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VLADIMER PAPAVA

Georgia’s Macroeconomic
Situation Before and After
the Rose Revolution

ABSTRACT: The fall of 2003 appeared to be a turning point in the
history of independent Georgia: during November 22-23, Georgia wit-
nessed a Rose Revolution. This event was caused by the harmful social
consequences of a number of negative factors, including ¢conomic ones.
Relatively high level of corruption in the Georgian government stalled
reforms in almost all spheres of public life, leading inter alia to serions
macreeconomic problems. This article demonstrates that the main mac-
roeconomic component of the Rose Revolution (late fall of 2003) was
the budger crisis. The postrevolutionary government is wishes to show
the people positive outcomes of the revolution as soon as possible, but
this will not be easy to achieve in the face af ongoing imperfect mx
legislation—the background of the budger erisis.

E ic and inflati ¥
Rose Revolution

P of the

The monetary system was the only part of the pre-revalutionary Geor-
gian economy in which macroeconomic indicators pointed Lo some sta-
bility (Beridze and Papava, 2003). Over the previous years, as a result of
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the National Bank of Georgia's (NBG) tight monetary policy, the ex-
change rate remained stable and inflation was fairly moderate (see, e...
Kakulia, 2001; Papava and Chocheli, 2003, pp, 10-17). The only signifi-
cant devaluation of the lari (by 70 percent), which took place in late 1998,
was dug to external factors—namely, the Russian default in August 1998
For the whole period from 1996 onward, only in 1998-99 was inflation
slightly higher than 11 percent (yet another negative effect of the above-
mentioned Russian default), whereas in all other years it never exceeded a
threshold of 7 percem g year.' By contrast, in 1093-94, inflation reached
50-70 percent a month: however, in 1993, the rue dropped 1o 57 percent
ayear (Gurgenidze, Lobzhanidze, Onoprishvili, 1994; Papava, 1993, 1996,
1999; Wang, 1998; Wellisz. 1996) (see Table 1).

In addition to relative monetary stability, a consistent economic re-
covery has been observed since 1995. In contrast to the economic ¢ol-
tapse of 1989-94, armunl GDP growth reached 11.2 percent and 10.5
percent in 1996-97, respectively (see, e.g., Papava, 1998). Although
annual GDP growth was relatively modest in 1998-2000 (3.1 percent.
2.9 percent, and 1,8 percent, respectively), in 2001-2 it increased again
{10 4.8 percent and 5.5 percent, respectively), Special emphasis should
be placed on the year 2003, when, because of the commencement of the
Baku-Thilisi-Ceyhan il pipeline project, GDP growth resched 11.1
percent. It must also be noted that growth in almost all sectors of the
Geaorgiun economy e sffected by “shadow" activities: according to one
estimate, the share of Georgia's untaxed economy reached 65-70 per-
cent of GDP (Chocheli, 2003).

GDP growth in the first half of 2003 remuined strong at 9.5 percent,
suggesting that the Rose Revolution had no impact on economic growth.
Because of its short-term nature, the Rose Revolution did not have u
negative impact on the Baku-Thilisi-Ceyhan intermational pipeline
project. Likewise, the so-called inflationary component of the Rose Revo-
lution was not as serious as it could have been: from January to October
2003, the actual inflation rate was only 1.9 percent. In November, in the
period of one month, during revolutionary conditions, prices rose 4.8
percent. This reflected not only political instability, but also some pro-
vocative statements made by government officials about diminished sup-
ply on the Georgian market and the inevitable growth of prices of
consumer goods because of the revolution. No doubt, such statements
intensified inflationary expectations.

Nonetheless, because the new postrevolutionary government under the
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leadership of the main revolutionary hero, Mikhail Saakashvili, received
full credit from the Georgian people, and the NBG continued (o pursue
its tight monetary policy, the actual inflation rate for 2003 was never
higher than 7 percent, that is, it never exceeded the expecied upper thresh-
old projected in the 2003 Indicative Plan of Georgia's Economic and
Social Development (IPGESD). The revolution actually managed to
“squeeze” itself into the projected limits of inflation, and, therefore, it
did not cost the Geargian people too much.

Toward a Georgian “budget crisis” phenomenon

If economic growth was more or less satisfactory and inflation was
maderate, what was the “macroeconomic component” of the Rose
Revolution? Many economists and politicians in Georgia have argues
that an economic crisis (see, ¢.g., Gotsiridze and Kandelaki, 2001) in
Georgia was one of the key causes of the Rose Revolution. Although
this explanation may seem quite attractive at first glance (because of
its simplicity), it does not accurately describe the prerevolutionary situ-
ation in Georgia's economy, Such a conclusion appears logical if one
recalls that economic theory knows just two types of economic crisis—
those of overproduction and underproduction. When crisis is due 1o
overproduction, supply far exceeds demand and the amount of unsold
products keeps mounting, causing prices to drop drastically. Compa-
nies go out of business and the unemployment rate keeps growing. In
the case of a crisis of underproduction, demand is greater than supply,
causing prices 10 rise, in the long run stimulating increased supply, As
was noted above, recent years saw relatively stable economic growth
and moderate inflation, a clear indication that there were no symp-
toms of overproduction or underproduction,

In order to properly understand the macroeconomic preconditions
of the Rose Revolution, it is necessary to focus on the country’s bud-
get problems. Specifically, the focus should be on the year 1998, which
wits marked by both the devaluation of the lari (as noted sbove, this
was an immediate effect of the Russian default in August 1998), und
the appearance of major gaps in the state budget, leading actual rev-
enues to be considerably below projected ones. The year 1999 was
particularly illustrative in this respect: the budget deficit reached as
much as US$150 million, or about 30 percent of projected total tax
revenues.
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‘We believe that the term “budget crisis” is the most accurate descrip-
tion of this long drawn-out process that stretched into late 2003. Spe-
cific elements of the govemment’s overall failure o fully collect projected
revenues were:

= failure 1o fully collect projected tax revenues;

= failure to fully collect projected nontax revenues, such as those re-
sulting from the privatization of state-owned property; and

= failure to fully receive favorable loans and grants from international
financial institutions and donor countries.

While each of these elements had a number of specific causes, the
first (i.e., the failure to fully collect projected tax revenues) had an im-
mense influence on the other two. As was mentioned above, in almost
all years from 1998 onward, major gaps in budget revenues appeared in
the tax component of the state budget. A new tax code was adopted by
the Georgian parliament in late 1997, which led many politicians and
economists in Georgia to believe, quite carrectly, that the new tax legis-
lation was the immediate cause that prompted the budget crisis (o emerge
(Papava, 2003a, pp. 31-40; 2003b, pp. 13-21). The draft tax code was
proposed to the government of Georgia by Intemnational Monetary Fund
(IMF) experts. It was based on a model tax code that IMF specialists
had developed taking into account both theory and international prac-
tice of taxation. Among other things, this “ideal" tax law was based on
the assumption that the entirety of Georgia's national borders were un-
der the control of national border and customs autherities. This was not
consistent with Georgian reality: the territories of Abkhazia and South
Ossetia, which function as major channels of smuggled goods coming
from Russia to Georgia, have been beyond the Georgian government's
control since the early 1990s,

Apart from this very important shortcoming, the [IMF-imported tax
code contained some other substantive and linguistic weaknesses that
made tax administration even more problematic. Under the traditional
IMF procedures that have 1o be followed in order to be eligible for an-
other tranche from this financial institution, the govemment of Geargia
was compelled to adopt new tax legistation that was incompatible with
the country's context and the key inadequacies of which were apparent
from the very beginning. The government in turn contributed signifi-
cantly toward worsening an already bad tax code: in a few years it intro-
duced thousands of amendments and additions, which ultimately trans-
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formed the tax code into a totally confusing document without addressing
its core weaknesses. This paved the way for unbridled cormiption in the
taxation system. Repeated attempts to persuade the IMF 1o allow the
government of Georgia to fundamentally change tax legislation were

tul: so-called institutional patristism prevented the IMF from
acknowledging its own mistakes (Papava, 2003a, p. 43; 2003b. p. 22),
Such an ineffective tax law made the realistic planning of state tax
revenues virtually impossible. The personal interests of corrupt gov-
ernment officials and numerous lacunae in the tax code that were quite
easy to conceal made the gap between actual and projected tax rev-
enues even larger.

A remarkable peculiarity of the Georgian budget crisis was the so-
called war of budgers between the central budget and that of the Autono-
mous Republic of Ajaria, which has been waged for about a decade, This
conflict was marked by the autonomous republic's refusal to contribute
fiscal revenues to the central budget (Papava, 2001). The Ajarian leaders
justified this practice by referring (o the alleged failure of the central gov-
emnment to transfer resources from the central budget to the autonomous
republic. Such circumstances further aggravated Georgia's budget crisis.

In addition to the above, corrupt government officials resorted to vari-
ous fraudulent machinations to present the fictitious implementation of
state budget revenues. Compelling companies to pay taxes in advance,
“winding" budgetary resources back and forth from one budget line 1o
another, paying back collected taxes to taxpayers by means of forged
documents, filing fictitious offsets, and raising prices artificially for the
purpose of public procuremenis were pamculnrly widespread practices.
To fill the gaps in the planning of pated tax . the govern-
ment sought 1o offset nussmg tax r with fictitious i inthe
planned nontax revenues, by artificially raising anticipated privatization
earnings. In practice, however, such increases rarely panned out, shor-
falls in actual nontax revenues as the result.

Failures to receive favorable loans and grants from international fi-
nancial institutions and donors were caused primarily by the govem-
ment's post-1998 inability to implement its IMF programs in a timely
fashion. This problem became especially painful in 2002 when the IMF
suspended its programs in Georgia. In addition to blocking financial
assistance from other international financial institutions. this suspen-
sion aggravated Georgia's foreign debt burden, which by then totaled
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abour 30 percent of GDP: The suspension of the IMF program was an
immediate result of both the government's inability to adopt and imple-
ment a realistic state budget and the deferment of almost all reforms
oriented toward democratization and a free market.

In June 2003, the Georgian president, Eduard Shevardnadze, issued
an ordinance approving the Economic Development and Poverty Re-
duction Program of Georgia (EDPRP) in Georgia for 200315 (EDPRP,
2003). The program was developed with close cooperation between the
public authorities, on the one hand. and nongovernmental organizaticns
and academic circles, on the other. At a later stage, they were joined by
experts from international financial institutions and donors. Unfortu-
nately, because of its raditional lack of political will, the Shevardnadze
government never even attempted o embark on the implementation of
this program, which precipitated the deterioration of Georgia's relation-
ship with the IMF and other international donors.

In 2003, as aresult of the government's numerous failures in the bud-
geting process, the state budget deficit reached US$90 million, 13 per-
cent of projected budget revenues, By the end of 2003, the aggregate
internal debt accumulated, as unpaid salaries and pensions to public sector
employees and pensioners during the years of budget crisis reached
around US$120 million, of which unpaid pensions totaled US$70 mil-
lion (even though monthly pensions in Georgia are as low as US$7).
Unsurprisingly, the poverty rate in Georgia reached 52 percent. Deterio-
rating social conditions and overall dissatisfaction with the Shevardnad
regime in Georgian society created a revolutionary situation in Georgia,
the logical consequence of which was the Rose Revolution.

Key macr ic tasks in the postrevoluti 'y period

As the initial postrevolutionary months have shown. in early 2004, all
key positive macroeconomic trends were still in place. For example,
GDP growth for the first quarter of 2004 was 9.5 percent, whereas infla-
tion remained at 1 percent. As early as February 2004, the parliament of
Cieorgia supported the president’s initiative to change the country's con-
stitutional mode! and introduced a cabinet of ministers. Therefore, the
government was engaged in purely organizational matters during the
first couple of months of the postrevolutionary period. Despite this, based
on the extensive efforts of the Ministry of Finance, the government of
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Georgia took its first important steps toward establishing financial or-
der. Almost all mechanisms that could be used for the above-described
machinations associated with the fictitious implementation of the state
budget revenues were abolished.

Immediately after the Rose Revolution there was the impression thut
the relationship between the government of Georgia and the Ajarian
leadership could be improved and that the “war of budgets” would end
Later developments proved that such an impression was illusory, and
not only with respect to the budget issue (Tsereteli, 2004). However,
since the revolution of May 6, 2004, in the Auwtonemous Republic of
Ajaria, new opportunities are emerging for the arrangement of normal
budget processes between the central government and this region. As a
result, state budget revenues are likely to grow significantly.

The new government based the draft 2004 state budget on forecasis
of 6 percent GDP growth and S percent inflution, This GDP growth rate
is lower than the one anticipated in the EDPRP's optimistic scenaria (8
percent). This fact deserves particular antention since, as was noted above,
GDP growth for the first quarter of 2004 was 9.5 percent. (Government
growth forecasts are not as oplimistic as one might expect.) Against this
background, the government's forecast of a 26 percent increase in total
tax revenue collected in 2004 compared with 2003 looks excessively
optimistic. In the first quarter of 2004, the government managed (o col-
lect no more than 21 percent of annual tax revenues called for in the
state budger for 2004, although under the budget law this indicator should
not have been less than 23 percent. (Since the revolution of May 6, 2004,
1ax revenues paid to the state budget by the Autonomous Republic of
Ajaria are likely to grow significantly.)

The adoption of a new tax code that would be based on generally
accepted principles for lightening the wx burden and simplifying the
taxation system is particularly important (Chappell, 1990). This is what
many international experts suggested immediately after the Rose Revo-
lution (Phillips, 2004). Remarkably, President Sankashvili was the first
1o advocate such an attitude long before the revolution. Later, this pro-
posal was in general upheld by the IMF. As 4 resull, a special govern-
mental commission of experts was established that staned working on
the draft of new tax legislation. As the parliament was not expected to
adopt this law before the fall of 2004, the new tax code would not be-
come effective before 2005, Under such circumstances, the government’s
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excessive budgetary optimism may still return to haunt it. Accelerating
the implementation of the EDPRP is a task of primary importance. This
will allow the government to seek more extensive international finan-
cial assistance for strengthening Georgia's economic reforms.

The postrevolutionary peribd is especially remarkable for the
government’s initiation of effective combat against corruption. Crimi-
nal charges were filed against numerous former high-ranking govern-
ment officials and their relatives suspected of having been involved
corrupt practices. Many of them have already returned to the state some
of the funds that they had “eamed” by illegal means. These nontax rev-
enues of the state budgel enhance the government's capacity to pay off
some of its debts to the people of this country. However, such incomes
of the state budget are of a temporary nature and that the government
will not be able to rely on such returns in the future {Papava, 2000).

In conclusion, although the government of Georgia faces a post-
revolutionary “temptation” to show the people of this country positive
outcomes of the revolution as soon as possible, in dealing with many
problems, including budget-related ones, it must apply sober ap-
proaches. The economy can be extremely harsh in its revenge for pre-
cipitate decisions.

Note

1. Here and herci ion is based on that of the State
Department for Statistics ami Mnulslrv of Finance of Georgia.
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