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[ Executive Summary

A. Key Findings

The agricultural conditions of Georgia favor competitive agriculture/agribusiness. The
reasonably mild climate with adequate heat units, day length, and growing days enables economic
production of awide variety of crops. Soils are moderately fertile and easly tilled, although the
rainfall is marginal in many areas and supplementation by irrigation water is required in many
regions. Thus, the country of Georgiais blessed with favorable conditions for the production of a
wide variety of annual and perennial crops, as well as livestock.

Marketing and finance were identified by most sector stakeholders as the key constraints to
expanding output from the economically dominant agricultural sector in Georgia. Growth in
production is taking place, where a market exists or can be identified. Assuming they have access
to financing mechanisms when necessary, farmers respond with additiona production or changes
in their production mix, when market demand is present. Adding value to agricultural
commodities via processing, grading or packaging normally requires additional financing, and it
is often not available. Thus, financing is a major constraint and additional financial support to
both the farmer and value added producer is necessary to facilitate agricultural development.

The availahility of information about new markets remains very limited. Only afew Georgians
are aggressively seeking new markets, and information about new marketing opportunitiesis not
reaching Georgian producers. The Russian market is still the first target, and all too often, the
only market being considered. Important international requirements to enter the market place
such as 1S0 9000 *and HACCP ? are largely not being addressed.

In spite of amyriad of problems in the enabling environment for private enterprise growth, some
Georgians are making the system work. They are dealing with tax, customs, corruption, power,
input supply and other constraints facing the private sector. Based on these examples, it does not
seem necessary or advisable to wait until the macro reform process had achieved further results.
Doing so would only slow or delay the contribution the agricultural sector can make to Georgia' s
economic growth. In fact, it was concluded that firm-level or value-adding organization
assistance would provide experienced-based information that would be useful in further refining
the reform process.

The options for USAID/Thilisi of doing nothing additional in the agricultural sector at this time
or following a more ad hoc approach seem much less desirable than taking positive action and
implementing a new program focused at the value added level of the agricultural/ agribusiness
system. The current level of assistance to the agricultural sector being provided by USAID is
very modest compared to the importance of the sector to Georgiain terms of employment and
economic contribution and much of the current assistance will end shortly. Nor do current
USAID or other donor programs systematically address the problems to agricultural sector
growth and development from a market perspective. Thisis particularly true of World Bank and
European Commission Programs that largely support Government of Georgia needs rather than
focusing on the private sector which ultimately must be the driver of economic development.

1. 1SO 9000 is a set of five universal standards for a Quality Assurance system that is accepted around the world.
About 90 countries have adopted | SO 9000 as national standards. Once a company is registered to the appropriate |SO
9000 standard, buyers have the assurance that product quality will be as expected.

2. See footnote 10 below for adiscussion of the Hazard Analysis and Critical Control Point (HACCP) principles.
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B. Recommendation

The Assessment Team strongly recommends that USAID/Thilisi initiate a new three-year
assistance activity to support value-adding enterprises associated with selected agricultural
commodities/ products for which a specific market has been or can be identified. Programs to
promote land market development and to restructure the Ministry of Agriculture are important
elements of awider objective to promote agricultural sector development and should be
continued.

The objective of the new activity is to significantly increase the physical quantity and value of
targeted crops or products that are being demanded, primarily by export but also domestic
markets. Technical assistance, training and credit assistance would be supplied to value-adding
organizations in identifying products and markets and in meeting the various quality and health
safety requirements of those markets. Thiswill include assistance to Georgian firms in adopting
and utilizing 1SO 9000 and HACCP procedures to enter international markets. The specific crops
and products and markets to be initialy targeted would be determined during an initial short-
phase of the assistance activity. However, it ismost likely that they would be drawn from wine,
fruits and vegetables and/or organic products for export markets and animal products or livestock
industry inputs for domestic markets.

The recommended investment in the activity is estimated at $9.0 million over three years. From
thisinvestment USAID should expect to have: new markets identified for Georgian agricultural
products, increased sales and/or exports of the identified products; established and operating
value-adding organizations and producer associations; and more income reaching the rural farm
population.

The focus of the recommended assistance on value-adding organizations and firmsin the
agricultural sector is avery effective way of reaching alarge number of rura residentsin
locations outside of Thilisi. In addition to meeting USAID S.O. 1.3 objectives, the purchasing
power that can be supplied to rural residents via a market for their products has major
implications throughout the economy and for other community-based efforts.

1. Purposeand M ethodology

A. Purpose

The purpose of the current (February 2001) Agricultural Sector Assessment isto provide a
documented basis and rationale for sector-specific assistance program options to be considered by
USAID/Georgia. In August 2000, USAID Thilis invited a five-person team from USAID
Washington to assess the programs under its Economic Reform (SO1.3) portfolio and related
economic conditions in Georgia. The concluding report (September 2000) included
recommendations for current programs, as well as areas to consider for possible future program
development. In the latter category, the Team recommended that the Mission give serious
consideration to a future program in the agricultural/agribusiness sector. The scope of the
broader market reform assessment did not alow adequate analysis upon which the Mission could
reasonably base programming decisions.

Although the current assessment is a follow-up to the Market Reform Assessment, the
Agricultural Assessment report has been prepared with two short-term and one longer-term
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objectivein mind. First, by distilling and summarizing available information from written
materials and earlier visits to Georgia by assessment Team members, it serves as a concise
background document. Second, the document reflects Team consensus on what are the important
issues and constraints to agricultural sector growth in Georgia, the relative importance of different
constraints and possible roles USAID might want to play in removing constraints. Finaly, itis
hoped that the document will become the foundation for a more detailed activity design effort.

B. Methodology

The methodology employed the use of primary & secondary source information. The primary
information came through direct contact and discussions with agribusinesses, the Minister of
Agriculture, donor groups, non-governmental organizations (NGO's), contractors, and other
implementing agencies. In addition the Team was also fortunate to been able to participate in the
Mission S.O. review of programs in preparation for the upcoming R-4 submission. Finally, the
Team benefited from substantial interaction with all levels of USADI/Thilis staff. Asfor the
review of secondary information, the Team obtained documents from the various groups
interviewed (NGO's, contractors, USAID, Ministry of Agriculture, Georgian Department of
Officia Statistics, World Bank, TACIS, EU Commission, etc.) and utilized this valuable resource
material in preparation of this assessment.

[11.  TheAgriculture/Agribusiness Sector*
A. Situation
1. Introduction

Agriculture plays an important role in the Georgian economy. In 2000, the sector contributed
over 25 percent of gross domestic product (GDP). Employment in the sector accounts for just
over 50 percent of total employment in Georgia with agricultural exports ranking second only to
metals in 1999 providing over 17 percent of total exports*.

The importance of the sector to the Georgian economy, nevertheless, belies a serious crisis of
stagnancy. Agricultural/agribusiness production is down 30 to 40 percent from the levels of the
late 1980's. Further, the value of food, drink and tobacco imports exceeded agricultural sector
exportsin 1999.° In sharp contrast, in the 1980's the value of Georgian food exports to the rest of
the Former Soviet Union exceeded by a factor of 1.7 the value of food imports from other Soviet
republics® Over 50 percent of the grain and dairy products consumed are now imported.

In recent years a number of changes have occurred that are helping create a better enabling
environment for agriculture/agribusiness. The almost complete withdrawal of subsidies, a
relatively liberal trade regime, and the freeing of domestic prices for agricultural products are
good examples. The interest and commitment of the Minister of Agriculture to restructuring and
downsizing of the MOA to meet the needs of a market-driven agricultural sector is another
positive step forward.

3. Additional information on the Agriculture/Agribusiness Sector is contained in Annex |.

4. The source of these numbersis the IMF Report of April 7, 2000.

5. Latest year for which datais available.

6. From "Georgia Reform in Food and Agriculture Sector: A World Bank Country Study.” 6/1/96
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2. Agro-Production Levelsand Trends’

The country of Georgiais blessed with favorable conditions for the production of awide variety
of annual and perennial crops - wheat, corn, sunflower, grapes, fruits, tea, citrus, vegetables,
tobacco, essential oils and organic herbs and spices. With variations due to weather, annual grain
production of around 700,000 metric tons is close t01990 levels with increases in areas planted
offsetting lower yields. The area planted to potatoes after dumping initialy is now at 1990 or
higher levels with production seemingly reaching new highs, particularly if home garden
production isincluded. Vegetable production continues well below 1990 levels, largely due to
the decline in processing demand. The area planted to seed (apples, pears) and stone (plum,
cheery, peach, apricot) fruits has declined by 65 percent since 1990. While the production of
seed fruit has continued to decline, the production of stone fruit has stabilized since 1996 and
actually rose 30 percent in 1999 over 1998. With respect to citrus the decline has been even more
dramatic, going down by 86 percent between 1990 and 1999. The production of nuts (walnuts,
and hazelnuts) has been a bright spot for the sector as production rose from 9,000 tonsin 1990 to
35,000 tons in 1999.

The livestock sector, like the crop sector, has experienced substantial declines. Production of
meat and meat products is 40-45 percent below levels of the mid-80's reflecting a substantial drop
in animal numbers. The largest declines have been in swine and sheep, although numbers have
stabilized at mid 1990 levels. Poultry numbers fell through 2000 to 1/3 of what they werein
1990, but egg production has recently shown an upward trend. On the other hand, broiler
production is still limited, mainly due to alack of good feed sources, and the importation of low
cost chicken parts. Total milk production is amost back to levels achieved in the late 1980's, as
is production per animal of 900-1000 liters per lactation or about 12-15 percent of average
Western levels. Wool production has dropped more than 70 percent since the 1980s. Budget
shortfalls have reduced the availability of government veterinary services.

According to available statistical data, in recent years the household sector (small farmers) has
gained in importance as the primary agricultural production sector in Georgia. 1n 1988 the
household sector produced 25 percent of all grain, and 95 percent by 1999. In the case of
potatoes, vegetables, and grapes household producers accounted for 45 to -50 percent of
production in 1988 and 98 percent in 1999. For fruits and citrus, household producers have been
the dominant sector for many years, asin 1988 they accounted for 77-78 percent of production
and in 1999 for nearly 99 percent. Data that disaggregates the small producer sector is not
available. However, the OSC survey conducted in summer 2000 suggests that there is a range of
farm size and level of production for market on those farms. The vast majority of households (84
percent) only produce on land that they own, and consume 80 percent of their own produce. The
remaining 16 percent of agricultural producers rent land from the state (2-5 ha. on average) and
market at least a quarter of their production.

In the past Georgian agriculture exports contributed positively to the trade balance. During the
Soviet period Georgia was one of the major suppliers for fruit and vegetable products to the
republics of the FSU, exporting fruit of various kinds, tea, essential oils, citrus, wine, acoholic
drinks, mineral waters, canned fruit and vegetable products. These agricultural exports were 1.7
times more than the imports of agricultural products from other republics within the FSU-grain,
meat products, dairy products and fodder. Recently, official dataindicates that Georgia has
changed from a net exporting country to a net importing country with respect to agricultural
products. In fact, since 1996 the imbalance in agricultural trade has become very substantia. In

7. See Annex Il for production tables.
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1999, agricultural imports (including tobacco) appear to have exceeded agricultural exports by a
ratio of 3to 1.

3. Agro-Processing Levelsand Trends

Most small and medium sized enterprises in Georgia (including agribusiness firms) have been
privatized, but a substantial number of the enterprises controlled by the MOA (reportedly over
130) remain to be privatized. Many of these agricultural facilities are old, of a scale that makes
them inefficient and non-competitive, and ssmply not operating. A World Bank study concluded
that production levelsin the agro-processing sector were at about 10 percent of 1980 levels®.

Amid this depressed picture some good, though limited, examples exist of local and foreign
companies operating effectively in arange of areas including fruit processing,
flour/bakery/macaroni processing, meat processing, potato packing, and egg production and
packing. While these enterprises demonstrate the potential of Georgia agro-processing, it is
significant that some of these enterprises frequently import raw materials and packaging.

Packers and processors are searching for new market opportunities in western countries and, with
assistance in grading, packing and handling and in meeting export quality, sanitary and labeling
requirements, good market outlets for fresh packed fruit products are probably available.
Processors of juice, jams/jellies and wines have identified some market outlets for their products
in FSU countries as well as western and Middle East markets. The Georgian Export Promotion
Agency (GEPA) supported by EU-TACIS isworking to develop export initiatives from Georgia
and is helping with market identification and export support. Another opportunity may soon arise
if current plans, being implemented through Elkana, the Biological Farming Association, are
successful. Under this initiative a Georgian organization would be authorized to issue
certification that Georgian products meet the international requirements and can be labeled as
organically grown.

Many of the newly privatized processors are beginning to revive operations and as they do,
assistance in marketing, equipment and maintenance financing, and working capital provision for
purchases of raw materials from farmers will be needed. Equally important will be assistancein
meeting the quality, health, content, labeling and other standards required by international
markets. While some Georgian producers may resent quality and health standards and see them
as non-tariff barriers, the reality of the developed country market place is that such standards are
likely to increase rather than decline. Current Georgian manufacturing and processing standards,
most especially for food products, will not be acceptable in most markets.

In order to penetrate higher-value markets, Georgian products will have to meet 1SO 9000,
HACCP °or other international market or industry specific standards for processed or fresh
products. However, the Assessment Team found little attention being given to these issues. The
introduction and initial implementation of such market standards will likely require coordination

8. See"Georgia: An Update of Agricultural Developments' by lan Shuker of the World Bank, July 24, 2000.

9. HACCP stands for Hazard Analysis and Critical Control Point. It is based on seven principles: anaysis of hazards,
identification of critical control points, establishing preventative methods with critical limits at each control point,
establishing procedures to monitor the critical control points, establishing corrective actions to be taken when
monitoring shows a critical limit has not been met, establishing procedures to verify that the system is working
properly and establishing effective record keeping to document the system. HACCP focus on identifying and
preventing hazards from contaminating food, is based on sound science, permits efficient and effective oversight,
places responsibility for ensuring food safety on the food manufacturer or distributor, helps food companies compete
effectively in world trade and reduces barriers to international trade.
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and assistance from target market consulting or certification firms. Eventually, Georgia should
have credible, indigenous and, whenever possible, preferably private sector capacity to provide
training certifications and periodic compliance inspection.

4. Land Ownership

According to 1999 data from the National Department of Statistics, there are close to 2.6 million
hectares of agricultural land in Georgia™. Of these roughly one third were privatized and
distributed to rural families according to the so-called “land privatization decree” (Government
Resolution 48, January 1992) and the subsequent Law on Agricultural Land (March 1996). Of
thisland, nearly 70 percent was arable or planted to perennials. Land associated with residential
plotswas included in atotal of up to 1.25 hectares distributed to each family.

Ownership of the remaining two-thirds agricultural land in Georgiais held by the state. Only little
over one half of this state-held land is leased (meaning that alittle over one third of all

agricultural land isleased). The leased land is a mixture of arable, perennials, pasture and hay
land. The remaining unleased, unallocated land held by the state is primarily pasture land, much
of thisin the alpine zone.

There are over one million farms that cultivate only their own privately held land. According to
the OSC survey, 84 percent of the rural population is dependent on these subsistence farms,
where approximately 80 percent of the produce is consumed by the farm families themselves.
The remaining 16 percent of the rural population have enlarged their land holdings by leasing
additional agricultural land from the state.

L ease agreements can be arranged for up to 50 years, however over 40 percent of respondentsin
the OSC survey hold leases of 1-3 years and another 32 percent have |leases for 4-6 years. Lease
payments were originally intended to cover both the land tax and an additional premium that
would vary according to the region and quality of the land leased. However, the typical
arrangement requires only the annual payment of land tax. This amountsto 57 Lari per hectare
per year for arable land of good quality, including irrigated land.

Legidation to privatize the remaining state-held land is currently being developed in the
Parliament. The goal of this privatization is to move arable land out of the public sector.
Whatever distribution strategy is adopted for privatization of this land, efforts should be made to
expand public understanding and build public support for this program. USAID should use the
Association of Land-owners' Rights (APLR) to promote a transparent privatization of thisland
that promotes commercially viable farms while acknowledging social equity considerations.
Specific recommendations for a USAID position on the legislation were provided in the Market
Reform Assessment Report of September 2000.

The current pattern of private land holdingsis highly fragmented. Whileiit is hoped that the
privatization of state-held leased land will promote the development of more commercially viable
farms, the development of aland market is necessary to promote the consolidation and
rationalization of land holdings among rural residents interested in and capable of engaging in
commercial agricultural activities. APLR data on subsequent land transactions as of January 22,
2001 show that approximately 2,600 land sales have been recorded through out Georgia
Anecdotal evidence suggests that more transactions are occurring, but are not being recorded.

10. Not including approximately 72 thousand hectares of agricultural land in contested areas.
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Recent policy changes have reduced registration fees from 26 Lari to 7 Lari. It isanticipated that
this reduction in transaction fees will increase the incidence of transaction registration.

Agricultural development in Georgiais dependent on a consolidation and rationalization of land
holdings. Privatization of the state-held leased land should facilitate this process. The
development of aland market will further improve land utilization. USAID is supporting the
privatization process and development of land markets through its follow on to the Land Market
Project. While agricultural sector development in Georgiawill benefit from land market
development, development of aland market in Georgiaistied to an increased demand for
agricultura produce.

5. Finance

Numerous credit programs are active in Georgia. Commercia banks, credit unions and donor
organizations are making loans to a variety of borrowers. Generally the financia institutions
provide short-term (one year or less) medium and small size loans to mostly urban Georgian
businesses. Very little of the limited credit supply is directed to agriculture, whichis
understandable when the risk of making a short term loan to an urban business is compared with
the risk of lending to an agricultural business. However, these credit suppliers generally have
only limited funds. The 200+ credit unions are small with few having more than $50,000 in
capitalization. The commercial banking system is going through a period of consolidation and
stabilization and has a limited paid-in capitalization (less than $90 million as of August 2000).
Donor supported projects operate with about $10 to $15 million in loan funds. Many of the donor
assisted programs have only been operating only three to four years, and very few, perhaps only
the Microfinance Bank and FINCA,, have yet reached the stage of being self-financing or
sustainable in the long term.

Among lenders the credit terms vary substantially, tending to reflect market rates and averaging
around 30 percent per annum. The best rates for agricultural/agribusiness projects are 18 percent
per annum with collateral requirements of 150 to 200 percent of the loan value. Institutions
interviewed indicated that collection rates are good to date, although many loans are relatively
new and repayment is pending.

For medium or long-term capital for the agricultural/agribusiness sector, the banking system with
its limited capitalization is not currently, and will also not be in the short run, a significant source
of financing. For some businesses, suppliers and buyers are meeting some of the need for credit.
Suppliers do provide some credit to the agricultural sector for production inputs, but the amount
issmall and will remain so until good repayment track records are established. Trade financing
and funds transfers by buyers are also amajor problem. Very few buyers are willing to advance
funds for purchases because thereis still substantial uncertainty as to whether the producer will
actually deliver.

6. Investment

As outlined above, the local banking system does not have the capacity or willingness to finance
the level of investment required to grow the agribusiness sector. This means that new capital will
need to come from private domestic and foreign direct investment (FDI). Since the availability of
domestic capital islimited, FDI will need to be the largest source. FDI has the added advantage
that it is usually accompanied by an injection of new/western management expertise.
Unfortunately, FDI in Georgiais very low - an estimated US $731 million over the period 1989 to
2000. Further, on aper capitabasis, annual FDI fell from $44 in 1998 to $19 in 1999, below the

10
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Eurasian annual per capita average of $24, and well below CEE standards. Unfortunately, the
majority of foreign investors attracted to the high-risk investment environment in Georgia are
either unable or unwilling to invest large sums of money in Georgia.

There are many reasons that investors, both domestic and foreign, do not invest in Georgia. While
both domestic and foreign investors are discouraged by the realities of a volatile economy and
uncertain rule of law, foreign investors are also discouraged by perceptions of Georgian business
climate that may or may not be accurate. Based on discussions with private sector investorsin
Georgia (both foreign and domestic) and on information from donor sources familiar with local
business, the major constraints to investment in Georgia are as follows.

A perception of high political risk, including frequent changesin legislation and policies.
An uncertain macro-economic environment.

Perceived high levels of business risk resulting from observed failed joint ventures and
broken business agreements where foreign investors believe they were treated unfairly.
Thisleads to alack of confidence in Georgians as trustworthy partners.

Legal businesses confront high levels of taxation and this, combined with widespread
illegal evasion of taxes by small domestic firms, makes large-scale international
businesses less competitive.

A small domestic market and insufficiently developed export market.
Excessive and non-transparent government regulations.

A weak and corrupt judicial system making contract enforcement difficult, and the
protection of property rights uncertain.

Insufficient information from companies being privatized to permit adequate due
diligence by serious foreign investors.

Finally, few Georgian companies are available for sale under conditions where foreign
investors would be willing to invest. This is because of a general overvaluation of
company assets by Georgian company owners and reluctance among them to sdll a
controlling share to foreign investors.

7. Inputsand Technology Employed

With respect to input supplies, an organized system of input supply and suppliers that reaches
down to the village level has not fully developed to replace the former command system. Many
agricultural production inputs (fertilizers, pesticides, herbicides) are difficult for the small farmer
tofind in Georgia. The country does produce nitrogen fertilizer at a plant in Rustavi, but is
totally dependent on imports for phosphorus, potassium, and crop protection chemicals.

The capital stock of farm machinery in Georgia has decreased by 40-70 percent over the past
decade with only very small numbers of tractors, combines and other pieces of modern equipment
having been imported into Georgia since 1990. International machinery suppliers have no or
minimal representation in the country. Domestic production of any agricultural machinery is
extremely limited. The equipment that remainsin useis generally in extremely poor condition,
and kept working through salvage of parts from inoperable machines. What equipment is
available is generally not suitable for small farms.

11
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In part, the declines in production are aresult of the decreased productivity that has come from
reduced fertilizer use. There are no functioning government supply systems and fertilizer useis
only about 10 percent of what it was in 1985. While fertilizer use in 1985 was not likely optimal
since soft budget constraints did not necessitate efficient use of inputs, the current level of non-
use clearly has very negative consequences for soil fertility, and crop productivity.

The use of crop protection chemicals (CPC) has similarly plummeted from levels of the 1980's.
Fungicides for fruits and vegetables traditionally comprised 70-85 percent of CPC usage. Current
usage isjust over one percent of the quantity used in 1985. Almost no herbicides are currently
applied and insecticide applications are also very low. Georgia has very limited pesticide
production capacity and is ailmost entirely dependent on imports. All herbicides are imported.

Since 1990 the government-operated seed supply system in Georgia has largely collapsed.
Annual seed needs in Georgiafor grains and vegetables (excluding potatoes) are estimated at over
50,000 tons with requirements for "high" quality seed being about 25 percent of that amount.
Potato seed requirements are 70-90,000 tons annually. Actual supplies are but a fraction of these
levels. Some testing for registration of new varieties continues through the Variety Testing
Commission, with interested parties covering the costs of testing. The two seed production
organizations, Gruzzernosemprom and Gruzsortsemovaochch, were privatized in 1998, but
almost all seed production has ceased and these farms are trying to survive as normal agricultural
production units. The Research Institute for Crop Production, but they are producing avery
limited quantity of seed. The Horizon Company, a Georgian seed company established with
USAID assistance, is producing limited quantities of maize, sunflower, wheat and potato seed.
This company produced over 450 metric tons of seed in CY 2000 and plans to produce 600+ tons
in CY 2001. The Bolnisi potato seed growers, associated with the Dutch, are another group
producing potato seed for sale. Small quantities of seed potatoes also come from other private
farmers. Some vegetable seed is being imported through legal channels. Demand is also being
met by illegal imports, though quantities are unknown.

The Assessment Team met with the two private sector organizations that have emerged since the
breakdown of the Soviet system. Both Farmers Union and Analytica market and distribute inputs
to small farmers; both also provide some limited technical assistance on appropriate use of the
inputs they market. The Farmer’s Union provides farmers with technical information, seed, and
CPCsthrough local peasant based distributors. Analytica supplies seeds and CPCsto farmers on
abasisvery similar to that of the Farmers Union. These firms cover avery small part of the
country needs and claim that the principal reason farmers do not use inputs is because of cost.

Water is another important input for agricultural production in Georgia. The irrigation system that
was devel oped during the soviet period has seriously deteriorated, both from neglect and
uncertainty over operational responsibility. The regional Water Operation and Management
Enterprises lack the resources to carryout the operation and maintenance of the system, and asa
result the area under irrigation has declined from over 450,000 hectaresin 1990 to less than
300,000 hectares by 1999. Only afew local Water User Associations have emerged.

8. Marketing
In the past, trade was coordinated through Moscow. With the break up of the FSU thisis no
longer the case, and trade relations between the now independent countries of the FSU are not yet

fully operational. Nevertheless, Russiaremains one of Georgia’'s biggest trading partners and,
along with other countries of the FSU, will continue to be Georgia s most likely target market for

12
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exports. However, exports to Russia and other countries of the FSU have plummeted in recent
years, and in 1999 trade to the CIS countries was only 30 percent of the total Georgian trade.

Georgian producers and processors have not been very successful in developing new markets to
replace those lost as the Soviet Union broke apart. Sanitation, packaging and quality standardsin
Western Europe make it difficult for Georgiato enter these potentially lucrative markets in the
near term. On acost basis, low farm yields and high processing costs result in high unit costs that
make it difficult for Georgian goods to compete with goods from West Europe, Poland or Turkey.
Poor packaging and inconsistent product quality and a general lack of marketing expertise have
added to the marketing difficulties.

However, there are many acclimated crops that in Georgia would have ayield potential better
than that in Western Europe or the CEE countries, and equal to that of Turkey, Azerbaijan and
other countriesin the region. With the proper inputs and technology, there is no reason that
Georgia cannot produce acclimated crops with equal quality at lower costs, when compared to
Europe and neighboring countries. Traditional Georgian yields have the potentia to increase by a
factor of 3 or 4 times with proper management and technology. Georgiawill clearly have a
seasonal advantage with earlier available production from the warmer zones and a longer harvest
season by using the various micro-climates. This may alow Georgian exporters of fresh product
to aim for niche periods when the competitors do not have product available.

For alimited number of agricultural products, there already are market outlets. Some milk
producers are successfully marketing limited quantities of raw milk in nearby settlements. Nuts
are being sold for export and grape juice can be sold to processors for use in the wine industry.
For the most part, however, surplus vegetables, fruit, and milk is not being processed or being
marketed beyond very local channels. With this decline in market, farmers have less income and
little incentive to invest in inputs to increase productivity or improve the quality of their outpuit.
Local consumers, processors and export markets will only demand Georgian produce if and when
the quality and consistency of supply improve.

Finally, to the degree that there is demand for agricultural produce, either domestically or for
export, this information reaches producers only sporadically or through informal sources. No
source of market information currently exists that would help farmers determine what to produce.
Further, very few farmers have contract relationships with processors that could help orient their
production program. Farmers with vineyards are more likely to receive advice because wineries
work closaly with them.

9. Transportation

Georgiais anintegral part of the East-West transport corridor linking Caucasian and central
Asian countries with the Black Sea. Georgia has along established rail network of 1,583km that
isfully electrified. The main route Baku-Thilisi-Samtrediais largely double track. From
Samtredia single rail goes to the ports of Batumi and Poti and to Russia via Sukhumi. The
Armenian route is also important. To assist with the refurbishing of the rail sector the EBRD
supported a $20 million rail link project that aimed to provide small scale upgrading of the Trans-
Caucasian Railway.

Georgia' s road network plays an important role in the Europe-Caucasus-Asia transport corridor.
Also, Georgiais an intermediate link between Russia and the countries of the Middle East. The
road system in Georgia counts 20, 298kilometers — international roads 1,474, internal state roads
3,330, and rural roads of significance 15,494. Thisroad system is important to the movement of
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agricultural goods, and in 1998 15 million tons of product (all types) was reported to have moved
by road. In recent years, dueto lack of financia resources, the conditions of motor roads have
declined. In addition to the limited support by Government, the World Bank has been activein
providing assistance for the reconstruction of roads in Georgia. The Bank has made, or plans to
make available about $52 million under different loan programs for road rehabilitation.

Georgia s main seaports are Poti and Batumi. Poti’stotal port capacity per annum is currently
about 7 million metric tons, and Batumi’sis about 5 million metric tons. Poti is 9m deep and
30,000 BRT ships can enter. Batumi is 11m deep and a maximum 50,000 BRT ship can enter.
Heavier ships are unloaded at sea. In addition to local transport forwarding companies, there are
several foreign transport/forwarding companies successfully functioning in Georgia.

The transportation issues are not only related to the condition of the rail and road systems, but to
the harassment that truckers seem to face as they travel the roads. It isvery common for truckers
to be stopped and asked for papers, and to pay feesthat are assessed for some infraction that may
not really exist. Also, when truckers cross borders to another country customs officials may
check the vehicles and levy afee. Therefore, not only do the poor conditions of the roads
increase costs to maintain trucks, but also the road fees add another significant cost to
transportation costs faced by groups trying to move agricultura products.

B. Summary of Principal Constraints

Georgian entrepreneurs face multiple constraints to starting, owning and operating a business,
regardless of the size of that business. Some of the constraints are general in nature and some are
more specific to individual sectors with some impacting producers for the local market more than
exporters, and vice versa. Each of the constraintsis well know and has been examined and
described in detail in other documents.

Many of these constraints are being addressed by the Mission’ s assistance programs in tax

reform, land reform, accounting reform, banking reform, capital markets, energy reform and
enterprise privatization. Significant contributions to establishing an enabling environment for
private enterprise growth have been made. Nevertheless, as can be concluded from the discussion
below, further work in these areas remains.

The constraints below are divided into two categories — general constraints that affect all business
and those constraints that are a specific problem for agricultural/agribusiness development. For
the first category, the descriptions are quite brief with only alimited discussion of how they
impact the agricultural sector. For the second category, the discussions are more detailed and
relative priorities are established.

1. General Market Constraints
a) Corruption

As outlined in the September, 2000 Market Reform and Agricultural Assessment Report,
corruption is widespread and endemic in Georgia. The 1999 Corruption Perceptions Index by
Transparency International ranked Georgia 84™ out of 99 countries worldwide. Corruption
flourishes in part because the Georgian government is unwilling or unable to set and enforce
transparent rules and laws. Extremely low government salaries also encourage corruption since
they do not provide aliving wage. Most businessmen see the payoffs and charges for what
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should be free services as a cost of doing business and not something they can do much aboui.
They aso hope the situation will change in the not too distant future.

For the agricultural sector, the corruption ranges from road taxes arbitrarily imposed by the police
to extra payments that are necessary to obtain operating permits or necessary licenses or
certifications. Even when the necessary documentation has been obtained, the police and
inspection agents are good at finding some reason to charge a fee.

b) Taxation

There are two major issues related to taxation. First isthe high rate and multiplicity of taxes.
There are VAT taxes, profit taxes, road taxes, social fund taxes, land taxes, transfer taxes,
entrepreneur taxes, unemployment fund taxes, etc. Together, this combined tax rate can be as
high as 67 percent of a products cost structure.

Second is the administration of tax laws. The regular changes and ambiguities alow corrupt tax
officials to extract unofficial payments and levy frequent and heavy fines for noncompliance.
While most businesses have learned to cope with the uncertain tax regime, most also identify the
amount of taxes they pay as a serious problem to the establishment of business.

For farmers and small businessmen, ambiguitiesin the tax laws and very frequent changes make
understanding of the laws and what is required very difficult, let alone compliance. Most
producers indicate they would prefer a single tax on land.

c¢) Customs

Georgian customs collections are reportedly less than 50 percent of what they should be. For
Government budgets this is obviously a serious problem. While there are some positive price
effects for consumers and well-connected businessmen, the porous borders also impact many
local businesses and processors in several negative ways. Cheap, untaxed imports, particularly
non-perishable or manufactured products, compete with local manufacturers and producers.

For the agricultural sector, local flour millers who pay up to 34.7 percent taxes on imported whest
are unable to compete with smuggled and untaxed flour. The import tax should protect the local
miller and producer of wheat, but when a drought occurs and local wheat production isin short
supply, it has the opposite effect, particularly when products are smuggled and do not pay the tax.
The largest tea processor in Georgia does not supply the local market because untaxed imports
are more attractive to local consumers. Egg and milk processors face a smaller market for much
the same reason.

d) Banking

Banks in Georgia play only a small role in savings mobilization and as a source of financing for
private sector businesses. Low capital bases, high interest rates, insider deals taking place,
inadequately trained staff and difficulty in valuing collateral are just some of the problems. The
number of banks is expected to decline further as higher capital requirements are enforced and
banking regulation, training and improved legislation will, over time, result in a better functioning
system. However, thisis clearly along-term process, and for the agricultural sector, the current
commercial banking system will probably not be a dependable source of finance (see discussion
below) in the next few years.
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e) Energy Supplies

Current energy supplies are smply inadequate to meet needs with daily supplies to most users
ranging from a few minutes to afew hours. While the impact on the general public of inadequate
power is most often the focus of concern, there are also serious impacts on producers and
processors. For some companies, energy costs are not a major production cost. But in ailmost all
cases there is aneed for reliable power on aregular basis. Without such supplies companies often
face the choices of shutting down, holding food products at temperatures that are not safe,
operating at an even lower level of capacity or seeking alternatives to existing grid supplied
energy, often at a much higher price.

Many agricultural processors have aready put in place generators to provide most or all of their
energy needs. Unfortunately, the cost of such energy is often prohibitive. For example, a seed
potato supplier the Assessment Team interviewed could not afford to keep his warehouse
adequately cooled using a small generator, and has lost seed quality and quantity.

f) Confidencein Government

From the business perspective, government is generally viewed as something to be avoided.
Government has not been able to provide needed services but has imposed additional costs on
businesses. To make matters worse, government is perceived to be the cause of many of the
constraints identified above. The Team found little confidence that the government would be
able to improve their performance in the short-run. This same attitude holds true for the MOA,
although people are not blaming the new Minister who is being given an opportunity to
demonstrate results.

2. Agricultural Specific Constraints

In addition to the general business constraints identified above, there are a number of particular
constraints impeding agricultural sector growth and supporting a drift toward subsistence level
production. In some form or manner, some or all of these would logically be the focus of any
agricultural sector assistance effort. They are discussed below in the order of priority.

a) Marketing

For the Assessment Team the lack of marketing systems was identified by Georgian producers
and value-adding organizations as the number one constraint being faced. Since the breakup of
the FSU, the old system of state marketing has ceased to function. Unfortunately, effective,
aternative systems have not yet emerged, constraining both domestic and export marketing
potential.

There are numerous aspects to the marketing problem. The identification of realistically potential
markets is seemingly the most serious problem, but Georgian producers and processors aso have
difficulty identifying and establishing trading relationships with distributors. Successful
exporters often depend on persona contacts in cities to which they are exporting. Additional
problemsinclude a lack of reliable market information, and the inability of Georgian producers
and value-adding organizations to meet the quality and food safety requirements of both domestic
and export markets.
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This latter problem will become increasingly serious as Georgia seeks to enter more sophisticated
Western markets with higher standards. However, the Assessment Team found only limited
recognition of this problem.

The lack of market information system in Georgiais a constraint to farmers as well as
agribusiness. To make production and marketing decisions farmers need information on
commodity prices, aswell as on the market outlook for commodities at local, regional, national,
and world levels. Sources of thisinformation are currently very limited in Georgia. Since most
farmers are small it is difficult for them to obtain this information unlessit is being provided by
government or producer organizations.

Output marketing is a problem at three inter-connected levels. At the raw material or farmer
production level, farmers can generally gain accessto inputs required if funds are available.
However, most small farmers do not produce sufficient volumes to permit effective marketing.
Farmers become locked into what they know how to produce to provide a subsistence, or produce
what they were able to sall on the open market last year. Georgian farmers rarely produce to
meet a pre-arranged contract with packers or processors. Small farmers also need help in
organizing their production and marketing efforts. The Gori Apple Growers Association isa
hopeful example of how associations could fulfill thisrole. Unfortunately, such examples are till
rare.

At the village level, surpluses of many fruits, vegetables and milk are smply not packed for the
fresh market and/or processed. Thereis simply no demand at any price and perishable products
spoil. Thelack of buyersin turn reflects the decline in processing as a result of markets being
lost and the quality improvements necessary to recapture old or to penetrate new markets. Unless
the quality and consistency of supply of domestically produced commodities improve, processors,
local consumers and export markets will not increase their demand for Georgian products.

At the export level, Georgian processors and value-adding organizations lack information and the
know-how to compete effectively. Certainly, they are constrained by old equipment, inadequate
operating and investment capital and a sometimes unfriendly business environment. However,
the lack of experience in operating in a highly competitive global market is equally large if not a
larger constraint.

Finally, the small size of the domestic market is often a constraint. For many crops, the domestic
market is much smaller than current production potential. Limited incomes and the fact that
many households produce and process at |east part of their own food means that many people do
not buy commercially prepared foods. While there is potential for development of import
substitution in some products, expanding export markets will be necessary to create adequate
demand for agricultural sector growth.

b) Finance

The lack of finance is a serious constraint for agriculture/agribusiness as it affects input suppliers,
producers, and processors (value-adding organizations). To gain an idea of just how limited
agricultural financing isin Georgia, the Team examined the difference in the volume of
agricultural credit in the U.S. and Georgia. Georgian agriculture's contribution to GDP is about
$700 million annually. Inthe U.S. the farm sector excluding food and fiber processing provides
about $70 billion to GDP or 100 times as much asin Georgia. In the U.S. annual non-real estate
farm debt is over $80 billion while in Georgia comparable agricultural credit amounts to an
estimated $10 -15 million. If U.S. levels applied, the Georgian farm sector would need credit at a
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level in excess of $700 million annually. Obviously such an amount is not going to be available
anytime soon, but this comparison helps to illustrate the magnitude of potential agricultural credit
needs in Georgia

Large-scale agricultural processors are able to source limited credit from commercial banks
through the World Bank and IFC credit lines and the AgroBusiness Bank (recently founded by
the European Union). However, volumes are small, collateral requirements high and interest
rates discouraging.

Nevertheless, while the situation is not good for agricultural processors, it is even less favorable
for small-scale agricultural producers where the primary source of funds for agricultural/
agribusiness loans comes from special loan funds such as the rural credit unions, ACDI/VVOCA,
WB/MOA fund, and the AgroBusiness Bank. The ACDI/VOCA program with nearly $2.0
million in loan capital (and over 700 loans) and the Agro-Business Bank with over $2.5 million in
loans outstanding are apparently the two largest lenders and they reach only atiny percentage of
potential borrowers.

With these redlities it is not surprising that financing was the second most serious problem
mentioned by producers/processors. Without adequate access to credit, it is difficult to see how a
vibrant, export-oriented system supplying markets with value-added products will emerge. The
problem must be addressed, asit isamajor constraint to development of the sector.

c) Investment

The Georgian private sector has experienced very little investment, and particularly very little
FDI. Without increased levels of investment, the agricultural/agribusiness sector, as well as many
other sectors, will remain stagnant. The necessary modernization and re-capitalization requires
millions of dollars that financial institutions alone will not provide. As mentioned above, while
FDI can be an important source of this investment capital, foreign investors also often provide
management skills, technical know-how and linkages to new markets that can result in increased
agricultural/agribusiness exports, as well as favorable international trade agreements. For
example, the World Bank notes that the agricultural commodity-processing sector in Hungary
received atotal of US $3 hillion, or US $300 per capita, in FDI between 1990 and 1999.

See Section I11.A 6. above for reasons why investment is occurring only slowly.
d) Input Supply

As mentioned earlier, an organized system of input supply and suppliers that reach down to the
village level has not fully developed to replace the former command system. The parastatals and
privatized companies that emerged from reorganization of the former agricultural input supply
system are not effectively operating and new systems suitable for a market economy have not
fully emerged. Therefore, the availability and cost of inputs make access very difficult for
farmers and organizations and associations working with farmers. The limited accessto inputsis
cited as a barrier to increased productivity.

A couple of private sector companies have been marketing inputs such as as fertilizers and
pesticides to farmers. They estimate, however, that they are meeting only about 10 percent of the
demand. Quality seed is also in short supply in Georgia, and for grains and vegetables (excluding
potatoes) the need is estimated at over 50,000 tons with requirements for "high" quality seed
(purchased seed) being about 25 percent of that amount. Potato seed requirements are 70-90,000
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tons annually. Based information gathered by the Assessment Team, local seed suppliers do not
produce more than 400 tons of “high” quality grain seed; and not more than 600 to 700 metric
tons of potato seed.

At the farm or village level, the low grain, vegetable and fruit yields realized suggest that
technology being employed is not the latest available. Dairy and poultry productivity, as
mentioned earlier, is aso extremely low. There are very few, readily identifiable sources of new
technical and market information for farmers at the village level. However, according to farmers
interviewed in various regions, a lack of information on better agricultural practicesis not their
key constraint at the moment. Fruit and vegetable growers, grape growers and milk producers all
mentioned output markets, marketing, and finance at reasonable rates to be more important
constraints™. If financing was available at reasonable rates input supplies and technical
information could be obtained and go a long way toward removing this constraint. Clearly
improved practices need to be introduced, but in balance with establishment of markets for their
agricultural output.

The poor condition of machinery is having an impact because land and seedbed preparation is a
significant factor in productivity. Moreover, increased demand and more efficient production,
consistent with expanded production and processing goals, will render the current equipment pool
inadequate without some replacement. Again, the primary barrier to use of better equipment is
the lack of financial resources to permit timely and effective purchase. Often timesto improve
the farmers' ability to purchase equipment they will need to form associations that purchase what
they need.

It is expected that increased use of inputs of al types, including seed, will be a gradual process
based on farmers learning and seeing the benefit of input use, and their improved ability to pay
for theinputs. Some government research efforts, and World Bank efforts to support “adaptive
research and information transfer to farmers’ rather than just basic research will help increase
input use. EU-TACIS s planning a limited program of assistance aimed at providing extension
service assistance to farmers, and this could help bring about some change in input use.
However, the private sector packer or processor interested in obtaining raw materials from
farmerswill be one of the biggest engines for teaching farmers changes in production practices,
and use of inputs. Through USAID assistance to these private sector entities benefits will accrue
to farmers.

e) VAT Taxation

The general issues with taxes, tax levels and tax administration are outlined above. However, the
Minister of Agriculture and others have identified the VAT tax as a particular problem for
Georgia. Inreality few producers pay the VAT tax. Most producers benefit from athreshold
application level of 24,000 lari per year. However, it isargued that such alevel actsasa
disincentive to combine plots or farms and may actually encourage farming at a sub-optimal
scale. For those smaller farms under the threshold using inputs there is also no means to reclaim
taxes on inputs so they may actually be paying more VAT taxes than larger farms. Further, since

11. In making these assessments what farmers and growers may not realize is that the levels of on-farm technology
currently employed will probably not result in products that satisfy the quality and standards required by international
markets. To meet those standards will require adoption of new production technology. It also requires that producers
be willing to accept totally new practices and technology if they are going to be competitive. Many farmers will not
understand the technology involved. The packer/processors will need to work extensively with growers to produce the
quality and yield required for Georgian farmers to be competitive.
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little VAT is actually collected from the sector, there is a question of whether it isworth the
effort.

From the viewpoint of the Minister of Agriculture, the VAT on agriculture has two other negative
effects. Since neither Armenia nor Azerbaijan apply such atax, it puts Georgian production at a
disadvantage in regiona and international marketsi.e. Georgian products will cost more to
produce and may be non-competitive. In turn, this makes Georgia less attractive as a place to
invest than these other countries, particularly since foreign investors would not fall under the
threshold and would probably not be able to avoid the tax.

From a cost of production and investment perspective, the Assessment Team believesthe VAT
tax does have a disincentive effect. It may also be more efficient and less distorting to replace it
with an increase in the land tax. At a minimum this issue needs further examination in light of
costs of collection, amounts actually collected, impact on tax consistency and IMF agreements
and the degree the VAT tax is an important consideration in investment decisions.

C. Current and Upcoming Agricultural Sector Support Efforts
1. Government of Georgia (GOG)

The transition in the agricultural sector from a Soviet system that relied on the Government to
provide services of all kinds to a market-driven model with a more limited state role is underway,
but incomplete. The Georgian Ministry of Agriculture (MOA) reportedly still has over 4,000
employees.”” According to official data, dozens of state organizations also remain functional.
Far fewer actually operate. Some of this array has been fully or partially privatized with the
remainder providing no, minimal or limited services. The Departments of Amelioration and
Water Economy and Veterinary Services appear to be the most active.

General Government of Georgia budget constraints will make the inauguration of any new
agricultural sector initiatives difficult without external support. There may be some savings from
downsizing and the possible privatization of MOA assets, but at least in the short-run these are
likely to be needed to pay for actual downsizing costs. The MOA would like to embark on the
establishment of an extension system, but the Assessment Team is not convinced that thisis the
highest priority. Such a system would certainly not be financially sustainable in the short run.

One area where the MOA might be advised to devote some additiona resourcesisto the
provision of market information. Thisis alegitimate government function with important
benefits to al segments of the agricultural production and agricultural consuming/exporting
community. The Team would support a modest initiative in this area.

2. U.S Assistance
a) Introduction

Since the beginning of USAID assistance to Georgiain 1992, support to the agricultural sector,
excluding land reform, has been relatively modest. Earliest assistance was largely in the context
of humanitarian aid and included provision of maize, wheat and potato seed, training and
farmer-to-farmer volunteers. Internally Displaced Persons (IDPs) and small farmers in selected

12. The new Minister of Agriculture has recognized the necessity of restructuring the MOA to meet the needs of a
market-driven agricultural sector and has requested foreign assistance in doing so. This assistance package is discussed
in detail under U.S. Assistance below.
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geographic areas were particular targets for inputs, credit, training and technical assistance.®® A
U.S. investor in wine processing also received a small grant to cover a portion of the technical
assistance, management and initial operating costs involved in the establishment of ajoint
venture.

More recently, agricultural sector specific assistance via humanitarian and other USAID
programs has been provided. Business development programs have also begun to focus on the
agricultural sector. The currently on-going programs are described below.

b) Georgian Enterprise Support Project (GESP)

The primary goal of GESP is to stimulate economic growth by improving efficiency, enhancing
production, improving market channels and providing better access to capital for Georgian
enterprises. Focused primarily on providing assistance to small and medium enterprises (SMES),
this three year project is being implemented by Sibley International. The project is activein
Thilisi and has established regional officesin Kutaisi and Telavi with athird location under
consideration. The current Project Activity Completion Date is February 2003.

Within the project four program areas are being emphasized. Thefirst islegal/regulatory reform.
By supporting business advocacy groups, linking advocacy groups to policy makers, expediting
changes to appropriate Georgian laws, promulgating and enforcing laws and regul ations that
uphold shareholder rights and enacting the audit law, the Project seeks to establish a better policy
environment for business. The project will aso help create systems that can continue this process
after project completion.

The second emphasis area is devel oping the capacity in Business Support Organizations to
provide services for which the private sector will pay. The project will also develop the market
for such services by establishing appropriate associations or other business groupings and helping
these groups and individual firms establish links with support providers. Thisinvolves selecting
entrepreneurial business service providers, identifying suitable enterprises for assistance, helping
create market-demanded business services and building the capacity of business service providers
to deliver training and services.

Assisting firms with gaining access to capital is the third project emphasis area. By supporting
existing credit institutions, helping with the privatization of some remaining enterprises and
promoting corporate governance and shareholders rights, the project expects to increase loans and
promote the use of the Georgia Stock Exchange as two sources of capital.

Finally, the project supports a public education campaign to increase public awareness of
important private enterprise issues. Ensuring press and media coverage, educating local officials,
educating business owners and managers and general public education are import aspects of this
component.

Though GESP does not specifically focus on the agricultural sector, the Project has already
helped establish a Wine Growers and Processors Association in Eastern Georgia. They will be
providing specialized technical and business training to members of the organization.
Consideration is being given to helping establish a similar agribusiness focused association in
Kutais — perhaps an association of agricultural processors.

13. Several NGOs continue to provide assistance to small farmersin specific geographic areas, often using funds from
the monetization of USDA provided commodities.
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¢) Seed Enterprise Enhancement and Development Project (SEED)

Through funding provided to Agricultural Cooperative Development International/V olunteersin
Overseas Cooperative Assistance (ACDI/VOCA), USAID is supporting the development of the
agricultural seed industry, and the establishment and operation of agricultural production credit
associations. The seed industry assistance established a private seed company (Horizon Ltd.) that
is currently producing and marketing potato, maize, wheat and sunflower seed. Productionin CY
2000 totaled about 460 tons of seed with atarget of over 700 tonsin CY 2001. Limited
continuing assistance to the company aimed at increasing its financial viability will end on
September 30, 2001.

With USAID assistance, six production credit associations have been successfully established in
six regions by ACDI/VOCA and over $1,500,000 in loans is currently outstanding. The
repayment rate is almost 100 percent. USAID support for this activity viathe SEED Project
ended on September 30, 2000. However, for the purpose of assisting drought affected farmers
additional USAID-supplied funding for the credit program was provided in September 2000 via a
sub-grant from Save The Children. This grant will end September 30, 2001.

From July 1999 to September 30, 2000, the ACDI/VOCA program made almost 350 loans
benefiting nearly 3,000 individuals. For these production and processing loans, the interest rates
averaged 18 percent with most loans of one year or less but afew of up to three years. Loan sizes
ranged from a few hundred dollars to one loan to the Gori Fruit Farmers Association of $80,000.
About 250 loans will be made in three regions under the drought program at 18 percent for one
year.

d) Ministry of Agriculture Restructuring

The USAID Mission in Georgia currently supports an effort to restructure the Georgian MOA.
The MOA is structured, organized and staffed to carryout Soviet style command and control
activities throughout the agricultural sector. Severe budget constraints over the past several years
have resulted in some down-sizing (recently another 10 percent) in the MOA and many previous
functions and activities are no longer being carried out. However, an inappropriate structure
remains, overstaffing continues, and clear lines of responsibility, transparent practices, and fund
accountability are lacking.

The new Minister of Agriculture is determined to privatize many of the functions that are a carry-
over from the Soviet era. These include the operation of state farms for various purposes
(livestock breeding, seed production, etc), the provision of equipment and services, the conduct of
afull range of research and marketing services, and rural community support. Thisimplies
further down-sizing of the MOA in terms of personnel, assumed responsibilities and budget, as
well as restructuring to enable the MOA to implement policy-making, regulatory, monitoring and
other appropriate responsibilities effectively.

The MOA restructuring project was developed in response to a direct request from the Minister
for assistance in this effort. The project was designed for implementation in two phases - a 3-4
month initial phase for assessment and plan development, and an implementation phase that could
last up to one year. The project team consists of one expatriate senior resident advisor and a small
Georgian professional and administrative staff. Short-term expatriate specialists in agricultural
administration and other topics will be brought in as necessary. Phase | began on February 5,
2001.
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The resident advisor will be aliaison to other donors such as World Bank and EU. The World
Bank has expressed interest in funding activities that will coordinate with and support the USAID
restructuring effort. They intend to fund an inventory/audit of MOA assets, the salaries of a small
policy staff to advise the Minister, and possibly some training for re-assigned MOA staff. The
EU has been supporting the MOA operational budget and has already begun work on
restructuring activities.

The beginning of the MOA restructuring project has coincided well with the completion of the
Barents Group review of the MOA'’ s expenditures under the auspices of the USAID fiscal reform
project. Thisreview provides an excellent starting point for the restructuring effort by providing
an initial overview of department functions, assets, budgets and expenditures. The restructuring
project will aso be able to utilize the program capacity of the Overseas Consulting Services to
conduct the necessary public relations for the MOA. The Minister has already received
assistance in conducting public meetings regarding changesin tax policy. **

e) Land Market Development

USAID/Georgia has made a significant contribution to enabling the policy and business
environment through its support to the land market devel opment project. Work on this project
was completed under two successive task orders with Booz, Allen Hamilton (BAH) from late
1997 to fall 2000. Working in 38 of the 65 raions, the land market project surveyed, registered
and titled over 1.2 million agricultural parcels. The project also assisted in the privatization of
enterprise land for approximately 6,500 of the estimated 10,000 privatized and newly-formed
private enterprises throughout Georgia. Of the remaining enterprises, many are not operating or
viable and therefore do not have the resources of incentive to privatize their land. Theland
project team estimates that fewer than 2 million agricultural parcels still need to betitled and
registered.

In order to enable development of the land market, the land team identified technical and
bureaucratic impediments to land titling, registration and the full range of private ownership. In
addressing these impediments, the team used various methods, including public education efforts;
training for staff of State Department of Land Management (SDLM); establishment and training
of surveyor-subcontractors and real estate agents and advising key officialsin the Georgian
Parliament and Chancellery on land policy. To promote the longer term sustainability of land
market institutions, the project supported the establishment of 35 independent surveying
companies with approximately 1,200 contractors and 5 independent real estate companies with
approximately 75 contractors. The team’s real estate contractors facilitate and track secondary
transactions—sales and leasing—of both agricultural and enterprise land. The project also
supported the devel opment of a Georgian NGO—the Association for the Protection of
Landowners' Rights (APLR). The relationship between the BAH land project team and APLR

14. During this assessment, the Team met many agricultural producers and processors. When asked their opinion of
the MOA, most people were critical. Although they speak more favorably of the new Minister, most see the MOA as
irrelevant at best, and at worse as corrupt and a hindrance to their production and processing endeavors. The proposed
restructuring is an opportunity to change the functions of the local MOA branches so that they are a resource and
provide needed services to agricultural producers and processors. The Assessment Team recommends that the Minister
and his officers be encouraged to hold public meetings in communities across Georgiato solicit input on how the MOA
could better serve and build support among constituents.
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was symbiotic, and by summer 2000 responsibility for many activities, such as public advocacy
and education, had been transferred to APLR.

The last task order with BAH ended in fall 2000. USAID/Georgia decided to continue its support
of land market development, but using a different approach and contracting mechanism. The
Mission decided that APLR had achieved a sufficient level of technical proficiency be the
primary implementer of the land market project. APLR, however, is not evolved enough
organizationally to receive a grant directly from USAID. To address this weakness, the Mission
considered a model by which a Western NGO would provide financia oversight to APLR, as
well as assist in the development of professional associations and an umbrella SRO associated
with land issues. TerraInstitute, an American NGO that specialized in land tenure issues,
submitted a proposal that meets the needs of the Mission from atechnical perspective.
Complications with contracting have delayed in the finalization of the new Cooperative
Agreement, however, and this has led to the cessation of work on titling and registration. While a
short-term purchase order with APLR has enabled retention of the core land team, the cessation
of subcontracting work puts the completion of this highly successful project at risk.

f) Humanitarian and Other Programs

Under both its economic reform and its humanitarian response programs, USAID/Georgia has
been managing a series of US dollar and local currency grants to a wide range of non-profit
agencies. Severa of these programs provide credit and business advisory services to micro, small
and medium scale entrepreneurs and farmers throughout Georgia. Others provide extension
information to specific groups in targeted geographic areas, while a number or grantees have been
actively engaged in seed and credit provision as part of drought relief efforts. There are currently
many such initiatives under way. Implementersinclude: ACDI/VOCA, SCF (Save the Children
Federation), IOCC (International Orthodox Christian Charities), UMCOR (United Methodist
Committee on Relief), World Vision, IFRC (Red Cross), CARE (Council for Assistance and
Relief Everywhere), IRC (International Rescue Committee), Shore Bank, FINCA (Foundation for
International Community Assistance), Constanta (Save the Children), and ADRA (Adventist
Development and Relief Agency).

The degree to which these organizations work in the agricultural sector varies greatly.
ACDI/VOCA, IRC, UMCOR, CARE, and IOCC have specific agricultural assistance activities.
All are focused geographically within Georgia and on identified communities in their selected
regions. The other organizations may reach agricultural producers with small amounts of credit
or sub-elements of their programs dealing with food security, community development, income-
generating activities, etc. Because some activities in these areas will undoubtedly be continued
and are largely developmental in nature, it will be important for USAID/Thilis to ensure that
thereis coordination between any larger-scale agricultural activity that might be undertaken and
these other NGO-implemented activities. Possible linkages with these activities if alarger scale
agricultural program were undertaken will be discussed as part of the options section below.

3. Other Donors
a) Introduction
A number of other donors, including the World Bank, EU-TACIS, the British DFID, IFC,
Germany, the European Commission, Japan and the Dutch also provide assistance in the

agricultural sector. The European Commission, EU-TACIS, Japan and the World Bank have
been the most active.
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b) The World Bank

Through the $26.8 million Agricultural Development Project the World Bank is currently
involved, in cooperation with the International Fund for Agricultural Development (IFAD), in
providing financial support for credit unions ($6.5 million) and in financing land registration in
two raions ($6.0 million). The Project also includes supplying credit through Georgian Banks for
agro-processing ($10.4 million) and in miscellaneous activities including training, project
preparation and small farmer activities ($3.9 million). Another $7.0 million is being provided
under a competitive grants program for applied research and extension, and training. A new
irrigation and drainage project is under appraisal. The first phase of four years will cost between
$14-20 million. Implementation could start as soon as January, 2002 or, if the project is not
submitted to the World Bank Board before June 30, 2001, it may be delayed until 2003 or even
later because of other (non-agricultural) projects in the pipeline.

The World Bank is also interested in funding activities that will contribute to the restructuring of
the MOA. They expect to fund an audit for the MOA shortly, follow that with an inventory of
MOA property, and are seeking to provide two years of funding (approximately $300,000) for a
policy reform advisory unit in the MOA.

c) EU-TACIS

At an earlier stage EU-TACIS funded numerous programs focused on the agricultural sector.
These included programs to establish four regional agribusiness training and consultancy centers,
the utilization of monetized food aid for agricultural credit through Georgian Banks, regional
agricultural reform and training and short-term technical assistance to specific enterprises. These
activities have all ended.

Currently, EU-TACIS is supporting the Georgian Export Promotion Agency (GEPA) which
includes agricultural productsin its program of assistance. GEPA provides export information,
training, market profiles, supports exhibitions overseas, organizes overseas study tours, publishes
anewsdletter, operates a website and has published a directory of exporters. They have also
helped form an Association of Georgian Exporters.

Some reflows from the monetized food aid mentioned above (about $7.0 million) have also been
used to capitalize the AgroBusiness Bank that is now operating in Thilisi with branchesin Gori ,
Tsnori, Telavi and Marneuli. The main functions of the bank are to provide credit in various
forms to the agricultural sector and to accept deposits. The Bank eventually plansto have 25
branches throughout Georgia. Over the past 12 months they have made over 160 loans totaling
$2.8 million to including agricultura producers, processors and retailers/traders.

d) European Commission

The European Commission's Food Security Program in Georgiais the largest program of donor
assistance to Georgian agriculture. The program funds most of the MOA operational budget,
excluding salaries and social costs, on areimbursement basis. Disbursements of funds are
conditioned on the fulfillment of an agreed upon set of conditions. The program started in 1996
and was originally budgeted at about $15 million per year for four years. However, actual
reimbursements have been lower. A decision on whether or not to continue the program will be
made | ater this year.
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Under the program atechnical advisor has set up a budgeting system for the MOA and has
recently established a monitoring unit. Heis also engaged in some MOA restructuring activities
as part of the conditionality for disbursements.

€) Germany

In years past Germany through GTZ and KfW provided a considerable amount of assistance to
the agricultural sector. These included activities in seed supply, technical assistance, farmer
organization development, credit lines for privatized enterprises and training. However, nearly
all of these activities have been completed with only an activity in cadastral system development
and land management continuing.

f) Japan

Since 1997 Japan has provided about $9.1 million in grants to Georgia for fertilizer, agricultural
machinery and related transportation costs. With these funds over 100 combine harvesters, 75
tractors and 7,300 metric tons of fertilizer have been imported.

g) Other

IFAD, the FAO, The Netherlands, the United Nations World Food Program (WFP) and the
United Nations Devel opment Program (UNDP) also provide assistance directly or indirectly to
the agricultural sector. Asindicated above, IFAD has supported credit union development and
land registration in collaboration with World Bank. They will soon begin implementing a project
focused on the development of mountainous regionsin Georgia. The Netherlands has supported
dairy development in a highland area of Imereti Region and the development of a potato seed
enterprisein Bolnisi. The FAO has provided technical assistance and/or training in a number of
areas such as seed protection, grasshopper control, agricultura training, food security and
viticulture rehabilitation. The WFP has supported several food for work programs that targeted
irrigation canals, rehabilitation of tea and citrus plantations, land reclamation, drainage and feeder
road rehabilitation. UNDP has provided support to the Georgia Investment Center (GIC). This
project, however will be transferred to EU/Tacis next year. The GIC has aready begun working
collaboratively with the EU/Tacis-supported Georgian Export Promotion Agency, described
above.

V. Assistance Options

In this section, three agricultural sector assistance options are outlined. They represent what the
Assessment Team believes are real alternatives along a spectrum of possibilities. For analytic
and clarity purposes each is presented as a“stand-alone” option, although numerous permutations
are clearly possible. The Assessment Team also considered numerous other aternatives before
deciding on those presented below.

A. No Additional Assistance (NAA)

The NAA option isin effect a holding action that postpones any expanded agricultural sector
assistance efforts. Under this alternative, the ACDI/VOCA SEED and Credit programs would
end September 30, 2001 as currently scheduled. Humanitarian programs focused on agricultural
development, such as the UMCOR Agricultural Development Activity in West Georgia and the
IOCC Credit Program in Eastern Georgia, would continue as would on-going activities under
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GESP that include or specifically target the agricultural sector. The work underway related to
restructuring of the MOA and the planned support for land market development would aso
continue, but no new initiative expanding the level of support for the agricultural sector would be
initiated.

The Team identified four reasons Mission management might conclude that thisis the best
current option. The first would be a judgement that the current program of USAID assistance to
the agricultural sector is sufficient given budget constraints and in recognition of competing
demands for resources. A second reason would be the belief that reform of the policy
environment necessary for meaningful agricultural business development to occur is not yet
completed. Third, would be the conclusion that other donors are providing assistance to address
constraints to agricultural sector growth with no unfulfilled need for additional assistance to the
sector. Finally, anew activity would add a new management unit at a time when the Mission
wants to reduce management units.

While there may be validity to some of these points, the Team found compelling evidence that
counters these arguments and supports greater engagement by the Mission at thistime.

First, considering the Mission’s objective of assisting the private sector, the current level of
USAID assistance does not represent a program of support commensurate with the importance of
agriculture/agribusiness to the Georgian private sector now and in the near future. Nor does it
capitalize on the potential of the agricultural/agribusiness sector to be an engine for broader
economic growth and as an effective means of having people level impact. Further, many of the
current agricultural sector assistance activities (i.e., ACDI/VOCA and drought relief activities)
are soon ending. Design of anew activity needs to be begun soon in order to avoid a significant
gap in USAID assistance to the sector. If the USAID/Thilis waits for programming directions to
be indicated by its MOA restructuring project or GESP, the Mission runsthe risk of losing
credibility when it expresses an intent/interest in supporting agricultural/agribusiness sector
development.

Second, there are indications that the current policy and economic environment will support
expanded business activity. In many instances, people have found ways around tax, customs and
other administrative constraints, and are initiating successful business activities. The emerging
private sector entrepreneurs in the agricultural/agribusiness sector are setting an example for their
neighbors and fellow businessmen. These entrepreneurs should be assisted in these efforts for
growth reasons and to increase the input/impact they can have in influencing policy change.
Also, for USAID and other donors, active engagement with enterprises can often be one of the
best ways to understand the nature and extent of the problems constraining business activity,
particularly at the local level but also at the national level. This understanding, in turn, can
further inform the Mission’s other policy reform efforts.

Third, serious gaps still remain in the donor assistance directed at key constraints in the sector.
USAID and other donor programs have made a significant contribution to improving the policy
and economic environment in which agricultural sector development will take place. However,
completed and current programs do not adequately address the range of constraints that limit
growth in the agricultural sector. Many are short-term or narrowly focused. They are not
comprehensive and most are not focused on meeting private sector needs.

Further, the recent World Bank Agricultural Sector Update identifies exports as the most likely

source of increased demand for agricultural products and therefore a key driver for broader
economic growth. A successful export-oriented devel opment strategy, however, will be
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dependent on the Georgian agricultural sector’s ability to produce and market high quality, well-
packaged goods that meet international standards. At the moment, no donor program is focused
on agricultural market development, food safety and standards, or commodity packing and
processing, al critical elementsin being able to export value-added agricultural products.

Finally, following an NAA strategy reduces the role USAID/Thilis could play in facilitating
private sector initiatives to overcome barriers to production, trade and investment, and takes away
asignificant portion of the leadership USAID might provide. It also does not recognize that the
agriculture/agribusiness sector is an effective means of achieving people-level impact - something
the Mission has indicated should be a priority for new activities.

B. Targeted Infrastructure and Services (T1YS)

A second option that USAID/Thilisi might reasonably consider would be to continue the on-
going agricultural sector activities outlined above and to provide additional resources to a recent,
current or planned agricultural sector related activity in the USAID/Georgia or other donor
portfolio. For example, additional support to the ACDI/VOCA Seed Development and Credit
Activity could be provided. Limited additional support for one-two years would allow an
expansion of geographic area or sub-sector coverage. An extension to this activity would also
allow more time for ingtitutional development and establishment of the credit associations, which
would increase the likelihood of the associations' sustainability. Another program that might be
built upon is the very effective irrigation rehabilitation activity undertaken in three districts of
Georgiaby CARE. Since the model has been developed, it should be fairly simple to expand the
program to new districts and regions. Such assistance would address, at least on alimited scale,
the serious problems associated with the deteriorating irrigation system. The Mission could aso
choose to reorient or expand current programs to better promote agricultural development. For
example, GESP could be asked to concentrate their business and associations devel opment
assistance on agriculture.

Other bi-lateral or multi-lateral organizations such as the World Bank would probably aso
welcome the addition of USAID grant funds to support some of their activities. For example, if
the planned WB irrigation project is undertaken, on a parallel basis USAID funds could be added
and used for the development of water user associations and other technical assistance. Similarly,
USAID funds could be used to accelerate or expand WB efforts to restructure the agricultural
research and extension system in Georgia

The rationale for the TIS approach is that it builds on existing knowledge and experience, and
potentialy provides quick and tangible impacts on rural residents. Such an approach could be
expected to address at least one concrete constraint to longer-term agricultural development. TIS
would also be fairly easy to establish and manage since existing implementers would be used and
a new management unit would not be necessary. Finally, such a program could be tailored to the
amount of funding available. Certainly this option could provide needed and helpful assistance to
the agricultural sector.

The Assessment Team does not recommend this approach, however, for severa reasons.

First, the TIS option is largely reactive rather than proactive, in that any program would be built

around what other assistance implementers are already doing rather than on a strategic approach

to promoting growth in the sector. It does not offer very much opportunity to be innovative and

almost certainly limits USAID involvement to a smaller range of alternative assistance activities.
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Nor does the option necessarily take significant advantage of USAID knowledge and experience.
USAID in effect relinquishes leadership in promoting development of the sector. *°

Second, the selective and limited nature of this option would not address the constraints to
agricultural sector growth on any kind of an integrated basis. Even if several elements are
supported, the TIS option is not comprehensive but a piecemeal approach. It would only support
selected elements of what is needed to improve sector performance rather than attempting to
simultaneously reform and develop several elements of agricultural/agribusiness sector.
Synergies and complimentarities would be reduced.

Third, if programming is accomplished through existing NGOs, targets and expectations for
activity impacts would probably be limited to aregional or restricted geographic area rather than
anational level since that iswhere they are working. Certainly assistance at thislevel is
important, but a program that uses activities with local level impact to provide input into national
level policy reform would seem to be more effective. In thisway, the project contributes more
broadly to USAID/Thilis’s efforts to shape national policy reform and to develop, demonstrate
and apply broader development models.

Fourth, "buying into" activities led by other donors such as the World Bank is often fraught with
delays, requiring extensive negotiation and management to ensure that USAID development
objectives are met. Developing water user associations for the World Bank's irrigation project
means waiting until the infrastructure work has been started, but the project itself is at risk of
being delayed by ayear or two. The objectives of the WB agricultural research and extension
program may not be fully consistent with USAID/Georgia objectives in assisting the downsizing
of the MOA.

Finally, the TIS option really does not build on the improved policy environment that the
Assessment Team believes exists and that will permit the effective use of additional resources.
Nor will TIS, depending on the activity supported, necessarily reinforce or inform further policy
work.

C. Value-Added Enterprise Growth (VAEG)

Another programming option that was considered was the development of a new activity to
support agricultural sector development. While acknowledging that further policy reform needs
to take place, this program approach would not wait for completion of all policy work or
perfection of the business climate before engaging with the enterprises. Instead, it utilizes
engagement at the enterprise level to inform and leverage further policy reform.

The primary target for the assistance would be the agricultural value-added packer/processor
system and the upward and downward linkages critical to the system's success. Such a
multi-level approach recognizes that improving any single element of the
agricultural/agribusiness system often requires parallel improvements in other elements. The

15. The exception would be a significant add-on or anendment to an on-going activity such as the GESP project.
Such an add-on or amendment could probably include many of the same elements as a new activity. However, after
reviewing on-going activities the Assessment Team concluded that such an approach would either require a major
reorientation for all projects or the development of almost a stand-alone activity. For GESP particularly, including a
new component, would also increase the complexity of what is aready a very complex project and probably hurt both
efforts. Finally, such an approach would probably not be consistent with the original solicitations for assistance
implementation.
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objective isto help create product to market systems that will increase demand for agricultural
commodities and increase the return on those commodities through value-adding activities.
These systems facilitate the flow of information, financing (i.e., credit, payments, etc) and
product between producers, producer associations, value-adding packers/processors and
consumers.

This option has three advantages. First, the approach takes an integrated approach in dealing with
constraints facing agricultural sector growth of specific products or groups of products. In so
doing it recognizes the inter-related nature of the value-added, input and output market

constraints of the agricultural/agribusiness system and enables a coordinated effort with activities
to bolster competitiveness and the systems needed to maintain competitiveness. It acknowledges
that assisting agricultural producers increase output through new technology, training or increased
input-use only makes sense if markets for the agricultural output exist, i.e. Georgiais competitive.
Moreover, it helps make the processing industries more attractive to investors since problems of
an adequate supply of high quality raw materials along with needed systems to support and
facilitate market access are addressed.

Second, it removes as a constraint the limited size of the Georgia market for agricultural and food
commodities/ products. The domestic market alone can only absorb limited quantities of value-
added products and will therefore not support very much growth in output. At the same time,
Georgids geographic location at some distance from most larger markets, and the higher
transportation costs implied, make products with considerable value-added more attractive. The
VAEG option recognizes these realities and emphasizes assistance activities that will boost
exports of value-added products with more limited attention to import substitution products such
asmilk or eggs or livestock feed enhancing products such as soy meal.

Third, the option builds on U.S. expertise and the comparative advantage this gives USAID in
providing assistance in thisarea. The U.S. has the full range of experience needed to succeed
with assistance to agricultural value-added activities and in developing the systems that are part
of such systems. Asthe world's largest agricultural exporter with the lowest domestic food prices
of al OECD countries, the U.S. agricultural system produces cheaply and knows how to supply
export demand. The support system of private agricultural organizationsin the U.S. - including
producer associations, credit institutions, processor associations, grades and standards monitoring
groups, trade development bodies - that facilitate production and exports is also unmatched
around the world. This option would make use of this expertise and organizations that have
already successfully transferred this experience in developing associations, establishing grades
and standards mechanisms, and building markets to other countries of E&E.

Disadvantages of this option vis-a-vis other alternatives are the likely higher cost, the higher
management demands and remaining uncertainties over Georgids ability to be competitive in
world markets. The Mission may also see such an integrated approach to mitigating constraints
astoo broad or consuming of limited resources. However, the team believes that important
synergies could be cultivated between awell-designed VAEG project and ongoing projectsin the
USAID and other donor portfolios. Moreover, a phased implementation approach would mitigate
some of the possible risks inherent in the option.
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V. Recommendation

A. Introduction

Based on the information collected, an assessment of the pros and cons of the alternatives and
informed judgements on what can be achieved, the Assessment Team recommends the VAEG
option.

Summarizing from the discussion above, such a programming alternative would entail targeted
assistance to agricultural processors and other enterprises that carryout value-adding activities
such as sorting, grading, packaging and marketing produce and assistance in establishing the
institutional and support systems needed to make the processors/enterprises competitive. It
would facilitate the development of upstream linkages between processors/value-adders and
producers and downstream links between processors/value-adders and potential markets. Through
this systems approach, primary constraints to agricultural sector development, namely insufficient
demand (both export and domestic markets) for agricultural produce and lack of credit or working
capital for producers would be addressed. While the primary focus would be on export market
development, opportunities for increasing the share of Georgian products on their own domestic
market would also be explored.

The goals of such a project would be twofold. First, to increase market demand in Georgiafor
agricultural produce by facilitating links between producers and processors/val ue-adders and by
increasing marketing opportunities for agricultural products. Second, to increase incomes and the
agriculture/agribusiness sector's contribution to broader economic growth by expanding the
percent of agricultural products that enters the marketed, value-added agricultural sector. By
focusing the assistance on value-adding enterprises and associations, a VAEG program actually
expands the potential impact of programming assistance on small agricultural producers. With
increased market opportunity, many of these small producers will be able to move past
subsistence level production and may even grow in such away that promotes further land market
and agricultural sector development. Moreover, by increasing the quality and value of
agricultura produce that is marketed, the VAEG has a greater impact on contribution to
economic growth and rural incomes.

Success of a VAEG would be measured by increases in marketed, higher value production of
targeted commodities/products and by the development of profitable and sustainable enterprises
and business groupings such as farmer/processor associations. The focus of the assistance is not
on the establishment of sustainable public or private institution to continue the assistance
activities, but to provide atimely and necessary infusion of support to private sector business
initiatives. However, sustainability does require systemsto ensure quality, food safety, etc., and
this may require the formation of new institutions or self-regulating organizations.

Below, the elements of a possible VAEG program are explored in greater detail. The discussion
provides further context for such a program, suggests options for implementing VAEG-type
programs at different funding levels and shows possible synergies with existing USAID and other
donor programs.

B. VAEG Program Elements
Focuson Value-Added Enterprise Growth

The recommended VAEG option is an activity focused at value-adding levels of the agricultural
system for selected commaodities/products for which a specific market has been identified. The
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approach builds on the already demonstrated supply response in Georgia whereby production
follows demand. It isademand-pull rather than a supply-push approach. In order to expand the
marketing options available to producers, and thus increase demand for agricultural products, the
assistance will focus on value-adding enterprises and associations. Enterprises and associations
will be considered value-adding if they engage in processing, sorting, grading, packaging and/or
other such activities or services that increase the price that consumers are willing to pay for
particular products.

Export vs. Domestic Market Focus

The domestic market is small, both in terms of numbers of people, and in buying power.
Therefore, the primary focus of the program should be on the development of enterprises that
process or otherwise package and market agricultural commodities outside Georgia's borders.
An important selection criterion for firms and/or products for assistance would be that effective
marketing and not absolute demand volume is the constraint to effective and expanded
operations. Though the primary focus of the assistance program would be the development of
markets for export-oriented agricultural products, there are some commaodities that may be
promoted for their import substitution potential. These commodities include feed grains,
oilseeds, high value fruits and vegetable, dairy and eggs.

[llustrative Activities

The components of a VAEG activity would have to be developed during actual project design.
The number and breadth of activities included would vary depending on the funding level for the
project. Adjustments could also be made to project activities depending on the status of USAID
and other donor projects at the time of project design. Below, however, isalist of illustrative
project activities.

Develop producer associations and value-adding enterprise associations,

Identify potential markets and niche commodities;