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Borrower

Classification

Environment
Assessment

Project Description

Rationale

LOAN AND PROJECT SUMMARY
Georgia

Targeting Classification: Targeted intervention—Millennium
Development Goals (MDGS)

Sector (subsectors): Transport, and information and communication
technology (urban transport)

Theme (subthemes): Environmental sustainability (urban
environmental improvement), capacity development (institutional
development), social development (human development)

Climate change: climate change mitigation

Location impact: urban and national (medium impact)

Category: Financial intermediation. The environmental concerns will
be addressed through the environmental assessment and review
framework agreed with the Municipal Development Fund of Georgia
(MDF).

The proposed Municipal Services Development Project - Phase 2
(MSDP 2) finances investments in municipal infrastructure and
utility services. It focuses on urban transport, but could flexibly
respond to other municipal infrastructure. It will provide (i) proceeds
to MDF for financing to selected municipalities for repairing and
rehabilitating municipal infrastructure and local utility services, and
(i) capacity development for MDF and municipalities through
incremental administration and technical assistance programs.

The MSDP 2 follows the Municipal Services Development Project
(MSDP 1) approved in August 2008. It targets high-priority urban
transport projects in Thilisi and other municipalities, which were
proposed for additional Asian Development Bank (ADB) financing
under the MSDP 1. As available financing under the MSDP 1 is
largely committed to other priority investments, a new facility is
proposed.

The double shocks of the August 2008 conflict with the Russian
Federation and the global economic crisis undermined growth and
stability in Georgia. Investor and consumer confidence deteriorated
and liquidity in the banking system contracted, while infrastructure
was left damaged. Investment and economic development
declined and foreign direct investment slowed. This stressed the
balance of payments, shrank public finances from revenue
shortfalls, and increased expenditure needs.

Economic growth has plunged from 10.0% in 2007 to 2.1% in
2008. The Georgian authorities responded with macroeconomic
policies, but the GEL2.2 billion stimulus has limited municipal
funding.

Challenges in the urban transport sector are palpable. Thilisi



I THE PROPOSAL

1. | submit for your approval the following report and recommendation on a proposed loan
to Georgia for the Municipal Services Development Project - Phase 2 (MSDP 2). The design
and monitoring framework is in Appendix 1.

Il. RATIONALE: SECTOR PERFORMANCE, PROBLEMS, AND OPPORTUNITIES
A. Performance Indicators and Analysis

2. Over the past 5 years, Georgia has implemented far-reaching strategic reforms and
development initiatives with impressive results. Widespread anticorruption measures and deep
structural reforms helped improve public administration and establish strong mechanisms of
accountability and transparency. Reforms have cut across all areas of government. Reforms in
tax, customs, and the regulatory environment helped develop a dynamic and competitive private
sector as the main engine of growth, with state support providing basic public goods and
services. Such a strong record of reforms in Georgia led to rapid economic growth of 10.5%
during 2005-2007. A key driver of this growth has been substantial inflows of foreign direct
investment, amounting to $1.5 billion (15% of gross domestic product) in 2007.

3. The double shocks resulting from the August 2008 conflict with the Russian Federation,
and the ongoing global economic crisis, undermined growth and stability. Investor and
consumer confidence deteriorated, liquidity in the banking system contracted, and
infrastructure was left damaged. Investment and economic development declined and foreign
direct investment slowed. This stressed the balance of payments and shrank public finances
from revenue shortfalls, and increased expenditure needs. Economic growth has plunged from
10.0% in recent years to 2.1% in 2008. The Georgian authorities responded with
macroeconomic policies, but the GELZ2.2 billion stimulus has limited municipal funding.
Investments and upgrade of existing services depend on available resources. Therefore, the
Government sought financial support to boost the economy, energize local activities, and
generate employment—focusing on the urban transport sector.

4. Georgia’s urban population has remained stable at about 2.3 million, about 52% of the
total, from 2000 to 2006." Estimates for 2015 indicate little change. Most population movements
have been from smaller towns to larger urban centers, rather than from rural to urban areas.
Today, government investment focuses on rehabilitating basic infrastructure because of
(i) stabilizing urban population, and (ii) neglected investments in infrastructure assets and
maintenance. Urban areas have inadequate water supply and waste water system, inefficient
solid waste management, and poor public transport. Appendix 2 presents urban sector
problems.

5. In December 2008, the Asian Development Bank (ADB) approved a $40 million-
equivalent loan for the Municipal Services Development Project (MSDP 1), through the
Municipal Development Fund of Georgia (MDF). Its scope covers water supply, waste water
system, and municipal roads in remote cities. This financing helps upgrade 40-year-old urban
water supply systems and maintain road networks. Since 2009, MDF has rapidly designed
subprojects and awarded contracts. To date, 21 subprojects worth $11.1 million have been
approved. The award for planned contracts for 2009 is $7.86 million, indicating a 141%

! ADB. 2007. Key Indicators 2007: Inequality in Asia. Manila.



achievement above projections (Appendix 3). MDF is following the project administration
manual (PAM) approved by ADB, and has proven itself a committed and efficient development
partner.

6. Several urgent urban transport projects were not included in the list of the MSDP 1 but
its resources are now more than 70% committed to the existing pipeline of subprojects. Thus, a
number of priority investments cannot be financed. These investments will help resolve heavy
traffic congestion, air and noise pollution, caused by increased private car ownership,
inadequate roads, weak traffic management, and deteriorating public transport services.

B. Analysis of Key Problems and Opportunities

7. Thilisi represents more than 25% of Georgia's population but generates nearly 50% of
the country’s gross domestic product. The city extends 170 square kilometers (km?), with a
1,200 km road network. With 1.34 million people and a density of 7,900 inhabitants per km?,
Thilisi manifests all the typical problems in metropolitan areas: poor air quality, excessive noise,
traffic congestion, loss of green areas, and degraded historical buildings and monuments. The
historical pattern of the city’s development, and its resultant form, partially explains this
situation. The urbanized area forms a reverse “S” shape, squeezed between the Mtkvari River,
the Metekhi Cliff, and the Saguramo Range, which concentrates all infrastructure and traffic flow
into a single corridor. The result is a bottleneck and heavy congestion at peak traffic periods.

8. Increased private car ownership, triggered by high economic growth, has recently
exacerbated the problem. In 2007, car ownership reached 120 cars per 1,000 inhabitants,
nearly doubling the number since 2002 and resulting in time-consuming traffic jams, a spike in
road accidents, and increased environmental pollution. About 80% of air pollution derives from
motor transport, compounded by deficient traffic management and poorly maintained vehicles.
In 2007, 4,000 accidents were reported, representing a dramatic 63% increase in people injured
and killed in 5 years. Therefore, a “global” citywide strategy that focuses on all elements of the
urban transport system is needed—strengthened by complementary “push and pull” (coercive
and incentive) measures.

9. Public transport services deteriorated because of poor road conditions, management
deficiencies among operators, and insufficient investments in fleet renewal and infrastructure
upgrades. Today, Thilisi's urban transport network comprises a two-line metro system, 123 bus
routes, and 60 microbus routes operated by public and private companies. Microbuses convey
the bulk of daily passengers, holding a 60% market share, while the balance is split evenly
between public buses and the metro system. Combined, they represent 400 million passenger-
trips annually.

10. Through the European Bank for Reconstruction and Development (EBRD) and the
Dutch bilateral assistance, city authorities upgraded the fleet with new and secondhand buses,
and offers better service with affordable fares. Private operators began to complement the
deficient public transport network with a system with a flexible and frequent microbus service,
which covers most the city. The use of electric transport—trams and trolleys—declined in terms
of ridership, and in November 2006, the city government discontinued their networks as
passengers shifted to microbuses. In September 2006, to reduce road congestion, the
Government started to ban minibuses from main avenues—replacing them with larger, more
efficient buses. The number of minibuses in operation fell from 4,500 to 2,000 but the number of
the buses is still not sufficient to cope with existing demand.



11. Thilisi is pursuing a number of initiatives to improve urban transport, road and traffic
management, parking, and the public transport ticketing system. It is now exploring options for
expanding an existing asset—the metro network. Serving 250,000 passengers daily, the metro
network is poised to play a stronger role in the urban transport system and can serve as the
backbone of the city’s network. A first phase is planned to extend the line to the university
district, where a large population of students and high traffic flows exist. Parking was contracted
through an auction to a foreign company—ParkCity—in January 2009. In February 2009, to
promote intermodal use of public transport, a $7 million integrated ticketing system for the bus
and metro networks was instituted, using Czech technology and financing from the Bank of
Georgia.

12. Another priority in Thilisi is to decongest the right bank of the Mtkvari river, particularly
the Gorgasali street section. This main transit road artery, located on the edge of the old city,
needs redesigning and reconstructing to segregate transit traffic from local traffic. A four-lane
tunnel, parking lots, landscaped gardens, and access to the city’s historical district is proposed.
Technical detailed design is ongoing; the project should be completed within 18 months. This
project may be one of the first subprojects submitted for financing under the MSDP 2, following
established submission and review procedures.

13. The development partner community has been supportive to the country’s urban sector.
The World Bank financed transport assistance to Thilisi municipality, focusing on a road safety,
traffic management, parking policy, public transport strategic planning, and action plan. Some
recommendations on parking management and traffic improvements have been implemented.
In 2008, the World Bank directed 20% of its $40 million Regional and Municipal Infrastructure
Project loan for improvement of urban roads. The EBRD has also partnered with Georgian
cities, investing in fleet renewal—particularly in the Thilisi bus company in 2005 ($4 million) and
in Batumi in 2008 ($2.5 million). The EBRD, the International Finance Corporation, and the
Georgian Reconstruction and Development Company are involved in the renovation of Thilisi
central railways.

14, The Government’'s request for financing for urban transport and municipal services
project is consistent with ADB’s interim operational strategy for the country.? ADB’s strategies
for Georgia are to (i) improve service delivery in municipal infrastructure within the evolving
decentralization process, (ii) reduce road transportation constraints on economic activity, and
(iii) upgrade and develop energy infrastructure. In the urban sector, ADB is focusing on
(i) sector reforms for sustainability of infrastructure assets, (ii) strengthening financing local
infrastructure, (iii) stimulating local economic development, and (iv) improving the quality of life
of the urban population.

15. As with the MSDP 1, the MSDP 2 will adopt the financial intermediation loan modality to
meet government constraints and project requirements.®> MDF is not a financial institution. The

2 ADB. 2008. Interim Operational Strategy (2008-2009): Georgia. Manila.

3 The traditional forms of ADB intervention in the urban sector are the project loan, sector loan, and sector
development program loan modalities. None of these lending models satisfied government constraints and the
requirements of the Project. As for the MSDP 1, the Project has adopted the financial intermediation loan modality
as the best fit. However, standard ADB financial intermediation loan requirements (the participation of eligible
financial institutions and commercial entities as well as relending and onlending arrangements) are not applicable.
This approach was preferred as it is in line with ADB’s urban sector strategy, which advocates using a greater
variety of lending modalities given the rapidly changing context of financial markets. This will also contribute to
promotion of development effectiveness by harmonizing ADB assistance with that of its partners and with country



Government has been using MDF (a special purpose vehicle, the sole purpose of which is to
provide funds to municipalities on a grant or a mix of loan and grant basis) to finance the
rehabilitation of dilapidated urban infrastructure. MDF is not a commercial entity. Since its
establishment in 1997, MDF has been operating as a project implementation and disbursing
agency for funds provided under foreign-assisted and locally funded projects. To sustain its
growth, MDF started also financing project from its own sources. MDF has the experience and
necessary capacity for identifying, appraising, selecting, implementing, and monitoring
development subprojects under well-established rules, policies, and procedures.

16. End recipients of the ADB funds are not commercial entities. The Government needs to
provide scarce public resources to a wide range of municipalities, including those with limited
borrowing capacity. The municipal governments are not commercial entities and they do not
have access to commercial finance. The Project will provide additional working capital to MDF
to ensure it continues to meet the investment needs of municipal governments. This is the
current practice in Georgia and has been proven an effective mechanism for providing municipal
governments with affordable long-term credit and the recovery of such investments.

17. This approach will not distort financial markets. ADB loan proceeds will be provided by
the Government to MDF entirely on a non-refundable basis. The loan proceeds will then be
onlent or ongranted to end users at below market rates. However, this will not distort the
financial markets, as the end users under the Project do not have any access to commercial
financing. Due diligence of development subprojects to be financed under the investment
component will be carried out by MDF in accordance with established rules and procedures.

18. The potential risk associated will be the difficulty for MDF to simultaneously deal with
significant number of projects. This will be mitigated through the capacity development
component that will assist development of MDF's long-term vision, corporate strategy, and
revised business model.

1. THE PROPOSED PROJECT

19. The proposed financing is primarily required to finance urban transport and traffic
management interventions identified by Georgian municipalities and to respond flexibly to other
municipal infrastructure priorities. The indicative list of urban transport subprojects under the
MSDP 2 is in Appendix 4.

A. Impact and Outcome

20. The impact of this new facility is to improve the urban environment and public health,
and invigorate local economies in urban areas. The outcome will be improved municipal
infrastructure, service delivery, and better living conditions. It aims to promote economic
development by financing urban transport and traffic management measures to (i) improve air
quality and reduce noise pollution, (ii) improve access to businesses and communities,
(i) improve the fluidity and capacity of the city road network to reduce travel costs and time to
major commercial and service centers, and (iv) enable citizens to tap economic and social
opportunities. It will support the Government'’s efforts to enhance economic growth.

priorities and systems. The World Bank has adopted a similar approach in Georgia under its three loans to MDF
(Municipal Development and Decentralization Project I, 1l and Ill) that has proven to be effective.



21. To support the flexibility and responsiveness of the MSDP 2, a number of urban
municipal subsectors are proposed for possible financing. These include urban transport, water
supply, wastewater, and solid waste management—all of which might be financed directly or
indirectly under the MSDP 2. Reflecting this open and flexible scope, the design and monitoring
framework includes targets and indicators for all of the above subsectors.

B. Outputs

22. Outputs include increased quality of service, wider network coverage, efficient and
reliable urban services, particularly for urban transport and traffic management, and improved
capacity of municipalities and MDF. The MSDP 2 also aims to rehabilitate and replace
deteriorated equipment and works, and improve municipal services management.

23. To achieve outputs, and in support of longer-term devolution, the MSDP 2 will focus on
enhancing the capacity within MDF and municipal governments to (i) improve financial plans
and manage projects, (i) establish mechanisms for system repair and maintenance, and
(iif) move MDF towards a more sustainable municipal financing institution. These basic policy
directions are unlikely to change, and are expected to be reflected in Georgia’s future urban
sector strategy.

24, The MSDP 2 also includes technical assistance to help participating municipal
governments identify their urban priorities; undertake planning and projects feasibilities; and
improve charges, accounting, financial management, and reporting systems. It provides
institutional strengthening and capacity development to the municipal governments to ensure
sustainable project benefits.

C. Project Investment Plan
25. The project investment cost is estimated at $41.50 million including taxes and duties,

physical and price contingencies and financing charges during implementation of $7.41 million.
A summary of the cost estimates is in Table 1, and detailed cost estimates are in Appendix 5.

Table 1: Project Investment Plan

($ million)

Item Amount®

A. Base Cost®
1. Investment Projects 35.63
2. Capacity Development 1.68
3. Incremental Administration 2.76
Subtotal (A) 40.07
B. Contingencies® 0.38
C. Financing Charges During ImplementationGI 1.05
Total (A+B+C) 41.50

Includes taxes and duties of $5.98 million.

In 2009 prices.

Contingencies computed at 10% of capacity development and incremental administration.
Includes financing charges on ADF loan during the grace period at 1.6% per annum.
Source: Asian Development Bank estimates.

o o T o



D. Financing Plan

26. The Government has requested a $30 million loan from the Asian Development Fund
(ADF) hard-term facility. The ADF financing has a 32-year term, including a grace period of
8 years, and interest charge of 1.6% per annum.

27. The Government and the municipal governments will finance $11.50 million (27.72%).
The financing plan is summarized in Table 2, and detailed in Appendix 5.

Table 2: Financing Plan

($ million)
Source Total %
Asian Development Bank 30.00 72.28
Municipal Development Fund 3.00 7.23
Municipal Governments 6.61 15.92
Central Government 1.89 4.57

41.50 100.00

Source: Asian Development Bank estimates.

28. The Government will make the proceeds of the ADB loan available to MDF on a
nonrefundable basis. Under the investment component, ADB loan proceeds will be passed on
to eligible municipal governments (Appendix 6). There will be two financing windows: (i)
combination of loans and grants to the financially stronger municipalities of Georgia that have
the capacity to borrow, and (ii) grants to the financially weaker municipal governments that
have limited or zero capacity to borrow.

29. Under window 1, MDF will require that a minimum of 20% of the subproject cost be
contributed by a municipal government, and will finance the balance as a loan and a grant;
50% of a subproject cost will be financed by a loan from MDF, and 30% as a grant from MDF.
MDF will finance about 24% of the loan portion under window 1 from its own resources. Under
window 2, 85% of a subproject cost will be financed by a grant from MDF and the remaining
15% will be a contribution by the municipal government. ADB loan proceeds will be used to
finance all grants portions and 76% of the loan portion. It is estimated that about $17.24 million
of the ADB loan will be allocated to window 1, with the remaining to window 2.

30. About 80% of capacity development component costs will be financed by MDF using
the ADB loan and the balance from the central Government. Based on the current practice,
85% of the incremental administration® cost of MDF will be financed by ADB, and the balance
by central government. The Government will finance the interest during construction for both
loans.

31. Except as otherwise agreed, subloans from MDF to municipal governments will be in
lari and will be repayable in the same currency over a period of up to 10 years, including a
grace period of up to 1.5 years to cover the construction period. MDF will charge interest of
12% on these loans to include provisions for credit risks (defaults), cost of MDF administration
and other operational expenses, and a margin of profit.

* Incremental administration finances temporary staff, studies, and expertise.



E. Implementation Arrangements
1. Project Management

32. Executing Agency. As structured in the MSDP 1, MDF will be the executing agency
responsible for overall implementation, monitoring, and disbursement for MSDP 2. MDF was
established in 1997 under Presidential Decree No. 294. MDF is a government-owned entity,
operates its own accounts, and prepares independent financial statements. MDF was set up to
strengthen the institutional and financial capacities of municipal governments by financing local
infrastructure investments and capacity development projects. MDF disburses loans and grants
to municipal governments using funds from international financial institutions and governmental
agencies. Since 2002, MDF has generated its own revenue from loan repayments by municipal
governments and is now relending some of these funds.

33. A financial management assessment of MDF was undertaken. Based on the balance
sheets and income statements projected for 2008—2018, MDF has sufficient cash to support
the required contributions to the Project, and continues to be profitable. MDF’s strategic plan
was completed in 2008 and should be approved at the next board meeting scheduled for mid-
2009. This strategic plan forms the basis of a business plan with a long-term vision. The
objective is a financially sustainable MDF, which over time will become less dependent on
development partner financing.

34. Implementing Agency. MDF will be the implementing agency. With a multidisciplinary
organization of 107 experienced specialists, it has performed well, has capacity for project
implementation, and is currently recruiting staff to absorb new project load. Details of MDF are
in Appendix 7.

35. Existing project implementation arrangements will remain the same and are detailed in
the PAM of the MSDP 1. This PAM was adopted by MDF as the operations manual in
December 2008. It includes policies and procedures to be followed during implementation of
the Project. It describes the rules and procedures governing MDF business activities and MDF
relations with its clients under MSDP 2 financing.

36. Eligible Municipal Governments. All municipal governments within Georgia are likely
to be eligible to participate in the Project (Appendix 8).

37. Eligible Investment Projects. The list of subprojects which inter alia may be
considered for funding under the MSDP 2 is in Appendix 4. Once these projects have been
financed, the remaining funds may be used for any of the following subsectors: (i) water supply,
including resource development and improvement; (ii) sewerage collection and treatment; (iii)
waste water system and solid waste collection and disposal; (iv) local road improvement,
including drainage and street lighting; (v) traffic management and public transport; and (vi)
other municipal services. Subprojects for other categories may be considered by prior
agreement with ADB. Only subprojects meeting general eligibility criteria (Appendix 8),
including ADB safeguards, will be eligible for financing under the MSDP 2.

38. Pooling of smaller but related and contiguous projects may be allowed to meet the
minimum investment requirement.

39. Investment Project Preparation and Appraisal. The investment project cycle follows
that of MDF and comprises



@ preliminary review of the proposal,

(i) feasibility work;

(iii) appraisal by MDF of the proposed investments;

(iv) financial proposal and request for approval by the MDF supervisory board;
(v) signing of investment financing agreement with the municipal government;
(vi) procurement and implementation of the subproject; and

(vii)  monitoring and evaluation.

40. Appraisal of investment projects by MDF will be undertaken on the basis of quantitative
and qualitative criteria defined in the operations manual and will cover technical, financial,
economic, environmental, social, and institutional aspects. This will rationalize acceptance or
rejection for financing by MDF. The appraisal report for any subproject exceeding $2 million will
be sent to ADB for approval on a no-objection basis. The detailed steps for preparation and
appraisal of subprojects and necessary studies to be prepared are in Appendix 9.

2. Implementation Period

41. This facility will be implemented over 5 years from 2009 to end of 2013 (Appendix 10).
This is considered realistic because the project implementation structure is already in place and
preparatory works, including the operations manual, are underway.

3. Procurement

42. All procurement financed under the Project will follow ADB’s Procurement Guidelines
(2007, as amended from time to time). Contracts for civil works of more than $1 million
equivalent and contracts for goods more than $500,000 equivalent will be procured using
international competitive bidding procedures. Civil works contracts that cost $1 million
equivalent or less, and contracts for procurement of goods between $100,000 and $500,000
equivalent, will be carried out through national competitive bidding. The national competitive
bidding will be conducted in accordance with ADB guidelines and as indicated in section C of
the procurement plan (Appendix 11).

43. Goods contracts less than $100,000 equivalent will be carried out through shopping
procedures. Goods and civil works valued up to $10,000 may be purchased directly from the
supplier and contractor. In such cases, ADB should be satisfied that the price paid is
reasonable. The award of all contracts will be subject to prior approval by ADB, except small
contracts under the shopping and direct contracting procedures. Experience under the other
projects implemented by MDF shows that it is able to handle procurement effectively and in a
timely manner. Because of the nature of the Project, the scope of individual subprojects will be
known only during project implementation. However, estimates of required goods, works, and
services have been carried out and a preliminary procurement plan has been prepared
(Appendix 11). This will be revised and updated annually or as needed throughout project
implementation.

4, Consulting Services

44, Selecting and engaging consulting services will be in accordance with ADB’s Guidelines
on the Use of Consultants (2007, as amended from time to time) and the procurement plan:
(i) quality and cost-based selection; (ii) quality-based selection; (iii) consultants’ qualifications
selection for small consultancy assignments that cost less than $200,000 per contract;
(iv) least-cost selection for very small consulting assignments that cost less than $100,000;



(v) fixed budget selection; and (vi) single source selection and ADB individual consultant
procedures for selection of individual national or international consultants for the following types
of assignments: environmental, social, tariff, and operation and maintenance (O&M) studies.

5. Advance Contracting and Retroactive Financing

45, To facilitate project implementation, ADB Management approved, in principle, advance
contracting and retroactive financing to be utilized for eligible expenditures financed by under
the Project. Advance contracting allows the Government to commence procurement activities,
at its own risk, prior to the signing of the relevant loan agreement. The Government was
informed that, in order for expenses incurred under advance contracting to be eligible for
retroactive financing, such procedures (including advertising) must comply with ADB’s
Procurement Guidelines and Guidelines on the Use of Consultants. Once the loan becomes
effective, up to 20% of such loan proceeds may be used to retroactively finance eligible
expenditures incurred during the period not exceeding 12 months prior to the signing of the loan
agreement. Alternatively, the Government may also opt for advance contracting without
retroactive financing, in which case, the procurement procedures completed under advance
contracting do not conclude with the award of contract until after the loan becomes effective.
The Government acknowledges that any concurrence by ADB with the procedures,
documentation, or proposal for award does not commit to ADB to finance such expenses or the
related project.

6. Anticorruption Policy

46. ADB’s Anticorruption Policy (1998, as amended to date) was explained to and
discussed with the Government and MDF. Consistent with its commitment to good governance,
accountability, and transparency, ADB reserves the right to investigate, directly or through its
agents, any alleged corrupt, fraudulent, collusive, or coercive practices relating to the Project.
To support these efforts, relevant provisions of ADB’s Anticorruption Policy are included in the
loan regulations and the bidding documents for the Project. In particular, all contracts financed
by ADB in connection with the Project shall include provisions specifying the right of ADB to
audit and examine the records and accounts of MDF and all contractors, suppliers, consultants,
and other service providers as they relate to the Project.

7. Disbursement Arrangements

47. The loan proceeds will be disbursed in accordance with ADB’s Loan Disbursement
Handbook (2007, as amended from time to time). MDF, upon loan effectiveness, will establish
and operate an imprest account for the MSDP 2 in the Treasury or a bank acceptable to ADB.
The imprest account will be exclusively used to finance the ADB share of eligible expenditures.
The imprest account will be established, managed, replenished, and liquidated in accordance
with ADB’s Loan Disbursement Handbook. The initial amount to be deposited in the imprest
account will not exceed the estimated project expenditures to be financed from the imprest
account for the next 6 months, or 10% of the loan amount, whichever is lower. To expedite
funds flow and simplify the documentation process, the statement of expenditures process will
be used for replenishment and liquidation of the imprest account and reimbursement of eligible
expenditures, not exceeding $200,000 per individual payment. The payment in excess of the
statement of expenditures ceiling will be reimbursed, liquidated, or replenished based on the
full supporting documentation process.
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48. To facilitate municipal governments' project implementation and disbursement, for the
subloan and grant from MDF to municipal governments in lari, ADB's subloan approval and
withdrawal procedure may be used. For a subproject in the amount not exceeding $2,000,000
eligible for financing under the project financing facility component, the subloan approval and
withdrawal procedure may be used in accordance with the ADB's Loan Disbursement
Handbook, provided that a related subproject summary report is submitted together with the
withdrawal application in form and substance satisfactory to ADB. For a subproject in the
amount equal to or exceeding $2,000,000 eligible for financing under the project financing
facility component, ADB's prior review and approval of the related subproject appraisal report
and investment financing agreement will be required prior to disbursement in accordance with
the ADB's Loan Disbursement Handbook.

8. Accounting, Auditing, and Reporting

49, MDF will maintain a separate account for the Project acceptable to ADB. MDF will have
its account and financial statements (balance sheet, income statement, and statement of
sources and application of funds) audited annually in accordance with sound and internationally
accepted auditing standards by independent external auditors acceptable to ADB. MDF will
submit to ADB, not later than 6 months after the close of each financial year, (i) its audited
financial statements; and (ii) the auditor’'s report relating to supplementary information on
MDF’s accounts, including an assessment of the quality of its long-term loans, the adequacy of
the provision for doubtful loans, and MDF’s corporate and financial governance practices. A
separate audit opinion on the use of the imprest account and statement of expenditures
procedures should be included in the audit report. Delay in submission of audited financial
statements of acceptable quality may result in ADB suspending loan disbursements.

50. MDF will provide ADB with (i) a biannual progress report on project performance within
2 weeks after the end of each semester that will include information on the loan funds
utilization, subloans and grants, procurement activities, and other matters relating to the
Project; (ii) a projected annual disbursement schedule, broken down by quarters by
15 December each year; (iii) a project completion report within 6 months of the loan closing
date detailing project implementation, project costs, subloan repayments, financial conditions of
MDF, and other details that ADB may consider necessary; and (iv) updated 3-year financial
projections of MDF by 31 December each year.

9. Project Performance Monitoring and Evaluation

51. MDF will ensure that a project management and information system is maintained at the
start of project implementation. This will help monitor and evaluate the technical performance
and social and economic benefits of the Project at 6-month intervals. The performance
monitoring indicators and procedures will be established, and revised as necessary. At the start
of the Project, MDF, together with participating municipal governments will identify baseline
indicators that focus on project municipal services delivery and financial capacity.

52. As part of the quality assurance process, ADB reserves the right to undertake random
checks on how ADB funds are managed and projects selected.

10. Project Review

53. Review missions will be undertaken twice a year for the first 2 years and once a year
thereafter. ADB and the Government will undertake a midterm review after project
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implementation begins. This will include a detailed evaluation of the scope, implementation
arrangements, and progress in achieving scheduled targets, and compliance with loan
covenants. Feedback from the project processing monitoring system will be analyzed.
Intermittent “spot checks” on the performance of MDF will also be undertaken to ensure all
activities under the ADB-financed program are in line with ADB’s policies and guidelines,
particularly with respect to the environment and social safeguards.

V. PROJECT BENEFITS, IMPACTS, ASSUMPTIONS, AND RISKS
A. Benefits and Impacts

54. The Project will directly benefit the municipal population in terms of health and living
conditions resulting from (i) an efficient, safer, and more reliable urban transport system;
(i) reduced congestion and better mobility between housing clusters and economic activities;
(iii) improved living conditions with a cleaner environment and reduced noise; and (iv) improved
road conditions and reduced road accidents. The economies of these municipalities will also
benefit indirectly from enhanced productivity by attracting investors, improving health, and
increasing efficiency through improved roads and public transport.

55. The Project is also expected to (i) strengthen public trust in participating municipal
governments by rehabilitating municipal infrastructure; (ii) improve access to urban transport
services by local populations, including the most vulnerable groups (women, children, and poor
households); (i) increase employment opportunities ° after the rehabilitation of local
infrastructure; and (iv) increase participation and ownership by municipal governments and
communities.

56. Rehabilitating systems will lead to significant savings in municipal infrastructure O&M
costs and more efficient O&M procedures. The Project will also have a positive impact on
employment creation from the work involved in construction and rehabilitation, together with
O&M. Training and technical assistance under the Project will enhance the productivity of
municipal governments and MDF personnel.

57. The Project will benefit MDF and increase its exposure to structuring projects and ADB
operations. Project support for coordination and implementation will increase the capacity of
MDF to manage fund flows and specialist services to municipal governments. As MDF’s project
portfolio grows, some additional training and technical assistance in financial management is to
be provided to turn MDF into a more sustainable municipal financing entity.

58. The Project will benefit municipalities through the provision of loans, grants, and
technical assistance. The Project reinforces the role of local participation that will enhance
accountability and transparency. It will help build capacity at the local level by providing hands-
on training and specialist advice.

59. Economic Analysis. The economic analysis framework prepared and used for the
MSDP 1 (Appendix 12) will continue to be used for the MSDP 2. All subprojects to be financed
under the Project are required to demonstrate an expected positive economic outcome in line
with ADB’s guidelines on economic analysis.® This framework covers the scope of economic
analysis, quantifiable benefits expected from each type of investment, identifiable externalities,

®> About 200-300 jobs will be generated by the urban transport projects financed under the MSDP 2.
® ADB. 1997. Guidelines for the Economic Analysis of Projects. Manila.
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and methodologies for conducting the economic analysis. It is incorporated into the operations
manual to guide the economic analysis of each subproject.

60. Resettlement and Indigenous Peoples. As for the MSDP 1, the MSDP 2 will only
finance projects entailing the repair, rehabilitation, construction or modernization of existing
facilities and infrastructure that do not require land acquisition or resettlement. The ADB policy
on involuntary resettlement will not be triggered by this project.

61. As there is no group fitting the ADB definition of indigenous peoples in Georgia, the
policy will not be triggered by the MSDP 2. The selection criteria for the contractors for civil
works in the projects will include strict adherence to the applicable labor laws and regulations of
Georgia.

62. Environmental Aspects. The Project is designed to maximize environmental and
public health benefits. The MSDP 2 net environmental benefits are positive, including better
public health, reduced exposure to suspended particles, reduced exposure to noise pollution,
preservation of cultural heritage, improved access to employment opportunities, and reduced
flooding through drainage improvements.

63. The negative environmental impact during construction and operation will not be
significant because construction will be planned by phase, with a specific temporary traffic plan.
Most projects will actually divert and regulate traffic, and simple technologies with low
maintenance requirements will be selected when possible. However, exceptions may be made
to include some environmentally sensitive investments if well justified.

64. A detailed description of the environmental assessment and review framework for the
investment subprojects is in Appendix 13. For each investment subproject, MDF and the
municipal governments will be responsible for applying the prescribed framework prepared in
accordance with ADB’s Environmental Assessment Guidelines (2003) and covering
environmental screening, classification (using ADB'’s rapid environmental assessment
checklists), assessment and implementation of the environmental management plan (EMP)
that ensures that adverse impacts are minimized and mitigated. MDF and the borrowing
municipal governments will conduct the environmental monitoring in accordance with the plans
and schedules outlined in the EMP. The monitoring results will be included as part of the
progress report and submitted to ADB on a semiannual basis.

65. Consultation and Civil Society. The main stakeholders will be MDF, participating
municipal governments, communities, and civil society organizations. MDF and participating
municipal governments will ensure that for all subprojects, the results of social assessments
and stakeholder consultations will be adequately taken into account in identifying investment
priorities. Consultation will be carried out through public hearings, surveys, workshops, and
other meetings during project implementation and monitoring.

66. MDF will be responsible for undertaking and providing adequate resources for project
monitoring, including social development outcomes. The assessment of social issues cannot
be completed until the start of subproject feasibility. MDF will ensure that a social assessment
is carried out in cooperation with the participating municipality to (i) identify possible social
issues, including gender, vulnerability, labor, affordability, and other social risks, if applicable;
(ii) identify measures to avoid or minimize these risks; and (iii) ensure that the proposed
subproject is tailored to the needs and priorities of the participating community as identified
through the consultation process. A summary poverty reduction and social strategy is in
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Appendix 14.

67. MDF and participating municipal governments will furthermore ensure that there is no
differential payment between men and women for work of equal value, and no child labor will
be employed in the construction or maintenance activities.

B. Risks

68. The potential risks associated with the Project include (i) MDF unable to find skilled and
experienced staff to manage and monitor project implementation, (i) municipal governments
unable to provide required counterpart contributions for MDF investments, and (iii)
arrangements for the O&M of subproject assets not implemented effectively.

69. The Project includes measures to mitigate these risks. Incremental administration and
project management have been included to support MDF and finance temporary staff and
expertise. Financial eligibility criteria for participating municipal governments during preparation
will ensure counterpart contributions. For the latter risk, the capacity development component
of the Project is designed to provide consulting services to cover legal and/or technical aspects
of O&M planning and funding. Any risk associated with overall project implementation is
mitigated by MDF’s considerable experience in implementing internationally funded projects.
Moreover, ADB review missions will monitor these mitigation measures and help to ensure
sustainability of the Project.

V. ASSURANCES

70. In addition to the standard assurances, the Government and MDF have committed to
the following, which will be incorporated in the Project’s legal documents:

0] The Government, MDF, and the participating municipal governments will make
available and release in a timely manner all counterpart funds necessary for project
implementation.

(i) MDF will carry out the Project in accordance with the operations manual. The
modified PAM will act as operations manual, which covers the policies and
procedures during project implementation. It describes the rules governing MDF
business activities and its relations with its clients and as they relate to project
financing. No revisions to the operations manual will be made effective without
ADB'’s prior approval.

(iii) Subprojects to be financed under the Project will meet the eligibility criteria set forth
in Appendix 8.

(iv) MDF will ensure that each investment project under the Project (a) is selected and
appraised in accordance with the agreed eligibility criteria, and (b) carried out in
compliance with the applicable environmental laws and regulations of the
Government and ADB’s Environment Policy (2002). Appraisal reports for the
subproject estimated to cost more than $2 million will be submitted to ADB for
approval.

(V) The environmental assessment and review framework (Appendix 13) will be followed
in conducting environmental assessment of subprojects during project
implementation. In this regard, MDF will screen and classify subprojects following the
ADB agreed checklist. MDF will ensure that environmental assessment will be
conducted, and environmental management plan will be developed, as necessary.
MDF will obtain necessary permits and approvals. The municipal governments will



14

71.

(vi)
(vii)

(viii)

(ix)
()

(xi)

provide the necessary logistical and technical support for conducting the
environmental impact assessments (EIAs). MDF will submit the EIA for category A
subprojects or initial environmental examination (IEE) for category B sensitive
subprojects to ADB for review and clearance. MDF will ensure that the subproject
EIAs and IEEs will get the appropriate Ministry of Environment's review and
approval. MDF will ensure that the EMP will be included in bidding and contract
documents for subprojects. MDF and the borrowing municipal governments will
conduct the environmental monitoring in accordance with the plans and schedules
outlined in the EMP. The monitoring results will be included as part of the progress
report and submitted to ADB on a semiannual basis.

Each subproject will be implemented in accordance with sound administrative, social,
environmental, and governance principles.

All subprojects under the Project will be carried out within the existing rights-of-way
and no subprojects will involve any land acquisition and/or resettlement that would
trigger ADB'’s Involuntary Resettlement Policy (1995). Any subproject that involves
land acquisition and/or resettlement will not be eligible for ADB financing.

Social assessment of subprojects will be carried out in a socially responsible manner
seeking mitigation of any potential social risks.

MDF will annually update its medium-term strategic plans including action plans.

All contracts financed from the loan proceeds under the Project will include
provisions specifying the right of ADB to audit and examine project-related records
and accounts of MDF, all contractors, consultants, and other service providers. In
line with the principles of transparency, accountability and anticorruption, MDF will
enhance and further develop its website to provide the public with information on the
Project, major activities, procurement activities, lists of participating bidders and
consultants, names of the winning bidders and consultants, basic details on bidding
and recruitment procedures adopted, amounts of the contracts awarded, the list of
goods and/or services purchased, and their intended use.

MDF will ensure that the project management and information system will be
maintained within MDF and each of the participating municipal governments. At the
start of the Project, MDF together with participating municipal governments will
identify baseline indicators that focus on project municipal services delivery and
financial capacity.

VI. RECOMMENDATION

| am satisfied that the proposed loan would comply with the Articles of Agreement of the
Asian Development Bank (ADB) and, acting in the absence of the President, under the
provisions of Article 35.1 of the Articles of Agreement of ADB, | recommend that the Board
approve the loan in various currencies equivalent to Special Drawing Rights 19,374,000 to
Georgia for the Municipal Services Development Project — Phase 2 from ADB’s Special Funds
resources, with an interest charge at the rate of 1.6% per annum; a term of 32 years, including a
grace period of 8 years, and such other terms and conditions as are substantially in accordance
with those set forth in the draft Loan and Project Agreements presented to the Board.

C. Lawrence Greenwood Jr.
Vice President (Operations 2)

6 July 2009
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Design Performance Data Sources/Reporting Assumptions
Summary Targets/Indicators Mechanisms and Risks
Impact By 2020 Assumptions

Improved urban
environment, local
economy, and public
health in urban areas

Accidents and
casualties reduced by
10% compared to
baseline in 2007

Particles emissions
reduced by 10%
compared to baseline in
urban areas in 2007

Access to businesses
and communities
improved by 10% in
central areas compared
to baseline in 2008

Attractiveness and
preservation of cultural
heritage achieved, with
a 20% increase in
tourist nights compared
to baseline in 2008

Statistical surveys from
appropriate road agencies

Air quality statistics (GEF -
Climate change office and
UNEP-UNFCCC surveys)

Surveys by Thilisi
Municipality or other
entities as appropriate

Surveys by Tourism
Department or other
entities as appropriate

The Government
pursues strategy of
growth

Appropriate
environmental
framework in place

Risks
Inadequate
maintenance

Vulnerability of the
economy to exogenous
shocks

Outcome

Improved municipal
infrastructure, service
delivery, and better
living conditions in
urban areas

By 2014

Number of kilometers of
pavement and road
upgraded in the city
increased by 1%

Fluidity and capacity of
city road network to
reduce travel costs and
time to major
commercial and service
centers improved by
5% on the upgraded
arteries

Number of legal parking
places increased by 1%
in historical center

Citizens enabled to
benefit from project
construction

MDF progress reports

Municipality Transport
statistics or other agencies
as appropriate

Municipality Transport
Department statistics

ADB project completion
report

Assumption
Political and economic
stability

Risks

Lack of capacity of
MDF and smaller
municipal governments
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Design Performance Data Sources/Reporting Assumptions
Summary Targets/Indicators Mechanisms and Risks
Outputs Assumptions

1. Part A: Investment
Projects Financing
Facility

Increased quality of
service, wider network
coverage, reliability of
urban transport system,
water supply, waste
water, and solid waste
management

2. Part B: Project
Management and
Capacity
Development

Improved capacity of
municipal governments
to prepare and appraise
feasibility, engineering
design, environmental,
social, or other related
studies

Improved capacity of
municipal governments
in project management

By 2014
Two rehabilitation
projects completed

By 2014

Two project feasibility
studies prepared and
recommendations
implemented

Design and supervision
contracted out in at
least two municipalities

Project outputs
informed by sex-
disaggregated data
analyses and gender-
balanced consultations

ADB project completion
report

ADB semiannual reports

ADB review mission
reports

MDF technical and
financial reports

Stronger municipalities
are willing to borrow to
improve local
infrastructure

Risks

MDF unable to find
skilled and experienced
staff to manage and
monitor project
implementation

Municipal governments
unable to provide
required counterpart
contributions for MDF
investments

Lack of skilled staff to
conduct adequate
maintenance

Activities with Milestones
1.1 Criteria to define creditworthy municipalities already in place when project

starts.

1.2 First loan and/or grant agreements entered into, mid 2010
1.3 Rehabilitation of certain municipal infrastructure in two municipalities by

end of 2013.

21
2.2
the project
23
June 2013.

Operations manual used by MDF already in place when project starts.
MDF pursues sound institutional strategy as part of the implementation of

Institutional strengthening activities, including training, completed by

Inputs

ADB: $30.00 million
equivalent loan from
Special Funds hard-
term facility

Government
counterpart financing:

Government:
$1.89 million

MDF: $3.00 million

Participating
municipalities:
$6.61 million

ADB = Asian Development Bank, MDF =

maintenance.

Municipal Development Fund of Georgia, O&M = operation and




URBAN SECTOR PROBLEM ANALYSIS
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MDF PROJECTS UNDER THE MUNICIPAL SERVICES DEVELOPMENT PROJECT

Category and Contract No. Subproject and Contract Description Proi/lljézr:ent Siqﬁionnc:rzgtual
Tsageri

P41198-NCB-1.01 Rehabilitation of water supply system NCB 6-Feb-09

P41198-NCB-1-24 Rehabilitation of bridge in village Lasurashi NCB 19-May-09
Dedoplistskaro

P41198-NCB-1.02 Rehabilitation of water supply system NCB 17-Mar-09
Oni

P41198-NCB-1.03 Rehabilitation of sewerage system NCB 17-Mar-09
Senaki

P41198-NCB-1.04 Rehabilitation of water supply system NCB
Tianeti

P41198-NCB-1-05 Rehabilitation of water supply system NCB 7-Apr-09
Terjola

P41198-NCB-1-06 Rehabilitation of water supply system NCB 30-Apr-09
Khoni

P41198-NCB-1-07 Rehabilitation of roads and streets NCB 11-May-09

P41198-NCB-1-08 Rehabilitation of water supply system NCB 13-Apr-09
Baghdati

P41198-NCB-1-09 Rehabilitation of roads NCB 8-Apr-09

P41198-NCB-1-12 Rehabilitation of water supply system NCB 8-Apr-09
Kaspi

P41198-NCB-1-10 Rehabilitation of water supply system NCB 27-Mar-09
Signagi

P41198-NCB-1-11 Rehabilitation of roads NCB 10-Apr-09
Akhmeta

P41198-NCB-1-13 Rehabilitation of roads NCB 29-Apr-09

P41198-NCB-1-14 Rehabilitation of water supply system NCB 8-Apr-09
Chiatura

P41198-NCB-1-15 Rehabilitation of water supply system NCB 13-May-09
Dusheti

P41198-NCB-1-16 Rehabilitation of roads NCB 27-May-09
Lanchkhuti

P41198NCB1-17 Rehabilitation of water supply system NCB 8-Apr-09

P41198NCB1-18 Rehabilitation of roads NCB 5-May-09
Chkhorotsku

P41198NCB1-19 Rehabilitation of water supply system NCB 28-Apr-09




Appendix3 19

Category and Contract No. Subproject and Contract Description Pronj(;g:ent Siqﬁionnc:rzg:ual
Ozurgeti

P41198NCB1-20 Rehabilitation of roads NCB 8-Jun-09

P41198NCB1-21 Rehabilitation of water supply system NCB 16-Apr-09
Sagarejo

P41198-NCB-1-22 Rehabilitation of water supply system NCB 27-Apr-09
Khelvachauri

P41198-NCB-1-23 Rehabilitation of water supply system NCB
Dusheti

P41198-NCB-1-25 Rehabilitation of water and sewage supply system NCB 30-Apr-09
Mtsketa

P41198-NCB-1-26 Rehabilitation of roads Tsilkani Dzalisi NCB 27-May-09

P41198-NCB-1-27 Rehabilitation of roads Tserovani inner NCB
Akhalkalaki

P41198-NCB-1-28 Rehabilitation of water supply system NCB

P41198-NCB-1-29 Rehabilitation of roads NCB LOA
Poti

P41198-NCB-1-30 Rehabilitation of water sewage system NCB

P41198-NCB-1-31 Eitﬁsggztlon of streets: Gorgasali, Vaja pshavela, NCB LOA
Zugdidi

P41198-NCB-1-32 Rehabilitation of roads NCB 29-May-09
Borjomi

P41198-NCB-1-33 Rehabilitation of roads NCB
Zestafoni

P41198-NCB-1-34 Rehabilitation of water and sewage supply system NCB

P41198-NCB-1-35 Rehabilitation of roads NCB
Telavi

P41198-NCB-1-36 Rehabilitation of roads NCB 25-May-09
Lagodekhi

P41198-NCB-1-37 Rehabilitation of roads NCB LOA

P41198-NCB-1-38 Rehabilitation of water supply system NCB
Gurjaani

P41198-NCB-1-39 Rehabilitation of roads NCB LOA
Kareli

P41198-NCB-1-40 Rehabilitation of Breti water supply system NCB 3-Jan-00

P41198-NCB-1-41 Rehabilitation of roads NCB 30-Apr-09
Akhaltsikhe

P41198-NCB-1-42 Rehabilitation of water supply system NCB 30-Apr-09

P41198-NCB-1-43 Rehabilitation of water supply of Vale NCB 5-May-09

P41198-NCB-1-44 Rehabilitation of roads NCB 18-May-09
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Category and Contract No. Subproject and Contract Description Procl:vlljggzent Siq(ri?nn;r:z:ual
Martvili

P41198-NCB-1-45 Rehabilitation of water supply system NCB
Ambrolauri

P41198-NCB-1-46 Rehabilitation of water supply system NCB
Vani

P41198-NCB-1-47 Rehabilitation of water supply system NCB 11-May-09
Tetritskaro

P41198-NCB-1-48 Rehabilitation of Manglisi water supply system NCB
Dmanisi

P41198-NCB-1-49 Rehabilitation of water supply system NCB LOA
Gardabani

P41198-NCB-1-50 Rehabilitation of wastewater system NCB
Kobuleti

P41198-NCB-1-51 Rehabilitation of water supply system NCB
Khoni

P41198-NCB-1-52 Rehabilitation of roads via Gordi NCB 11-May-09
Abasha

P41198-NCB-1-53 Rehabilitation of water supply system NCB 15-May-09
Mestia

P41198-NCB-1-54 Rehabilitation of city Mestia NCB 8-Jun-09
Dedoplistskaro

P41198-NCB-1.55 Rehabilitation of streets NCB LOA
Kvareli

P41198-NCB-1-56 Rehabilitation of Kvareli streets NCB LOA
Akhmeta

P41198-NCB-1-57 Akhm_e_ta‘villages: Kv. Alvani-Magraani road NCB LOA
rehabilitaiton
Signakhi

P41198-NCB-1-58 zﬁgﬁﬁ::;:gfges Nukriani-Magaro-Bodbe road NCB 8-Jun-09
Abasha

P41198-NCB-1-59 Rehabilitation of streets NCB 20-May-09
Terjola

P41198-NCB-1-60 Rehabilitation of Streets in Terjola Municipality NCB LOA
Tkibuli

P41198-NCB-1-61 Tkibuli road 28-May-09
Chiatura

P41198-NCB-1-62 Chiatura road LOA
Kharagauli

P41198-NCB-1-63 Kharagauli road NCB 9-Jun-09
Lentexi

P41198-NCB-1-64 Lentekhi water and wastewater system NCB
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. . Procurement Contract
Category and Contract No. Subproject and Contract Description Mode Signing Actual
Senaki
P41198-NCB-1.65 Rehabilitation of Streets NCB 8-Jun-09
Dusheti
P41198-NCB-1-66 Rehabilitation of water and wastewater system in Jinvali NCB
Gurjaani
P41198-NCB-1-67 Rehabilitation of Kachreti road NCB
Total GEL 45,984,038.78

$28,039,048.04

LOA = letter of authority, NCB = national competitive bidding.
Source: Municipal Development Fund of Georgia.
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LIST OF PROPOSED URBAN TRANSPORT SUBPROJECTS!

Project Name Description Municipality
1. Gorgasali road reconstruction Reconstruction of main transit Thilisi
road artery to segregate transit
traffic from local traffic, thereby
relieving congestion, pollution,
and noise.
2. Improvement of main road Rehabilitation and improvements Thilisi
crossings, traffic light system, of existing roads
road design and reconstruction
3. Road improvement Urban infrastructure Oni
improvement.
4. Road improvement Urban infrastructure Keda
improvement.
5. Road improvement Urban infrastructure Shuakhevi
improvement

Source: Municipal Development Fund of Georgia.

! List of project is indicative and is subject to change in the project implementation process.



DETAILED COST ESTIMATES AND FINANCING PLAN

Table A5: Detailed Cost Estimates by Expenditure Category and Overall Financing Plan

($ million)
ADB Government
ADF National Government MDF Local Government Total
Total % of Cost % of Cost % of Cost % of Cost % of Cost
Iltem Cost Amount Category Amount Category Amount Category Amount Category Amount Category
A. Investment Program
1 Investment Program - Window 1
Base cost 2151 17.24 80.17 - - 3.00 13.95 1.27 5.88 4.27 19.83
Taxes and duties 3.80 - - - - - - 3.80 100.00 3.80 100.00
Subtotal 25.31 17.24 68.15 - - 3.00 11.85 5.06 20.00 8.06 31.85
Investment Program - Window 2
Base cost 8.77 8.77 100.00 - - - - - - - -
Taxes and duties 1.55 - - - - - - 1.55 100.00 1.55 100.00
Subtotal 10.32 8.77 85.00 - - - - 1.55 15.00 1.55 15.00
Subtotal (A) 35.63 26.02 73.03 - - 3.00 8.42 6.61 18.55 9.61 26.97
B. Capacity Development
1 Base cost 1.44 1.34 93.20 0.10 6.80 - - - - 0.10 6.80
2  Taxes and duties 0.24 - - 0.24 100.00 - - - - 0.24 100.00
Subtotal (B) 1.68 1.34 80.00 0.34 20.00 - - - - 0.34 20.00
C. Incremental Administration
1 Base cost 2.37 2.35 99.03 0.02 0.98 - - - - 0.02 0.98
2  Taxes and duties 0.39 - - 0.39 100.00 - - - - 0.39 100.00
Subtotal (C) 2.76 2.35 85.00 0.41 15.00 - - - - 0.41 15.00
D. Contingencies
1 Physical 0.38 0.29 76.65 0.09 23.35 - - - - 0.09 23.35
2  Price - - - - - - - - - - -
Subtotal (D) 0.38 0.29 76.65 0.09 23.35 - - - - 0.09 23.35
E. Interest Charges During 1.05 - - 1.05 100.00 - - - - 1.05 100.00
Implementation
Total 41.50 30.00 72.29 1.89 4.55 3.00 7.23 6.61 15.93 11.50 2771 &
ADB = Asian Development Bank, ADF = Asian Development Fund, MDF = Municipal Development Fund of Georgia. é
Source: ADB estimates. %
(63}
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FLOW OF FUNDS
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MUNICIPAL DEVELOPMENT FUND OF GEORGIA
A. Background

1. The Municipal Development Fund of Georgia (MDF) was established on 7 June 1997 by
the Government of Georgia under Presidential Decree No. 294 (on management of funds
designated for the development of the municipal sector in Georgia) as a legal entity of public
law. It was set up to implement the first Municipal Development and Decentralization Project
(MDDP) financed by the World Bank. MDF’s charter has been revised since then on a number of
occasions, when new projects were negotiated or activities transferred.* The latest revision was
under Presidential Decree No. 118 (on approval of the charter and the supervisory board of
MDF) in 2005.

2. MDF operates in accordance with (i) its charter; (ii) the provisions of the Law on Legal
Entity of Public Law of 28 May 1999; (iii) other laws, orders, and decrees; (iv) agreements of the
Government and a number of international multilateral and bilateral financial institutions; and
(v) its operations manual. MDF is a financially autonomous entity, operates its own special and
current accounts in a commercial bank, prepares independent financial statements, and has its
own seal. Its head office is in Thilisi and the financial year is from 1 January to 31 December.

3. The main responsibilities of MDF include (i) providing funds for development of municipal
infrastructure and services, and (ii) strengthening the institutional and financial capacity of
municipal governments. MDF functions as a project implementing agency for a number of
foreign-assisted and locally funded projects. It accesses funds from multilateral and bilateral
funding bodies, international aid agencies, and central and local governments. Foreign funds are
usually released to MDF through the Ministry of Finance on a non refundable basis in the
currency of the financer. MDF onlends or releases these funds as grants in lari for capital
investments and capacity development of municipal governments. MDF has extensive
experience of, and considerable capacity for, project implementation. It has performed well in
implementing a number of foreign-funded projects.

4. MDF is a government institution. It is neither a commercial nor a development bank; it
receives no customers’ deposits and receives most of its funds as grants from central
government and through collection of loan repayments from municipal governments. It has no
outstanding long-term debts.

B. Organizational Structure and Internal Management Procedures
1. Organization and Staffing
5. MDF is accountable to the Government through its supervisory board. Coordination and

overall management of its activities is undertaken by the supervisory board appointed by the
Government and chaired by the Prime Minister. The role and responsibilities of the supervisory
board are defined by Presidential Decree No. 210 dated 3 May 2002 and Presidential Decree

! For example, the charter was revised under Presidential Decree No. 210 of 3 May 2002 and No. 409 of
24 September 2002 to implement the MDDP II. Under Presidential Decree No. 1027 of 6 December 2005, the
Georgian Social Investment Fund was merged with MDF. Presidential Decree No. 246 of 8 June 2006 added the
nonproject grant funded by the Government of Japan. Later, under Presidential Decree No. 128 of 30 June 2006,
the Irrigation and Drainage Consumers Organizations Development Project was merged with MDF.
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No. 409 dated 24 September 2002. The latest composition of the supervisory board has been
prescribed in Government of Georgia Decree No. 269, dated 5 December 2007 with the prime
minister as the chairperson and nine other members? all of whom are appointed and dismissed
by the President of Georgia. MDF is headed by an executive director who reports to the
supervisory board and is supported by four senior managers of the departments of irrigation,
social investment, investment and loans, and administration. MDF has a total of 107 staff and
consultants as of early March 2009. MDF aims to increase staff numbers as the number of
projects it is implementing increases. The present organization and staffing chart is shown as
Figure A7.

2. Management Policies

6. Management policies are set out in several operations manuals prepared for different
programs. For example, MDF has an operations manual for the World Bank-funded MDDP, the
Georgian Social Investment Fund (GSIF) Project, and the Regional Infrastructure Development
Project of the Millennium Challenge Georgia Fund. MDF does not have a core operations
manual, so the project administration manual for the Municipal Services Development Project
(MSDP 1) has been adopted as operations manual for management of Asian Development Bank
(ADB) funds.

7. The operations manuals are comprehensive documents and set out MDF's
organizational structure and internal management procedures, covering a general overview of its
() activities; (ii) organizational structure and staffing plan; (iii) personnel management
procedures, involving general principles, employment contracts, professional responsibility,
conflict of interest, and code of behavior; (iv) financial management; and (v) reporting. They also
detail MDF's activities and business procedures, including (i) the nature of business products;
(i) investment project financing and technical assistance financing; (iii) investment financing;
(iv) eligibility criteria for projects and entities; (v) project preparation cycle; (vi) project
implementation, covering procurement guidelines, implementation supervision, and monitoring
and evaluation; and (vii) project financial management focusing on special accounts, local
currency accounts, and accounting procedures.

8. The Finance Department uses a well-drafted and comprehensive financial management
manual (updated January 2007). This outlines (i) the organizational management structure,
roles, and responsibilities for financial management; (ii) the legal requirements for financial
reporting, and internal regulations for things such as time sheets, vacation and sick leave, travel
allowances, and vehicle expenses; (iii) flow of funds arrangements, including special account
operational procedures and flows of documents; (iv) budgeting procedures, including the time
frame and responsibilities; (v) the accounting system covering objectives and principles,
accounting policies and rules, loans, payroll processing, and a description of the computerized
accounting system and the treatment of operational expenditures; (vi) financial reporting and
monitoring, describing reports to be produced and their frequency; (vii) internal control
procedures that set out the principles, appropriate documentation of policies, separation of
functions, fixed asset control, and pay and payroll matters; and (viii) external control, prescribing
the annual audit and selection of auditors, and the requirements of financers and the Georgian
authorities.

2 These are (i) the ministers of finance, economic development, education and science, agriculture, and regional
affairs; (ii) the head of the Committee for Agrarian Issues of the Parliament; (iii) the deputy ministers of finance and
regional affairs; and (iv) the executive directors of the Association of Young Economists (nongovernment
organization representative) and of the Millennium Challenge Georgia Fund.



Figure A7: Organization and Staffing Chart of the Municipal Development Fund of Georgia
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3. Financial Management Assessment

9. A financial management assessment of MDF was undertaken using a questionnaire and
interview approach. It focused on the finance and internal audit departments. Supplementary
Appendix C provides a summary of the assessment together with the completed questionnaire
and details of each member of the finance and internal audit staff, key qualifications, experience,
responsibilities, and supervising arrangements.

10. The Finance Department of MDF is well run with qualified and experienced financial
specialists and accountants; staff turnover is low. The department is headed by the financial
manager who is assisted by four staff well versed in the procedures and reporting requirements
of international funding agencies, including those of the European Bank for Reconstruction and
Development, German development cooperation through KfWw, the Millennium Challenge
Georgia Fund, and the World Bank,. For example, for the MDDP II, the World Bank requires that
annual financial statements be audited each fiscal year in accordance with the International
Standards on Auditing and that a separate audit opinion is required for all. For the MDDP I,
these comprise (i) a summary of sources and uses of funds showing the World Bank and
counterpart funds, including contributions in kind, separately as of the end of each fiscal year;
(i) a summary of uses of funds by project activities (statement of expenditure detail) as at the
end of each fiscal year; (iii) a balance sheet; (iv) a statements of expenditures withdrawal
schedule for each fiscal year; and (v) a special account statement for each fiscal year. Annual
financing statements for MDF comprise (i) a balance sheet as at the end of each fiscal period,
(i) an income statement for each fiscal year, (iii) a cash flow statement for each fiscal year, and
(iv) a funds flow statement for each fiscal year. MDF has no difficulties in producing these
reports on time. Each one of the funds run by MDF has separate accounts, and there is no
mixing of funds.

11. The accounting system is computerized using an off-the-shelf software package from the
Russian Federation. With the merger of the GSIF and the Irrigation and Drainage Community
Development Project subprojects with MDF in 2006, there were three different accounting
packages in use.® Late in 2006, MDF opted for one package, and from 1 January 2007 all
departments have been using the latest version of 1C Accounting. Spreadsheet reports, using
data from the accounting system, however, are prepared for international agencies rather than
being an output of the system. There is a written financial management manual that is regularly
updated, and MDF is currently updating it for 2009. Financial reports are prepared on time and
are accurate; unconsolidated accounts for each project in 2008 were submitted to the auditor in
mid-February 2009.

12. MDF uses commercial accrual-based accounting, has a standard chart of accounts, and
reports according to the International Financial Reporting Standards. The accounts are audited
annually by an external private auditing company, and for the past 3 years there have been
unqualified audit reports. Adequate safeguards are in place to protect the integrity of data. MDF
has no cash, except for small amounts as petty cash. All transactions are undertaken
electronically through bank transfers. There is an internal audit service comprising the head and
a procurement auditor. Annual budgets are prepared on time and approved by the supervisory
board. Monitoring of actual expenditures and budgeted allocations is undertaken monthly but
better linkages are required between physical and financial targets.

® The Municipal Development Fund used Oris, the Irrigation and Drainage Community Development Project used a
self-made system based on Cooper software, while the GSIF used an older version of 1C Accounting.



Appendix 7 29

13. MDF is a project implementation and disbursement agency for funds of foreign-assisted
and locally funded projects. It is neither a commercial bank nor a development bank, has no
deposits, and receives all of its funds as grants from the central Government. It has no
outstanding debts. Most of its funds are passed on to municipal governments as grants,
although it has provided some loans to creditworthy municipalities under the World Bank MDDP
| and Il projects.

D. Programs, Loans, and Business Planning
1. Major Programs

14. The objective of MDF is to support the strengthening of institutional and financial capacity
of municipal governments by (i) investing financial resources in local infrastructure and services,
and (i) improving on a sustainable basis primary economic and social services for local
communities. It accomplishes this by financing local infrastructure investments and capacity-
development projects. In 2004, MDF disbursed loans and grants of about GEL3.8 million; in
2005 this increased to GEL23.5 million, and in 2006 to GEL70.3 million but in 2007 it decreased
to GEL39 million. MDF estimates that GEL88.9 million was disbursed in 2008 (MDF is still
finalizing 2008 accounts) and that GEL89.5 million will be disbursed. Funds have been sourced
from the Millennium Challenge Cooperation, the World Bank, and other international financial
agencies. Since 2002, MDF has generated it own revenue from loan repayments by municipal
governments and is now relending some of these funds.

15. The first major project of MDF was the World Bank-funded MDDP 1 that involved the
financing of 89 investment projects. The MDDP Il followed and provided investments and
supporting technical assistance to more than 20 municipal governments. In 2005, the GSIF
merged with MDF, expanding MDF’s activities into social infrastructure rehabilitation. Under the
GSIF | and I, rehabilitation works of $29.3 million were carried out, largely for education
facilities. Both projects involve World Bank and German development cooperation through Kfw
financing.

16. Since 2005, MDF has been implementing the $60 million Regional Infrastructure
Development Project financed by the Millennium Challenge Corporation. This includes
rehabilitation works in water supply and reservoirs, and irrigation system improvements. The
Regional Infrastructure Development Project is scheduled for completion in 2010. MDF, with the
Ministry of Education and the Science Ministry, is also implementing the Education System
Realignment and Strengthening Program 2, financed by a World Bank loan of $15 million.
Recently, under the nonproject grant funded by the Government of Japan, $2 million equivalent
was allocated to MDF to finance the acquisition of equipment for basic infrastructure services by
municipal governments. In 2006, the Irrigation and Drainage Consumers Organizations
Development Project was transferred to MDF.

17. MDF is currently negotiating with the World Bank for a further $10 million loan to finance
the extension of the MDDP II. The arrangements will be the same, where the World Bank
finances 60% of the project cost, and MDF and municipal governments equally finance the
balance. The total project cost is estimated to be $16.7 million and of this 40% ($6.7 million) will
be released as loans to municipal governments. It is expected that this project will start in mid-
2008 and will be implemented over 3 years.
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2. Operating Modality

18. Capital investments of MDF follow a clearly defined project cycle that matches the
requirements of international financing agencies. This investment project cycle comprises the
following steps: (i) preliminary review of the proposal and carrying out of required feasibility
work, (ii) approval by MDF of the proposed investments, (iii) preparation of a financial proposal
and request for approval by the MDF supervisory board, (iv) procurement and implementation of
the Project, and (v) monitoring and evaluation. Project or financing agreements are entered into
by MDF and the concerned municipal government; once a loan project is approved and final
costs are known, a formal loan agreement is signed.

19. MDF short-lists contractors or suppliers, requests bids, selects the winning contractor or
supplier, and approves and disburses progress payments. Municipal governments are involved
throughout this process and sign off on all contract approvals and payments. Participating
municipal governments are required to pay their contribution to MDF before commencement of
the construction contract. Upon completion of each subproject, MDF turns over the assets to the
concerned municipal government for operations and maintenance and, where appropriate, sets
up a loan account for repayment by the municipal government.

3. Lending Operations

20. To date, MDF has provided loan to 18 municipal governments, and the outstanding
balances at 31 May 2008 was GEL27.9 million.® Loans are not secured but payments are
enforced through the legal system, if necessary. Penalties are charged for late payments at
0.06% per day of arrears on the amount due.* Collection rates are generally high. In cases
where municipalities fell into arrears, or refused to pay back the loan, MDF took action to ensure
the loan is paid back.

4, Business Planning

21. MDF does not have an approved corporate or business plan, but undertook a planning
exercise in January 2008. The output of this workshop was submitted to ADB and is the basis of
a business plan being prepared by MDF. The plan will modify the long-term vision for MDF,
targeting a more financially sustainable entity. Outline strategies will be refined and more
comprehensive financial projections prepared. Detailed action plans for the first 3 years of the
plan period will be included. A draft of the business plan has been prepared and it will be
submitted to ADB as soon as it is ready for circulation.

E. Financial Performance and Projections

3. Financial Performance
22. The latest available MDF financial statements are for the year 2007. The total assets of
MDF as at 31 December 2007 were GEL42.3 million, decreasing from GEL44.5 million at the

end of 2006 because of repayment of loans to municipalities. Loans to municipalities accounted
for 58% of assets (GEL24.6 million) at the end of 2007, a decrease from GEL28.3 million (64%

® MDF has not yet finalized 2008 accounts.

* Loans are due from the 25th to the end of each month. Any payment received during this period is considered
current. Payments after this date are considered in arrears and charged the daily penalty from the 25th to the actual
date that payment is received by MDF.
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of total assets) at the end of 2006. MDF has no outstanding long-term debts, and has not
borrowed.®

23. Total revenue in the fiscal year of 2007 was GEL5.0 million, an increase over the
GEL4.6 million for 2006. Interest income is the biggest source of revenue and it amounted to
GEL4.6 million in 2007 against GEL4.5 million in 2006. When set against operating expenses of
GEL1.2 million in 2006 and GEL1.8 million in 2007, there was a net profit before tax of
GEL3.2 million in 2007 and GEL3.4 million in 2006. This slight decrease in profit is the result of
an increase in expenses, especially administration costs.

24. MDF has not prepared long-term financial projections, and the only forecasts of revenues
and expenditures are made for the annual budget. Latest estimates for the 2008 budget indicate
total expenditures of GEL88.9 million, of which 50% is for Millennium Challenge Corporation, the
European Bank for Reconstruction and Development, and the Irrigation and Drainage
Community Development Project. Funding for 2008 is largely from grants’ and cofinancing
(90.5%), but interest income and principal loan repayments are estimated to contribute 9.5% of
total financing. The 2009 budget has been prepared.

2. Projected Financial Statements, 2008-2018

25. As part of the MSDP 1, financial projections were prepared with the assistance of MDF.
The results are summarized in Table A7.1 and show that MDF has sufficient cash to support the
required contributions to the Project and it realizes an annual net profit over the period.
Sensitivity tests involving different capital investment programs and varying the grant—loan ratios
for municipal government projects show that it is essential for MDF to undertake more lending so
that the interest earned continues to grow. Current lending programs are reaching completion
and new ones are needed.

26. To project MDF’s financial statements (balance sheets and income statements), a
computer model was developed and tested. Projections were made from 2008 to 2018, using
base data as supplied by MDF that supplemented the closing account balances as at
31 December 2007.% Financial statements for 2008 were projected through the input of the latest
2008 budget forecast as provided by the head of the Finance Division.

27. The following were the key assumptions used to project the financial statements:

0] Property, plant, and equipment. Future investments for computers, vehicles,
office equipment, and furniture were assumed to be GELO.1 million in 2008 and
beyond but adjusted for inflation.

(ii) Investment program. Based on MDF’s projections.

(i) Salaries and other operating expenses. Increases in salaries of 7% were
assumed for 2009 to account for the changes in withholding taxes and for the
new staff to be hired for the ADB project. Thereafter, an annual rate of growth of
3% (half the inflation rate) was assumed. Other operating expenses were
assumed to increase at 5% per annum.

® To date, all proceeds of loans from international funding agencies have been released to MDF as grants and in local
currency.

! Including the proceeds of foreign loans to the Government of Georgia, but released to MDF as grants.

® Those recorded in the Municipal Development Fund of Georgia, Independent Auditor’s Report, Financial Statements
for the year ended 31 December 2007, September 2008.
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(iv) Loan repayments from municipalities. Although MDF generally has 100%
collection rates, some slippage has been introduced in the model and a collection
rate of 95% was assumed. New loans were restricted to those under the ADB
project, the proposed new World Bank loan, and the nonproject grant funded by
the Government of Japan. All of these were phased according to the likely
disbursement plans for the projects.

(v) Inflation. An annual rate of 6% per annum from 2008 to 2018 was used.
(vi) Income tax. Calculated at 20% of net income for the year.
F. Conclusions
28. Past financial statements and projections show that MDF has adequate funds for its

operations. Since 2004, MDF's current assets are about 5 times current liabilities, and there has
been an annual profit. Loans made by MDF to municipal governments are being repaid, mostly
on time. Annual financial statements are externally audited by private auditors and MDF has
detailed operations manuals together with a comprehensive and updated financial management
manual. The operations manuals describe the organizational structure and internal management
procedures, the rules governing its business activities and its relations with its clients, mandatory
reporting requirements, operating procedures, and credit and risk management policies.
Financial procedures are specified in the financial management manual. The supervisory board
approves loans to municipal governments and the terms and conditions—interest rates and
repayment periods. The manuals and experience of ADB, the World Bank, and other foreign-
assisted projects show that MDF has adequate policies, systems, and procedures to assess and
monitor the economic, social, and environmental impact of subprojects.



Table A7: Municipal Development Fund of Georgia, Actual and Projected Balance Sheets and Income Statements, 2004-2018

(GEL million)
Actual Projected
Balance Sheet 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
ASSETS
Current Assets
Cash And Cash Equivalents 4.37 2.51 9.92 10.23 11.41 12.86 18.67 19.05 21.80 27.55 32.18 37.16 39.33 41.20 42.89
Current Portion of Loans to 1.97 2.30 2.92 3.65 4.17 4.75 4.84 4.36 5.32 5.93 5.96 3.90 4.23 4.74 5.32
Municipalities
Other Current Assets 0.08 2.91 2.85 3.31 5.05 5.69 6.62 6.26 3.39 2.24 0.93 0.40 0.19 0.11 0.07
Total Current Assets 6.43 7.72 15.70 17.18 20.63  23.29 30.13 29.68  30.51 35.72  39.06 4146  43.75 46.04  48.29
Non Current Assets
Property, Plant And Equipment, Net 0.05 0.06 0.56 0.56 0.52 0.49 0.44 0.40 0.36 0.31 0.26 0.20 0.14 0.08 0.01
Loan to Municipalities, Noncurrent
Portion
ADB Project - - - 0.37 2.33 5.03 6.92 8.37 8.17 7.38 6.49 5.49
Others 1498 22.52 28.27 24.64 20.61 19.76 23.57 30.22 3711 34.65 29.25 26.00 22.37 18.30 13.74
Subtotal 14.98 22.52 28.27 24.64 20.61  19.76 23.94 3255 42.14 4156  37.62 34.18 29.75  24.78 19.23
Total Noncurrent Assets 15.03 22.58 28.83 25.20 21.14  20.24 24.38 32.95 42.50 41.87  37.88 34.38 29.89  24.86 19.23
TOTAL ASSETS 21.46 30.31 4452 42.38 41.77 43.54 54.52 62.63 73.01 77.59 76.94 75.84 73.64 70.90 67.52
NET ASSETS AND LIABILITIES
Current Liabilities
Retentions On Project Expenditure 0.13 0.90 3.15 1.82 2.07 2.68 4.45 4.20 2.67 2.67 1.82 1.82 1.82 1.82 1.82
Payables - 0.52 0.83 0.17 1.23 2.36 5.98 5.76 3.17 251 1.16 0.79 0.54 0.37 0.21
Other Current Liabilities 0.03 0.03 - - - - - - - - - - - - -
Total Current Liabilities 0.16 1.46 3.98 1.99 3.31 5.05 10.43 9.97 5.84 5.18 2.98 2.61 2.36 2.19 2.04
Accumulated Surplus
Net Project Funds and Expenditures  15.24  21.68 32.36 29.71 25.51 23.75 27.52 34.27 45.98 48.00 46.64 43.62 39.94 36.12 32.14
and Reserves
Retained Earnings 6.05 7.17 8.18 10.68 12.95 14.74 16.57 18.39  21.19 2441  27.32 29.61 31.34 32.60 33.34
Total Accumulated Surplus 21.29 28.85 40.54 40.40 38.46  38.49 44.09 52.66 67.17 7241  73.96 73.23 71.28 68.71 65.48
TOTAL NET ASSETS 21.46 30.31 44.52 42.38 41.77  43.54 54.52 62.63  73.01 7759 76.94 75.84  73.64  70.90 67.52
AND LIABILITIES 21.46 30.31 4452 42.38 41.77 43.54 54.52 62.63 73.01 77.59 76.94 75.84 73.64 70.90 67.52

Note: Latest available Municipal Development Fund of Georgia statements are for 2007; 2008 is based on MDF budget projections.
Source: Municipal Development Fund of Georgia.
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ELIGIBILITY CRITERIA FOR INVESTMENT SUBPROJECTS
A. General Eligibility Conditions

1. Investment subprojects financed by the Municipal Development Fund (MDF) loans and
grants from the project resources will be for rehabilitation, construction, repair, and extension of
the existing municipal infrastructure in the following categories: (i) urban transport; (ii) water
supply, including resources development and improvement; (iii) sewerage collection and
treatment; (iv) wastewater and solid waste collection and disposal; (v) local road improvement,
including drainage and street lighting; and (vi) other municipal services and goods.

2. Proposed investment subprojects within participating municipal governments must meet
the following conditions:

0] Serve the purpose of improving the quality of life by helping to meet basic social,
environmental, and public health standards, and/or promoting local economic
development;

(i) Be identified primarily on the basis of locally determined needs communicated to
MDF by municipal governments;

(i) Demonstrate that they can yield benefits that can be quantified or otherwise
identified with an acceptable degree of certainty;

(iv) Be in full compliance with all relevant provisions of Georgian legislation and
regulations, including environmental legislation;

(V) Be in compliance with the Asian Development Bank's (ADB’s) Environment
Policy (2002); and

(vi) Not trigger ADB’s Involuntary Resettlement Policy (1995).

B. Program Eligibility Conditions

3. The following conditions also apply to subproject eligibility under the grant and loan
financing window for financially stronger or creditworthy municipal governments:

0] The participating municipal government must deposit with MDF a minimum of
20% of the estimated subproject cost.
(i) No subprojects costing less than $500,000 equivalent in local currency in current

prices will be eligible for financing.

(i) The patrticipating municipal government must have a borrowing capacity to repay
debt based upon the criteria outlined in para. 5.

(iv) The participating municipal government should not have any outstanding arrears
with MDF.

4, The following conditions also apply to subproject eligibility under the grant financing
window for financially weaker or non-creditworthy municipal governments:

0] The participating municipal government must deposit with MDF a minimum of
15% of the estimated subproject cost.

! For 2008, MDF has identified these municipal governments to be Akhalkalaki, Batumi, Bolnisi, Borjomi, Dusheti,

Gardabani, Gurjaani, Khelvachauri, Khobi, Kobuleti, Lagodekhi, Marneuli, Mckheta, Poti, Rustavi, Thilisi, Telavi,
Zestafoni, and Zugdidi.
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No subprojects costing less than $100,000 equivalent in local currency in current
prices will be eligible for financing.

No subprojects costing more than $3 million equivalent in local currency in
current prices will be eligible for financing.

The participating municipal government should not have any outstanding arrears
with MDF.

The participating municipal government should not have borrowed under the
Project.

The borrowing capacity for each municipal government is determined according to the
following criteria:

(i)

(ii)

(iii)
(iv)

Total annual debt service payments (principal, interest, and any other charges)
on all outstanding and proposed loans for the current year should not exceed 6%
of the forecast resources for the same year.

Forecast resources are the sum of tax, nontax, and capital revenues, and the
unconditional equalization grant from the national government for the current
year as recorded in the approved annual budget.

Total outstanding debt should not exceed 100% of forecast resources.

The municipal government should have the capacity to repay at least
GEL182,000 per annum in debt service and forecast resources of more than
GEL3.037 million.?

ADB Safeguard Policies

The Project will focus on subprojects with no significant adverse environmental impacts.®
However, in some exceptional cases where the needs for financing environmentally sensitive
projects, e.g., landfill sites, are well justified, the Project can include such investments provided
that ADB and the Government of Georgia’s environmental assessment and management
procedures are strictly followed, and environmental risks are minimized to an acceptable level
as a result of a properly assessed and planned mitigation program. More details on
environmental safeguards procedures are provided in Appendix 13.

No subproject that involves involuntary resettlement will be eligible for financing.

2 This is based on the assumption of debts of GEL1 million, with an average interest rate of 12% per annum and an

average repayment period of 10 years with a 1-year grace period.

3 “Significant” means any subproject classified category A in accordance with ADB’s Environmental Assessment

Guidelines (2003).
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INVESTMENT PROJECT PREPARATION AND APPRAISAL
A. Investment Project Preparation and Appraisal

1. Preparation and appraisal of an investment project by the Municipal Development Fund
of Georgia (MDF) will involve the steps discussed below.

2. Step 1. The participating municipal government applying for the financing of a specific
investment project submits a request to MDF for financing, together with a project summary, the
form of which will be provided in the operations manual to be prepared by MDF.

3. Step 2. MDF reviews the financing request with a view to determining whether

0] the proposed subproject is consistent with MDF financing principles;

(i) the applying municipal government is eligible for funding under window 1 (loan—
grant cofinancing combination) or window 2 (grant cofinancing combination);

(iii) the applying municipal government has the necessary borrowing capacity if
funding is to be under window 1,

(iv) documentation available for the subproject is sufficient for preparation of the
subproject summary report (SSR);

(V) the proposed project will require any land acquisition and involuntary
resettlement;* and

(vi) the proposed project will have significant adverse environmental impacts or be
classified environmental category A (determined using the rapid environmental
assessment checklists in the Asian Development Bank [ADB] Environmental
Assessment Guidelines (2003).

4, Step 3. The proposed subproject will be deemed unsuitable for MDF financing if it
requires any land acquisition and involuntary resettlement. If the project is deemed unsuitable
for MDF financing, MDF notifies the municipal government of the rejection of the request.

5. Step 4. MDF prepares the SSR for financing window 2 subprojects and the SSR
provides information on (i) a short description of the proposed subproject; (ii) an investment plan
(amount of the proposed investment and structure); (iii) a financing plan (subloan amount,
terms, grant, amount, and cofinancing need); (iv) a description of all possible benefits; and
(v) implementation arrangements.

6. Step 5. For window 1 subprojects,” MDF prepares the subproject appraisal report (SAR).
If documentation is deemed insufficient to prepare the SAR, MDF agrees with the municipal
government on the scope, terms of reference, implementation conditions, and schedule of
required feasibility, design, and other complementary studies and assessments required for
project appraisal. The SAR provides information on (i) the scope of the subproject;
(il) investment and financing plans; (iii) environmental screening; and (iv) environmental,
economic, financial, social, and other benefits and risks. To provide the information, the SAR
should answer the following questions:

! ADB defines involuntary resettlement as social and economic impacts that are permanent or temporary and are
caused by (i) acquisition of land and other fixed assets, (ii) change in the use of land, or (iii) restrictions imposed on
land as a result of an ADB operation.

2 Estimated to cost $2 million and more.
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0] Have the possibilities to address the problem in different ways been given
adequate consideration and discussed with the population?

(i) What has been the MDF experience with similar projects?

(iii) Is the municipal government capable of providing the 20% contribution to project
financing up front?

(iv) Is the municipal government capable of making the loan repayments?

(V) Will the municipal government ensure sustainable operation and maintenance
after the proposed investment?

(vi) Who are the beneficiaries of the project (in qualitative and quantitative terms)?

(vi) Has an environmental assessment been carried out and, if necessary, have
adequate impact mitigation measures been identified and incorporated into the
design and cost of the project?

(viiiy  Does the proposed project conflict with any other ADB safeguard policy?

(ix) Is the technical solution proposed adequate and does it comply with Georgian
laws and regulations?

) Is the proposed project part of a larger investment program for the same area,
and if so, how does it fit into that program for technical aspects, costs, and
implementation schedule and how will the other elements of the program be
financed?

(xi) Are the preparatory studies (including final design studies and other documents)
required for project execution of a quality and completeness sufficient to evaluate
the technical and financial feasibility of the project, and will allow its subsequent
implementation, or are complementary studies required?

(xii)  Is the technical quality of the documents consistent with standard engineering
practices?

(xiii)  Are the cost estimates reliable and do they allow determination of the project cost
with a reasonable degree of certainty?

(xiv)  Are the implementation time estimates realistic?

(xv)  What are the tangible and intangible benefits of the project? Have they been
adequately determined and evaluated?

(xvi) Was the economic evaluation methodology that has been used appropriate?
How have the costs and benefits been calculated? Are the results allowed to
make valid judgment in line with ADB’s guidelines on economic analysis?®

7. Step 6. If the SAR or the SSR is accepted by the MDF supervisory board, MDF sends it
to ADB.
8. Step 7. MDF prepares an investment financing agreement and forwards it to the

municipal government for review. The agreement for the subproject that requires the SAR will
be prepared upon ADB’s no-objection to the SAR. MDF signs the agreement with the municipal
government.

B. Preparatory Studies

9. If requested by the municipal government applying for financing, MDF will finance on a
grant basis all preparatory studies (including feasibility, preliminary, final design, and other
related studies) and the costs will be financed up to 80% from the loan proceeds. There will be
no minimum or maximum cost requirement for any preparatory study. MDF or its clients may

% ADB. 1997. Guidelines for the Economic Analysis of Projects. Manila.



38  Appendix 9

decide to pool similar preparatory study proposals to meet the minimum requirement if it
determines that multiple clients can be served under a joint program.



IMPLEMENTATION SCHEDULE

Activity

2009

2010

2011

2012

2013

2014

Q1 Q2 Q3 Q4

Q1 Q2 Q3 Q4

Q1 Q2Q3 Q4

Q1 Q2 Q3 Q4

Q1 Q2 Q3 Q4

Q1 Q2 Q3 Q4

A. Preparatory Work
Processing of MSDP Il Loan
Imprest Account Opened
B. Investment Projects
Selection of Municipalities
Feasibility and Other Studies Conducted
Municipal Financial Agreements Signed
Design and Preparation of Bidding Documents
Bidding and Evaluation
Construction and Commissioning
C. Capacity Development
Technical and Engineering Management
Institutional and Managerial Development
Financial Management
Operation Management
Project Performance Monitoring
Environmental Management and Reporting
Training and Workshop Conducted

MSDP = Municipal Services Development Project.
Source: Municipal Development Fund of Georgia.

L
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T— Physical

Completion
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PROCUREMENT PLAN
Country: Georgia Name of Borrower: Georgia

Project Name: Municipal Services Development Loan Amount: $30 million
Project, Phase 2

Executing Agency: Municipal Development Date of Approval: Loan approval scheduled on
Fund of Georgia July 2009
Date of first Procurement Plan: May 2009 Date of this Procurement Plan: 10 June 2009

A. Project Procurement Thresholds

1. Except as the Asian Development Bank (ADB) otherwise agrees, the process thresholds

shown in Table A11.1 will apply to procurement of goods and works.
Table A11.1: Process Thresholds for Procurement of Goods and Works

[This information was deemed confidential according to exception # 10 of paragraph 126 of
ADB'’s Public Communications Policy (2005)]

B. ADB Prior or Post Review
2. Except as ADB may otherwise agree, the following prior or post review requirements
apply to the various procurement and consultant recruitment methods used for the project

(Tables A11.2 and A11.3).

Table A11.2: Prior or Post Review Requirements for Procurement of
Goods and Works

Procurement Method Prior or Post Comments

ICB Works Prior -

ICB Goods Prior -

NCB Works Prior/Post Usage subject to review of the
NCB Goods borrower’s public procurement laws

and regulations. Prior review applies
to the procurement of the first NCB
contract by the project management
unit. If first contract procured
satisfactorily, thereafter post review.

Shopping for Works Post -
Shopping for Goods Post -
Direct Contracting for Works Post -
Direct Contracting for Goods Post -

ICB = international competitive bidding, NCB = national competitive bidding.
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Table A11.3: Prior or Post Review Requirements for Consultant Recruitment

Procurement Method Prior or Post Comments
A. Recruitment of Consulting Firms
Quality- and Cost-Based Selection (QCBS) Prior QCBS based on 80:20 quality—

cost weighting, applied in
accordance with Section 2.2-
2.22, Guidelines on the Use of
Consultants (2007, as
amended from time to time)
Other selection methods: Quality-Based Selection, Prior

Consultants Qualifications Section, Least-Cost Selection,

Fixed Budget Selection, and Single Source Section

B. Recruitment of Individual Consultants

Individual Consultants Prior Applied in accordance with
Section 2.34, Guidelines on the
Use of Consultants (2007, as
amended from time to time)

C. Goods and Works Contracts
Table A11.4: Goods and Works Contracts

[This information was deemed confidential according to exception # 10 of paragraph 126 of
ADB'’s Public Communications Policy (2005)]

D. Consulting Services Contracts
Table A11.5: Consulting Services Contracts

[This information was deemed confidential according to exception # 10 of paragraph 126 of
ADB'’s Public Communications Policy (2005)]
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E. National Competitive Bidding
1. General
3. The procedures to be followed for national competitive bidding shall be those set forth

in the Law of Georgia on State Procurement (1 January 2006) with the clarifications and
modifications described in the following paragraphs required for compliance with the
provisions of the ADB's Procurement Guidelines (2007, as amended from time to time).

2, Eligibility

4. The eligibility of bidders shall be as defined under section | of ADB's Procurement
Guidelines (2007, as amended from time to time); accordingly, no bidder or potential bidder
should be declared ineligible to ADB-financed contracts for other reasons than the ones
provided by section | of ADB’s guidelines. Bidders must be nationals of member countries of
ADB, and offered goods and services must be produced in and supplied from member countries
of ADB.

3. Prequalification

5. Normally, post-qualification shall be used unless explicitly provided for in the loan
agreement and/ or procurement plan. Irrespective of whether post-qualification or
prequalification is used, eligible bidders (both national and foreign) shall be allowed to
participate.

4. Registration and Licensing

0] Bidding shall not be restricted to pre-registered and/or licensed firms.

(i) Where registration or licensing is required, bidders (i) shall be allowed a
reasonable time to complete the registration or licensing process; and (ii) shall
not be denied registration and/or licensing for reasons unrelated to their
capability and resources to successfully perform the contract, which shall be
verified through post-qualification.

(iii) Foreign bidders shall not be precluded from bidding. If a registration or licensing
process is required, a foreign bidder declared the lowest evaluated bidder shall
be given a reasonable opportunity to register or to obtain a license without
unreasonable cost and additional requirements.

5. Bidding Period

6. The minimum bidding period is 28 days prior to the deadline for the submission of bids.
6. Bidding Documents
7. Procuring entities should use standard bidding documents for the procurement of goods,

works and services acceptable to ADB.

8. The term “services” above are applicable to the following: (a) related services (for supply
of goods and works) such as transportation, insurance, installation, commissioning, training and
initial maintenance, and (b) other services such as drilling, mapping, and similar operations.
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7. Preferences

9. No domestic preference shall be given for domestic bidders and for domestically
manufactured goods.

8. Advertising

10. Invitations to bid shall be advertised in at least one widely circulated national daily
newspaper or freely accessible, nationally known website allowing a minimum of 28 days for the
preparation and submission of bids.

11. Bidding of NCB contracts estimated at $500,000 equivalent or more for goods and
related services or $1,000,000 equivalent or more for civil works shall be advertised on ADB'’s
website via the posting of the procurement plan.

9. Bid Security

12. Where required, bid security shall be in the form of a bank guarantee from a reputable
bank.

10. Bid Opening and Bid Evaluation

0] Bids shall be opened in public.

(i) Evaluation of bids shall be made in strict adherence to the criteria declared in the
bidding documents and contracts shall be awarded to the lowest evaluated
bidder who meets the qualifying criteria stated in the bid documents.

(iii) Bidders shall not be eliminated from detailed evaluation on the basis of minor,
non-substantial deviations.

(iv) No bidder shall be rejected on the basis of a comparison with the employer's
estimate and budget ceiling without ADB'’s prior concurrence.

(v) A contract shall be awarded to the technically responsive bid that offers the
lowest evaluated price and no negotiations shall be permitted.

(vi) Price verification shall not be applied.

11. Rejection of All Bids and Rebidding
13. Bids shall not be rejected and new bids solicited without ADB’s prior concurrence.
12. Participation by Government-Owned Enterprises

14. Government-owned enterprises in Georgia shall be eligible to participate as bidders only
if they can establish that they are legally and financially autonomous, operate under commercial
law and are not a dependent agency of the contracting authority. Furthermore, they will be
subject to the same bid and performance security requirements as other bidders.

13. Right to Inspect and/or Audit

15. A provision shall be included in all NCB works and goods contracts financed by ADB
requiring suppliers and contractors to permit ADB to inspect their accounts and records and
other documents relating to the bid submission and the performance of the contract, and to
have them audited by auditors appointed by ADB.
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14. Fraud and Corruption

0] The Borrower shall reject a proposal for award if it determines that the bidder
recommended for award has, directly or through an agent, engaged in corrupt,
fraudulent, collusive, or coercive practices in competing for the contract in
guestion.

(i) ADB will declare a firm or individual ineligible, either indefinitely or for a stated
period, to be awarded a contract financed by ADB, if it at any time determines
that the firm or individual has, directly or through an agent, engaged in corrupt,
fraudulent, collusive, coercive or obstructive practices in competing for, or in
executing, an ADB-financed contract.

16. For purposes of the provisions in (a) and (b) above, the definitions of the terms
“fraudulent practice”, “corrupt practice”, “collusive practice”, and “coercive practice” are the
definitions given in ADB’s Procurement Guidelines.

15. Conflict of Interest

17. ADB'’s rule in respect of “conflict of interest” as stipulated in ADB’s standard bidding
documents for procurement of goods, civil works, and plant-design, supply and install shall be
applicable.

16. Disclosure of Decision on Contract Awards

18. At the same time that notification on award of contract is given to the successful bidder,
the results of bid evaluation shall be published in a local newspaper, or a well-known freely
accessible website identifying the bid and lot numbers and providing information on (i) name of
each bidder who submitted a bid; (ii) bid prices as read out at bid opening; (iii) name of bidders
whose bids were rejected and the reasons for their rejection; and (iv) name of the winning
bidder, and the price it offered, as well as duration and summary scope of the contract awarded.
The executing agency and/or implementing agency and/or contracting authority shall respond in
writing to unsuccessful bidders who seek explanations on the grounds on which their bids are
not selected.
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ECONOMIC ANALYSIS FRAMEWORK

A. Introduction

1. Because of the lending modality, it is not possible to determine in advance the
municipalities that will be participating in the Project, nor the investment projects for which these
municipalities will ultimately request Municipal Development Fund of Georgia (MDF) financing.
Therefore, a quantitative economic analysis for the Project cannot be done at the project
appraisal stage.

2. This economic analysis framework is prepared in accordance with the guidelines for the
economic analysis of projects of the Asian Development Bank (ADB),' to guide the economic
analysis to be conducted for each subproject in conjunction with a feasibility study during project
implementation. The framework covers the scope of economic analysis, quantifiable benefits
expected from each type of investment, identifiable externalities, and methodologies for
conducting the economic analysis.

B. Rationale for Government Intervention

3. The rationale for government intervention results from desire to improve access for the
poor to municipal services. There is significant scope to improve municipal services through
financial and technical support to rehabilitate the infrastructure, and develop the capacities of
the municipal companies. It is incumbent upon the Government to attract external financial
resources to complement its own limited resources in order to meet the priority demands of the
sector.

C. Scope of the Economic Analysis

4, Any subproject with a cost of $2 million or more requires economic analysis which
should be conducted by MDF in conjunction with its feasibility study. Smaller subprojects
costing less than $2 million will be evaluated on the basis of cost-effectiveness.

D. Major Benefits and Cost—Benefit Analysis

5. The major benefits and required cost—benefit analysis are outlined below for each
specific category of subproject to be covered by the Project.

6. Water Supply. The major benefits that can be considered in the economic analysis
include (i) utilities’ operation and maintenance cost savings, (i) the willingness-to-pay or
reduction in health costs caused by a reduction in waterborne diseases (whichever is higher) for
currently connected customers, and (iii) the willingness to pay or avoided water collecting and
storage costs or reduction in health costs resulting from a reduction in waterborne diseases
(whichever is highest) for customers to be connected under the Project.

7. Solid Waste and Wastewater. The solid waste and wastewater treatment subproject
will reduce the pollution of ground and surface water bodies. As a result, public health benefits,
i.e., the reduction of waterborne diseases, are expected. However, these benefits will accrue to
the public as a whole, particularly the users of these water bodies, rather than to direct

! ADB. 1997. Guidelines for the Economic Analysis of Projects. Manila; and ADB. 1998. Guidelines for the Economic
Analysis of Water Supply Projects. Manila.
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recipients of services. Practical quantification of the benefits is difficult and costly. Therefore, no
guantitative cost—benefit analysis is required for this type of subprojects. The subprojects falling
into this category will be evaluated on the basis of cost-effectiveness.

8. Urban Road and Public Transport. The major benefits that can be considered in the
economic analysis include (i) utilities’ operation and maintenance cost savings, (ii) vehicle
operating cost savings caused by improved road conditions and reduced detours, (iii) decreased
travel time resulting from reduced congestion and detours, and (iv) reductions in pollution and
hazards.

E. Methodologies

9. The methodologies adopted in subproject economic analysis should be in line with those
stipulated in ADB’s Guidelines for the Economic Analysis of Projects (footnote 1), including,
among other things, (i) demand assessment and projection; (ii) distinguishing incremental and
non-incremental demands; (iii) identification and quantification of costs and benefits; and
(iv) conversion of financial costs to economic costs. Sensitivity analysis should examine the
impact of cost increase, benefits decrease, and completion delays on a subproject’s economic
viability.

F. Criteria

10. To be eligible for financing under the Project, for a subproject that requires a cost—
benefit analysis, the economic internal rate of return should be at least 12%. For a subproject

that does not require a cost—benefit analysis, the subproject should have been justified as the
least-cost solution to achieve the subproject objectives, based on cost-effectiveness.

G. Review Procedure and Institutional Capacity of the Municipal Development Fund
of Georgia
11. MDF will review the adequacy of the economic analysis included in the feasibility study

report and verify (i) the assumptions and data used in the economic analysis, (ii) the
appropriateness of the methodologies adopted by the analysis, and (iii) the economic eligibility
of the subproject to be financed by the Project. The results of the review will be presented in a
board memo, which will form the basis for the supervisory board to discuss and consider the
subproject’s eligibility for MDF financing.
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ENVIRONMENTAL ASSESSMENT AND REVIEW FRAMEWORK
A. Description of the Financial Intermediary

1. The Municipal Development Fund of Georgia (MDF), as the executing agency and
financial intermediary for the Project, is a legal entity of public law whose purpose is to mobilize
financial resources from donors—including international and domestic financial institutions,
development partner agencies, and government agencies—for investments in local
infrastructure and services. MDF was established by a presidential decree for the purpose of
managing the investment component of the World Bank’s First Municipal Development and
Decentralization Project (MDDP 1) and subsequently MDDP Il and other development agency-
funded projects.

2. In carrying out its activities, MDF acts in accordance with the provisions of the Law on
Legal Entity of Public Law of 28 May 1999, the provisions of other relevant laws of Georgia,
orders and decrees of the president of Georgia, agreements of the Government of Georgia with
international financial institutions, MDF’s charter, and the instructions in its operations manual.
MDEF is financially autonomous.

B. Description of the Proposed Project

3. The Project comprises two components: (i) an investment projects financing facility, and
(i) project management and capacity development. The output of the first component is
increased quality, coverage, and reliability of water supply, waste water, solid waste
management, urban transport, and roads. The outputs of the project management and capacity
development component are (i) improved capacity of municipal governments to prepare and
appraise feasibility, engineering design, environmental, social, and other related studies; (ii)
improved capacity in project management at the municipal level; (iii) strengthened corporate
and business planning processes within MDF; and (iv) improved capacity of MDF for studies
and training.

C. Overview of the Environmental Management System
1. Assessment of Capability of Environmental Management Officers and Staff
4, Presently, MDF has one environmental specialist under the management monitoring and

evaluation division. The specialist is responsible for providing technical assistance to the
borrowing municipalities and supervising environmental assessment for all the investments
financed under the World Bank’'s MDDP Il and by the Millennium Challenge Corporation.
Approval and implementation of the Project is likely to impose additional strain on the single
specialist’s capacity, particularly considering that Asian Development Bank (ADB) procedures,
despite broad similarities with World Bank procedures, are new to Georgia and MDF.

2. Overview of Financial Intermediary’s Environmental Policy

5. MDF does not have a separate environmental policy. However, its operation has been
governed by the environmental laws in Georgia and the World Bank’s environmental safeguards
policy for investments financed under MDDP | and Il, and the safeguards policies of other
development agencies, including the Millennium Challenge Corporation.
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3. Description of Environmental Performance Monitoring and Reporting
System
6. There are three distinct stages of environmental assessment during a typical MDF

project cycle: identification, appraisal, and implementation.

7. Preliminary Environmental Assessment at Identification Stage. The main objective
of the preliminary environmental screening of projects proposed for MDF financing is to ensure
that proposals for projects with potentially adverse effects that cannot be effectively mitigated
are excluded from financing. During this stage, the following steps will be taken by MDF:

0] Carry out a desk environmental assessment using available documents to
identify the proximity of the project impact area to protected areas, resorts, or
other restricted or extremely sensitive zones.

(i) Collect evidence that the proposed project does not violate environmental
regulation.

(iii) Evaluate evidence of unavoidable and adverse environmental impacts that
cannot be mitigated, and explore possible design alternatives and mitigation
measures. If such alternatives and effective mitigation measures are not
available or are deemed unfeasible at a reasonable cost within the limits set by
the local government’s borrowing capacity, declare the project ineligible and/or
direct local government to other possible financing sources.

8. The results of the environmental screening and assessment should be summarized
using statements such as “no significant environmental impacts are anticipated,” “possible
adverse environmental impacts can be effectively mitigated," “proposed subproject violates
existing environmental regulations,” or “project will lead to positive environmental impacts.” The
written comments of the evaluation should include a brief description of the affected
environment, potential impacts, and recommendations on (i) the involvement of environmental
consultants; (ii) the need to consider alternative technical, siting, and other solutions; (iii) the
need for specific prevention and mitigation measures; and (iv) the desired level of environmental
assessment and public involvement at further stages.

9. Environmental Assessment at Final Appraisal Stage. The tasks of MDF during
appraisal include

0] visiting the project site and carrying out field assessment, including participating
in public hearings and consultations;

(i) comparing results and recommendations of the preliminary environmental
assessment with the final project documentation; ascertaining that necessary
environmental permits (including land use, resources use, debris disposal, and
sanitary inspection) and approvals are in place or can be obtained,;

(iii) preparing the environmental assessment including, where needed, an
environmental management plan (EMP);

(iv) consulting and disclosing the relevant information on the project’s environmental
impacts in a form and manner understandable to those being consulted;

(v) examining the project documentation to check that (a) the environmental
assessment was performed in accordance with regulations and that it followed
the recommendations of the preliminary environmental assessment, (b) the
documentation includes all the necessary permits and approvals required at
appraisal stage, (c) appropriate prevention and mitigation measures have been
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planned and necessary resources have been allocated, and (d) the project
documentation and findings of the final site visits have been presented to the
public and the project does not draw public objections; and

(vi) making recommendations on the level and mechanisms of environmental
monitoring during construction and subsequent operations of the project facilities.

10. Implementation of Environmental Management Plan. During project implementation,
MDF will monitor implementation of the EMP, as well as the mitigation of any unexpected
adverse environmental impacts. In the case of a major change in project scope, MDF will
ensure that the environmental assessment is triggered, and that the project proponent
undertakes the environmental assessment process. ' MDF will prepare the semiannual
monitoring report, which will describe the EMP implementation and results, compliance with
ADB loan covenants and applicable government environmental laws and regulations, and the
overall performance of MDF's environmental management system and any needed
improvements. MDF will ensure that the EMP be included in bidding and contract documents for
subprojects.

F. Proposed Environmental Assessment and Review Procedures for Investments
1. Overview of Type of Investments to be Assessed
11. Investment projects financed by MDF loans and grants from the project resources will be

limited exclusively to rehabilitation, reconstruction, and repair of existing basic municipal service
infrastructure and facilities, and replacement of equipment for services delivery. The main sector
coverage for the proposed project will be water supply and wastewater treatment, urban
transport, solid waste management, and coal gasification and district heating. While the
investments in general will potentially bring about significant environmental benefits, some of
them may cause adverse environmental impacts during project implementation and operation.
For example, wastewater treatment helps improve water quality, which has a positive impact on
human health, while improper disposal of sludge may cause environmental damage and harm
human health. Similarly, solid waste disposal projects can have beneficial impacts on human
health and living conditions, but poorly designed and implemented landfill sites may pollute
underground water.

2. Country Environmental Assessment and Review Procedures

12. At present, environmental permit procedures are set out in two laws—the laws of
Environmental Impact Permit (2008) and Ecological Expertise (2008). Until 2005, the two
principal environmental laws in Georgia were the Law on Environmental Permits and the Law on
State Ecological Expertise, both of which came into effect in 1997. The Law on Environmental
Permits regulated procedures for issuing permits, and covered environmental permits,
environmental impact assessments (EIAs), and public information and participation issues in
decision-making procedures. In accordance with the law, all projects were divided into four
categories based on their size, importance, and potential impact on the environment. While all
categories of projects must undergo Law on State Ecological Expertise? (Review) to be issued a
permit, the requirements of the environmental permit process are different for different
categories of projects.

! World Bank. 1998. Pollution Prevention and Abatement Handbook. Washington, DC.
2 Implemented from 1 January 1 1997.
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13. On 24 June 2005, the Law on Licenses and Permits was adopted by Parliament. The
new law regulates legally organized activities posing certain threats to human life and health,
and addresses specific state or public interests, including usage of state resources. It also
regulates activities requiring licenses or permits; determines types of licenses and permits; and
defines the procedures for issuing, revising, and canceling of licenses and permits. A new law
on environmental impact permit has replaced the 1997 Law on Environmental Permits.

14, A major difference between new and old procedures is that, unlike the old procedures
that classified projects into four categories, the new procedures have been simplified to include
only two categories, i.e., those activities that require an EIA and those that do not. There are
24 categories of activities—including construction of facilities for recycling of solid domestic
wastes (e.g., incineration plants) and/or landfill sites, wastewater treatment facilities and
sewerage pipes, and water supply facilities—which are subject to the EIA procedures in order to
be issued an environmental permit, while none of the others require an EIA. The new
government procedures are different from ADB requirements, which categorize projects into
three categories (A, B, and C, see para. 21). Furthermore, in determining environmental
standards for ADB-supported projects, ADB follows the standards and approaches laid out in
the World Bank’s Pollution Prevention and Abatement Handbook (footnote 1). However, with
proper justification, the environmental assessment for any individual project may recommend
adoption of alternative emission levels and approaches to pollution prevention and abatement to
better reflect national legislation and local conditions (footnote 1).

15. Under the current procedures, the proponent of a project who seeks an environmental
permit is expected to conduct an environmental assessment and public consultations within the
desired time frame and according to the required procedure. The proponent will involve the
Ministry of Environment Protection and Natural Resources in the process of conducting the
environmental assessment. Upon completion of the environmental assessment, the proponent
may apply to the ministry for an environmental permit. The ministry will carry out state ecological
expertise of the Project (for which the EIA has already been conducted) and issue a permit
within 20 days.

3. Specific Procedures to be Used for Investments Under the Project

16. Responsibilities and Authorities. MDF as the Executing Agency of the Project will
bear the overall responsibility of ensuring full compliance of the Project with the environmental
regulations and policies of Georgia and ADB. This includes (i) conducting preliminary
environmental assessment, including environmental categorization and screening; (ii) ensuring
the environmental assessment is conducted in a satisfactory manner during the appraisal stage;
(i) ensuring all the environmental permits and approvals have been obtained; and
(iv) conducting monitoring during project implementation. MDF will be responsible for
coordinating with ADB’s Central and West Asia Department (CWRD) in applying and satisfying
ADB'’s environmental safeguard procedures.

17. The Ministry of Environment and its regional offices will be responsible for issuing the
environmental permits or consents when all the conditions are met, and may participate in the
environmental monitoring to be conducted by MDF during project implementation. MDF will be
responsible for (i) conducting the environmental categorization using ADB’s rapid environmental
assessment checklist, (i) conducting the required environmental assessment, (iii) preparing the
EMP if required, (iv) obtaining all the necessary environmental permits and approvals, and
(v) monitoring implementation of the environmental mitigation measures as specified in the
EMP. The main responsibilities of CWRD will be (i) reviewing and clearing environmental
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assessment reports for category A and category B subprojects deemed sensitive by ADB, and
(i) conducting review missions to monitor implementation of the EMP—ADB reserves the right
to review any subproject proposal and its EIA or initial environmental examination (IEE). In
addition, CWRD will provide technical support on ADB environmental safeguards policy and
procedures.

18. Environmental Criteria for Subproject Selection. The Project will primarily focus on
investments with no significant adverse environmental impacts. However, in some exceptional
cases where the needs for financing environmentally sensitive subprojects (e.g., landfill sites)
are well justified, such subprojects may be considered. ADB and the Government’'s
environmental assessment and management procedures will be strictly followed, and
environmental risks will be minimized to an acceptable level as a result of a properly assessed
and planned mitigation program.

19. Environmental Classification. MDF will undertake the environmental categorization
process of the investments using rapid environmental assessment checklists in ADB's
Environmental Assessment Guidelines (2003). The categories are described as follows:

0] Category A. Investments with potential for significant adverse environmental
impacts. An EIA is required to address significant impacts.

(i) Category B. Investments judged to have some adverse environmental impacts,
but of lesser degree or significance than those for category A projects. An IEE is
required to determine whether significant environmental impacts warranting an
EIA are likely. If an EIA is not needed, the IEE is regarded as the final
environmental assessment report.

(iii) Category C. Investments unlikely to have adverse environmental impacts. No
EIA or IEE is required, although environmental implications are still reviewed.

20. Preparation of Initial Environmental Examinations. For category B subprojects, an
IEE will be prepared in accordance with the requirements outlined in ADB’s Environmental
Assessment Guidelines. The IEE should be undertaken as part of the feasibility study, and the
environmental assessment team should work closely with the technical planning and design
group to ensure that environmental considerations are integrated into the project design. The
IEE must decide whether significant environmental impacts warranting an EIA are likely. If the
EIA is warranted, the IEE must provide a recommendation on the scope and terms of reference
for the EIA. Where no further EIA is recommended, the IEE must include an EMP for each
predicted impact, and this will outline identified mitigation measures with (i) cost estimates,
(i) responsible parties for implementation, (iii) type of monitoring to be conducted, (iv) frequency
and location of the monitoring, and (v) responsible parties for the monitoring. All the strategic
alternatives should be assessed and decisions should be taken at the feasibility study stage.
Further, the EIA should be focused on the preferred alternative(s).

21. Preparation of Environmental Impact Assessments. For any category A investments
included for project financing, an EIA will be conducted in accordance with the requirements
outlined in ADB’s Environmental Assessment Guidelines. The EIA, which will generally have a
broader and more detailed scope of work than an IEE, should be undertaken as part of the
feasibility and detailed design, and the environmental assessment team should work closely
with the technical planning and design group to ensure that environmental considerations are
integrated into the project design. The EIA must include an EMP for each predicted impact, and
this will outline identified mitigation measures with (i) cost estimates, (ii) responsible parties for
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implementation, (iii) type of monitoring to be conducted, (iv) frequency and location of the
monitoring, and (v) responsible parties for the monitoring.

22. Requirements for Public Consultation. For category A and B investments, MDF must
consult with groups affected by the proposed investments and local nongovernment
organizations. The consultation should take place as early as possible in the project cycle so the
views of the affected people can be taken into account in project design and mitigation
measures included. For category A investments, MDF will ensure that consultation takes place
at least twice: once during the early stage of EIA fieldwork, and once when the draft EIA report
is available.

23. Requirements for Information Disclosure. Summary EIA reports for category A
subprojects and summary IEE reports for category B sensitive subprojects are required to be
posted on MDF and ADB websites. ADB’s 120-day rule requires that the full EIA for a category
A subproject or the full IEE for a category B sensitive subproject be available to the general
public at least 120 days before subproject approval.

24, Review of Environmental Assessment Reports. MDF will submit an EIA for
category A subprojects or IEE for category B sensitive subprojects to CWRD for review and
clearance, and to the Ministry of Environment.

25. Monitoring Environmental Performance. MDF, the borrowing municipalities, and in
some cases the Ministry of Environment, can conduct the environmental monitoring in
accordance with the plans and schedules outlined in the EMP. The monitoring results will be
included as part of the progress report and submitted to ADB on a semiannual basis.
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SUMMARY POVERTY REDUCTION AND SOCIAL STRATEGY

Country/Project Title: Georgia: Municipal Services Development Project — Phase 2

Lending/Financing . . i Department/ Central and West Asia Department/
2 Financial Intermediation S . S
Modality: Division: Urban Services Division

l. POVERTY ANALYSIS AND STRATEGY

A. Linkages to the National Poverty Reduction Strategy and Country Partnership Strategy

Poverty reduction and economic development have been top priorities for the Government of Georgia for a number of years.
Several reforms have been launched for the achievement of the Millennium Development Goals (MDGs). As poverty
reduction through economic growth was a key priority for the Government’s reform program, social spending was increased
by 5% of gross domestic product from 2003 to 2005, pension and wage arrears were eliminated, and a targeted poverty
benefit was introduced in 2006. The links between the governance and growth reform agendas, and their impact on
employment and poverty reduction, suggest that Georgia’s reform program is on the right track. Poverty is expected to decline
as the economy’s capacity to generate new jobs develops and a well-targeted and fiscally sustainable social safety net is
implemented. Under the Poverty Reduction Support Operation Ill, the Government expanded the coverage of the targeted
poverty benefit to about 90,000 extremely poor households and will expand it to 130,000 households under the Poverty
Reduction Support Operation V.

Inadequate municipal infrastructure—including transport, waste management, waste water, and drinking water—is a
contributing factor to the incidence of urban poverty in Georgia. Supporting participating municipal governments in providing
and improving the above public services, could significantly improve the living condition and economic development of
municipal populations. The rehabilitation of water supply and sewerage services, and improved management of solid waste
and concomitant public and environmental health improvements, will see benefits spread to the entire municipal population,
including the poor and especially women for whom water supply and waste management are among the most critical needs.
Improved transport will enhance public safety and the quality of the urban environment. Investments in the infrastructure
sectors will create employment for poor people.

Georgia only became an Asian Development Bank (ADB) member country in February 2007. ADB has prepared the Georgia
interim operational strategy (2008—2009).* ADB and the Government has identified two projects that will constitute the core
program for 2008—2009: the Municipal Services Development Project 1 and 2, and the Regional Roads Development Project.

B. Poverty Analysis Targeting Classification: Targeted intervention (MDGSs)

1. Key Issues

The high unemployment rate of 13.3% is expected to rise further because of the economic downturn and a significant
increase in the number of internally displaced persons in the wake of the August 2008 conflict. In turn, the rise in
unemployment is expected to affect poverty incidence, which was 23.6% in 2007.

Poor people tend to have larger households and less access to essential infrastructure and services, including electricity,
water supply, and waste water. In 2004, a new phase of social policy started in Georgia that was characterized by the
transition from a universal social safety system to a poverty reduction system. On this basis, the Government established a
social assistance and employment agency in 2006, with the main function of implementing a poverty reduction program.

The Government aims to reduce overall poverty incidence by strengthening the social assistance system, improving access of
the poor to affordable basic services, and raising net job creation rates. Sustained growth is to be pursued through adherence
to macroeconomic prudence, economic diversification, and infrastructure development. The national objective of reducing
extreme poverty is likely to be achieved with the successful reform of a social assistance program that aims to reach the
poorest and most vulnerable segments of the population. The social sectors now account for about a third of public spending.
However, achieving the MDG for access to safe drinking water is likely to be more challenging as there are significant
differences in access to infrastructure services between rural and urban areas, and between poorer and more developed
regions of the country.

With respect to water supply and waste water, the 2004 study on the water supply and waste water sector by the World Bank
and the Government summarized the following: (i) water, waste water, and wastewater conditions in most cities and towns
range from poor to very poor; (ii) water supply to homes is unstable and in most cases the hours or supply are declining and
many households use multiple water sources to meet their daily water demand; (iii) wastewater treatment plans are not fully
operational; (iv) public health risks are increasing because of the discharge of nontreated wastewater and insufficient
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treatment of piped water; (v) water supply facilities are old and suffer from deferred maintenance and repair, except in a few
cases in major cities funded mainly through the Municipal Development Fund of Georgia (MDF).

2. Design Features

Inadequate urban infrastructure, including transport, is a significant contributing factor to urban poverty in Georgia. The benefit
in addressing the urban infrastructure of the proposed project for the participating municipal governments will be significant
improvements in living conditions (including crucial public health benefits) and significant poverty reduction through improved
service provision, and stimulation of economic development by encouraging investment, job creation, and labor mobility. In
addition, investment will bring faster and more comfortable transport for all sectors of the city population, and reduced traffic
congestion and air pollution. Finally, the project will target vulnerable communities such as elderly and poor people.

. SOCIAL ANALYSIS AND STRATEGY

A. Finding of Social Analysis

The main stakeholders in this Project will be MDF, participating municipal governments, the private sector, utilities companies,
and communities.

In recent years, insufficient investment has been available from the central government for rehabilitation of infrastructure or
the adequate provision of services. Preexisting mechanisms and systems for maintenance and service provision have
collapsed or are no longer appropriate. The level of dependence on central government (by local governments and
communities) for the provision of all infrastructure and maintenance services is generally high.

The major challenges for the municipal governments are: (i) how to improve basic municipal infrastructure and services in a
sustainable way, (i) how to build the internal capacities necessary to plan and implement appropriate infrastructure
interventions and develop sustainable service provision, and (iii) how to engage local communities to mobilize their own
human and financial resources in support of infrastructure projects. The third challenge will require changes in attitude and
behaviors with regard to payment for and maintenance of the system after rehabilitation.

B. Consultation and Participation

1. Provide a summary of the consultation and participation process during the project preparation.

The civil society sector is quite active in poverty eradication. CSOs’ activities include business development programs,
employment creation, health and sanitation education, public awareness, and good governance. Public awareness campaigns
to better educate customers about essential infrastructure services could lead to improved collection rates, protection of
watersheds, and conservation of natural assets. As the process of decentralization continues, more administrative and
service-delivery responsibilities—including urban transport, solid waste management, water supply, road maintenance, and
street lighting—become a function of local government. Involving communities and CSOs is important to (i) ensure that
participating municipal governments are using MDF support on important infrastructure and (ii) improve the prospect for
sustainable implementation.

The main stakeholders in this project will be MDF, participating municipal governments, private sector and/or utilities
companies, communities, and CSOs including community-based organizations. MDF and participating municipal governments
will ensure that the results of social assessment and stakeholder consultations will be adequately taken into account in
determining investment priorities, making related financial decisions, and implementing investment projects. Participating
municipal governments will coordinate investment priorities and assessing the financial effects and affordability of loan
financing for improvement of infrastructure and services. As part of the preparation of any investments under this project,
MDF will (i) ensure that a social assessment is carried out in close cooperation with the participating municipal governments;
(ii) identify potential social issues associated with investment, carry out adequate public and municipal government
participation and consultation; and (iii) ensure that arrangements are made for carrying out appropriate levels of participation
and consultation during project implementation.

2. What level of consultation and participation (C&P) is envisaged during the project implementation and monitoring?
[ Information sharing X Consultation [ Collaborative decision making [] Empowerment

3. Was a C&P plan prepared? [] Yes [X] No
If a C&P plan was prepared, describe key features and resources provided to implement the plan (including budget,
consultant input, etc.). If no, explain why. Undertaken under MSDP 1
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C. Gender and Development

1. Key Issues. Georgian legislation declares the equality of men and women in regard to civil and political rights.

Along gender lines, the labor market in Georgia is segmented. Women are mainly employed in the public sector (117 women
per 100 men) as opposed to the non-public sector (57 women per 100 men). Women in the non-public sector are mostly
employed in agriculture, education, health care, and small manufacturing, which have been most negatively affected by
economic transition. Most women manage their households—including water, sanitation, and solid waste—and are the most
affected by the inadequate nature of water supply and sanitation infrastructure.

The Project will directly and indirectly benefit women by promoting improved infrastructure, including waste management,
sanitation, potable water, roads, and urban transport. The primary concerns of women need to be addressed in the Project
design and will be part of the consultative process. Initial discussion with CSOs working on gender issues revealed support for
the proposed projects since they are perceived as necessary improvements in the urban living environment and critical for
reducing health hazards like waterborne diseases.

2. Key Actions. Measures included in the design to promote gender equality and women’s empowerment—access to and

use of relevant services, resources, assets, or opportunities and participation in decision-making process:

[J Gender plan

XI Other actions/measures

[J No action/measure

SOCIAL SAFEGUARD ISSUES AND OTHER SOCIAL RISKS

Issue Nature of social issues Significant/Limited/ Plan or Other Measures
No Impact Included in Design
Involuntary The Project will finance only projects No Impact
Resettlement entailing the repair or rehabilitation, and [0 Full Plan
construction measures of existing ] short Plan
facilities and infrastructure that do not [] Resettlement
require land acquisition or resettlement. Framework
ADB'’s Involuntary Resettlement Policy X No Action
(2995) will not be triggered by this
project.
Indigenous Peoples In Georgia, there is no group fitting the No Impact
definition of indigenous peoples under ] Plan
ADB’s Policy on Indigenous Peoples [] Other Action
(1998), so the policy will not be [ Indigenous Peoples
triggered by this project. Framework
[XI No Action
Limited
Labor The selection criteria for the contractors
X Employment for civil works in the projects will XI Plan
opportunities include strict adherence with the L] Other Action
[] Labor retrenchment applicable labor laws and regulations of ] No Action
[] Core labor standards Georgia. MDF and participating
municipal governments will ensure that
there is no differential payment
between men and women for work of
equal value, and no child labor will be
employed in the construction or
maintenance activities.
The provision of affordable services to Limited
Affordability the majority of communities, and the XI Action
need to cover the cost of operation and [0 No Action
maintenance of urban services, will
need to be balanced and involve
consultation. Excluding the very poor
and vulnerable groups, the customer
costs should be affordable for the
majority of the population in project
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areas, depending on an acceptable
level of services.

Other Risks and/or
Vulnerabilities
CIHIV/IAIDS

[CJHuman trafficking
Xlothers (conflict,
political instability, etc),
please specify

Furthermore, MDF and patrticipating
municipal governments will ensure
adequate engagement and dialogue
with the dominant service sector
providers to ensure optimal results of
the Project. Strong monitoring and
evaluation for the Project will be
ensured. Additionally, ongoing
stakeholder involvement will be
undertaken to ensure the realization of
maximum benefits, especially for the
poor and women, under the Project.

Limited

X Plan
[] Other Action
[] No Action

V. MONITORING AND EVALUATION

Are social indicators included in the design and monitoring framework to facilitate monitoring of social development activities

and/or social impacts during project implementation? [X| Yes

[0 No

@ ADB. 2008. Interim Operational Strategy (2008—2009): Georgia. Manila.




