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1 Executive Summary

1.1 Project Context

FS 2005
In 2005, Georgia, with assistance from the OECD/EAP Task Force, developed a financing strategy for urban WSS (henceforth: EFS 2005). It was endorsed by members of the Steering Committee, in which virtually all key stakeholders in Georgia were represented. However, the strategy was not properly integrated into the budgeting process at national and regional levels. Furthermore, it did not provide an overview of the whole WSS sector in Georgia, as it addressed only urban water and sanitation infrastructure. 

FS 2008
In 2006, Government of Georgia requested further assistance from the OECD/EAP Task Force to update the FS 2005 and include rural WSS into the analysis. With financial backing from OECD/EAP Task Force, COWI A/S has carried out such analysis using FEASIBLE, a model developed to elaborate alternative financing scenarios. FS 2008 concerns the period 2005-2025. 

Executive Summary
This Executive Summary is prepared as a stand-alone note which can be read separately from the report and contains main assumptions, findings and key recommendations of FS 2008. 

Organisation
It is organised as follows: Section 1.2 provides the findings of the Baseline Scenario assuming business-as-usual - that is, maintaining current coverage and service levels and supply of finance at current level. Section 1.3 provides the findings of the Development Scenarios concentrating upon the least ambitious and the most ambitious of these. Section 1.4 highlights the conclusions and recommendations of the Consultant. Finally, Section 1.5 puts forward a few questions to policy makers in Georgia to be dealt with at the final meeting of the Steering Group in Tbilisi on 25 November 2008. 

Caveat
It must be noted that analysis of baseline and development scenarios are based upon data obtained before the war actions in August 2008 between Georgian and Russian troops. This implies that presented estimated expenditure needs and financial gap analysis are rather conservative since the war, to certain extent, has negatively affected the state and condition of WSS infrastructure in some parts of Georgia.    

1.2 Baseline Scenario

Purpose of Baseline Scenario

As a first step in the Financing Strategy development process, the Baseline Scenario has been assessed. The Baseline Scenario is typically used to understand existing situation in water and sanitation sector from two points of view: 

1 Technical conditions of existing infrastructure and corresponding level of services that customers are currently receiving. 

2 Ability of the sector to generate sufficient amount of cash inflow in order to cover all the necessary costs for sustaining the existing service levels.   

Urban a

Results of Baseline Scenario modelling for urban areas are presented in the table below
: 

	CATEGORY
	COST

	Total accumulated expenditure needs, 2005-2025 
	GEL 5,44 billion

	Total accumulated supply of finance, 2005-2025
	GEL 2.58 billion

	Total accumulated financing gap, 2005-2025
	GEL 2.86 billion


Source: FEASIBLE calculations

The Baseline Scenario supply of finance presumes that all the cash inflows available to the sector are at the current levels, namely; collection rates are at 44% of billed amounts for households and 77% from other customers; tariffs are at the levels where average household is spending about 1.5% of his income on water bill; budget expenditure is in the range of 0.2% of GDP or about 0.6% of consolidated public budget; and international financial assistance is fixed to the currently committed and disbursed funds.   

As the table demonstrates, there is substantial financing gap even for the baseline scenario where the only objective is to sustain existing service levels. Total cumulative gap over 20 years is at GEL 2.86 billion, and if no specific measures are undertaken to increase cash flow into the sector, the infrastructure will deteriorate at increasing rates resulting in ever worsening levels of water supply and sanitation services to all customers. 

Among such measures the following possible policy choices has been investigated and analysed: 

· Increasing collection of billed revenues to 90% for all customer groups by 2011;

· Gradually increasing tariffs to account for 3.5% of average household income in 2020;
 

Combination of these measures has increased total cumulative supply of finance to GEL 3.77 billion, hence reducing the financing gap of Baseline Scenario to GEL 1.67 billion over the same period. The analysis shows, that without increase in the public financing of the sector, even the baseline scenario gap is not possible to close. The remaining gap will be closed on a long term cumulative basis only if public budget contribution is increasing to 0.48% of GDP or 1.9% of consolidated budget on an annual basis. 

Rural areas

Similar Baseline Scenario analysis has been carried out for the rural areas. The modelled estimation of the total rural water sector expenditure needs over the period 2006-2026 amounts to GEL 418 million or about GEL 21 million per year, of which 73 % is estimated to be for water supply and 27 % for sanitation. 

Total accumulated supply of finance for rural WSS in the same period amounts to GEL 305 million. Consequently, total financing gap amounts to almost GEL 121 million. The analysis shows that this gap can be closed by:

· increasing share of rural population currently paying for water services from 50% to 90%; and 

· increasing fixed household payment so that it reaches the level of 1% of average rural household income.  

Baseline challenge



The Baseline Scenario demonstrates that just only sustaining existing service levels will be a major challenge for water and sanitation sector in Georgia. Lack of adequate cash flow both in urban and rural areas is apparent and if situation does not change the service levels will continue to worsen at an increasing speed. Already now levels of infrastructure maintenance and repair are much lower than estimated as necessary for normal asset replacement process. Such situation is unsustainable and will lead and already led to major water supply disruptions in medium and small cities. Urgent policy measures are called upon among which are the need for immediate increase in cash collections, tariffs increase, and additional public budget support. 

1.3 Development Scenarios

New investments bring about savings in O&M costs

Going beyond Baseline Scenario goal of sustaining existing service levels and attempting to introduce service improvements would nominally prove to be even greater challenge for Georgia’s water and sanitation sector. However, it is important to note, that any new investments, when well planned and targeted, would bring short to medium term savings in the form of reduced O&M costs keeping total cumulative expenditure over time at the same or even lower levels. This section discusses results of modelling number of Development Scenarios when more ambitious sector goals are pursued.  

Four scenarios for urban areas

Table 1-1below provides an overview of the four development scenarios for the urban WSS that has been modelled. Development Scenario 4 is the MDG scenario aiming at the achievement of the water related MDG targets in 2015. When moving from Development Scenario 4 to Development Scenario 1 the requirements for investments gradually increase. That is, additional interventions are added to improve the service level in the WSS sector. Development Scenario 1 is therefore the most ambitious.

Table 1‑1
Development Scenarios, urban WSS

	
	Scenarios

	Urban WSS
	1
	2
	3
	4

	Increase coverage of centralized water and wastewater collection
	x
	x
	 
	 

	Increase of coverage in order to meet MGD targets in WS and Sanitation
	x
	x
	x
	x

	Rehabilitation and replacement of water and sewer network
	x
	x
	x
	x

	Water loss reduction and reduction in water consumption
	x
	x
	x
	x

	Rehabilitate and increase water and wastewater treatments
	x
	 
	 
	 

	Rehabilitate water and wastewater treatment plants
	x
	x
	 
	 

	Rehabilitate water treatment plants
	x
	x
	x
	 

	Improve regularity of water and wastewater collection
	x
	x
	 
	 

	Improve energy efficiency in WS and WW sectors
	x
	x
	x
	 


Table 1-2 below demonstrates the results of the scenario model runs using FEASIBLE and corresponding financing gap analysis on cumulative basis.  Since the estimated total expenditure needs are pretty close in each scenario, Table 1-2 shows the results for only least ambitious MDG scenario and most ambitious Scenario 1. 

Table 1‑2
Development Scenarios, urban areas, 2005-2025 (GEL billion)
	GEL billion
	MDG, 20151 
	Scenario 1, 20151

	Total Expenditure Needs
	5,00
	5,13

	   Current expenditure need
	3,96
	3,88

	   Capital expenditure need
	1,03
	1,25

	Total Supply of Finance
	3,77
	3,77

	   Supply of finance for current expenditure
	2,82
	2,82

	   Supply of finance for capital expenditure
	0,94
	0,94

	Total Financial Deficit(-)/Surplus(+)
	-1,23
	-1,36

	   Current supply of finance deficit/surplus
	-1,14
	-1,06

	   Capital supply of finance deficit/surplus
	-0,09
	-0,30


Source: 
FEASIBLE calculations

Note: 

1) MDG, 2015 implies that new investment programme for a given scenario is planned to be 


completed by 2015. Similarly for Scenario 1. The total expenditure needs however (in particular 


O&M and reinvestment) are assessed for the entire period under consideration, namely 2005-2025.

The supply of finance provided in the table is based on the levels corresponding to tariffs at 3.5% income of average household, 90% collection rate from all customers, public budget contribution in the amount of 0.2% of GDP which in 2007 was equivalent to approximately 0.75% of consolidated budget, and the international assistance only in the years when they have been committed.  

Number of observations is apparent from the review of table results: 

· All the scenarios show significant total cumulative financing gap;

· However, the most of the gap is in Current Expenditure needs; 

· Capital Expenditure gap is relatively small and can be covered either via increased public budget support to the level of 0,85% for MDG and 1,0% for Scenario 1 of consolidated budget on an average annual basis or international investment assistance in the form of loans and grants in the amount of GEL 5 and GEL 16 million respectively on an average annual basis
. Both of such measures seem to be realistic; therefore, capital expenditure gap can be successfully closed even in the most ambitious Scenario 1
. 

· Closing the Current Expenditure gap is the major challenge.  

· Attempting to close via only tariff increase or collection rate increase does not seem to be feasible, as it will require that average household pays approximately 6-6,5% of household income for water services.

· The only alternative source of financing seems to be additional public budget and the respective calculations show that in order to close total financing gap in MDG and Scenario 1 public budget contribution needs to increase to 1.7 and 1.76% of consolidated budget on an average annual basis.

Three scenarios for rural areas

Table 1-3 overleaf provides an overview of the three development scenarios for the rural WSS. The rural scenarios consist of only three scenarios because Development Scenario 1 would imply the construction of new treatment plants, which are not assumed to be provided within rural WSS. Development Scenario 4 is the MDG scenario aiming at the achievement of the water related MDG targets in 2015. Development Scenario 2 assumes an increase in service 

Table 1‑3
Development scenarios for rural WSS

	
	Scenario

	Rural WSS
	1
	2
	3
	4

	Upgrade 50% of existing WS and WW service level to the next one compared to the base year
	na
	х
	 
	 

	Rehabilitation of water intakes and WS treatment plants
	na
	х
	х
	 

	Improve energy efficiency
	na
	x
	x
	 

	Reduce not-improved water supply from 40% to 16%
	na
	x
	x
	x

	Reduce not-improved sanitation from 11 to 3 %
	na
	x
	x
	x

	Change of technology in water and sanitary delivery
	na
	x
	x
	x


levels through use of advanced water supply and sanitation technologies, hence is the most ambitious scenario for rural areas.

Table 1-4 below provides the results of scenario model runs using FEASIBLE and corresponding financing gap analysis on a cumulative basis.  
Table 1‑4
Development scenario modelling for rural areas, 2005-2025, GEL million1

	GEL million
	MDG Scenario, 
Scenario 4
	Scenario 3, 
15 years
	Scenario 2, 
15 years

	Total Expenditure Needs
	428,09
	770,17
	1.148,26

	   Current expenditure need
	419,27
	565,09
	734,55

	   Capital expenditure need
	8,82
	205,07
	413,71

	Total Supply of Finance
	543,88
	543,88
	543,88

	   Supply of finance for current expenditure
	419,54
	419,54
	419,54

	   Supply of finance for capital expenditure
	124,34
	124,34
	124,34

	Total Financial Deficit(-)/Surplus(+)
	115,79
	-226,28
	-604,38

	   Current supply of finance deficit/surplus
	0,27
	-145,55
	-315,01

	   Capital supply of finance deficit/surplus
	115,52
	-80,73
	-289,37


Source:
FEASIBLE calculations

Note: 
1) MDG, 2015 implies that new investment programme for a given scenario is planned to be completed by 2015. The same applies with 


regard to Scenario 1. The total expenditure needs (in particular O&M and reinvestment) are, however, are assessed for the entire period 


under
consideration, namely 2005-2025

As it can be seen from the table, the assumptions made for closing the financing gap in Baseline scenario were sufficient for the case of MDG scenario. In this scenario no financing gap exists and if the service levels will be defined in terms of achieving MDG goals in rural area, no substantial lack of cash flow is forecasted. 

The situation is different for Scenario 2, where the aim is to substantially improve service levels by introducing advanced water supply and sanitation technologies. In this case total cumulative gap of GEL 604,4 million exists, which is possible to cover only via increase public budget contributions or additional international grant support. This would imply additional 33,5 million on annual basis from the public budget and bring the total average annual public budget contributions (including urban at the level of Scenario 1) to approximately 2,2% of consolidated national budget.  

1.4 Conclusions and recommendations

Crucial determinant

The Development Scenario to be pursued depends upon the supply of finance available. Thus, the supply of finance constitutes the crucial determinant. 

"Doing nothing" not less expensive

One of the most interesting points of analysis is that cost of Baseline Scenario in total is approximately the same as the Development Scenarios. 

From the technical standpoint this is not difficult to explain – the increased capital expenditure needs in development scenarios are compensated by savings in O&M gained via new investments. 

From the institutional and political point of view this implies that “doing nothing” does not necessarily need to be less expensive. To sustain the existing service level would cost about the same as to implement well planned and targeted investment programme. 

7 recommendations
The analysis carried out suggests that irrespective of the specific scenario selected the following policy measures will need to be enacted:

· Collection rates from households and other customer groups need to be increased rather drastically as soon as possible with the target level being at least 90-95% by 2011.

· Tariffs for water supply and sanitation services are low and do not cover costs of operation. Hence they will need to increase up to the level of 3.5% of average household income by 2020. Simultaneous a low-income family targeted assistance programme needs to be put in place to address the affordability problems that such tariff increase will cause for a number of urban households.

· Public budget support seems inevitable for the foreseeable future of sector development and it is evaluated that it might need to reach to as much as 2.2% of consolidated public budget on an average annual basis. 

· Finally, international assistance has been relatively high during the last three years. To ensure that the level of international assistance is not drastically reduced it is recommended to prepare a Water Sector Strategy synthesising findings of FS 2008 and steps taken by the Government of Georgia to close the financing gap. 

· However, none of the above measures solves the problem of the financing gap on its own. Only a combination of all the measures can lead to expected results. 

· Therefore, it is strongly recommended that an investment/action plan and implementation programme is elaborated and properly integrated into the Medium Term Expenditure Framework. 

· To implement the entire reform process, a set of coordinated actions need to be put in place which addresses various issues - ranging from the structural reform of the sector till making sure that needed tariff increases and budget support are actually implemented. Such coordinated actions can be implemented only by a government body at the national level that is established to support and oversee the reform process. Hence, there is a need of a government body (Water Commission, Agency or National Committee) that may play such role - preferably, established on the basis of already existing institutions. Depending on the stage of sector reform, such government body will itself evolve and take different functions at times (strategy implementation, procurement, monitoring, regulation, etc.). 

Private sector service provision

It must be noted that current analysis did not consider possibilities and economic impacts of private sector service provision. If continued support of public budget for water sector in the amounts outlined in this report is deemed impossible, then considering wider involvement of private sector in water and sanitation services provision might become an option.







� All the calculations for the report and this Executive Summary are made in fixed prices using year 2005 as the base year.


� The FS 2005 has operated with maximum level of affordability set at 2,5% of average household income. In this analysis this level has been increased to 3,5% primarily because of observed substantial economic growth and increased average household income.   


� On an average annual basis implies that in some years, especially early years of investment programmes, the actual contribution can be higher, while in later years its levels can subside. 


� Various combinations of budget support versus international assistance is possible, depending on availability. For example, if the assumed international assistance is not available, then additional budget contribution will be necessary in the amount of 0,24% of consolidated budget on average annual basis over until 2015 when the capital investment programme is to be completed. 








