








V. WATER AND ENERGY RESOURCE




USE AND GENERATION OF ENERGY

Georgia is very rich in hydro power resources,
and yet, rather paradoxically, it is characterized by
very significant energy poverty. The same is true for
Georgia’s immediate neighbors. Per capita electric-
ity consumption in the South Caucasus region is
only about one quarter that of the OECD average.

On the one hand, this reflects a lengthy period
of de-industrialization (indeed, until well into the
2000s, Georgia’'s main export was scrap metal).
On the other, most Georgians simply cannot afford
the use of energy for air-conditioning and heating
or powering energy-intensive equipment, such as
washing machines.

Firewood is the most common source of heating
energy in Georgia’s regions. Unfortunately, as has
been shown by a number of studies, it is used very
inefficiently, causing environmental damage.

While most Georgian households are connect-
ed to the electricity grid (only 28 villages are yet to

be connected), almost 30% do not have access to
natural gas. According to a survey conducted by
the Association of Young Professionals in Geor-
gia’s Energy Sector, firewood is used for heating
by around 96% and 26% of rural and urban house-
holds, respectively. Facing energy poverty, in win-
ter many Georgian households move into a single
heated room and minimize their use of energy-in-
tensive equipment.

Achieving energy efficiency is also a major chal-
lenge for Georgia. On the one hand, this is a matter
of firms and households being liquidity constrained
—modern insulation and energy efficient technolo-
gies require costly investment that many Geor-
gians cannot afford. On the other, this is a matter
of awareness. Businesses and individuals could
borrow to invest in energy efficient technologies or
better insulation that would save them money in the
medium term; but they don't.

Hydropower Development, Economic Growth And Poverty

As discussed in the Georgian National Competi-
tiveness Report (ISET, 2013), “Georgia became a
net electricity exporter in 2007, however, export
levels are modest due to growing domestic de-
mand and limited transmission capabilities. There
is an obvious coordination problem in the sector:
investment in HPPs will not happen without guar-
anteed access to regional markets, and private
investment in transmission infrastructure is condi-
tioned on a guarantee of sufficiently large volumes
of traded electricity. In economists’ jargon, the sec-
tor is characterized by an externality in investment
decisions.”

The cornerstone of the chosen government ap-
proach is public investment into the transmission
infrastructure connecting the Georgian and Turk-
ish grids. This involves building new and improv-
ing existing power lines and back-to-back stations
at a total expense of 220mIn euros. The funds are
provided by the European Bank for Reconstruction

and Development, the European Investment Bank,
the European Union Neighbourhood Investment
Facilities, and Kreditanstalt fur Wiederaufbau.

The Government of Georgia has allocated the
land plots and liaised with the Turkish authorities
to ensure the connection to the main grid across
the border. According to the blueprint, the new
lines will motivate investor interest in the construc-
tion of HPPs on a concessionary Build-Operate-
Own (BOOQO) basis. More than 36 HPPs (including
six large, 100-702 MW plants) are currently under
memoranda of understanding (MoUs) with foreign
investors, though about 50% are in need of addi-
tional investment.

Located in Georgia’s outlying regions, hydro-
power projects are likely to generate consider-
able local employment during the capital intensive
construction phase. Furthermore, new power gen-
eration facilities are frequently the reason for im-
provements in local infrastructure such as roads,
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electricity transmission equipment and even water
supply. Once operational, generation of hydro and
other renewable energy resources (e.g. wind and
solar) could furnish off-grid energy solutions for re-

policy blueprint in the broader context of the Geor-
gian economy. Would the economy as a whole ben-
efit from an increase in electricity exports? What
would the spillovers from this activity be to other

mote mountainous regions or
and/or supply existing and new
electricity-intensive industries —
boosting employment and con-
tributing to local budgets.

But there are tradeoffs to
consider.

New hydropower

Georgia could do a lot more to promote its competitive-
ness — and job creation at home - if it were to use its
hydro resources to reduce the costs of local producers
and households, and spur investment in energy-intensive
industries with the potential to export higher value-added
and more sophisticated products.

Georgian National Competitiveness Report, 2012/13 A

plants rarely have any impact

on local employment or public revenue beyond the
construction phase. The new state-of-the-art Aragvi
HPP, to take one example, employs only three local
technicians and sells its electricity to the national
grid rather than to the nearby Gudauri resort (the
initial rationale for this HPP, as conceived by the
Austrian owners of the Gudauri Marco Polo Ho-
tel back in the late 1980s). Likewise, the ongoing
development of Georgia’s hydropower potential
does not translate into lower electricity prices for
Georgian households or industrial consumers. This
is because, according to the government’s policy
blueprint, instead of flowing into the domestic mar-
ket — and applying downward pressure on prices —
any surplus electricity is supposed to be siphoned
off by the Turkish grid.

Thus, it may be worthwhile to take a step back
and consider the power industry and the above

sectors of the Georgian economy? Figuratively
speaking, does the investment into new Turkey-ori-
ented transmission lines provide the best bang for
the Georgian lari? The answer is far from certain.
It should also be considered that, under the BOO
concession model, the lion’s share of economic
rents accruing from the use of natural resources
will be pocketed by foreign investors.

The public revenue raised in the form of the
transmission tariffs seems to be a modest return on
the massive capital outlays and negative environ-
mental impact. Georgia could do a lot more to pro-
mote its competitiveness and job creation at home
if it were to use its hydro resources to reduce the
costs of local producers and households, and spur
investment in energy-intensive industries with the
potential to export higher value-added and more
sophisticated products.

WATER SUPPLY AND ECONOMIC DEVELOPMENT

Despite being abundant in water resources,
Georgia faces enormous challenges in irrigation
and water supply for both residential and commer-
cial use. For one thing, dilapidated sewage, waste-
water management, and water supply systems are
a cause of frequent interruptions of supply sched-
ules, and a source of risk for human health and the
environment. This problem has no solution other
than sustained investment over several years.

Another major issue is that the tap water tariffs,
as set by the Georgian National Energy and Water

Supply Regulatory Commission (GNERC), were
designed with social policy functions in mind: much
of the residential sector is not metered and the flat
fees charged for water consumption are ridiculously
low. The entire cost of maintaining tap water supply
is thus shouldered by the Georgian private sector
and taxpayers. This is not only a problem of fair-
ness, but also of economic efficiency. At present,
Georgian households enjoy the luxury of using
free tap water for washing their cars and watering
their gardens, while businesses (e.g. food process-
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ing companies) face very stiff tariffs, reducing the
available amount of resources for investment and
affecting product prices.

Georgia’s residential water distribution sector
involves two main actors. In the Tbilisi metropolitan

a business. The flat 75 GEL per hectare tariff does
not even cover basic maintenance costs. While ex-
isting irrigation infrastructure allows the supply of
water to 88,000 ha of land, UASCG has contracts
covering only half of this land, from which only 30%

area (Tbilisi, Rustavi and Mt-
skheta), the water distribution
system is owned and managed
by the private Georgian Water

“In Georgia, unless you are an honest guy by na-
ture, it makes no sense not to steal water”.

y

Participant in the debate

and Power Ltd. (which also

owns several water reservoirs and nearby hydro-
power plants). In all other municipal centers (towns
and large villages), except Adjara and the conflict
zones, water supply and distribution is in the hands
of the United Water Supply Company of Georgia
(UWSCG), owned by the Georgian Ministry of Re-
gional Development and Infrastructure (MRDI).

UWSCG is at the forefront of investment in wa-
ter supply infrastructure using government funds
and loans from international donor organizations
such as ADB, EIB and World Bank. To improve
tariff collection and reduce waste, UWSCG installs
water metering systems in all locations in which it
performs infrastructure investments. Unfortunately,
litle improvement is happening in all other loca-
tions in which water infrastructure is legally the
responsibility of local governments. While perhaps
not obvious, another negative implication from the
lack of metering concerns the company’s ability to
accurately forecast water supply needs and plan
ahead, exposing customers to supply shortages,
particularly in winter time (see Kazbegi Rooms:
with a View to Improvement of Regional Develop-
ment Policies, by Eric Livny).

Georgia’s irrigation sector is currently managed
by the United Amelioration Systems Company of
Georgia (UASCG), a Ltd. under the Georgian Min-
istry of Agriculture. Old Soviet-era irrigation and
amelioration infrastructure is one issue directly
affecting agricultural productivity. Another major
problem is that the company does not operate as

of fees are collected. As a result, UASCG has to be
heavily subsidized by the government and cannot
undertake investment without borrowing or receiv-
ing support from international donor organizations.

Simon Appleby from YFN Georgia and Jean-
Frederic Paulsen from Wellington LLC — industrial
consumers of Georgian energy and water supply
utilities — noted some improvement in irrigation af-
ter the establishment of the UASCG with overall
responsibility for the sector. One major issue yet to
be tackled is damage to existing networks and the
theft of water by Georgian smallholders.

Another problem is the lack of a civilized “pro-
tocol” for communication with customers. Accord-
ing to Jean-Frederic Paulsen, Georgian utilities do
not provide early prior warning when suspending
energy and water supplies. If notice is given at all,
it is received just hours before terminating the sup-
ply (of electricity and water), which badly impacts
business. Due to frequent brownouts, especially in
Georgia’s regions, businesses have to invest in ex-
pensive stabilizers and UPS units.

Mr. Paulsen also noted the excessive amount
of paperwork and time required by businesses at
the initial stages of getting connected to the elec-
tricity grid and water supply network. He warmly
welcomed GNERC'’s intent to prepare and initiate
grid codes for regulating supply and service quality
standards and establishing stricter monitoring re-
quirements.
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Going Forward

Georgia’s Association Agreement with the EU,
signed in June 2014, includes a number of provi-
sions requiring the Georgian government to comply
with EU energy efficiency regulations and stand-
ards. One opportunity to improve energy efficiency
in the residential sector would involve smart me-
tering, nudging consumption away from peak load
time. The government may also subsidize the in-
terest on loans to help offset the cost of modern
insulation, solar panels and energy efficient bulbs
in residential buildings. The Association Agreement
thus provides an opportunity to develop and imple-
ment a sound strategy to achieve energy efficiency
and develop renewable energy resources.

All stakeholders agree that the use of energy
and water supply polices to achieve social policy or
political objectives leads to an enormous waste of
resources without necessarily achieving its stated
objectives. It would be far more efficient to charge
consumers the real cost of tap or irrigation water
while providing direct subsidies to those in need.
This, for instance, is the essence of the recent re-

forms implemented by the Ukrainian government to
contend with the country’s highly corrupt and inef-
ficient gas distribution system.

Perhaps most importantly, the use of energy
and water supply policy to achieve social and po-
litical objectives also creates an excuse not to de-
velop competitive markets in these sectors. This
directly influences the quality of services provided
by utility companies. Facing no competition, they
are in no rush to connect new clients to the grid
and don’t see excessive paperwork as a problem
for their own business. Lack of competition is also
behind the frequent brownouts and the failures to
plan ahead and communicate with clients. Finally,
a tariff system which forces businesses to pay not
only for their own consumption of water (and oth-
er resources) but also for that of their residential
neighbors ultimately limits the ability of businesses
to expand, create jobs and employ those same
neighbors. Such a system therefore fails to achieve
the very social policy objectives it is supposed to
achieve.
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Apendix 1. Summary of Project Activities

|. AGRICULTURE

* Three dialogues:

(i) Ownership of agricultural land: political stability and social cohesion vs. economic ef-
ficiency

(i) Agricultural cooperatives: contribution to rural development in Georgia

(iii) Family farming: Follow up visit to agricultural cooperative Tkis Nobati (“Gifts of
Forest”) in Saguramo

* Two analytical studies:

(i) Cost-Benefit Analysis of the SDC financed project “market alliances against poverty in
Samtskhe-Javakheti region of Georgia.”

(i) Family farming: role in the sustainable development of the agriculture sector and poverty
reduction in Georgia

* Project presentation:

(i) Restoring Efficiency to Agricultural Production (REAP)

[Il. EDUCATION
» Dialogue: Vocational Education and Training (VET) System.

*  Project presentation: Modernization of Vocational Education and Training (VET) and Extension
Systems related to Agriculture in Georgia (implemented by UNDP with funding by SDC)

. [Il. PRIVATE SECTOR AND DEVELOPMENT

» Dialogue: Small and Medium Enterprises (SME) and their Importance for Georgia’s economic
development.

B V. TOURISM
» Dialogue: The Role of the Tourism Sector in Promoting Inclusive Growth in Georgia

»  Follow up visit: Site visit to the Kazbegi Municipality, Kazbegi Rooms Hotel, and Stepantsminda

I V. WATER AND ENERGY
* Dialogue: Access to Energy and Water Supply in Georgia
* Follow up visit: Aragvi HPP and Gudauri

* Project presentation: Renewable Energy and Energy Efficiency” projects by BP
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Apendix 2. Blog Articles

" 1. AGRICULTURE

Legal And Institutional Context

1 Does it Make Sense to Subsidize Smallholder Georgian Agriculture, and if so How? By la Kat-
sia, Pati Mamardashvili, Salome Gelashvili and Irakli (Rati) Kochlamazashvili

2 What Happens When Institutions are Designed to Provide Bullet-proof Protection against
Fraud? By Eric Livny

Georgian Tangerines. By Irakli (Rati) Kochlamazashvili
The Georgian Wine Industry: Recent Past and the Way Forward. By Jacques Fleury

Save the Georgian Bazaar! By Olga Azhgibetseva and Florian Biermann

Land Ownership

1 Moratorium on Foreign Ownership of Agricultural Land. Xenophobia, Myopia or What? By Eric
Livny

Should Georgia Sell its Agricultural Lands to Foreigners? By Eric Livny and Salome Gelashvili

Know Thy Land or a Tale of Two Georgian Regions. By Eric Livny

Farmer Cooperation

1 Agricultural Cooperatives Fishing for Competitiveness. By Eric Livny, Adam Pellillo, Irakli
Kochlamazashvili, Nino Kakulia and Nino Doghonadze

2 Farmer Groups: Why We Love Them, Why We Do Them and Why They Fail. By Tim Stuart
3 Farmer Groups: Why We Love Them, and When They are Successful. By Eric Livny

Skills And Innovation

1 Agriculture: an Engine of Inclusive Growth in Georgia? By Adam Pellillo, Norberto Pignatti and
Eric Livny

Georgian Churchkhela: Thinking Out of the Traditional Box. By George Busheli and Eric Livny
No Smart Farmers in Georgia. By Robizon Khubulashvili

Farmers without Verve. By Salome Gelashvili

a b~ WO N

Does Productivity Increase with Farm Size? By Eric Livny

Il. EDUCATION

Quality Of Preschools And General Education In Rural Areas

1 President Margvelashvili and Cartu-International Charity Foundation Unveil Plans to Usher a
New Era in Georgia’s Public Schooling. By Eric Livnhy

Bringing Light to Georgia’s Darkest Corners. By Eric Livny and Maka Chitanava
Common Language, Education, and Nation Building. By Eric Livny and Elene Grdzelidze

“Invisible Hand“ in the Georgian Preschool Education Sector. By Nino Doghonadze
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Quality Of Higher Education

1

The Roots of Education are Bitter... is its Fruit all that Sweet? By Nino Doghonadze and Eric
Livny

Removing Educational Bottlenecks. By Giorgi Tsutskiridze
Education That Matters. By Nino Abashidze

Can Georgia Develop a Knowledge-Based Economy? By Florian Biermann and la Vardishvili

Values

1

American Dream vs. Georgian Dream. By Nino Doghonadze

Government Scholarships And Access To High Quality Education

1
2

If You Are So Smart, Why Are You Stuck in Kutaisi? By Giorgi Kelbakiani and Eric Livny

Education for the Poor. By Lasha Lanchava and Zurab Abramishvili

Poor Educational Choices And Labor Market Mismatch

1

2
3
4

(2N é)

The Educational Choices We Make... By Eric Livny
Math Education — an Engine of Economic Growth in the 21st Century. By Givi Melkadze
Career Guidance for Unemployed Georgians. By Florian Biermann

Georgia’s New Immigration Law: Many Losers and no Winners. By Florian Biermann and Eric
Livny

The “Over-Education” Trap. By Eric Livny

A Personal View on Why People “Choose” to Get Higher Education in Georgia. By Giorgi
Mekerishvili

. lll. PRIVATE SECTOR AND DEVELOPMENT

a b~ WO N -

Georgian Churchkhelas: Thinking out of the Traditional Box. By Eric Livny and George Basheli
Can Georgia Develop a Knowledge-Based Economy? By la Vardishvili and Florian Biermann
The Ethics of Empty Stomachs. By Nikoloz Pkhakhadze and Florian Biermann

The Washington Consensus and Georgia. By la Vardishvili

Georgia Caught Between the Russian Rock and the EU Hard Place. By Nikoloz Pkhakhadze
and Eric Livny

B V. TOURISM

Kazbegi Rooms: with a View to Improvement of Regional Development Policies. By Eric Livny

Travel and Tourism to Georgia: Making Sense of Definitions and Numbers. By Giorgi Bregadze
and Revaz Geradze

Tourism and rural development: the case of Tusheti. By Adam Pellillo and Irakli Kochlamazash-
vili

The ISET Policy Institute | January 2016

44



. V. WATER AND ENERGY
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Kazbegi Rooms: with a View to Improvement of Regional Development Policies. By Eric Livny
Can Big Business Gain Access to Cheap Electricity? By Irakli Galdava

Access To Electricity: Is Off-the-Grid an Option? By Norberto Pignatti, Irakli Galdava and Giorgi
Kelbakiani

4 Electricity Generation in Georgia |: The Seasonality Problem. By Norberto Pignatti and Giorgi

Kelbakiani

5 Electricity Generation in Georgia Il: Blowing Wind into the System.
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ISET-PI is the leading independent economic policy think-tank in Georgia
and the South Caucasus, a one-stop shop for policy research and consulting,
training and public policy discussion. The organizational synergies between
ISET-PI and the International School of Economics at TSU (ISET) ensure the
intellectual and financial sustainability of both institutions, as well as their
contribution to the strengthening of democratic governance, civil society and economic
development in Georgia and the region.
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