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Foreign Direct Investments in Armenia: Opening the Doors is Not Enough

to Attract Investment

By Hasmik Hovhanesian and Heghine Manasyan, Yerevan

Abstract:

FDI continues to be an essential contributing factor to Armenia’s economic development. The Government of Arme-
nia, having recognized the importance of FDI in the economy, officially announced an “open-door policy” since its
independence. While this policy was positively reflected in several global indicators assessed by international orga-
nizations, there had not been tangible outcomes related to foreign investments in the economy, a fact explained by
several strong objective and subjective factors related to the current global economic situation. These trends will
continue in the absence of proactive and aggressive FDI generation and export promotion policies in the country.

An Open Door Policy

The Government of Armenia officially announced its

“open door” policy for FDI and foreign trade at the begin-
ning of its independence in 1991. Thus, the government
has continuously been working on improving the coun-
try’s business climate, which has resulted in improved
positions in different international ratings.

No limitations are placed on foreigners making
investments in Armenia, with the exception of land own-
ership, though foreign-owned companies registered in
Armenia have the right to buy and/or own land. Several
free trade zones have been established as an additional
tool for foreign investment promotion. In these resi-
dents are exempt from VAT and profit tax and benefit
from a “one window” principle for government services.
Recently, the government re-organized the FDI promo-
tion agency—the Development Foundation of Armenia
(former Armenian Development Agency)—to be bet-
ter equipped technically and professionally to generate
investments and promote exports. By law, foreign invest-
ments in Armenia cannot be nationalized or confiscated
except to serve national interests and must be accom-
panied by full compensation at current market prices.

Membership in the Eurasian Economic Union has,
however, brought several uncertainties to Armenia’s
business environment, leading to negative impacts on
domestic and international economic indicators. The
situation became even more severe due to Russia’s cur-
rent economic and political situation in the interna-
tional arena. Armenia’s economy is strongly dependent
on transfer inflows, imports of energy resources, and
exports of consumer products to Russia.

The major disadvantages of Armenia’s business
environment include corruption, lack of transparency
and frequently changing regulatory system, although
the government has introduced several reforms and
improvements have been made.

After a quarter of a century of independence, it
appears therefore that an “open door” policy to attract

investment does only half of the job. This article will
review some international indicators on the business
environment of Armenia. It will then show the necessity
of examining in detail what the barriers are to a more
consistent and stable investment flow, explaining thereby
why Armenia is still dependent on Russia.

International Indicators Measuring
Armenia’s Business Environment

The three South Caucasus countries have achieved vari-
ous results on international indicators. (For a list of the
ranking used, please see the Recommended Reading
section at the end of this article.)

In 2015, Armenia’s economic freedom score was 67.1
ranking the country in 52" place out of 186 countries.
Azerbaijan ranked 85" and Georgia ranked 22",

The Corruption Perception Index for Armenia in
2015 ranked it 95" among 168 countries. The rank of
Azerbaijan was 119 and the rank of Georgia was 48.
Corruption is an area that Armenia’s government has
to continue to improve.

Another measure of the business environment widely
used in the international arena is the Doing Business
Ranking, which measures business regulations across
countries. For 2016 Armenia improved its position from
45 place to 35" out of 189 economies, although Arme-
niain 2015 became a member of the EEU, the members
of which have worse positions.

Investors are looking into risks, too, especially polit-
ical risks. Armenia and Azerbaijan have disputes related
to the Nagorno-Karabakh region, which can easily esca-
late into a full-scale conflict as no experts see a resolution
in the short-run. For example, the political risk assess-
ment made by Delcredere|Ducroire, the Belgian public
credit insurer, was pessimistic.

Even though the Global Innovation Index placed
Armenia 61* out of 141 countries in 2015, it is the lead-
ing innovator for the high tech sector in the region.
There is strong interest among foreign companies, cur-
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rently dominated by the U.S. in Armenia’s IT sector, as

well as qualitatively high-level investments in this sec-

tor. There are several reasons for the competitiveness of
this sector in Armenia:

e Armenia was considered to be a “Silicon Valley” dur-
ing the Soviet era;

*  There were developed schools with more than 50
years history for I'T specialists;

* And the existence of over 7 million Diaspora all
over the world with a major concentration in the
USA and Russia.

None of these factors, however, can be attributed to pri-
vate sector development policies. Rather these strengths
are inherited from the Soviet era and from Armenia’s his-
tory. As the rest of the article will show, Armenia’s eco-
nomic development still very much depends on external
factors and especially Russia. Thus, Opening the door is
insufficient to attract enough FDI to generate sustain-
able economic growth.

Armenia’s Macro-Economic Indicators
Armenia has a population of 3 million. It does not
have large reserves of any natural resources that would
impact world market prices. Besides being landlocked,
it is blockaded by Turkey and Azerbaijan, with only
two access routes to the world market: through Geor-
gia and through Iran.

Since its independence, Armenia has taken serious
actions to transform its centrally planned economy into
a market-oriented one. As a result, Armenia’s economy
started to register a double-digit growth rate with a tan-
gible level of FDI. The positive trends in the economy
lasted until the global economic crisis in 2008, followed
by Russia’s economic crisis. After the global crisis, the
economy slowly started to recover registering a 2.6 per-
cent growth rate. The economy continues to be strongly
dependent on unfavorable external factors, with lim-
ited opportunities to implement expanding fiscal tools.

The Armenian economy in 2015 started with posi-
tive macroeconomic movements. The GDP growth rate
for the first nine months of 2015 was 3.3 percent, which
was mainly due to double-digit growth in the agricul-
tural sector at 11.3 percent. For the same period, FDI in
Armenia increased by 16.8 percent, followed by a 0.9 per-
cent and 26.6 percent decrease in exports and imports,
respectively. Although the economy was registering pos-
itive trends at the beginning of 2015, forecasting for
the whole year remains pessimistic taking into consid-
eration the situation in the world political arena and in
the economy of Russia.

In 2014, GDP increased by 3.5 percent. All major
sectors of the economy contributed to growth except
the construction sector, which registered a 4.3 percent

decrease. The agricultural sector registered a 7.2 per-
cent increase followed by the service sector (7.8 percent),
industry (2.7 percent), and trade (1.6 percent) increases.

Armenia joined the WTO in 2003. In 2015, Arme-
nia became a full member of the EEU, thereby back-
tracking on signing a deep and comprehensive agree-
ment with the EU. In mid-2015, Armenia and the EU
announced their readiness to work toward closer eco-
nomic relations within the context of the EEU.

Armenia’s major trade partners continue to be Rus-
sia, the EU, the US, Canada, Iran, China, Georgia, and
Turkey. Positive trends in Armenia’s foreign trade come
from increased diversification, while in the near past
Armenian exports and imports were dependent on just
a few countries.

Overall, the Armenian economy is greatly depen-
dent on external factors due to the high level of remit-
tances, a low level of domestic production compared to
imports, and the absence of a solid economy. The eco-
nomic downturn experienced by Russia means that the
net inflow of remittances from this country will decrease
(it constituted almost 80 percent of total remittances
in 2014, while remittances accounted almost 13 per-
cent of GDP in 2014), which will lead to weak private
consumption constraining economic growth. The dra-
matic reduction in oil prices will inflame the situation
even more as Russian consumption will also decrease,
while this market constitutes almost 20.3 percent of all
exports for Armenia. Russia’s problems will have nega-
tive impacts on FDI inflow as well, because free access
to the Russian market is considered one of the major
incentives for making investments in Armenia, while
decreased consumption there could mean non-profit-
ability of the investments in Armenia.

Foreign Direct Investment Structure and

the Business Environment of Armenia

The level of FDI is a direct reflection of any country’s
economy. Armenia is not excluded from this rule. Arme-
nia conducts a relatively open-door policy for investment
promotion. Currently, there are no restrictions on the
volume and type of foreign ownership, access to finan-
cial sources, conversion or repatriation of capital and
earnings including branch profits, dividends, interest,
royalties, or management/technical service fees, wire
transfers, and staff recruitment, including the number
of foreign employees, according to the laws and regu-
lations of Armenia.

The only limitation is related to land ownership,
which means that a foreigner cannot buy and/or own
land in Armenia as a physical entity. However, a legal
entity registered in Armenia has the right to buy and/
or own land. In addition, foreign companies have the
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same rights as domestic companies. There are also no
sector-specific restrictions.

Foreign investments could not be nationalized, con-
fiscated, or expropriated except in cases of natural or
state emergency, although in all cases fair and market-
oriented compensation would be implemented accord-
ing to the legislation of Armenia.

Armenia’s relatively stable economy is a key fac-
tor for FDI promotion, despite the facts of erratic eco-
nomic growth, inflation and dependency on external
factors. This situation can be explained by the strong
willingness of Armenia’s government to integrate into
the world economy, officials’ activities improving the
business environment, as well as by strong relations with
the IMF, which supports Armenia’s economic policy.

In 2015, the government reformed the investment
generation and exports promotion agency, offering for-
eign investors a one-stop shop for assistance. The newly
reformed agency is called the Development Founda-
tion of Armenia and provides consolidated services for
(potential and acting) foreign investors and exporters.

The strongest advantage of the foreign investment
environment is the quality/cost relation of the Arme-
nian labor force. Most of the young labor force is tri-
lingual and freely speaks Armenian, Russian, and Eng-
lish. Moreover, the labor force is mostly natural science
oriented and the country has developed schools for IT
specialists since the Soviet times, which explains why
the software development sector constituted more than
3.5 percent of total FDI in Armenia for 2014.

Membership in the EEU is another incentive for
foreign investors as “Made in Armenia” products have
free access to Russian, Kazakh, Kyrgyz, and Belaru-
sian markets. The Iranian market could also be consid-
ered an incentive for foreign investors, especially after
the lifting of sanctions on Iran imposed by Western
countries. Currently, Armenia’s regional strategic part-
ners are Russia and Iran, which is mainly explained by
mutual political interests in the region. Armenia needs
to create mutually beneficial conditions for the econo-
mies of Armenia and Russia and/or Iran to avoid the
risk of diminished access to these markets.

Another positive factor that will influence the Arme-
nian economy is the lifting of sanctions on Iran by the
US and the EU. Armenian businessmen now have the
green light to work in the Iranian market, as do Iranian
investors interested in free access to the Russian con-
sumption market.

After the global crisis, the level of FDI in Armenia
in 2013 decreased to about a third of its previous level,
to $370 million down from $944 million in 2008. The
main country investing in Armenia in 2014 was Rus-
sia, which sought to control the electricity, gas, steam,

and air conditioning supply sector of the economy. In
2013 and 2012, France took the lead in making invest-
ments in Armenia. The targeted sector for France was
mainly telecommunications with the launch of Orange.
Investments from Germany were mainly in the mineral
products sector.

In 2015 Swiss investment went to the mining sector,
while investments from Luxembourg and Russia went
to electricity, gas, steam, and the air conditioning sup-
ply sector. Both France and the UK were interested in
alcohol production. The UK has also shown interest in
investing in Armenia’s mining sector.

At the same time, several free trade zones (FTZ)
have been established as an additional tool for foreign
investment promotion, where residents are free from
VAT, property tax, customs duty and profit tax followed
by “one window” principle government services. FTZs
are located in different cities throughout the country
including the capital of Armenia.

Currently, the major sectors targeted for attracting
FDI by the Government of Armenia include:
¢ Wine (with Tierras de Armenia and Pernod Ricard

as major foreign investors);
¢ Pharmaceuticals (with Darmantest Laboratories and

Fruitsmax as major foreign investors);
¢  Tourism and hotel construction (with Marriott,

Golden Tulip, Best Western, and Hilton hotels as

major foreign investors)

*  And the IT sector (with Microsoft, Sun, and Synop-

sys as major foreign investors).

Renewable energy, food processing, R&D, jewelry, and
clothing sectors are also considered targeted sectors for
FDI promotion in Armenia. The sectors’ development
strategies were prepared with the main stress on FDI gen-
eration and exports promotion. At the same time, sev-
eral international exhibitions were organized in Armenia
with the strong assistance of the government, includ-
ing co-financing for the participation of domestic pro-
ducers representing the targeted sectors in international
exhibitions outside of Armenia.

With strong advantages for FDI promotion, there
are also several disadvantages in Armenia’s business cli-
mate. The major disadvantages of the business environ-
ment of Armenia are a lack of transparency in the reg-
ulatory system and a relatively high level of corruption,
although the Government of Armenia has introduced
several reforms and tangible improvements. Monopoly
is another issue, but it is more or less related to the stra-
tegic and natural resource oriented sectors of the econ-
omy. The government has taken limited measures in this
area, such as establishing the anti-monopoly State Com-
mittee on the Protection of Economic Competitive-
ness in 2001.



CAUCASUS ANALYTICAL DIGEST No. 82, 20 March 2016

Despite the current international political and eco-
nomic climate, Armenia can guarantee a stable and
strong capital inflow into its economy by implement-
ing proactive foreign investment generation activities.
Armenia can act as “a window” to the markets of Rus-
sia and Iran, suggesting mutually beneficial conditions
for all three countries. Otherwise, the Armenian econ-
omy will continue to be dependent on the external envi-
ronment with little or negative growths in all sphere of
the economy.

In conclusion, having an open door policy is an
important, but obviously not sufficient condition for
effective FDI inflow into the economy of the country.
Armenia is the best example of it. The Government of
Armenia had to continue to improve the business envi-
ronment, stressing transparency of the regulatory system,
fighting against corruption, and stressing diversification
of investments by sector and by region with a proactive
investments generation and exports promotion policy
and actions. This kind of policy will have tangible posi-
tive impacts on the economy by increasing employment,
income levels and independence from external factors.

Conclusion

Armenia is characterized as being a small country in all

economic characteristics, starting from area of land and

population and ending with the existing volume of nat-
ural resources. Armenia is also a landlocked country that

About the Authors

is blockaded by Azerbaijan and Turkey. Moreover, the
Armenian economy is strongly dependent on the exter-
nal environment, especially the Russian economy, mak-
ing Armenia vulnerable to changes within Russia’s eco-
nomic, political, and social areas.

Despite these negative aspects, Armenia has a good
pool of qualified labor, which is the major reason for the
inflow of FDI into the country. There are two strong fac-
tors for foreign investors as well: 1) EEU membership,
allowing foreign businessmen to export “Made in Arme-
nia” products without any obstacles into the Russian
market, and 2) the lifting of sanctions on Iran—another
market for “Made in Armenia” products—which will
permit Iranian investments in the Armenian economy
to freely reach the Russian market.

In addition, the attitudes of international organiza-
tions could be summarized as being medium positive
yet more inclined to higher levels.

Thus, to use all these opportunities, the Government
of Armenia should be proactive in investment genera-
tion and export promotion, stressing improvements in
legal transparency and a decrease in corruption levels in
all arenas of the country. Proactivity also requires con-
tinued, interlinked and interrelated actions by all bod-
ies of the government related to the actions of country-
image building in the targeted market of investments
generation and exports promotion.
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FDI in Azerbaijan: A Structural Analysis of the Business Environment

By Hannes Meissner and Johannes Leitner, Vienna

Abstract:

Although Azerbaijan could be an attractive destination for international business endeavors, there are mas-
sive barriers in practice. The national economy of Azerbaijan is divided among several clientelistic networks,
capturing state institutions in order to back their own business activities and keep out competitors. Oppor-
tunities are limited to areas in which international firms channel technology into the country that cannot
be provided locally. However, even in such cases, Western enterprises still have to comply with the particu-
larities, rules and norms of the local clientelistic system in order to be successful.

Great Potential
At first sight, Azerbaijan could be an attractive destina-
tion for doing business. The country is rich in natural
resources. Oil and gas extraction produce high incomes—
money that is available for investments and thus could
boost business. Although the country currently suffers
from low oil prices and a decline in oil production, it is
economically still in a different position than its resource-
poor post-Soviet counterparts. At the same time, Azer-
baijan has proved to be a reliable business partner in the
energy sector since the signing of the “Contract of the
Century” in 1994. The country has, moreover, taken
decisive reform steps, like the establishment of the State
Oil Fund of Azerbaijan Republic (SOFAZ) in December
2000 and the implementation of the Extractive Industries
Transparency Initiative (EITI) since 2003. In 2007/08,
Azerbaijan even led the world as the top reformer in the
World Bank’s Ease of Doing Business Index. Is Azerbaijan
thus a reliable destination for Western business in general?
This contribution demonstrates that the picture is more
complex. In fact, the aforementioned reform measures have
been isolated steps, well-orchestrated by the otherwise cor-
rupt and authoritarian elite. At the same time, Western
investments remain rare outside the oil sector. As a locally
well-connected Austrian businessman told the authors:
“You often meet foreigners with high expectations, coming
to explore business opportunities. They want to take partin
the country’s ‘gold rush’. But this isan illusion. They always
get disappointed very quickly.” The following sections high-
light the reasons behind these issues. First, we take a look
beneath the surface of formal institutions, revealing that
the national economy of Azerbaijan is divided among sev-
eral clientelistic networks, capturing state institutions to
realize their particularistic business interests. Next we ana-
lyze the impact of this constellation on Western businesses,
providing a basis for our conclusions.

Informality: The Merger of Politics and
Business

In OECD countries, formal institutions dominate. They
work in a legal-rational manner and are characterized by

predictability and impersonality. There is a differentiation
between the private and the public sphere and thus a—
more or less—clear boundary between politics and busi-
ness. However, in many countries worldwide, formal and
informal institutions collide and mix in hybrid ways. In
this context, private actors seize public institutions to real-
ize their particularistic interests of accumulating ever more
power and private wealth. For this purpose, they systemat-
ically abuse, side-step, ignore, or even tailor formal institu-
tions to fit their interests. Azerbaijan is a typical example.
The informal power system of Azerbaijan has often
been characterized as a pyramid structure, of which the
different levels are bonded by patron-client relationships.
While the system unites different—rto a certain degree
rivalling—clientelistic networks, the president of the
country is the central and final arbiter. As a leaked U.S.
cable emphasizes, this system dominates the business
sphere: Certain sectors of the national economy are con-
trolled by a handful of well-connected families who, at the
same time, control certain geographic areas. Conflicts are
kept low by a central agreement to divide the spoils and
not to interfere in each others’ sphere. As the cable fur-
ther highlights, the families also collude, using govern-
ment mechanisms, to keep out foreign competitors, and
official entities, such as the State Border Services, State
Customs and tax authorities, create barriers that only
the best connected can clear. The results are enormous
opportunity and wealth for a small handful of players.
In order to describe this system of elite networks, the
term “clan” is often used. There are traditionally three
clans that are said to have influence: The Nakhchivan
clan, the Yeraz clan and the Kurdish clan. However, it
is important to note that these groups are not linked to
traditional roots, but rather emerged around high-ranked
members of the local Soviet nomenklatura. At the same
time, since the turn of the millennium, clan loyalties have
increasingly lost out to commitments of mutual business
interests. Patriarch Heydar Aliyev’s death in 2003 and
the transfer of power to his son Ilham accelerated this
development. In regards to the contemporary elite struc-
ture, the literature speaks of the “old guard”, the “oli-
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garchs” and the ruling “family”. In times of economic
crisis, a centralization of the informal system has recently
taken place, since the president has strengthened his role.
Within this overall constellation, the closest power cir-
cle around Ilham Aliyev is said to consist of seven groups,
and even these groups are identified with key individu-
als. Two of them are first and foremost political actors,
whereas two others are active in the business sphere and
the final three unite political and economic power. Ramiz
Mehdiev, chief of the presidential administration and
Ramil Usubov, minister of the interior, have major polit-
ical influence. Concerning cadre policy and suppression,
they are described as “the guys behind the doors”. They
are part of the “old guard” and Mehdiev is said to belong
to the Nakhchivan network. These individuals obviously
run their own businesses as well, although on a small scale.
The other five players are all associated with big holdings.
The exact structure of these holdings remains unclear, but
the ruling family is said to have decisive influence in all of
them, owning 70 to 80 percent of the shares. Kamalad-
din Heydarov, minister of emergency situations, is con-
nected to the GILAN Holding. Ziya Mammadov, min-
ister of transportation, is related to ZQAN Holding. The
national aviation company Jalal and the Silkway Holding
are associated with Jahangir Askerov and his wife Zar-
ifa Hamsayeva. The PASHA Holding is connected to the
family of Mehriban Pashayeva, the First Lady.
Kamaladdin Heydarov is the most powerful oligarch
in the country. As a member of the Nakhhchivan network,
his father was a close ally of Heydar Aliyev. Kamalad-
din Heydarov gathered massive wealth as chairman of
the State Customs Committee, as significant illicit pay-
ments were paid up the food chain. The Heydarov fam-
ily is active in food processing, agriculture, construction
business, real estate, chemicals, textiles, tourism, bank-
ing, and insurance. Ziya Mammadov is said to be the
second biggest oligarch, active in passenger transport
and cargo shipments, the construction business, insur-
ance and banking. The Pashayev family, geographically
rooted in Baku and the Absheron peninsula, are less rich
than the others, but due to their political status, the sin-
gle most powerful family in Azerbaijan. PASHA Hold-
ing is a conglomerate including Pasha Bank, Pasha Insur-
ance, Pasha Construction, and Pasha Travel. The family
furthermore owns a local TV station and a mobile phone
provider. They are also active in the cosmetics industry.

Implications for International Enterprises

The major problem for Western enterprises in this mar-
ket is the quasi-monopolistic character of most of the
important industries. The economic influence of the
inner power circle combined with their political influ-
ence hardly leaves room for competitors who act against

the ruling elite’s interests. Nevertheless, there are oppor-
tunities for foreign businesses in areas that require high
technology, which local companies are not capable of
delivering. Foreign firms might get project financing for
such efforts, a point that is increasingly crucial.

With the international slump in oil prices and the con-
sequent depreciation of the country’s Manat currency, the
Azeri regime has been forced to address the diminishing
resource inflow and must therefore seek additional foreign
funding for its prestigious projects. Another endeavor that
severely stressed the regime’s budget, with an officially
stated expenditure of $1.2bn was the “European Games”
that took place in summer 2015. However, these figures
raise serious skepticism as the real costs are probably much
higher considering that the price tag for the new Olym-
pic Stadium alone was $600 million. The country’s declin-
ing macroeconomic performance has also been reflected
in fluctuating GDP-growth rates (year-on-year) over the
previous years with a low in 2011 0f 0.11%, 2.2% in 2012,
and a high in 2013 of 5.8% which was followed again by
adecline to 2.8% in 2014. The sustainable drop in oil prices
revealed—once again—the vulnerabilities of Azerbaijan’s
economic model, i.e. the high dependence on oil revenues,
the low diversification of the economy and the problem-
atic business environment'. In response to the latest mac-
roeconomic developments of the country, the EBRD iden-
tified three key priority areas to reshape the economy: (i)
Accelerating diversification of the economy, (ii) strength-
ening regulations for, and governance of, the financial sec-
tor, and (iii) a conservative budget for 2016 that reflects
the country’s declining economic performance.?

Azerbaijan is eager to present itself internationally as
a reliable partner offering a wide range of business oppor-
tunities. The European Games were just one recent exam-
ple for this strategy as Sports Minister Azad Rahimov put
it in a2 2015 BBC interview, “After the European Games
in Baku, people across the world will know that Azerbai-
janisin Europe™. In contrast, the reality for international
firms initiating business activities in the country looks
quite different and leaves frustrated those projects that
do not take advantage of a “krysha”, i.e. a protector who
guides the project through the informal networks which
are crucial for successful operations. These informal deci-
sion-making platforms exist parallel to the formal institu-
tions such as ministries, supervisory bodies and licensing
offices, and are responsible for granting necessary permis-
sions, licenses and clearance from tax authorities. The
most difficult question for a foreign investor probably is

1 BEEPSV Survey. <http://ebrd-beeps.com/countries/azerbaijan/>
2 EBRD Transition Report 2015-16. <http://2015.tr-ebrd.com/
en/countries/#>

3 BBCReporton the European Games in Azerbaijan 2015 <http://
www.bbc.com/news/world-europe-32977924>
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to determine the quality of the protector/broker. Is the
contact person trustful and well established in the inner
circle? When Western enterprises want to implement sub-
stantial business projects, they need direct personal access
to high level power circles. However, given the economic
crisis and the centralization of the informal power system,
the freedom of an individual oligarch for taking a busi-
ness decision on his own has recently decreased. Given
this situation, an Austrian enterprise informed the authors
that new projects are currently on hold.

Stability of the Informal Power System
The stability of the informal power system is another
crucial factor for evaluating both future business oppor-
tunities and the safety of investments already made.
Although the inner circle of Azerbaijan’s ruling elite is
a black box which can hardly be analyzed from within,
conflicts are currently kept low. However, the coalition
can only survive as long as there are enough resources
to be distributed among its members to meet their
demands. Exactly this pie might be under increasing
pressure from diminishing oil revenues which reduce
the pieces of the pie to be allocated among the members.
To raise the regime’s legitimacy before the November
2015 elections, the president demanded from one of his
close clients, Jahangir Ashkarov of Azerbaijan’s AZAL
airline, to adjust ticket prices to international market
levels. Also, for symbolic reasons, the fight against cor-
ruption was again high on the official political agenda
to positively stimulate the electorate who suffers from
reduced public spending and the devaluated Manat.
The coalition which characterizes the ruling elite is
certainly not a coalition of equal partners. Instead, it can
best be described and analyzed as a patronage regime
with Ilham Aliyev on the top as illustrated in the second
section of this analysis. The patron-client relationship
typically works through the exchange of security and
wealth provided by the patron for absolute loyalty and
reliability provided by the client. The quality of the con-
tact is substantially determined by one’s position in this
patron-client system. The further the client is distanced
from the center, i.e. the patron, the weaker his/her power
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to influence decisions for their business. Additionally,
the quality of a client is largely indicated by the duration
of the friendship, political loyalty and absence of scan-
dals. On the other hand, factors that might endanger
the quality of such patron-client relationships are polit-
ical ambitions of the client, which might question the
absolute power of the patron, or a public scandal, which
would weaken the patron’s legitimacy, potentially lead-
ing him to dismiss the client. It might also happen that
the client serves as a scapegoat for the patron if some-
thing goes wrong. If a client falls from favor with the
patron, the client’s business partners are immediately out
of the game as well. Butalso, if the client needs to decide
between loyalty to his business partners or his patron,
he/she will typically decide for the patron.

Property rights, legal disputes, and other matters can
hardly be fought through formal institutions in Azerbai-
jan. Decisions always depend on personal linkages and rela-
tionships. All parties involved need to be willing to comply
with the rules of the informal system; otherwise one can
quickly fall from disgrace and is forced to leave the country
immediately. This happened to an Austrian company that
refused to stick to the informal rules and guarantee kick-
back payments. In a matter of days, they had to close their
offices, secure their files and charter a plane back to Vienna.

Conclusion

Behind Azerbaijan’s facades, reality shows a regime that
is based on a patron-client relationship among the ruling
elites, which captures the state for their private gains. The
collusion of public power and business interests for pri-
vate gains, which are represented through omnipresent
holding companies that control and protect their mar-
kets with backing from official authorities. Such a closed
system leaves only a little room for international busi-
ness interests, who want to participate in the prospering
economic scene. However, while opportunities are ample,
success stories are only written by those firms that channel
technology into the country which cannot be provided
locally. However, in order to be successful in this case,
Western enterprises still have to comply with the partic-
ularities, rules and norms of the local clientelistic system.
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Foreign Direct Investment Trends and Policies in Georgia

By Irina Guruli, Thilisi

Abstract:

Foreign direct investment (FDI) is a volatile yet essential source of foreign currency inflow in Georgia and
accounts for the bulk of total investments undertaken in the country. Nevertheless, achieving stable invest-
ment inflows remains a challenge. Moreover, the impact of FDI on economic growth and employment fig-
ures has not reached its full potential, due mainly to insufficient institution building and the failure to cre-
ate a predictable and stable business environment in the country.

Understanding Georgia’s Foreign Direct
Investment Trends

A liberal business environment, simplified tax and
administrative legislation, preferential trade regimes,
a strategic geographic location and equal opportuni-
ties for domestic as well as foreign investors has trans-
formed Georgia into an attractive place for investments.
Business and investment policy can be divided before
and after 2012. In the mid-2000s the government pol-
icy was directed towards radical reforms aimed at cre-
ating a favorable business and investment environment
and fostering foreign investment inflows. Notwithstand-
ing these efforts, the government policy was character-
ized by a number of factors that shed negative light on
the investment climate of Georgia. After the election of
a new government in 2012, the major priorities empha-
sized fostering domestic entrepreneurial activities and
small and medium enterprise (SME) growth. However,
legislative changes introduced by the new government
questioned the liberal path that Georgia has taken and
affected investors’ interest in the country.

Attracting foreign direct investments has been a prior-
ity of Georgia’s government for more than a decade now.
The rigorous reforms resulted in substantially improved
rankings in various ratings published by international
organizations, the World Bank among them. Georgia was
named a top reformer and the country’s advance in the
ranking was the most progress in a single year achieved
by any country since the launch of the Doing Business
Reports (World Bank, 2006). In parallel with the pro-
nounced economic growth, the government under Saa-
kashvili’s administration was characterized by a number
of factors that shed negative light on the investment cli-
mate of Georgia. The most problematic issues were protec-
tion of property rights, business seizure, favoritism issues,
the rule of law, and the impartiality of the justice system.

Over the course of the past ten years, FDI inflows
to Georgia amounted to roughly 4 billion USD, which
translates into 755 million per year on average. GDP
growth over the course of 2003-2012 on average
amounted to 6.7 percent. FDI inflow trends have been
characterized by high uncertainty and volatility. Net

inflows of FDI peaked in 2007 at 1.8 billion USD,
with real GDP growth of 12.6 percent. This tendency
slumped due to the 2008 war and global economic crisis,
and saw a slow and bumpy recovery. FDI was down to
0.7 billion USD in 2009. In 2014 FDI inflow increased
dramatically, reaching 1.3 billion USD, a maximum
since 2008 and representing around 10 percent of GDP.

FDI distribution among sectors varies greatly and
not all sectors have benefited from foreign investments.
Since 2007, the largest FDI recipient was the transport
and communication sector, with investments amount-
ing to almost 2 billion USD. Communications saw the
least volatility over the years. The second most impor-
tant FDI recipient was the energy sector; however, it was
characterized by unpredictability. The real estate sector
has received slightly above one billion USD with a cer-
tain slump in 2013. The manufacturing sector has been
characterized by a pronounced trend with slight vola-
tility. The least promising sector in regards to attract-
ing investments is health and social care. During the
first three quarters of 2015, the sectoral breakdown of
investments looks as follows: 45 percent transport and
communications, 15 percent financial sector, 13 percent
construction, 7 percent manufacturing, 4 percent real
estate and energy each, 3 percent mining.

In 2014, 46 percent of total investments came from EU
countries, while 30 percent from the Commonwealth of
Independent States (CIS). Over the past decade, the Neth-
erlands has been the largest EU investor, with over 1.3
billion USD invested. The Dutch investments are prom-
inent in the sectors of manufacturing, mining, transport
and communication, as well as construction. The largest
non-EU investor is Azerbaijan with more than 1.6 bil-
lion USD invested, mainly in transport and communica-
tion (BP Group) and energy sector (Socar Energy Georgia
asubsidiary of Azerbaijani State Oil Company in Georgia).

Projections for 2016 are not very promising. The
preliminary data for the first three quarters of 2015 do
not give reason for optimism; statistics show a 17 per-
cent decline in the total FDI inflows as compared to the
same period last year. The outlook for developing coun-
tries suggests that regional conflict, coupled with falling
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oil prices and international sanctions reduced foreign
investors’ confidence in the strength of local economies.

FDI, Employment and Economic Growth
FDI accounts for the bulk of total investments in Geor-
gia, as domestic savings are inadequate to meet local
financing needs. Therefore, FDI is believed to be an
important source of output growth and employment.

However, there is no clear correlation between the
FDI inflow and economic growth in Georgia. Georgian
FDI is heavily reliant on one-off, large-scale investments.
It is hard to identify a consistent source of FDI and a sta-
ble investment recipient sector. The contribution of dif-
ferent countries and sectors vary greatly from year to year.
These large-scale investments leave the statistics vulnera-
ble to fluctuations due to the impact of the loss of a sin-
gle large investor, while at the same time, suggesting that
it is the smaller, more consistent investments that Geor-
gia has failed to attract in the recent years.

When it comes to juxtaposing employment and FDI
figures across different sectors, positive tendencies in FDI
inflows do have positive effects on employment statis-
tics, however these effects are not strong and not always
consistent. In short, FDI in Georgia does not influence
employment at its greatest potential likely due to the
inconsistency and instability of FDI sources, as well as
the time lag that might be deteriorating the actual effects.

Future growth prospects depend on Georgia’s abil-
ity to leverage the Deep and Comprehensive Free Trade
Areaand Association Agreement with the EU, which will
improve market access and encourage FDI. Although
the EU-Georgia Association Agreement provides lim-
ited investment-related provisions, the Agreement will
help establish and restore foreign investors’ confidence
in the country. Net FDI is likely to amount to 6.3 per-
cent of GDP on average, while the national savings rate
is expected to increase to 20.5 percent of GDP by 2017.

Business and Investment Climate in

Georgia

In the mid-2000s, the Georgian government took compre-
hensive steps for improving Georgia’s business and invest-
ment climate. As a result, Georgia’s position has improved
ina number of international ratings, and interest from the
side of foreign investors has also increased. After the mil-
itary conflict with Russia in 2008, a set of new reforms
was introduced to diversify the economy and once again
improve the country’s image for attracting foreign invest-
ments. However, apart from the overall improvement and
marked economic growth, there were a number of fac-
tors that distorted the business and investment climate
in Georgia. Among these factors were: issues related with
protection of property rights, appropriation of businesses

and favoritism from the side of the government. In 2012,
the main declared aim of the government was to free busi-
nesses from possible governmental pressure.

If the government under Saakashvili’s administration
was determined to attract large volumes of foreign invest-
ments and brand Georgia as a country with an inves-
tor-friendly business climate, the newly elected govern-
ment placed more emphasis on spurring domestic growth.
Since 2012, the government’s major priorities emphasized
fostering domestic entrepreneurial activities and SME
growth. Major attention was paid to the agricultural sec-
tor, as well as domestic production by providing soft loans,
infrastructure renovation, and capacity-building activities.

Compared with the region’s advanced reformers, Geor-
gia has had a mixed record of entrepreneurship. Despite
the relatively conducive business environment, the pool
of talent as well as the share of SMEs per 1,000 people is
relatively low in the regional context. At the same time,
Georgian entrepreneurs are less likely to engage in inno-
vation activities'. Georgia ranks 73 out of 141 countries.
The Global Innovation Index (GII) report acknowledges
Georgia as an innovation achiever among other countries
in the same income-group. Over the course of the past few
years, rankings have improved in line with institutional
changes; however, there is a need for further strength-
ening the education and research systems and improv-
ing firms’ capabilities?. According to the GII report, the
major challenges of the Georgian private sector are low
levels of capitalization, lack of training, sparse patent-
ing activity, and few knowledge-intensive industries, all
of which severely hampers innovation capacity. Invest-
ments in innovation capabilities are needed, a challenge
for a country with limited resources.

To support and foster the development of micro,
small, and medium-sized enterprises, two new agen-
cies—the Entrepreneurship Development Agency and
the Innovation and Technology Agency—were estab-
lished under the Ministry of Economy and Sustainable
Development in 2014. These agencies seek to promote
entrepreneurship by improving access to finance, entre-
preneurial learning, consultancy services, export pro-
motion and innovation, and adaptation to Deep and
Comprehensive Free Trade Area requirements. More-
over, for stimulating domestic production, the Produce
in Georgia Program was also launched in 2014. It aims to
enhance business competitiveness by providing access to
commercial finance, consultancy, and new technologies.

1 World Bank Reports (2015). 7he Jobs Challenge in the South
Caucasus— Georgia. <http://[www.worldbank.org/en/news/fea
ture/2015/01/12/the-jobs-challenge-in-the-south-caucasus

---georgia>

2 The Global Innovation Index (2015). <https://www.globalinno

vationindex.org/content/page/GII-Home>
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Apart from the declared goals, the newly elected gov-
ernment started to pass a wide range of legislative changes
that resulted in a rather unpredictable and unstable busi-
ness environment. A number of legislative changes were
understood as a shift from the previously declared liberal
path of government. To name just a few that adversely
affected Georgia’s investment climate: restricting the
previous migration law by imposing visa regimes and
restrictions for a number of countries, prohibiting land
purchase by foreign nationals, and prolonging the ambig-
uous process of drafting amendments to the labor code.

Conclusion

FDI is an important source of private capital in Georgia.
However, it is a rather unstable source characterized by vol-
atility, since the country failed to attract more consistent
investments in recent years. Investments are mostly one
time and relatively large. These large-scale investments leave
the statistics vulnerable to fluctuations due to the impact
of the loss of a single large investor. Underlying causes for
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this situation lie in the inability to interlink FDI with sub-
sequent institution-building capacities which would help
create a predictable and stable environment for investors.

A clear-cut, well-coordinated policy and participa-
tory decision-making are crucial factors in overcoming
major gaps that hamper domestic private sector develop-
mentand the attraction of foreign investment. Of course,
regional political instability and ongoing economic crisis
makes it particularity hard to restore and retain inves-
tors’ confidence, however a well thought out domestic
policy could partially mitigate the negative externalities.

The EU-Georgia Association Agreement likely will
help stimulate strong foreign investors’ confidence in
the country. The Agreement is believed to have a posi-
tive impact on the level of competitiveness of Georgian
firms, as well as increasing interest in Georgia among
foreign companies. The agreement also envisages the
harmonization of Georgian legislation with that of the
EU, further facilitating trade.

Irina Guruli is a Program Manager at the Economic Policy Research Center (EPRC) in Thbilisi, Georgia. She is a PhD
student and a visiting lecturer at Ilia State University in Thbilisi.

STATISTICS

FDI in the Countries of the South Caucasus

Figure 1: Net FDI Inflows 1992-2014 (in Current USD in Millions)
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Figure 2: Net FDI Stock 1992-2014 (in Current USD in Millions)
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Figure 3: Armenia: Net FDI Stock by Country of Origin (as of 2014)
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Figure 4: Armenia: Net FDI Stock by Branch of Economy (as of 2014)
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Figure 5: Georgia: Net FDI Inflow by Country of Origin: EU vs. CIS (Million USD)
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Sources: own calculation by Irine Guruli, based on data from National Statistics Office of Georgia (Statistical survey on external eco-
nomic activities), National Bank of Georgia, Ministry of Economy and Sustainable Development of Georgia, Ministry of Finance and
Economy of Adjarian A/R.
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Figure 6: Georgia: Net FDI Inflow by Branch of Economy, Accumlated for 2010-14
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Sources: own calculation by Irine Guruli, based on data from National Statistics Office of Georgia (Statistical survey on external eco-
nomic activities), National Bank of Georgia, Ministry of Economy and Sustainable Development of Georgia, Ministry of Finance and
Economy of Adjarian A/R.

DOCUMENTATION

Economy-Related Country Rankings

Part 1: Economic System

Index of Economic Freedom

Prepared by: The Heritage Foundation and Wall Street Journal (USA)
Established: 1995

Frequency: Annual

The data refer to the previous respective year.

Covered countries: at present 186

URL: <http://www.heritage.org/Index/Ranking.aspx>

Brief description:

The methodology was revised in 2007 to provide an even clearer picture of economic freedom. The index measures
ten specific factors, and averages them equally into a total score. Each one of the ten freedoms is graded using a scale
from 0 to 100, where 100 represents the maximum freedom. A score of 100 signifies an economic environment or set
of policies that is most conducive to economic freedom. The ten component freedoms are: Business, Trade and Fis-


http://www.heritage.org/Index/Ranking.aspx

CAUCASUS ANALYTICAL DIGEST No. 82, 20 March 2016

cal Freedom, Government Spending, Monetary, Investment and Financial Freedom, Property Rights, Freedom from

Corruption, Labor Freedom.

Figure 1: Index of Economic Freedom: Score and Ranking 2016
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Table 1: Index of Economic Freedom: Component Scores 2016
Azerbaijan Armenia Georgia
Ranking 91 54 23
Rule of Law
Property Rights 20.0 20.0 40.0
Freedom from Corruption 29.0 37.0 52.0
Regulatory Efficiency
Business Freedom 70.3 77.5 88.5
Labor Freedom 75.2 62.2 75.7
Monetary Freedom 77.0 72.8 80.5
Limited Government
Government Spending 56.7 80.7 75.3
Fiscal Freedom 88.0 83.8 87.6
Open Markets
Trade Freedom 75.8 85.6 88.6
Investment Freedom 60.0 80.0 80.0
Financial Freedom 50.0 70.0 60.0
Overall Score 60.2 67.0 72.6
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Figure 2: Index of Economic Freedom: 1996-2016
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Table 2: Index of Economic Freedom: 1996-2016

9661
L661
8661
6661
0002
100¢
200¢
€00¢
¥00C
$00¢T
900¢
£00T
800¢C
600¢
010T
110T
10T
€10T
¥10T
S10T
910¢T

Georgia |44.1/146.5/ 47.9|52.5|54.3|58.3/56.7|58.6| 58.9| 57.1 | 64.5]69.3|69.2| 69.8| 70.4|70.4| 69.4|72.2|72.6|73.0|72.6
Armenia | 42.2/46.7|49.6|56.4/ 63.0|66.4|68.0| 67.3| 70.3|69.8|70.6| 68.6/ 69.9|69.9|69.2| 69.7| 68.8| 69.4| 68.9| 67.1 | 67.0
Azerbaijan| 30.0/34.0| 43.1| 47.4| 49.850.3| 53.3|54.1| 53.4| 54.4| 53.2|54.6| 55.3|58.0|58.8/59.7| 58.9| 59.7| 61.3| 61.0|60.2

Global Competitiveness Index (GCI)

Prepared by: World Economic Forum

Established: 2005 (2001 — 2004: Growth Competitive Index)
Frequency: Annual

The data refer to the first year given in the title.

Covered countries: at present 144

URL: <https://www.weforum.org/reports>

Brief description:

The GCI assesses the competitiveness of nations and provides a holistic overview of factors that are critical to driving
productivity and competitiveness. These factors are grouped into twelve pillars with 90 indicators: institutions (prop-
erty rights, ethics and corruption, undue influence, government inefficiency, security, accountability), infrastructure
(infrastructure quality, transport, energy, telecommunications), macroeconomy, health and primary education, higher
education and training, market efficiency (competition, distortions), flexibility and efficiency of labor market, sophis-
tication and openness of financial markets, technological readiness, market size, business sophistication, innovation.
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The rankings are drawn from a combination of publicly available hard data and the results of the Executive Opinion
Survey, a comprehensive annual survey conducted by the World Economic Forum, together with its network of Part-
ner Institutions. By now over 15,000 business leaders are polled in the 144 economies worldwide which are included
in the index. The survey questionnaire is designed to capture a broad range of factors affecting an economy’s business
climate that are critical determinants of sustained economic growth.

Figure 3: Global Competitiveness Index: Scores and Ranks 2015-2016
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Table 3: Global Competitiveness Index: Component Scores 2015-2016

Armenia Azerbaijan Georgia
1. Subindex: basic requirements 4.4 4.9 4.8
Institutions 3.8 39 4.4
Infrastructure 3.7 4.1 4.2
Macroeconomic environment 4.7 6.4 5.0
Health and primary education 5.4 5.2 5.8
2. Subindex: efficiency enbhancers 3.8 4.0 4.0
Higher education and training 4.3 3.9 4.0
Goods market efficiency 4.5 4.3 4.5
Labor market efficiency 4.3 4.6 4.6
Financial market development 3.5 3.3 3.9
Technological readiness 3.7 4.3 3.8
Market size 2.8 3.9 3.0
3. Subindex: Innovation 3.3 3.6 3.1
Business sophistication 3.7 39 3.5
Innovation 3.0 3.3 2.7
Scores 4.01 4.50 4.22
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Figure 4: Global Competitiveness Index: Scores 2006-2015/16
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Table 4: Global Competitiveness Index: Scores 2006-2015/16

Country 2006 | 2007/08 | 2008/09 | 2009/10 | 2010/11 | 2011/12 | 2012/13 | 2013/14 | 2015/16
Azerbaijan | 4.06 4.07 4.10 4.30 4.29 4.31 4.41 4.51 4.50
Georgia 3.73 3.83 3.86 3.81 3.86 3.95 4.07 4.15 4.22
Armenia 3.75 3.76 3.73 3.71 3.76 3.89 4.02 4.10 4.01

Part 2: Business Environment

Country Risk Assessments by Delcredere | Ducroire

Prepared by: Delcredere | Ducroire

Frequency: current updates

URL: <http://www.delcredereducroire.be/en/country-risks/#focusCountry=8&focusContinent=&filter=undefined&m
in=0&max=7&tab=undefined>

Brief description:

For assessing the risk of export transactions and direct investments Delcredere | Ducroire, a public credit insurer, uses
four plus three categories. These categories are rated from 1 to 7, with 1 expressing the lowest risk and 7 the high-
est. The category Commercial Risk, expressing the risk of default by a foreign private buyer, is rated from A to C.
The category also includes macroeconomic and systemic factors impacting the payment capacity of debtors located in
a country. Category A contains countries in which the systemic commercial risk is the lowest, while category C con-
tains countries with the highest risk. To rank all categories and to assess risk, Delcredere | Ducroire uses various indi-
actors and expert opinions.
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Table 5: Risk Assessments March 2016

‘ Armenia Georgia Azerbaijan
Export Transactions
Political Risk
Short Term 5 3 4
Medium/Long Term 6 6 5
Special Transactions 5 4 4
Commercial Risk C C C
Direct Investments
War Risk 5 5 4
Risk of Expropriation and Government 4 4 4
Action
Transfer Risk 6 6 4

Ease of Doing Business

Prepared by: Worldbank

Established: 2003

Frequency: Annual

The data refer to the respective previous year.

Covered countries: at present 189

URL: <http://www.doingbusiness.org/economyrankings/>

Brief description:

The ease of doing business index ranks economies from 1 to 189. The index is calculated as the ranking on the sim-
ple average of country percentile rankings on each of the ten topics covered. The survey uses a simple business case to
ensure comparability across countries and over time—with assumptions about the legal form of the business, its size,
its location and the nature of its operations. Surveys are administered through more than 10,200 local experts. In 2014
the ranking was adjusted. Eight of ten Ease of doing Business’ indicators were changed.

Figure 5: Ease of Doing Business. Overall Ranking 2016

more ease of doing business less ease of doing business
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Table 6: Ease of Doing Business. Individual Topic Rankings 2016

Armenia Azerbaijan Georgia
Overall rank 35 63 24
Starting a Business 7 5 6
Dealing with Construction Permits 114 62 11
Getting Electricity 110 99 62
Registering Property 22 14 3
Getting Credit 109 42 7
Protecting Investors 36 49 20
Paying Taxes 34 41 40
Trading Across Borders 94 29 78
Enforcing Contracts 40 28 13
Resolving Insolvency 84 71 101

Index of Economic Freedom—Business Freedom

Prepared by: The Heritage Foundation and Wall Street Journal (USA)
Established: 1995

Frequency: Annual

The data refer to the respective previous year.

Covered countries: at present 186

URL: <http://www.heritage.org/Index/Ranking.aspx>

Brief description:

Business freedom is the ability to create, operate, and close an enterprise quickly and easily. Burdensome, redundant
regulatory rules are the most harmful barriers to business freedom. Business freedom is graded using a scale from 0 to
100, where 100 represents the maximum freedom.

Figure 6: Index of Economic Freedom: Business Freedom 2016
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Table 7: Index of Economic Freedom: Business Freedom 1995-2016

1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 & 2004 | 2005 | 2006
Georgia 55 55 55 55 55 55 55 55 55 55 73.9
Armenia 55 55 55 55 55 55 55 55 55 55 77.6

B 40 55 55 55 55 55 55 55 55 55 56.7

jan

2007 | 2008 | 2009 | 2010 | 2011 2012 | 2013 | 2014 | 2015 2016
Georgia 80.8 85.0 86.6 879 87.3 86.9 90.6 87.8 88.6 88.5
Armenia 80.8 81.3 83.7 83.4 82.4 87.8 87.6 83.1 82.7 77.5

Azerbai- | o0 | 626 | 746 | 746 | 729 | 686 | 692 | 735 | 745 | 703

jan

Part 3: Corruption and Transparency

Corruption Perception Index

Prepared by: Transparency International

Established: 1995

Frequency: Annual

The data refer to previous 24 months

Covered countries: at present 168

URL: <http://www.transparency.org/policy_research/surveys_indices/cpi>

Brief description:

The Corruption Perceptions Index is a composite index that draws on multiple expert opinion surveys that poll per-
ceptions of public sector corruption in 168 (in 2015) countries around the world. It scores countries on a scale from
zero to ten, with zero indicating high levels of perceived corruption and ten indicating low levels of perceived corrup-
tion. Since December 2012 the score ranges from 0 (highly corrupted) to 100 (very clear).

Figure 7. Corruption Perception Index 2015: Scores and Ranking
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Figure 8: Corruption Perception Index 1998-2015:Scores

8.0

s

g 70

8

2 6.0 —H=— Georgia I
5.0 = Armenia L
40 —i#— Azerbaijan
3.0

2.0

more corrupption
-
o

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

NB: scores 2012—2015 have been divided by ten

Table 8: Corruption Perception Index 1998-2015: Scores
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Open Budget Index

Prepared by: Center on Budget and Policy Priorities

Since: 2006

Frequency: every two years (planned)

The data refer to the respective previous year.

Covered countries: 102

URL: <http://internationalbudget.org/opening-budgets/open-budget-initiative/open-budget-survey/>

Brief description:

The Open Budget Index measures a country’s budget transparency, the degree to which opportunities for public par-
ticipation in the budget process are present, and the strength of the two formal oversight institutions, the legislature
and the supreme audit institution. Assigning each country a score based on the average of the responses (in 2015) to
109 questions related to public availability of information on the Open Budget Questionnaire. This score reflects the
quantity of publicly available budget information in the eight key budget documents. The scores ranging from 100 to
0 were calculated for the transparency standards. The index is a simple average of these percentages.
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Figure 9: Open Budget Index 2015
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Note: There are no values for Armenia.

Figure 10: Open Budget Index 2006-2015
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Table 9: Open Budget Index 20062015

2006 2008 2010 2012 2015
Georgia 34 53 55 55 66
Azerbaijan 30 37 43 42 51
Armenia n. a. n. a. n. a. n. a. n. a.

Note: There are no values for Armenia.
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Part 4: Socioeconomic Level of Development

Human Development Index

Prepared by: United Nations Development Program (UNDP)

Since: 1990 (back calculation of data for 1975 to 1990 for non-socialist countries)
Frequency: Annual

The data refer to the corresponding year of evaluation and are published two years later.
Covered countries: at present 188

URL: <http://hdr.undp.org/en/statistics/data/>

Brief description:

The Human Development Index (HDI) measures the average achievements in a country in three basic dimensions of
human development: a long and healthy life (life expectancy), knowledge (adult literacy (2/3) and school enrolment
(1/3) rate) and a decent standard of living (GDP per capita in purchasing power parity). Performance in each dimen-
sion is expressed as a value between 0 and 1. The HDI is then calculated as a simple average of the dimension indices.

Since 2012 the dimension knowledge is measured by mean of years of schooling for adults aged 25 years and
expected years of schooling for children of school entering age (capped at 18 years).

Figure 11: Human Development Index: Scores and Rankings 2014
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Figure 12: Human Development Index: 1990-2014

1.0

—H=— Georgia = Armenia —ii— Azerbaijan

1.0

0.9
0.9

more development

0.8
0.8
0.7
0.7

0.6
0.6

less development

0.5
1990 1995 2000 2001 2002 2003 2004 2005 2007 2010 2011 2012 2013 2014



http://hdr.undp.org/en/statistics/data/

CAUCASUS ANALYTICAL DIGEST No. 82, 20 March 2016

25

Table 10: Human Development Index: 1990-2014

1990 | 1995 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2007 | 2010 | 2011 | 2012 | 2013 | 2014
Georgia | 0.829 | 0.633 | 0.748 | 0.746 | 0.739 | 0.732 | 0.743 | 0.754 | 0.778 | 0.698 | 0.733 | 0.745 | 0.744 | 0.754

Azerbai-
jan

Armenia | 0.831 | 0.674 | 0.754 | 0.729 | 0.754 | 0.759 | 0.768 | 0.775 | 0.798 | 0.695 | 0.716 | 0.729 | 0.730 | 0.733

0.770 | 0.623 | 0.741 | 0.744 | 0.746 | 0.729 | 0.763 | 0.746 | 0.787 | 0.713 | 0.700 | 0.734 | 0.747 | 0.751

The Global Innovation Index

Prepared by: Cornell University, INSEAD, the World Intellectual Property Organization (WIPO)
Established: 2007

Frequency: annual

The data refer to the previous respective year

Covered countries: at present 141

URL: <https://www.globalinnovationindex.org/content.aspx?page=data-analysis>

Brief description:

The Global Innovation Index (GII) relies on two sub-indices, the Innovation Input Sub-Index and the Innovation
Output Sub-Index, each built around pillars.

Five input pillars capture elements of the national economy that enable innovative activities: (1) Institutions,
(2) Human capital and research, (3) Infrastructure, (4) Market sophistication, and (5) Business sophistication. Two
output pillars capture actual evidence of innovation outputs: (6) Knowledge and technology outputs and (7) Cre-
ative outputs.

Each pillar is divided into sub-pillars and each sub-pillar is composed of individual indicators (79 in total). Sub-
pillar scores are calculated as the weighted average of individual indicators; pillar scores are calculated as the weighted
average of sub-pillar scores. The Innovation Input Sub-Index is the simple average of the first five pillar scores. The
Innovation Output Sub-Index is the simple average of the last two pillar scores. The overall GII is the simple average
of the Input and Output Sub-Indices.

The framework is revised every year in a transparent exercise to improve the way innovation is measured. In 2015,
a total of six indicators were modified. Scores and rankings from one year to the next are not directly comparable.
Each ranking reflects the relative positioning of that particular country/economy.

Figure 13: Global Innovation Index Score 2015
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Table 11: Global Innovation Index Component Scores 2015

Armenia Azerbaijan Georgia

Overall rank 61 93 73

Global Innovation Index 37.3 30.1 33.8
Innovation Input Sub-index 41.8 37.6 41.8
1 Institutions 67.0 56.2 68.2
1.1. | Political environment 54.5 41.5 54.2
1.2. | Regulatory environment 70.3 53.0 78.0
1.3. | Business environment 76.0 74.1 72.3
2 Human capital and research 19.0 219 23.6
2.1. | Education 26.4 31.2 38.4
2.2. | Tertiary education 273 22.1 30.5
2.3. | Research and development (R&D) 2.7 12.3 2.0

3 Infrastructure 37.3 37.1 36.5
3.1. | Information and communication technologies (ICT) 50.2 47.8 51.1

3.2. | General infrastructure 25.4 23.5 26.5
3.3. | Ecological sustainability 36.4 40.1 32.1

4 Market sophistication 54.7 52.0 52.8
4.1. | Credit 59.6 26.8 52.8
4.2. | Investment 26.1 59.2 26.4
4.3. | Trade and competition 78.3 70.1 79.3
5 Business sophistication 31.0 20.7 28.0
5.1. | Knowledge workers 39.9 23.8 271

5.2. | Innovation linkages 20.8 17.4 31.7
5.3. | Knowledge absorption 32.4 21.0 25.3
Innovation Output Sub-index 32.8 22.6 25.8
6 Knowledge and technology outputs 30.6 19.0 26.6
6.1. | Knowledge creation 25.4 2.8 20.2
6.2. | Knowledge impact 36.5 33.0 39.6
6.3. | Knowledge diffusion 29.8 21.2 20.1
7 Creative outputs 35.1 26.2 25.0
7.1. | Intangible assets 51.3 39.8 36.2
7.2. | Creative goods and services 23.7 20.1 22.1
7.3. | Creation of online content 14.1 5.1 5.5

Country rankings compiled by Anastasia Stoll



CHRONICLE

CAUCASUS ANALYTICAL DIGEST No. 82, 20 March 2016

27

19 February — 19 March 2016

19 February 2016

Moscow grants Armenia a 200 million US dollars loan for the purchase of Russian arms

19 February 2016

Leader of Georgian opposition party Democratic Movement party, Nino Burjanadze, meets with Russian
Deputy Foreign Minister Grigory Karasin in Moscow

22 February 2016

Officials from the Georgian Economy Ministry and the Chinese Ministry of Commerce held a first round
of talks on a free trade agreement between the two countries in Tbilisi

23 February 2016

Azerbaijani President Ilham Aliyev meets with his Iranian counterpart Hassan Rohani in Tehran and sign
cooperation documents on energy trade and transportation

25 February 2016

Georgia officially marks the Day of Soviet Occupation when the Red Army took over Tbilisi 95 years ago

25 February 2016

Georgian Deputy Energy Minister Mariam Valishvili, says that Georgia is importing electricity from Rus-
sia to supply to the breakaway region of Abkhazia at a “very preferential price” and as a short-term solu-
tion to prevent a power outrage

26 February 2016

Alexi Petriashvili, leader of opposition party Free Democrats (FD) and former Georgian state minister for
European integration, is shot and wounded in Thbilisi

28 February 2016

Spanish Foreign Minister Jose Manuel Garcia-Margallo visits Tbilisi and reiterates Spain’s “full support”
to Georgia’s territorial integrity

1 March 2016

Coal miners in the Georgian town of Tkibuli end a strike of two weeks following an agreement with a coal
mining company on a gradual pay rise

3 March 2016

The European Commission approves the Trans Adriatic Pipeline (TAP) that will transport Azerbaijani
natural gas to Italy via Greece

4 March 2016 Georgia’s Energy Minister Kakha Kaladze says that a new deal with Azerbaijan to supply an additional
500 million cubic meters of gas removes the need for Georgia to receive additional gas through Russian
energy company Gazprom

6 March 2016 Several thousand people form a human chain in Thbilisi in a protest organized by the opposition party United
National Movement against talks between the Georgian government and Russian energy company Gazprom

7 March 2016 Turkey and Azerbaijan start joint military exercises in the Turkish city of Konya

9 March 2016

Georgian Energy Minister Kakha Kaladze tells Georgian lawmakers that Georgia has completely secured
its gas supplies in a new deal with Azerbaijani state company SOCAR

11 March 2016

The Court of Appeals in Baku rules that human rights activists Leyla Yunus and her husband, Arif Yunus,
are not allowed to leave Azerbaijan to seek medical treatment in Germany

11 March 2016

Georgia releases four South Ossetian prisoners in exchange for twelve prisoners handed over by the Abkhaz
and South Ossetian breakaway regions in a rare tripartite deal

13 March 2016

Azerbaijan says that its border guards have shot five armed Bangladeshi and Azerbaijani citizens who were
crossing illegally into Iran

15 March 2016

The Prosecutor’s Office in Georgia says that five persons have been charged with the unlawful possession
of videos of private lives in a case predating the recent release of sex tapes, purportedly showing Georgian
politicians

17 March 2016 Azerbaijani President Ilham Aliyev signs an amnesty decree for 148 prisoners, including opposition activ-
ists and politicians, but not prominent investigative journalist Khadija Ismayilova
18 March 2016 The Georgian Parliament launches formal procedures for a proposed draft by the ruling Georgian Dream

coalition aiming to define marriage as the union of a man and a woman in the Georgian constitution

19 March 2016

A rally is organized in the center of Tbilisi to protest against the infringement of privacy rights following
the release of sex tapes, purportedly showing Georgian politicians

Compiled by Lili Di Puppo

For the full chronicle since 2009 see <www.laender-analysen.de/cad>
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