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ABSTRACT:

This paper aims to analyze the structure of the Georgian state budget expenditures and their impact
on economic activity for the period 2010-2023. The study aims to investigate issues of optimizing
expenditure allocation and quantitatively assess the impact of specific sectors on the economic growth
process. The study is based on a multivariate regression analysis, which enables the assessment of the
impact of different categories of government spending on economic activity. The analysis used such
key segments as education, health and social support, and environmental protection. The Ordinary
Least Squares (OLS) method and statistical significance testing wete employed to evaluate the model's
fit, while the R? coefficient was used to assess the model's effectiveness. The scientific novelty lies in
the fact that the study presented a modeling of the consistent impact of these segments on Georgia's
economic activity over a long period of time. The paper focused on the quantitative assessment of the
dynamics of expenditures on various sectors and the intensity of their impact, which creates the basis
for more effective optimization of budgetary policy. State spending on education has a statistically
significant and positive impact on economic activity, indicating its important role in the country's
economic development. Environmental protection spending also shows a positive trend, although its
statistical significance needs to be confirmed on the basis of additional data. The impact of health and
social protection spending is characterized by a negative trend, although the result is not statistically
reliable. The conclusions of the paper can be used as a basis for increasing the effectiveness of
budgetary policy, especially by strengthening state investments in the education and environmental
protection sectors.

Keywords: transformative economics, public spending, economic growth, human capital, sustainable
development goals (SDGy)

1. Introduction

The economic role of the state and its influence on the economic sphere change
in accordance with the perfection of society and the development of the economy. The
degree and forms of state participation in the economy largely depend on the course of
economic policy and the model of socio-economic development.

Under the conditions of the market model, the degree of state participation in the
economy is significantly reduced. In this case, its role is mainly reduced to, on the one
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hand, influencing the effective functioning of the market mechanism, and on the other
hand, directly participating in the organization and implementation of those processes in
which market relations are either irrational or essentially limited.

The specificity of the transforming economy is that it simultaneously operates
those economic elements, forms and relations that are characteristic of both the previously
existing and the new, forming a model of development (Peck & Tickell, 2017; Abuselidze
& Zoidze, 2024). Therefore, it is characterized by inconsistency and contradiction between
the attributes and relations of the old and new systems. Success in this contradictory
relationship can never be achieved easily. It requires the efforts of the entire society, the
concentration of forces, the creation of certain conditions and means (Bruno, 2009;
Baccaro & Howell, 2017; Abuselidze & Zoidze, 2024). In addition, the organizational
factor plays an important role in the successful implementation of the transformation
process (Chang & Evans, 2005; Hirvilammi, 2020).

In the modern world, the state is the only subject of society that can fulfill the
function of organizing the transformation process in the process of replacing the old
economic system with a new one (Kleiner et al, 2022; Jakubczak et al, 2021; Rueschemeyer
& Evans, 1983). From this, it is clear that the participation of the state in this process is
objectively necessary; moreover, it has a decisive role.

The forms and methods of state participation in a transitional economy depend
on the reasons and consequences that objectively determined the need for state
participation in economic management (Eckersley, 2022; Abuselidze & Slobodianyk, 2020;
Abuselidze & Mamuladze, 2020). The most important general reasons include:

1. The strengthening of the process of imbalance in macroeconomic proportions,
which is associated, on the one hand, with the transformation of property forms
characteristic of the transformation process and the disruption of previously existing
relations and connections as a result of changing the structure of the economy, and on the
other hand, with the fact that the emerging market mechanism is not yet able to create a
specific system of relations and proportions characteristic of management (Evans, 2012;
Polanyi, 2002; Newell, 2019). Moreover, in the future, during the development and
functioning of the market mechanism, macroeconomic proportions may be disrupted and
factors hindering the establishment of macroeconomic equilibrium may be triggered. In
particular, periodic economic growth, which is associated with cardinal changes in the
sectoral structure, irrational deployment of productive forces, and deformation of
territorial proportions, is due to the automatic operation of the market mechanism and the
monopolization of the economy.

2. Substantial differentiation of incomes of the population, which in the initial
phase of the transition period is associated with the emergence of a large difference and
property inequality between members of society in the ownership of economic resources
acquired as a result of privatization, and subsequently with the competitive struggle, which
is the result of the operation of the market mechanism (Lordkipanidze, 2024; Jasifiski,
1995). The weakness of the market automatically leads to the strengthening of the division
of the population into poor and rich strata, which at the initial stage of transformation
creates a favorable climate for social tension and later for a possible social explosion.

3. The existence and development of a large-scale social sector in modern society,
the material provision of which is either completely impossible through the market
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mechanism or must be carried out with its limited participation (Schmidt, 2011; Zoidze &
Abuselidze, 2022). This sector includes national security and state governance, education,
healthcare, environmental protection, as well as the maintenance of the disabled and
underprivileged segments of society and material support for the unemployed.

The creation of products and the provision of services require certain costs to
ensure the functioning of all elements of the social sector. In the modern world, a large
part of the elements of this sector are in constant development, and the costs of realizing
their functions are constantly increasing (Koval & Weis, 2019; Weiler, 1991; Kollmorgen,
2010). At the same time, the consumed goods and services are provided to the needy for
the most part free of charge. In such a case, the formation of market relations is either
impossible (support for orphans, disabled people, pensioners) or significantly limited
(partially paid education or medical care for part of the population).

4. The objective demand of society to equalize the results of external effects. The
emergence of a large number of private owners implies a priority advantage of the interests
of any individual owner over others in the national market. In addition, it is known that
private interests do not always coincide with the interests of society. In certain
circumstances, the realization of private interests may even be harmful to society. A clear
example of this is the negative consequences of external effects that arise from the desire
of an entrepreneur to achieve a positive effect while satistying private interests (Beckers et
al, 2022; Sinitsyna et al, 2023). In particular, in an attempt to reduce costs in order to
become a more competitive entrepreneur. For example, in the chemical industry, an
entrepreneur is not interested in spending on the construction of treatment plants. Their
absence, as a rule, leads to pollution of the atmosphere and water, thereby harming society
as a whole. In such a case, an objective necessity arises to limit the realization of the
entrepreneur's private interests and balance them with public interests.

In other cases, we may encounter the opposite picture. For example, in order to
satisfy public demand for improving environmental conditions, it is necessary to give
certain preferences to those producers who, to achieve their interests, will make
investments in socially effective facilities (for example, building squares in vacant lots,
installing modern sewage treatment facilities, etc.).

It is practically impossible to calculate all the consequences of the action of
external effects. For a particular specific case, it is necessary to reasonably adjust and
balance private and public interests through certain measures and instruments, for which
a special body is objectively necessary (Ratten & Jones, 2018). It must be given government
credentials and must express the interests of society.

5. The existence of the state sector in the national economic structure. It is a part
of the country's economy that is state-owned.

6. The practical implementation of economic relations under the market model of
economy, in general, and especially during the transformation period, requires certain
regulations. In addition, the market mechanism itself requires regulation to a certain extent,
since its unrestricted use leads the economy to monopolization and other negative
consequences. It is also necessary to regulate the activities of the social sector. All these
citcumstances requite the creation of adequate "rules of the game" or a special legislative
base for the market model during the transition to the market. Moreover, it is necessary to
establish constant control over the implementation of adopted laws, rules, and standards,
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as well as certain corrections and improvements to these norms (Abuselidze et al, 2024).
For the further existence and development of society, the need to make important
decisions in the field of economics arises. This may include selecting a socio-economic
development model (and its modification), determining the direction, objectives, and
forms of transition to a new model, and developing forecasts and programs to achieve the
set goals.

The existence of each of the above reasons creates an objective requirement for
the existence of a special institution in a transforming economy, which should express the
interests of both society as a whole and its individual members, as well as for the existence
of a body that will be equipped with governmental credentials for the given conditions.
The only such institution and body that will meet the above-mentioned requirements is
the state. The role of the state in a transformational economy is critically important. Using
the example of the Georgian economy, the aim of this study is to analyze the structure of
state spending and assess its impact on economic activity in the Georgian context, for the
period 2010-2023. The coordination of state budget expenditures in Georgia during the
study period was primarily managed through a centralized framework led by the Ministry
of Finance, which introduced program-based budgeting reforms to enhance efficiency and
accountability. However, despite formal institutional arrangements, inter-ministerial
coordination often faced challenges related to administrative capacity, shifting political
priorities, and limited alignment between strategic policy documents and annual budget
allocations. These constraints contributed to inconsistencies in sectoral funding,
particularly in areas such as environmental protection and healthcare.

2. Methodological Foundations

The study is based on econometric modeling, in particular, multivariate regression
analysis, which allows us to identify the impact of specific spending sectors on economic
activity. The study used official statistical data on state budget expenditures, presented by
the following sectors: Education, Health care and social support, Environmental
protection and Economic activity (as a dependent variable). The study is based on Multiple
Linear Regression, which aims to analyze the relationships between a dependent variable
— Economic activity (Y) and several independent vatiables: Education costs (X1), Health
care and social support costs (X2), Environmental protection costs (X3). The general form
of the model is as follows: The Ordinary Least Squates (OLS) method was used. A
constant term was added to the model to indicate the main effects. The significance of
each coefficient was assessed using the p-value. A significance level of 5% was adopted («
= 0.05). Graphical analysis was used in the study to visualize the effects of the model.

A key limitation of this study is that public expenditures are measured in
quantitative terms and do not capture variations in spending efficiency or quality. In the
context of developing economies, including Georgia, the effectiveness of public spending
is often mediated by institutional factors such as governance quality, corruption risks, and
administrative capacity. Therefore, the estimated coefficients may partially reflect
inefficiencies in expenditure allocation and implementation rather than the intrinsic
growth potential of specific sectors.
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3. Discussions and Results

3.1 State Functions and Economic Strategy in a Transformational Economy

As a rule, state involvement in a transforming economy is objectively necessary.
During this period, the state must actively influence economic processes. State
participation in a transforming economy has both global and specific objectives.

The primary goal of state involvement in the economy during the transitional
period is to realize the potential opportunities of the economic system's reform process
and to create favorable conditions and institutions for the development of a new system
(Daianu, 2018).

Achieving the main goal, in turn, requires the state to solve certain tasks. These
tasks include:

1. Creating favorable conditions for the emergence and development of a market
mechanism and a competitive environment. The solution of this task is associated with
the development by the state of legal foundations that ensure the implementation of the
process of denationalization and privatization. The creation of a legislative framework
("rules of the game") that will regulate the relationship between market entities, the
adoption of effective measures in terms of the implementation of the developed laws, and
control over their implementation.

2. Eliminating the consequences of the crisis inherited by post-socialist countries,
creating the necessary foundations for macroeconomic balance and economic growth. The
solution to this task requires the state to form and implement a complex of objective
measures in the direction of structural reorganization of the economy and specialization
of regions, combating inflation and unemployment, and reforming the tax and financial
system.

3. Creation of a fundamentally new model of social protection of the population.
This task is related to the fact that the transition to market relations fundamentally changes
the sources and principles of social protection of the population. Only the state can
implement transformations conditioned by transformational processes. For this, it is
necessaty to carry out reforms in the fields of pension provision, healthcare, and education.
In addition, the state must develop and implement special programs for the social
protection of the population.

The list of main tasks to be carried out in the transformation period shows that
the state is called upon to play a decisive role in the processes taking place at this time.
However, the participation of the state in economic processes in a transforming economy
has certain limits (Havlovska et al, 2019). At the early stage of market formation, the state
cannot have a total influence on market price formation or on the choice of the direction
of economic activity of the entrepreneur (Coglianese, 2016). An exception may be only a
temporary restriction of the price level for a certain circle of vital goods and services.

In the wake of the development of transformational processes, the scale of state
participation in managing the economy tends to decrease. In developed market conditions,
priority should be given to the functioning of the market mechanism.

In a transforming economy, state activities aimed at achieving specific goals are
carried out through specific functions (Figure 1).
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At the first stage of a transitional economy, an important goal of the state is to
create a legal framework that ensures the formation of market relations and the creation
of the necessary conditions for the functioning of the market mechanism.

The main function of the state is to carry out legislative activities. It includes either
substantial corrections to the previously valid basic law (the country's constitution) or the
preparation and adoption of basic laws corresponding to the requirements of the new
market model of the economy (Lordkipanidze, 2022).

The implementation of the law-making function by state authorities requires the
development and approval of a package of legislative acts that ensure the equality of all
forms of ownership, define the rights and obligations of subjects in market relations, limit
the spheres and types of economic activity, establish certain norms and standards, etc. The
implementation of the above requires great effort and time.

In the transformation period, the lawmaking process is more complex and
contradictory, since in the economy, as in public life in general, there are many
uncertainties. In certain areas, previously established legal norms may continue to operate
for a fairly long period. At the same time, some inconsistency and contradiction in the
laws, rules and norms adopted by bodies of different levels of government are permissible
(Ludwig, 2019). In particular, in Georgia, there was (and still is) a significant difference
between the laws adopted by the state government and the laws adopted at the local self-
government level. Therefore, a lot of effort and time is required not only for the
development and adoption of the draft laws themselves, but also for their correction and
bringing them into line with other laws and norms.

Figure 1: Functions of government (Pettinger, 2024).

In this study, sectoral expenditures are interpreted as operational representations
of broader government functions. Specifically, education and healthcare expenditures
reflect redistributive and allocative roles, while environmental protection expenditures
align with regulatory and sustainability-oriented functions of the state. This conceptual
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linkage allows the empirical model to indirectly capture functional dimensions of
government intervention, although future research could explicitly operationalize these
functions as separate variables.

In the conditions of a transforming economy, the second important function of
the state is its activity in forming the foundations of a market economy — creating
conditions and identifying specific subjects of market relations — private owners. For this
purpose, the state takes on the organization of the processes of denationalization and
privatization.

The second branch of government — the executive bodies, using the normative
base developed by the legislative bodies of government, which determines the parameters
and methods of denationalization and privatization, directly implements the work of
denationalization and privatization.

In the first phase of the transformation period, there is a demand for the state to
assume the function of controlling the activities of economic entities. This type of activity
is related to checking the legitimacy of the firm's functioning, controlling its compliance
with the requirements of tax and labor legislation, as well as regulating the activities of
monopolies.

In the conditions of a transforming economy, the need for another specific
function of the state is related to the need to overcome one of the negative results of the
past - the economic crisis - and to create favorable conditions for stabilization and
economic growth. The implementation of this function is realized through a system of
measures aimed at combating inflation and unemployment, as well as creating a favorable
investment climate (Chow, 2015). The selection of these measures and the priority of each
of them depends not only on the state of the national economy at a given moment and
the socio-political environment created in the country, but also on the model of socio-
economic development chosen by the state and the economic policy to be implemented.

Thus, the performance of all the above-mentioned functions of the state is aimed
at the normal functioning of market mechanisms.

The necessity for the state to assume the function of a direct participant in
economic activity is conditioned not only by the sequence of denationalization and
privatization, but also by other circumstances that are conditioned by the state of the
national economy and its structure. It is not excluded, and at the same time, it is desirable
for the state to leave enterprises of strategically important sectors in the transitional
economy in its ownership. In the transitional era, the state sector includes socially
important enterprises that are engaged, for example, in postal services, electricity
production and supply, railway transportation, etc. (Abuselidze, 2021; 2025; Abuselidze, &
Meladze, 2024).

State ownership includes both enterprises with 100% state ownership (unitary
state enterprises) and enterprises with mixed ownership, where the state owns a certain
part of the share capital. Often, such enterprises include those whose products have not
only economic, but also political significance (gas, electricity, etc.). For example, the
Russian state owns a controlling stake in the Gazprom joint-stock company and, as a result,
the right to set the price for gas (Zobova et al, 2014). Using this right, the government
differentiates the prices for gas sold abroad. This allows Russia to set lower prices for
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political and strategic partners, for example, Belarus, compared to other consumers (Kraus
et al, 2021; Chugunov & Makohon, 2019).

The existence of the state sector in a transforming economy has not only a positive
side. The direct participation of the state in the economy also includes a negative moment.
The experience of certain countries demonstrates that, under market conditions, the
activities of state enterprises are, in principle, irrational. Therefore, under the conditions
of the development and improvement of market relations, the share of state enterprises in
the overall structure of the national economy is decreasing.

But this tendency does not mean that the state is relinquishing its position. While
the state's direct involvement in the economy is limited, its role as the primaty regulator
of economic processes is objectively increasing for the benefit of society as a whole.

3.2 Methods and forms of state regulation in a transformational economy

Regulation of economic activity in the conditions of the market system in general
and in the phase of its radical reform, in particular, is one of the main tasks of the state.
The performance of this function has strictly limited boundaries. First of all, regulation
cannot have a total character. The regulatory function of the state is conditioned by the
fact that, in the conditions of the existence of a modern large-scale economy that has gone
beyond national frameworks and a rapidly developing social sector, the operation of the
market mechanism is not ideal and comprehensive. In this regard, a demand arises for its
certain replenishment. It is especially noticeable during the period of market formation,
when the formation of elements of the market mechanism is taking place and their
interaction is not yet achieved automatically. In addition, during the reform period, a
demand arises (and further increases in the future) for the regulation of relations in the
social sphere, where the role of the market mechanism is practically minimal.

The state possesses a certain arsenal of methods and instruments for regulating
the economy. Their composition and the priority of one over the others depend on the
state of the national economy, the phases of its reform, and the goals set for a given period
of development (Reinert, 1999; Makohon & Adamenko, 2023; Imanbayeva et al., 2024;
Pavlovskyi et al., 2025).

As is known, the methods of state regulation of the economy ate divided into two
different types: methods of direct and indirect influence on economic processes.

The direct method is implemented through the intervention of state authorities in
the activities of economic entities.

The forms of realization of this method are:

¢ Orders from firms for the supply of certain goods and services for state needs;

* Allocation of funds from the budget for the support and reform of certain
sectors of the economy, for example, for the support of agriculture, small and medium-
sized businesses, and for the reform of housing and communal services;

* Granting tax benefits to firms or foreign and local investors that produce socially
necessary and important products for the country;

* Restricting the activities of monopolies;

* Licensing certain types of activities, quotas and the establishment of customs
duties on export and import;

* Prohibition of certain types of economic activities;
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* Setting a price ceiling for a certain range of goods and services;

* Setting a minimum wage, granting social benefits to certain categories of the
population, etc.

The use of direct forms of state regulation should always be limited, since direct
state intervention in the economy always necessarily limits the operation of the market
mechanism. The indirect method of regulation implies state influence on the economy
through the "rules of the game" developed by it, a set of laws, regulations and rules that
regulate property rights, provide favorable conditions for the development of
entrepreneurship and the formation of a competitive environment.

Forms of the indirect method are:

* The current system of state laws that provide guarantees of property, the law
"On Entreprencurship” and laws that protect competition;

* The tax system;

* The system of budgetary relations;

* The system of monetary and credit relations;

* The system of customs rules;

* Forecasting and indicative planning.

In the conditions of a transforming economy, the process of selecting and testing
effective mechanisms for indirect regulation of the economy is underway. In the initial
phase of transformation, their role is not yet significant; their importance increases in line
with the development and improvement of market relations. Over time, when the forms
of implementation of indirect methods achieve the desired result and stability, they
become objectively superior to the direct form of regulation, since they do not directly
contradict the action of the main regulator - the market mechanism, but only complement
it, making its work more productive (Minich, 2023).

Unlike indirect forms of regulation, the role of direct forms is ambiguous in
accordance with the development of market relations. If the use of any of these forms in
the economic sphere decreases (for example, budget financing of some areas of the
economy), then the social role of direct forms will gradually increase (for example, the
expansion of social guarantees provided by the state to the population).

It is worth noting that the process of transformation from an administrative-
command economy to a market system in Georgia proceeded unconventionally for certain
reasons.

Firstly, the beginning of the transition to market relations coincided with the
ongoing economic and political crisis in the country, which was occasionally accompanied
by a sharp political struggle. The reform process began in the space of the single-state
USSR and continued in the already independent Georgia.

Secondly, at the initial stage of the transformation, along with the strengthening
of the bureaucratization of society, the role and authority of the state significantly declined,
although it was the state that was supposed to ensure the management of social and
economic development processes.

Third, at the initial stage of the transitional era, the process of economic reform
in Georgia was carried out mainly through radical methods, such as "shocks",
"conversion", which contributed to the intensification of the economic decline, the further
decline in the standard of living of the population and social conflicts. Due to these and a
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number of other circumstances, the transformation process in Georgia took place in very
difficult conditions.

In the initial period of reforms, the old system of economic management
practically ceased to function, and the country found itself facing the threat of civil war.
Naturally, in order to preserve the state and create normal conditions for economic reform,
it was necessary to strengthen the role of the state.

At the initial stage of the transition period, the main goals of the state in the
economic sphere were:

1. Strengthening the state as a government body expressing the interests of the
majority of economic entities;

2. Restoring the manageability of macroeconomic processes;

3. Overcoming the economic crisis and creating the foundations for the start of
economic growth.

At the end of the first phase of the transformation period, the role of the state in
the country increased, its influence on the economy increased. However, for a number of
reasons, the quality of the adopted laws and decisions was low. Errors and inaccuracies in
the activities of the higher echelons of government contributed to the adoption of
ineffective or contradictory legislative acts by state bodies. These and other circumstances
of an economic and political nature hindered the normal course of reform (Vinnyk et al,
2021).

The transformation period in Georgia dragged on for quite a long time. Reforms
in some areas have not been completed, and in others, they have not even begun. For
example, reforms in the financial and insurance sectors have not yet been completed; land
and pension reforms are in their initial stages, and the reform of housing and communal
services has not yet begun.

In addition, society expresses significant and fair claims to the quality, forms and
methods of implementation of the reforms already implemented. It gives a negative
assessment of the forms and results of denationalization and privatization. Significant
inaccuracies were made in the reform of the tax system. The reform of the foreign trade
system was also catried out at the cost of large material losses for the state, etc.

The law-making process is still experiencing great difficulties. Naturally, the
creation of a legislative basis for market relations requires a lot of energy, costs and time.
Moreover, in connection with the inevitable changes in the situation in the economy and
politics, it became necessary to make changes and additions to a large part of the adopted
laws; a number of laws have not been fully implemented even several years after their
adoption.

The shortcomings of economic reform in Georgia contributed significantly to the
emergence of the 1998 financial crisis, which had a negative impact on the country's
economy. At the same time, it indirectly contributed to the expected economic revival.
Thanks to the depreciation of the lari, which occurred during the crisis, favorable
conditions were created for limiting the volume of imports and increasing exports. As a
result of the rational use of the situation in the economy by business representatives, the
volume of production in export-oriented sectors increased. This made it possible to
improve the country's foreign trade and balance of payments.
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Since 1995, the country's economy has begun to stabilize and grow. Since then,
significant quantitative and qualitative changes have been taking place in the national
economy. The process of transforming state property into vatious types of private
property has become irreversible, the legal basis of the market economy has been
strengthened, and the operation of the market mechanism has become more tangible. The
results achieved in the economy, as well as the experience accumulated in the country,
contribute to the strengthening and enhancement of the role of the state as a regulatory
body for socio-economic processes.

At the current stage of economic transformation, state action has risen to a higher
and more qualitative level of implementation. In recent years, legislative bodies have
adopted a number of laws and introduced amendments to existing laws, the effect of which
has essentially slowed down the progress of economic reform. Among them, the Law on
"Land" is important, where not only the right of private ownership of land is declared, but
also the right to buy and sell it is attached.

In order to meet the requirements of the new phase of the market economy,
amendments were made to the Customs Code, the Laws "On Foreign Economic Activity",
and "On Investments". A new Tax Code was also created. The Civil Code, which regulates
economic relations between economic entities, was adopted and put into effect. The state
carries out the development and implementation of short-term and medium-term
programs for the socio-economic development of the country.

The positive results achieved in the field of economic development and reform,
in addition, the state's economic policy allows for raising not only the domestic, but also
the international authority of Georgia.

The completion of the process of creating the foundations of a market economy
and the beginning of its stabilization required the state to bring new goals to the forefront,
among which the following are important:

1. Strengthening the results achieved in the process of reforming the economy;

2. Implementing full-fledged market reforms in those spheres and industries
where the reform processes should continue and where they have not yet begun;

3. Improving market relations and giving them a more social direction;

4. Maintaining economic stability and accelerating economic growth.

The ongoing changes in the Georgian economy and the new goals of economic
policy have found expression in the functions of the state. Gradually, the functions that
were associated with the organizational work of the transition to the market have lost their
meaning,.

The new phase of the transition to the market is characterized by a gradual
decrease in the share of direct state participation in economic activity. This process is
manifested in the form of the sale of state-owned companies at auction.

At the same time, the reduction of state participation in the economy at the
modern stage of development does not mean the transition of the state to a subordinate
role. By giving up its position as an owner and a direct participant in economic processes,
the state must simultaneously strengthen its regulatory function (Yang et al., 2024).

The legacy of Georgia’s rapid and unconventional economic reforms in the early
transition period continues to shape fiscal policy dynamics. This path dependence is
reflected in the prioritization patterns of public expenditures and institutional capacity
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constraints. In particular, sectors such as environmental protection and healthcare, which
historically received less strategic emphasis, continue to exhibit weaker statistical
significance in the model, suggesting that structural and institutional inertia may limit the
effectiveness of increased allocations in these areas.

By using indirect forms of economic regulation tools, it should have an
increasingly significant impact on slowing inflation rates and limiting unemployment,
improving the investment climate and accelerating economic growth, combating poverty
and increasing the population's incomes, and integrating the Georgian economy into the
wotld economic community.

3.3 Impact of other sectors' expenditures on economic activity expenditures:
Correlation-regression analysis

To analyze Georgia's economic performance, we examined Georgian budget
expenditures in a functional context. Budget expenditures must be examined to assess
budget policies. We have done this by compiling a table of pertinent information on non-
financial assets and functional state budget expenditures. 2010—2023 is the analysis period
(Table 1).

Table 1 presents the state budget expenditures and growth of non-financial assets
by functional areas in 2010-2023. Let us consider the general trends and conclusions by
sectot:

1. Priority sectors: healthcare, economic activity and education were the main budgetary
priorities, especially during the pandemic.

2. A decreasing trend is distinguished: defense and general public services decreased,
which may indicate optimization of expenses.

3. Small growth rate in the direction of environmental protection: Although the
percentage share of expenditures is small, its growth is a positive trend in terms of
environmental policy activity.

Table 1. State Budget Expenditures and Growth of Non-Financial Assets
in Functional Context, 2010-2023 (in %)

201 | 201 | 201 | 201 | 201 | 201 | 201 | 201 | 201 | 201 | 202 | 202 | 202 | 202
0 1 2 3 4 5 6 7 8 9 0 1 2 3

Health and | 26. | 26. | 27. | 31. | 34 | 34. | 36. | 35 | 33. | 35. | 38. | 37. | 32. | 32.
social 2 3 2 4 6 5 2 5 3 7 5 1
protection

Defense, 23 22. |21, | 18. | 19 18. | 18 17 16. | 17. | 12. | 12. | 12. | 13.

order, 7 6 8 2 3 2 4 4

security

General- 26. | 26. | 25. |25 | 21. |22 | 18. | 18. | 18. | 12. | 87 |85 |82 |98

purpose 7 4 3 8 3 7 6 1 6 8

public

service

Education 83 |82 |88 |86 |98 |10 10. | 11. | 11 11. | 11. | 11. | 10. | 12.
9 7 0 9
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Economic | 15. | 15. [ 19. | 16. | 15. | 13. | 14, [ 18, [ 18. [ 20. | 19. | 19. | 24. | 21
activity 7 2 3 0 1 8 7 1 8 7 9 6 6 5

Environm 1.8 | 1.5 | 1.1 1.7 {18 |14 |14 |13 |12 [19 |18 |21 |24 |25
ental

protection
Housing 78 193 |62 |41 |37 |43 |44 |40 |34 |44 |47 |49 |47 | 406
and

communal
services
Recreation, | 44 | 55 |49 |42 |45 |59 [ 45 |41 |45 |40 |31 |35 |40 |39
Culture,
Religion

Source: Calculated by the authors based on data from the Ministry of Finance of Georgia
(2024).

Note: Aside from this, other fields were funded by the state budget, but, due to their tiny
percentage and low economic importance, this table does not mention them (for example,
agriculture, sports, etc.).

For correlation-regression analysis, we started working in several stages:
1. Data preparation: Converting table data into a digital format (e.g., Excel or
DataFrame format) so that we can conduct statistical analysis on it.
2. Cortrelation analysis: We will check which expenditures of different sectors are related
to each other. For example:
o Health care and education — positive correlation with the level of development?
o Economic activity and infrastructure — Does economic activity increase with the
development of infrastructure?
3. Multivariate regression: We will analyze how several factors affect one specific
outcome. For example:
o Estimating the impact of education, health care, and infrastructure expenditures on
economic activity.
4. Graphical visualization: Creating time series and correlation diagrams for better
interpretation.

First, we constructed a correlation matrix, and then we built a2 multivariate
regression model.

The correlation matrix shows the relationship between the costs of different
sectors. The values range from -1 to 1, where:

e 1 = Strong positive correlation (interdependence)

e 0 = No correlation

e -1 = Strong negative correlation.

The following main findings emerged from the correlation analysis:
1. Health and Social Protection
o Strong positive correlation with education (0.75): Higher spending on health
often accompanies higher spending on education.

© 2026 The Authors. Journal Compilation  © 2026 European Center of Sustainable Development.



146 European Jonrnal of Sustainable Development (2026), 15, 2, 133-152

o Strong negative correlation with defense (-0.75) and housing and communal
services (-0.74): Higher social spending may indicate a shift of resources away
from these sectors.

2. Defense, Order, Security

o Very strong positive correlation with public services (0.94): May indicate a
unified strategic spending policy.

o Negative correlation with education (-0.83) and health (-0.75): Higher
defense spending often accompanies lower spending in these sectors.

3. Education

o Positive correlation with economic activity (0.57): Higher investment in
education may be associated with economic growth.

o Positive correlation with environmental protection (0.40): It is possible that
increased spending on education may also reflect increased environmental
awareness.

4.  Economic Activity

o Positive correlation with environmental protection (0.57): Increased
environmental investment may be associated with increased economic
activity.

Next, we constructed a multifactor regression model that would estimate the
impact of expenditures in other sectors on the costs of economic activity. Namely:

Economic Activity = Bo + B1-Education + f2-Health and Social Protection +
+ 55 -Environmental Protection + €

Based on the formula of the above model, the results of the multifactor regression
model were revealed:

Economic Activity = 7.44 + 1.86 XEdncation — 0.38 X Health and Social Protection +
+2.42XEnvironmental Protection

As a result, the following main findings were revealed:

1. R2=0.565
o The model explains 56.5% of the variation in the costs of economic
activity.

o A This level of explanatory power is consistent with empirical standards
in applied macroeconomic research, where complex interactions between
fiscal and non-fiscal factors typically limit the maximum achievable R
2. Education:
o Coefficient: 1.86
o p-value: 0.044 (statistically significant at the 5% level)
o Explanation: An increase in spending on education has a direct and positive
impact on economic activity.
3. Health and Social Protection:
o Coefficient: -0.38
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o p-value: 0.162 (not statistically significant)

o Explanation: An increase in these costs may have a negative impact on
economic activity, although the result is not statistically significant.

4. Environmental Protection:

o Coefficient: 2.42

o p-value: 0.188 (not statistically significant)

o Explanation: An increase in environmental protection spending may have a
positive effect on economic activity, although this result is also statistically
unreliable.

The results of the multivariate regression model indicate that the coefficient of
determination (R?) equals 0.565, suggesting that approximately 56.5% of the variation in
economic activity expenditures is explained by the selected independent variables, namely
education, health and social protection and environmental protection spending,.

In the context of macroeconomic and public finance research, this level of
explanatory power can be considered moderate but acceptable, particularly given the
complexity of economic systems and the presence of multiple interacting factors that are
not directly captured in the model. Unlike controlled experimental settings, macro-level
fiscal analyses are inherently influenced by structural, institutional and external variables
that are difficult to fully quantify.

The remaining unexplained variation (43.5%) may be attributed to several
important factors not included in the model. These include, but are not limited to,
institutional quality, efficiency of public expenditure, private sector investment dynamics,
labor market conditions, demographic changes, and external economic shocks. Therefore,
the model should be interpreted as a partial but meaningful representation of the
relationship between sectoral public spending and economic activity.

Furthermore, it is important to emphasize that the model prioritizes
interpretability over exhaustiveness, focusing on key expenditure categories that are
theoretically relevant to human capital development and sustainable growth. As such, the
results provide valuable insights into directional relationships rather than a fully
comprehensive explanation of economic activity dynamics.

Future research could improve the explanatory power of the model by
incorporating additional variables, including indicators of institutional effectiveness,
infrastructure development and private sector participation, as well as by applying
alternative econometric techniques such as dynamic modeling or panel data approaches.
The possibility of omitted variable bias cannot be fully excluded, which further supports
the need for cautious interpretation of the estimated coefficients.

To better understand these results, we have constructed Figures 2 and 3.
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Figure 2: Actual vs Predicted Economic Activity (2010-2023)
Source: Constructed by the anthors.

In Figure 2, the orange line shows the model’s forecast, while the yellow line

shows the actual data. The model fits the actual data quite well, especially in recent years.
In some years (e.g., 2012 and 2022), the model overestimated or underestimated the actual
figures, which may be due to extreme economic factors.

Coefficient Value

Figure 3: Regression Coefficients Impact
Source: Constructed by the anthors.
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In Figure 3, Environmental Protection and Education expenditures have the
strongest positive impact on economic activity. The impact of Health and Social
Protection expenditures is minimal and a negative trend is observed.

Based on the analysis of the data discussed above, we can conclude that education
is one of the main factors for the growth of economic activity. Increasing spending on it
may bring real economic benefits; Health and social protection spending, despite the
negative trend, requires additional research to determine whether this result is sustainable;
Environmental protection — there is a potential for a positive impact, although more data
is needed to confirm this.

4. Conclusions

The results of the multivariate regression analysis indicate that education
expenditures have the strongest and statistically significant positive impact on economic
activity in Georgia. This finding highlights the critical role of human capital development
in supporting sustainable economic growth. Environmental protection expenditures are
also positively associated with economic activity; however, their statistical insignificance
suggests that further research is required to confirm the robustness of this relationship. In
contrast, healthcare and social protection expenditures demonstrate a negative but
statistically insignificant effect, which may reflect structural inefficiencies or delayed
economic returns rather than a direct adverse impact.

The findings of the study suggest that the structure and allocation of state budget
expenditures play an important role in shaping economic activity. However, the results
should be interpreted with caution, as the model explains 56.5% of the variation in
economic activity, indicating that a substantial share is influenced by additional factors not
included in the analysis. These may include institutional quality, efficiency of public
spending, private sector dynamics, labor market conditions and demographic trends.

In this context, the study provides evidence that prioritizing education spending
may yield the most consistent economic benefits among the variables analyzed. At the
same time, the statistically insignificant results for environmental protection and healthcare
expenditures suggest that increasing allocations alone may not be sufficient without
improvements in institutional effectiveness and policy implementation mechanisms.

Based on the empirical findings, policy recommendations should remain closely
aligned with the variables included in the model. In particular, strengthening investment
in education can enhance workforce productivity and long-term growth potential.
Additionally, improving the effectiveness and efficiency of healthcare and environmental
expenditures may increase their contribution to economic activity over time.

The study contributes to the existing literature by providing an empirical
assessment of sectoral public expenditures in Georgia’s transformational economy.
Nevertheless, future research should expand the analytical framework by incorporating
additional explanatory variables and applying more advanced econometric approaches to
better capture the complexity of economic growth dynamics. These findings are consistent
with broader empirical literature emphasizing the role of human capital as a key driver of
economic growth in emerging economies.
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