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Introduction

A donor conference t o S uppor fconfliGterecovgry aris fir
reconstruction took place in Brussels in October 2008 chaired jointl{byogiean Comiission

and the World Bank. Zoint Needs Asseséi)tdocument was prepared for the conference by
international institutions. A first progress report on developments since the conference was
prepared at endline 2009. It covered the period from Oct@0®8 to endlarch 2009, i.e., the

period identified in thd@NA as the immediate, pasinflict period, when critical damagiated

needs and needs arising from social displacement had to be addressed. The report reviewed
financing committed and disbwrds donors in light of their pledges as well as the activities on the
ground supported by the financing.

The first progress report found thhé recovery and reconstruction program had got off to an
encouraging start with donors having followed thraithhfinancing for the immediate period in
amounts corresponding to their pledges and to the requirements as assessHUADbyT ltiee
activities on the ground also showed promising results. It identified the critical need as obtaining
the donor fundinghat was pledged for budget support. The paper also found that the authorities
had risen to the challenge of managing the recovery and reconstruction program and donor
financing. They were advised to continue to show flexibility in macroeconomic maaagamen
international economic climate evolved. Furthermore, greater attention to the institutional
dimensions of reform needed to be paid so as to maximize the benefits of donor support.

This report provides an update on developments tdarzh 2010 and also contains an outlook

for the remainder of 2010 as well as an indication of evolving priorities and consequent shifts
necessitated for donor assistance, particularly in light of the emergence of the economy from the
international economic crisis.

This paper is a joint product of the United Nations and the World Bank. It is based on data
supplied by the Georgian authorities supplemented by information provided by the principal donors
and the humanitarian community in Georgia. While not comp#teryndetail, it captures the
overwhelming part of the donor assistance. This paper would not have beemwjibesibtae
cooperation of the ministry ah&nce of Georgia. The United Nations and the World Bank are
solely responsible for the textlis document.

Summary and Conclusions

The principal conclusions of the second progress report are

The record to endMarch 2010: activities and funding

1 The implementation of the recovery and reconstruction program continues to be impressive,
with dorors having followed their pledges with commitments and with the amounts for
budget support having been adequate. The pace of disbursements related to the
implementation of the programs and projects has been brisk, attesting to the speed and

* The INAidentified the period September200Bar ch 2009 as-cinmimeé dit 8t ¢ cpostespondi
emergency needs) and them®nth peiod to endMarch 2010 as the second phase of the recovery and
reconstruction program. The coverage of the progress reports corresponds to these periods.
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efficiency of mject implementation by the authorities. The economy has absorbed the
steppeelp investment spending efficiently, with the extefoaliyed stimulus supporting
economic activity and employmeQver the period October 208&8rch 2010, thdNA
identifiedtotal funding required for the public sector at $2.2 billion, and for the banking
sector at $700 million. Donor commitments over this period amounted to $2.5 billion for the
public sector and $673 million for the banking sector. Disbursements tolitheegtrdr
amounted to $1.1 billion and to the banking sector $446 million.

1 Over the period covered in tidsogress Repmrtiget support envisaged within the Brussels
pledge framework amounted to $618 milliéA(estimate: $930 million); in addititme
IMF provided $323 million to the budget as part of a standby arrangement. Thus, budget
support aggregating in excess of $940 million made a vital contribution to underpinning the
countercyclical fiscal policy stance. Increased budgetary outlaydireeted to social
spending, resettlement of IDPs and public investment (such as roads and municipal services).

1 Donor commitments for IDP return and resettlement as well as for the social sectors
exceededNA estimates significantly. Striking pragvess made in the construction of new
durable housing for IDPs and the lstgnding needs of the fissaveof IDPs from the
wars of the early nineteeimeties began to be addressed. Deficiencies in income generation
and livelihoods provision for IDRshich are essential for sustainable (re)integnaton,
dealt with in a limited way and are to receive full attention in parallel with a sustained effort to
continue improving housing conditions for both the new and old caseloads of IDPs.

1 Commitments itransport greatly exceed®dA estimates and a fast pace of investments in
transport yielded impressive results. However, the capacity to plan and implement is being
stretched and greater attention must be paid to evaluating end results. Thoughrdgemmitme
in energy were strong, project initiation has been slow, but will likely advance well in the
course of this year. Municipal programs in water and sewerage have made large gains. There
has been a swift restoration of agriculture from thepofiictdamage.

1 The recovery of the private sector has been slower than envisaged, given the depth of the
international crisis, the weakness in international demand and the fall off in foreign direct
investment. Rapid and lasgale support by IFls for locarks through equity and debt
infusions neutralized refinancing risks and bolstered the resilience of the system.

1 The Action Plan adopted in May 2009 now &sws providing durable housing solutions
alsofor people displaced in the early 1990s imguadiptions such as rehabilitation and
privatization of collectiveenters resettlement, lump sum financial assistascevell as
integration and improvement of the socioeconomic conditions of IDPs;

1 Coordination of a variety of initiatives undertakera broad range of actors has been
crucial. An MRAed Steering Committee for the implementation of the Action Plan,
complemented by specific formal and informal working groups, has served as a forum for this
andfacilitatedhe discussion of longermvision and design.

The record to endMarch 2010 institutions, results, lessons



1 Over the posINA period, the government has taken steps to strengthen donor
coordination, with the]NA framework promoting pooled arrangements, harmonization,
predictabilityand efficiency on the side of donors and of the government. The ministry of
finance drives governmeatanor discussions with respect to pregpecific and medium
term operational strategies and to all significant assistance items. The ministis also trac
assistance to the private sector. Monitoring and results measurements of programs and
projects are at an early stage of implementation and arelnil@ror Consultations with
civic society have deepened over the course of the period, with fullirdisaiokey
information andProgress Reports.

1 Tentative conclusions can be drawn as to the results of thecddegdonor interventions
over this period. Budget support hasrteda collapse of domestic demand triggered by
reduced consumer and lendenfidenceand has significantly supported employment. The
resettlement of IDPs is tangible and impressive, though serious problems persist in areas
close to the administrative line with South Ossetia; and a more coherent and stronger effort
remains to ® made on ensuring sustainable livelihoods. The integration of IDPs into the
social protection network and social services has avoided the creation of a permanent under
class of citizens. A replication of this achievement for thevdivst ofIDPs is now
necessary and this underlines the importance of sustained donor support in this area. Results
in infrastructure can be measured by miles of highways built or repaired, water supplies laid,
and other physical gains, but deeper results in terms ofviimgs,szontribution of human
capital and to economic productivity and growth remain to be evaluated at a later stage of
implementation. The support for banking has still to be translated into results in credit
expansion for private sector investments,abutecovery takes hold and risk perceptions
diminish, the banks will be well poised to support a strong upturn.

1 A number of lessons from the pdBtA experiencean be drawn. Rapid disbursements into
a budget that is maeeasonomically sound and sogialesponsible, accompanied by
appropriate safeguards, provides a highly efficient channel for supporting social and
infrastructure spending and providing a cowytdical stimulus. IDSupport activities in
particular benefitted from budget support app@ns. Such activities need to be addressed in
a holistic manner (going beyond the priority for shelters and housing) to encompass
livelihoods and social protection as well as provision of full information on rights (for
example on privatization of sket) and attention to the fuller participation of IDPs in
decisions that affect them. Thus, a deep-sooimomic integration leading to flourishing
communities, especially in remote areas, remains on the unfinished agenda, as do the needs of
a significannumber of returnees in areas of dubious security. Georgia is a leader in
consolidating the management of a range of social benefits using a single registry and
application system, which is applied to health insurance vouchers, the targeted social
assisince, IDP benefits, and electricity vouchers.

1 Infrastructure spending was ramped up by determined efforts and smooth coordination
within donors and between donors and the government, utilizing well tested approaches of
implementing agencies and the MpaidDevelopment Fund. A key lesson is that greater
attention has to be paid on complementary spending such as maintenance outlays and on
safeguards such as environmental -algan These will require particidad continuous
managerial attention. Mover, the results of existing investments both on the main corridor
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and on secondary roads need to be evaluated; and the evaluation must then inform the
balance between emphasis on the main corridor and secondary roads.

1 The financial sector requiresht@cal assistance in promoting local currency intermediation
and fostering a range of muweded and unddeveloped nobank activities (pensions,
microfinance, insurance). Together with intermediated lending through commercial banks,
sustained effoiis required to foster direct donor lending to and investment in real sector
entities, especially i n sectors gfowthGe or g i
potential segments of the economy.

1 Institutional change has been stimulated by-deatge donor assistance, but requires
committed support from donors in the form of well coordinated TA (for example, in
municipal water and waste water management). Initiatives to extend the reach of the private
sector in public services have proven tiffieult given prevailing economic circumstances,
and will require determined efforts from the government. The level of trust between the
government and civic society appears to have been bolstered with the implementation of an
open approach to informari disclosure.

Reaffirmation of priorities in the next JNA phase

1 Looking to the remainder of 2010 and beyond, the essencdMAthBorities continues to
be valid and deserving of generous donor support. The major new priority relatestto the nee
for fresh budget support over this period in light of thevsi#k international recovery and
the need to support social and investment activities through the budget. While this new call
for budget support is being addressadr aliaby a large,ewv commitment from the IMF
(not envisaged in t&A, as the Fund was not then prepared to lend into the budget), other
donors are strongly encouraged to continue providing budget support througiertonger
lending and grants to the government in ordavaa excessive crowding out of fiscal space
as the country pursues implementation of the Brussels pledge in the context of the ambitious
fiscal consolidation program being supported by the standby arrangement.

1 Support for infrastructure and municip&estments in 2010 and beyond is projected to be
remarkably close to what was estimated iiNtAe In the full third postonflict phase (the
eighteen months from April 2010 to September 2011), donor support is likely tdN#Xceed
requirements.

JNA Findings and Proposals for Financing

The JNA found that prior to the conflict of August 2008, the Georgian economy was on a strong
growth track, with GDP rising by 10% per cent annually. However, the conflict dealt a shock to the
key pillars of economigagvth. There occurred a weakening of investor, lender and consumer
confidence, a contraction of liquidity in the banking system, with banks all but ceasing to extend
credit, stress on public finances, damage to physical infrastructure, and increaseefnumber
internally displaced persons.



The major impact of the conflict had been a fall in investment, domestic and foreign, and a steep
decline in economic growth amidst rising unemployment. The economic downturn led to a fall in
fiscal revenues, therebgpardizing critical programs and fiscal stability. The social burden arose
chiefly from a high number of the initial internally displaced persons, which led to the need for
shelter, food and social services programs. The resettlement of the longléeed disp the

conflict of the 1990s and the recent one remained a persistent challenge.

Physical damage to the infrastructure sectors and the environment was tangible but not large.
Critical sectors such as energy and roads would remain vulneraldernousxshocks. Thus,
economic security was heightened as a public policy concern.

The government launched a swift and effectivecpo8iict recovery program. The authorities

relaxed the fiscal stance as a cougtdical response to the investment amgbut shocks,

provided immediate liquidity and regulatory support to banks, and rapidly arranged for international
support. Repair to and rehabilitation of damaged infrastructure was undertaken. The social burden
from the internally displaced and othanflict-affected people was met by providing temporary
shelters that were being gradually transformed into durable housing, food and cash support, and
access to targeted social assistance. A comprehensive approach to addressing the social needs of th
current and the older set of the internally displaced was put into implementation.

TheJNA identified the need for donor support in three major areas:

1 Support for the rapid restoration of confidenceWith growth,Georgia would generate
internal resources fonvestment and poverty reductidbonors could help best by
providing resources for the budget to support the cecytkeal budget policy and thereby
ensure funding for critical economic and social needs. Moreover, donors needed to consider
equity, debbr guarantee support to domestic banks so that lending to enterprises and
consumers could be-ignited.

1 Support for social needs.The resettlement of the internally displaced and the needs
associated with other conflidfected populations put an unsmstble burden on fiscal
resources. Through support for housing, social protection and other social programs
identified in theJNA as well as via budget support, donors could make an important
contribution to economic and social recovery.

1 Support for critical investments.The JNA found that certain high value and high yield
investments were essential to maximizing recovery prédpdtts O cor e i nvest me
report. Donor financing for such investments was essential as a bridge to the period when
the pivate sector resumed investing. Such financing would also help to enhance the
economic security of the country by broadening choices in energy and transport.

TheJNA proposed that donors extend new financing in the amount of $3% billion over a three year
period (Annex I}. Of this amount:

1 Budget support was estimated at $930 million ($480 million in 2008 and $450 million in
2009).

® Throughout the paper, reference is made to the US dollar.
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1 Social sector needs were estimated at nearly $1 billion, of which $300 million, corresponded
to immediate needs (includimgaaints in the UN revised Flash Appeal), i.e., were required
by spring 2009.

1 Infrastructure support, including urban and municipal, was estimated at $1% billion, of
which $120 million (damage and immediate needs) was required by spring 2009.

In additionthe JNA indicated that $700 million in donor support for the banking sector would be
required. This support would be in the nature of contingent costs: unlike donor support in the three
categories indicated above, banking sector support takes the fmowissdn of liquidity or
guarantees.

Pledges at the Donor Conference

At the Brussels conference, donor pledges exceeded expectations: pledges for the public sector
totaled $3.7 billion for the purposes of budget support ($586 million), social B&edsll{$4)

and infrastructurand other core recove($26 billion). An additional set of pledges 80

million to support the private sector, includirgOiillion for the banking system were made.

The largest bilateral pledges were made by temgewnts of the United States ($1 billion) and
Japan ($200 million). TE®iropean Commission pledged alngasb 500 million. International
financial institutions announced contributions of a total of $2.4 diliengroup encompasses the
ADB ($300 niiion), EBRD ($927 million), EIB ($330 million), CouncEwbpe Development

Bank ($13 million), and the World Bank Group ($880 million). While not part of the pledging, the
IMF had extended $750 million stadaly program in September 2008.

Other countries which pledged contributions were Austria, Belgium, Bulgaria, Canada, the Czech
Republic, Denmark, Estonia, Finland, France, Germany, Hungary, Ireland, Italy, Latvia, Lithuania,
Luxembourg, Malta, the Netherlands, Norway, Poland, Romania, Slgwva&nia,S®&eden,
Switzerland, Turkey, the Ukraine, and the United Kingdom.

Economic Developments
Economic trends and shifting priorities in public spending. The August 2008 conflict and the
global economic crisis resulted in a sharp economic downgurfoaftyears of strong growth
between 2004 and r2008. The economy contracted3t®y per cent in 20@a sharp reversal
from the strong average growth ofpheceding four years.

Table 1 Georgia- Macroeconomic and Fiscal Tends



2007 200¢ 200¢ 201c¢ 2011 201z 201z
Actual  Actual Prel. Proj. Proj. Proj. Proj.

GDP Growth Rat 12.c 2.1 -3.¢ 4.5 4.C 5.C 5.C
CPI (e.o.p. 11.C 5.k 3.C 5.E 5.C 5.C 5.C
GDP deflata 9.7 9.7 -2.C 4.8 5.C 5.C 5.C
Nominal GDP (million GEL 16,99 19,078 17,94¢ 19,657 21,46t 23,66:¢ 26,09!
Nominal GDP (million USD 10,22' 12,867 10,74f 11,28¢ 12,13 13,10¢ 14,17
Current Account Balance (% of GC -19.7 -22.71 -11.¢€ -12.€ -12.€ -12.4 -11.€
Trade Balance (% of GD -28.% -29.¢ -22.8 -22.¢ -21.7 -21.C -19.¢
Nom Ex Rt (GEL/Dollar p.a 1.7 1.t 1.7
Foreign Debt (% of GDI 17.€ 20.¢ 31.t 38.¢ 38.¢ 36.4 33.2
IConsolidated General Government (% of GDF
Revenues and Gral 29.c 30.7 29.c 29t 28.¢ 28.2 28.C
Tax Revenue 25.¢ 24.¢ 24t 244 25.€ 25.€ 25.€
Expenditure and Net Lendi 34.C 37.1 38.€ 36.2 33.¢ 31.7 30.t
Current Expenditul 25.C 28.2 30.1 27.€ 26.5 25.t 24.¢
Capital Expenditure and Net Lend 9.C 8.€ 8.4 8.7 7.4 6.2 5.7
Overall Fiscal Balanc -4.7 -6.4 -9.2 -6.& -5.C -3.E -2.5
Privatization Receip 5.2 3.7 2.C 1.2 0.7 0.4 0.2

Source: World Bank staff estimatas of endMay 2010

Growth is projected at 4.5 percent in 2010 algdrcent in 20-13 The signs of a pickup in
economic activity include both exports and remittances up by&at fg-y) inthe first quarter

of 2010 as well as upticks in construction permits, electricity consumption, and recently
improvement in banks lendipgrtfolio, which were atlown sharply for most of 2009. Bank
deposits remain stable after havingegicupto precrisis levels by mgD09and the yield on

Ge o r deuradbd@ng declined significantly reflecting improved investor confidence in emerging
markets. At the same time, there is significant uncertainty regarding the pace and timing of
economic reavery, as the economy continues to exhibit weakness along key dimensions, including
foreign direct investment and imports. Economic recovery is expected to come from improvements
in investor confidence and the external environment, leading to a peluuts, FDI and other

private capital inflows. The improved growth outlook should also help fiscal adjustment, provided
the authorities stick to the nominal expenditure plans.

Figure 1 Pre-Crisis and PostCrisis Execution of Expenditures



State Budget Execution
Jan-Jul 2008 State Budget Execution

Jan-Jul 2009 m General public
SErVIces

B Defense

m Fublicorder and
safety

m Agriculture

m Transport

Health

F.ducation

Social Frotection

The patterns of public expenditures have witnessed a marked change in the aftermath of the August
2008 conflict as the authorities have implemented a fiscal stimulus. Expenditures on transport
infrastructure, as well as on education, hheatid social protection have been scaled up
significantly, with the fiscal space for these increases coming from a low initial level of external
public debt and from a marked reduction of defense expenditures. This can be best seen by
comparing the 20G8d 2009 state budgets and by comparing state budget execution fduthe Jan
2008 (preerisis) and Jakul 2009 (postrisis) periods. The share of state budget execution on social
protection increased from 16.4 percent durindula008 (prerisis @riod) to 21 percent during

JanJul 2009 (postrisis period). The share of health expenditures increased from 4.1 percent to 5.1
percent and the share of transport expenditures increased from 3.2 percent to 7.1 percent. In
contrast, the share of defeegpenditures fell sharply from 32.8 percent duringudan08 to 13.7

percent during Jahul 2009.

The fiscal deficit. The overall fiscal deficit widenedthe equivalent @2 percent of GDP in

2009 Notwithstanding the marked changes in the csitigro of public expenditures, the overall
nominal level of expenditures in 2009 is essentially unchanged from 2008. Thus, the increase in the
overall fiscal deficit (as a share of GDP) can be attributed primarily to the fall in GDP and in tax
revenues (@vn by 12 percent during Jan 2009). The higher deficit in the jooisis period was

financed primarily through external borrowingluding, importantly, budget support financing

from donors)thus leading to an increase in external public debt7rpercent of GDP in 2007 to

32 percent in 2009Ths increase in debt was compounded by the winding down of privatization
proceeds which had previously more than fully financed the budget deficit in 2007.

The authorities are committed to significactfiadjustmemver the medium terrstarting with

the 2010 budget, which projects a decline of the overall fiscal defigipéocent in 202050
percent in 2011, ard5percent by 2013. This will require a reduction of total expenditures from
abait 39 percent of GDP in 2009 to 36 percent in 2010 and furthémpercent by 2011. Tax
revenues are projectednorease to prerisis level of GDP ratio by 20after sharp drop in 2009

to 245 percent of GDP Privatization proceeds as a sourcenah€ing are projected to decline
further from 1.4 percent of GDP in 2009 to 0.3 percent by 2011.

® Estimates As of entlay 2010



Donor Funding to end-March 2010

As noted, this progress report covers the period to the end of the second phase identified in the
JNA. Over this period (Oober 2008arch 2010), total funding required for the public sector was
identified asZ2billion (Annex 1), and for the banking seato$700 milliolDonor commitments

over this period amounted to %aillion for the public sector and $673 millionttier banking

sector (Table 2).

Table 22 Committed /Disbursed to end-March 2010 Amounts in US$ (million)

Committed | Disbursed

2008/ 2008/
March 31 March 31

SECTOR 2010 2010 Donor Organization & Committed Amoutkit
1. World Banld 125
2. ADB6 150

3. US Government250

4.European Commissiahnl135.7 EURO93
million)

- PFM budget suppo&14.9 EURO 10million)
- Criminal Justice Reform budget supp@2.4
(EURO 15million)

Food Security Prograd6.7 EURO 5 million)
Vocational Education and Training (VEZH.7
(EURO 17million)

Macrcfinancial Assistane®6 EURO 46
million)

5. Dutch Government6.8 EURO 4.5million)
. Ukraine 104

. Malta- 0.01 EURO 0.01million)

. EG 85.3 (EURO 60.million)

. KfW- 8.7 (EURO 6nillion)

. GTZ-11.3 EURO 8 million)

.UNd 132

1. Gereral Budget Support 677.6 617.7

2. Internally Displaced Persor 237.3 211.9

AIWIN (P [N

3. Core Recovery of the
Georgian Economy

1. World Bank295

2. ADB-120.5

3.JICAd 197

4. MCCo 60

1. MCCo13
InfrastructureEnergy 488.8 - 2. USAID6 120

3. EIB- 110 EURO 80million)

Infrastructure Transport 672.5 136.1
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4. EBRD- 110 EURO 80million)
5.KfW ¢ 135.8 (EUR 100million) 2/
1. World Banlkd 40

2. ADB066.7
Urban and Municipal 2205 74.7 3. KFWd 66.5
4. EBRD- 213
5. MCCd 26
Environment 7.2 1. KFW8 7.2 EURO 5 million)
Agriculture & Livelihood 130 13.0 | 1. Japa (nonproject grantd 130
1. US Government215
Other 233.9 68.1 2.MCG31 —
3. France 6.3 EURO4.7 million
4. GTZ- 11.6(EURO 8.0 million)
Total Public Sector 2,5508 11215

Private Sector

. EBRD 27& (EURO 210million)
. IFC% 208

. OPIC-circa 176.3

. FMO0d 10

6731 446.4

AIWIN (P

4. Banking and real sector
Grand Total

(Public and Private)
Source: Bank calculations based on data supplied Minigtey of Fhance, Georgia, and UN estigsat

Note that this table cannot capture numerous small scale projects implemented by som¢hdsaors
projects are largely saldnaged and do not enter the government data sy&tEnbudget support
disbursed in the reporting period ($323.3 milliowy isicluded in the calculations as it was provided outside
Brussel sd p IPevdtgsectof suppontdiguies ake. of indicative nature, given the special features
of the private sector donor assistance modalities.

1/ Where applicable, exchangesare as of the dateastuakigning
2/ Loan and Financinggreementwith KiW was signed on April 13, 2010

3,239 15679

The JNA had estimated budget support requirements at $930 million; commitments amounted to
$678 million. The estimated requirement of $316ionil(adjusted for budget support) for return,
relocation and resettlement of internally displaced persons (IDPs) was met to the tune of
$237 million. Infrastructure requirement was estimated at $417 million (adjusted for taxes), but
commitments exceed#dl.1 billion.

Disbursements to the public sector amounted to $1.1 billion or 44 per cent of comaments
impressive rate of implementation. The disbursement ratio ranged from 91 per cent for budget
support to 89 per cent for IDP activities d@gber cent for infrastructure. For the banking sector,

the ratio wa$6 per cent. These figures represent a highly commendable rate of disbursement as
well as absorption of funds into the economy.

Budget support In the period to enllarch 2010, donors monitted $678 million in budget

support, of which $618 million was disbursdte US was the principal domoit provided $250
million in grants for general budget operations. The ADB disbursed $150 million, the European
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Commission disbursed $73.4 nmilliand the World Bank disbursed $127.1 million. On top of the
pledges IMF augmented its original standby arrangement of September 2008 to provide budget
support in an amount of $323.3 million over this period. While such support accrues to the general
budget and is not earmarked for specific spending, it is notable that in the revised budget adopted by
parliament in 2008 for the pasinflict period spending was raised significantly for internally
displaced persons and related social needs.

Table 3: Georgia: External Financing of the Public Sector, 2008
(Gross disbursements in millions of U.S. dpllars

2008 2009 2010

estimated

Total 1368 1025 1082

IMF 257 340 470

Of which Budget Support -- 102 390

WB 126 274 191

Other Multilateral Institutions 135 237 189

Bilateral Partners 350 172 231
Eurobond-2013 500

Memorandum items:

Grants 388 259 282

Loans 1/ 2/ 723 528 721

Buddesupport financing 2/ 426 375 551

Project financing 185 412 452

Source: Bank and Fund staff estimates

1/Includes Eurobond i2008

2/ Includesonly the budget support part of the IMF SBA purchases
3/ as of eneMay 2010

The total budget support requirement in 2008 and 2009 was almost fully met through donor
financing, with the IMF allocating $102 million in 2009 as budget $lippta 3).

Return, relocation and resettlement. Donor commitments under this category for the period to
endMarch 2010 were $237 million of which $212 million were disbursed (Tabie 2NA had

called for commitments of $316 million (adjustedudget support)The tulk of this amount (i.e.

Euros 98 million) was provided by the European Commission and channeled through the
governmentHuros 49 million)UN agenciesE(ros 23.1 million) andGOs/consultancy firms

" As in tre INA, the discussion in this report relates to the IDPs originating from the conflict of 2008. An earlier cohort

of IDPs numbering 230,000 remains from the civil conflicts of 1992 and is expected to be fullyitesettadible

period of time Detils on both cohorts of IDPs can be found in Annex II.

8]t is not possible to estimate spending under this category with precision as such spending is categorized under various
headings, for example, some of it fallsruagigculture and livelihoodsus the figures cited are certainly

underestimates.
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(euros 15.4 million)Suppot throughthe United Nations, including its Flash Appeal which was
heavily supported by donors as an integrated elemenilgAthveas notable.

The overarching priorities have been (i) the facilitation of the return of IDPs to their original homes
and (ii) for those unable to return, integration into local communities through a housing response
strategy that combined temporary shelter (pending solutions) and durableshppsited by
socieeconomic integration measurddoreover, priorities include@roviding IDPs with
information on various prospects available to ensure informed decision making; promoting clear
selection criteria and assistance as an integral part of a resedtieinelaication process;
rehabilitating collective centers that teamigr housed IDPsand ensuring protection of IDP
interests in the formulation and execution of public policies §quivatization) and their human

rights. The government, together whin EU,UNHCR, OHCHR and IOM and their implementing
partners, madprovision of durable housing options for IDPs based on agreed standards; applied
internationalhaccepted IDP Guiding Principles throughout the process; supported social
integration; and provided targeted humanitarian assistance.

Table 4: Georgia:Relocated IDPs,Remaining IDPs andPeoplein IDP -like Situation

Relocatedor CompensatedDPs 21,456
Relocated IDPs, including:
Granted IDP status and relocated to settlements 13,820
Granted IDP status and provided with monetary compensa| 2,082
Allocated government cottages but with status pending 5,554
ReturnedPeople in IDP-like situation @ 34,186
Returned IDPs to South Ossétia 4,186
Returned IDPs to area adjacent to South Ossetia 30,000
Remaining IDPs (Status Unconfirmed) 13,472
- from 2008 (status pending) 3,472
- in South Ossefia 10,000

Source: United Nations

Some 138,000 people were displaced by the August conflict of which 75 per cent have returned
home, and they received assistance in the rehabilitation cddlamadglestroyed houses, in the
restoration of food security and livelihoods and in household items. Of these 103,000 returnees,
around 30,000 returned to such a volatile security situation in the areas adjacent to South Ossetia
that they continue to live IDP-like situations and continue to need humanitarian assistance to
survive (Table 4). A key lesson learned is the need for a flexible response to cater to the
requirements of the IDFke community.

The IDPs that have been resettled number 2T,48¢.have received an offer of a durable housing
solution, i.e. a governmdntilt housing unif{often through EC budget suppod) monetary

9 According to national law, this category of people has IDP status and is included as such in government statistics.
UNHCR, following international practice and frameworks for assistance, categorprrsomasaf concern to its

Office as people in IDRKe situations, i.e. people who are on the verge of realizing a durable solution but who continue
to need, for a period of time, humanitarian support. This categorization in no way impacts ortéheitutight

10This is an estimate due to lack of humanitarian access into South Ossetia
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compensation to acquire property. From this group, 19,374 were resettled through the allocation of
government haing in 38 newly built settlements in Shida Kartli, Kvemo Kartli and Mtskheta
Mtianeti regions, whilst 2,082 people who were granted IDP status by the Government opted for
monetary compensation in lieu of durable housing provision. A remaining 3,4&¢DR% yet

had their status confirmedt the same time, the government started an ambitious program for the
rehabilitation of collective centers inhabited by old caseload IDPs. So far, the EC provided euros
59.5 million in budget support for this pesgr

Impressivelythe new settlements for IDPs were constructed by the government in a rapid time
frame of less than four months, with 6,000 housing units being built and the settlements supplied
with electricity and water. IDPs were relocated in aorgathized processHdowever, te new
settlementsemainin need of further investment in complementary infrastructure with water and
sanitation facilities and other facilities as shown in a 2009 study, which will be upda2&d n mid

to review progres<fforts to address the existing gaps are underilaykey factors behind this
success are a highly effectively functioning Municipal Development Fund, gowewstment
coordination, and rapid spending made possible by procurement flexibility.

In the new settlements for IDPs model shelter projects have been implemented with the assistance
of UNHCR that are based on community mobilization and dialogue with the government. As a
result, selprivatization and improved rehabilitation standards hawealgeeedA key lesson

learned is the importance of empowering communities to express their opinion in a structured way
with the authorities and to respond rapidly to government policy proposals that may affect their
lives. Yet the resettlement processaisfrom complete: @reater emphasis on the income
generation component of resettlemandrder to facilitate IDP transition to social and economic
seltrelianceremains on the agend#aving provided over euros 10 million, the EC is taking the

lead in bstering socieconomic integration of the IDPs. In addition, monitoring is required of
emerging disparities in the resettlement process as IDPs resettled in remote, less accessible location:
face fewer options in livelihoods.

Social spending. Social potection spendingp endMarch 2010 was met through the budget.
Hence, no separate figure for desugpported spending can be provided, builki#erequirement
of $87 million can be confidently considered to have been met.

Total social spending hasen in real terms W0 per cent in the post conflict period (2008,
despite overall budget cuts resulting from the crisis. The month@je ghgnsion benefit was
increased b$6 per cent in real terms over 2008 the targeted social assistancebeawit for
vulnerable families was doubled for additionati{ead) household members, and the number of
recipients of health insurance vouchers was also increased to about 900,000. These are significant
accomplishments in the face of severe fiscaypes.

Table 5: Georgia:Central GovernmentSocial Expenditures in Real Terms (changéo)

2008 2009 2010 (budget)
Health 15.7 13.1 19.0
Budget share (%) 4.4 5.3 6.4
Education 5.1 6.8 9.0
Budget share (%) 6.5 7.3 8.2
Social protection 41.7 6.1 -5.4
Budget share (%) 17.8 19.9 194
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Source: Bank calculations based on Ministry of Finance data

Georgia has continued to implement an innovative model of integrated social benefits
administration.Old-age, survivor, armdisability pensions, health insurance for the poor, targeted
social assistance (TSA) and IDP benefits (among others) are all administered by a single agency. The
TSA, based on a proxy means test, is among the best targeted cash benefit programs,in the reg
but there is room for improvement of its coverage rate of the poor and extreme poor (mainly
because many are not applying to the database). Further investments are required, however, to
complete the transition to a unified registry, and to fundngngasiabilitation of local SSA offices

whi ch ofsfteorp as hoopnrbe approach to soci al benefi't
would lead to improved targeting and reduced fraud.

A key lesson learned in social protection is the priority twdreled to improved data collection,
monitoring and evaluation of programs. Strengthening the regular household survey, undertaking
evaluations of social policies and programs (including for IDPs), and supporting the next population
census are all areakeve stronger coordination efforts by donors and government could reap
substantial benefits. Donor technical and institutional support in these areag\s inifabrtant

effort is still needed to integrate all the IDP data into the TSA systemni®atfaf the IDP

receive separate IDP benefits, which are status based and do not consider the vulnerability of a
person.

In health, the key lesson is the importance of developing new mechanisms to facilitate the
transparent and effective operation ohiedth insuranand pharmaceuticalarkes. In terms of

funding needs, a key challenge is how to leverage or restart the flow of private imvasttant

facility infrastructurtihat dried up during the global economic crisis.

In educationthe ke lesson relates to the overall coluererf the reform efforThe government

continues to implement a series of reforms, such as in teacher certification or professional
development and in curriculuamdit needs to continue witl clear and comprehessstrategy

that sets out the analyses, objectives, challenges and targets for the sector as a whole. Vital areas t
be included are early childhood, general education, vocational training and tertiary education. It is
also evident that government comioations about the motivation behind and expected benefits

from these fareaching (and often crucial) reforms have not always been effective in building
support with the general publiherefore, anchoring the strategy setting exercises with a solid,
broadbased consultative process and communication strategy will help in this regard. As for
investments and donor support, while infrastructure, materials and emergency needs remain high on
the list, reforms (training, teacher certification, internatssaksments of student learning,
electronic management information systems) at all levels of schooling remain important.

Evidence on the impact of the crisis and the associated policy responses on poverty is only
beginning to emergeA Welfare Monitorig Survey undertaken by UNICEF in Mage 2009

estimates a poverty headcount rate of 25.7 percent, and an extreme poverty rate of 9.9 percent;
however, these results asgcomparable with the LSMS 2007 headcount estimate (23.7 percent)
due todifferentsurvey methodologiedubjective measures of poverty, which are comparable across

the two surveys, indicate increasing hardship. Better evidence of poverty trends through the crisis
must await the availability of GeoStat 2009 data in June 2010. vedetioe on their poverty

impact, the increased expenditures on safety nets can be expected to help mitigate the impact of the
economic downturn on the poor. According to simulations, public expenditures on social protection
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have a significant impact intigating the incidence of poverty in Georgia. For example, without
pension payments, poverty in 2007 would have been almost 10 percentage points higher; without
targeted social assistance (TSA), poverty would have been about 2 percentage points higher.

Internally displaced persons (IDPs) from both colhectsive monthly cash benefits disbursed by

the Social Services Agency (SSA). As e20f8] a total of 218,117 individuals received this
benefit. In addition, those from both IDP cohorts livindh@dollective centers also receive 100
kWh of free electricity per household (until recently this had been unlimited). Also, between
November 2008 and May 2009, the SSA providetinenelisbursements of GEL 200 to over
18,000 households to help themesattb the collective centers.

Harmonizing IDP cash benefits with the TSA cash transfer program for vulnerable families has
encountered certain challenges. The eventual aim is to prioritizeesteansver categorical or

political considerationsinhe al |l ocati on of Georgiabs soci al
households are given the choiceitioereceive the IDP benefit or the TSA, but not both. Some
households are not sufficiently familiar with both programs to make the righantdiocere have

been concerns about whether it is appropriate to include IDP cash benefits and/or host family
assets in the calculation of the TSA proxy means test assessment for IDP families.

There is also partial overlap between IDP status and atiampsograms- health insurance and
pensionsDuring 2009, IDPs from the 2008 conflict were given health insurance vouchers that
provided access to the same benefit package offered to vulnerable families. In December, this was
extended to provide covgeain 2010 as well. IDP households from the first cohort can also receive
health insurance if they have a score below ®t{B8Game criteria that is applied to the general
population. As of December 2009, about 25,000 families or 77,000 IDP Isdigciaeceiving

health insurance. Lastly, IDPs receive-afdp the basic oldge pension depending on their age,

in placesoefvibe Bboogd provided to the rest o
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Box 1 Averting the Threat to Livelihoods in the Gori Valley

The JNA described the acute emergency being faced by farmers in the regions affected by
arising from the diversion of irrigation water flows, the interruption of the agricultural cy
affected winter sowingn@ the lives of farm animals, and the severe threat to livelihood
particularly poor part of the counéryhe Gori Valley. It pointed to the necessity for immediate

action, in partnership with the government, to avert an incipient tragaggulibef actions taken

the authorities with the strong support of USAID, Italy, and activities undertaken by the IQ
been highly encouraging. Sustainability in livelihoods is on the way to being assured, desp
posed by unexploded oahce and explosive remnants of war and a still volatile security situat

Winter whe@he plowing, seeding and fertilizing of the winter wheat crop for all farmers in the
affected zone who traditionally engage in winter crop cultivatibegdmasompleted. In total, 12,4
hectares, benefiting 7,600 farm families, were planted; the yield and quality of the wheat cr¢
greater than expected. The harvested crop provided $11 million in revenue for farmers affe|
conflict.

Spnng seedird.the end of March 2009, USAID launched a follow on program to provide
agricultural production assistance to farmers in the Shida Kartli conflict zone and to IDPs iR
built settlements, following on from the winter wheat stppmgram. Assistance includes mach
services, corn seed and fertilizer for farmers who own arable land and plant protection pr
orchards. More than 29,000 additional farm families benefited as a result of this assist
hectares of ¢o was planted (including 800 hectares for IDPs) and inputs were provided fq
hectares of orchards.

During the fall of 2009, the final phase of support provided the winter wheat assistance to ar
IDP and farm families who could not obtagtess to their land in time for spring planting d
security issues or unexploded ordinance. Under this phase 2,750 hectares of wheat has bee
cultivated. The total value of the harvest that will be made possible as a result of Jptir
assistance is estimated at more than $29 million and about $13 million was injected int
agricultural economy for agricultural services.

Animal fodddBy late March, distribution of animal feed to coswflietted smaticale farmin
households in the Shida Kartli region was completed, with a total of 4,240 metric tons of al
distributed to all livestock owners, totaling 18,248 beneficiaries in 127 villages from the buffe
significant devorming of cows took place. Thesgvities were vital to ensure the productive ca
of livestock in the conflietffected regions of Georgia, a main source of income for farmers.
the winter of 2010 an additional 300 metric tons of animal feed was distributed to 2,984d%
from the areas bordering to South Ossetia that lost access to pastureland and arable land: f]
worming of cattle was also performed.

IrrigationThe development of new irrigation schemes was vital to survival of livelihoo
construcon of a new irrigation headwork and pumping station, funded by the govern
completed. The new headwork is located downstream of the original one, with the capacity
irrigation water to around 28 000 ha during 2010.

Transport. Commitmerg in the period to eAdarch 2010 ($673 milliogyeatly exceeded the

JNA recommendation 283million, adjustdfor the tax component

The central priorities of the government adinplete upgrading of the Edgest Highway from

two lanes to fouane motorway allay from Red Bridge to the Patirpand the Turkish Border in

Sarpi and rehabilitation cfelectedsectionsof secondary and local roadBhe government has
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communicateds priorities to its partnectearly It has committed itseld increasing funding of
the road sector to stimuldte economy through shetérm job creation and have a long term
impact through improved road infrastructure and improved connéctivity.

Donor commitment to the criticatinsport seétoital © the economic security of the country and

to economic growth in view of the large export of transit servieesained strongVithin the

oOi mmedi at 820 pidian iadditiodal financing credit was provided by the World Bank for
improvement of theeastwest highwayand a $60 million grant was made available by the
Millennium Challenge Corporation for Samtldwakheti road construction. The World Bank
provided an additional $70 million loan for secondary and local roadscasfiidsassistande

finance 450 km of secondary and locakthaoughout Georgia to improve connectivity and create
temporary employment. The government roads budget has also increased in 2009 and targeted
rehabilitation of secondary and local roads, including testingstefficient technologies.

Core investments in the sedton 0t h e s greatlyrexteeged thes A recommendations

In July 2009 the World Bapfovided a loan of $147 millifoxr upgradinghe SvenetRuisi Section

of eastwest Highway, folloed in October 2010 by $30 million for rehabilitation of Kakheti
regional roagland by $28 million for rehabilitation of the Rikoti Tunnel (total of 205 million from
the World Bank). The Asian Development Bank apprevé&il9 million loan forthe
modernizabn of Ajara bypass roads. The Japanese International Cooperation Agency approved
$197 million loan for upgraditige ZestaponKutaisiSamtredia road.

Table 6: Georgia: Donor funding for Roads

Donor and Project Title Oct 2008 March 2009
March2009 March 2010

WB - Additional Financing for Second EA&tst

Highway Project (IgoeSieveneti) $20million

WB - Additional Financing for Secondary and Loc,  $70million

Roads

WB- Third EastWest Highway Project (Sverkttisi) $147million

WB- Kakheti Regional Roads Upgrading Project $30million

WB- Additional Financing for the First E&gest $28million

Highway Improvement Project (Rikoti Tunnel)

MCGC Javakheti Road Rehabilitation Project $ 60million

Additional Financing

ADB - Ajara ByPass Road $119million

JICA- Rehabilitation of the Zestapdfitaist $197million

Samtredia Section of E&¢est Highway

TOTAL $150million $521million

1 In order to withstand the negative effects of the global economic crises the government introduced a stimulus
package under which substantial funds were committeétion of immediate jobs through road rehabilitation works
across the countryponor funds committed for JNA activiti&songly supported this new initiativer example,

about 15,000 man/months of temporary jobs were created under the SLRP AHuidooalg between March 2009
and January 2010.
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The overall implementation progress of road program has been satigfittttthigspeed and pace

of implementatiofbeng impressive, reflecting the strong commitment of the government and the
high priority accorded to this sectdihe procurement and implementation under the World Bank
financed projects has beapidand satisfactofy.

A number of factors account ftire impressive performance in the construction of roads. The
strong commitment of both trgovernment and of donors in providing for economic security is
evident. Coordination in planning and implementation across donors has been effective.
Implementingnstitutions have been empowered. Accelerated spending was made possible through
procurement flexibility. The slack in economy in-2008eant that labor, capital equipment and
other inputs were abundantly available.

While the sector institutions hamanaged tamplement a greatly steppgdinvestment program,

the capacity of institutaoms specificallpf the Roads Department of the ministry of regional
development anahfrastructure (RDMRDIhas come under strain. Fareign Projects Univas

created in the RDMRDI in August 2009 to deal with all donor funded investment projects.
Substantial capacity building is involved in each-flowted investment operation through TA.

The assistance under the Bank financed projects includes (i) buddinglgco ver nment 6 s ¢
management and maintenance of local roads; (ii) creamonwentory of the road network; (iii)
development and piloting dPerformance Based Contracting (PBC) for management and
maintenance; (iv) improvementlud legislate framework of the sector, afwladdressing other
institutional and capacity issues for imprahi@gssetnanagement system.

Hence, a key lesson lies in planning and implementing capacity fortifications, where gaps exist,
simultaneously with the @stment effort so as to maximize the efficiency of investments.

Similarly, the demand f@mvironmental manageasemisen commensurate with investments.
Environmental management of the ongoing road investment projects rsesrisyeimat deficient

With a partiabutsourcing of environmental supervision and monitoring to construction supervision
contractors, RDMRDIsought toimprove environmental compliance of workeugh more
concerted effort is neededihe WB financed projects target strengtheningnofoemental
management capacity of the institution.

Thus, a further key lesson is the need to pay attention to environmental and other fiduciary
responsibilities in parallel with investment planning and to ensure thp lofilthe necessary
capacity.

Finally, after growing for a number of yearsmiiatenance budgetaseih real terms by 17 per

cent between 2009 and 2010 due to the fiscal constraints facing the governmetlatiweith
decreases in most categories of maintenance and agbabgit a time when investment spending

has risen seveffald. Going forward, ensuring adequate maintenance budgets and improving the
efficiency of maintenance expenditures will need to be a government piiibiotyt Moper

funding of operations andaintenance the road network will start to deteriorate and sustainability

12 As an exampl@the SLRP Additional Financing was approved by the Bank Board in March 2009 and by the end of
calendar 2009 all contracts for rehabilitation of the 450 km of secondary and localreadstecessfully signed,;
moreover, civil works were completed on over 150 km of roads.
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of investmentsvill be jeopardizedncreasing efficiency of road maintenance represents one of the
priority areas for strengthening in the sector. Under the TAd&an projectsnew maintenance

methods and standards are being developed to be adopted as national guidelines. In addition, new
maintenance arrangements are being assessed and piloted such as Performance Based Contractin
(PBC), othemicroenterprise mobilization appriod maintenance of local roads.

The lesson here is the importance of ensuring adequate funding for maipéenpassuth the

planned investments, particularly at periods of a rapid rise in investments.

Funding forthe overall roads bastiren adequate. The roads budget has been steadily increasing
2009 spending waanfold larger than th@004 level.However, theoverall financing of the local
roadnetwork is inadequate. Localgrnments, who are in charge of local road management and
maintenance since 200Gk resources to ensure capital investments as well as maintenance needs
of the networkTheyalso lack capacity to undertake management and maintenance responsibilities,
therefore the local road network remains in poor condfiome donors apoviding TA to local
governmerstin order to increase their capacity in management and mainterinadecaf road

network, including developmentaofespectiveugdebook.

In 2009 the road construction sector observed substartiehsgein the prices of major
construction materials such as steel, bituameincement The global financial crises also created
incentives for private companies thaggressively for contracts at a low profit margin. These two
trends ld to terdersbeing completed with actualcpsmuchless than projestl. As an example,

the civil works under the $100 million 450 km secondary and local roads program (WB financed
SLRP project) were contracted by December 2009 with about $20 million cosakavingdor
thepossibility of funding aboahotherl40 kmof roads under the project.

The lesson that emerges is the need for agility and flexibility in awarding contracts and in speeding
up implementation at periods of weak input prices so as tozaeakienpotential gains.

Thegwgvernment s program to rehabilitat-donorts tr
effort whichbenefis from strongcoordination the basis of a well developed government strategy

and identification dfnancinggapsCoordination is particularly important to ensure that each of the
transport corridorsegments is financed with compatible technical standards, social and
environmental safeguards, and road safety measer&8B, World Bank andICA coordinate

cloely on key issues: (iptADB is considering similar road safety activity in their upcoming project

on the E70 to the one proposed under the Bamknced Third EaslVest Highway Improvement

Project for the E60 highway; (iijhe ADB, he World Bank, JI@ agreed to apply similar
implementation arrangemeiaisd (iii) the three organizations will coordinate apes@tioverall

TA and training.

A further lesson is that an assessment of results from an early stage is of importance. A focus on
results wilhelp to maintain attention to quality and to allow enough time for design and contract
implementation. The results of the existing investments on both the main network and on secondary
roads needs to be evaluated; and such an outzasedsevaluation wid shed light on whether

the current emphasis on one major corridor was justified. Donor support will help the government
carry out evaluations that encompass a thorough review of the infrastructure condition, the demand
side and improvements to invesitesolutions, and the government should seize such
opportunities to improve infrastructure management.
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The government has been exploring ways to inprézse sector participatimntransport sector.

Thilisi and Batumi airport concessions (fiedrby the EBRD and IFC) and port concessions and
privatization are example of such attempisblidPprivate partnerships roadsare also being

explored and the IFC Infrastructure Advisory Facility has undertaken a study assessing feasibility
and best ptions of roads PPPs.

In the aviation seckmance provided about Eutd million for the procurement amustallation of
the new radar for Thilignternational Aport in 2009. The government is discussing options for
the rehabilitation of the eking runway or theonstruction oanew unway at this airport (project
mentioned in th@NA).

Portsare privately operated. EBRD provided debt financing in the amount of euros 8 million for the
rehabilitation of berth 14 of the port of Poti.

EBRD has extended eurol00 million nonsovereign loan fdhe GeorgeRailway§GR), a state

owned enterprisépr construction of the Thilisi fpass rail linewhich is cdinanced by the EU

with euro 8.5 milliarAn EBRD loan for euro 100 million wasnsig) in March 2010 during the

EBRD Presi dent 0The railway iistcondiderifg@erdmancingatoupgrade and
rehabilitate GRarml other assets and systd@R.inrcgppemationm witk the

regional IBRD team has identified a fpigbrity US$80 million sedustainable phase of the project

and requested IFC to consider providing US$60 in debt financing (US$20 million is expected to be
financed by the internal cash generation). The project involves track (165 km) rehabilitation and, GR
expects, would result in operational improvements, reduced maintenance costs, and increased safety
for the railroad.

In assessing future priorities and p(taise 7)thereare no signals of a change in priorities in the
transport sectorRoad network imrovementnd related activity benefits from strong government
commitment.Railways and ports are encouraged torsmegovereigrfinancing Financingof
infrastructure of airports may dmnsiderethrough PPPs.

21



Table 7: Geagia: Five Year Road Program

Length | Estimated Cos| Secured Donor Funding
Roads (km) (US$ million) (US$ million)
1 | SvenetRikoti 64 350 171+20% Geo confinancing
2 | Zestafoni Bypass 9 80 197+20% Geo cofinancing
3 | Zestafmi-Kutaisi 23 69
4. | Kutaisi Bypass 16 43
5. | Kobuleti and Batumi Bypasses 30 284 259+20% Geo cofinancing
6. | ThilistGomboriTelavi 63 30 30+20% Geo cofinancing
Total for Main National Road 205 856 657+20% Geo cofinancing
Network
7. | BatumiShuakhevhdigeni 165 95
AkhaltsikheAkhalkalakNinotsminda
8. | MtskhetaGori (alternative south of 33 14 70+30% Geo cofinancing
the river)
9. | Gori-Osiauri (alternative south of th 45 20
river)
10. | Rehabilitation of 300 km of priority 300 60
secondary roads
Total for Alternative Road Network | 543 189 70+30% Geo cofinancing
Total 748

Source:Staff calculations based on official data.

Energy. Commitments in the periotb endMarch 2010 ($35fillion) exceededhe JNA
recommendatio$76million), butno disbursements have taken place as the projects have only
recently been agreed

In the mmediate period, conflichused damagepowerand gaslistributionwas repaired. Backup
fuel fnazut) for the Gardabani thermal power statiwas procured50000 tonshave been
procured sincthe last JNA updaten addition to the existing ,000) this volume isufficient to
runthethermal power station

The MCCfundeda natural gas stosagdy which identifiethe Ninotsminda depleted diéld as a
suitable siteThe MCCalso is funding design study$8.3million) that will be completed withan
year. The estimated cost of the gas stopaggectis $106150 million, with project completion
taking about four years. The source foritten€ing of the gas storggejecthas to be identified
within the next 12 month§he gvernment needs toaeh an agreement with the private operator
of the field

The Black Sea transmissiwhitihewill increase connection capacity with Turkey is jointly financed

by EBRD, KfW EIB and EU Cost of the linés anticipated to be in the vicinity of E2GO

million. Agreements with EBRD (Euro 80 million sovereign loan) and with EIB (Euro 80 million
sovereign loan) were signed in March 2010 and an agreement with KfW (Euro 100 million sovereign
loan) was signed in the beginning of April 2010. ANIEWrant(Euro 8.5 million) was made
available and it is administered by KfW. iflead expected to be completed by 2C@b3struction

of the linebegan prior to the finalization of donor finan@ggeements. About 30 km section of

the line has alreatigenrehabilitated and procurement of various components of thiedittes

next stage of constructibas been initiatedThis project has demonstrated strong commitment by
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both the government and donors with smaathperation fronall sides. The gvernment dovely
participated in the public consultasiand showedtrongsupport and ownership thfe project

USAID provided $120 million for energy infrastructure expansion. Out of this amount,

(i) $31million will be usedor rehabilitation of critical powgansmission infrastructure, including

the Senakdl (MenjiTskaltubo) and Senaki2 (Menjid Didi Kutaisi) power linesyhich will
increase electricity reliability and i&prove
and beyond; (i) $&illion is allocated for construction of a new gas pipeline, connecting the Black
Sea port of Poti and its free industrial zone to the existing pipeline network, and rehabilitating
critical segments of the E&gest gas pipeline; and (iii) $8 milliolasated for facilitating hydro

power plant investments through the implementation of technical, economic and environmental
studies, as well as investment promotion and marketing activities.

Longerm sector development péispeetieegy sector deyement is in line with the priorities
approved byhe Rarliament in 2006. Georgia continues to improve energy securityrgyldollyg

thermal generation and import by domestic hydro generation. The government invited private
investors for the constrimn of large and medium size hydropower stat®nsumber of
memorada of understanding halieen signed with potential investamsluding for the major
projects oKhudoni HPP 700 MW) and Namakvani HPB@AMW).

The EBRD andFC have been activelinvolved in the potential financingtbé medium sized
power station Paravani (78 MW). Thevgrnment has also advanced with the negotiations to
construct Tekhuri HPP cascade (105 MW).

The conflict had limited @ict impact on the energy sector andiratiyect effecof the conflict

and the global financial crisis hgeeto be observed, particularly with regareirémting private
capital in hydropower development. Hogernment has invited viestor participation in the
development of 92mall ahmedium size HRRS total capacity of 1.4 GW and has progressed with
an additional 13 HPPs (combined capacity of W5 @eneration of 5 TWh). There are signs of
interestfrom the private sector to constritiPPs Development of HPPs will enable Géotg
benefit from power expart The transit potenti&br electricity wilbe tested after the completion
of the Black Sea transmission line.

Municipal. Commitments inhe periodto endMarch 2010 ($20millior) significantlexceeded

JNA recommend&ns (438 million), largely becaus# efficient project preparation and
demonstratedapacity to implement quickly and effecti®tpng leadership by the government
keendonor interestand an efficierilunicipal Development Funvdere factors behintie timely

and striking results. Investments were a part of the fiscal stimulus package and provided work for
local contractors during the economic downturn and created thousands of jobs.

Investments were directedeapanding thevater and sewertigarker starting new water, sewage
androad projectsanallercities and towns throughout the country. The period withessed heavier
amounts of investment in the water and local road sectors than envisagédAnrth&s small

towns and villages whievere not serviced for decades, wieNeerinvestments were made in
wastewater treatmeandsolid waste management, in contrast tdNWerecommendations.

The principal providers of funding ttee water supply, sewage networks and local roads sector
were the&kKfW, ADB, EBRD, MCC anthe World Bank.All these donors financeehabilitation of
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the water supply and sewageilethe ehabilitation of local roaasa large number cfties/towns

is financed by the ADB and World Bank. On the other, hastewater treatnaspecially in large
and snallercities, remains major challengéNone of the wastewater treatment projects envisaged
in the JNA investment pldravestarted implementation.

During theJNA reporting periodn solid wasialy o projects of the JNA investment plan have
started As was recommended in th€A, there is still a need to establish a number of regional
sanitary landfills throughout Georgia, and to upgrade the dumpsites of Thilisi into sanitary landfills.

The urbartranspoprojectwhichstartedduring theJNA reporting period is the ADB $3(roject

in Thilisi. The project objective is ftnance subprojects that will increase efficiency, quality,
coverage and reliability of urban transport, water supply, westenlad waste management,
roads, street lightening, traffic management, and other municipal services and goods.

The government has been exploring ways to inprezee sector participatiom water and solid

waste management sectors. Thi&er is now fully privatized and ADB will be assisting the
United Water Supply Company of Geoegialore concrete PPP options in water service delivery,
management and/or operation. PPP in the solid waste collection and disposal system in the cities of
Rustavi, Gardabani, Batumi, Kobuleti and Chakwe also explored

On the institutional ,silde government consolidatathan water and waste water utilities into one
company, which was also given policy and regulatory powetdnit€deNater Sygly Company

of Georgiais now responsible for sector development and coordination, implementation of sector
projects financed by the government or donorsfoedgy operations and maintenance, and
interface with customers. However, an integrated appoaacimicipal infrastructure development
toinclude water supply, wastewater treatment,
of the traditional piecemeal approach, that was considered to be a key institutional reform by the
government was hoadopted largely for reasons of capacity shortcomings. Institutional
development was also hampered bglativescarcity of talendand knowhow throughout the
municipal sector.

On project implementét®Municipal Development Fund (MDBYyesposible for management

and implementation ¢fie INA donor/IFI financed infrastructure investments, with the exception

of the ADB and EIB new water projects. MDF is technically competent, but has personnel and
resource constraintk. has implemented two kéfNA recommendationt outsource detailed
design review and supervisitlm wellqualified consultancy compeEmand to upgrade its
procurement department witfualified professionaonsultantsThe MDF could usefully be
transformed into austainable migipal financing institution bgfocusing its role into financing
municipal infrastructure and managing project implementation

Lessons. Continued gains in municipal services outcomes require tiratetenent scoper
overall city/town needsdm a packagsolution perspectiyeather thapiecemeadfforts. Such an
approach would provide thdegree of economies of scalguired. A further lesson is thatgold
wasteunsanitary landfills should be upgraddtbre technically feasibfétes that cannot be
upgraded should be properly closed and new saanitdiiid should be constructed/aste collection
improvemergneed to be carefully reassessed, inglodllection vehicles and collection points, as
well as transfer station constiactwhere requiredAdequate capacity should be latithe local
level to secure sustainable landfill operations
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For local roagsroadrehabilitatiorwork should be done in a comprehensive way to bring the
drainage, sidewalks, street width, amndl smaging and marking inEuropean standards. Several
road rehabilitation projects carried out by locajeeéfirnments in Georgia are implemented in a
partial or piecemeal fashion rather themmprehensiveray toupgrade street sect®onA national
inventory of local roads rehabilitation neeti® prepareth major and secondary cities in Georgia

Environment. The JNA identified immediate investment needs of $2 million to salvage damaged
timber and weakened trees and to deal with @l Bl@tlum term investment needs were estimated

at $5 million for rehabilitation of fire damaged forests and protected area infrastructure, and to
protect villages downstream of affected forests from flooding.

No external funding was received for immediatensspactions. The urgent actions undertaken

with internal resources mobilizeecauntry were fencing of the areas under burned forests in
proximity to settlements to avoid additional erosion from human activity or grazing by domestic
animals. No timberag removed at this stagéhe oil spill on the railway near the village of Skra

was cleaned up by the Georgian Railway company. No measures were undertaken for containing
and cleaning marine oil spills from eight sunken boats near the port cityasfrRiditarfy reasons.

Out of the medium term investments, firefighting equipment and training were delivered to the
administration of the conflieffected BorjorKharagauli National Park using proceeds of an
emergency grant amountingetoos 80,00@rom the EUfinanced Caucasus Protected Areas Fund
(CPAF) The United States also contributed to buildingighieng capacity in the Borjomi
Kharagauli National Park.

The Bank of Georgia donated up to 500,000 GEL for rehabilitating burned ridresBorjomi

area.This amount was used for the establishment of two local nurseries, production of tree saplings
and their planting. Financing of this initiative includes managénienyoung plantation over a

five year period.

The Ministry of Environmentand NaturalResourcesiasprepared a project fonitigating the major
impacts of forest fifes. main objectives of the project are (a) capacity development of decision
makers, scientists, technicians and workers in monitoring ecqbogoesses/restoration
techniques, (lihe demonstration of restoration techniques within a pilot area of 400 ha in the 1000
ha of damaged forest ecosystems and monitoring of restored ecosysteansagejpublic
awarenessf the causes and implicatiosfsland degradation, and (d) creation of short term
employment opportunities in a poor region. A secondary objective is to disseminate the successful
results and experiences of the restoration works for replidéatiand has expressed its readiness

to finance this projea the amount 0$2.2 million.

Banking. The banking sector is privately owned. JNA identified support for banking from
donors to be critical to economic stability; it is the only sign{@cahiargeglement in direct
support to the private sector. Commitments to the banking sector in thetpemadlarch 2010
amounted to $636 millidoroadly in line witthe INA recanmendation of $X0 million.

13 The management of local roads is under the responsibility of the municipalities, not the Road Department. As such,
donor funding can be provided directly to eligilaicipalitieshroughsub sovereign lendifigised on pragreed
performance criteria to ensure good felipwnaintenance.
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The banking system thdoeen doulyl hit by the conflict and concurrent glddaancial meltdown.
Banking sector resilience was secured thequmybpriate government policies and intervebtion

the international financial institutiombe ensuing funding to several major banks provided them
with a capital cushion in a difficaliacreeconomic environment during 2@3 marked by
deteriorating portfolios araldecline in credit. It also allowed refinanoingpreign obligatios
falling due At the same time, significant challenges remain: bank funding models redjddb re
to rely lessipon external borrowing and more on domestic sources of fustdamger emphasis is
needed to insum@covery ofendingin an environment of stricter underwriting rulesadidited
number of larger borrowers with good credit; thede isa need taevers the resurgence of
dollarization in the wake of the crisis.

The postconflict shrinking of theectorwas reversed from 09, and byne-2009deposits

reached prerisis leval Given extra caution on new lendihgyid assethase risen markedly.
Supervisory authority has been returned to the central bank, which also has the task of supervising
insurance and capital markets.

International suppotbok the form ofequity and debt particijatnothe EBRD, IFC, OPI@S,

ADB, FMO-Netherlandeind DEGGermanyand ensured the stability of the system from rollover

risks in external financing. IFC made a disbursement ofligib tmBank Republic in September

2008, a $20 million trade line was approved to Bank of Georgia i Qe@deand another $100

million financing package for Bank of Georgia was disbursed in January 2009. This package
consisted of senior and convertible subordinated loans as part ofagemaijtideal to help the

bank meet its capital and funding neéa®arly April 2009, IFC committed an investment of $70
million with TBC Bank in the form of senior and subordinated loans and equity to help the bank
attract a strategic investor and maintain liquidity in a difficult market. A trade line with Bank
Repuhbk for $20 million was also signed that month. Other measures to support the banking sector
were undertaken by IFdsch as advisory servicestmworko ut of banksd exposur
development projects, risk managemedtnorperforming loamanagement

Over this period, the EBRD has provid&® milion to the banking sector. A large transaction
consisted of a $100 million financing package (convertible subordinate debt and sewias loans)
provided to Bank of Georgia. These funds wedyedigbursed irarly2009. A funding package for
TBC Bank amounting to $70 million wésosigned and disbursett includes equity, convertible
sulordinate and senior loansipfortto the top two banks and successful cetapl of these
projects wasrucial for the stability of the banking sectorraptesented a key EBR&sponse to

the crisis.

EBRD alsoapproved a $70 million funding package for Bank Republic con$igsngordinated
loan, mortgage facility, and energy efficiency crediilié2. million financing package to Cartu
Bank including equity, senior loan and medium size compdmesciog facility components was
also approved\ senior loan amounting to $10 milkeas alssigned.

Technical assistamcelFIs has helped blamanagement begin to focus osevaluation of their
business model&ormerly, bank lending policies were excBsselanton external financing,

which provedto be vulnerable to changes in the risk appetite of the world finanketis.ma
Following he crisisbanks have adopted stricter lending procedures and focused on attracting
domestiaeposit financing. IFIs have begun helping the banks implement institution building plans

4 Details on developments in the banking sector can be found in Annex IIl.
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and otherwise adapt to the new environment, thus helping buileéanggability in the banking
system.

Since the onset of the crisis, EBRD specifically has been involved in six technical assistance
programswith all the major Georgian banks. Smaltegrams included loan workouts and
corporate recovery training as wslltasury risk management operations. More significant
programs (over $5@@0each) have focused on institutional strengthening and institutional building
plan support, as well as support for an energy efficiency lending program.

Aid coordination, impact monitoring, and stakeholder consultations Throughout the post

JNA period, the government has taken siefsrtify donor coordinadiuh to improve monitoring

of programs and project3.he coordination function within tmeinistry offinance is aste and

efficient andfocusedn the first placen financial tracking. The ministry plays the key role in the
coordinated management of Georgiads internat:.
government advisor in implementing the dor@mpnpi ng exer ci se, includin
with all key bilateral and multilateral development partners.

An effort has been made to streamline donor coordination. Sector coordination is driven by relevant
sector line ministries with relevant don@access has been notable particularly in road
rehabilitation and construction, municipal and urban infrastructure, water and sanitation, energy, and
IDP housing. The budget support modality (general and targeted budget support) helped to enhance
policy dalogue and streamline support procedures. However, further effort is needed to improve
sector donor coordination in areas where capacity on the recipient side is weak and donor assistance
is provided through multiple support modalities which mainly feattm@nagement of aid by

donors and are channeled through an excessive number -@f@tandssistance schemes with

varying timelines, execution structures and delivery methods.

The pooling of donorthatdes been greatly facilitated byl process has provided an impetus

to proper and well coordinated delivery of assistance. The coordination task is led by the ministry of
finance but is further decentralized to line ministries for coordination with donors in their respective
sectors. For theange of major projects and budget support operations that account for the
overwhelming proportion of donor support, conceptual design and project planning is led by the
ministry of finance and the relevant line ministry. As examples, in transpdpainamuarban,

and energy, coordination is exemplary with no duplication; on IDPs, coordination has improved
rapidly throughout 2009 and is now considered by the government and by donors to be on a good
track, despite the multitude of stakeholders; amdvette sector operations (largely banking), the
ministry of finance works with the IFls in strategy formulation and the approval of individual
operations by their boards, but these operations are inherently commercial in nature, with the terms
of particdar transactions being decided between private sector entities and the lending IFI.

Monitoring and results measarersghtworke-progress. The ministry of finance concludes the

legal agreements, and monitordir@ncing and project implemdida at all stages. Overall

fiduciary responsibility for implementation (including observing of covenants) is devolved to
execution agencies under control and scrutiny of relevant line ministries. This joint participation of
the ministry of finance and bhe ministries in major infrastructure loans or budget support
operations provides for a holistic monitoring effort that ensures addressing of financial and
programmatic aspects through the participation of all stakeholders. At the sector level, line
mn striesd® involvement i n policy dialogue has
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sector policy dialogue is driven by and contingent upon two factors: (a) continuous capacity
development in respective line ministries and (b) further harmorotationk on the donor side,
especially when seesgrecific support is provided by a large number of smaller donors employing
different implementation modalities, time perspectives and administrative requirements and thus
tending to overstretch capacitieglee recipient side.

Consultations with parlianeetdse, with parliament ratifyiall loan agreemerdad relevant grant
agreements after scrutiny by parliamentary comniltteeministry of finance has developed an
informative and ufo-date webg that provides detailed informationJdA-supported activities,

including amounts committed and disbursed, sources and projects, covenants and financial terms,
projections over the near term, as well as periodic reporting on implementation andresults.
ministry engages the media in the dissemination of information.

Periodic consultationswiigoci¢ikeplace, with the ministry of finance organistgglar meetings

with key norgovernmentgllayes that deal with donor aid delivéfrigisincludes dériefing NGO
representatives deytechnical anfinandal terms of transactions andtww theyimpactpublic

external debt. NGOare able tapproach project implementing agencies and obtain more detailed
information on technicgadnvironmatal or procurement aspects of transactioilse ministry has
steadily expanded the range of information p
NGO communi tYpuKmavswhdt &e ihowwwvhi ch has proven help
buildng trust and ensuring transparency in the aid delivery process.

r
f

In regard tanonitoring of the impact on beE@idiEER, UNICEF,the USWFPand other
donorsare working closely withe government and withe IDP communities to ensure that is
reaching them sufficiently and that gaps which are outlinedMAtheogress report are filled as
effectively and quickly as possible.

UN Secretary General issued his report on "Status of internally displaced persons and refugees from
AbkhaziaGeorgia", August 2009, covering the period 16 May 2008 to 15 July 2009, which focuses
on (a) the right of return of all refugees, IDPs and their descendants, regardless of ethnicity; (b) the
importance of preserving their property rights; and (c) thepaeelt of a timetable to ensure the

prompt voluntary return of all refugees and IDPs to their homes. Meanwhile a resolution presented
to the General Assembly by the Government Geo
persons and refugees from Akkkhaa, Geor gi a and the Tskhinval:
was formally adopted (September 2009). The resolution recognizes the right of return of all IDPs

and refugees and stresses#esl to respect their property rights.

The Outlook for 2010

Overdl. TheJNA identified the funding requirement of the third jgosflict phase (the eighteen

months from April 2010 to September 2011) to be $1.5 billion, with social sector needs being placed
at $506 million, infrastructure at $874 million, and murati$a19 million. In the remainder of

2010, donor commitments afound$1 billion have already been identified, with $248 million for
budget support (excluding IMF budget support), $200 million for infrastructure and $290 million for
municipal. No sepate, precise identification for social needs can be made, but with funding from
the budget, specific IDP and humanitarian programi\fheecommendations are expected to be

met.
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Table 8: Georgia: Donor Funding- Pipeline for 200"

Sectors $ (million) | Donor Organization & Anticipated Amounts
USD/Euro millions

EC 8 54(EURO 415million)
USa 47
1| IDP 106.2 | Kfw- 5.2 (EURO 4.@nillion)

WB O TBC
2 | Transport Infrastructure 1500 ADB 6150

EBRD/EIB 8 TBC

3 | Energ Infrastructure 52.0 EBRD/EIB 52.0 (EURO 40.nillion)

WB 6 45

ADB 6185

EIB 8 52.0(EURO 40.0 million
KW 8 TBC

5 | Other 99.1 USAgencie® 750

WB 6 160

IFAD 68.1

WB 6 500

ADB - up to100

EC 6 95.0(EURO 730 millior)
Dutch- 2.6 (EURO 2.0million)

4 | Urban and Municipal Infrastructure 28.0

6 | General Budget Bport1/ 247.6

Total 9369
SourcMlinistry of Finance of Georgia and Bank staff estimates.

1/ Excluding IMF Budget Support under the Stayérrangement (SBA)

Economic and budget support. As noted? the economic outlook for 20 reflects the
international recovery under way and the cou
expand by 4.5 per cent in 2010 and a medium term fiscabetiosoéffort will be put into effect.

Thus, the fiscal deficit is estimated at 6.8 per cent of GDP in 2010, compared to 9.2 per cent of
GDP a year earlier. The macroeconomic program is being supported by a standby arrangement with
the IMF and an augmtation of the initial size of the arrangement was agreed in Augugie€2009;

fifth review of the program was concluded in March. 2Z0B@ 2009 fiscal deficit (9.2 percent) was

below the IMF program ceiling. The 2010 fiscal deficit is estimated atc@® pérGDP. The

| MF paper on the fifth review underlines Geor

The authorities have managed policies throughout 2009 with skill and determination, maintaining a
prudent fiscal stimulus within the constramfitdonor budgets and balance of payments support.
The gradual withdrawal of the stimulus in 2010 as the private sector recovers and as international

15 Corresponds to commitments for the year and heiffsgsifrom Table 3, which is based on disbursements.
16 All estimates are asf endMay 2010. See Chapter V for details
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demand rises is appropriate. The budget support requirement for 2010 is projected at $551 million
(Table3) of which the IMF standby arrangement will provide $390 million. Preliminary estimates
show that the EC is projected to provide around Euros 47 million ($61 million), thg A®B

$100 million and the World Bank $50 million These amounts woulddiensuéf meet the budget

support requirement for 2010. However, the government is keen to minimize IMF budget support,

as IMF funding is shetérm (maturity of five years) and is not concessidhalauthorities have

reached an understanding withIME that budget support from the Fund will be redpeedpassu

with the provision of budget support from donors beyond amounts already programmed. The
support from donors is likely on terms that are concessional compared to those of the standby
arrangent@. Therefore, gmyernment places particular importance on higher budget support commitm
those donors that have agreed to provide budget support already, as well as willingness to provide b
other donors

Internally displacedpersons. There are still over 233,000 IDPs in protracted displaceanent

over 30,000 IDReturneesto areas adjacent to South Ossetia caomgrto need additional
assistance to fully reintegrate. The living conditions ofimieyfirst IDP cohorfall far short of
acceptable standard&s highlighted in the]NA, addressing the previous IDP case load,
concomitantly with addressing the most recent displacements is an important element of ensuring
equity and addressing the needs of the most vuineBaistained support to implementing this
process of reintegration is thus crudiédreover, many new settlements, even one year later, are yet

to represent thriving communities, especially in remote areas, and, thus, the developmental task of
securingntegration and livelihoods is still to be accomplished.

For both IDPs and returned IDPs poograntiesigned to provide adequate shelter and information on dur;
housing alternatives oughtfurthdre rethoudlyt also including {1admle assnce to facilitate the
(re)integration of IDPs by strengthening their capacitglimnbdlcmughseticational training and income
generating activities and, where necessary, with psychological rehabilitation.

WEFP is seeking new funds cortinue to provide essential food commodities to IDRdile
implementing livelihoodsupport programswith FAO to provide agriculture inputs and
infrastructurewith EC funding. The focusf the programss on improvingpotablewater supply
and establishmerdf sustainabl@rigation solutions throughnovative approaches in the newly
built settlements and villages of the adjacent area.

The government will continte focus on the provision of durable housing for IDPs in protracted
displacementwith uninterupted effort in this area being contingent upon predictability of donor
support The approacimvolves the rehabilitation of existing collective centers, the transfer of the
residential units in collective centers into private ownbydbip's, and theallocation of additional
housing where required (from the conversion of public buildings and the construction of more
housing units} This plan will continue to be implemented mainly with funding from the EC and
US. Therehabilitation otollective ceets will take placeipr to their privatization With the
assistance of UNHCR, the government has adaptadcountability framework for the integration

of IDPs in line with the UN Guiding Principles on internal displacement andbaggdsapproach

" This does not include those internally displaced within South Ossetia (estimated at 10,000).

18 Indications are that because of stuuat inadequacies in buildings, rehabilitation will not be possible for IDPs
residing in all collective canters. The ministry of refugees and accommodations estimates that alternative shelter
and accommodation solutions may be required for about 25,088 ID
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ard isa major step towards resolving the situation oftéwsngIDPs. Furthermoran agreement
was reached with the ministry efugeesand @acommodatiorand the civil registrygancy to
undertake a comprehensiveragistration and social profiling of pkople in protracted
displacement.

The process of privatization needs to be coupled with clear well structured standards and criteria (a:
JNA), and implemented in a transparent way with the particijpratiois oédgBiRls thministry for

refugees and accommodation with its partner organizations developed the Rehabilitation Standards
and Guiding Principles of Durable Housing Solution that provides clear standards and criteria.
Information about privatization will be provided BiP$ through the regional network of the

ministry of refugees and accommodation and NGO/UN offices, recognizing the importance of
ensuring that IDPs take well grounded decisions about the durable solutions available and the
alternatives to sqifivatizatio of collective centers.

Infrastructure. As noted in the previous chaptére toutlook for the infrastructure sectors is
encouraging with donors having made a firm start to investments. In transport and energy, IFIs are
active and well coordinate@ihe impressive implementation recordamwsportis expected to be
maintained in the course of the year. With the energetic involvement of a number of donors
working to a unified plan, the deficiencies in transport institutions particularly on maintenanc
planning and resourcing as well as on attention to environmental covenants to loan agreements are
expected to be addressed. The commitment of the authorities to these goals is commendable.

Energy. The Black Sea regional high voltage power transniisgioproject is nearing the
implementation phase. An Assistance Agreement signed with USAID in Q1 2010 will result in gas
transit infrastructure construction, replacement and rehabilitation, as well as a high voltage electricity
transmission upgrade. Wemwill start in 2010.ooking ahed#dyould be importasgctare furtthenor

financing fdeveloping regional power transmission infrastraoteresanifioasce, as well as to procure
funds fothe gas storage prdjdate attentionshould be placedon obtaining private sector
participation in mjects and on supportifydrgower projects. Specifically, priority projects are:

(a) interconnection expansion projects to Armenia and Azerbaijan, (b) Enguri HPP rehabilitation
project (2 mnaining units and Vardnili channel), (c) underground gas storage project, (d) LNG plant
on the Black Sea, (e){feasibility and feasibility studies for reneweatdegyprojects (hydro and

wind), (f) Shale Gas pradion development.

Municipal/urban. Thereis strong government and domonfirmation ofJNA initial priorities

for the coming phase in the urban and municipal sdtter.government continues to see
increasing investment in the municgral urbannfrastructure sector as part of the fisiaiusus
package, prading the physical environment for private sector gramdremployment generation
andthe means foaneven regional development in the country. As for donors, full commitment to
providingfunds to expandnd improvenunicipabnd ubaninfrastructure is evident

Support for municipal investments is well planifdd and bilateral donoreemain active.

Municipal and urban investments benefit from generally strong local implementation and execution
capacity. The pipeline for 2010 ke bolstered significantly by two new operations scheduled to be
signed in 2010 with the World Bank (Regional and Municipal Infrastructure Project 1) and ADB
(multtt r anche financing facility 0Georgi a Sust a
Donor support is being consideredfumther water projects, notably in Kutaisi. Solid waste
management support will be explored with relevant donors, in view of needs in the area.

31



With the recent creation of the United Water Supply Company of Georg@aetfmenent seeks
economies of scale and scope, rationalization of tariff structure and uniformity of accounting and
managerial practices, all this to foster prospective PPPs and privadei\satielivery solutions

in the water supply and sanitaticraail his effort is expected to be buoyed significantly by the two
operations planned for signature in 2010: E I
A D B 6 s -tramchk financing facility (Georgia Urban Services Improvement Program). These new
operations would combine extensive capital expenditure measures implemented throughout the
territory of Georgia with concerted institutional capacity building and technical assistance to entities
dealing with water supply and sanitation p@icgulationand implementatiorizurthermore,

work is underway witBermanyKfW on phase Il of the Municipal Infrastructure Batumi project,
whichaims at improving access to quality drinking water and improving the sanitary situation for
the local population

Banking. The reform agenda for strengthening the banking sector has been noted earlier in this
report and is discussed more fully in AnnexTlfie IFIs would continue to play an important role

in helping improve resilience of thmncialsystemstrengtheng its intermediation functi@nd
broadening access to financial services. IFThantend to help mobilize private financing to
support the infrastructure progran®pecifically, the EBRD and IFC are exploring projects in
renewable energy and IFC isulsing advisory work with the government on private participation

in infrastructure. EBRD and IFC will continue to seek to support their banking clients in order to
support the renewal pfudentlending ADBG6s Private Sector Qiperati
exploring deals in both banking and real sectors and is expected to step up its private sector
operations in 2018Vhile thebankingsector is now stabilized and has overcome initial refinancing
risks,Jending is depressed compared to thenss ével.

In the policy aredk|s are expededocumter alisgn supportiagther financial deepening of the economy
through investmentsaayeded TA foster the developntieeibchhorbank sect@ensios, micre

finance and theasurane industies) which can help reduce excessive reliance on foreign savings
andcapital inflowslt would be important to focus IFI efforts egbuilding trust in the financial

system through supporting improvements to the consumer protection reglmee asde nt r a | b a
proposedscheme to provide banks with ldegn local currencyunding. This would in turn
encouragéanks to increase the share of their local currency lending. Continuing and expanding
technical assistance effortstt@ngtherbank moels and risk managemantof importance.ln

helping banks to +&tart lending to small and microenterprises, which were cut off from access to
credit during the crisis, IFIs could provide additional support to banks thafiososiidniending

to SMEsand micreenterpriseslogether with the mentioned continuous and {fiaaited support

to the bankingandndmnank sector s, | FI sd support in the -
into real sector enterprises, especially in high growth potentiahrateadustries, would be
important from the viewpoint of improving enterprise management, employment generation and
the competitiveness and export potential of the economy.
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Annex 1 Financing Requirements for the Recovery Progm

1 2 3 4=(1+2+3) 5 6=(4-5)
Immediate Core Core Total: Already Total
(to March | Investment | Investment [ Immediate |included in| Funding
2009) */ (to March [(to Sept. 2011 plus Core | Budget/ Needs
2010) Budget
Support
**/
BUDGET SUPPORT (# 98) 480 450 930 930
SOCIAL SECTOR 294 448 506 1,248 251 996
RETURN, RELOCATION & RESETTLEMENT  (#111) 169 268 359 796 220 576
Housing construction/rehabilitation 157 260 349 766 220 546
NFI for 12,000 HHs 7 7 7
Supporting arrangement costs 5 8 10 23 23
SOCIAL PROTECTION (#115) 45 42 35 122 31 91
Temporary emergency support (in-kind and cash) 24.4 18 42 10 32
Emergency supplementary feeding (children 0-2, pregnant women) 2 2 2
Refurbish damaged TSA offices 2 2 2
One-time cash assistance to resettled IDPs 4 4 1 3
Targeted social assistance for newly poor 12 23 35 70 20 50
Training 24 new-hired social workers, information campaigns among IDPs, victims shelter 1.6 0.6 2.2
EDUCATION (#117) 19 16 18 53 53
Restore Infrastructure & Equipment 3 11 13 27 27
Provision of goods and services 13 5 5 23 23
Emergency activities 3.4 0.04 0.04 35 3.5
HEALTH (#120) 29 59 87 175 174.6
Health insurance program for the poor - incremental costs 28.0 56 84 168 168
Rehabilitation of health infrastructure (Gori emergency center and ambulatories) 0.4 2 3 5 5
Provision of health care services 0.5 0.7 1 1
AGRICULTURE & LIVELIHOOD (#123) 28 53 80 80
Restoration/improvement of food security, rehabilitation of irrigation 28 53 80 80
EMPLOYMENT (#126) 5 11 7 22 22
Micro finance 4 10 6 20 20
Local capacity building 0.5 1 0.5 2 2




1 2 3 4=(1+2+3) 5 6=(4-5)
Immediate Core Core Total: Already Total
(to March | Investment | Investment | Immediate |included in| Funding
2009) */ (to March |(to Sept. 2011 plus Core | Budget/ Needs
2010) Budget
Support
**/
lll. INFRASTRUCTURE 99 300 874 1,273 315 958
TRANSPORT 61 262 707 1,030 295 735
Roads (# 130) 18 244 707 969 295" 674
Damage to several roads 18 18 5 13
Completion of Main Road Network 200 622 822 230 592
Development of secondary network of roads 44 85 129 36 93
Rail (# 135) 4 18 22 22
Damage to Grekali-Metekhi bridge & other 4 4 4
Bridge repairs to increase speed of traffic 18 18 18
Ports (# 137) 1.0 1.0 1.0
Damage to Poti port 1.0 1.0 1.0
Aviation (# 140) 38 0 38 38
Replacement of Sakaeronavigatsia radar in Thilisi 8 8 8
Rehabilitate Thilisi airport runway 30 30 30
ENERGY (#141) 38 38 167 243 20 223
Gas and power equipment, connection, and repair of distribution lines 12 12 1 11
Natural Gas storage 10 167 177 177
Strategic reserve of Mazut as back-up fuel for gas plants 26 26 19 7
220 KV Senaki Power Transmission Line Rehabilitation 28 28 28




IV. URBAN AND MUNICIPAL SERVICES (# 149) 20 118 119 257 257
Water Supply and Wastewater 1 7 9 9
Gori : Replace 3 damaged chlorination units (0.24 mil GEL) 0.2 0.2 0.2
Gori: Rebuild damaged fence around water treatment plant (0.3 mil GEL) 0.2 0.2 0.2
Zugdidi: Rehab water supply systems damaged in 1st Abkhaz war (10 mil GEL) 7 7 7
Zugdidi: Rehab pipes and waste treatment plant damaged (1.5 mil GEL) 1 1 1
Urban and Municipal Roads 17 18 72 107 107
Gori: Resurface 5 km city (2 mil GEL) and 75 km villages (15.8 mil GEL) 13 13 13
Senaki: Resurface 1.5 km and 3 small bridges (0.4 mil GEL) 0.3 0.3 0.3
Zugdidi: Resurface 17 km rural and 20 km urban (6 mil GEL) 4 4 4
Thilisi: Urban Transport System (traffic control & mgmnt, public transport, road wk) 9 27 36 36
Kutaisi: Urban Transport System (traffic control & mgmnt, public transport, road wk) 9 27 36 36
Batumi: Urban Transport System (traffic control & mgmnt, public transport, road wk) 18 18 18
Urban Infrastructure Development, Housing and Public Buildings 1 81 35 117 117
Kutaisi Infrastructure Development (water pipes, treatment facility, utility, roads) 28 8 36 36
Poti Infrastructure Development (wastewater/treatment network, utility, roads) 23 13 36 36
Zugdidi Infrastructure Improvement ( urban and municipal infrastructure) 22 22 22
Senaki Infrastructure Improvement ( urban and municipal infrastructure) 8 14 22 22
Housing and Commercial Buildings in Gori 0.9 0.9 1
Housing, Commercial , and public Buildings in Senaki 0.5 0.5 0.5
Management contract related expenses 12 12 24 24




V. ENVIRONMENT (#157) 2 2 3 7 7
Protection and Production of Forests 1 1 3 5 5
Invest in low-impact logging technologies & training 1 0.2 1 1
Begin salvage operations and provide firewood to IDPs. 0.5 0.2 1 1
Pest management measures, forest rehabilitation, develop fire ecology studies 0.1 0.6 2 2.4 2.4
Relocate flooding affected residents from Daba village 1 1 1
Natural Habitats and Protected Areas 0 1 1 1
Return park administration in Kolkheti to effectiveness 0.3 0.3 0.3
Repair damaged infrastructure in Kolkheti 0.5 0.5 0.5
Coastal and Marine Pollution 0 0 0
Monitoring program and assess impact on marine environment 0.1 0.1 0.1
Terrestrial Oil Pollution 0 0 0 1 1
Secure sites; Remove oil from and replace soil; Install monitoring wells at the train site 0.2 0.2 0.2
Monitor the groundwater at the train site 0.1 0.1 0.2 0.2
Remediate the groundwater 0.1 0.1 0.2 0.2
Other infrastructure: Buildings south west of Gori 0 0 0 0
Assess presence of asbestos 0.1 0.1 0.1
Properly remove and dispose asbestos 0.1 0.1 0.1
TOTAL 895 1,317 1,502 3,715 566 3,148
BANKING SECTOR FUNDING % (# 110) 500 200 700 700

Source: JNA Staff Calculations.

Memo: Exchange rate of 1.405 Lari per US dollar used in converting estimates that were provided in Lari.

* | Post-conflict damage related needs.

** [Corresponds to those items in columns 1 to 4 that have been identified as already funded through the regular budget or as included in donor budget support.

# Refers to paragraph number of JINA report where explanations can be found.
1/ Corresponds to the amount of taxes included in the roads sector cost estimates.

2/ ltis important to note that the needs assessment relating to the banking system are in the nature of contingent costs. Unlike donor financing of budget support operations
or infrastructure investments which are expenditures, banking sector support takes the form of provision of liquidity or of guarantees; and it would be expected

that such funds would be ultimately re-paid. Such support will turn into actual expenditures only if banks were to fail.
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Annex 2: The Return, Relocation and Resettlement of
Internally Displaced Persons

Developments in 2009

The overarching priorities under this sector remained: suppdrtioging response strategy

that combined tengpary shelter (pending solutions) and durable housing; providing IDPs with
information on various prospects available to ensure informed decision making; promoting
clear selection criteria and assistance as an integral part of a resettlement /pr@oession
monitoring government led privatization and rehabilitation of Collective Centers (CC) and
assignment of shelter solution processes; and more generally ensuring IDP protection and
human rights. The main impatiativities undertaken by thevgrrment, with the assistance

of EU, USAID, Germany,UNHCR, OHCHR and IOM, together with their implementing
partners, was the provision of durable housing options for IDPs based on agreed standards;
respect to and application of IDP Guiding Principles throtighe process; and supporting

social integration through the type of activities implemented; and targeting people with specific
needs for humanitarian assistance.

During the first stage of the response (until March 2009) activities focused on repair of
damaged homes of returnees winterization and further repair of buildings serving as
colective centers, and on monitoriogernment led relocation of the population displased

a result of theAugust 2008 conflict to ehnewly constructed settlemergbsequently
activities turned towards the search for durable shelter solutions for the first cohort of IDPs.

Progress made in relation to IDPs from the August 2008 conflict (the second cohort)

Of the 138,000 people displaced by the August 200&tc¢sdl called 'new' IDPs) an
estimated 106,000 returned to the Shida Kartli region (including areas adjacent to South
Ossetia Georgia While the majority of these returnees were ableirttegeate well, in
particular in areas where damage was limatachees to villages close to the administrative
boundary line (ABL) continue to face particular challenges, datesdradifrom an ongoing

volatile security situation, together with a loss of access to fields, grazing grounds and forests
which usedo contribute to their livelihood , causing a number of families from villages in
particularly difficult areas e.g. Ergneti, Gugutiankari, Zardiantkari, etc. to continue staying in
CollectiveCentes. Damage to the irrigation system, lack of irrigaitar, Wifficult access to

markets and lack of proper storage facilities all aggravate the problem. These challenges in the
reintegration process meant that WFP continued its food assistance in the most affected
villages close to the ABL and UNHCR postpaheatlosure of its Gori Field Office, originally
foreseen for early 2010, and insteigradually phase down its operation throughout 2010.

Following the August 2008 conflict thevgrnment (with the assistance ofdfdl ECfunding

as well as somaldieral partners, such as Turkish development TIKA and German GTZ)
constructed 38 settlements (including buildings rehabilitated to provide apartments to IDPSs)
containing some 6,000 housing units currently serving about 19,000 IDPs originating from
South Ossetia, Akhalgori and Upper Kodori Valley, Abkhazia who were displaced in this



conflict and are unable to return. During 2009 multiple efforts have been taken to improve the
infrastructure in these settlements (improve roads, secure access to ppblit darahs

markets, build or expand schools and kindergartens) and address the challesdeiof

able to secure independent livelihoddsiine settlements, UNHCR constructed and put into
operation nine community centers offering a wide range afesenwluding vocational

training, and six communal washing facilitiesooastructedl,716DP families received one

time monetary assistance (so called compensation instead of direct housing solution) of 10,000
USD equivalent in GEL.

Kitchen gardenisave been established in most viliigesettlements and many IDPs received
additional agricultural land, thoubhk size and quality of land distributed differs significantly
across the settlements. About 9% of IDP families residing in the settienmengsossess any
plotsoflandt hi s mainly pertai-hsked kBPs$I| leimeintg i n

Due to these efforts as well as those made by people living in these settlements, living
conditions have stabilized and life is slowly normalizing,hefik, schools police stations,
medical and other facilitiesgeing to function. Under a UNHG$ponsored protection
monitoring project as well as an information project, Norwegian Refugee Council (an
implementing partner of UNHCR) has collected from aomtynleaders (Mamasakhlisi) and

IDP parents information that on average 93% of segaothildren attend school. However,

with only kindergartens in eight settlements, the percentage of children attending kindergarten
is considerably lower.

Apart fran a few exceptional cases, IDPs living in these settlements have received official IDP
status under national legislation together with related documentation. However, granting IDP
status has been delayed for newly displaced living in the private sso@iniorg in collective

centers or other provisional shelter. As of 1 January 2010 out of approximately 22,000
individuals who remain displaced due to the August 2008 covdlidt9,641haveformally

received IDP status, but the processtinuesUnde a UNHCR project implemented by

NGO LDCG, a total of 1,095 IDPs from the 2008 conflict who had lost their ID cards during
flight or who never had possessed proper documentation were assisted civil registration
issuance of proper documentation. This Ilsasgazen them access to a number of social and
other services.

However, significant infrastructgieortcomings and humanitarian needs still exist in the new
settlements. The physical condition of some cottages, often built very quickly, isrgteriorati
and damages (such as cracks in walls) need to be addressed urgently to prevent further
problems. In about 30% of the settlements (mainly cottage type settlements) there is an acute
need for improvements in the water and sanitation sector and, incadioesloaccess roads

to the new settlements are still in bad condition.

The key challenge remains the lack of employment facilities and other deficits in securing a
sustainable integration and livelihood. Given the lack of income, many IDPs also complai
about insufficient access to medical services and medication.

Progress made in relation to IDP2@@Bcprdlicts (the first cohort)
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In May 200 the government adopted an updated IDP action plan to implemeftate
Strategy on Internallypld2esd Persdhrebruary 2007). The Action Plan, covering an
implementation period of three years, focuses on the provision of durable shelter solutions for
IDPs as a form of local integration and includes activities serving livelihood and income
generatin developed with the assistancthefinternational community, includdunors and
coordinated by UNHCR

In its first phase theogv er nment 6 s efforts to2008d0Ps ess s h.
concentrated on rehabilitation and privatizaaod priatization without rehabilitatioof

more than 50@ollective centerand idle buildingto IDP inhabitantsand IDPs in need

Based on UNHCR advice, the government improved the terms of the privatization contract

with a view to securing better protecobdall members dDP familiesand introduced legal

safeguards and advocating for clear standards and a transparent process. Together with some
other measures, provision of houses purchased by the government and cash assistance, so far
housing needs of alto 15,000 IDP families from pfaigust 2008 caseload have been
addressed. (equivalent to 43% of IDP families living in collective centers and 18% of the total
caseload).

MRA develope@n IDP Housing Plan, which elaborates on the envisaged multidirhensiona
approach entailing some additional rehabilitation and privatization of existing or abandoned
buildings, construction of new houses (in particular inTR&altubo, with further plans on

other sites and purchase gdrivately owned CCs and idle buildifigr durable housing
solutionsand related infrastructural and funding needs.

Coordination mechanisms

Coordination of a variety of initiatives undertaken by a broad range of governmental, UN
agency, NGO and other actors, including key donors has roeeal. dResponding to
challenges faced and lessons learned during the emergency phase since March 2009, a Steering
Committe has been organized under the ministry of refugeescantdrendation (MRA)

which regularly brings together key actors, servesrasadr ongoing coordination needs,

andalso discusslonger term vision and project design. Temporary Expert Groups (TEGS)
operating under the Steering Committee continaddress specific issues, such as legal and
protection issues, including prization, the development of shelter standards, development of
guiding principles and criteria for allocation of alternative durable housing, multi faceted
information campaignand livelihood strategies.

These formal coordination mechaniamesomplemerdd by specific informal working groups
such as capacity building of the MRA, in which several actors (USAID/Forecast, EC/DRC,
UNDP, WB and UNHCIRrare involved.

Remaining challenges and ways to move forward.
Improved information pabeg ongsistent strategies and transparent approaches
While the dimension of the challengeslin particular meeting the needs of the protracted

caseloadrequires a sp by step approach and a rydar effort, it remains important that
government commitmeand engagement remains staidasistency of approacheseds to
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be secured, and IDRst amongtie first group of beneficiaries shdeldl assured that their

time will come. A carefully thought through finalization of the IDP housing plan, and follow up
on the implementation of alternative housing allocation éntduidinginter aliarights based
approachijs now crucial. This should involmereased prioritization of beneficiary selection
based on vulnerability and acute needs (giving incitéasgahato IDPs who live in collective
centerghat are so rundowhat rehabilitation is not possible).

A dgrong, systematic and comprehensive information camgangededn all available
options and applicable standards including the selec&aa cFiisis important to overcome
perceptions ohd hoapproaches and fears among IDPs that sooner or later they will again be
forgotten and that shelter and other integration assistances pwdjetiscontinue before the
government fully completdsetjob.

Transparent, flexible and sensitive approaches will also be needed to balance the legitimate
efforts of the government to optimize the use of existing collective éetgedjdhrough
privatizationwhilst taking into consideration the rgght various parties involved including

private owners / investors of collective centers and IDP residents of privately owned collective
centershouldbe adequately compensated.

Furtheengagement of international agencies and NGOs iroshelter constructi

The @vernment has implemented effectively and efficientlyskzatge shelter projects for

IDPs, but nevertheless believes that further international engagement remains crucial to
addressing the remaining needs and ensuring adequate housingf@ohltistils affected by
displacement. UNHCR has indicated its future concentration tbose areas of shelter
construction where gaps exist, e.g. in construction of shelter for IDPs in the returning process
in the Gali region of Abkhazia, constructiohahes for elderly or other vulnerable |C#Ps|

the provision of shelter kits for shelter rehabilitation in self help for returnees in the adjacent
areas and possibly some IDPs living in the private sector. UNHCR will continue to monitor
and promote traparent approaches and fair procedures throughout the process.

Livelihoods.

While the IDP Action Plan introduced a small chapter on livelihood and agencies and NGOs
have engaged in this area, present government activities are still focused on provision o
housing.Although the EC and some other donors have already funded a large number of
activities, mre attention still needs to be given on supporting the social and economic
integration of IDPgogether with continued robust effort to improve housinditioms for

both old and new IDP caseloads

Building on its earlier Shelter Plus approach, in 2010 UNHCR will concentrate its assistance
efforts on the area of livelihood, income generation and related vocational training efforts in
areas close to the ABlhere access to traditional sources of livelihood has been interrupted.
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Legal advice, legal protection and access to services and targeted social assistance

The remaining gaps in assessing eligibility of displaced population for grantinpRormal |
status under national legislation needs to be finished as a matter of priority. Individuals denied
IDPs status will have to receive legal aduitéha opportunity to have tkecision reviewed

by a court. Public information efforts and legal advigectsshouldalso allow IDPs to be

well informed about their rights as well as on criteria and procedures governing eligibility for
targeted social and other forms of assistance.

Legal advice will also continue to be needéteicontext of evictiongjegotiations of fair
indemnification payments in case of privatization of collective centers to private, iandstors
to make informed choices when considering different housing solution options.

Moreover, following the privatization exercise, whiclnads many IDPs property owners of

their apartments in former collective centers, it is important that effected IDPs are properly and
systematically informed about their rights and obligations as owners, and assisted in the creation
of mechanisms servirtgetadministration of condominiums. UNHCR and partner projects will
assist the government in systematically addressing this challenge by offering training in
condominium legislation and management and technical support in setting up condominium
committeesrad housing maintenance funds.

41



Annex 3: The Recovery in the Banking Sector

TheGeorgian banking syshsdoulyl hit by an armed conflict with Russiac@mncutiegiobal

financial meltdoBank crisisvasaverted bgpaopriate government policies and IFI intervention in the
context of the $4.5 billion multiyear donor pledge to Georgia in October 2008. The ensuing funding
major banks provided them with a capital cushion in s cbfficoitcnesavieon during 2638

marked by deteriorating portf@idecing in credit. It also aHewetb refingonceign obligas

falling due and corttieireoperations. At the same time, challenges remain: bank funding models need
adjust teely less heavily on external borrowing and more on domestictgurisisfetmang;

oflending is neadexth environment of stricter underwriting lnmigésdandmber of larger borrowers

with good crexdfitthe resurgehdeltaretion in the wake of the crisis needs to be reversed.

Banking system inpost-confiict crisis

The conflict in August 2008 and the global financial crisis threatened the banking

sector, but a systemic crisis has been avertest the onset of tl crisis, the banking system

faced significamefinancing needs, with o500 million of foreign loans (4 percent of GDP)

expected to be repaid between January and June 2009. As the crisis hit, the external capital
market virtually closed, thus makihgmpossible for banks to roll over their external
obligations. Moreover, in the fitkteemonths of the crisis, one fifth of all deposits left the

banking system.

Despite theconsiderableinitial pressures, no bankfailled. The banksd pEd abil ity
by a combination dfght prudential requiremensggnificant international support and central

bank measures. The latter included temporary suspension of reserve requirements and lending
over GEL 130 million (about Opér centof GDP) to banks via &month facility After a

decline to 14 per cent at e2@D8, capital adequacy of the system recovered to around 20 per
centby August 2009 and at érebruary 2010 stood at 18.7 perdefit.e sy st emds | i qui
also recovered to above jprisis leval with liquid assett 26 percenof all assetat end
Februan2010Deposits have now attained theirgnisis levels.

Non-performing loans increased since the onset of the crisi®\s economic activity
contracted, noperforming loans as a sharaavél loans increased from around 3 percent in

July 2008 to 189 percent in June 2009They have remained at the same level of about 18.2
percent at enBtebruary 201@acing large ngperforming loans, the banks have focused their
activities on loan cevery, restructuring, and significantly cut back in their lending activities.
The central bank has required banks to assess on a conservative basis loan loss provisions
(accounting for about 13 percent of total loans aFeidiary 20103 reducing pritability

in 2009 and likely in 2010 as well.

9 Using stricter central bank methodology. Under the IMF methodology, NPLs rose to 7 per cent in mid
20009..

42



NPLs have become a major issue since the onset of the crisis
(NPLs as a share of total loans)
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IFI involvement

International financial institutions provided significant resources to help stabilize the
Georgian banking system during the crisisAgainst an overall multiyear pledge of US$850
million for the financial sector, tenorshave thusdr approved $636 milliam support to

the banking sector during the period immediately following the cohéi&BRD provided a

total of $280 million, the IFC $225 million, with further resources provided hy)BEG@@nd

OPIC. Main recipients of the IFI support were the two systemic Georgian banks, totaling $380
million. The IFI funds were provided in the fafrequity, subordinated and senior loans. IFI
resources were critical for the ability of the banking sector to cope with the simultaneous
outflow of deposits, drying up of sources of external funding, and rapid deterioration of asset
quality.

Technicalass si st ance from |IFls has helped banksd m
evaluation of their business modelsLike in other transition countries, during the boom
year s, banks® | ending policies were often | a

heawly on external financing, which has proven to be very vulnerable to changes in the risk
appetite of the world financial markets. Following the crisis, the banks have adopted stricter
lending procedures and focused on attracting deposit financing. é~bedan helping the

banks implement institution building plans and otherwise adapt to the new environment, thus
helping build longegerm stability in the banking system.

Since the onset of the crisis, EBRD specifically has been involved six technical

assistance programs with all the major Georgian bankSmaller programs included loan
workouts and corporate recovery training as well as treasury risk management operations. More
significant programs (over $80D each) have focused on institutionalngtieening and
institutional building plan support, as well as support for an energy efficiency lending program.
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Future challenges

Although the banking system has stabilized, challenges remain.
Funding

Like other transition countries, Georgia faces theeed to adjust its growth model to rely
more on domestic savingsAs the international capital markets are likely to continue to
require premiums on emerging market assets, return to -tiresipravailability of external
capital is unlikely in theearst future. Therefore, the authorities have to focusrodential

and other measures to foskecal sources of savings (includimgugh pensios, micro
finance providersfe insurance and other instruments)

The bank deposit basevas small and vohtile during the crisis. Before the crisis, Georgia

had one of the lowest depdasiGDP ratios in the Centr&durope and Caucasus (CEE)
region. Althougtthelevel of deposits increased by around 25 percent in the year preceding the
crisis, at its peak imid-2008the deposit to GDP ratio only reached around 20 percent
Deposits declined following the crisis obsétecovered subsequentiypre-crisis leval To

attract back lost deposits in the crisis aftermath, banks were forced to further ipostse de
interest rates, thus exerting pressure on their profitability.

Lending

After a period of rapid growth credit expansion stopped, though there are recent
positive signs. Net lending to the private sector declinedper cenbetween August 2008

and November 2009 if the devaluation of lari is taken into account. While lending recovered
from the worst period following the crisis, net monthly flows remain below theisipre
levels.The onstruction sector, which previously attractesligiaindle lendingwas most
affected by this net credit withdrawal. Lending to some sectors has reespecél|yo
industry(16 percent relative to the jongsis levgl The rade sectais also receiving 3 percent

more loans than in JWg08 but16 perert below the average for August 26Quly 208.

Very importantly, however, loan flow decreased for sretdiéor person#bans, pointing to
bankso largecl$ eahs. I n November 609, | oans bel
percent relative tprecrisis levels, comparedan 18percent decline for those over GEL 1
million.
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Afterrapidprecr i si s rise, |l oan stock dropped
(Loan stock in millions of Lari)
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Banks face difficulties in generatng sufficient new loan businessThey intend to focus

on the more reliable smaller and retail business as well as lending to a limited group of larger
customers with good credit. However, intense competition for the latter may also force them to
look for new sources of business, such rasultigre, a sector that accounts for around 10
percent of GDP, but only under 2 percent of bank citedihould be noted that the SME

sector performed quite well during recession, however banks are ueasleetduscale

refocugng of their fundingon the sector because they have hafdios their resources
(including management time) on restructuring loans toclamngerate lenders.

Government institutionsmay considerdevelogng schemes to provide loan guarantees

in order to stimulate lendng, especially in the hardeshit sectors of the economyA
schemeis already irplace to support completion of construction begun before the crisis
Similar plans mde contemplated to ensure lending across the economyreiptone few
large borrowersfor whose business commercial banks are currently competing.

Dollarization

The financial system has been rdollarized during the crisis.In the year preceding the
crisis, the share of foreign currency loans gradually decreased from 74 tot.6ldqveesen,
this trend was rapidly reversed after
lari. By the summer of 2009, the share of foreign currency loanslaansiatreased to 77
percentand it has remained at the same levalighrene-ebruary 2010t has stabilized at

that level since then. The reversal has been particularly pronounced in the mortgage segment,
with foreign currency loans increasing from 75 percent before the crisis to 88 percent in late fall
of 2009.
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Preci si s advances in |l ocal l ending have been m
(Share of F>Xdenominated loans in total loan stock)
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On the deposit side, redollarization followed the loss of confidence in lari after thene-

off 16 percentdepreciation in Novenmber 2008.The foreign currency share of deposits was
largely unaffected by the crisis until the depreciation, remaining at around 61 percent, a level
achieved after years of steady decline. Following the depreciation, the share of foreign currency
depositgumped to 74 percent in a matter of one maaithough it started stabilizimglate

spring 200@&nd stoodat around9 percent at ergD09well above the prdepreciation level

though in line with that of neighboring countries

Dollarization remains a source of risk for the Georgian banking systentleavy
dollarization represents a sourcmaiectcredit risk for the banks, as income of borrowers is
mostly denominated in GEL and their obligations are denominated in a foreign currency.

The centra bank can help shift to the use of local currencySable monetary poli@an

helprebui | d i ndividual s6 and bus amlecamgedcac onf i de
currency lending. Over time, thauld help lead to eollarization of bank gesits, thus

allowing for an increase in local currency lending by the banks. The central bank can also
continue its efforts to devise a scheme that would provide banks wittelonderi funding

and in turn induce them to lend in GEL.
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Future IF!I in volvement

The IFIs would continue to play an important role in helping imgrevesilience of the
banking system and helpcearage banks twontinue to intermediate savings and reach all
main segments of the market. In particular, the IFIs lcelpitb:

1 Support further financial deepening of the economy though various investment
activites. Thi s can, in turn, contribute to the
confidence in the banking system.

1 Help develop further nonbank institutions such as pensiors, micro-finance
providersand insurance industies.

1 Help considera deposit insurance scheme.

1 Support the development of locaturrency swap instruments toeduce excessive
reliance on foreign savings/capital inflows.In the short run, I can focus their
efforts on thecentralba n lsdheme under consideration that would provide banks with
longterm GEL funding. This would in tutrelp the banks to increase the share of
their local currency lending.

1 Continue and expand technical assistace efforts to refocus bank models and
risk management. The banks would need to adjust their operating models and
strategies to address issues that arose in the months after August 2008. IFIs can help
the bank8 w o dekelop swoistainable business plaatsawould help ensure lengn
stability of the system.

1 Help re-start lending to small and microenterprises, which were cut off from
access to credit during the crisislFIs could provide additional support to Georgian
banks that wouldupportlending toSMEs, in order to encourage banks to continue
lending to this segment of the market. Support will also be needed to help strengthen
financial sector infrastructure.
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THE UNITED NATIONS

THE WORLD BANK

This document provides a second progegsst on the funding
extended by a group of donors to Georgia to address its post
conflict recovery and reconstruction needs. It also reports on the
main achievements of the recovery and reconstruction program.
The paper utilizes the framework of Bergia: Joint Needs
Assessmeanport that provided the background for the donor
conference held in Brussels in October 2Q08pdates and
extends the scope of the filsbgress Repith wadssued in

June 2009

This paper finds thahe recoveryral reconstruction program
continues to maintain an impressive pace of implementation.
Donors have followed through with financing in the amounts
corresponding to their pledges and to the requirements as
assessed by thimint Needs Assessnmidm activids on the
ground supported by the funding also show promising results.



