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Abstract

post-Communist reforms of Georgia's
economy. It points out the mistakes
made during the reform of post-Communist
Georgia’s economy and identifies the rea-
sons for the failure of Shock Therapy in
post-Communist Georgia based on an anal-

T his article reviews the first-generation

ysis of the successful economic reforms
carried out in Poland.

It focuses special attention on how the
mistakes were corrected, thus leading to
the Minimum Shock with Maximum Thera-
py program that proved favorable for Geor-
gia’s economy.

Introduction

Twenty years after the disintegration of the Soviet Union and the restoration of Georgia sinde-
pendence, an analysis of the processes characteristic of theinitial stage of transition to amarket econ-

omy warrants special attention.
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The entire post-Communist space, as well as economic science, was unprepared for the fall of
the command economy and the transition to a market economy. This caused the plethora of mistakes
made at the beginning of theinitial stage of the reforms.

The countries that were successful and those that failed in carrying out their economic reforms
became apparent from the very beginning. Poland led the group of successful countries. So it stands
to reason that many countries began following Poland’ s experience, although most of them were not
as successful as Poland. Thisismainly explained by thefact that neither the prerequisites required for
beginning such reforms, nor the realities prevailing in these countries were taken into consideration
before the reform process was launched.

Thereform processin post-Communist Georgiawas faulty from the very beginning, although
later it was possible to overcome the problems. A study of Georgia s post-Communist economic
reforms is interesting because Georgia became a country where Shock Therapy ‘stretched over
time,” which ultimately ended in a reform program known as Minimum Shock with Maximum
Therapy.

Thisarticleaimsto analyze the first-generation post-Communist reforms of Georgia seconomy
and the achievements and mistakes made at that stage. Thisiscrucial for abetter understanding of the
difficulties related to the post-Communist transition economy.

How the Economic Reforms Began

The year 1989, when the idea of national independence first embraced the whole of society,
should be considered the starting point of the post-Communist reformsin Georgia. It became aturn-
ing point for economists, resulting in the creation of anumber of interesting new concepts linked to
the idea of economic independence.! This stage of incipient reforms can provisionally be called the
stage of naive comprehension.

The second stage of economic reforms started after the el ection of the Supreme Council in the
fall of 1990. At that time, several very important laws on economic reform were passed, though they
were unfortunately not implemented effectively. This stage of reform can therefore be considered the
stage of reform stagnation.?

After the coup d' état of December 1991-January 1992, the stage of populist economic reform
began.? At that time the government transferred land and housing to the people without compensation
in order to enlist the easy support of the population. These redistributive policies caused substantial
damage to the agricultural sector and housing construction. In particular, land privatization was car-
ried out mechanically and it practically ruined the necessary infrastructurefor agricultural production
(the system responsible for supplying machinery, fertilizers, and other resources); and without alegal
basis for private ownership of land, the efficiency of land tenure was very low. If housing rent had
been differentiated according to location and amenities, the money thus received could have been
accumulated for further housing devel opment. This became impossible because of the overly hasty,
free distribution of housing.*

During this populist stage of economic reform, the Shock Therapy method was launched in
Georgia at amost the sametime asit was applied in Russia and in accordance with the Russian sce-
nario. Was Georgia ready to apply this well-known approach to economic reform?

1 See: V. Papava, “O kontseptsiakh ekonomicheskikh reform v SSSR,” Ekonomika i matamaticheskie metody,
Vol. 26, No. 6, 1990.

2 See: V. Papava, “ The Georgian Economy: Problems of Reform,” Eurasian Sudies, Vol. 2, No. 2, 1995.

3 See: V. Papava, T. Beridze, “Problemy reformirovania gruzinskoi ekonomika,” Rossiiskii ekonomicheskii zhur-
nal, No. 3, 1994.

4 See V. Papava, “O privatizatsii osnovnykh faktorov proizvodstva,” Pravilaigry, Fair Play, No. 3, 1992, pp. 97-101.
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In order to answer this question, an important distinction of principle should be pointed out
concerning the nature of the state. Whether or not acountry enjoyed its own independent statehood at
the beginning of its reform proved extremely important.® The countries of Eastern Europe, such as
Poland, Hungary, Bulgaria, and so on, belonged to the first category, whereas the new countries
formed following the disintegration of the U.S.S.R, Y ugoslaviaand Czechoslovakia, can be classified
among the second. The only exceptions among the latter countries were the legal successors of the
original larger states because they preserved aimost al the attributes of statehood. So, after the disin-
tegration of the U.S.S.R., Russiawasrecognized asitslegal successor, retained Moscow asitscapital,
and preserved al the attributes of statehood, inheriting the institutions of the Former Soviet Union
(FSU). Hence Russia can be classified among the group of post-Communist countries already pos-
sessing statehood. All the other countries had to build their own state institutions, often from almost
nothing (to a certain extent, Ukraine and Belarus can be considered exceptions, since, although for-
mally lacking independent statehood, they were already members of the United Nations). Georgia
was one of the countries facing this situation. It therefore had to manage two major tasks simultane-
ously: the need to build new state institutions and undergo the transition from central planning to a
market-type economy.5

Asiswell known, the Shock Therapy method of economic reform wasfirst devel oped and used
in West Germany after World War 11. New life was breathed into it in post-Communist Poland with
the introduction of the Balcerowicz Plan in 1990.” Implementation of this approach with respect to
macroeconomic stabilization requiresthe active involvement of several different governmental insti-
tutions. Shock Therapy cannot be successfully applied in the absence of these crucial institutions, and
any attempt to do soisdoomed to failure. Georgia sexperience also supportsthevalidity of thisview.
It isnot difficult to demonstrate this. It is enough to elaborate what Shock Therapy means according
to the so-called Bal cerowicz Plan (considered today to be the modern and already classical version of
Shock Therapy) and then to study the mistakes made in implementing Shock Therapy in Georgia,
where it blindly imitated the reflections in the Russian mirror.®

The Polish Experience and
its Georgian Modification

Shock Therapy generally assumesimplementing atight fiscal policy. It entailsthe simultaneous
adoption of measures involving price liberalization, a considerable reduction in the national budget
deficit by canceling budgetary subsidies, and stringent control over the money supply and income of
the population. The plan developed by former Polish finance minister Leszek Balcerowicz is consid-
ered an excellent modern example of the Shock Therapy method and isfrequently referred to favora-

5 Seer L. Balcerowicz, Socialism, Capitalism, Transformation, CEU, Budapest, 1995, p. 146; B. Milanovic, In-
come, Inequality and Poverty during the Transition from Planned to Market Economy, The World Bank, Washington,
D.C., 1998, p. 3; V. Papava, “O teorii postkommunisticheskoi transformatss ekonomiki,” Obschestvo i ekonomika, No. 7,
2000; V. Papava, “On the Theory of Post-Communist Economic Transition to Market,” International Journal of Social
Economics, Vol. 32, No. 1/2, 2005.

5 See: V. Papava, “The Georgian Economy: From ‘ Shock Therapy’ to ‘ Social Promotion,”” Communist Economies
& Economic Transformation, Vol. 8, No. 8, 1996, p. 252.

7 See: L. Balcerowicz, “Poland, 1989-1992,” in: Palitical Economy of Economic Reform, ed. by J. Williamson, In-
stitute for International Economics, Washington, D.C., 1994; M. Schaffer, The Economy of Poland, Center for Economic
Performance, Discussion Paper, No. 67, LSE, London, 1992.

8 See: V. Papava, “The Georgian Economy: From ‘ Shock Therapy’ to ‘Social Promation,’” V. Papava, “‘Social Pro-
motion’ of Economic Reform in Georgia,” Economic Systems, Vol. 20, No. 4, 1996; V. Papava, “The Georgian Economy:
Main Directions and Initial Results of Reforms,” in: Systemic Change in Post-Communist Economies, ed. by P.G. Hare,
Macmillan Press, London, 1999.
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bly by other transition economies. In accordance with this plan (which isthe classical version of the
modern Shock Therapy approach in post-Communist countries), the foll owing measures were simul-
taneously implemented in Poland from the very start:

1. Multipleincreasesin all types of prices; adeliberate, although it was hoped temporary, in-
creaseininflation aimed at ensuring and maintaining market equilibrium;

. Tight restrictions on the (real) income of the population;
. A substantial increase in (nominal) interest rates and restrictions of the money supply;
. Increases in the interest rates on deposits aimed at encouraging the population to save;

a b~ 0N

. Sharp cutsin national budget expenses by reducing government investments and by refus-
ing to subsidize unprofitable enterprises any longer;

6. Issuing government bonds to help cover the national budget deficit;
7. Regulating the tax system and moving toward a more uniform, Western-type tax structure;

8. Introducing a common rate of exchange of the ztoty to the dollar (involving substantial in-
itial devaluation) and ensuring ztoty convertibility in the domestic market;

9. Introducing a common customs tariff in order to restrict imports and stimulate exports;
10. Providing socia assistanceto the popul ation within thelimits of the government’ s capacity;

11. Eliminating monopoly positions and effecting a substantial withdrawal of administrative
intervention in enterprise activities.

The use of Shock Therapy began in Russia on 2 January, 1992. A month later, it began in
Georgia. To explain how the Shock Therapy method used in Georgia deviated from the Polish ap-
proach, it will be helpful to compare each step taken in Georgiawith the corresponding item in the
Balcerowicz Plan:

1. The reform of price formation started in Georgia as early as the spring of 1991 when free
prices on some types of goods were introduced. Whereasin 1991 these changes were still of
an exceptional nature, by February 1992 (that is, amonth later than in Russia), radical chang-
eshad occurred in the price formation system in Georgia. For example, the price of onegroup
of goods and services were liberalized, while the regulated price of another group increased
considerably. All this was aimed at balancing the market. Whereas in 1991 the consumer
priceindex stood at 1.8, in 1992 it rose to 25. At the same time, it is worth noting that regu-
lated consumer pricesincreased 68-fold in 1992 compared t01991 (for bread, the main food
product in Georgia, this hike was 100-fold). So we can say that the first item of the Balcero-
wicz Plan was on the whole fulfilled in Georgig;

2. 1n 1992, indexation of minimum wages and social security benefits was introduced in Geor-
gia. In 1991, thisindexation was carried out only once, but in 1992, during price formation
liberalization, income indexation was performed six times. In 1991, the minimum wage and
the average wage of employees increased compared to the previous year 1.85-fold and
1.26-fold, respectively, and in 1992, compared to 1991, 13.14-fold and 17.94-fold, respec-
tively. True, no strict regulatory measureswere carried out in Georgiato control increasesin
the wage fund (as was done in Poland, when in the event of a 2 percent overdraft from the
wage fund the penalty imposed on an enterprise was equal to 200 percent of this sum; and if
the overdraft was more than 2 percent the penalty was 300-500 percent of the corresponding
sum); however, increases in wages and social security benefits lagged behind the price in-
creases. Thusit can be considered that item two of the Bal cerowicz Plan was also moreor less
fulfilled in Georgia;
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3and 4.1n 1992, compared to 1991, the interest rate on depositsincreased from 2 percent to 5

10.

percent per annum, and for ten-year depositsit increased from 9 percent to 80 percent. This
increasein theinterest rate still far from reflected the actual inflation rate. It should also be
noted that it was generally impossibleto restrict the money supply in Georgiain those days
by raising theinterest rate, because the country had no monetary system of itsown; only the
ruble of the already disintegrated U.S.S.R. and the newly issued Russian ruble were in cir-
culation in Georgia.

In the summer of 1992 it was decided to double cash deposits on a deferred with-
drawal basis. In particular, on July 25 adecision was made to doubl e cash deposits deval -
ued by inflation on 1 August. The population immediately responded by depositing more
money in cash deposits. On 1 August, a new decision was made to prolong the time for
placing money in cash depositsfor doubling until August 10. After doubling the addition-
a money could not be withdrawn for another year, unless the money was to be used for
privatization (which was, however, suspended at that timein Georgia). Asit becamerath-
er difficult to receive the necessary quantity of bank notesfrom Russiain atimely manner
in the second half of 1992, the money accumulated in thisway was paid out as wages and
pensions, which essentially prevented the government from restricting the money supply.
Asaresult, it can be concluded that itemsthree and four of the Bal cerowicz Plan were not
fulfilled in Georgia;

. In 1992, the share of government investment in the total expenditure of the national budget

was hot reduced, and until that year it fluctuated within the range of 20-25 percent. The
nominal amount of subsidiesin 1992 compared to 1991 increased about 5.1-fold. However,
in 1991 the share of subsidiesin budget spending amounted to the remarkably high level of
47 percent, and in 1992 this was cut back to 30.1 percent. Even so, this does not make it
possible to say that item five of the Balcerowicz Plan was realized in Georgia;

. Government internal bondswereformally issued in 1992. But they werenot offered for sale

until the fall of 1993 and mainly in order to convert FSU bonds into new Georgian bonds.
As for using government bonds to cover the national budget deficit, thisdid not prove
feasible in subsequent yearsin Georgia.So it is clear that item six of the Balcerowicz Plan
was not implemented either;

. Comprehensive reform of the tax system in accordance with the requirements of the market

economy started as early as the spring of 1991. For this reason, it can be considered that
item seven of the Balcerowicz Plan was essentially fulfilled in Georgia at that time, al-
though it should also be noted that further reform of the tax system isstill going on, asit is
in many other countries of the world;

. In1992, therewas no national currency in Georgia, so it wasessentially impossibleto fulfill

item eight of the Balcerowicz Plan;

. In 1992, general customs tariffswere introduced at rates of 2 percent on imports and 8 per-

cent on exports. Obviously, this policy did not favor either import restrictions or the ex-
port stimulation, so item nine of the Balcerowicz Plan wasclearly not fulfilled in Georgia
either;

It has already been mentioned that in 1992, asin 1991, there was income indexation, albeit
imperfectly applied and subject to lags. At that time, any type of assistanceto familieswith
small incomeswasdisregarded. That isto say, the social protection system did not differen-
tiateincomelevelsin away that supported those with low real incomes. Asaresult, therea
minimum wage in 1992 amounted to only 86 percent of that of 1991. Since, despitethein-
come indexation carried out in 1992, targeted assistance to the neediest families was inad-
equate, item ten of the Balcerowicz Plan was unfortunately not fulfilled;
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11. In 1992, legal and government resol utions and decrees restricting monopolistic institutions
and practices and promoting competition wereissued for thefirst timein Georgia, although
their effective implementation was significantly delayed. True, as early as 1991, the Soviet
procedures ensuring centralized supply of resourcesto enterprisesand final customerswere
disrupted and gradually abandoned, but many elements of state administrative interference
in enterprise activity were still preserved. Hence, item eleven of the Balcerowicz Plan was
not carried out at that time.

Thus, in 1992 in Georgia, eight out of the eleven itemsin the Balcerowicz Plan (that is, all apart
from items one, two, and seven) were not fulfilled.

Such important measures asthe cancelation or at |east seriousrestriction of budgetary subsidies
and tough restriction of the money supply were also neglected. Many of those items were indeed
doomed to failure, particularly since there was no independent monetary system at that time in Geor-
gia. In these conditions, implementing a defective version of Shock Therapy based only on pricelib-
eralization could hardly be expected to succeed. In other words, in the absence of corresponding gov-
ernmental ingtitutions, it was essentially impossible to make thetransition to amarket economy using
Shock Therapy. Inthissituation it would have been much more effective to create the variousinstitu-
tions necessary both for pursuing the reforms and for building the Georgian state.

The populist stage of economic reform ended in the inevitable failure of the abortive Georgian
modification of Shock Therapy, and this subsequently gave rise to serious delays in the economic
reform process.

Manifestation of Mistakes

The stage of accumulation of mistakes includes 1993 and the first half of 1994.° One factor
resulting in the delayed reforms was outside the economic sphere, while another factor explained
the delays in terms of basic mistakes of economic policy. The economy of Georgia (and not only
the economy) was neither prepared for the full-scale military operationsthat started in Abkhaziain
the summer of 1992, nor for the civil war that intensified in the fall of 1993. These events seriously
strained the national budget, and in 1993-1994 it proved impossible to get the budget approved in
advance in the normal manner. The only possible way to cover the resulting deficits was money
emissions.

Both due to the general amnesty announced in the winter of 1992, and later on through its par-
ticipation in military operations (as a country without an army), the crime situation in Georgiawors-
ened to the extent that it became too dangerous to conduct most economic activity. Asaresult, many
businessmen left their nativeland, and this accel erated the outflow of capital. At the sametime, undis-
guised robbery was replaced by racketeering, which was also detrimental to successful business de-
velopment. Asarule, these criminal elements were unable to accumulate wealth. The reason for this
was that the overwhelming majority of these people were drug addicts or had links with the drug in-
dustry, so there was substantial |eakage of stolen property to the neighboring countries from where
drugsillegally penetrated into Georgia

Inlate 1992 and early 1993 the most important policy mistake was made. The government, for
somereason, did not expect that it would receive additional banknotesfrom Moscow, so it put tempo-
rary banknotes of Georgia—the coupon of the National Bank of Georgia (NBG)—into circulation.°
Unfortunately, representatives of the Georgian Government and the NBG were unableto takethe new

9 See: V. Papava, “ The Georgian Economy: Problems of Reform.”
10 See R. Gotsiridze, “National Currency of Georgia—The Lari,” in: Central Eurasia: National Currencies, ed. by
E.M. Ismailov, CA& CC Press, Stockholm, 2008, pp. 164-166.
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currency seriously, sometimes showing acontemptuous attitude toward it. Thishad adecisiveimpact
on the already serious devaluation process underway. Basically, the nature of the mistake wastheil-
lusion that it was economically expedient for Georgiato remain temporarily or even permanently in
the proposed “ruble zone.” Asaresult of thisunfortunateillusion, the coupon did not becomethe sole
legal tender of payment until July-August 1993 when Russiacarried out partial currency reform of its
own and withdrew the FSU ruble from circulation. This act made it clear that Georgiawould have to
introduce its own currency.

Uncontrolled credit emissions caused the inflationary process in Georgia. Attempts to solve
agricultural problems (e.g., the procurement of agricultural productsin the fall of 1993 and carrying
out the essential agricultural work in the spring of 1994) from abudget that had been practically non-
existent since the fall of 1993 resulted in initially unreported budgetary emissionsthat ultimately ru-
ined the country’ sfinancial system. Georgia devel oped ahyperinflationary spiral, with inflation gal-
loping at arate of about 60-70 percent per month from 1993 until thefall of 1994. In thelong run, this
money was not, unfortunately, used for agricultural purposes. In conditions of such high inflation, the
coupon could not perform the normal function of sustaining commercial turnover because the real
value of the coupon supply was constantly falling. All other things being equal, this promoted wider
use of the ruble instead of the coupon as a means of payment.t

In 1991-1992, the foundations of the system of informal relations characteristic of low-income
countries? were laid in Georgia.

Theincorrect policy of the NBG toward restricting cash circulation (which gaverise, contrary
to common sense, to restrictions on the withdrawal of coupons from the banking system) resulted in
substantial discrepancies between cash and noncash monetary values. This further restricted the cir-
culation of the coupon. Also, state-owned commercial banks tolerated excessive overdrafts, which
promoted hidden credit emission. Subsidized prices on bread, gas, electricity, and transport put an
additional load on the budget and also prompted budgetary emissions.

A serious error was perpetrated in Georgia's foreign trade policy, which allowed the “unique
Georgian” clearing system to be consolidated. Barter was considered the only way to receive gasfrom
Turkmenistan. The price of both Turkmen gas and of many poor-quality goods produced in Georgia
was artificially high. According to the“innovators” of thisapproach, it would result in the creation of
an environment for Georgian enterprises that stimulated their activity. It should be mentioned that
such an environment for producing poor-quality goods hasindeed been created. At the sametime, this
production had to be purchased by government. In the absence of a proper budget, however, this op-
eration could be only partialy carried out, and even then only by means of money emission (which
alsoincreased inflation). The government purchased most of this production from enterprises using a
form of the state order system, with guaranteesto pay the corresponding pricein thefuture. Use of the
state orders system required a complicated system of quotas and licensing. When receiving loans
from different foreign countries and international organizations, in some cases the interest rates and
prices on goods bought with the help of loanswere artificially increased, and the loans received were
partly used in lessimportant directions. Needlessto say, this put these enterprisesin adifficult finan-
cial situation and resulted in the formation of a nonpayment network within the country, which was
difficult to stop. It became impossible for the government to gather the full volume of goods within
the country to fulfill the barter commodity exchange agreed upon with Turkmenistan. Inrecent years,
the existing difficulties with the Azerbaijan transport route, i.e. the blocking of therailway line pass-
ing through Chechnia, have complicated the normal transportation of goods procured by the govern-
ment to Turkmenistan, subsequently making it impossible. As aresult of these difficulties and mis-

1 See: L. Gurgenidze, M. Lobzhanidze, D. Onoprishvili, “Georgia: From Planning to Hyperinflation,” Communist
Economies & Economic Transformation, Vol. 6, No. 2, 1994.

12 Seer Informal Finance in Low-Income Countries, ed. by D.W. Adams, D.A. Fitchett, Westview Press, Boulder,
1992.
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takes, Georgia s debt to Turkmenistan amounted to about half a billion U.S. dollars over two years.
The country’ stotal external debt rose to $1 hillion.

Ignoring the interests of enterprise workers and employees effectively impeded the privatiza-
tion process in 1992-1993 and held up the restructuring of enterprises into joint-stock companies.

Much of this lay behind the energy crisis associated with using loans for purposes other than
those intended. This, along with nonpayment of the real cost of power resources (in other words,
absurdly low domestic prices), chronic irresponsibility with respect to technical specifications that
made it impossible to carry out not only capital renewal, but even routine repairs and maintenance,
and constant theft of power equipment containing copper (including wire) to sell in Turkey, gaverise
to an unprecedented collapse of production.

Moreover, giventhe general state of disarray in both national and enterprise-level accounting, it
became impossible to obtain full information on companies and their activities. This, in turn, artifi-
cially exaggerated the already apparent decline in the major macroeconomic indicators and, at the
enterprise level, facilitated companies’ effortsto hide their tax liabilities.

This stage of economic reform was characterized by extremely imperfect recording of foreign
economic activities, inefficient customs procedures, extensive waste of commaodity stocks, adecline
in the economic role of normal wages, unrecorded expansion of the shadow economy, and the use of
humanitarian aid for purposes other than those intended. Overall, the picture of the Georgian econo-
my was exceedingly bleak.

Minimum Shock with
Maximum Therapy

At the beginning of 1994, Head of the Georgian State Eduard Shevardnadze initiated prepara-
tions for implementing an anti-crisis program of macroeconomic stabilization and systemic change.
The program began in the spring of 1994, and this gave a good start to the stage of correction of mis-
takes committed during the earlier stages of the economic reforms.

This new stage of economic reform was also characterized by problems of a noneconomic na-
ture. By the spring of 1994 the hostilities in Abkhazia had come to an end. This fact had a positive
influence on the economy as awhole, but it also gave rise to a new problem: social protection of in-
ternally displaced persons (IDP), which placed a heavy burden on the national budget.

Law-enforcement institutions intensified the fight against criminalsin order to improve the sit-
uation. Definite positive results were achieved, but the country still had along way to go to solve the
problem. Many enterprises, for instance, were afraid to undertake high level s of production for fear of
being robbed by organized (including semi-official) and other criminal elements.

In the spring of 1994 the government gradually changed its attitude toward the coupon. Accord-
ing to the standard policy of the International Monetary Fund (IMF), it wasready to assist any country
that had its own currency and whose government was doing its best to strengthen it. If Georgia stayed
within the ruble zone, the IMF would undoubtedly prefer to work with Russia—the country issuing
the ruble. This fact undermined the position of those in the Parliament and the Government (like
Speaker of the Parliament and the Minister of Finance) supporting the ruble zone, since they would
have had to openly advocate regarding the Russian ruble asthe solelegal tender. Conversely, it assist-
ed thosein power who, from the very beginning, realized that the Georgian economy had no prospects
without itsown national currency. Interestingly, in 1994 anoble but perhaps hopel ess experiment was
aready going onin Kutaisi, wherethe city authorities were supporting the coupon—the one region of
Georgiato do so. All of this, together with the relative stabilization of the Georgian coupon and the
worsening depreciation of the ruble, encouraged the population to take the coupon more seriously.
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Uncontrolled monetary emissions became impossible owing to the increasing resolve of the
authorities of the NBG. In the fall of 1994 the Bank cancelled the prevailing restrictions on the
withdrawal of cash from banks under obvious pressure from the IMF. As aresult, cash and noncash
money values drew considerably closer to each other.

Inlate 1994, on the advice of the IMF, the NBG started regul ating the banking system by means
of the classical methods widely used elsewhere in the world. In addition to solving other problems,
this also prevented the state-owned commercia banks from continuing to work in overdraft condi-
tions. Moreover, corporatization of state-owned commercial banks began in the second half of 1994,

According to the program devel oped with the IMF in September 1994, the price of gasand elec-
tricity was raised to world levels, the price of bread increased 285-fold(!), subway fares increased
greatly, and so did tariffs on other municipal services. Budget-supported employees enjoyed awage
increase, and pensions and social welfare payments were al so raised, but these increases lagged con-
siderably behind inflation. This enabled a great reduction in the budgetary subsidies needed to cover
the discrepancies between consumer and production prices or between production prices and actual
costs. This was followed by substantial strengthening of the rate of the Georgian coupon. Whereas
beforethe pricerise on bread, one dollar wasworth 5.3 million coupons, after the pricerise, onedollar
was already valued at 2.4 million coupons. This process continued; at the end of 1994 the price of
bread increased again by 40 percent and resulted in the establishment of astable coupon exchangerate
(at one dollar = 1.3 million coupons).®®

Unfortunately, Georgiacould not managefull money recovery on either gasor electricity. How-
ever, whereas enterprises and the popul ation did not pay for their gas and electricity supplies, or paid
only negligible sums, the cost of bread had to essentially be covered in full by the population. Delays
in enforcing these payments encouraged economic entities to be more skeptical about the coupon:
trade organizations, enterprises, and banks delayed corresponding money transfers and conducted
speculative operationsin the currency market, sustaining significant lossesin the process. Starting in
1995, when the coupon rate became stable, timely withdrawal of these sums was prevented not only
by the sluggishness of the banks, but also by some local authorities using these sums temporarily in
order to manage their local budget problems.

What is more, the pseudo-protection of enterprises by some representatives of government, and
the often groundless fears of the popul ation about interruptions in supply, meant that enforcement of
payments by cessation of deliveries—the normal method in market-type economies—was not
achieved. Gas supply to the population of Thilisi did not stop until January 1995. Carrying out atight-
er policy to cover the cost of bread was achieved step-by-step in thefirst and second quarters of 1995.

Theimpossibility of collecting thefull cost of gasand electricity also meant that the government
could not revise the corresponding prices because of its general commitment to the reforms. The dol-
lar prices of gas and electricity increased every month as aresult of the strengthening of the coupon.
Thisled to an artificial increase in the product cost, which primarily had an adverse effect on indus-
trial enterprises. Following a review of its commitments to the IMF, the Georgian government re-
duced coupon prices. In particular, since April 1995 the cost of gas has been reduced by 35 percent
and the cost of electricity by 25 percent. At the same time, the government of Georgia refused to
purchase gas after June 1995. Instead, purchases had to be undertaken by immediate consumers,
namely Sakenergo (the Georgian State Energy Company), big industrial enterprises, and municipal-
ities. To enable consumers to directly purchase gas, the aforementioned Georgian clearing system
was, in effect, annulled.

All thismade it necessary to terminate quotas and simplify licensing. This process soon started.
The system of quotas was completely annulled after 1 June, 1995, and licensing was preserved for

18 See: J.-Y. Wang, “From Coupon to Lari: Hyperinflation and Stabilization in Georgia,” Caucasica. The Journal
of Caucasian Sudies, Vol. 1, 1998; S. Wellisz, “Georgia: A Brief Survey of Macroeconomic Problems and Policies,”
Sudies & Analyses, Working Papers, No. 87, CASE, Warsaw, 1996.
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only alimited list of goods.** Order was al so reestablished in borrowing and the use of loans based on
the practices established in connection with Georgia’ sfirst |oans from the IMF and the World Bank.
In December 1994, Georgia received the first tranche of a Systemic Transformation Facility (STF)
(approximately $39 million) from the IMF.

Approval of the national budget by the Parliament at the beginning of 1995, after a two-year
interval, can be considered a very important step toward establishing order in Georgia s financial
system. Thereal significance of this budget was that credit and monetary emissions themselveswere
not used to balance budgetary revenue and expenditure. In 1995, only 47 percent of the expenditures
of the national budget were covered by taxes and the remaining 53 percent had to be covered through
the monetization of wheat and flour received as humanitarian aid (mobilizing the proceedsfrom sales
in the national budget). In that way, the unbalanced budget could be balanced without money emis-
sion. This was achieved with the help of donor countries and institutions promoting the reformsin
Georgia. Unfortunately, the planned macroeconomic indicators for the first two quarters were not
achieved, although the actual results improved considerably with each passing month.

With the support and efforts of the IMF, most of the countries to which Georgia owed approx-
imately $1 billion agreed to debt rescheduling. This allowed the IMF to issue the second credit
tranche of the STF at the end of June 1995 (approximately $44 million) and astand-by loan of approx-
imately $113 million. All of thiswas expected to create conditions for Georgia to preserve financial
stability, carry out currency reform, and put the Lari (the national currency) into circulation, avoiding
the errors previously committed by the government in connection with the coupon.®®

The exchange rate of the national currency was expected to remain unaltered until the end of
1995. After July 1995, the price of bread increased by 7 percent on average, whilethe wages of budget
sector employeesincreased by an average of 50 percent. In thefall of 1995, there were plansto liber-
alize bread prices. The planned elimination of government monopoly in this sphere was expected to
make this possible.

Beginning on 1 July, 1995, the minimum monthly wage of those employed in the budget sector
wasjust $2.69 and the maximum $12.69. Thesefiguresare, of course, very low, although it should be
recalled that at the beginning of September 1994 the minimum wage was | ess than ten cents, and the
maximum alittle more than one dollar (all evaluated based on the exchange rate at that time without
adjustment for purchasing power parity).

Asfor sectoral development, thereformsin Georgia are being implemented most vigorously in
healthcare where the reform project was el aborated in close cooperation with expertsfrom the World
Bank. A gradual transition to paid medical services and establishing a system of medical insurance
began in the public health system.

In May 1994, the head of state issued a decree according to which enterprise personnel were
given precedence in corporatization. This speeded up the process. At the sametime, privatization by
means of direct purchases was also encouraged. In 1995, the use of privatization vouchers began in
Georgia, as in many other former Communist countries: part of public property was distributed to
peoplefree of charge.X® Thisapproach wasjustified by the necessity to give everyone afair chanceto
acquire assets during privatization.Y”

The success of Shock Therapy in 1994-1995 rests on the paradox “The Worse, the Better.”
Thissituation can be classified as Minimum Shock with Maximum Therapy. Whereasthereisabig
question mark over the country’s future and its ability to survive, there can be no doubt about

14 See: V. Papava, T. Beridze, “Industrial Policy and Trade Regime in Georgia,” Eurasian Sudies, 1996/1997, Val. 3,
No. 4, 1996/1997.

15 See: M. Kakulia, “Before and After the Introduction of the Lari: Georgian National Currency in Retrospect,” in:
Central Eurasia: National Currencies.

16 Seer A. Silagadze, T. Beridze, “Note on Privatization in Georgia,” in: Economic Transition in Russia and the
New States of Eurasia, ed. by B. Kaminski, M.E. Sharpe, New Y ork, 1996.

17 Seer V. Papava, “Privatizatsia osnovnykh faktorov proizvodstva,” pp. 92-97.
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whether Shock Therapy was really needed, since under the circumstances the country had no other
choice and positive results were almost guaranteed. Another way to describe this situation is a Soft
Big Bang.:®

Conclusion

Transition to amarket economy was on Georgia s agendaimmediately after regaining itsinde-
pendence. Unfortunately, the first steps toward a market economy were inconsistent. The later at-
tempt to blindly copy the Polish model of Shock Therapy was not successful either, whichis not sur-
prising since Georgia did not even have its own monetary system.

Failure of Shock Therapy in Georgia gave the green light to populism in Georgia' s economic
policy. Asaresult, in 1993-1994 Georgiadid not have astate budget approved by the Parliament. The
country was caught in a hyperinflationary spiral and its temporary currency—the Georgian Cou-
pon—was unacceptabl e to the market and population alike.

Steps were taken to achieve macroeconomic stability in a country facing economic failure.
These stepsincluded tight monetary policy, liberalization of bread prices, and enhancement of budget
discipline. Asaresult, the Shock Therapy initially started was successfully compl eted and macroeco-
nomic stability was achieved in Georgiain 1995. Thismadeit possibleto carry out successful curren-
cy reform, which completes the first-generation post-Communist reformsimplemented in Georgia' s
economy.

18 See: V. Papava, Necroecononics: The Political Economy of Post-Communist Capitalism (Lessons from Georgia).
New York, iUniverse, 2005, pp. 23-24; V. Papava, “On the Theory of Post-Communist Economic Transition to Market,”
International Journal of Social Economics, Vol. 32, No. 1/2, 2005, pp. 85-86.
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Abstract

into Azerbaijan’'s and Russia’s oil sec- | vantage over Russia. The author first gives

T his article examines the FDI inflows | tifies the main reasons for Azerbaijan’s ad-
tors between 1991 and 2006. It iden- | a brief explanation of FDI in general, then





