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27 November 2009

National Energy Regulator of South Africa

P.O. Box 40343

Arcadia

0083

Attention: Mr Pule Mothiba and Ms Priya Singh 

Fax: (012) 401 4700
mypd2@nersa.org.za
AGRICULTURAL BUSINESS CHAMBER (ABC) COMMENTS
 ON ESKOM’S MYPD 2 APPLICATION & NERSA ISSUES PAPER
The Agricultural Business Chamber (ABC) of South Africa represents those agribusinesses providing services and products to the primary producer (farmers), as well as in many cases providing off-take, storage and processing of product/commodities produced by primary producers. The annual turnover/exposure of our members is well in excess of R150 billion per annum, making them collectively not only a very significant role player and stakeholder in the agro-food industry of South Africa, but also in the broader economy. 

As can be concluded from the above, it is an industry that not only consumes and uses electricity in significant quantities, but is also extremely dependent on a continuous and uninterrupted supply right through the year in order to ensure that, among others, the so-called cold chain in handling especially fruit and other persihable products is not broken. It is in other words an electricity-sensitive industry that is also responsible for ensuring national food security. As such, issues around electricity supply and costs have a profound and fundamental impact on the competitiveness and sustainability of the agro-food industry.
While the main thrust of the comments are in reply to the direct questions posed by NERSA, the ABC will also provide concluding comment and remarks on the broader electricity situation in South Africa at the end of the comments.

Herewith the ABC’s comments in the order of NERSA’s MYPD2 Issues Paper:
Section 2.     Funding Model
1. What are your views of funding by the shareholder and debt as provided by Eskom in its application?

Given the cost of capital (BBB+ rating), the risk involved, and the huge negative effect the proposed increases in tariffs will have on food prices and the economy as a whole, considerable additional equity from government (Government guarantees) should be the more desired route to follow. However, there will always have to be a certain balance between equity, debt and the revenue stream. The ABC believes that with the MYPD2 proposal, this balance is not correct and will be counter-productive as short term income (revenue and tariffs) is in effect then being used to fund long term infrastructure investments.  
2. What are your views of funding through the tariffs as stated by Eskom?

Full cost recovery over time, through tariffs, should be the objective of of the MYPD. However, ESKOM’s model of incorporating both long term infrastructure financing and short to medium term operational/maintenance needs into short term cost recovery, is firstly not sound economics and secondly will have a hugely negative effect on the economy of the country.

3. What would be the appropriate balance for the Eskom’s funding options?

 In all fairness, there is probably no perfect balance as it would be a subjective measure. However, in both Questions 1 and 2 the ABC has alluded to a skewed balance in the MYPD2 proposal, in its opinion.
SECTION 3.     COST OF CAPITAL

4.1
Does Eskom’s proposal on the real pre-tax WACC (weighted average cost of capital) represent a fair and reasonable risk adjusted return?


This proposal by ESKOM is hugely debatable as the State, being the only shareholder and being partially responsible for landing the country in this mess, is probably not entitled to such a, or any, return on its investment, also given the disastous effect the implication of such a return will have on the economy and the State’s tax base.

4.2
Please provide comments regarding the components of the pre-tax WACC as proposed in the Eskom application.


See Question 4.1. The pre-tax return on equity should be minimized in the short term and for at least the duration of MYPD 2.

5.1
Please comment on the transitionary rate of return to be implemented on a phased approach in line with the above calculation.


The transitionary rate of return should be reduced considerably and it is debatable whether there should be any real pre-tax rate of return for the MYPD2 term. This may also be achieved with the recommended financing options. 
5.2
Comment on whether these should be considered as transitionary or a representative risk adjustment rate of return?


At best, the proposed methodology by Eskom should be considered as a transitionary risk adjusted rate of return methodology.

6.
What are your views on these benchmark figures?


Irrelevant, given the monopolistic nature of ESKOM. See previous remarks on real pre-tax retuns. 

7.
Is the return on equity suggested by Eskom representing a fair real return for a regulated utility?


The return on equity suggested by ESKOM is certainly too high for a regulated, monopolistic utility. Also given given the lack of competition, gross reported inefficiencies and the lack of incentives to reduce costs with a view to increasing return on assets, the suggested real return is simply not fair.
SECTION 4.     REGULATORY ASSET BASE

8.1
What is the best way of implementing the replacement cost valuation method?


Implement an appropriate and defendable replacement cost valuation methodology.
8.2
Should the revaluation reserve be allowed to Eskom as a return of capital (amortisation added to allowable revenue) and a return on capital (the revaluation reserve added to RAB on which a reserve is earned)?


Yes.
8.3
Should the revaluation of assets be phased in over time, (e.g. over five years as per EPP or as proposed by Eskom), to limit the impact on prices?
          Yes. The term should depend on the impact assessment that needs to be conducted. 

9.
Should the revaluation of assets be conducted on the basis of the Modern Equivalent Assets (MEA) as prepared by Eskom or should other alternative replacement methodologies be considered?  Other replacement methodologies include Depreciated Replacement Cost (DRC) of “like for like”, Indexed Historical Cost, Reproduction Cost, and Modern Equivalent Asset Valuation MEAV adjusted for condition of asset and depreciation, please comment on the most appropriate valuation methodology to use.


Perhaps on new or recently acquired assets, but probably not for the aging assets as this would probably again push up costs. Again a thorough impact assessment would need to be done to determine the cost impact. 
10.
How should the principle of stable and predictable price be achieved given the requirements of the EPP to revalue assets?


Obviously this is problematic, given ESKOM’s reported problems, but a fair revaluation of assets is key to assist in determining prices. We need to take a longer term view on the whole rehabilitation of ESKOM as well. We will not fix ESKOM in three years with MYPD2 as it has taken the good part of a decade to get us into the problems we are facing. We need to be realistic and take a longer term view and position.
SECTION 5.    OPERATING EXPENDITURE 

11.
What are your views on these costs as presented in Eskom’s application?

Why the massive increases in operating costs and how were these determined, also given that there have been at least inflation-linked tariff increases over the past decade? The issue of road maintenance inclusion is also debatable as it is probably linked to the disastrous and ad hoc coal supply positions developed over the past few years.  

12.
Stakeholders are requested to comment on the above inflation OPEX  

           increases.


Obviously the envisaged OPEX increases are substantially above PPI. To recover this in the revenue stream (primarily tariffs) will cause significant inflationary pressure. It is not clear how greater efficiencies will be utilised to bring down costs.
13.
Stakeholders are requested to comment on the justification of higher maintenance costs in the light of capacity constraints, ageing plant and ensuring security of supply.

It is a given that maintenance costs will be higher in the scenario described. 
14
Are Eskom’s human capital costs that are driven by the expansion program reasonable and justifiable?

          This is debatable. ESKOM would need to provide considerably more information to stakeholders on its personnel and employment policies to justify a  reasonable response/judgement. It does however appear that its EE and BBBEE considerations may have contributed to a dearth of skills and experience.

SECTION 6.     PRIMARY ENERGY & PRODUCTION PLANS 

Section 6.1  Production Volume Forecast

15.
Stakeholders are requested to comment on the Eskom sales forecast and the balance of production and sales in the MYPD2 control period.


This is primarily a technical and economic growth issue, also linked to how the proposed tariff increases will impact on supply and demand, and that in all probability also relates to some form of reserve margin to ensure continuous supply in peak periods. Of concern is whether the correct adjustment has been made to compensate for the downturn in the economy and the concomittant drop in electricity use. A clearer picture is necessary to understand the motivation behind the figures, but at face value these figures appear to be in the right order, although perhaps a bit high.
Section 6.2   Production Mix Forecast

16.
Stakeholders are requested to comment on the mix of generation that is used to meet the load requirements.


For the MYPD2 timeframe, the mix of generation looks fairly realistic. However, in the MYPD2 and especially in subsequent periods, considerably more capacity needs to be given to independent power producers (IPP’s), with the concommitant feasible cogeneration tariffs, especially for renewable energy. Obviously a position of optimal costing will have to be developed for the different sources of electricity, given the damage to the environment (climate change, etc).
Section 6.3    Cost of production

17.
Stakeholders are requested to present views on the following aspects of coal fired power station costs and colliery production:

17.1
The continued coal price escalation above inflation on an already high base that already provides for coal being transported by road;


This is obviously a critical point and where ESKOM got it horribly wrong over the past couple of years. The whole coal cost structure should be broken down and analysed thoroughly, also with independent experts/analysts from outside ESKOM. Furthermore, the whole coal provision scenario needs to be interrogated thoroughly, given its non-renewability and extremely environment damaging (climate change, high potential agricultural soil destruction and water resource pollution) nature.
17.2
The increase in the volume of coal transported by road until rail transport becomes available;


Any other alternatives, such as conveyor belts? This is actually quite tragic as rail freight has also let the country down, also specifically in the agricultural sector, as road transport is a lot more expensive. We probably can not avoid this situation, as indicated.
17.3
Transporting coal to power station with tied collieries when the contracted production of the tied colliery is unable to meet the burn requirements of the power station. What is the feasibility of increasing mine production above contractual levels for a few years?


Can this be negotiated and at what cost? Cost analysis would be the principal determinant in considering various options. 

17.4
Expediting the rail and conveyor transport of supplementary coal to power stations.


Yes, all alternatives need to be considered, as indicated and implied in the previous comments.
Section 6.4:  Coal stock

18.
Stakeholders are requested to present views on Eskom’s coal stockpiling  

           strategy:
18.1
The minimum coal stock that should be carried at each power station;


That would vary from power station to power station, depending on supply risk, which is the result of a couple of factors.
18.2
The target coal stock days of 42 days;


Is this an optimal level and how has this been determined? Sounds quite high.
18.3
Mine contingencies being covered by mine stock to assure contractual deliveries; and


Again, supply risk needs to be quantified as far as possible, and needs to be ascertained on a case by case basis, with ESKOM doing the necessary engagements with the mines.
18.4
Minimising coal stock building from other than local tied collieries.


Again this depends on cost and inventory management. Do on a case by case basis.
Section 6.5:  Road maintenance for coal transportation

19.
Stakeholders are requested to present views on the coal transport infrastructure and on Eskom’s funding of public road maintenance and repair.

          The user-pays principle is acceptable. However, the amounts indicated are huge and  must be questioned. Also, is it the sole responsibility of ESKOM to ensure road maintenance? This looks like a real matter where ESKOM needs to sit down with Government and together work out a road maintenance and cost-sharing programme.

Section 6.6:  Cost of water supply

20.
Stakeholders are requested to present views on the water cost projection and expected further increases during the MYPD2 period.


Obviously water is a scarce and valuable resource in South Africa and has probably previously been under-valued. However, the real and projected increases need to be interrogated with government in order to determine on what basis these increases have been determined. 
Section 6.7: Cost of OCGT fuel

21.
Stakeholders are requested to present views on the price of OCGT fuel and the expected price escalation over the MYPD2 period.


To put it bluntly, this appears to be over-conservative budgeting in order to build in a bit of “fat”. When speaking to petroleum companies (two major ones are members of the ABC) they do certainly not envisage these type of increases. Again, on what basis these dterminations?

Section 6.8:  Production by independent power producers

22.
Stakeholders are requested to present views on the average price of IPP generation and whether the projected IPP volumes are realistic.


Firstly, IPP volumes will be a function of prices to be paid, and not the other way round. Secondly, a variable tariff structure needs to developed in which premiums for renewable energy (wind, solar, bio, etc.) are paid to offset climate benefits. ESKOM and/or NERSA may need to engage with government on a tax incentive/disincentive scheme to address this situation. We need to start now.
Section 6.9:  Power Imports

23.
Stakeholders are requested to present views on cost and volumes of power imports in the MYPD2 period.


Power supply and acquisition needs to be increasingly regionalized, given the massive capacity for relatively clean and cheaper hydro-electricity generation in the SADC region. South Africa (ESKOM/NERSA) need to urgently develop a long term view in this regard and implement a strategy as soon as possible. Of course continuity of supply issues need to be dealt with in this engagement.
SECTION 7.    ENERGY EFFICIENCY AND DEMAND SIDE MANAGEMENT

24.1
Stakeholders' are requested to comment on the recovery of full EEDSM costs; 

          While there are certainly some direct costs involved that have to be recovered, it is debatable that they should be fully recovered from the tariffs imposed. The ABC would thus argue strongly against such a full cost-recovery position. Government (DoE) should certainly bear a determined proportion thereof, but it must be remembered that the consumer is/has been and will be the biggest contributor.
24.2
Should only a portion of the EEDSM costs be allowed to be recovered through the tariff with the rest of the costs being allocated from government funds or any other means of funding EEDSM?

           See comment above (24.2).  
25.
Stakeholders are requested to comment on the following;

25.1
Comments on table 11 (Page 46 of Eskom’s application – “Demand Side Management savings and costs”)2 of the application which outlines the savings realised in relation to the cost incurred (i.e. increasing in R/MW saved over the next there years);

          This is deemed exorbitant. Savings will primarily be realized through consumer saving due to exorbitant price increases, and their investment in adaptations, given the proposed price increases.
25.2
How the funds should be allocated between Energy Efficiency (e.g. Compact fluorescent lamps) and Demand Side Management (load management, Demand Market Participation); and 


Both are important and can contribute to energy saving. However, proportioning will largely depend on and be a fuction of the ability to supply. If suply is going to be hugely constrained over the MYPD2 period, DSM will probably be more important and thus require a proportionally greater allocation. More analysis will be required to get to the right balance of proportionality.
25.3
Should the tariff signals be enough to incentivise customers to manage their electricity demand (e.g. load management)?


In all probability it will play the major role. However, this would need to be evaluated on an on-going basis.
26.
Stakeholders are invited to comment on the following:
26.1
The cost structure of the PCP programme as proposed by Eskom


Very difficult to comment on this aspect as detail not available.
26.2
Should the cost of PCP be recovered through Eskom's tariff or other funding?


Certainly not the full cost, but the real cost that can directly be attributable to PCP.

26.3
Should the PCP trading function be housed within Eskom or elsewhere?


No problem if within ESKOM, as long as there is management capacity to implement effectively.
SECTION 8.   RESEARCH AND DEVELOPMENT COSTS

27.1
What criteria should be used to allow or disallow research projects?


R&D is necessary. Developing research criteria is a study field in its own right. The major criteria should be applicability and cost benefit. 

27.2
Which research projects should be allowed?


Power generation efficiency, cost-saving measures, transmission efficiency, etc. There are actually many, but must be economically linked.
28.
What would be a reasonable cap on the expenditure for research and development which Eskom undertakes?

 


Always debatable, but in SA context would venture 1,5 - 2% of gross revenue. Much new and clean technology can be sourced from abroad, and that should be a specific focus, especially as we move to renewable energy. International trends can also be an indicator.
SECTION 9.   ECONOMIC IMPACT

29.
What are your views on the statements above?


The ABC’s position is that there will in all probability be a nett loss of jobs in the broader economy due to many businesses, including many agribusinesses, becoming uncompetitive as a result of the exorbitant proposed price increases. In terms of GDP and the economy, the bigger ESKOM debacle will certainly have a hugely negative effect if something drastic is not done. However, it is the ABC’s contention that the proposed drastic tariff increases are also not the way to go as they will in all probability effect GDP and the economy even more negatively. There is a better long term way to go. 
30.
What are you views on the impact of the proposed increases on the different sectors of the economy?


The ABC can only really speak on the agribusiness/agro-processing sector, and in this sector it will have a major impact, given the nature of perishable products handled and the huge amount of electricity required to maintain the cold chain in these products, fruit especially. But it is much broader as it will impact on production in the primary agriculture sector, which then impacts into the agibusiness sector. The flow-through/downstream effect will be significant.
31.
What are your views on the inflationary consequences of the proposed tariff increases?


While difficult to put a figure to probable inflation increases, there is no doubt that it will lead to huge inflationary pressure, and thus concomittantly effect the economy negatively in various ways.
32.
What are your views on economic assumptions made by Eskom particularly, GDP growth?


Already answered in Questions 29 and 30.
33.
What are your views of the impact of electricity prices on inflation and GDP?


Answer in Question 31

SECTION 10.       ESKOM TARIFF STRUCTURES, PROTECTION OF THE POOR AND  

                             FREE BASIC ELECTRICITY
Sec.10.1 Eskom’s Tariff Structures

34.
Stakeholders are requested to comment on whether the existing cross subsidies should be retained, reduced or increased.


It is the opinion of the ABC that in principle these subsidies should, over time, be reduced significantly, even totally removed. However, these subsidies are currently a reality and an in-depth analysis needs to be conducted on each category/class to determine the impact and cost benefit in order to determine a possible restructuring strategy. If discounted, this needs to be in line with national imperatives such as rural development and poverty alleviation, and then government should stand in for those subsidies. This process needs to be transparent to the public. SOE’s, of which ESKOM is one, have an accountability to the public of South Africa.
35.1
Stakeholders are requested to express their views on the need to provide cross-subsidies to the poor, cushioning high price increases;


Ideally, Government needs to provide support, not ESKOM. If ESKOM does provide the support, the extent and amount of such support needs to be transparent and available to the public.
35.2
Which group(s) of electricity customers should provide such cross subsidies?


The ABC does in principle not like subsidies as they tend to distort the working of markets and lead to unintended consequences. However, if subsidies have to be paid and are really necessary, then government, and not consumers and industry, must pay for them. 
36.
Stakeholders are requested to express an opinion on which customer groups should be considered as poor and requiring protection.


It is extremely difficult to determine and especially to enforce criteria to identify such groups. It is for this reason that the ABC is in principle against such subsidies. 
37.
Stakeholders are requested to comment on the proposal for an FBE levy to be collected by government from all electricity customers (Eskom and municipal).


The ABC is against such a proposal. If FBE support is required, it should be funded directly out of the fiscus, and the public must know what the extent and amount of such support is, and who the beneficiaries are.
38.1
Stakeholders are requested to comment on the practicality of a single national inclining block rate tariff to be applied to all domestic/residential customers


Require additional detail to know exactly how this proposal will work. 
38.2
Stakeholders are also requested to provide views on the design principle and structure of an inclining block rate tariff.


No comment, see above response.
39.
Stakeholders are requested to comment on the preferred or alternative method/ mechanism that should be used to provide protection to the poor against high electricity prices.


Consider utilising standard electricity boxes (must register for it, proving poverty) with electricity coupons that can be bought at discounted prices. This measure will also help to control possible abuse of FBE scheme.
SECTION 11.     ADDITIONAL COMMENTS

40.
Stakeholders are requested to comment on the above statement.


The ABC is of the opinion that this questionnaire does not delve into the real factors that have created the electricity crisis and the crisis at ESKOM. The whole electricity supply and distribution structure is totally outdated and needs major restructuring. The two major developments that are essential to really make progress are firstly to split generation and distribution, and secondly to involve the private sector a lot more in especially the generation domain, also through renewable energy with incentivised tax concessions. 
           In terms of ESKOM, a major analysis/audit of its management and management structure is critical because many of the problems that have surfaced, have indicated serious deficiencies in this regard. 

           In terms of the proposed pricing structure, the ABC is of the opinion that the proposed price increases are exorbitant and certainly not fully justifiable within justification/motivation provided in the MYPD2. 
41.
Comment on Eskom’s statement of South African electricity prices compared to international electricity prices.


There is certainly some merit in arguing that electricity prices should be more in line with international electricity prices, but they certainly don’t have to be in the centre or top half of the basket of international electricity prices. If we want to have a competitive economy that grows and creates wealth and jobs, we need competitive input prices, including electricity prices. That means lower prices compared to general international prices. 
42.
Stakeholders are requested to make any other comments on the overall application.


No further comments.
Kind regards
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_____________________________  
Dr John Purchase
Chief Executive: ABC
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