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Preface

This study of the feasibility, costs and benefits of a free trade agreement between
the EU and Georgia was conducted from July 2007 to April 2008 under contract
with the European Commission. The first meeting in Brussels in September 2007
with staff members of Directorates-General for Trade, External Relations,
Economic and Financial Affairs, Internal Market and Services, Competition,
Enterprise and Industry proved indispensable in our work on this report. During
mission to Tbilisi in October 2007 the consultations were held with a number of
ministries, research institutes and business organizations. We greatly benefited
from consultations with the Ministry of Economic Development, Standardization
Office, UN Team Leader for Economic Development, State Minister for Reforms
Coordination, Ministry of Energy, Office of Deputy State Minister for European and
Euro Atlantic Integration, American Chamber of Commerce, Georgian Chamber of
Commerce, IMF, World Bank, EBRD, GEPLAC - Georgian European Policy Legal
Advice Centre, Wine Producers Association, Federation of Georgian Businessman.
The European Commission Delegation to Georgia provided us with extensive
information, consultation on key policy issues and organizational support, for
which we are very grateful.

Several authors contributed to this study. David Dyker is the author of the
introductory section (chapter 2) and the analysis of services sectors (chapter 7).
Michael Emerson is the author of section on regional integration scenarios (chapter
3) and he also provided very valuable comments on all chapters in this study. Sveta
Taran, Peter Holmes and Michael Gasiorek are the authors of chapter 4 employing
the Sussex Framework to study the impact of a free trade agreement. Michael
Gasiorek and Peter Holmes also provided valuable comments on the CGE
modelling section. Evgeny Polyakov, Andrei Roudoi as well as Nino Chokheli and
Giorgi Pertaia contributed to the chapter on the institutional and regulatory
harmonization (chapter 5). The team from the Global Insight including Andre
Jungmittag, Vicki Korchagin, Evgeny Polyakov and Andrei Roudoi supervised the
implementation of the survey and completed the analysis of the survey results
(chapter 6). Also the same team from Global Insight contributed chapter 10 on
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Jakubiak, while the estimation of the potential FDI flows was conducted by Alina
Kudina (section 8.4). The CGE analysis (chapter 9) was written by Maryla
Maliszewska, who also acted as the project manager and the editor of the study.
Finally, conclusions are a collective work of all the authors. Sierz Naurodski and
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Editor and Project Coordinator
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Executive Summary

Our mandate was to consider the economic feasibility and possible impact of a
free trade agreement between the European Union and Georgia. The study has been
conducted by a group of researchers from Poland, Ukraine, UK, US and Georgia.
All have worked on this project in an independent capacity. The European
Commission has also commissioned a similar study for Armenia. Even though the
methodology of the two reports is the same, the two studies are independent and
the economic feasibility and impact of a free trade agreement with each country is
assessed on its own merits.

Defining the FTA scenarios

Throughout the report we look at different degrees of integration between
Georgia and the EU. We start with two variants of a simple free trade agreement
(FTA) assuming the elimination of tariffs and quantitative restrictions in the
bilateral trade between Georgia and the EU. The first Simple FTA scenario assumes
full liberalization of trade in industrial products and halving of tariffs and
elimination of all quantitative restrictions on agricultural and food products on
Georgian exports to the EU and vice versa. The second Simple FTA BIS scenario
assumes full elimination of tariffs and quantitative restrictions on all products in
the bilateral trade between Georgia and the EU. Further, we look at three Deep
FTAs. The Deep FTAs assume various degrees of changes in the domestic policy and
business environment affecting trade and investment in Georgia. An FTA+
combines a Simple FTA with a consolidation of the domestic reforms that took
place over the recent years in a binding agreement. The FTA+ could consolidate
measures such as unilateral recognition of EU and international product standards
and facilitation of customs procedures. Furthering the level of integration via a
Deep FTA would involve a more complete elimination of barriers to trade and
investment throughout various sectors of the economy. This would also result in a
more extensive commitment to the reform of domestic policies in the direction of
EU standards in Georgia. Finally, the comprehensive set of reforms resulting from
the Deep FTA along with more wide-ranging flanking measures e.g. on competition
and corruption could lead to a re-branding of Georgia as a favourable investment
location. This is our scenario Deep FTA+ where we assume that Georgia would
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achieve a notable reduction in the perceived risk premium on investment, reflecting
a sustained re-branding of Georgia as a favorable and safe place to invest.

Economic context

Georgia is currently enjoying very rapid GDP growth, notwithstanding the very
serious economic sanctions imposed on it by Russia since 2006. This rapid growth
is expected to continue with only a slight deceleration over the next two to three
years. FDI has been growing, but the long term prospects for further FDI inflows
are not certain. Georgia has pursued a very liberal policy, especially when it comes
to trade and has been largely successful in eliminating petty corruption. However,
some serious problems remain with the implementation of law.

Regional FTAs

Georgia has free trade agreements with the CIS countries and has recently
signed an FTA with Turkey. The Georgia-Russia FTA is dysfunctional. Since the end
of 2006 Russia has closed its land frontier and civil aviation connections with
Georgia, and banned the import of wines and agricultural produce!. Georgia has
already acted radically by introducing zero tariffs unilaterally for almost all
industrial products and action to de-corrupt the customs services. In view of its
location and economic strategy Georgia also has a major interest in possible
regional multilateral free trade initiatives in the wider Black Sea region, whereas a
regional FTA limited to only the South Caucasus would be of little interest.

Impact of the EU-Georgia FTA - Sussex Framework

Georgia has fully liberalized trade on its side for non-agricultural products (with
very minor exceptions) and significantly also for agricultural goods as a result of
the 2006 tariff reductions. Georgian products benefit from the GSP status in the
markets of the EU, the USA, Canada, Switzerland, Japan, and Turkey. Under the
EU’s GSP, Georgia has qualified for the special arrangement for sustainable
development and good governance (GSP+) offering it a particularly advantageous
access to the EU market. Given that trade between the EU and Georgia is almost
tariff free, there is little scope for significant shallow integration induced welfare
effects. Distortions in trade are possibly created by non-tariff barriers
(infrastructure, regulatory and institutional) and thus cooperation between Georgia
and the EU on their reduction should be welfare increasing. Any significant welfare
gains therefore are expected to come from political and economic stability of the
region and in particular from deeper integration with the EU.

! Very recent information suggests that Russia now intends to relax these sanctions.
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Institutional and regulatory harmonization

Georgia has made a certain progress in regulatory harmonization with the EU
over a short time period. In many areas, Georgian legislation is already rather close
to that of the EU. The most important issues that arise now are in the
implementation of the adopted legislation. Georgia still lags behind in
implementing its obligations under the ENP Action Plan, especially in areas of
competition policy, IPRs, product standards, and food safety.

In a Deep FTA, flanking measures will probably go along the path outlined in
the PCA and ENP Action Plan. As recent experience shows, laws on the books and
obligation under the PCA and ENP Action Plan did not stop Georgia from
effectively scrapping the enforcement of SPS measures and product standards for
domestic producers until the time when the markets demonstrate the need for such
institutions and export capacity develop. Therefore, implementation of the flanking
measures would be conditional on the position of the Georgian Government as
regards desirable degree of approximation to EU aquis as well as ability to
implement in practice adopted laws and regulations.

Survey of non-tariff barriers (NTBs)

The survey results indicate that the Georgian firms do not feel much burden
resulting from NTBs in European markets. This perception is partially explained by
the nature of Georgian exports to the EU which include mostly mineral and raw
materials that satisfy EU regulations with little difficulty. There are just two
agricultural products exported to the EU - wine and hazelnuts, which have special
(and rather easy to comply with) arrangements for SPS conformity certification. In
addition manufactured products are often produced under special arrangements
similar to the outward processing scheme. Under such arrangements, the Georgian
firms provide production services rather than the finished product. The European
partners take care of the most of the logistical issues and requirement certifications.
Hence, Georgian counterparts are not even familiar with full costs involved in
exporting to the EU. The average Georgian company does not export to the EU,
mainly because it cannot offer an attractive product meeting quality and safety
standards of the European market, but those that do export show signs of entering
into production chains.

Services sectors
Tourism: This is an area of great natural advantage for Georgia. The main issue
facing the Georgian tourist industry is the development of the related services
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needed to exploit the full tourist potential of the country. Foreign direct investment
and government financed investment in tourism has been growing rapidly in
Georgia over the last few years. Despite these investments Georgia still does not
have facilities capable of hosting large conferences, congresses or exhibitions.
However a national programme for marketing tourism was adopted in 2008.

Information and Communication Technology

This is a uniquely important sector, because it provides a whole range of
essentially technological services, which can be used to upgrade production and
management systems in virtually every sector of the economy. There are significant
problems of excessive market power in both fixed and mobile telephony markets in
Georgia. Local institutions are not powerless in the face of these problems, but
comprehensive liberalization of the telecoms market will require significant
strengthening of competition policy and this could form part of a Deep FTA+.

Construction and Engineering services

Georgia does not export construction services. But she does export aircraft
maintenance services. She does so, however, only to Turkmenistan, in payment of
an old debt relating to gas supplies. When that debt is paid off, the provision of
these services to Turkmenistan will probably cease. The circumstances here are,
therefore, very specific, and the impact of any possible FTA is probably negligible.

Financial Services and Banking

The banking sector is largely liberalized and is now about 50% foreign-owned.
Under the WTO agreements the Georgian insurance sector remains subject to some
restrictions, mainly in relation to presence of natural persons, but these do not
appear to be onerous. EU-owned subsidiaries are already obliged to fulfil EU
financial market regulations (including home country regulatory control), so there
is an automatic degree of acquis compliance coming with increased FDI in this
sector. This would be systematised under a Deep FTA+.

Energy-related services

Under Georgia’s WTO accession agreement energy-related services are largely
liberalized, and the electricity industry is mainly privately owned, apart from high-
voltage transmission lines. There are possibilities for Georgia to become an energy-
exporting country, in addition to its newly enhanced role as a transiting country.
But this would require much better regional cooperation at the political level. In
principle, a Deep FTA+ between Georgia and the EU would buttress regional
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energy cooperation, especially if it were flanked by similar agreements with
Armenia, Azerbaijan and Russia.

Implications of an FTA for FDI flows

Up to 2006 FDI inflows to Georgia had been totalling below USD 0.5 billion a
year. At the moment, foreign direct investors into Georgia seem to be primarily
resource and market driven. The most plausible new sectors for increased FDI are
in the service sectors, both for business services if Georgia becomes a regional
transport and commercial hub and for tourism. Already the major unilateral
liberalisation of the service sectors as well as for trade in goods is helping here.
Potential inward FDI to Georgia following a Deep FTA+ with the EU could be
substantially higher than the current flows. Simulations suggest that the FDI stock
in Georgia might achieve a five-fold increase by 2020. However, this assumes that
Georgia makes further progress in its transition reforms.

Sectors of importance
Agro-food sector

A Simple FTA/Simple FTA BIS with the EU would not have a large effect on the
agro-food sector, because the EU import tariffs are not the main hampering factor.
This is notably true for Georgian wine exports to the EU market, where the building
of favourable brand recognition of Georgian wines calls for modern production
technologies and marketing skills, by comparison with its traditional markets
mainly in the CIS. In most other agri-food branches it would be vital for Georgia to
implement EU regulations and quality standards, which would be an objective for
a Deep FTA.

Energy

It cannot be expected that a Simple FTA would stimulate in the short run any
further improvement in the functioning of this sector. A Deep FTA+ could have, at
least in the medium term, a potential for bringing a more significant change to the
sector, assuming it would entail changes in the legal and regulatory framework and
particularly in its implementation. In general, the Georgian energy sector depends
primarily on strategic pipeline decisions, and not on an FTA. An exception may be
the hydropower sector.

CGE Model and Simulations

A range of scenarios has been simulated, starting with the effects of
liberalisation measures adopted by respectively Georgia (unilateral significant tariff
liberalisation of trade in goods along with the recognition of foreign product
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standards) and the EU (granting Georgia GSP+ under its new GSP scheme) in
2006 (baseline scenario), which could boost the GDP growth in Georgia by 1%. The
Simple FTA and Simple FTA BIS scenarios would not add much to this, since
essentially only the remaining agro-food tariffs would be reduced or dismantled.
However this simulation ignores possible confidence and synergy effects that could
come from the binding in of the multiple liberalization and reform measures that
Georgia has made in the recent past. These confidence effects can be modeled as
reductions in the perceived risk premium attached to investment in Georgia, which
could lead to additional welfare gains of 2.4% of GDP in the scenario FTA+.
Additional gains of 1.7% of GDP could be reaped from a Deep FTA that would lock
in further domestic policy changes such as conformity with EU regulatory
standards, improvement in customs procedures and further facilitation of FDI in
service sectors. If as a result of a Deep FTA and further flanking measures such as
on competition and corruption Georgia achieved a notable reduction in the
perceived risk premium on investment, reflecting a sustained re-branding of
Georgia as a favorable and safe place to invest, the total gains on the top of the ones
achieved out of the 2006 liberalisation might reach around 6.5% of GDP - scenario
Deep FTA+.

Policy recommendations

Overall we conclude that a free trade agreement between Georgia and the EU is
feasible, since Georgia has already taken liberalising measures going considerably
beyond a classic Simple FTA and on the other hand Georgia benefits from the EU
GSP+. We analyze the range of scenarios for deep integration that show the
benefits of the various degrees of integration. The final degree of deep integration
would be a result of negotiations between Georgia and the EU and is not up to us
to anticipate. The greatest benefits would accrue with a Deep FTA+ involving a
significant approximation of law along the priorities of the ENP Action Plan for
Georgia along with additional flanking measures on e.g. competition and
corruption and their effective implementation, which would mean a re-branding of
Georgia as a safe and attractive investment location. At the same time, given the
current progress with the implementation of the ENP Action Plan, serious
questions remain as to both the willingness and institutional capacity of Georgia to
undertake further commitments in the regulatory area. We note that the human
resources of the Government bodies are uneven in terms of education,
qualifications, and international experience. However, this situation could be eased
with technical assistance.
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|. Introduction

The aim of this study is to evaluate the economic feasibility and implications of
a free trade agreement between the EU and Georgia as well as of greater regional
integration between Georgia, Armenia and the Black Sea countries. The study uses
a mix of qualitative and quantitative analysis along with surveys, sectoral studies
and local expert knowledge. This approach will allow the policy maker not to rely
on any single methodology while providing an interrelated analysis of various
aspects of free trade agreements (FTAs).

The study begins with an account of the status quo reporting on key features of
the Georgian economy and most recent trade and economic developments,
including a brief overview of EU-Georgia trade and economic relations (chapter 2).
Both chapter 3 and chapter 4 include the analysis of trade relations with the EU
and the remaining Georgia trade partners in greater detail. In chapter 3 we study
the options for future FTAs between Georgia and its neighbours. This is followed by
the diagnostic analysis based on various trade and economic indicators (Sussex
Framework) used to provide an insight into the trade and welfare implications of
greater integration with the EU and within the region (chapter 4).

Throughout the report we look at different degrees of integration between
Georgia and the EU. We start with two variants of a simple free trade agreement
(FTA) assuming the elimination of tariffs and quantitative restrictions in the
bilateral trade between Georgia and the EU. The first Simple FTA scenario assumes
full liberalization of trade in industrial products and halving of tariffs and
elimination of all quantitative restrictions on agricultural and food products on
Georgian exports to the EU and vice versa. The second Simple FTA BIS scenario
assumes full elimination of tariffs and quantitative restrictions on all products in
the bilateral trade between Georgia and the EU. Further, we look at three Deep
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FTAs. The Deep FTAs assume various degrees of changes in the domestic policy and
business environment affecting trade and investment in Georgia. An FTA+
combines a Simple FTA with a consolidation of the domestic reforms that took
place over the recent years in a binding agreement. The FTA+ could consolidate
measures such as unilateral recognition of EU and international product standards
and facilitation of customs procedures. Furthering the level of integration via a
Deep FTA would involve a more complete elimination of barriers to trade and
investment throughout various sectors of the economy. This would also result in a
more extensive commitment to the reform of domestic policies in the direction of
EU standards in Georgia. Finally, the comprehensive set of reforms resulting from
the Deep FTA along with more wide-ranging flanking measures e.g. on competition
and corruption could lead to a re-branding of Georgia as a favourable investment
location. This is our scenario Deep FTA+ where we assume that Georgia would
achieve a notable reduction in the perceived risk premium on investment, reflecting
a sustained re-branding of Georgia as a favorable and safe place to invest.

As is becoming increasingly recognized there are potentially substantial gains to
be realized in regional trading arrangements to the extent that these include
elements of deep integration, as opposed to allowing only for shallow integration.
The extent to which successful deep integration can be achieved will depend on the
nature of existing non-tariff barriers which may be in place, and on the scope for
institutional and regulatory harmonization between the partner countries. Chapter
5 provides a detailed discussion of the institutional and regulatory harmonization
issues between the EU and Georgia. Changes in laws however do not immediately
translate into lowering of NTBs. The next chapter provides some more empirical
evidence of the status of the NTBs based on the survey conducted for the purpose
of this study in the late 2007.

One of the key factors in further economic expansion of Georgia is the
development of competitive economy with strong service sectors. This cannot be
achieved without foreign direct investment. It is also expected that harmonization
of legislation, improved access to the EU market and reforms leading to improved
business environment following a conclusion of an FTA will act as strong incentives
for further flows of FDI. Here again, as in the case of NTBs, we apply both
qualitative and quantitative analysis. In chapter 7 we discuss the regulatory
barriers and practice with respect to establishment and cross-border issues
affecting trade and investment in a number of key service sectors. Then we turn our
focus to FDI and the likely benefits resulting from further integration with the EU
and the neighbouring countries. We employ a gravity model to evaluate the likely
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impact of an FTA.

Finally, the CGE analysis brings together the elements discussed in previous
sections. We study the economic impact of elimination of tariffs, non-tariff barriers
in trade between the EU and Georgia and an improved access to the Georgian
market for foreign providers of services. We also study the impact of a potential
lowering of the risk to invest in Georgia believing that signing a Deep FTA+ with
the EU could serve as a positive signal to investors that Georgia’s economic reforms
are irreversible and that further improvements in business environment are to
follow.

Last chapter is devoted to diagnostic analysis of the implications of FTA for
further expansion of trade and investment in sectors key to the Georgian economy.
We focus on agro-food sector and energy. Finally, the last section provides some
policy recommendations regarding an EU-Georgia FTA.

The translation of the final report into Georgian is foreseen and will be
completed within a month after the acceptance of the final text by the Commission.

Along with this report, the Commission ordered a similar report for Armenia.
Although the structure of the two reports is very similar and methodology applied
in various chapters in the case of both countries is the same, this is where the
similarities end. Both reports are independent and the impact of an FTA for each
country is being judged at its own merits.
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2. The most recent trade and
economic developments in Georgia

Georgia is a small country with a level of GDP per head that is low by European
standards, and comparable to that of Bulgaria. It is currently enjoying very rapid
GDP growth, after the collapse in GDP experienced in the early years of transition,
and this rapid growth is expected to continue with only a slight deceleration over
the next two-three years. Inflation is on the high side, and the IMF warned of the
dangers of overheating at the end of 2007. But inflation is forecast to fall slightly
over the next few years. This in turn reflects the likely evolution of the fiscal
situation. The budget deficit is expected to fall steadily from 2.8% of GDP in 2006
to under 2% of GDP in 2009.

Table 2.1. Key macro indicators

2005 2006 2007 (est.)
GDP (US$bn) 6.4 7.7 8.8
Real GDP growth (%) 9.6 9.4 12-13
Inflation (ave.; %) 8.2 9.2 8.0
Population (m) 4.5 4.5 4.4
GDP per head (US$) 1,422 1,711 2,000
Consolidated fiscal deficit (% of GDP) 2.4 -2.8 -2.3

The pattern of economic growth in Georgia

As Table 2.2 shows, the Georgian economy has grown rapidly since the early
2000s, with the growth rate of GDP peaking in 2007. It is now expected to ease back
to a still impressive rate of around 7% through the period 2008-2010.

In sectoral terms the initial Georgian recovery was bolstered by very high rates
of growth of construction in the period 2002-4, possibly related to the building of
pipelines. In more recent years, however, industry is the sector that has most visibly
driven growth. Agricultural output is extremely volatile, and shows no clear
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Table 2.2 Annual growth rates of GDP and main production sectors, actual and forecast

2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 |2008*[2009* ] 2010*
GDP 1.8 | 48 | 55 [ 111 | 59 | 96 | 9.4 [12-13°] 75 | 7.0 | 65
Industrial 32 | -25 | 84 7.7 4.1 | 115 | 159 | 12.6" - - -
output
Agricultural -12.0| 82 | -1.4 [ 103 | -79 | 12.0 | -9.6 | -0.3" - - -
output
Construction 40 [ 103|431 ] 466 359 ] 141 ] 9.8 | 9.6” . . .

Source: GEPLAC, Georgian Economic Trends, October 2007; IMF, Georgia: Sixth Review under the Three-
Year Arrangement under the Poverty Reduction and Growth Facility, August 2007

+Estimate

*Forecast

#First six months

upward trend. In terms of the main elements of GDP, consumption has been an

unusually large proportion of GDP throughout the early years of the century, and

the proportion has tended to increase, by 2007, indeed, tending to 100% (see Table

2.3). Investment has been steady at around 27-28% of GDP. The circle has been

squared through large-scale inflow of foreign funds, inflow which has tended to

increase, and which averaged nearly 25% 2006-2007. Over that period foreign

inflow represented nearly 90% of investment in Georgia. This is hardly a

sustainable pattern, and it suggests that any policy to reduce the current

overheating in the economy will have to include measures to cut consumption as a

proportion of GDP.

Table 2.3. Main macroeconomic elements as a %age of GDP

2001 2002 2003 2004 2005 2006 2007
Consumption 88.2 86.8 81.4 86.8 83.7 93.8 95.6
Investment 28.3 25.5 27.7 28.3 28.6 26.7 27.6
Net exports -14.4 -13.2 -14.6 -16.6 -17.8 -24.2 -24.0

Source: GEPLAC, Georgian Economic Trends, October 2007
* First six months

Prospects for domestic macroeconomic balance

As Table 2.4 demonstrates, there is a high degree of consensus about medium-term
macroeconomic trends in Georgia. There is a degree of variation between the Georgian
government, the IMF and the EIU on likely trends in the budget deficit, with the last
standing out as the least optimistic. Interestingly, however, these differences do not
translate into corresponding differences in forecasts for inflation, which are strikingly
consistent between the different sources. While the short-term issue of overheating is a
real one, there is little danger of the Georgian authorities losing control over the
macroeconomic balance in the medium-to-long term.
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Table 2.4. Alternative forecasts of key macroeconomic variables

2008 2009 2010
Official| IMF EIU | Official IMF EIU Official | IMF | EIU
Inflation (ave.;%) 5.0 6.9 6.5 5.0 5.0 6.0 5.0 5.0 -
Consolidated fiscal -0.8 -0.5 2.0 -0.5 -1.0 -1.8 -0.4 -1.4 -
deficit (% of GDP)

Source: Government of Georgia, Basic Data and Directions for 2007-2010; IMF, Georgia: Sixth Review
under the Three-Year Arrangement under the Poverty Reduction and Growth Facility, August 2007; EIU
Country Reports

Employment

Unemployment has remained stubbornly high through the early years of the
century in Georgia, with a tendency to increase that has become more accentuated
in recent years. Detailed sectoral employment figures are not available, but
employment in agriculture accounts for around two-thirds of total employment.
This clearly reflects underemployment on a massive scale. So the overall scope for
increasing aggregate productivity through redeployment of labour is enormous in
Georgia. Any shifts of employment between sectors might impose transitional
adjustment costs due to lack of skills or inadequate social protection of some
individuals. However, in the long run expansion of the economy associated with
any FTA could clearly facilitate the processes of redeployment of labour and
increasing aggregate productivity.

Table 2.5. Unemployment rate (%), ILO definition

2000 2001 2002 2003 2004 2005 2006 2007*

10.3 11.1 12.6 11.5 12.6 13.8 13.6 15.1

Source: GEPLAC, Georgian Economic Trends, October 2007
*First six months

Georgia’s external balance

Two of the dominant features of the Georgian economy are the balance of trade
deficit, equivalent to around 30% of GDP in the first quarter of 2007, and the
current account deficit, which came to around 19% of GDP for the same period.
Remittances are an important form of hard-currency inflow, but they have never
been sufficient to cover the trade deficit. The services and income balances are both
positive, but the numbers are small, and their impact on the overall current account
balance is marginal. The biggest single counterweight to the current account deficit
in recent years has been FDI. But short-term financial inflows do appear to be
becoming more important. At present, Georgia’s trade deficit is essentially driven
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by remittances and FDI, and this is reflected in trends in exchange rates (Table 2
7). Thus the lari has shown a marked tendency to appreciate against the dollar over
the last year or so, while remaining fairly stable against the euro. With Georgia’s
relatively high rate of inflation, that has meant a strong tendency to appreciation of
the lari in real terms. But the tendency to lari appreciation did show definite signs
of easing in mid-2007.

Table 2.6. The balance of payments (US$ m)

Jan-March 2006 Jan-March 2007
Exports 3717 390
Imports -726 -988
Trade balance -349 -598
Services balance 36 40
Income balance 22 39
Current transfers (remittances) 96 134
balance
Current account balance -194 -386
FDI (net) 146 287
Capital and financial account 212 418
balance
Source: EIU

Table 2 7 Lari:US$ exchange rates (end-period)

Jan | Jan | Jan | Feb | Mar | April May June | July Aug
2005 | 2006 | 2007 | 2007 | 2007 | 2007 2007 2007 | 2007 2007

Exchange rate | 1,820]1.813]1.720]1.713 | 1.700 1.690 1.678 | 1.670 | 1.668 1.663

Year-on-year 16.7 0.8 5.1 5.9 7.2 7.5 7.3 6.5 6.1 5.4
% change

Source: EIU

FDI inflows into Georgia remain buoyant for the time being. But they have
historically been very dependent on pipeline projects, which are by their nature
lumpy, and therefore volatile. The figures for the first quarter of 2007 suggest that
FDI inflow is now diversifying, after the completion of the Baku-Ceyhan pipeline.
There may in any case now be a new spurt in pipeline FDI, with the agreement on
the Supsa-Odessa pipeline. But if FDI does fall away, we may see a further upward
trend in short-term financial inflows, with the trade deficit increasingly driving the
capital account. That could in turn trigger an international payments crisis, and a
collapse in the value of the lari. More likely, it will simply produce a trend to
marginal depreciation (at least in nominal terms) in the lari.
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The pattern of foreign trade

Georgia’s main export lines are ferrous and non-ferrous metals, chemicals and,
in recent years cement. Car exports have gone up in recent years, but these are in
fact re-exports. On the import side, oil, gas and motor cars are predictably
prominent, with electronic and computer equipment, pharmaceuticals and wheat
also important. But the most striking feature on both export and import sides is the
predominance of unspecified ‘other’ commodity flows. Many of these are probably
foodstuffs or simple manufactures. In some cases they may represent a potential for
the development of intra-industry trade, such as would be facilitated by a free trade
agreement. These issues are analysed in greater detail in chapter 4.

Table 2.8. Foreign trade by main type of commodity (US$ m)

2000 2001 2002 2003 2004 2005 2006 | 2007*

Total exports 322.7 317.6 345.9 461.4 646.5 866.2 992.6 548.6

Ferrous metals 13.6 17.6 15.5 26.1 42.5 80.2 89.8 52.0

Scrap iron 39.0 33.1 36.5 60.1 95.9 84.2 72.4 51.0

Copper 9.8 9.6 13.2 23.4 31.8 36.4 79.5 45.0
Motor cars 0.3 0.5 0.6 1.1 3.8 17.9 50.6 33.1
Cement 0.5 0.5 0.0 0.2 4.7 17.7 28.8 26.7
Chemicals 16.2 4.9 12.0 18.4 28.8 35.8 46.6 28.8
Gold 0.0 12.5 28.6 20.3 18.8 34.7 49 .4 23.9

Other 243.3 238.9 239.5 311.8 420.6 559.3 575.5 288.1

Total imports 709.4 753.2 795.5 | 1141.2 | 1847.9 | 24909 [ 3681.2 | 22294

Oil and 71.8 87.7 88.8 104.8 186.2 336.3 443.1 228.2
oil products

Motor cars 15.5 13.1 21.9 46.5 116.3 178.5 295.3 167.6

Gas 50.3 48.8 52.4 66.0 80.1 90.8 213.1 177.3

Pharmaceuticals 45.8 53.6 62.0 62.9 78.0 92.5 114.5 68.9

Electronic 17.0 9.0 17.3 14.7 16.2 27.1 58.7 43.7
equipment

Wheat 29.2 14.4 20.1 28.0 75.0 45.1 99.1 53.3

Computers 1.3 2.2 5.0 12.3 15.7 22.4 46.4 34.2
and computer
equipment

Other 478.5 524.4 528.0 806.0 | 1280.4 | 1698.2 | 2411.0 | 1456.2

Source: GEPLAC, Georgian Economic Trends, October 2007
*First six months

Georgia’s trade and economic relations with the EU
Georgia has been a WTO member since 2000. The EU-Georgia bilateral trade
and economic relations are provided for by the EU-Georgia Partnership and

Cooperation Agreement (PCA) in force since July 1999. The PCA confirms most-
favoured nation (MFN) treatment with respect to tariffs and quantitative
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restrictions are prohibited in the bilateral trade. The PCA envisages progressive
regulatory approximation of Georgia’'s legislation and practises to the most
important EU trade related regulatory acquis, which should lead to a better access
of Georgian products to the EU markets. The above regulatory aspect is further
emphasized and developed in the European Neighbourhood Policy (ENP) Action
Plan for Georgia adopted in November 2006 (together with similar Action Plans for
the two other South Caucasus countries Armenia and Azerbaijan). In accordance
with a specific ENP Action Plan’s provision, the EU and Georgia are currently
negotiating a bilateral agreement on the protection of geographical indications for
wines, spirits and other agricultural products and foodstuff. Under the current EU
Generalised System of Preferences (GSP) scheme in force from January 2006 until
December 2008, Georgia has qualified for the enhanced preferences for sustainable
development and good governance (so-called GSP+) offering it a very
advantageous access to the EU market (only 14 other countries have qualified for
these enhanced preferences), and wishes to continue benefiting from the GSP+ also
under the new GSP Regulation in force as from 2009. Georgia makes an overall
good use of GSP (utilisation rate of 77% in 2006), but there is still room for
improvement, notably in the textiles sector where Georgia seems not to use the GSP
preferences at all (zero utilisation rate).

As Table 2.9. below shows, the EU share in total Georgian exports has generally
been in the range of one-fourth to one-fifth, with a weak upward trend. Copper
accounts for around 40% of Georgian exports to the EU and mineral waters for
about 15%.

Table 2.9. EU-Georgia economic relations: key indicators (%)

2000 2001 2002 2003 2004 2005 2006 2007*

EU share in total 23.7 19.4 18.3 17.7 19.8 25.0 25.9 231
exports

EU share in total 26.5 32.0 29.2 37.8 35.6 29.7 30.1 30.3
Imports

EU share in total 30.0 63.4 349 28.2 39.2 54.2 34.2 47.6
FDI inflow

Source: GEPLAC, Georgian Economic Trends, October 2007
*First six months

The EU generally accounts for about 30% of total Georgian imports, though the
figure was higher in the period 2003-4. Oil and oil products and motor cars
between them account for some 25% of total Georgian imports. But, as for
Georgian imports as a whole, a very large proportion of Georgian imports from the
EU are in the miscellaneous category. In most recent years the EU has accounted
for around one-third of total FDI inflow. In a few individual years, however, the
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figure has gone up to 50% and above. The next two chapters analyse Georgian trade
relations and trade patterns with the EU and its neighbours in greater detail.

Key features of the political economy of Georgia

Under President Saakashvili Georgia has undoubtedly pursued a genuinely
liberal policy in the economic sphere, in particular in relation to foreign trade,
where import duties have been reduced to zero for all non-agricultural products
with a very few exceptions. Partly as a result of this, genuine progress has been
made to reduce corruption. Oligopoly is a problem, which the weak competition
authority is hardly up to addressing. With all this economic and political liberalism,
however, there is an element of political arbitrariness in the Georgian political
economy. Stories of high-profile evictions abounded in 2007. In July, a number of
families were evicted from a building in the centre of Thilisi, allegedly on the
grounds that it had been erected illegally in the Shevardnadze period. Soon after
that, the Georgian Union of Writers was evicted from a building which, it claimed,
it had owned for over a hundred years. Several newspapers which were tenants of
the Union in the same building were evicted at the same time. And Sony was evicted
from its main retail outlet in Tbilisi, although the Japanese company claimed that
it had a lease on the premises for the period up to 2010.

The legal details of the individual eviction cases hardly matter for the purposes
of the present study. What matters is the principle of level playing fields. It is hardly
necessary to underline the damage that can be done to investment flows by treating
leading multinationals like Sony in this way, and to the business environment as it
affects foreign and local companies alike. If FTAs mean level playing fields, and if
level playing fields mean due and transparent legal process, then Georgia still has
some work to do in terms of Priorities 1 and 2 of the EU/Georgia Action Plan (rule
of law and business environment).

The proposed Poti free economic zone

The Ministry of Economic Development has offered a 49-year lease on the port
of Poti to anyone who is prepared to develop it as a free economic zone. Rakeen
Development and Dubai World, both from the UAE, are reported to be interested.
The proposal goes against the EU Code of Conduct for Business Taxation, which
posits that ‘tax measures which provide for a significantly lower effective level of
taxation, including zero taxation, than those levels which generally apply in the
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Member State in question are to be regarded as potentially harmful and therefore
covered by this code.! The IMF has publicly criticised the move on the grounds that
any special tax breaks for companies operating in the zone will disrupt the level
playing field. Indeed, given the strength of the liberal tenor of Georgian economic
policy in general, one may wonder what the rationale in creating a FEZ is. It would
certainly create problems for an FTA, even a Simple one.

The problem of agriculture

As many as 60-70% of the population of Georgia depend on agriculture for their
livelihood. But agriculture generated only 11.3% of Georgian GDP in 2006. These
bald figures reflect an economic and social reality which was very evident to the
members of the study group as they drove over from Yerevan to Tbilisi. And that
reality in turn helps to explain the problem of increasing regional disparities within
Georgia. Over the first quarter of 2007 gross output of goods and services per capita
in Thilisi was 2.7 times the national average, compared to 2.4 times in 2003. Guria,
Georgia’s poorest region has gross output of goods and services per capita of just
16% of the national average. A free trade agreement with the EU would have little
to offer Georgian agriculture, except in speciality areas like wine. Its liberating
impact on industry and services might actually make the regional problem worse.

Conclusions

In terms of both unemployment and underemployment in agriculture, Georgia
has a huge potential for generating further growth in GDP through the
redeployment of labour into productive activities. Figures for growth in industrial
output for recent years suggest that there is substantial scope for industry to drive
GDP growth in future years on the basis of such redeployment. But full exploitation
of this potential will require significant flanking measures relating primarily to the
rule of law and the principle of the level playing field, as laid out in the ENP
EU/Georgia Action plan. In terms of trade policy, that would mean a Deep FTA+.

! Council of the European Union, SN 4901/99, Brussels, 23 November 1999
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3. Georgia and regional integration
scenarios

The EU, as a matter of general policy, encourages its free trade partners to think
also in terms of their own regional economic integration, favouring in principle
‘south-south’ arrangements. This is advocated on both economic and political
grounds. The Commission has in fact been encouraging the three South Caucasus
states to work together with a view to better regional cooperation. This does at least
see the three foreign ministers meeting together with the EU periodically at times,
but given the present blockage between Armenia and Azerbaijan it falls to Georgia
to be the most practical pivot of South Caucasus regional trade flows.

In addition Georgia is by far the most liberal state in the region in its trade
policies, having made substantial unilateral tariff cuts (90% of tariff lines are
already bound at 0% MFN rates with the WTO), and it is willing in principle to go
further (like Estonia did in the earlier 1990s).

Georgia now aims at becoming a regional commercial hub. The most impressive
investments in this category are the Baku-Tbilisi-Ceyhan oil pipeline, with the
parallel Baku-Thbilisi-Ezurum gas pipeline now also being completed. Further, a
new railway connection from Kars in Turkey into the Akhalkalaki region of Georgia
is currently being constructed, and this will connect with Thilisi and on to Baku in
Azerbaijan. Georgia also seeks to make itself a regional hub for general commercial
purposes, with a new Thbilisi airport and substantial new hotel construction of
international calibre. Beyond these major infrastructures, Georgia now brands
itself with some justification as an extremely business-friendly location, with
minimal regulatory bureaucracy and a customs service which the business
community considers is no longer notorious for corruption.

Georgia-Armenia FTA. This dates back to 1995 as part of the initial set of CIS
bilateral FTAs. However the trade flows between Armenia and Georgia, in spite of
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their functioning FTA, are extremely limited. The shares of their bilateral trade
average for imports and exports represent only 4% of Georgia’s total trade, and 3%
of Armenia’s total trade on 2006. These shares have moreover even been decreasing
over the last ten years (see Table 31 below).

Georgia-Azerbaijan FTA. This dates back to 1996. In the subsequent decade
Georgia’s trade with Azerbaijan has greatly increased, with Azerbaijan rising to 4
place after the EU, Russia and Turkey as source of its imports, and 3™ place after
the EU and Turkey for its exports.

Georgia-Turkey FTA. A bilateral FTA between Georgia and Turkey was
negotiated in the course of 2007 and concluded on 21 November. This could be a
step of considerable importance for Georgia, since trade with Turkey alone
amounts to about 50% of Georgia’s trade volumes with the EU. It could be
expected, given the proximity of Georgia and its very low wage levels, that a free
trade agreement with Turkey could trigger a substantial growth of out-sourcing to
Georgia and associated investment by Turkish industry. At the same time, it has to
be noted that the agreement reduces but does not eliminate tariffs for agricultural
products, with the Turkish side sticking to significant exceptions from
liberalisation, including for products of legitimate concern to Georgia (e.g. for
wine, nuts, some fruits and juices, anchovies and cheese). Furthermore, it is a very
shallow FTA which does not cover services and investment and in general does not
go beyond WTO requirements as regards regulatory issues.

The EU-Turkish customs union should in principle mean that a Georgia-Turkish
FTA should wait until an EU-Georgia FTA is introduced. However the EU has
waived this formal requirement, on condition that the Georgia-Turkey FTA would
be compatible with WTO rules for free trade areas, namely to cover substantially all
trade.

Georgia -Russia. The Georgia-Russia FTA is dysfunctional. Since October 2006
Russia has closed its land frontier and civil aviation connections with Georgia, and
bans the import of wines and agricultural produce?. However the Georgian
economy has more than survived these intended punitive measures, and is growing
dynamically. The wine sector for its part  is now considered to have received a
healthy shock, in order to get improved quality and so be able to export to other
world markets.

2 The recent statements by Russia indicate that these sanctions might be lifted soon.
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However, Russia has not closed its frontiers with the two secessionist entities,
Abkhazia and South Ossetia. In particular the Roki tunnel through the Caucasus
mountains, joining North and South Ossetia, sees a considerable flow of trade on
which information is hardly transparent, and reportedly includes both military
materials supplies by Russia as well as goods such as petrol and tobacco which in
the past has been smuggled free of duties from South Ossetia into the rest of
Georgia. A notorious wholesale market for such goods on the frontier between
South Ossetia and the rest of Georgia was closed in recent years, but the frontier is
said to remain porous for smuggled goods. Georgia has raised the issue of Russia’s
frontiers with the secessionist entities in the context of Russia’ WTO accession.
Georgia would like to see these frontiers subject to international monitoring along
the lines of the EUBAM mission on the frontiers of Transnistria.

Other CIS free trade. In principle the CIS has a comprehensive matrix of bilateral
free trade agreements, as shown in Table 3.3, which with the exception of Russia
are understood to be functioning. But the scales of these trade flows are very small.
Georgia has been verging on quitting the CIS, but has not actually done so.

GUAM free trade. FTAs exist between all GUAM partner states — Georgia,
Ukraine, Azerbaijan and Moldova. In addition the GUAM Summit of 20 July 2002
agreed to the establishment of a GUAM free trade area, although it is not evident
whether this adds anything to these countries’ bilateral FTAs, beyond being a
political statement. There has been an institutional strengthening of GUAM, with a
permanent secretariat now established in Kiev.

Black Sea free trade area. This idea has long been on the agenda of the BSEC, but
never really advanced, first of all because both Greece and Turkey were part of the
EU’s customs union, thus requiring free trade between the EU and all the Black Sea
states. However the Commission has recently launched its ‘Black Sea Synergy’
concept and free trade for this region becomes now a more serious candidate for
consideration. Indeed with Bulgaria, Romania and Turkey half of the Black Sea coast
is already in the EU customs union. Of course a Black Sea FTA would still require first
of all agreements on EU-Russia, EU-Ukraine, EU-Moldova and EU-Azerbaijan free
trade, as well as with Armenia and Georgia. The Russian and Ukrainian cases have
both been subject to detailed feasibility studies made for the European Commission
(Ukraine in 2006, Russia in 2007), and so these have become at least more than purely
academic hypotheses. Negotiations of a deep and comprehensive FTA between the EU
and Ukraine have been launched on 18 February 2008 following the conclusions of
Ukraine’s WTO accession process on 5 February 2008. But for Russia there is no
presumption that an FTA with the EU will be negotiated following Russian WTO
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accession. Until and unless Russia was seriously interested in free trade this scenario
cannot materialise.

EU-ENP East free trade area. In the case that Russia was the only country of the Black
Sea region which did not want to pursue free trade with the EU, there would remain the
option of the EU+Turkey customs union making a multilateral free trade area with
Georgia, Armenia, Azerbaijan, Moldova and Ukraine, i.e. with all the ENP-East countries
that have Action Plans. This could also be extended with the ‘deep free trade’ agenda,
since the EU intends to generalise this concept with all its ENP partner states.

South Caucasus free trade. A trilateral Armenia-Azerbaijan-Georgia, or ‘South
Caucasus’ free trade area may come to mind as a hypothetical scenario, with
Europeans naturally thinking of the Benelux model as an example of three small
economies which integrated faster than its wider region. While this would of course
require resolution of the Armenia-Azeri conflict, a formal trilateral agreement
would not add much for Georgia, given its existing bilateral FTAs with both
Armenia and Azerbaijan, which have not generated substantial trade volumes.

Other free trade initiatives. Georgia in addition pursues its radical liberalising
agenda with negotiations underway for a FTA with the Gulf Cooperation Council,
and discussions initiated with India.

Conclusion. Georgia’s wider regional trade policies are an essential feature of its
current economic strategy, which has as a matter of the highest urgency and priority
to find new sources for economic expansion to compensate the serious adverse effects

Table 3.1. Trade flows between Georgia and major partners, 2006

Georgia imports Georgia exports
million $ % million $ %
EU-27 1060.9 28.9% 255.3 25.7%
Russia 558.8 15.2% 75.7 7.6%
Turkey 522.6 14.2% 124.9 12.6%
Azerbaijan 318.5 8.7% 92.2 9.3%
Ukraine 320.1 8.7% 57 5.7%
United States 129.7 3.5% 58.9 5.9%
Turkmenistan 101.1 2.8% 71.8 7.2%
Un. Arab Emirates 109.1 3.0% 22.9 2.3%
Armenia 40.2 1.1% 73.6 7.4%
Iran 40.3 1.1% 2.7 0.3%
Canada 14.3 0.4% 48.9 4.9%
Moldova 3.5 0.1% 0.2 0.0%
Rest of world 455.4 12.4% 107.4 10.8%
Total 3674.5 100.0% 991.5 100.0%

Source: WITS
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Table 3.2. Trade flows between Georgia and major partners, 1996

Georgia imports Georgia exports
million § % million $ %
EU-27 263.1 38.3% 32.2 16.2%
Russia 127.1 18.5% 56.7 28.5%
Turkey 76.6 11.2% 25.9 13.0%
Azerbaijan 78.7 11.5% 24.3 12.2%
Ukraine 38.8 5.7% 5.4 2.7%
United States 29.8 4.3% 1.3 0.7%
Turkmenistan 4.1 0.6% 13.4 6.7%
Un. Arab Emirates 0.6 0.1% 0.0 0.0%
Armenia 17.2 2.5% 21.0 10.6%
Iran 2.7 0.4% 2.2 1.1%
Canada 0.08 0.0% 0.0 0.0%
Moldova 0.1 0.0% 0.1 0.1%
Rest of world 47.92 7.0% 16.3 8.2%
Total 686.8 100.0% 198.8 100.0%

Source: WITS

Table 3.3. Georgia’s Free Trade Agreements with CIS countries

Partner country Date of agreement
Armenia 1995
Azerbaijan 1996
Kyrgyzstan 1995
Kazakhstan 1995
Moldova 1997
Russia 1994*
Tajikistan No
Turkmenistan 1996
Ukraine 1995
Uzbekistan 1995

Source: Kort and Dragneva * Theoretical FTA, impeded in practice by Russia’s banning Georgian wines and
agricultural produce since the end of 2006, the closing of land frontier crossing points with Georgia, and
the suspension of direct civil aviation connections.

of Russia’s punitive sanctions. The EU and Turkey, which are already now Georgia’s
first and second trade partners, are key partners for these purposes. In addition
Georgia’s ambition to become a regional commercial hub and transit centre logically
requires that it establish a comprehensive set of free trade agreements with its
partners. Georgia has already acted radically in support of these ambitions, with zero
tariffs introduced unilaterally for almost all industrial products erga omnes with the
whole of the world, and action to de-corrupt the customs services. It has retained
moderate tariffs just for agricultural products, mainly as instrument of leverage in
bargaining with Turkey, whose agricultural tariffs (excluded from its customs union
with the EU) remain extremely high. In view of its location and economic strategy
Georgia also has a major interest in possible regional multilateral free trade initiatives
in the wider Black Sea region, whereas a regional FTA limited to only the South
Caucasus would be of little interest.
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4,

Assessing the potential welfare

effects of an EU-Georgia FTA using
the Sussex Framework

In this chapter the potential effects of an EU-Georgia FTA have been examined

in terms of welfare gains and losses from simple (shallow) integration. In addition,

some insights have been made in regard to potential gains from deep integration.

The analysis has been made on the basis of the Sussex Framework methodology

and resulted in the following conclusions:

Georgia has almost done free trade on its side already for non-agricultural
products (with very minor exceptions) and significantly also for agricultural
goods as a result of the 2006 tariff reduction. About 90% of tariff lines are set
to zero;

the reduction of import tariffs by Georgia in 2006 is expected to increase
Georgia’s trade with its main partners, as well as to induce some welfare
increasing trade re-orientation from CIS supply sources towards non-CIS
partners;

distortions in trade are possibly created by non-tariff barriers (infrastructure,
regulatory and institutional) and thus cooperation between Georgia and the
EU on their reduction should be welfare increasing. Georgia and the EU
already cooperate on the reduction of non-tariff barriers in the framework of
the PCA and ENP Action Plan’s implementation;

since the EU’s major imports to Georgia (vehicles, machinery and electrical
equipment, mineral fuels, pharmaceuticals, instruments and chemicals) are
exempted from tariffs in Georgia, hence there is little direct shallow
integration welfare effects are likely to occur from the EU-Georgia FTA in
regard to these products;

substantial share (over 70%) of Georgia’s imports from non-EU countries, the

low similarity between the production and trade structures of Georgia and the
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EU along with the low correlation between the countries RCAs - all suggest
that trade diversion is on balance more likely than trade creation from a future
EU-Georgia FTA. At the same time, pre-FTA free trade regime for industrial
trade in Georgia suggests a low-scale trade diversion effect.

the EU is an important market for Georgia’s exports and its importance has
been growing over time, though owing to the low levels of pre-FTA EU tariffs,
and non-tariff protection measures (such as quantitative restrictions), the
direct shallow integration-induced impact of the FTA on Georgia’s exports to
the EU is likely to be comparatively small. In the longer perspective, Georgia’s
future comparative advantages still remain to be created by investment in new
economic structures (for example outsourcing) to take advantage of low
Georgian labour costs.

there is little evidence of current significant deep integration between the EU
and Georgia as expressed by the intra-industry trade between them. The
development of new industrial structures under the future EU-Georgia FTA
may lead to strengthening of intra-industry trade linkages between countries;
Turkey is also a relatively important partner for Georgia - the second largest
trade partner in 2006. In November 2007, the countries have concluded the
FTA, which fully liberalizes trade in non-agricultural goods, but provides for
significant exceptions to liberalization of the agricultural trade. The dangers
of trade diversion from Turkey to the EU are likely to be low under the future
EU-Georgia FTA due to the pre-FTA free trade regime in non-agricultural
trade. Any deep integration benefits that promote trade with the EU will also
facilitate trade with Turkey which has undergone regulatory harmonisation
with the EU.

to conclude, the risks of welfare-decreasing trade diversion from the future
EU-Georgia FTA as a result of shallow integration are low for both Georgia
and the EU due to the current low level of tariffs in both parties. From
Georgia's perspective, potentially significant welfare gains could come from a
continuing process of deepening integration, which has already been set in
motion due to its substantial liberalisation of all four freedoms (goods,
services, capital and labour). A greater level of Georgia’'s regulatory and
institutional approximation with the EU resulting from a Deep FTA+ could
boost further the welfare gains for Georgia. Therefore, the continuation of the
profound economic reforms in accordance with the European standards and

best practice is of primary importance for Georgia.
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4.1. Introduction

In order to evaluate the trade and welfare implications of a potential EU-Georgia
FTA we apply a set of diagnostic indicators developed by the University of Sussex
(referred to as the “Sussex Framework”). The Sussex Framework helps to identify
possible gains and losses from a bilateral preferential trade agreement between
countries, as outlined conceptually in Gasiorek et. al. (2006) — see also Box 1.

Box 1 Welfare gains from shallow and deep integration: the main concepts

Shallow integration is defined as the removal of border barriers to trade, such as
tariffs and quotas; which normally comprises the first policies to be implemented under
any preferential trade agreement (PTA). Shallow integration is typically accompanied by
both trade creation and trade diversion which have opposing welfare effects. Trade
creation is welfare increasing since countries shift from consumption of less efficiently
produced (higher cost) domestic goods in favour to more efficiently produced (lower
cost) goods of the partner country. This results in cost savings and more efficient
resource allocation within the participating countries. Trade creation could occur either
on the production side when trade displays domestic production of goods, which are
similar with those produced by partner country; and on the consumption side when
demand and consumption of imports increases due to lower partner country prices.

Trade diversion is welfare decreasing since it is characterised by the sourcing of
imports switching away from more efficient non-partner countries to less efficient
partner countries. Partner countries enjoy preferences within the trade agreement and
thus are able to undercut their more efficient and lower cost non-partner competitors.
The net welfare impact of a preferential trade agreement depends on the relative size of
these two trade effects. At the same time, welfare increasing trade reorientation from
less efficient to more efficient sources of imports may take place should partner
countries participate in other trade preferential agreements with third countries.

Deep integration implies reductions in, or elimination of regulatory and behind-the-
border impediments to trade, which may relate to customs procedures, product
standards and certifications procedures, competition policy, government procurement,
market access for foreign providers of services, FDI regulations, etc. As such, partner
countries develop closer and more stable trade relations allowing for more
specialization in niche goods, participation in a fine division of labour, creation of stable
value chains. Deep integration has welfare increasing impacts for partner countries due
to greater exploitation of economies of scale in production, technology transfer and
diffusion both through trade and FDI, positive externalities from institutional and policy
approximation leading to wide productivity increases. The welfare gains from deep
integration, though being not immediate, and if appropriately implemented, are
generally likely to exceed substantially the possible losses from shallow integration.
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The majority of the Sussex Framework indicators concentrate on the welfare
consequences from shallow integration. Indicators for deep integration are much
harder to identify, though looking at patterns of intra-industry trade is useful in this
regard. The evaluation of the relative importance of trade creation and trade
diversion effects from shallow integration is carried out in accordance with
theoretically grounded rules of thumb:

1.The higher are the initial tariffs, the greater is the likelihood of both trade

creation and trade diversion.

2.The greater the number of PTA partners the more likely it is that there will be

overlaps with cost differences, and therefore the greater the likelihood of
trade creation.

3.The wider the difference in comparative advantage between countries and the

higher the initial share of trade between them, the more likely the trade
agreement will be welfare improving.

4.The more similar is the product mix in the partner countries, the more likely

it is that there will be trade creation because there is more scope for
specialization.

5.The higher the percentage of trade with potential partners, the greater the

possibility that the PTA will be welfare increasing.

4.2. Georgia’s foreign trade dynamics

Over the last decade, Georgia has advanced substantially in terms of its integration
into the world economy. According to the officially reported trade statistics, Georgia’s
merchandise trade turnover expanded by more than 5 times during the period, from
USD 886 miillion in 1996 (28.6% of GDP) up to USD 4.7 billion (about 60% of GDP)
in 2006. Imports of goods accounted for the major part of total merchandise trade in
Georgia (77.5% in 1996 and about 79% in 2006). Merchandise imports constituted
about 47.5% of GDP in 2006, while exports — 12.8% of GDP (22.2% and 6.4%
respectively in 1996). As a result, Georgia suffered a huge merchandise trade deficit,
which deteriorated considerably from USD 488 million or about 16% of GDP in 1996
to USD 2.6 billion or about 33% of GDP in 2006.

The growth of both exports and imports started fast accelerating in 2003, with
import growth rates exceeding those of exports (see Figure 4.1). High growth rates
of imports in 2004 (61.9% yoy and 40.3% yoy respectively) may be attributed to the
appreciation of national currency during 2004 of about 10.7% (IBM report, 2004).
Anticorruption measures of the government and improvements in national trade
data reporting in 2004 also added to both imports and exports figures. In 2006,

CASE Network Reports No. 79/2008



FREE TRADE AGREEMENT BETWEEN THE EUROPEAN UNION AND GEORGIA

export growth decelerated again to 14.6% yoy (from 33.9% in 2005)3 partly due to
Russia’s trade embargo on main Georgia's exports*. On the contrary, imports
surged by 47.6% yoy (from 34.8% yoy in 2005) driven by the tariff reform and
higher energy prices (mineral fuels (HS 27) account for about 20% of total imports).
Consequently, the merchandise trade, deficit widened by more than 65% yoy in
2006 as compared to the previous year®. It is worth noting that there are
considerable differences in Georgia’s official trade statistics vs. its balance of
payment data, especially regarding exports of goods. For example, according to the
official trade statistics exports of goods reached USD 993 million in 2006 while
balance of payment data reported USD 1.7 billion exports of goods in 2006°). This
suggests that there are substantial unregistered trade flows, which do not appear to
be reflected in the trade statistics.

Figure 4.1. Georgia’s merchandise trade dynamics
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Source: Key indicators of Developing Asia and Pacific Countries, 2007; IBM study (based on trade data).

Trade in services, and in particular transport services, plays a significant role in
the foreign trade of Georgia as a transit country’. Exports of service increased by
25% yoy in 2006 and accounted for about 35% of total exports of goods and services
from Georgia (imports of services constituted 16.5% of total imports). Georgia’s

3 See Key indicators of Developing Asia and Pacific Countries, 2007.

4 In early 2006 the Russian Federation prohibited imports of Georgian wines and mineral water
“Borjomi” to the territory of Russia accusing Georgian goods of incompliance with SPS
requirements (regarding pesticide residues). Also, the check-point “Verkhny Lars” was closed by
Russia. Besides, in October 2006, Russia cut air, land and sea traffic between the two countries.
5 About 60% of trade balance deterioration was explained by the expansion of imports of mineral
fuels followed by transport equipments, metals and machinery (ADB, 2007).

6 See Key indicators of Developing Asia and Pacific Countries, 2007.

7 Currently the services sector accounts for about 62% of Georgia’s GDP.

CASE Network Reports No. 79/2008

4|



42

Maryla Maliszewska (ed.)

exports of services reached 11.4% of GDP in 2006, imports — 9.4%. The two major
items of exports of services include transportation and travel services.

4.3. Georgia's trade policies and market access

Tariffs

According to the first rule of thumb, the higher are the initial trade barriers, the
greater is the likelihood of both trade creation and trade diversion after those
barriers are removed under the preferential regime.

Georgia has made a considerable progress in liberalising its trade and foreign
exchange regimes, implemented the harmonization of its trade regime with the
WTO rules and became a member of the WTO in June 20008, Except for tariff-free
regimes within FTAs, Georgia applies MFN tariffs to imports from its trade
partners. Current import tariffs in Georgia have been in effect since September 1%,
2006 (according to the Law of Georgia #3509 “On Customs Tariffs”®). As a result,
Georgia’s tariff system has been substantially changed first of all through the
reduction of the number of tariffs to three (0, 5 and 12) with a maximum tariff of
12%. All but a very few non-agricultural products are 0 rated. Overall, about 85%
of all tariff lines!® are currently set to zero, while in regard to agricultural products
about 42% of tariff lines within 1-24 HS commodity groups are free from tariff
protection!!. It is worth noting that, according to the WTO, before the tariff
reduction in 2006 the simple average MFN tariff equalled 7.0%, including for
agricultural products — 11.5%, for non-agricultural products — 6.4%!2.

September 2006 changes to Georgia’s tariff regime have lowered tariff barriers
to trade with Georgia substantially, especially for non-agricultural products. The
simple average MFN tariff (excluding specific duties) is now estimated at abo-
ut 1.0%, including 5.6% - for agricultural products, and 0.3% - for non-agricultu-
ral products'3. If weighed by 2006 imports from:

8 Georgia’s WTO tariff commitments envisaged binding its simple average MFN tariff at 7.4% level
for the entire HS nomenclature, including 13.4% — for agricultural products and 6.5% — for non-
agricultural products (see the WTO
(http://www.wto.orglenglish/thewto_e/countries_e/georgia_e.htm).

°  http://www.deloitte.com/dtt/cda/doc/content/GEO_September%202006 Tax%20&%20%20
Legal%20news(2).pdf

10 The total number of tariff lines is 10 890, including 2444 tariff lines of 1-24 HS groups for
agricultural products (http://www.wto.org/english/thewto_e/countries_e/georgia_e.htm).

1] bit.

121 bit.

13 Based on the latest data on MFN applied tariffs in the WTO country profile for Georgia (see
http://www.wto.org/english/thewto_e/countries_e/georgia_e.htm)
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* all partners: weighted average MFN applied tariff equals 1.1% for all goods,
5.5% for agricultural products, and 0.2% for non-agricultural products.

* the EU27: weighted average MFN applied tariff equals 0.6% for all goods,
6.7% - for agricultural products, and 0.1% - for non-agricultural products.
The magnitude of applied average tariffs reflects the fact that the EU imports
are mainly comprised of non-agricultural products subject to duty-free
treatment in Georgia.

In accordance with the new Customs Code, maximum MFN rates of 12% are
applied mainly to agricultural products, which are sensitive for Georgian economy
and hence traditionally has been protected, namely: live birds, meat and meat
products, dairy products, natural honey and eggs, fresh and prepared vegetables and
fruits, tea, maize and maize seed, cereal flours and preparations of cereals, sugar
and sugar products, non-alcoholic beverages and beer, tobacco products. Imports of
wines, ethyl spirits and alcoholic beverages (as well a few other products) are taxed
by specific tariffs. Concerning non-agricultural products, MFN rates (12%) are
applied to only two HS groups: HS 25 (salts, sulphur, plastering materials, lime and
cement) and HS 68 (articles of stones, plaster, cement, asbestos).

Georgia has done free trade on its side already for non-agricultural products
(with a few exceptions) as a result of the 2006 tariff reduction; tariffs for
agricultural products have been also cut. According to the first rule of thumb, low
tariff protection in Georgia indicates the low level of existing tariff-driven trade
distortions. The liberalization of tariff barriers in 2006 has also resulted in a
reduction of preference margins previously received by CIS trade partners (see
Table 4.1) thus facilitating Georgia’s shift from the CIS to non-CIS sources of
imports (trade reorientation effect).

Since pre-FTA tariff protection in Georgia is low, if not-existent for non-
agricultural goods, the future reduction of tariff barriers under the EU-Georgia FTA
is expected to have limited scope for either trade creation or trade diversion into
Georgia’s economy, especially in regard to non-agricultural trade. Therefore, other
factors will be more important in determining welfare effects of the EU-Georgia FTA.

At the same time agricultural products remain the most protected. Thus, there
is some scope for both trade creation and trade diversion with regard to these
products under a future FTA. The overall net welfare effect needs to be considered
in the light of other rules of thumb. Further government policy on tariff
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Table 4.1. Applied tariffs and tariff preference margins* in Georgia, by country, 20044

Partner Imports, Effectively | Effectively | MFN simple MFN Preference
million US$ applied applied average weighted margin
simple weighted of traded average weighted
average average TL of traded
of traded | of traded TL TL

TL**
€)) ) (3) €)) 6) (6) (N=(6)-4)
Armenia 25.4 0.0 0.0 9.1 13.3 13.3
Azerbaijan 157.7 0.0 0.0 8.3 11.5 11.5
Ukraine 142.0 0.0 0.0 8.8 17.0 17.0
Russia 257.1 0.0 0.0 7.4 11.1 11.1
Turkey 202.2 7.9 9.7 7.9 9.7 -
Iran 15.1 9.6 10.6 9.6 10.6 -
EU27 667.9 7.8 7.5 7.8 7.5 -

Source: UNCTAD - TRAINS (Trade Analysis and Information System).
Note:* Excluding specific tariffs on alcoholic beverages (HS 2208).

** TL - tariff lines.
liberalization, announced to be on the agenda of the Government of Georgia in
2007 and 2008 (ADB, 2007), will also influence the outcomes of possible EU-
Georgia FTA.

Concerning market access for exporters, Georgia enjoys MFN treatment from
the other WTO members, as well as free trade regimes with CIS countries. In
addition, Georgian products benefit from GSP status in the markets of the EU, the
USA, Canada, Switzerland, Japan, and Turkey'®. Thanks to these market access
preferences Georgia has been able to diversify and increase its total preferential
exports to these countries (see Table 4-5 on Georgia’s major destination markets
below). Under the current EU GSP Regulation, Georgia has qualified for the
enhanced preferences granted to countries applying the internationally agreed
standards for good governance and sustainable development (so-called GSP+)
offering particularly advantageous access to the EU market, i.e. unlimited, duty free

14 Table 3 presents calculations of simple and import-weighted average tariffs applied to Georgia’s
major trade partners in 2004 (based on UNCTAD - TRAINS (Trade Analysis and Information
System) database). Particularly, effectively applied tariffs for imports from EU27, Turkey and Iran
equalled MFN tariffs since no tariff preference existed. Import-weighed average MFN tariff
ranged from 7.5% for the EU27 to 10.6% for Iran (7.8 % to 9.7% in case of simple average of
traded tariff lines). Under the preferential duty-free trade regime with Georgia, CIS partners
received preference margins measured as the difference between effectively applied tariffs and
MFN tariffs, which would have been imposed if no preference had existed. Effectively applied
tariffs to preferential trade with CIS countries were zero, and the weighted preference margins in
2004 were in the range between 11.1% for Russia to 17% for Ukraine (reflecting the fact that
Ukraine’s major imports to Georgia were food products, subject to highest tariff protection in
Georgia).

15 The GSP arrangement between Georgia and Turkey will be replaced by the Georgia-Turkey FTA
concluded in November 2007 once this FTA has entered into force (following its ratification and
signature by the parties).
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access to the EU markets for the majority of goods originated in Georgia, with only
a few exceptions, mainly in the agricultural sector. Neither the EU nor other WTO
partners maintain any trade defence measures against imports from Georgia.

The level of Georgia’s utilisation of the EU GSP/GSP+ has been gradually
increasing in the recent years and reached 77% in 2006 (75% in 2005, 80% in 2004,
78% in 2003, 31% in 2002 and 54% in 2001). This is rather good, but there is still
room for improvement, in particular as the scheme is hardly used by Georgia for
several sectors, e.g. textiles. Less than full utilisation of the opportunities offered by
GSP/GSP+ can be generally explained by low awareness of the GSP system by
Georgian exporters and foreign importers; administrative difficulties in obtaining
the special certificate of origin; desire of exporters to conceal their foreign trade
activities in order to minimize taxes (IBM report, 2004). Georgia’s penetration into
the EU market is still limited due to low product quality, underdeveloped marketing
networks, and high transport costs — all having detrimental impact on the
competitiveness of Georgian products on the European and world markets.

Since the EU tariffs are already low, if not non-existent, for Georgian goods,
trade creation and trade diversion effects from the future EU-Georgia FTA are not
expected to be significant for the EU as well.

Other barriers to trade in Georgia

Georgia’s regime of formal non-tariff barriers is similarly liberal: Georgia does
not maintain non-tariff barriers except for health, security, and environmental
reasons. At present, Georgia does not apply any quantitative restrictions on trade.
Licenses are required for imports/exports of only 8 items. No safeguards or
antidumping measures have been used for contingent temporary protection against
imports. In line with its WTO commitments, Georgia offers a very liberal
investment regime in almost all sectors (except ownership of agricultural land), as
well as non-discriminatory market access in the service sector (in banking,
insurance, security trade, auditing, legal services, and tourism). Georgia already
recognises technical regulations of the EU, the OECD and its trading partners
(which is a considerable reduction of technical barriers to trade in Georgia). The
export regime is similarly liberal: no export restrictions, no foreign currency-
surrender requirements, no discriminatory subsidies (ADB, 2007).

Over the last two years, Georgia has also made large efforts to the reduce other

trade-restrictive barriers, which are widely prevalent in all CIS countries, such as high
transportation and border costs, large scale of smuggling, bureaucracy and
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corruption, an outdated transport infrastructure. In particular, the adoption of new
Customs Code in 2006 (effective from 1 January 2007) aims at reforming customs
administration and border police, simplification and speeding up of customs clearance
procedures to bring them in line with international and European standards. Most
significant changes include: the reduction of the number of documents needed for
export and import registration, facilitation of importers and exporters to conduct
customs transactions on credit or obtaining a refund within a month, elimination of
license fees for the inland transit transportation, adoption of the rules for resolution of
customs disputes'®. As a result, the quality of customs services has been notably
improved: e.g., according to the World Bank’s Doing Business report (2008) the time
needed to meet administrative requirements for importing and exporting has been
reduced to 14 and 12 days respectively in 2007, down from 52 and 54 days in 2004 (see
also chapters 5.2 and 6.2.2.). Further efforts should be devoted for the effective
implementation and enforcement of the adopted legislation, as well as the institutional
capacity building in customs administration area. The regulatory convergence with the
European standards in other areas such as product standards and SPS measures,
competition policy, protection of property rights, etc. is also of a great importance for
the reduction of non-tariff barriers in Georgia (see appropriate chapters below).

4.4. Existing FTAs

The CIS bloc countries have traditionally been Georgia’s largest trade partners,
though their cumulative role has been gradually declining (trade with CIS countries
made up 38.8% of Georgia’s trade turnover in 2006 vs. 45% in 1996). Georgia has
concluded bilateral free trade agreements (FTAs) with its major CIS partners:
Armenia, Azerbaijan, Kazakhstan, Moldova, the Russian Federation, Turkmenistan,
Ukraine and Uzbekistan!’. All the agreements are almost identical and provide for
duty-free trade in goods (both industrial and agricultural), though with potential
exemptions!8. Exemptions from free trade are introduced in the protocols to the
FTAs and can be changed annually!®. The FTAs also contain provisions on

16 http://www.deloitte.com/dtt/cda/doc/content/GEO_September%202006_Tax%208&%20%20
Legal%20news(2).pdf

17 Among them, the following FTAs have been ratified: with Armenia, Azerbaijan, Kazakhstan,
Russian Federation, Turkmenistan, and Ukraine.

18 Exemptions can be applied in the form of import (common tariffs) or export (export taxes)
restrictions.

19 Exemptions from free trade regimes with Georgia were applied by Russia (sugar, alcohols, beer,
and tobacco products), Kazakhstan (sugar, alcohol and non-alcohol beverages, and tobacco) and
Ukraine (sugar). Also, Azerbaijan unilaterally applied a 15 percent tariff on steel products. Georgia
applied tariffs restrictions only to imports from Russia (alcohols).
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contingent protection measures, including quotas, export taxes, safeguards and
anti-dumping measures, which countries can apply unilaterally. The CIS FTAs can
be described as minimal and quite basic; they do not cover trade in services,
investment or government procurement.

CIS countries have also signed the multi-lateral Agreement on Mutual Policies
in the Area of Standards, Metrology and Certifications (1992), amended in 2000,
which provides for the creation of the Interstate Council on Standards, the system
of harmonised standards and mutual recognition of certificates of conformity?°.
Products standards are mainly former Soviet Union standards; however countries
are carrying out harmonization of their national standards with the international
ones. The mutual recognition applies only to standards approved at the interstate
level, rather than national standards, which are not often notified to trade partners
(Freinkman, Polyakov and Revenco, 2004), thus undermining the integrity and
efficiency of the whole system. Rules of origin within bilateral CIS FTAs are
governed by the Rules adopted on 30 November 2000 by all CIS countries, except
Uzbekistan and Turkmenistan. The Rules stipulate that exports subject to the free
trade treatment must be conducted by tax residents in the free trade area?'.
Although CIS FTAs and multi-lateral agreements provide for the national treatment
in transit, these provisions have mainly been dysfunctional (e.g., transit countries
usually maintain transit permits and quotas system for road transport??).

Georgia has also signed the multi-lateral Agreement on the Creation of an
Economic Union (1993) and the Agreement on Creation of Free Trade Area within
the CIS (1994), but has not ratified them and does not intend to do so (as stated in
the Working Party Report on Georgia accession to the WTO, see www.wto.org). The
agreement on the Economic Union is a framework document envisaging that

20 Still, in practice certificates issued by the partner country can be questioned (Freinkman,
Polyakov and Revenco, 2004).

21 According to the general rule of origin (tariff heading criterion), a product is considered to be
of CIS origin if it is fully produced in the CIS country or, when imports are used in its production,
if the designation of the product is different from the designation of the inputs according the 4-
digit CIS trade nomenclature. However, there is a list of goods, which are exempted from the
general rule of origin and are subject to two other rules — ad valorem rule (specified shares
(normally 50 percent) of imported materials or value added in the price of final production should
be met) and technological requirements (specified technological operations should be performed
in the free trade area). The products traditionally considered sensitive, such as footwear, textiles,
and clothing, are subject to the tariff heading criterion rather than more restraining technological
requirements (Freinkman, Polyakov and Revenco, 2004).

22 Transit countries often use their geographical advantage to restrict movement of goods of the
transiting countries. Transit countries tend to create extra hurdles in customs clearance, often in
violation of such agreements. These hurdles include mandatory high-cost customs convoying,
insurance, and other high fees (IBM report, 2004).
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parties move towards the establishment of a customs union and common market
among CIS countries, however, each party may exercise its own discretion on the
pace and timing of integration into economic structures of the CIS. The CIS FTA
Agreement aims at creating a free trade area, coordinating economic policy,
promoting inter- and intra-sectoral cooperation and harmonizing legislation and
regulations. It has been ratified by only Azerbaijan, Kazakhstan, the Kyrgyz
Republic, Moldova, Uzbekistan, and Tajikistan, and remains ineffective so far. As a
result, preferential trading relations among CIS countries have been established
and determined on the bilateral level. However, if all the countries have bilateral
FTAs with identical rules of origin than de facto there is a CIS FTA.

Overall, the CIS free trade bloc is characterised by weak administration, lack of
strict procedures for the application of non-tariff measures and temporary
protection measures under FTAs and underdeveloped multi-lateral and bilateral
institutions that do not have enough power to influence policies of the national
trade bodies. There is also a lack of transparency and efficiency due to parallel
existence of bilateral and multilateral agreements that overlap and sometimes
contradict each other, as well as a lack of permanency due to frequent changes in
the list of exemptions?? and of applied contingent measures (Freinkman, Polyakov
and Revenco, 2004).

For the CIS countries, exporting to other CIS countries has certain advantages
compared to other destinations including historical ties and geographical
proximity, the proximity of product standards and the mutual recognition of the
mandatory trade and standardization documentation. On the other hand, being
competitors in many sectors CIS countries have little interest to grant preferential
access to imports from other CIS countries leading to trade wars and arbitrary
unilateral application of trade protection measures (especially pronounced in trade
with large CIS countries). Consequently, the possibility for welfare increasing
resource allocation and trade creation effect within the CIS FTA has been
undermined, especially in the sensitive sectors. Political and ethnic tensions
between CIS countries have also influenced negatively the efficiency of the CIS
FTAs. For Georgia, the advantages of the CIS FTA have been overtaken and
reversed by Russia’s blockage of the Georgian-Russian frontier since 2006, with no
direct road or air transport connections. The CIS trade agreements have been
inefficient in reducing excessively high border and transport costs within the CIS
(including customs delays, problems with mutual recognition of customs

23 Countries have agreed schedules for mutual abolishing of exemptions.

CASE Network Reports No. 79/2008



FREE TRADE AGREEMENT BETWEEN THE EUROPEAN UNION AND GEORGIA

documentation and application of rules of origin) negatively impacting on bilateral
trade and preventing countries from fully benefiting from scale and competition
effects on CIS huge markets. The CIS FTA countries are actively engaged in
economic integration with non-CIS partners, which is considered potentially more
welfare increasing by them, fist of all, due to the effects of deep integration (e.g.,
technology transfer, institutional and policy harmonization, productivity
convergence, etc.) and lock-in mechanisms for political and economic reforms.
Taking into account the lack of strong economic incentives and political will of CIS
countries to integrate, the prospects of the full implementation of the multi-lateral
CIS FTA seem rather weak. At the same time, to become fully functional and more
efficient bilateral CIS FTAs will require strengthening of their administration, and
bringing their legal and institutional framework in line with the WTO rules
concerning substantial coverage of the agreement, transit rules, application of SPS
and TBT measures, application of safeguards and antidumping measures, as well
as dispute settlement mechanisms.

Georgia is a signatory to the GUAM free trade agreement, which Georgia
ratified at the end of 2002. The GUAM was created by Georgia, Ukraine, Azerbaijan
and Moldova in 1997 (in 1999-2005, Uzbekistan was also a member of the group).
The GUAM leaders declare their mutual interest in developing bilateral and
regional cooperation to strengthen relations with the European Union, to enhance
regional security and develop political and economic contacts. In 2006, the GUAM
has been transformed into the international “Organization for Democracy and
Economic Development — GUAM”. The most important goals of this organization
include the energy security and transport initiatives such as establishment of the
Trans-Caucasus corridor throughout the countries’ territories to the Europe,
utilization of the oil and gas resources of the Caspian Sea region, creation of the
multiple pipeline system to the world markets, etc. The benefits of establishing such
a transport corridor can not be overestimated in terms of the improved access of
these countries to the European markets, but no progress has been made so far. The
ratified FTA agreement (2002) still remains ineffective, though, in 2006, the GUAM
members signed a protocol on its entry into force (rules of origin and common
customs formalities and procedures have not been yet adopted). The countries
continue to cooperate on bilateral rather than multi-lateral level and the GUAM
agreement has not been notified to the WTO.

Georgia is also a member of the Black Sea Economic Cooperation (BSEC)

Organization, along with ten other countries (Albania, Azerbaijan, Bulgaria,
Armenia, Greece, Moldova, Romania, Russia, Turkey and Ukraine). This agreement
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does not stipulate for preferential trade among parties although it envisages the
possibility of free trade zones in the future. It covers a number of fields, including
economic cooperation and trade, investment, scientific and technical cooperation,
the establishment of a BSEC Bank, and cooperation on transport and
communications. Still, the BSEC have not advanced much in achieving the
declared goals due to lack of political support, unresolved border and territorial
disputes and ethnic conflicts among the member countries (Maliszewska, 2005).
Moreover, the creation of the BSEC FTA would require all members to have FTAs
with the EU (since some counties, Greece, Turkey, Bulgaria and Romania, are
already members of the EU customs union), which is not a short-run perspective
for some of them (e.g. Russia).

Turkey is Georgia’s second largest trade partner after the EU, and accounts for
more than 14% of its trade turnover (2006 figures). Georgia and Turkey concluded
a FTA in November 2007. This FTA provides for a full liberalization of trade in non-
agricultural products, but includes significant exemptions from free trade
treatment for agricultural trade?*. In addition, it does not provide for liberalisation
of services and investment and for regulatory convergence between the parties.
Also, bilateral trade between countries has been quite restricted by inefficient
border crossings, old and obsolete highways connecting the two countries, and
absence of railroads. In this regard, Georgia, Turkey and Azerbaijan signed an
agreement on construction of a railway line Baku-Tbilisi-Akhalkalaki-Kars that will
link the three countries and strengthen cooperation in the region. Apart from the
facilitation of the bilateral trade across countries, this railroad line will transform
Georgia into Turkey’s window to the greater market of Eurasia. It is also worth
noting that Turkey has been actively participated in supporting transport projects
in Georgia including the construction of oil and gas pipelines (Baku-Tbilisi-Ceyhan
and Baku-Tbilisi-Erzurum pipelines) and modernization of airports)?>.

4.5. Trade Openness

The openness indicator is measured as the share of exports and imports in GDP.
A higher openness index tends to indicate a more outwardly-oriented economy.

24 Most of the exemptions from free trade treatment (both in terms of complete exemptions from
liberalisation and tariff quotas (very limited)) are on the side of imports into Turkey. Exemptions
concern mainly such agricultural products as milk and cream, tomatoes, citrus, natural honey,
nuts, grape, tea, preservations nuts and fruits, cigarettes and other tobacco products, wine, fruits
and fruit juices.

25 There have been also attempts to launch FTA negotiations with the US.
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Trade liberalization reforms in Georgia have induced the increased openness of
Georgia’s economy. Particularly, the share of total trade of goods and services in
Georgia’s GDP has increased considerably (by +41.9%) over 2001-2006 and
reached about 90% of GDP in 2006 (see Table 4.2.). Imports of goods and services
have been playing more significant role than exports (e.g., 56.9% vs. 32.9% of GDP
respectively in 2006). Furthermore, the share of total imports has been expanding
faster than that of exports (by +46.3% vs. +34.3% respectively over 2001-2006).
Overall, Georgia’s trade openness has increased considerably over recent years,
with the higher degree of openness on the import side of trade.

Table 4.2. Georgia openness (GDP decomposition, current prices)

2001 2003 2006 % change
2001-2006
Exports of goods 245 31.8 329 +34.3
and services as % of GDP
Imports of goods 38.9 46.4 56.9 +46.3
and services as % of GDP
Total Trade as % of GDP 63.3 78.3 89.8 +41.9

Source: ADB, 2007.

4.6. The geographical composition of trade

The fifth rule of thumb focuses on the extent to which countries trade with each
other prior to the FTA. Where there is initially little trade with potential trade
partner, this signifies that the third countries are more efficient suppliers and thus
that the future FTA is more likely to result in trade diversion. Also, there may be
limited scope for trade expansion from forming a FTA between countries that do
little trade with each other. On the contrary, if in the initial situation the countries
trade significantly then it is more likely that they importing from the more efficient
suppliers and the chances for trade diversion are lower.

All calculations in this chapter are based on the World Integrated Trade
Solutions (WITS) database. However, it is important to note that the CIS countries
are known to have persistent problems in the recording of international
transactions explained by weak border control, a lack of control over parts of
territories (in the case of Moldova and Georgia), poor customs procedures and
evaluation techniques (Freinkman, Polyakov and Revenco, 2004). The consistency
of trade data over time is also a matter of concern. CIS countries anti-corruption
and customs reform initiatives influence the dynamics of their trade figures. As a
result, CIS trade statistics are often deficient and the exercise with comparing

CASE Network Reports No. 79/2008

51



52

Maryla Maliszewska (ed.)

mirror trade flows confirms this?® (see Table 4.3) with mirror trade statistics for
Georgia’s main partners).

Table 4.3. Georgia mirror statistics for main partners, 2006 (USD million)

Georgia trade Mirror trade statistics
statistics of trade partners

Export Import Balance Export Import Balance
Armenia 73.6 40.2 33.4 47.5 34.7 12.8
Azerbaijan 92.2 318.5 -226.3 285.3 49.2 236.1
Ukraine 57.0 303.2 -246.2 295.8 70.3 225.5
Russian 75.7 558.6 -482.9 446.4 68.4 378
Federation
Iran 2.7 40.3 -37.6 48.3 7.7 40.6
Turkey 124.9 522.4 -397.5 225.9 182.8 43.1
EU27 255.3 1060.9 -805.6 1159.4 648.9 510.5
Total 681.4 2844.1 -2162.7 2508.6 1062.0 1446.6

Source: WITS.

As can be seen from Table 4.3., major discrepancies appear in mirror data on
Georgia’s trade with Armenia and Azerbaijan (on Georgia’s export side), the EU
(Georgia’s export side) and Turkey (Georgia’s import side). One of the possible
explanations of such discrepancies is the misspecification of the country of origin
after the transit trough the territory of a transit country regardless of the share of
its content that actually comes from this country. For instance, the WITS data on
the EU imports from Georgia report USD 350.5 million imports of mineral fuels
(HS 27) making up 54% of total imports from Georgia to the EU in 2006. At the
same time, according to the WITS data for Georgia imports of mineral fuels equal
only USD 15 million (or 5.9% of Georgia’s total exports to the EU) (see Table 4.7
and Table 4.8). Since Georgia is a main transit route for Azerbaijani oil exports to
the EU, the misspecification of their origin is likely to arise.

Data discrepancies with Armenia and Azerbaijan are most evident for HS 87
commodity group “Vehicles other than railway or tramway rolling-stock, and parts
and accessories thereof” and can be possibly explained with the fact that Georgia
imports used cars from the Western Europe and then re-export them to its
neighbouring countries (ADB, 2007). In 2006, reported exports of HS 87 group
from Georgia to Azerbaijan and Armenia are 38.4% (USD 35.4 million) and 11.1%
(USD 8.2 million) of total Georgia's exports to these countries, while no such
imports from Georgia were reported by Armenia and Azerbaijan (see Appendix 2
Table 1 for commodity composition of trade with Georgia’s main trade partners). A
similar situation arises when looking at the data on exports of cereals (HS 10) from

26 Imports are recorded in CIF prices while exports are recorded in FOB prices, thus imports
should exceed exports by transportation and insurance costs.
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Georgia to Armenia (Georgia reports USD 11.8 million exports of cereals to
Armenia in 2006 while no such imports from Georgia are reported by Armenia).
Georgia was a net importer of cereals in 2006 (USD 109.6 million imports vs. USD
11.8 million exports); moreover, all exported cereals from Georgia were directed to
Armenia. Similarly, data on Turkey’s exports to Georgia seem to be substantially
underestimated.

In order to provide a consistent set of measures for the remainder of this report
we use Georgia's trade data for further analysis, however the reader should bear
the above considerations and caveats in mind.

Table 4.4 presents Georgia’s ten largest partners in 2006. The EU was Georgia's
largest trade partner accounting for 28.7% of Georgia’s total trade in 2006. It was
followed by three neighbouring countries Turkey (14.1%), Russia (13.8%) and
Azerbaijan (9%). Trade with the five largest partners attributed for 73.5% of
Georgia’s trade turnover in 2006 signifying its high geographical concentration.
Over the last decade, the role of trade with traditional CIS trade partners Russia,
Armenia, and Azerbaijan has been declining. At the same time, Georgia has
increased its trade with Turkey, Ukraine and Turkmenistan. Georgia has also
diversified its trade towards other partners — United Arab Emirates, China, United
States and Rest of the World. The registered share of trade with the EU has slightly
declined compared to 1996 due to the reduction of EU weight in Georgia’s total
imports (see also Table 4.9 below).

Table 4.4. Georgia’s 10 largest trade partners in 2006

Trade partner Trade Balance Balance Share Share
turnover as a share | in total in total
of bilateral trade, trade,
trade 2006 1996
million USD | million USD % % %
EU27 1316.1 -805.64 61.2 28.7 33.3
Turkey 647.3 -397.43 61.4 14.1 11.6
Russian Federation 634.3 -482.97 76.1 13.8 20.8
Azerbaijan 410.7 -226.35 55.1 9.0 11.6
Ukraine 360.2 -246.26 68.4 7.9 5.0
United States 188.5 -70.82 37.6 4.1 3.5
Turkmenistan 172.9 -29.25 16.9 3.8 2.0
United Arab Emirates 132.0 -86.23 65.3 2.9 0.1
Armenia 113.9 33.37 29.3 2.5 4.3
China 113.6 -92.95 81.8 2.5 0.1
RoW 497 .4 -199.7 40.1 10.8 7.7
World 4586.9 -2604.2 56.8 100 100

Source: WITS.
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4.6.1. Export Structures by Main Trading Partners

On the export side, the EU27 is Georgia’s most important trading partner. The
registered level of Georgia’s exports to the EU27 has grown substantially over the
last decade - by almost 8 times. As a result, the share of Georgia’s exports to the EU
in total Georgia’s export has expanded from about 16% in 1996 up to 25.7% in 2006
(see Table 45 and Figure 4.2.).

Traditionally, Georgia's exports were largely oriented to the CIS markets;
however, their importance as Georgia’s dominant destination markers has been
decreasing. This is especially pronounced for the Russian market, which was the
first among Georgia’s destination markets in 1996 and in 2001 (28.5% and 23.0%
respectively in total exports) and moved down to the fourth position in 2006 (7.6%
of total exports). This is partly due to Russia’s trade restrictions, as well as
Georgia's greater penetration into other world markets. At the same time, the share
of exports to the Ukrainian market has increased from 2.7% in 1996 up to 5.7% in
2006 (e.g., upon Russia’s trade embargo the Georgia's wine and spirits market is
shifting from Russia to Ukraine).

Turkey, Azerbaijan and Armenia were the second, third and fifth partners
respectively in 2006. The role of Turkey in Georgia’s export was almost the same in
2006 as it was in 1996 — about 13% (while in 2001 it made up 21.5% of Georgia’s
exports). Although in value terms, Georgia’s exports to Azerbaijan and Armenia
markets increased substantially (by about 3.7 times), still their shares in Georgia’s
total exports have declined as compared to 1996 and have increased as compared
to 2001. At the same time, there has been a considerable shift of Georgia’s exports
towards non-CIS partners such as United States, Canada and United Arab Emirates
(accounting for 5.9%, 4.9% and 2.3% respectively in 2006 vs. 0.7%, 0.0% and 0.0%
respectively in 1996). Also, Georgia’s export markets are becoming more diversified
(and thus less concentrated): the share of exports to the Rest of world has increased
from 4.4% in 1996 up to 13.3% in 2006.

Given the considerable weight of the EU as an export market and its growing
importance for Georgia over time, we can expect in accordance with the Sussex
Framework that there are opportunities for Georgian exporters to create more
trade on the EU market if barriers to trade are further reduced between countries.
Still, since the pre-FTA tariff barriers in the EU on Georgian goods are already low,
shallow integration effects as a result of the EU tariff reduction will not likely to be
significant for Georgia. At the same time, the elimination or reduction of regulatory
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Figure 4.2. Geographical distribution of Georgia’s exports, selected years
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Table 4.5. Geographical distribution of Georgia’s exports
Country name 1996 2001 2006
million % million % million %
USD USD USD

EU27 32.2 16.1% 64.3 20.1% 255.3 25.7%
Turkey 25.9 13.0% 68.7 21.5% 124.9 12.6%
Azerbaijan 24.3 12.2% 10.6 3.3% 92.2 9.3%
Russian Federation 56.7 28.5% 73.5 23.0% 75.7 7.6%
Armenia 21.0 10.6% 12.3 3.8% 73.6 7.4%
United States 1.3 0.7% 9.5 3.0% 58.9 5.9%
Ukraine 5.4 2.7% 11.7 3.7% 57.0 5.7%
Canada 0.0 0.0% 0.04 0.01% 48.9 4.9%
United Arab Emirates 0.0 0.0% 1.3 0.4% 22.9 2.3%
Iran 2.2 1.1% 4.3 1.3% 2.7 0.3%
CIS (other) 21.0 10.6% 36.3 11.3% 96.3 9.7%
RoW 8.7 4.4% 27.5 8.6% 132.0 13.3%
Total exports 198.8 100.0% 320.0 100.0% 991.3 100.0%

Source: WITS.

and institutional non-tariff barriers in the process of deep integration will enhance
Georgia’s export potential and improve its access to the EU market. There is also
the possibility of long term gains to the extent that opening up the domestic market
makes the Georgian firms more productive, and hence more competitive.
Becoming more productive (either because of reallocation effects or because of
firms increasing their productivity levels) will increase overall productivity in the
economy and raise levels of GDP per capita.
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From the EU perspective, the low level of trade with Georgia and the current
low level of tariff protection (GSP+ system) applied to Georgian products suggest
that there will be little scope for both trade creation and trade diversion effects. At
the same time, it should be taken into account that Georgia, as a transition
economy, is only partly reconstructed following the devastating collapse of USSR
industrial structures; the development of new industrial structures under the future
EU-Georgia FTA could well enhance the Georgia’s export potential in the EU
market in a longer perspective.

4.6.2. Export Structures by Commodities

The Sussex Framework suggests considering the sectoral pattern of trade in
order to help to identify (1) the sectoral distribution of likely trade creation and
trade diversion and (2) those sectors which are of particular importance to the
economies concerned. This is important from the perspective of economic
significance, but also important from a political economy perspective.

Table 4.2 presents the 10 largest commodity groups of exports in 2006
aggregated at HS-2 level, as well as changes in their exports over time. The ten
largest export groups are comprised of non-energy mineral products, base metals,
vegetables and foodstuffs, machinery and equipments, and chemical products.
“Iron and steel” HS group, mainly ferro-alloys and ferrous metal scrap, were the
major source of Georgia’s export (16.6% of all exports in 2006 vs. 5.9 % in 1996).
Iron and steel exports have increased as much as 14 times over 1996-2006. In 2006,
the key destination markets for iron and steel were Turkey (37.3% of all group
exports), the USA (18.7%), and Russia (14.2%).

The second most important export category in 2006 was “Beverages and spirits”
including wines and mineral waters, and made up 12.1% of total exports.
Beverages and spirits have lost its leading export position, though their exports
have grown by 7 times from 1996. The key markets for this group were Ukraine
(28.9%), Russia (28.2%), and the EU (22.6%). The second largest group of
agricultural exports included edible fruit and nuts (6.2% of total exports in 2006).
The key markets included the EU (77.4%), Russia (8.8%) and Ukraine (7.0%). “Ores,
slag and ash” group was the third and captured 8.2% of in 2006; its share almost
sustained over the period. The EU was the main destination market (85%). Vehicles,
aircrafts?” and machinery and mechanical appliances together comprised 19.2% of

27 Major part of aircrafts was exported to Turkmenistan due to the barter deals with Turkmenistan
against the debt on gas supplied to Georgia in 90-es.

CASE Network Reports No. 79/2008



FREE TRADE AGREEMENT BETWEEN THE EUROPEAN UNION AND GEORGIA

total exports in 2006 vs. 3% in 1996 and 8.8% in 2001. Their exports showed the
strongest growth by about 30 times from 1996. The key markets of vehicles (HS 87)
were Azerbaijan (48.4%), Turkey (12.4%) and Armenia (11.2%). Aircrafts (HS 88)
were mainly exported to Turkmenistan (83%) due to the barter deals with
Turkmenistan against the debt on gas supplied to Georgia in 90-es. The EU (43.8%),
United Arab Emirates (15.2%) and Turkmenistan (12.1%) were the key markets for
machinery and mechanical appliances (HS 84). The importance of precious stones
and metals also has grown over the period in total imports (from 0.5% to 5.2%).
Canada was the key destination market for this group (94%).

Overall, in 2006 as compared with 1996 there have been considerable changes
in the export structure of Georgia. The ten most important commodity groups in
2006 captured 75% of all exports, while in 1996 they were only 36% of total exports
(67.7% in 2001). Furthermore, there has been a shift in the export composition
from foodstuffs and agricultural products toward resource-based and high-
technology products over the last decade. Noteworthy, the share of all agricultural
and foodstuffs exports in Georgia’s total exports declined from 30.2% in 1996 to
23.7% in 2006.

Table 4.6. The 10 largest commodity groups of Georgia’s total exports, by 2 digit HS

HS Product description 1996 2001 2006
code
million % million % million %
USD USD USD
72 |Iron and steel 11.7 5.9% 50.79 | 15.87% | 164.8 16.6%
22 |Beverages, spirits 16.4 8.2% 53.59 | 16.75% | 119.6 12.1%
and vinegar
26 |Ores, slag and ash 13.7 6.9% 23.32 7.29% 81.7 8.2%
87 |Vehicles other than railway 2.1 1.0% 2.46 0.77% 73.2 7.4%
or tramway rolling-stock
84 |Nuclear reactors, boilers, 34 1.7% 11.68 3.65% 62.5 6.3%
machinery and mechanical
appliances
8 |Edible fruit and nuts; peel 10.9 5.5% 11.64 3.64% 61.7 6.2%

of citrus fruits or melons
and watermelons

88 |Aircraft, spacecratft, 0.4 0.2% 36.08 | 11.28% 54.9 5.5%
and parts thereof
71 [Natural or cultured pearls 0.7 0.3% 14.11 4.41% 51.4 5.2%

precious or semi-precious
stones, precious metals

31 |Fertilizers 11.9 6.0% 4.93 1.54% 46.6 4.7%
74 |Copper and articles 0.1 0.0% 7.67 2.40% 30.2 3.0%
thereof
Total 71.3 36% 216.28 | 67.6% 746.6 75.0%

Source: WITS.
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Table 4.7. The 10 largest commodity groups of Georgia’s exports to the EU, by HS 2-digit

HS Product description 1996 2001 2006
code
million % million % million %
USD USD USD
26 |Ores, slag and ash 13.4 41.5% 9.74 15.15% 69.4 27.2%
8 |Edible fruit and nuts 0.7 2.2% 6.93 10.77% 47.7 18.7%
84 |Nuclear reactors, 0.9 2.7% 2.61 4.05% 27.4 10.7%

boilers, machinery
and mechanical

appliances
22 |Beverages, spirits 1.1 3.6% 4.67 7.26% 27.0 10.6%
and vinegar
27 |Mineral fuels, mineral oils 4.7 14.6% 0.86 1.33% 15.0 5.9%
and products of their
distillation
31 |Fertilizers 2.7 8.5% 1.59 2.47% 13.3 5.2%
72 |Iron and steel 1.8 5.6% 4.90 7.61% 12.0 4.7%
87 [Vehicles other than 0.0 0.0% 1.00 1.55% 6.1 2.4%

railway or tramway
rolling-stock

20 |Preparations of vegetables, 1.1 3.4% 1.02 1.59% 5.0 2.0%
fruit, nuts

88 [Aircraft, spacecraft, 0.1 0.2% 0.11 0.17% 4.7 1.8%
and parts thereof
Total 26.5 82.30% | 33.42 | 51.96% | 227.6 | 89.20%

Source: WITS.

Table 4.8. The 10 largest exports of Georgia to the EU in 2006, by HS 2-digit (the EU mirror
statistics)

HS Product description million USD %
code
27 Mineral fuels, mineral oils 350.49 54.02%
and products of their distillation;
26 | Ores, slag and ash 69.81 10.76%
8 Edible fruit and nuts 50.00 71.711%
22 Beverages, spirits and vinegar 45.74 7.05%
85 [ Electrical machinery and equipment 25.98 4.00%
31 Fertilizers 19.28 2.97%
72 Iron and steel 13.27 2.05%
84 Nuclear reactors, boilers, machinery 10.75 1.66%
and mechanical appliances
76 | Aluminium and articles thereof 9.30 1.43%
74 | Copper and articles thereof 7.41 1.14%
Total 602.03 92.78%

Source: WITS.

Bilateral trade with the EU is more concentrated compared to Georgia’s total
trade, though Georgia has diversified to some extent its exports to the EU over the
last decade (see Table 4.7). Non-energy mineral products (ores, slag and ash)
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traditionally led the list of most important exports to the EU (27.2% in 2006),
though its share has declined compared with 1996 (41.5%). At the same time, there
has been a considerable rise in importance of edible fruits and nuts as compared
with 1996 and 2001 (from 2.2% in 1996 up to 18.7% in 2006), and beverages and
spirits (from 3.6% in 1996 to 10.6% in 2006). Machinery and mechanical appliances
was the third largest group and their share expanded considerably from 2.7% up to
10.7% over 1996-2006. Among other important export products to the EU were
mineral fuels (5.9%), fertilizers (5.2%), and iron and steel (4.7%), etc. As previously
mentioned, there is a huge difference in countries’ reporting of Georgia’s exports of
mineral fuels (HS 27) to the EU (see Table 48 for the EU mirror statistics).

Taking into the account the fairly low level of the EU tariffs on both Georgian
agricultural and non-agricultural commodities, the scope of shallow integration-
induced trade creation due to the tariff reduction is likely to be limited. In the
longer perspective, Georgia’s future comparative advantages still remain to be
created by investment in new economic structures (for example outsourcing by
Turkish industries) to take advantage of low Georgian labour costs.

4.6.3. Import Structures by Major Trading Partners

Georgia is an import-oriented economy, with a merchandise trade balance
making up about 33% of GDP. The EU is Georgia's largest supplier with a reported
29.5% share in Georgia’s total imports in 2006 (see Table 4.9, Figure 4.3). Georgia
is a net importer of the European products with the registered USD 805 million
negative trade balance in 2006 (or about 61% of bilateral trade). Over the last
decade, imports from the EU have grown by about 4 times, though the EU import
share has declined by almost 9 percentage points (from 38.3% to 29.3%). The
import share of Russia, the other principal supplier to Georgia, has also declined,
but to a lesser extent (from 18.5% in 1996 to 13.4% in 2001 and 15.5% in 2006).
Russia exports energy resources to Georgia and is also a significant exporter of food
products (mostly cereals and their preparations), machinery and mechanical
appliances, electrical equipment and vehicles (see Appendix 2 Table 1). Imports
from Turkey, third largest supplier in 2006, have risen by about 7 times from 1996
increasing its share from 11.2% in 1996 up to 14.5% in 2006. Turkey exports mainly
machinery and mechanical appliances, plastics, electrical equipments, chemicals,
paper and metal products. Azerbaijan is the forth largest Georgia’s importer with
share of about 9% in total imports in 2006 exporting mainly oil and oil products.

Ukraine’s share in Georgia’s imports has been substantially increasing over
1996-2006 (from 5.7% to 8.4%). Ukraine exports metals and metal products,
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Table 4.9. Geographical distribution of Georgia’s imports

Country name 1996 2001 2006
milion % million % million %
USD USD USD
EU27 263.1 38.3% 236.7 34.9% 1060.9 29.5%
Russian 127.1 18.5% 91.2 13.4% 558.6 15.5%
Federation
Turkey 76.6 11.2% 105.0 15.5% 522.4 14.5%
Azerbaijan 78.7 11.5% 73.2 10.8% 318.5 8.9%
Ukraine 38.8 5.7% 49.5 7.3% 303.2 8.4%
United States 29.8 4.3% 27.8 4.1% 129.7 3.6%
United Arab 0.6 0.1% 8.2 1.2% 109.1 3.0%
Emirates
China 0.1 0.0% 3.8 0.6% 103.3 2.9%%
Iran 2.7 0.4% 6.3 0.9% 40.3 1.1%
Armenia 17.2 2.5% 10.4 1.5% 40.2 1.1%
CIS (other) 8.6 1.2% 26.6 3.9% 163.9 4.6%
RoW 43.6 6.3% 39.9 5.9% 245.4 6.8%
Total 686.8 100% 678.7 100.0% 3595.5 100.0%

Source: WITS.

Figure 4.3. Geographical distribution of Georgia’s imports, selected years

Imports by destination
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Source: WITS.

machinery and vehicles, and food products (vegetable oils, tobacco, dairy
produce) to Georgia. The share of other CIS countries has also risen (from 1.2%
to 4.6%). The strongest growth over the period has been revealed by imports from
the United Arab Emirates and China driving their shares up to about 3% for each
(from almost zero level in 1996). The three major groups of United Arab Emirates
imports to Georgia include electrical equipments, vehicles, and machinery and
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mechanical appliances, while China supplies to Georgia machinery and
mechanical appliances, electrical equipments and footwear. The weight of United
States has almost sustained over the period (at about 4%), with such key imports
groups as vehicles, electrical equipments and machinery, and foodstuffs (meat
products, cereals, fish). Noteworthy, the share of the Rest of the world has been
also fairly stable (at about 6%). Overall, the share of CIS countries in total
imports has remained almost the same over the last decade, with a slight shift
from Russia to other CIS countries. There has also been a shift in Georgia’s
structure of import sources from the EU to new partners such as United Arab
Emirates and China.

The relatively high share of imports from the EU in Georgia’s total imports
suggests that there is some potential for trade creation arising from future EU-
Georgia FTA. At the same time, the fact that this share has been declining over
time may signify an increasing competitiveness of third country suppliers for
Georgia (Georgia has been shifting its sources of imports towards less-cost
imports from other partners). It is also the case that over 70% of Georgia’s
imports is from non-EU countries, which suggests scope for import supply
switching. Where this is from e.g. CIS countries with whom Georgia already has
an FTA (accounting for about 38% of total imports in 2006), then there is likely
to be welfare increasing trade reorientation. Where this is away from non-partner
countries than this would entail welfare decreasing trade diversion. The future
FTA may serve to increase the EU share in total imports and thus it is likely to
induce trade diversion as well; hence net welfare effect from this FTA for Georgia
will be ambiguous.

Nevertheless, bearing in mind the current low level of pre-FTA tariffs (with zero
tariffs for non-agricultural trade) in Georgia for all its partners, the shallow
integration-induced welfare effects are not expected to be significant. It is worth noting
that the there may be significant effects still to come from the 2006 tariff reductions in
Georgia (first of all, for non-agricultural products) in the form of i) the increase of
Georgia’s trade with its main partners, as well as ii) the trade re-orientation from CIS
partners towards non-CIS partners due to the reduction of preferential margin earlier
received by CIS bloc. However, the magnitude of these effects depends on how much
the differences in competitiveness across countries (CIS and non-CIS) are actually
affected by tariff changes. It is also important how far the improvements in the general
business climate in Georgia through trade-related and other reform measures succeed
in triggering a sustained period of high economic growth.
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4.6.4. Import Structure by Commodities

Natural gas and oil products, followed by vehicles, machinery and mechanical
appliances and electrical equipment topped the list of Georgia’s imports in 2006 (see
Table 4.10). The largest part of Georgia’s imports traditionally has been accounted for
by energy products, but their share has been significantly falling over 1996-2006
(from 38.8% to 19.8%). The key suppliers of mineral fuels (HS 27) are Azerbaijan
(34% of all imported mineral fuels), Russia (32%) and Turkmenistan (14%). Imports
of machine-building produce were represented by three commodity groups (HS 87,
84, 85) whose total importance (28.5%) much exceeded that of energy products in
2006. Over the last decade, their share has been expanding substantially — by over 19
percentage points, and by 7 p.p. compared to 2001. The major suppliers of vehicles
into Georgia were represented by the EU (55%), the US (13%), and Japan (8%), and
Ukraine (5.4%); machinery and mechanical appliances — by the EU (53.2%), Turkey
(16.5%), Russia (6%) and China (5.9%), followed by United Arab Emirates and
Ukraine (4.7% each); electrical equipment — by the EU (35%), Turkey (17%), United
Arab Emirates (15.4%) and Ukraine (8%). Imports of pharmaceuticals comprised
3.5% of total imports in 2006, which is greater than in 1996 (2.3%) but lower than in

Table 4.10. The 10 largest commodity groups of Georgia’s total imports, by HS 2-digit

HS Product description 1996 2001 2006
code
milion % milion % million %
USD USD USD
27 Mineral fuels, mineral 266.3 38.8% 155.48 | 22.91% 713.3 19.8%

oils and products
of their distillation

87 | Vehicles other than 8.3 1.2% 21.82 3.22% 401.7 11.2%
railway or tramway
rolling-stock

84 Nuclear reactors, 24.2 3.5% 69.46 | 10.23% 335.7 9.3%
boilers, machinery and
mechanical appliances

85 Electrical machinery 30.8 4.5% 55.58 8.19% 286.5 8.0%
and equipment

30 Pharmaceutical 15.6 2.3% 40.44 5.96% 124.2 3.5%
products

10 Cereals 65.0 9.5% 11.53 1.70% 109.6 3.0%

39 Plastics and articles 4.9 0.7% 14.77 2.18% 102.8 2.9%
thereof

73 Articles of iron or steel 4.6 0.7% 26.16 3.85% 98.4 2.7%

17 Sugars and sugar 35.4 5.1% 25.12 3.70% 76.6 2.1%
confectionery

72 Iron and steel 3.5 0.5% 11.34 1.67% 74.7 2.1%
Total 458.6 | 66.80% 431.70 | 63.61% | 2323.5 | 64.60%

Source: WITS.
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2001 (6%). The main importers of pharmaceuticals included the EU (60%),
Switzerland (10.6%), and Turkey (6.5%) and Ukraine (6%). Only two agricultural
commodity groups were among 10 largest import groups in 2006 in accordance with
HS 2-digit classification: cereals, with the 3% share, and sugars, with the 2% share.
The importance of these groups has been falling over the last years.

Georgia’s imports from the EU are concentrated in machinery and transport
equipment, chemicals, manufactured goods, as well as mineral fuels. In 2006, the
major HS 2-digit commodity groups of Georgia’s import from the EU included:
vehicles (HS 87) accounted for 20.8% of total imports from the EU, machinery and
mechanical appliances (HS 84) - 16.8%, mineral fuels (HS 27) — 9.4%, electrical
equipment (HS 85) — 9.4%, and pharmaceuticals — 7.1% together capturing for over
63% of total imports form the EU in 2006 (see Table 4.11). The structure of main
commodity groups imported from the EU has changed notably over the decade. The
most pronounced changes in 2006 vs. 1996 import structures have been observed for

Table 4.11. The 10 largest commodity groups of Georgia’s imports from the EU, by HS 2-digit

HS Product description 1996 2001 2006
code
million % million % million %
USD USD USD
87 Vehicles other than 2.7 1.0% 14.40 6.08% 221.0 20.8%

railway or tramway
rolling-stock

84 Nuclear reactors, 12.3 4.7% 39.69 16.8% 178.4 16.8%
boilers, machinery and
mechanical appliances

27 Mineral fuels, mineral 80.4 30.5% 19.08 8.1% 100.0 9.4%
oils and products
of their distillation

85 Electrical machinery 13.1 5.0% 21.35 9.0% 99.8 9.4%
and equipment

30 Pharmaceutical 3.8 1.5% 29.07 12.3% 75.6 7.1%
products

90 Optical, photographic, 3.0 1.2% 10.54 4.5% 33.2 3.1%
cinematographic,

measuring, checking,
precision, medical

instruments
33 Essential oils and 1.0 0.4% 4.73 2.0% 32.0 3.0%
resinoids; perfumery,
cosmetic
94 Furniture 2.9 1.1% 3.98 1.7% 26.6 2.5%
73 Articles of iron or steel 0.6 0.2% 12.10 5.1% 21.5 2.0%
95 Toys, games 0.2 0.1% 0.67 0.3% 18.9 1.8%
and sports requisites
Total 120.0 45.7% 155.6 65.8% 807.0 75.9%

Source: WITS.
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vehicles (a rise of almost 20 percentage points from 1996), mineral fuels (a decline
of over 20% p.p.), and machinery and mechanical appliances (a rice of about 12%
p.p.)- At the same time, 2006 import structure is much more similar to the 2001 one,
with only vehicles imports revealing a sharp change of 14 p.p. over 2001-2006.

As can be seen, Table 4.11 does not contain agricultural products. When looking
at agricultural imports from the EU to Georgia in 2006, there are two major
commodity groups included - beverages and spirits, HS 22 (1.7% of total imports
from the EU) and dairy products, eggs and natural honey, HS 4 (1.1%). These
products are among those under the highest tariff protection in Georgia — hence
there is some scope for trade creation and trade diversion effects in regard to these
products if they are included into the FTA?,

Under the future EU-Georgia FTA, trade creation and trade diversion are likely
to appear mainly in regard to those goods, in which the pre-FTA trade between
partners has been concentrated, that is in regard to machinery and transport
equipment, chemicals and manufactured goods. Furthermore, the EU will compete
with those partners, who import a similar set of goods into Georgia; hence the
future FTA may cause Georgia's trade to divert from those partners. On the
contrary, less trade diversion is expected in regard to partners with dissimilar
structures of exports to Georgia. When we compare Georgia’s imports from other
main partners with that from the EU, we conclude that the EU competes with the
US, Japan and Ukraine in regard to vehicles; with Turkey, Russia, China, United
Arab Emirates and Ukraine in regard to machinery and electrical equipment; with
Turkey and Ukraine in regard to pharmaceuticals. Imports from the EU in these
products currently predominate.

All the products referred to above are already exempted from tariff barriers in
Georgia suggesting that the current distribution of Georgia’s sources of those
imports does not incorporate tariff-induced distortions and imports come from
their most efficient suppliers. Therefore, we conclude that little direct shallow
integration-induced effects are likely to occur from any future Georgian FTA in
regard to these products. Distortions in trade are possibly created by non-tariff
barriers and thus cooperation between countries in this area should be welfare
increasing.

28 Imports of beverages and spirits made up 1.1% of total imports to Georgia in 2006; dairy
products — 0.9%.
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4.7. Finger-Kreinin Indices

According to the third and fourth rules of thumb, the extent to which trade
creation on the production side will occur depends on the degree of overlap in
production and trade structures across the economies of future partners, and on the
differences in relative costs of production between them. The more similar the
production bundles of the economies and the higher the elasticities of supply, the
greater the possibility of trade creation from the PTA, since countries are able to
source the good to the more efficient partner supplier (Gasiorek et al, 2006).
Otherwise, trade diversion is likely to occur.

The degree of similarity between two partners with regard to their trade or
production structures is measured by the Finger-Kreinin (FK) index. The FK index
is equal to 1 (or 100 if expressed as percent) when the structure of trade across the
two countries is identical, and is equal to 0 when the structure of trade is
completely different. Ideally, it is computed on the basis of production data, but
since it is not readily available, highly disaggregated trade data is used instead. We
have calculated the FK indices to measure similarities of export structures between
Georgia and its main trade partners — the EU27, Armenia, Azerbaijan, Ukraine,
Russia, Iran?’, Turkey, as well as across these partners at the HS 6-digit and 4-digit
level. Given the higher level of aggregation at the 4-digit level, the reported degree
of similarity is inevitably higher when compared to the 6-digit level. We also carried
out the same exercise for imports (see Table 414 through Table 4.15).

The FK indices measuring export similarities between Georgia and its main trade
partners are extremely low (see Table 4.12, Table 4.13). The highest FK index (19.11
at HS 6 digit level and 31.33 at HS 4 digit level) is between Armenian and Georgian
exports. The FK index for Georgia and the EU is 16.13 at HS 6 digit level and 23.29
at HS 4 digit level. The low FK index for Georgia and the EU suggests a low level of
export similarity between them. Therefore, according to the fourth rule of thumb
there is not much evidence to suggest trade creation on the production side under the
future Georgia and the EU FTA. Due to recent trade liberalisation in Georgia, it can
be concluded that Georgia is already undergoing the process of switching towards
more efficient sources of supply and deepening its trade specialisation. In regard to
other partners, Georgia’s export structure also does not overlap much with their
export structures either. Not surprisingly, if we consider the degree of overlap with
regard to imports we see that this is significantly higher. This occurs because of the
common need across the CIS countries for imports of intermediates and final goods
which are not produced domestically (see Table 4.14, Table 4.15).

29 Trade data for Iran is of 2005.
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Table 4.12. FK indices for exports, HS 6 digit, 2006

Georgia | Armenia |[Azerbaijan| Ukraine | Russia Iran Turkey
Armenia 19.11 -
Azerbaijan 5.89 1.80 -
Ukraine 10.03 5.00 9.26 -
Russia 5.96 3.22 53.94 21.14 -
Iran 4.26 1.56 62.63 4.94 38.90 -
Turkey 7.95 7.58 3.47 16.38 5.51 4.49 -
EU27 16.13 7.41 8.18 27.01 18.12 6.91 23.01
Source: WITS.
Table 4.13. FK indices for exports, HS 4 digit, 2006
Georgia | Armenia |Azerbaijan| Ukraine | Russia Iran Turkey
Armenia 31.33 -
Azerbaijan 7.35 2.49 -
Ukraine 18.42 9.18 11.70 -
Russia 11.60 5.23 55.83 25.50 -
[ran 6.98 2.93 64.86 7.48 42.01 -
[Turkey 12.47 10.72 4.74 21.26 7.18 7.65 -
EU27 23.29 10.08 10.42 34.49 20.77 9.76 27.89
Source: WITS.
Table 4.14. FK indices for imports, HS 6-digit, 2006
Georgia | Armenia |Azerbaijan| Ukraine | Russia Iran Turkey
Armenia 53.31 -
IAzerbaijan 39.76 32.23 -
Ukraine 37.92 35.52 38.41 -
[Russia 42.19 31.94 34.50 56.27 -
Iran 20.25 18.24 26.59 34.00 35.11 -
[Turkey 22.29 20.87 24.39 50.16 38.61 42.06 -
EU27 35.28 31.41 31.51 53.01 51.13 35.99 48.08
Source: WITS.
Table 4.15. FK indices for imports, HS 4 digit, 2006
Georgia | Armenia [Azerbaijan| Ukraine | Russia Iran Turkey
Armenia 64.11 -
Azerbaijan 51.97 47.65 -
Ukraine 53.57 50.59 46.40 -
Russia 54.62 44.17 44.36 56.27 -
Iran 39.29 37.46 36.33 42.74 43.44 -
Turkey 39.36 42.69 33.83 51.18 46.36 51.70 -
EU27 53.26 46.43 43.05 62.96 60.33 43.84 55.75

Source: WITS.

66

CASE Network Reports No. 79/2008




FREE TRADE AGREEMENT BETWEEN THE EUROPEAN UNION AND GEORGIA

4.8. Revealed Comparative Advantage

It is important to analyse the relative competitiveness of producers of the
partners of future FTA. Great differences in comparative advantage between
partners producing a similar mix of goods suggest that there may be a welfare
improving FTA (on the production side). When there are differences in production
efficiency and costs (i.e., relative competitiveness) between partners trade creation
arises since countries are able to source the goods from the most efficient and less-
cost FTA partner. In other words, countries have the potential to greater specialise
in those goods, in which they have a comparative advantage. The greater the
differences in comparative advantage the greater are the trade creation effect and
welfare gains.

The relative competitiveness of producers is usually measured by indices of
revealed comparative advantage (RCA). The RCA compares a country’s share of
exports in a given good with the world share of exports of this good. A country has a
comparative advantage when its share is above the world share for that good, that is
when RCA is greater that 1; disadvantage is expressed by an RCA that is less than 1.
We calculated the RCAs for Georgia and for the EU, as well as for all Georgia’s main
partners, namely Armenia, Azerbaijan, Turkey, Ukraine, Russia, and Iran, at the HS
6-digit level for 2006. Furthermore, to analyse the evolution of Georgia’s comparative
advantage over the last decade we also calculated its RCAs for 1996. We also
compared Georgia’s largest export items by export shares vs. exports with the highest
RCAs to show if Georgia exported products in which it had a comparative advantage.
In addition, we computed Georgia’s RCAs for non-agricultural exports in order to be
able to focus on this area. Finally we repeated the same exercise with respect to
Georgia’s exports the EU (see Appendix 1 Table 1 through Appendix 1 Table 13 and
Appendix 3 (Appendix 3 Table 1-Appendix 3 Table 6)).

The major conclusions about Georgia’s export structure and its RCAs are:

* Georgia’s export are fairly highly concentrated at the HS 6-digit level, in
comparison to those of the EU, Turkey, or the Ukraine, but considerably less
so than other countries in the region. The 15 top export sectors accounted for
about 62% of total exports in 2006. For comparative purposes the
corresponding figures for the following countries are given in brackets: EU
(21.13%), Armenia (80.9%), Azerbaijan (93.4%), Russia (78.4%), Turkey
(35.5%), Ukraine (36.6%), and Iran (90.5%). For Georgia, the principal
exports consist of ferrous-alloys, copper ores and concentrates, ferrous and
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copper waste and scrap, hazelnuts and beverages, and some machinery (see
Appendix1 Table 1). In almost all of these goods Georgia has a comparative
advantage, except for petroleum oils, HS 270900. Furthermore, 4 among 15
largest export items are simultaneously belong to the list of exports with the
highest RCAs in 2006, namely ferro-silico-manganese, hazelnuts without
shells, ammonium nitrate, and mineral waters and aerated waters (see
Appendix1 Table 2). At the same time, there is some potential for Georgia to
enhance its specialisation in other exports revealing the highest comparative
advantage.

There have been significant changes in Georgia’s export structure in 2006 vs.
1996. The 15 largest export sectors in 2006 made up only 12% of exports in
1996 (see Appendix 1 Table 1). The most significant rise of export shares has
been observed for ferro-silico-manganese, ferrous waste and scrap, hazelnuts
without shells, gold in other semi-manufactured forms and certain
automobiles. At the same time, the greatest positive changes in RCAs have
occurred for: ferro-silico-manganese, hazelnuts without shells, isotopes, and
white and other hydraulic cements; and negative changes - for thyme, bay
leaves (see Appendix 1 Table 2). The RCAs have remained almost unchanged
for ammonium nitrate, mineral waters and aerated waters, and petroleum oils
(see Appendix 1 Table 3, Appendix 1 Table 4). Overall, there has been high
positive correlation between changes in export shares and levels of RCAs over
time.

The relatively high concentration of Georgia’s exports is also true if we focus
only on non-agricultural exports (see Appendix 1 Table 5, Appendix 1 Table 6).
Just over 66% of Georgia’s non-agricultural exports were accounted for by the
top 15 sectors. Ferro-silico-manganese, isotopes, ammonium nitrate and white
cement top the list of exports with highest RCAs. At the same time, Appendix
1 Table 6 also contains machine-building produce such as: helicopters of an
unladen weight, parachutes and their parts, trucks. We also see that there has
been considerable change over time in the composition of Georgia’s non-
agricultural exports. The top 15 sectors in 2006, only accounted for 24.9% of
exports in 1996, and eight of the 2006 sectors had no reported exports in 1996.
In regard to the EU market: we can see again a higher concentration of
Georgia’s export to the EU: seven top export items (copper ores and
concentrates, hazelnuts without shells, waters, including mineral waters,
petroleum oils, ammonium nitrate, self-propelled bulldozers and angledozers,
track laying, and ferro-silicon-manganese) accounted for about 70% of all
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exports to the EU in 2006 (see Appendix 1 Table 7). Georgia’s most important
export items reveal even higher RCAs on the EU market in regard to the
following goods: hazelnuts without shells, nonradioactive and other isotopes,
hazelnuts in shell, copper ores and concentrates, and ammonium nitrate (see
Appendix1 Table 8). In addition, women'’s or girls’ suits of synthetic fibres,
graders and levellers, other seeds, fruit and spores, self-propelled bulldozers
and angledozers, track laying, manganese ores, and mineral waters also have
high relative competitiveness on the EU market. Noteworthy, that top 15
Georgia’s exports to the EU revealed on average a considerably higher
comparative advantage than the total exports to the world markets (see
Appendix 1 Table 1 and Appendix 1 Table 7). On the other hand, the top 15
export items with highest RCAs made up 68% of Georgia’s exports to the EU
market in 2006, and only 27% on the world markets; 8 among 15 largest
export items to the EU market simultaneously belong to the list of exports with
the highest RCAs in 2006 (see Appendix 1 Table 2, Appendix 1 Table 8). This
signifies that Georgia specialises its trade with the EU in sectors in which it
exhibits greater comparative advantage. Once again, we also see important
compositional shifts if we compare the top 15 exports in 2006 to those in 1996.

Next, we compare the preceding with the key exports for some of Georgia’s key
trading partners, in particular those in the region. Appendix 1 Table 13 and
Appendix 3, Appendix 3 Table 1-Appendix 3 Table 6 give the composition and RCAs
of the top 15 sectors for the EU, Armenia, Azerbaijan, Russia, Turkey, the Ukraine,
and Iran respectively. From this we note that there is little similarity between the
countries RCAs, as well as between countries top export sectors. We then explore
this more formally by computing the bilateral correlation coefficients of the RCA’s
at the 6-digit HS level across all the pairs of countries (Appendix1 Table 14). Overall
we see that the correlation coefficients extremely low, and indeed in most cases
negative, suggesting very little similarity in both the export patterns, and in the
revealed comparative advantage they indicate. Once, again this is evidence to
suggest that there is little likelihood on the basis of existing patterns of trade and
production of considerable trade creation arising from greater regional integration
among these countries. The highest correlation coefficient, though still rather low,
is that between Georgia and Turkey RCAs (0.2). There is little correlation between
Georgia and the EU RCAs (the FK index was also among the lowest between
Georgia and the EU=0.02).
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If we compare the FK indices and correlation coefficients, for example, for the
EU and Turkey: 16.13 and 0.02. (EU) vs. 7.75 and 0.2 (Turkey) respectively, we can
conclude that there is more overlap in exports between Georgia and the EU than
between Georgia and Turkey (see also Table 4.12 and Table 4.13). While for those
exports, which overlap, the RCAs are more similar between Georgia and Turkey. As
such, according to the third and fourth rules there may be more possibilities for
trade creation on the production side between Georgia and the EU than between
Georgia and Turkey.

4.9. Deep integration and Grubel-Lloyd index

With the reduction of tariffs to very low levels, coupled with the liberalisation of
services, capital and labour movements, it is possible that a new integration
dynamic in Georgian trade structures could be developing. However it is very
important to consider opportunities from the deep (positive) integration between
Georgia and the EU. The removal or reduction of existing non-tariff barriers
including regulatory, institutional and infrastructure impediments, could trigger
considerably higher welfare implications for Georgia than those induced by a
process of shallow integration.

The potential for gains from deeper integration depends on the extent to which
the FTA leads to convergence of regulatory and economic policies among partners.
The greater the countries’ convergence of regulatory policies, the greater is the
potential for welfare gains as a result of the FTA. This convergence implies both a
removal of barriers to trade that operate beyond borders (such as discriminatory
regulations, institutional impediments, etc.) and undertaking common policies to
promote trade and investment and to generate positive externalities and
productivity gains (Gasiorek et al, 2006).

Intra-industry trade (IIT) is a key indicator of existing and by implication
potential deep integration between partner countries in market terms. IIT takes
three forms. First, it is the exchange of similar goods of roughly similar qualities
and prices; secondly, it is the exchange of similar goods of different qualities and
prices; thirdly, it is the exchange of goods within a trade classification that
represents a vertically integrated supply chain (parts for finished or partly finished
goods). Each of these represents a way in which economic integration can
encourage the niche specialisation that generates productivity gains. These gains
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represent the main advantages of deep integration and may compensate for losses
to trade diversion from shallow integration (Gasiorek et al, 2006). The levels of IIT
are measured by the Grubel-Lloyd index ranging from 0 for no IIT between
countries to 1 (or 100 in percentage form) if all trade is IIT.

We computed the IIT indices for Georgia and its main partners in 2006 and in
1996 at the HS 6 digit level and in 2006 at the HS 4 digit level (for comparison). In
addition, for the purposes of comparison we calculated the IIT indices for the EU
and the same countries at HS 6 digit level. Table 4.16 shows the low level of IIT
between Georgia and the EU in 2006 (only 8.2% at HS 6 digit level and 9.9% at HS
4 digit level). Noteworthy, that in case of using the EU mirror trade data for
calculations of the IIT index between Georgia and the EU, the index equals 38.9%
for all bilateral trade and only 9.3% for all trade excluding mineral fuels, HS 27
group (reflecting the fact of that HS 27 group is the major discrepancy in Georgia
and the EU bilateral data).

Table 4.16. IIT indices for Georgia in 2006 (HS 6 digit and 4 digit levels), for Georgia in 1996
(HS 6 digit level) and for EU27 and Armenia in 2006 (HS 6 digit level), %

Georgia, Georgia, Georgia, EU27, Armenia,
HS 6 digit, HS 6 digit, HS 4 digit, HS 6 digit, HS 6 digit,

2006 1996 2006 2006 2006
Georgia - - - 38.89 (9.3%) 27.18
Armenia 16.29 14.41 13.59 18.45 -
Azerbaijan 7.78 12.38 4.74 3.21 -
Ukraine 3.24 12.87 3.68 14.33 7.80
Russia 13.44 23.05 15.37 6.16 15.24
Iran 23.07 18.06 16.80 3.34 38.69
Turkey 12.28 13.64 9.41 18.68 13.73
EU27 8.17 11.65 9.88 - 16.27

Source: WITS Note: * excluding HS 27 group (Mineral fuels, mineral oils and products of their distillation

The highest levels of IIT were revealed between Georgia and Iran and Georgia
and Armenia (see Table 4.16) — 23.1% and 16.3% at HS 6 digit level. Again, these
indices are sensitive to the bilateral data used. For instance, if we calculated IIT
index on the basis of Armenia’s trade data, the appropriate index equals 27.2%.

The low level of IIT between Georgia and the EU suggests about the low level of
existing deep integration between countries and confirms the earlier considerations
about the non significant overlap between Georgia and the EU trade patterns
(captured by FK index) and competitiveness (captured by RCAs). Nevertheless,
following the Deep EU-Georgia FTA the development of new industrial structures
in Georgia may strengthen intra-industry trade linkages.
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From the Georgia perspective, the eventual welfare implications from the future
FTA with the EU will depend on the success in converging its regulatory policies to
those of the EU, reducing trade-restricting barriers and creating the trade and
investment supporting regulatory and institutional framework. The effective
implementation of the above will result in closer relations between firms leading to
technology transfer; the creation of supply chains; the improved business
environment leading to the reduction of the risk premium on investment;
development of new industrial structures, etc. A greater level of Georgia’s regulatory
and institutional approximation with the EU would lead to higher welfare gains for
Georgia as a result of the future deep and comprehensive FTA with the EU.
Therefore, the continuation of the profound economic reforms in accordance with
the European standards and best practice, as determined by the PCA and ENP
Action Plan trade and investment provisions, is of primary importance for Georgia.

4.10. Conclusions

Georgia has almost done free trade on its side already for non-agricultural
products and significantly liberalised also imports of agricultural goods as a result
of the tariff reductions implemented in mid 2006. About 90% of tariff lines are
presently exempted from tariffs. From Georgia’s perspective, the overall conclusion
is that the low level of tariffs in Georgia suggests there is little scope for significant
shallow integration induced welfare effects (both trade creation and trade
diversion) arising from a potential EU-Georgia FTA. There are likely, however, to
be greater gains arising from appropriate measures of deeper integration.

Georgia’'s principal imports from the EU include: vehicles, machinery and
electrical equipment, pharmaceuticals, instruments and chemicals. All these
products are already exempted from tariff barriers in Georgia suggesting that the
current distribution of Georgia’s sources of those imports does not incorporate
tariff-induced distortions (thus little direct welfare effects are likely to occur from
any future Georgian FTA in regard to these products). Distortions in trade are,
however, possibly created by non-tariff barriers and thus cooperation between
Georgia and the EU on their reduction should be welfare increasing.

The reduction of import tariffs by Georgia in 2006 is expected i) to increase

Georgia’s trade with its main partners, as well as ii) to induce some trade re-
orientation from CIS partners towards non-CIS partners due to the reduction of
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preferential margin earlier received by CIS bloc. Such a trade reorientation is likely
to be welfare-increasing since importers can now freely (in terms of tariffs) source
from the most efficient suppliers. Moreover, opening up of the domestic markets
results in greater competition and force the Georgian firms to restructure and
become more efficient.

Bearing in mind the relatively low level of Georgian tariffs, when we look in
more detail at the trade patterns, and trade and production structures, of Georgia
and its’ main trading partners we conclude, that trade diversion is on balance more
likely than trade creation from a future EU-Georgia FTA. This is for the following
reasons: i) over 70% of Georgia’s imports are from non-EU countries, which
suggest a greater likelihood of import supply switching (hence trade diversion). At
the same time, the declining share of the EU in Georgia’s imports implies the
increasing competitiveness of imports from third country suppliers for Georgia; ii)
the low similarity between the production and trade structures of Georgia and the
EU along with the low correlation between the countries RCAs suggests that there
is little scope for trade creation on the production side (for the shifting of
production and trade to the more efficient FTA partner).

However, the EU is an important market for Georgia's exports and its
importance has been growing over time. Access to the large EU market allows
Georgian producers to exploit greater economies of scale, resulting in productivity
gains. Mineral products, edible fruits and nuts and beverages and spirits, machinery
and mechanical appliances, and iron and steel products are the main sectors where
Georgia has an export interest in the EU market. Overall, the evidence shows that
Georgia specialises in its trade with the EU in those sectors in which it exhibits a
high revealed comparative advantage. This includes (as of 2006) copper ores and
concentrates, hazelnuts without shells, other nuts and seeds including mixtures,
ammonium nitrate, waters, including mineral waters, self-propelled bulldozers and
angledozers, track laying, and ferro-silicon-manganese, nonradioactive and other
isotopes. Overall, on the export side we would expect that closer integration with the
EU is likely in the first instance to benefit most those sectors with a clear revealed
comparative advantage and where trade growth is already positive. Nevertheless,
owing to the low levels of pre-FTA EU tariffs, and non-tariff protection measures
(such as quantitative restrictions), the direct shallow-integration induced impact of
the FTA on Georgia’s exports to the EU is likely to be comparatively small. In the
longer perspective, Georgia's future comparative advantages still remain to be
created by investment in new economic structures (for example outsourcing) to take
advantage of low Georgian labour costs.
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Deeper integration is also likely to generate more substantial gains within the
Georgian economy itself arising from producing a more stable and attractive investment
climate and from increasing the competitiveness / contestability of the Georgian
economy. Probably, the most important issues in this regard includes harmonisation of
custom procedures and product standards, elimination of illegal payments, improving
trade-related infrastructure, reduction of border delays and transport costs and other
administrative barriers to trade. Here it is worth noting that Georgia has already
demonstrated substantial progress in addressing some of these issues in recent years.
Georgia and the EU also cooperate on the reduction of non-tariff barriers between them
in the framework of the PCA and ENP Action Plan’s implementation.

Not surprisingly, presently there is little evidence of significant deep integration
between the EU and Georgia as expressed by the intra-industry trade between
them. Nevertheless, following the Deep EU-Georgia FTA the development of new
industrial structures in Georgia may strengthen intra-industry trade linkages.

From the EU perspective, since i) the level of trade with Georgia is low for the
EU and ii) the EU tariffs are already low, if not non-existent, for Georgian goods
(GSP+ system), trade creation and trade diversion effects from the future EU-
Georgia FTA are not expected to be significant for the EU as well.

Turkey is also a relatively important partner for Georgia (second largest trade
partner in 2006). As the second largest trading partner Turkey might be vulnerable
to trade diversion towards the EU. This vulnerability is clearly greater than that of
Russia (the third partner) due to the fact that Turkey’s exports to Georgia are quite
similar to those of the EU, much more so than in the case of Russia which is mainly
selling oil and agricultural products. However, the dangers of trade diversion are
likely to be well mitigated by the fact that the preference margins for the EU will be
low, if non-existent, due to the low (zero tariffs for non-agricultural products) MFN
tariffs, the operation of a Georgia-Turkey FTA, and the likelihood that any deep
integration benefits that promote trade with the EU will also facilitate trade with
Turkey which has undergone regulatory harmonisation with the EU.

To conclude, the risks of welfare-decreasing trade diversion for both Georgia
and the EU as a result of shallow integration are low due to the current low level
of tariffs. Any big welfare gains therefore could come from deeper integration
between the parties, i.e. through a deep and comprehensive FTA and from the
reduction of the risk premium on investment as a result of the improved business
environment. The stylized implications of such scenarios are developed further with
the CGE model in chapter 9.
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5. Institutional and regulatory
harmonization issues in trade with
the EU and Georgia

5.1. Product standards

The system of standards, technical regulations and conformity assessment
serves two main objectives:
* Averting threats to public safety, health, and other public interests arising
from the use of product by ensuring product safety; and
* Recognition of Georgia’s products on international markets, which will bring

a better access to the EU markets.

The legislative base for standards system in Georgia consists of the following
(amended) laws, all adopted on 24 June, 2005: the Law on Standardization, Law on
Uniformity of Measurements (metrology), and the Law on Certification of Products
and Services (conformity assessment). The agency responsible for the system is the
National Agency for Standards, Technical Regulations and Metrology under the
Ministry of Economic Development (MoE; Agency’s Charter was approved by the
Minister of Economic Development in October 2005) and the Accreditation Center
under the same ministry. The Agency consists of the Department for Standards and
Technical Regulations charged with elaboration of standards (drawn up in
Technical Committees) and technical regulations, and the Institute for Metrology.
The Accreditation Center accredits private laboratories to conduct testing thus
ensuring separation of public and private functions in the quality assurance
infrastructure.

According to the principle of voluntary standardization, local entrepreneurs are

now free to use a great variety of standards: international standards, GOSTs (ex-
Soviet standards), and even their own standards. ISO standards are available to the
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local producers through the Agency which has an access to the ISO standards
database. Each standard applied by the producer should be registered with the
Agency. The Agency also carries out the registration of international standards
(mainly ISO standards) as national standards. The Agency has already registered
around 20 000 GOSTs, 400 ISO and ASTM (petroleum product) standards. The
application of GOSTs is still very wide. Adoption of new national standards based
on European norms, shows very little progress.

Reformation of legal framework on standardization, technical regulation and
accreditation in 2005 had to be followed by extensive elaboration and endorsement
of mandatory national technical regulations in relevant fields. However, the
progress in this field has been slow.

Government Decree No. 45 of 24 February 2006 recognized mandatory
standards and technical regulations which are being applied worldwide and, in
particular, by main Georgian trade partners, such as EU, OECD and CIS countries.
This has been a major trade-liberalization measure. Pursuant to the existing
legislation the domestic producers are entitled to produce according to EU and
OECD member states’ technical regulations and CIS GOSTs. The scheme of
application of foreign technical regulations is the following: the producer should
register the applied technical regulation at the Agency, which carries out the
expertise of the technical regulation in order to be sure that it is active. So far, there
has been only one case of registration of foreign technical regulation — Italian
technical regulation on gas stations.

The adoption of national technical regulations is sporadic and there is no overall
governmental policy in this area. Although the Law gives the priority to EU
Directives as a model on which the national technical regulations should be based,
it is doubtful whether this approach is firmly followed. The Institute for Metrology
is performing a systematization of regulations issued by different government
agencies. Below are a few examples of recently adopted regulations.

In 2006-2007, the MoE endorsed a number of technical regulations in the field
of metrology. The mentioned legal acts have been developed following the
recommendations of International Organization of Legal Metrology. In line with
relevant ISO and EU standards, new rules on accreditation of laboratories and
certification bodies have been introduced. In May 2007 the MoE adopted the Safety
Rules of Attractions, which is claimed to be based on German legislation.
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In June 2007, the Transport Administration under the MoE adopted technical
regulations in the field of transport safety (technical requirements for motor vehicles,
testing methods etc.) The regulations meet the requirements of EU Directive 96/96/EC
(on roadworthiness tests for motor vehicles and their trailers), except for ecological
standards, which were considered unfeasible at the current stage.

In 2006-2007 the Ministry of Agriculture adopted a number of technical
regulations in the field of pesticides and agrochemicals, in particular, the rules of
marking; testing and registration; storage, transportation, placement and use. The
regulations are broadly in line with international standards and EU rules.

As regards the ongoing legislative activity, the office of the State Minister for
Reforms is currently working on new architectural-construction rules. Soon, the
outdated Construction Norms and Rules (SNIPs) retained from the Soviet times will
be replaced by new technical regulations. New rules will be based on International
Building Codes of International Code Council (US standards) as well as Eurocodes.

Overall, however, Georgian quality assurance regulations are not consistent
with EU acquis. Georgia needs a solid regulatory strategy in standardization and

quality assurance consistent with deregulation policies. EU Directives on product
safety (2001/95/EC) and general product liability (85/374/EEC) should be
considered as the minimum framework for legislative harmonization between the
EU and Georgia. Further steps may also include the transposition into the national
legislation of some EU directives, including EU New Approach Directives, Global
Approach, Modular Approach and Sectoral Directives of Old Approach, as well as
the adoption of the Law on General Product Safety in line with Directive on product
safety (2001/95/EC). EU-Georgia ENP AP envisions establishment and
strengthening in Georgia a modern institutional system of technical regulation,
standardization, accreditation, metrology, conformity assessment, and market
surveillance system (which is completely inapt today) based on the practice of EU
Member States3’.

Another grave problem is the poorly exercised market surveillance function.
Since the food safety control is suspended until the end of 2009, the market
surveillance function is mainly performed by two bodies, Architectural-Building
Inspection under the MoE, which is responsible for oversight of construction
works, and the Technical Supervision Inspection, which oversees hazardous plants,

30 Other donors are also interested in this issue. Thus the World Bank is to undertake an
assessment of standards and technical regulations in Georgia.
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sites and works. However, current enforcement of safety regulations in Georgia is
weak by any measure. Even the SNIPs are not followed very thoroughly,
endangering the safety of new buildings.

In order to further streamline inspection methods and procedures, the office of
the State Minister for Economic Reforms is currently developing the concept of
reform of market surveillance system. According to the planned reform, these two
bodies will be merged while the functions of state administrative supervision and
conformity assessment will be separated. The latter will be carried out by special
inspection bodies (which may be private entities), which, along with already
existing laboratories and certification bodies, will constitute the conformity
assessment infrastructure. State administrative supervision will stay with a new
governmental body.

Regarding metrology, Georgia does not have a set of measurement standards
(“etalons”) and hence calibration of instruments lacks traceability. (Traceability is
a chain of measurements relating an instrument’s measurements to a known
standard.) Currently, the metrological services of neighbour countries, most
recently the Ukraine were used to compensate for this deficit.

In sum, while the separation of functions between the public and private sectors
in the quality assurance has been achieved, the state barely performs its regulatory
functions in the area of standardization and quality assurance. Conformity
certificates issued by Georgia are not recognized internationally. Domestic
consumers are poorly protected against risks associated with substandard products.

Summarizing, the measures adopted for recognizing EU/OECD/CIS standards
is a radical liberalizing measure, which eliminated NTBs on their import side. At
the same time, standards for domestic market are poorly administered.

The commitment of Georgia to approximate its legislation with EU acquis in the
area of technical rules and standards is provided for by the PCA, which suggests
that “the required actions [in quality assurance infrastructure] will facilitate
progress towards mutual recognition in the field of conformity assessment, as well
as the improvement of the quality of Georgian products”. Unfortunately, this
progress has been insufficient. ENP AP further detailed necessary actions in
regulatory convergence. The list of the actions reads as a program of the
development of standards infrastructure that has not been implemented so far.
Besides the minimal approximation with aquis in the priority sectors detailed
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above, Georgia should create etalon laboratories of international classification in
order to ensure a compatibility with international system of measurements; and
emphasize the development of market surveillance capacities based on the practice
of EU Member States, all of which was stipulated in ENP AP.

A Simple FTA between the EU and Georgia under the current incongruities in
the standards systems will not remove associated non-tariff barriers, which now
pose much larger impediment to trade than the already low tariffs of both sides, i.e.,
EU GSP+ and Georgia’s MNF tariffs. Better access for exports to the EU will
depend on how well Georgian companies adopt EU standards voluntarily. Georgia
does not have a diversified export-oriented economy and adopting EU standards
will surely help to establish new product lines which might become competitive on
the European markets. A Deep FTA with substantial investment in standards
infrastructure may bring substantial benefits but only in the medium- to long-term.

5.2. Customs

Customs in Georgia is administered by the Customs Department of the State
Revenue Service, which was set-up in April 2007, by merging the tax
administration with the customs administration and financial police, in order to
improve coordination of these agencies. Multiple and serious problems facing
Georgia’s Customs after independence (such as the weak control over borders,
widespread smuggling, general inefficiency, poor management, personnel
problems, corruption) have been seriously reduced since 2004, with a
comprehensive Customs reorganization. The old Customs organization was in fact
dissolved (in order to cope with massive corruption) and after that 80 percent of
staff was recruited on the basis of short term contracts. It is still to be seen how
decision on replacement of 80% of staff will influence the operational capacity and
efficiency of customs service.

Although Georgia still lacks jurisdiction over Abkhazia and South Ossetia, the
control over the borders of the rest of the country has been established, smuggling
and corruption drastically reduced, organization, management and human
resources strengthened, and efficiency improved. As a result, Georgia ranks
favourably in regards to the trade-related business environment - see, for example,
World Bank’s Doing Business survey (World Bank, 2008) and the American
Chamber of Commerce regional survey (U.S. Chamber of Commerce, 2008).
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Currently there are following Georgian normative acts defining main customs
matters: Customs Code and its secondary legislation, Tax Code (covering VAT,
Excise, customs duty, appeals, and fines), and the Law on Fees. New Customs Code
and subordinated legislative acts have been enacted on January 1, 2007. One of the
main goals of legislative changes was the harmonization of Georgian legislation
with European; consequently, the customs legislations of the EU and Latvia have
been used as the models for Georgia’s Code.

The main body of the new Customs Code of Georgia is harmonized with the
European Community Customs Code and the revised Kyoto Convention on the
Simplification and Harmonization of Customs Procedures and serves both trade
facilitation and fiscal purposes. The structure of and terms used in the Georgian
Customs Code are in compliance with the Community Customs Code. Like the
Community Code, the Georgian Code defines customs procedures and the rules of
their implementation, namely as formalities related to entry of the goods into the
customs territory; customs approved treatment or use; summary declaring;
customs procedures®!; methods of customs valuation; origin of goods etc.

New customs legislation brought some elements of EU customs practice in
Georgia, such as:

* Like in the EU legislation, there are no restrictions and barriers to movement
of the TIR Carnet goods in the Georgian territory.

* Procedures defined for cargo clearance by the customs checkpoints (at the
border) and clearance groups (customs territory) are in full compliance with
European legislation.

* Customs applies the customs declaration processing system ASYCUDA++
which is in concordance with the EU customs declaration format. The more
advanced ASYCUDA World system was launched on January 1, 2008.

* Georgian Customs uses the commodity nomenclature which is in compliance
with the Harmonized Commodity Description and Coding Systems of the
World Customs Organization, which means that it is also in compliance with
the EU goods commodity nomenclature.

However, differences with EU acquis still persist. Despite the facts that the

provisions of Georgian Customs Code are in compliance with European legislation,
there are several issues defined by the European Community Customs Code but
missing in the Georgian Customs Code:

31 Georgia applies all customs procedures defined in the Community Code, except for processing
under customs control.

CASE Network Reports No. 79/2008



FREE TRADE AGREEMENT BETWEEN THE EUROPEAN UNION AND GEORGIA

1. Post clearance audit has not been yet been established in Georgia albeit work
in this area has started®?. The related risk management system has been
introduced only very recently, in February 2008.

2. While Georgian legislation on customs valuation is in full compliance with
EU requirements and the Agreement on Customs Valuation of the WTO, the
practice of customs valuation quite often contradicts legislation, especially in
the case of imports from high-risk countries. The Georgian Customs directly
jumps from the transaction value method (the first method in the valuation
sequence) to the computed method (the sixth method in the sequence) thus
forgoing preceding four methods. As a matter of fact, reference price lists are
being used instead of computed method, which is a further contradiction
with EU and WTO rules. However, since Georgia has already moved to zero
tariffs for almost all industrial goods, the issue of Customs valuation is
relatively unimportant for customs duties, it however matters for the amount
of taxation on imported goods calculated on the basis of the customs value. It
is mostly a matter of agricultural produce, construction materials, and
excised products.

3. Customs Code of Georgia defines CN22 and CN23 postal declarations
(adopted by the World Customs Organization and World Postal Union and laid
down in the Community Customs Code as well as secondary legislation) but
the rules of their application do not comply with the EU rules of application.

4, Temporary admission procedure is fully in compliance with the European
Community Customs Code and Istanbul Convention33, except for one issue,
such as: upon temporary import of the goods with total relief from duties, in
case of extension of the pre-defined term, Georgian customs requests the
payment of 3% of import duties for each month, which contradicts relevant
provisions of the Code and Convention.

5. It is not possible to make deferred payment of customs duties in Georgia,
which is defined by the European Community Customs Code and its

secondary legislation.

As a general matter, the provisions of secondary legislation frequently
complicate customs procedures defined by the Customs Code of Georgia.
Regulators try to explicitly define specific details of each and every case in the
secondary customs legislation, which causes inflexibility of normative acts,

32 With the assistance of the EU Georgian Customs Project.
33 Convention on Temporary Admission, 26 June 1990, Istanbul.
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collision between provisions and, consequently, frequent changes to the legislation.
This is a major drawback of Customs regulations. Until clear and straightforward
implementation provisions are put into place, the implementation of Customs
legislation will be severely hampered.

Finally, the Ministry of Finance of Georgia is aware of the above legislative
incongruities and is currently working on solving them. The Global Competitiveness
of the Financial Sector Act, currently in the Parliament, is expected to bring
Georgian Customs regulations closer to the Community Customs Code.

An important issue of Customs control is the existence of the breakaway regions
of Abkhazia and South Ossetia which formally are included in the Georgian
Customs area. However, for practical reasons, the current situation of trade in the
region is not in line with internationally recognised rules. On the one hand,
Abkhazia and South Ossetia allow imports of goods from both Russia and Georgia
free of customs duties. On the other hand, Georgia considers all goods that enter
Georgia proper via Abkhazia and South Ossetia as smuggled, irrespectively of their
origin as there is no customs control between the breakaway regions and Georgia
proper. All goods that come into Georgia through South Ossetia and Abkhazia are
therefore considered by Georgia as illegally entering the country. Certificates of
origin are theoretically issued by Georgia for the whole country (including South
Ossetia and Abkhazia) although in practice no such certificates are issued for goods
originating in the breakaway regions.

The ENP AP envisions reinforcing customs controls on imports and exports of
pirated or counterfeit goods; developing an integrated border management strategy
by strengthening co-operation between customs and other agencies working at the
border; and developing EU-Georgia cooperation with regard to risk-based controls.
The Customs has implemented a new project on combating counterfeit importation.
Any company can now register their product with the Customs** in order to protect
the product from counterfeit importation. For example, the official exclusive
representative in Georgia of lighter brand “Cricket” has registered their product.

Border management has undergone serious changes in the last three years. A
multitude of Government agencies controlling the border gave way to just two — the
Customs and Border Guard under the Ministry of the Interior. However, some
functions at the border (most notably, phytosanitary and veterinary controls) are not

34 The procedure includes submitting photos of the product, its detailed description, etc.
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being adequately carried out. Risk-based controls have been successfully introduced
in the late 2007 and an EU-funded project is helping Georgia to further develop the
risk-assessment system and launch post-clearance audit. Nevertheless, the above
efforts represent just initial steps in reaching the goals spelled out in the ENP AP.
Georgia has signed Protocol on Mutual Assistance in Custom Matters with a number
of EU Member States. It remains to be seen if Georgian Customs are able to fully
implement those Protocols. Any future free trade agreement with the EU will contain
a protocol on mutual assistance in customs matters which will replace all existing
agreements with EU Member States for all matters of Community competence.

Customs reform in Georgia proceeds independently of the prospect of an FTA
with the EU. An impact of Simple FTA on the Customs will be minimal. A Deep FTA
could have a significant effect if it leads to a surge in trade between EU and Georgia
which would require a further harmonization in Customs matters, and especially in
the area of secondary legislation and practices.

5.3. Competition policy

The basic law governing competition policy is the Law on Free Trade and
Competition adopted on 3 June 2005. This Law replaces all previous laws,
regulations and decrees developed and adopted over more than a decade with
extensive international support. The new Law, however, is a step back with regards
to previous legal arrangements. It only touches on the regulation of monopolies and
its main thrust is in regulating state aids instead. The main issues of competition
law, such as the abuse of the dominant position, concerted practices, restrictive
agreements, mergers, publicly owned enterprises, and, to a large extent,
monopolies, were not addressed in the new Law.

The implementing agency of competition policy is the Agency for Free Trade and
Competition. According to the Law, the primary role of the Agency is to issue
recommendations to the central and local government authorities exercising state
aid programs. The authorities then make decisions on if and how to follow these
recommendations. The Agency’s investigative powers are limited. The Agency has
powers to regulate itself as well as proceedings under its auspices but has not
exercised those powers yet. The functions of the Agency require strengthening and
improvement in terms of efficiency and transparency. The independence of the
Agency should also be strengthened.
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It is clear that current legal and institutional framework does not provide for a
solid basis for an effective competition policy. As a result, powerful companies will
seek dominant positions on the market and eventually abuse them for profit reasons
reducing product variety and increasing prices. In the provision of public services,
economic rents for certain players may emerge fuelling rent-seeking and
corruption. Liberalization and de-regulation process undertaken by the
Government can not succeed in the end without a sound competition policy.

Georgia’s legal framework is clearly non-compliant with EU competition policy
in disagreement with Georgia’s obligations under the PCA and ENP AP.
Competition policy framework should be stressed in the review of the
implementation of these agreements, which give clear guidelines for strengthening
competition policy and its legal base.

Potentially, a Deep FTA+ with the EU may serve as a powerful tool to influence
Georgia’s policy in this respect. However, the impact of a Deep FTA+ may not be
sufficient to tip the scales, as the experience of the new EU Member States shows.
Problems with competition in those countries started to resolve only after the
accession, when the European Commission took control over competition policy.
In another perspective although, openness is the primary instrument of competition
policy for a very small economy, and here Georgia has done very well.

5.4. Property rights, corporate governance and accounting standards
Property rights

While the inviolability of property rights is guaranteed by the Constitution of
Georgia as well as adequately safeguarded by a number of legal acts, there have
been many cases of arbitrary depravation of property by the state in the recent
period. Hence there is a common perception that if the Government decides that it
wants to take possession of a particular property, for any reason, it will always find
a way of doing it.

The situation is aggravated by serious deficiencies of the judiciary system.
Judges are allegedly under undue influence from the executive thus seriously
jeopardizing the independence of the courts. Besides, after the reorganization of the
common courts in 2005, high level positions were given to relatively inexperienced
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judges. As a result, the level of competence and professionalism among judges has
dropped significantly.

However, foreign investors’ rights are protected better than those of domestic
investors, as the current Government actively seeks to attract foreign investment
and is very sensitive towards its international reputation.

Corporate Governance

The key normative act that defines the legal framework for companies is the Law on
Entrepreneurs, which is only partly compatible with EU company law. Since there is
no separate law on joint stock companies, their regulation falls under the purview of the
Law on Entrepreneurs. Joint Stock Companies in Georgia are rather poorly regulated,
with the Law providing only general or vague formulations on some important issues,
or none at all. The Law has been amended a few times since adoption.

According to the amendments on 30.03.2007, the partners whose shares
comprise at least 5% of the charted capital of joint stock companies has been made
entitled to request from the managing body of the company the copies of and
information on all transactions concluded or planned to be concluded on behalf of
the company. Another instrument aimed at protection of minority shareholders has
been introduced by the amendments on 24.06.2005 on mandatory tender offer,
which was later on refined by amendments on 11.07.2007. According to the new
regulation, if upon the acquisition of shares of the company the shareholder
becomes a controlling shareholder (with one-half of the voting rights), he/she is
obliged to make an offer to the remaining shareholders. Price of shares shall be
determined by independent expert or securities brokerage company.

On the other hand, a series of amendments to the Law on Entrepreneurs
reduced the level of protection of minority shareholders as well as the interest of
creditors and third parties. The requirement to pay up the half of the charter capital
of limited liability and joint stock companies have been abolished (amendments of
30.03.2007). According to the amendments on 24.06.05, the convocation of the
general meeting of shareholders is not any more obligatory if the shareholder with
75% of charter capital agrees with the issues to be discussed at the meeting.
However, this provision seriously damages the interests and rights of minority
shareholders, since the general meeting of shareholders is not a merely decision
making forum but an important mechanism for the minority shareholders to obtain
information about company. A newly established electronic entrepreneurial
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registry under the Tax Department of Ministry of Finance improves significantly
access to companies’ information.

The basic law for security regulation in Georgia is the Law on Securities Market
adopted in 1998 and amended in 2000, 2003, and 2007. In general, the Law shows a
considerable degree of comparability with EU legislation but not without gaps and
inconsistencies. Lober (2007) carried out a legal review of the harmonization of the
Georgian regulation on security market with that of the EU and made over a hundred
recommendations on bringing Georgian legislation up to European standards.

According to the recent amendments to the Law on Securities Market
(28.03.2007), the regulation of transactions with related parties has been introduced.
The amendments introduced the obligation of interested person to disclose to the
supervisory board of the company (or if the price of transaction exceeds certain
threshold - to the general meeting of shareholders) any transaction in which he/she
is an interested party. Such transactions should be approved either by the
supervisory board or by the general meeting of shareholders depending on the price
of transaction. However, the scope of application of the mentioned regulation is
limited to reporting companies® only.

Discrepancies between Georgian law and EU acquis include the scope of
information to be disclosed by companies. The scope is much more limited in
Georgia. Also, issues related to maintenance and alteration of capital of limited
liability companies are not adequately regulated and does not meet EU standards.
The regulations on reorganization of companies (mergers and divisions) are also
inadequate and incompatible with EU directives.

Here again, implementation is the central issue and the general weakness of the
legal system exacerbates the matters. Harmonization with the EU law has a long
way to go in this area.

Accounting standards

Accounting framework in Georgia is not very consistent. The joint stock companies
as well as other designated entities are required to use International Financial
Reporting Standards (IFRS) and publish audited annual financial statements.
However, there is a persistent gap between the IFRS version used by Georgian

35 Company the securities of which have been placed trough public offer or are admitted to trading
to stock exchange.
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companies and up-to-date version of IFRS, which is caused by delays in translation
and official enactment of IFRS as national standards. Thus, since 2005 Georgian
companies are required to use IFRS issued in 2004, which is rather outdated.

Another problem relates to compliance with IFRS, which is generally very low.
The compliance problem is mainly caused by the poor knowledge of company
accountants of the basics of IFRS, which often leads to low quality and unreliability
of financial statements. In addition, qualification requirements for audit firms
which carry out statutory audits were abolished in 2005. Nowadays an audit firm
without adequate technical expertise is entitled to audit a bank, an insurance
company, a brokerage house, or a public joint stock company.

In order to address existing shortcomings the draft law on accounting and
auditing was prepared by the government and submitted to the parliament. The
draft law assigns special powers of regulation to the accounting and auditing
profession to professional body.

The PCA and ENP AP contain provisions regarding property rights, company
law, corporate governance, and accounting standards. Georgia still has to carry out
deep domestic reforms in this area, with the help from the EU and other donors.
Effective implementation of the PCA and ENP AP is an important milestone on this
road, which has yet to be achieved.

A Simple FTA will have only limited effect in this regard. A Deep FTA+ might
help over a long term by exposing Georgian companies even more to the scrutiny
of their European partners and a change in business culture and judicial practices.

5.5. Intellectual property rights

Georgian legislation in Intellectual Property Rights (IPR) is largely compatible
with EU requirements, including EU Directives on enforcement of IPRs
(2004/48/EC) and Customs Regulation concerning customs action against goods
suspected of infringing IPRs (1383/2003). Recent harmonization steps included the
following:

Amendments to the Law on Copyright and Related Rights (adopted in June
2005) introduced and updated terminology in line with WIPO conventions of the
new copyright and related rights, regulated the copyright and related rights on the
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Internet, the intellectual rights of the authors of audio-visual works, intellectual
right protection of databases, rules on collecting societies, and lending right and
improving administering cable retransmission with proper procedures. These
changes brought the Georgian copyright law in line with the following EU
Directives: on the legal protection of computer programs (91/250/EEC); on rental
right and lending right and on certain rights related to copyright (92/100/EEC); on
the term of protection of copyright and certain related rights (93/98/EEC and
2001/29/EC); on the resale right for the benefit of the author of an original work of
art (2001/84/EC); on copyright applicable to satellite broadcasting and cable
retransmission (93/83/EEC); and on the legal protection of databases (96/9/EC).

Amendments to the Law on Trademarks (2005) strengthened procedures on
enforcement of trademarks, helped to combat production and distribution of
counterfeit goods, harmonized legislation with the First Council Directive
89/104/EEC on trademarks. It implemented the recommendations of the Caucasian
Brand Protection Group on legal practice in anti-counterfeiting measures.

Amendments to the Law on Custom Border Measures Related to Intellectual
Property (TRIPS; December 2005) fulfil TRIPS requirements (introduction of ex
officio procedures), introduce suspension procedures and establish product
registry. Any intellectual property right holder would have the right to register
objects of intellectual property and the right to require that the customs suspend
goods produced in violation of intellectual property. The amended Law complies
with EU Customs Regulation 1383/2003 concerning customs action against goods
suspected of infringing certain intellectual property rights and the measures to be
taken against goods found to have infringed such rights and the Resolution of the
representatives of the Governments of the Member States of 24 July 1984 on
measures to combat audio-visual pirating. It also incorporated the
recommendations of the Caucasian Brand Protection Group. Changes in the
Criminal Code of Georgia (passed together with the above amendments)
incorporate these three laws into the Criminal Code.

On 11 November 2005, Georgian Parliament ratified International Convention
for the Protection of New Varieties of Plants (UPOV). In order to implement the
obligations assumed under the Convention, the Law on Protection of New Varieties
of Plants was adopted (29 December 2006). In 2007, the Law was found in
conformity with the 1991 Act opening the way for Georgia to deposit its instrument
of accession. Georgia has recently deposited its instrument to the UPOV secretariat
and is supposed to become a member of UPOV shortly.

Under the new legislative framework the function of granting the selectionist
rights was transferred from the Centre of Protection of Plant Variety Breeder’s
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Rights of Georgia (Sakjishtsentri) under the Ministry of Agriculture (MoA) to the
National Intellectual Property Centre (Sakpatenti). According to the new law,
Distinctness, Uniformity and Stability test should be carried out by special
accredited body according to the rules set forth by the MoA on the basis of UPOV
Guidelines, however, the relevant rules have not been promulgated so far.
Therefore, plant varieties bred in Georgia cannot be confirmed as Novel (New),
Distinct, Uniform and Stable. The issues related with protection of selections
achievements in animal breeding have been regulated by the Law on Protection of
New Species of Animals (29 December 2006).

The lead agencies implementing the IPR policy include the Georgian National
Intellectual Property Centre (Sakpatenti) - in the area of industrial property rights,
patents, and appellations of origin; the Copyright Agency - in charge of copyrights;
Cultural Department in the Ministry of Foreign Affairs - responsible for copyrights
on literary, artistic, musical, photographic, and audiovisual works; and the Ministry
of Agriculture in charge of plant variety protection. Enforcement is carried out by
the Ministry of the Interior and the Customs Department as regards trade.

For further harmonization of the Georgian IPR legislation with EU st