credit-constrained firms was around 31%, with loan applications from a minority
of firms being rejected and, for the most part, firms simply becoming discouraged and not even
applying for credit lines. Interest rates were still the main discouragement factor. Firms’ propensity to
invest was hampered by credit constraints and firms not carrying any loans from the financial sector
had a very low propensity to invest. This suggests that further outreach and deepening of the financial
sector is required to support small and medium enterprises and investment, thus fostering long-term
growth.

4.1 Financial intermediation has increased substantially with banks dominating
the landscape

Financial intermediation in Georgia has grown rapidly in recent years. Total assets as a share of GDP
have increased from 52.2% in 2010 to roughly 100% in 2020. This trend has benefited from a
strengthened operating and regulatory environment as well as an improved institutional framework.
For example, the Georgian financial sector has a high score in terms of access (such as availability of
ATMs for the general population) and efficiency (including a focus on profitability metrics) in the
Eastern Partnership (EaP) region according to the IMF Financial Institutions Index 2018 (Figure 1 —
Panel A). At the same time, financial depth — defined as the ratio of pension, insurance and bank
exposures to GDP — is still largely underperforming in Georgia as well as in the Eastern Partnership
region according to the same index.

Account ownership and other indicators attest to the outreach of financial intermediation, even
from an inclusion perspective. From a regional perspective, on average only 53% of the working
population in the Eastern Partnership countries owned an account in a financial institution in 2017,
against 61% in Georgia. When comparing across certain segments of the population that have a
tendency of being more excluded from access to finance — females, young adults, the poorest (defined
as the bottom 40% in income distribution) and those living in rural areas — Georgia scores relatively
well compared to regional peers. Nonetheless it is clear that significant parts of the population are still
underserved and further efforts for outreach are very much in need. Notably, the younger cohorts in
Georgia seem to be in a more disadvantageous position compared to regional peers (see Table 1).

The financial sector and private sector access to finance 29



Figure 1: Financial intermediation compares favourably to peers with banks dominating the landscape
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Source: IMF, Financial Development Index Database, Source: National Bank of Georgia, author’s calculations.

author’s calculations.

Note: Panel A - The Financial Institutions Index is an aggregate of the depth, access and efficiency indices. Depth is measured
using data on bank credit to the private sector (% of GDP), pension fund assets to GDP, mutual fund assets to GDP, and
insurance premiums to GDP. Access is measured using data on bank branches and ATMs per 100 000 adults. Efficiency is
based on data on the banking sector’s net interest margins, lending-deposits spreads, non-interest income to total income,
overhead costs to total assets, return on assets and return on equity; Panel B - *Includes microfinance institutions and
pawnshops (until 2017), **Includes stock exchanges, brokerage companies and exchange bureaux.

Account ownership and other indicators attest to the outreach of financial intermediation, even
from an inclusion perspective. From a regional perspective, on average only 53% of the working
population in the Eastern Partnership countries owned an account in a financial institution in 2017,
against 61% in Georgia. When comparing across certain segments of the population that have a
tendency of being more excluded from access to finance — females, young adults, the poorest (defined
as the bottom 40% in income distribution) and those living in rural areas — Georgia scores relatively
well compared to regional peers. Nonetheless it is clear that significant parts of the population are still
underserved and further efforts for outreach are very much in need. Notably, the younger cohorts in
Georgia seem to be in a more disadvantageous position compared to regional peers (see Table 1).

Table 1: Financial inclusion metrics - % 15+

General Female Young Poorest 40% Rural
GEO EaP GEO EaP GEO EaP GEO EaP GEO EaP
Account 61% 53% 64% 51% 31% 42% 46% 42% 55% 48%
Borrowed fromafinancial | o cor 5000 140 8% 12%  21%  12%  20%  14%
institution

Made or received digital

. 53% 49% 55% 47% 26% 38% 38% 39% 45% 44%
payments in the past year

Source: World Bank, Global Findex database (2017).

Note: EaP is a simple average of the countries in the Eastern Partnership region.
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Access to finance is one of the main barriers to women’s economic empowerment in Georgia.®® Men
in Georgia are 80% more likely than women to own a non-agricultural company.® For women who
own a business, access to finance, training and connections will often be barriers to expanding their
companies.’® One of the most significant reasons behind difficulties in accessing finance is a lack of
collateral as women in Georgia own significantly less property than men do. Georgia’s long-standing
inheritance laws and practices are partly responsible for this. Most property to be inherited is given
preferentially to sons, rather than daughters, and married women can only make claims on assets or
property that they and their husbands acquired after marriage (women have no ownership rights on
property owned by their in-laws or even inherited by their husband before marriage). Even when
women are considered owners, their influence on the decision to sell the asset is significantly more
limited compared to male asset-owners.%! 2

Banks dominate the financial sector. Net financial sector assets have almost quadrupled since 2011.
As a result, financial intermediation has become increasingly important in the country, with net total
assets of GEL 50 billion reported in 2019. In 2020 there were 827 exchange bureaux, 199 loan issuing
entities, 40 microfinance institutions, 18 insurance companies, 15 commercial banks, four pension
schemes, two stock exchanges and one non-bank institution. Banks hold by far the largest share in
terms of net assets. The share stood at about 94% and represented 89% of GDP in 2019 (Figure 1 —
Panel B).

Two key features define the Georgian banking sector: private ownership and a two-tier system. First,
bank ownership is fully private with a large share of foreign ownership (93%). Second, the sector
operates under a two-tier system, whereby the two largest competitors — Bank of Georgia (BoG) and
TBC Bank (TBC) — jointly accounted for approximately 77% of total banking assets in 2019. Conde and
Gattini (2019)°® found that although many features are similar across all banks, some differences
appear to be significant. For example, the two largest banks are more diversified in terms of business
model, product palette, sophistication, client spectrum and funding structure. Their average
profitability has been also higher historically. Smaller banks tend to have a larger part of their portfolio
denominated in lari, a thinner deposit base, and larger regulatory capital and liquidity ratios. Finally,
yet importantly, unlike smaller banks, BoG and TBC are internationally listed and have access to
multiple sources of direct finance, including medium-term loans and deposits. Nevertheless, smaller
banks have retained substantial potential in unutilised regulatory capital and an ample liquidity
position.

8 UN Women (2017). “Women’s Economic Empowerment in Georgia.”

ADB (2018). “Measuring asset ownership and entrepreneurship from a gender perspective.”

% ADB (2018). “Georgia Country Gender Assessment.”

9 The exclusive right to sell assets such as dwelling units, agricultural land, large agricultural equipment and
real estate, as opposed to the joint (consultative) right and no right, is significantly higher among men
compared to women. ADB (2018). “Pilot Survey on Measuring Asset Ownership and Entrepreneurship from
a Gender Perspective.”

%2 ADB (2018). “Georgia Country Gender Assessment.”

% Conde and Gattini (2019). “Financing in Georgia: Small and medium enterprises and the private sector.”
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The Georgian banking sector’s capitalisation levels are adequate while asset quality has started to
deteriorate somewhat. The capital adequacy ratio stood at 17.6% in late 2020, which is far above the
8% minimum requirement imposed by the regulator ahead of the pandemic. In 2019, the aggregate
non-performing loan ratio was 1.9% (IMF definition) or 4.4% according to the National Bank of
Georgia’s definition. Non-performing loans based on the IMF definition reached 2.3% whereas
according to the National Bank of Georgia’s definition, they increased to 8.2% at the end of 2020.%
The low level of non-performing loans reached in 2019 was possible thanks to relatively stable
employment and economic growth, high credit standards and effective restructuring mechanisms
employed by banks in recent years. On the other hand, Georgia’s high level of dollarisation exposes
banks to currency-induced credit risk via exchange rate fluctuations. This seems more important for
the hospitality and real estate sectors. Moreover, these sectors have seen loan extensions and their
contribution to economic growth increase in recent years. In order to diminish the potential risk, the
National Bank of Georgia introduced higher risk weights on loans and stricter requirements for
unhedged forex lending before COVID-19. These instruments may prove very useful in limiting the
negative effects of the COVID-19 crisis.

The COVID-19 crisis has hit bank profitability. The returns on assets (ROA) and on equity (ROE) were
relatively high in 2019 for the Georgian banking sector, also propelled by the high interest rate spread
(i.e. 577 basis points) between lending and deposit rates. They were impacted severely during the first
two quarters of 2020, but closed the 2020 fiscal year in low but positive territory at 0.2% for ROA and
1.4% for ROE, supported by monetary policy, regulatory actions and a rebounding real sector.

Table 2: Financial soundness indicators in the fourth quarter of 2019 and 2020 — Georgia versus the Eastern
Partnership countries — in%

201904 Most recent 2020 data*

GEO ARM BLR MDA UKR GEO ARM BLR MDA UKR
Regulatory Capital to Risk-Weighted Assets 19.5 17.6 17.8 25.3 19.7 17.6 17.4 16.4 27.3 21.9
Liquid Assets to Short-Term Liabilities 24.2 111.7 155.6 207.4 94.4 25.2 119.3 116.7 221.1 89.7
Non-performing Loans to Total Gross Loans 1.9 5.5 4.6 8.5 48.4 2.3 5.7 4.9 8.6 45.6
Return on Assets 2.5 15 1.9 2.6 4.7 0.2 1.8 14 1.6 3.4
Return on Equity 20.4 10.3 12.8 14.6 37.5 14 12.4 10.2 9.0 26.2
spread Between Reference Lending and 576.7 350.1  165.5 - 622 | 510.6** 3505  59.6 - 763.0

Deposit Rates

Source: Georgia: National Bank of Georgia. Others: IMF.
Note: *Georgia (2020Q4), Armenia (2020Q2), Others (2020Q3). **From the IMF and dating back to 2020Q1.

Leverage has increased lately. The ratios of deposits and loans to GDP have steadily grown. Loans
stood at 67.5% and deposits at 57.7% of GDP in July 2020 (Figure 3). However, they have been growing
at different paces over the past ten years or so. Specifically, the loan to deposits ratio contracted
and/or stagnated in 2014 and 2016 amid two negative shocks to the economy and significant exchange
rate depreciations®, while it accelerated significantly from 2017 onward. This points to a more
leveraged banking sector, with the loan to deposit ratio currently standing at 117.5%.

% This suggests that the National Bank of Georgia’s approach is more conservative and sensitive to the cycle

than the IMF’s approach.

At the time, the global fall in commodity prices had spill-over effects on the banking sector, via decreased
remittances, depressed demand from Russia and neighbouring countries and contagion effects from their
banking sectors whose vulnerabilities were exposed, especially in Ukraine. This contributed to exchange
rate volatility in Georgia.
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Figure 3: Monetary aggregates to GDP ratios — % GDP
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Source: National Bank of Georgia, author’s calculations.
Note: *July 2020.

Dollarisation has been a long-standing issue in Georgia. As of September 2020, 56.1% of all loans and
60% of total deposits were denominated in foreign currency. Although these statistics still represent
large shares of financial intermediation, they are past the peak of around 2015/2016. This is mainly
due to the National Bank of Georgia’s mitigating actions and the implementation of the “larisation”
programme. The results of the policy efforts are more visible on the asset side of banks’ balance sheets,
with a significant increase in GEL-denominated loans since 2015. Nonetheless, businesses’ and
households’ deposits in local currency also represent a higher share in 2020 compared to 2015 (Figure
4 — Panel A).

Microfinance is the key sector for non-bank financial institutions, representing GEL 1.4 billion in
assets as of the third quarter of 2020, or 2.8% of total net financial sector assets and GDP. In total,
there are 40 licensed organisations, employing more than 4 000 people with close to 400 branches
spread throughout the country. Assets accelerated significantly from 2010 and stabilised after a slight
hiatus in 2016. 70% of the assets are net loans and 93% of them are issued in local currency because
of the type of clients (very small on average) and the recently adopted regulation. This regulation
requires loans below GEL 200 000 to be issued in local currency, which essentially involves a large part
of the microfinance loans.

The National Bank of Georgia is in charge of financial sector supervision, covering banks and non-
bank institutions. Generally, Basel Ill standards are implemented for the banking sector and a lot of
progress has been made in recent years, particularly with raising the standards for capital, liquidity and
financial transparency. Concerning capital, the regulatory framework implements minimum capital
and capital buffer requirements, additional capital buffers (for instance, unhedged currency, credit
portfolio concentration and net stress) and disclosure requirements. These instruments and their
employability have been revised and tweaked in response to the COVID-19 pandemic. A financial
stability department was also created within the National Bank of Georgia to further monitor business
and credit cycles.® Liquidity standards are mainly defined by the liquidity coverage ratio and in future
will also be determined by the net stable funding ratio.

% With the aim of improving transparency, quarterly and annual reports detailing each bank’s regulatory capital
elements, risk-weighted assets, and other corporate governance- and risk management-related matters are
requested and publicly available. Finally, macroeconomic and financial forecasts under IFRS 9 for different
risk scenarios are published bi-annually and serve as guidance for financial institutions.
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Box 1. Money and Capital Markets Development

High dollarisation is holding back the development of money markets but measures adopted by
the National Bank of Georgia have improved access to lari liquidity over the past decade®. The
National Bank of Georgia has notably developed and modernised its liquidity management tools
since the adoption of its inflation-targeting mandate in 2009. The establishment of a more robust
TIBR benchmark interbank rate in 2018 and the adoption of a Repo Master Agreement have fostered
the development of liquidity on interbank markets and contributed to bringing down short-term
interest rate volatility. Activity on the interbank market remains largely dominated by the increasing
volume of unsecured operations, while repo transactions have tended to decline. The market for
government financial paper has grown steadily over the past few years. Further deepening the
markets for short-term sovereign debt securities will be paramount for strengthening the sovereign
yield curve and supporting the development of other market segments.

Although it has grown steadily in recent years, the Georgian government securities market
remains small. Government securities issued in lari are mostly held by local banks as collateral for
refinancing purposes. The secondary market for government bonds is shallow, with trading taking
place over the counter and custody and settlement services provided free of charge by the National
Bank of Georgia. The Ministry of Finance of Georgia, with the support of the national bank, is
launching a primary dealer pilot programme to support the deepening of the Treasury bill and bond
markets by enhancing secondary market liquidity via continuous two-way price quoting.

The corporate bond segment is still underdeveloped and bank lending is effectively the main
source of funding for the corporate sector, especially for small and medium enterprises. The non-
government bond market is dominated by international financial institutions, with only 16 corporate
bonds listed on the Georgian Stock Exchange (GSE) at the end of 2019%. New issuances remain
scarce and are mostly placed with institutional investors, predominantly commercial banks and
international financial institutions, pursuing hold-to-maturity strategies. Since the EBRD’s inaugural
private placement of the first-ever domestic Georgian lari bond by a foreign investor on the local
market in March 2014, several international financial investors have issued local currency
denominated bonds in Georgia.

A number of Georgian companies have chosen to list on international stock exchanges as opposed
to the GSE where liquidity is negligible'®. As at the end of October 2020, 28 companies were
admitted for trading on the GSE with a total market capitalisation of GEL 2 377 million
(USD 705 million) which amounts to 4.8% of GDP, Since its peak in 2007, trading activity for stocks
listed on the GSE has been steadily decreasing, reaching a mere 56 trades in 2019 with the majority
of trades being conducted over the counter.

New debt or equity issuances could potentially come from a number of mature assets currently
held by private equity funds, a handful of state-owned enterprises or the private sector. In
addition to the low levels of liquidity, the absorption capacity of the narrow local institutional
investor base restricts the size of potential issuances on the local stock exchange. The recent
creation of the second pillar of the pension system is expected to improve liquidity once the new
pension funds accumulate sufficient assets.

97 TBC Capital (2020). “Fixed Income Regional Market Watch.”

%  Georgian Stock Exchange.

% National Bank of Georgia (2014). “EBRD launches its Inaugural Georgian Lari Bond.”
100 Georgian Stock Exchange.

101 2019 GDP.
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