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VLADIMER PAPAVA

Georgia’s Economic Role
in the South Caucasus

The economy of the former Soviet Union was characterized by a high
degree of integration of the economies of its union republics, and was
based on a clear union-wide division of labor. This explains why the
coexistence of these republics in a common economic space, the *“uni-
fied national-economic complex™ for seventy long years left a deep
impression on their economic systems. After the breakup of the Soviet
Union, all of the newly established states had to set up independent
national economic systems practically from scratch, and each of these
economic systems represented an individual element in the formerly
unified complex.

This disintegration after the breakup of the Soviet Union was exacer-
bated by the crisis that had already befallen the Soviet economy, whose
administrative command structures proved themselves incapable of quick
and efficient response to innovations. By the late 1980s, the steady de-
cline in economic efficiency led 1o a situation in which the savings rate
had to be increased just to maintain zero growth. The prerequisites for
destabilization and crisis of the financial system took shape during this
period. Crisis processes were also set in motion by political factors in
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1989-91. As a result, by the time the Soviet Union actually collapsed it
was in the midst of a decline in production and investment activity,
disintegration of economic ties between enterprises, a breakdown of the
financial system, loss of control over the monetary sphere, foreign-policy
and currency bankruptcy, and the dissolution of state political and eco-
nomic structures.

The diversity of natural and climatic conditions, a high level of self-
sufficiency in regard to natural and human resources, and a number of
external factors made the Soviet economy relatively closed in relation
to the international market. After the breakup of the unified economic
system and the coming of financial difficulties at the level of the newly
established states as well as individual enterprises, prospects for tech-
nological moedernization and renewal were poor. As a result, obsolete
equipment was also worn out. This, in turn, is the main reason why
most of the goods produced in post-Soviet countries were not com-
petitive (due to the low quality and/or high costs of production), which
makes it impossible to penetrate international markets and actively
integrate into the international economic system. This appreciable com-
ponent of the post-Soviet economy is essentially a corpse, and it only
“functions” by hanisms of necr omics.' All of this applies in
one way or another to all of the former Soviet republics and particu-
larly to the South Caucasus region.”

The comparatively small territory of the South Caucasus (186,100
square kilometers) is notable for its highly diverse landscape, natural,
and geographic conditions. The Caucasus as a whole and the South
Caucasus in particular have always been and now have become even
more a conglomeration of contradictions. This is apparent in the politi-
cal processes occurring in the region, and in ethnic conflicts. These prob-
lems in the sociceconomic life of the peoples of the South Caucasus
have such large-scale significance that they should be classified not only
as political, social, and moral phenomena, but also as economic ones.?
Military operations (including those in the North Caucasus, particularly
the war in Chechnya, which has an especially adverse effect on Geor-
gia), the destruction caused by such hostilities, their victims, the social
problems associated with the presence of large numbers of refugees and
the blockade of transportation arteries inevitably have a significant
influence on the economic situation and the realization of production
potential in the South Caucasus.

As a result of these political, economic, and other factors, almost all
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of the states of the South Caucasus have found themselves more or less
plunged into a deep crisis that encompasses all spheres of their vital
activity and has led to a steep drop in production, high inflation, and a
decline in the standard of living. For example, in Georgia the GDP fell
by 72 percent in 1989-94; in Azerbaijan, GDP in 1996 was 42 percent
of the 1990 level; and the economy of Armenia was in serious condition
up until 1994, with GDP in 1993 at one-third of the 1989 level. Starting
in 1994-95, a trend toward stabilization and economic recovery has been
seen in the states of the South Caucasus, thanks to an aggressive reform
policy, but the consequences of the crisis were so profound that it may
take years to overcome them. This cannot be done without pursuing
radical and constructive domestic economic policies, along with an op-
timal combination of the interests of all states in the region and the ac-
tive attraction of foreign investments.

Economic development depends largely on the extent to which a par-
ticular country takes into account foreign economic factors in setting its
own economic policy. Considerations of basic trends in international
relations and finding one’s own place in the international economic sys-
tem are especially important. This should be the basic premise for deter-
mining the strategic directions of economic development and reforms in
the South Caucasus.

The economic progress of the states of the South Caucasus will be
determined primarily by the degree and pace of their integration with
the civilized world. Considering the current state of the economy in the
states of the South Caucasus, the task of integration cannot be classified
as easy. Nevertheless, it is important to note that the South Caucasus
region, in spite of its present political difficulties, has not been isolated
from the rest of the world. First of all, it is a component of the Common-
wealth of Independent States [CIS]. Second, Azerbaijan, Armenia, and
Georgia are members of the Black Sea Economic Alliance. And third,
all three states of the South Caucasus signed cooperation and partner-
ship agreements with the European Union almost simultaneously, and
bilateral trade and economic relations are also being set up with many
countries of the international community. However, all of these direc-
tions of international integration are not sufficient for the region’s entry
into the international market.

In the opinion of critically disposed experts, intra-CIS integration
processes are now experiencing certain difficulties,” and for well-known
reasons some countries favor keeping integration processes within the
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framework of the CIS, analogous in a sense to the closed cooperation
that characterized the economic system of the Soviet Union.’ The Black
Sea Economic Alliance, although it has great prospects and therefore
deserves special attention, is nevertheless still a comparatively new
interstate regional organization whose degree of integration is not yet
significant.® At present, cooperation with the European Union and eco-
nomically developed European states cannot be realized on a footing of
equal partnership. Rather, the EU is assisting the introduction of demo-
cratic principles for the construction of sociopolitical life and market
mechanisms.”

In many cases, the leading countries of the world are taking a wait-
and-see position, watching to see how events unfold in the South
Caucasus. There is a widespread belief that, even though the conflicts
there are presently frozen, the South Caucasus is still a hot spot that
does not have the political and economic stability needed to actively
recruit economic partners.® Likewise, the relatively small size of the
countries of the South Caucasus (their combined population is not more
than 17 million) makes their markets accordingly small. Setting aside
the significant conflicts in the region and looking, at least theoretically,
at the possibility of a unified market in the South Caucasus, even in this
idealized case the market is still not very big and can be covered by
investments made by either Russia or Turkey.

All of this points to the need to find opportunities for interaction be-
tween economic agents from the states of the South Caucasus, in order
to create the prerequisites for their rapid and sustainable development.
Ideally, this would mean setting up a strategic economic partnership
(not simply cooperation) in the South Caucasus.” Joint (if initially infor-
mal) efforts are needed to the attraction of foreign investments for the
region.'® The main problems here lie in the current high risk of long-term
investments, which is why investment activity in the South Caucasus is
still not very attractive. Still, there are spheres in the region that could
be particularly interesting for foreign investors: this is apparent in the
oil of the Caspian Basin," or the Euro-Asian Transportation and Com-
munication Corridor [EATCC] linking Europe and Asia through regions
of Central Asia and the South Caucasus." For these reasons, the South
Caucasus are acquiring a special importance, and for many states in the
region and leading companies in the world staking their claim in this
region is becoming a strategic objective.

The increased economic growth rate in Azerbaijan may be mainly
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15. The transportation artery linking Russia with countries of the South Caucasus,
hich is slightly used at present (due to blocking of the Russia—Georgia—Armenia
rail link) can be considered an integral part of the North-South transportation corri-
dor in the future (if the confllict in Abkhazia is resolved) (A. Mukhin and V. Mesamed,
“Mezhdunarodnyi transportnyi koridor ‘Sever-Iug': problemy i perspektivy™ [The
North-South International Transportation Corridor: Problems and Prospects],
Tsentral ‘naia Aziia i Kavkaz, 2004, no. 1).
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due to increased oil production and development of the oil refining sec-
tor. At the same time, the problem of development of the oil sector as
well as the future economic development of the entire South Caucasus
largely depend on setting up the EATCC transportation arteries. Practi-
cal realization of this plan began with the implementation of the widely
known Transport Corridor Europe Caucasus Asia [TRACECA] project.
TRACECA is presently seen as a transit corridor that will supplement
and develop existing routes, primarily European ones. This will create
possibilities for joining together the transportation systems of the Black,
Caspian, Adriatic, and Mediterranean Seas.

Resolving questions of pipeline transport of energy seems equally
important. The Azerbaijan-Georgian oil transport route has become a
priority large-scale project in Georgia that is attracting significant for-
eign investment. The realization of this project is also creating prerequi-
sites for more active investment in other sectors in Azerbaijan and
Georgia, not to mention increasing the level of security in this region.'*
On the other hand, this project would have no future if the project for
transporting oil from Azerbaijan through Russia were not also in opera-
tion, since in conflict conditions, when oil pipelines run through or near
hot spots, the existence of alternative pipelines is of decisive signifi-
cance. In the transport of early oil not only are Azerbaijan and Georgia
strategic economic partners, but Georgia and Russia may also be seenas
such (although, unfortunately, Russia has almost never acknowledged
this)."* Implementation of the projected transport corridor through Geor-
gia, Armenia, and Iran is especially important for the economies of Geor-
gia and Armenia and of fundamental significance for the development
of a strategic partnership between Georgia and Armenia."

The above suggests that Georgia is a country with every opportunity
to promote the future formation of an economic system in the South
Caucasus, in close partnership with Russia.

Questions of the beginnings of competition between individual coun-
tries in the region should also be raised. Market competition can manifest
itself at various levels: at the level of firms, sectors, countries, and
regional entities. A country's competitiveness depends primarily on how
productively it-uses its natural, labor, material, and financial resources.
At the same time, any competition is, to a certain extent, motivation for
improvement. Without international competition, productivity levels in
each individual country would not depend on the situation in other
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countries, while international flows of goods and capital are an opportu-
nity to increase the productivity by which a country’s resources are used,
eliminating the need to produce all goods and services independently
and specialize in those sectors of the economy and market segments
where the country is relatively more competitive.

These considerations suggest that, economically, Azerbaijan and Geor-
gia are not strategic competitors. Azerbaijan has oil and gas, while
Georgia has an outlet to the ocean and is directly adjacent to Turkey.
Both countries are on the EATCC route, and each of them possesses its
own, in a number of cases unique, production potential. Azerbaijan and
Georgia are more likely to be strategic partners than competitors. It is in
Georgia’s interest that Caspian oil and gas (and more) be transported
through its territory. This is also in the economic interests of Azerbaijan,
since in this case all kinds of freight from East to West and back will
also pass through its territory. At the same time, the absence of eco-
nomic competition between Georgia and Azerbaijan should not be per-
ceived as a lack of market stimulus for development: these countries
have other competitors, and they themselves, taken together, should be
regarded as economic partners in interregional competition. The eco-
nomic partnership of Azerbaijan and Georgia can become a magnet to
attract other entities not only of the South Caucasus, but of the entire
Caucasus (although, unfortunately, not all of them recognize the advan-
tages of such a strategic economic partnership in the region).

In conclusion, we will emphasize, in particular, that strategic eco-
nomic partnership is the foundation on which the economic system of
the South Caucasus can and should be built.
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