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INTRODUCTION

The Chamber of Mines welcomes the opportunity to submit input to the National Energy Regulator of South Africa (NERSA) regarding the application by Eskom for electricity price increases in terms of the Multi-year Price Determination Period two (MYPD2) for the period 2010/2011 to 2012/13. The Chamber of Mines represents some 90% of South Africa’s mining production by value and represents an industry that is both a significant supplier of energy for electricity generation (>90%) but is also a large consumer of electricity (15% of total). 

The mining industry requires a reliable supply of competitively priced electricity to not only enable the functioning of deep level and technologically complex mines but also to support the continued beneficiation of South Africa’s mineral resources. In fact, the minerals complex has been integral as a foundation to the development of South Africa as Africa’s largest and most industrialised economy. The country is a world leader in the production of several key minerals (platinum group metals, gold, coal, iron ore, diamonds, manganese, chrome, titanium, etc.), and electricity is key for not only mining operations, but also for the significant further processing of minerals that does take place in South Africa. The mining and further mineral processing industries employ over 600 000 people and account for more than half of the country’s merchandise exports. 

However, over the past four years the South African minerals complex has been unable to expand in line with global trends as a set of domestic issues, including infrastructure constraints (such as electricity supply), regulatory red tape, shortages of skilled human capital, the volatile rand-dollar exchange rate and rapidly escalating costs have constrained growth. The opportunity cost of the growth opportunity lost in the minerals complex is substantial and is one of the reasons why the country’s growth rate has underperformed and the current account of the balance of payments has remained weak. Government has recognised the weak performance of key export industries like mining and minerals processing in terms of the issues that have been raised in the Harvard Growth Diagnostic[footnoteRef:2] research, OECD reports[footnoteRef:3] and in the Spencer Growth Study. The Achilles heel of the economy continues to be its weak export and jobs creation performance, which substantially undermines the ability of the country to achieve its growth and employment creation targets.   [2:  “South Africa’s Export Predicament” R Hausman and B Klinger, CID Working Paper 29, August 2006, Harvard University.]  [3:  South Africa: Economic Assessment by the OECD, Volume 2008/15 July 2008
] 


RELIABLE AND COMPETITIVELY PRICED ELECTRICITY IS CRITICAL TO SOUTH AFRICA’S GROWTH, BENEFICIATION AND INDUSTRIALISATION AMBITIONS

The Chamber wants to emphasize at the start that the discussion regarding the MYPD2 application is critically important for the country in terms of the future industrialisation and competitiveness of the South African economy. Electricity is not just a “commodity” – it is South Africa’s indispensible engine of prosperity and quality of life. The country has a set of choices that it must make regarding its future industrialisation path. The crucially important discussion of how the country’s electricity supply industry fits into the country’s industrialisation, beneficiation and growth frameworks as underlined by the Vision 2025 process and the interconnectedness of the issues still needs resolution. From the Chamber’s perspective reliable and competitively priced electricity is a “sine qua non” of the industrialisation and beneficiation objectives of government. Perhaps one key outstanding question is whether the “corporatisation” policy of government with respect to state owned enterprises squares the circle for government in relation to the country’s growth, industrialisation and employment objectives? Clearly there will need to be in due course a degree of coherence between the different facets of government policy including the Integrated Resource Plan (IRP) and industrial/beneficiation policy.  

While the MYPD2 application is made by Eskom in terms of the timetables and timeframes of NERSA, it is critically important to state that the application has been made in the absence of the finalisation of the latest draft of the country’s Integrated Resource Plan, which is a substantially important policy document detailing energy choices and the future direction of the electricity supply industry (ESI). In the absence of the finalised IRP, Eskom has developed a funding and pricing proposal for the three year MYPD2 period that will have material implications for the structure of the ESI and the industrialisation prospects of the South African economy over the next few decades. Incorrect decisions made about pricing for Eskom in the short-term could entrench the monopoly position of Eskom and limit the country’s electricity supply and market structure choices in the medium and longer term. The first Eskom MYPD2 application had the potential to entrench its monopoly position and makes further pronouncements on industrial policy which have very significant implications for the cost competitiveness of South Africa’s mining and mineral beneficiation sectors into the future.

While the second MYPD2 application by Eskom shows a stronger government interjection of strategic thinking from a “South Africa incorporated” point of view in terms of government’s recent confidential interim IRP, which therefore includes a more cautious electricity demand path, greater private participation in the ESI, greater focus on energy efficiency and more diverse funding arrangements, it still substantially reflects a specific case for Eskom’s short-term sustainability and perhaps does not adequately reflect the country’s growth and development aspirations. The Chamber’s view is that government as a 100% shareholder of Eskom and guided by being a developmental state cannot defer Eskom’s challenges and funding difficulties to the commercial markets or by massively raising tariffs. Further relatively small equity injections are required to just mitigate the pain of the proposed upfront price increases.  

THE SOUTH AFRICAN ECONOMY CANNOT ABSORB SUCH LARGE PROPOSED UPFRONT PRICE SHOCKS

The South African economy, emerging from its first recession in 17 years and faced with anaemic global economic growth prospects will find it extremely challenging to absorb the Eskom proposal of a 35% price increase in each of 2010/2011 and 2012. The likely impact on the economy of a 147% increase in the electricity price over a three year period is material and this will undermine the economic growth, beneficiation, employment and poverty reduction objectives of government. At the same time a shortage of electricity supply is already placing a binding constraint on economic growth, with projects that have electricity demand of greater than 20MVA effectively placed on hold. So the two extremes are too cheap prices with no extra electricity supply available or electricity prices being too high, with much lower demand and a surplus of electricity supply capacity. Both positions are untenable. However, the critical issue is how to balance the financial resources required to sustain and grow the ESI, but in a manner which promotes growth and investment in the economy.     

IMPACT OF THE PROPOSED PRICE INCREASES ON THE MINING SECTOR

For the mining sector prices are set on international markets and so the industry is generally a “price taker”, which makes the mining sector an industry that competes on the basis of costs of production. Any cost increases have to be borne or absorbed by the mining company, and where possible the company will try and reduce the cost pressure via productivity improvement or through more energy efficient production processes. Given that the South African mining industry, through demand side management has saved more than 400 megawatt in peak demand over the past three years, the low hanging fruit towards energy efficiency has gone and the industry will find it increasingly challenging to mitigate the impact of such proposed price increases. While it is true that future mining projects will take into account more energy efficient technologies, the processes of retrofitting existing substantial mining and smelting operations (where they already do not have cutting edge energy efficient technologies) is both a long term process and comes at significant capital cost. For many of the older mines retrofitting is not an option and higher costs forced by unreasonably high electricity prices will simply force mines to the top of the global cost curve to prematurely close operations at great economic cost to the country. 

The impact of the proposed electricity price increases will affect different mining and smelting operations differently. Electricity in surface bulk commodity and diamond mines comprises a relatively small proportion of operating costs (between 3%-5%) and these mines are less affected. However, in the large scale underground mines electricity is a substantial operating cost and a vital ingredient to providing a sustainable environment for mining activity (especially at the health and safety levels) and for processing activities. In deep level gold mines which are mining at average depths of 2.7 kilometres below surface the ambient rock temperatures reach 55 degrees Celsius and this is why these mines have the largest refrigeration, cooling and ventilation systems in the world keeping working areas underground cool and ventilated and sustained for mining operations. The large scale platinum operations are mining at average depths of more than 1.5 kilometres below surface where ambient temperatures reach over 50 degrees centigrade and again these operations have significant electricity intensive facilities to keep working areas sustainable. Given the complex metallurgy of platinum group metals, the platinum mines also have substantial processing facilities in South Africa which are also electricity intensive.

All South Africa’s gold and platinum group metals are beneficiated locally into almost pure metals and this also involves considerable capital expense and electricity. The country is also a significant supplier of ferro-alloys (specifically manganese and chrome) to the rest of the world, which also entails capital and electricity intensive plant. Preliminary modelling work by the Chamber based on surveys of members and based on industry analysis show the following potential impacts of a 35% x 3 price increase:

· In general, those underground mines located at the upper end of the cost curve will either have to restructure or close, with negative employment, production and GDP consequences.
· For the gold and platinum mines higher costs translates into a smaller portion of the mineral resource base being economically recoverable i.e. the marginal ores become uneconomic to mine and are therefore effectively sterilised and will therefore play no role in the economic development of the country (jobs, exports,, GDP, investment and empowerment). Ore reserves are segregated underground into different grades and the lower grades are likely to be left un-mined in a period of rapidly escalating costs (assuming prices remain constant).  
· The electricity intensive mines will see a doubling of the portion of electricity costs in the cash production cost profile in three years. For example in the gold sector electricity costs comprised a significant 11% of cash production costs in 2008 on average. This will double to >20% of costs in three years. A shift up the global cost curve by various components of the South African mining sector makes the companies more vulnerable to potential closure or restructuring during times of falling commodity prices (i.e. during bear markets) and high cost, uneconomic shafts will be closed.
· The mining companies that do considerable further electricity intensive processing and smelting of locally mined minerals will also shift up the global cost curve. These companies have limited room to improve energy efficiencies as global best practice technologies are already in use and they compete with extremely competitive processing and smelting facilities in India, China and elsewhere. It is important to state that the general industrial price comparisons contained in the Eskom MYPD2 application are a bit misleading as many of the specific Chinese and Indian smelters operate on electricity supplied at much cheaper prices than those illustrated in the Eskom document. Very large electricity price increases may have the effect of forcing the country to become a swing supplier of certain further processed minerals rather than being a traditional large scale “base load” supplier.
· Very large increases in price will affect investment decisions in new projects where electricity is a big component and this will result in negative opportunity costs for the economy. Again the Chamber reiterates that the Achilles heel of the economy continues to be its weak export and jobs creation performance which substantially undermines the ability of the country to achieve its growth and employment creation targets. The trajectory of electricity policy and prices has to be aligned with the growth and development objectives of government. 
While it is recognised that having no electricity supply is even more damaging when compared to the impact of relatively higher prices, the critical issue is getting the balance right between existing electricity supply capacity, the need for extra electricity supply and rising prices. It would be just as bad to end up with electricity prices that are too high within three years and to end up with overcapacity of electricity supply because electricity users cannot afford the high price. The critical issue is one of balance over an extended period. For example, it would be disingenuous to expect a gold mine that has another 5 years left of operating life to have to pay for the massive expansion plans of Eskom through its front-loaded electricity price, when the new electricity supply will only be available once the old mine has shut down (or may have been prematurely forced to close by an unrealistically much higher electricity price). The Chamber recommends that a proper regulatory impact assessment of the costs and benefits of the proposed price increases should be undertaken by government. This will expose the tradeoffs that exist in policy and pricing decisions.

GENERAL COMMENTS AND PRINCIPLES 

Given the criticality of a competitively priced and reliable electricity supply for the country, and the mining and mineral processing sectors in particular, the Chamber has sought to hone in on the key issues of the application that address dealing with the electricity emergency (regarding both on supply and demand) of which an integral component is the funding model and MYPD2 application. The following points are critically important at a strategic country level:
· All parties should recognise that electricity is the critical lifeblood of the South African economy and key to the country’s further industrialisation and beneficiation;
· [bookmark: OLE_LINK3][bookmark: OLE_LINK4]The current Eskom MYPD2 application has to be seen in the light of the country’s long term growth, industrialisation, beneficiation, employment and poverty alleviation objectives;
· The current Eskom MYPD2 application must be viewed in the context of the reform and restructuring of the country’s longer term electricity supply industry as the choices made today (for example on generation mix and private participation) will have a substantial bearing on the future direction of the ESI and the industrialisation of the country;
· Competitively priced and reliable electricity supply is critically important to realising the industrialisation and beneficiation objectives of government. If the country wants to grow its industrialisation base via further mineral beneficiation then it will have to ensure that industrial electricity prices remain in the lowest price quartile of the global electricity price curve;
· While electricity availability for existing customers and for growth purposes is important, large “bunched up” pricing shocks like those proposed in the September and November  MYPD2 applications by Eskom, have a larger economic dislocation effect on the economy, than a smoothed approach of phasing in the price increases over an extended period;
· That the solutions to South Africa’s electricity emergency are broader than Eskom and that the utility is both a major part of the solution, but also a major part of the problem (such as being the single buyer); 
· Country choices and decisions have to be made now (in terms of the final IRP which is expected to be completed in June 2010), solutions must be properly implemented and that the various tripartite stakeholders that are allocated responsibilities are held accountable for delivery.  The Chamber is encouraged that a “critical road map” of the key issues and decisions that have to be made and implemented was tabled by stakeholders at the National Stakeholder Advisory Committee meeting on 8 December 2009. The strategic importance attached to resolving the electricity emergency has also received prominence with the appointment of a Cabinet Inter-Ministerial Committee led by the Minister of Public Enterprises, which is tasked with not only driving the solutions and decisions but also to monitor implementation. 
· Eskom has potentially been far too conservative in its expectation of the negative demand response to much higher prices. In the short and medium term certain large industrial sectors will cut back on production and investment as there are few alternatives to much higher prices.
· The adjustment process in the face of higher electricity costs is longer in the industrial sectors (where this is possible) versus the commercial and domestic sectors of the economy. This is because it takes a longer time and costs significantly more to re-engineer existing industrial plant for energy efficiency (where these plants can be changed).
· That one of the key challenges in an application of this nature is the “asymmetrical information” gap where the utility has a large amount of the information necessary to make its case and provides a glimpse of the information to the regulator and the public for significant decision to be made. It is necessary to state that the electricity sector is one of the regulated utility dominated sectors where the information provided is substantially better than other regulated utility sectors, such as the rail transport area. Nevertheless, information asymmetries do exist and it is important for the parties to work effectively together to arrive at more informed choices and decisions. 
CRITICALLY IMPORTANT ISSUES FOR NERSA TO CONSIDER IN RELATION TO THE SECOND MYPD APPLICATION BY ESKOM

In the absence of final IRP, decisions made in 2010 mustn’t prejudice future strategic choices
The MYPD2 process appears to place the “cart before the horse” in relation to the expected future structure and funding of the ESI over the next two decades. Without a final Integrated Resource Plan for the energy side of the economy, it is very difficult to make funding and pricing decisions on issues that are materially relevant to the entire systemic of the ESI. At best the current MYPD2 3-year period should be seen as an interim arrangement while the IRP is finalised (expected to happen by June 2010).  NERSA should perhaps consider the concept of making the MYPD period longer (say 10 years) to allow for longer-term strategic decision making.
Changes to asset valuation and WACC materially affect price application
· In terms of the Electricity Act of 1987, NERSA is required to look at prudently incurred costs and return on assets, which when added gives a revenue pool. This revenue pool divided by expected sales determines the average price. The two areas of greatest contention are in the areas of “return on capital” and “depreciation expenses” as the value attached to the weighted average cost of capital (WACC) and valuation of assets have significant implications for the prices of electricity paid by consumers. This is because both issues materially affect the return on capital and the return of capital (depreciation) and these areas alone constitute 39% of the average price increase proposed by Eskom for the period 2010/11 to 2014/15. The importance of WACC calculations and asset valuation methodologies to revenue streams of electricity utilities does unfortunately and inevitably lead to strong incentives for utilities to try and push the boundaries with regulators on these key issues.




· The Eskom application appears to target a revenue pool required by Eskom, which is then calculated back into a price increase proposal. Specifically Eskom is targeting cash-flows to cover existing assets and the large capacity expansion program. By working backwards from the proposed revenue requirement there could be a temptation to be creative in the establishment of the value of the asset base and the cost of capital. This is contrary to globally accepted best practice where Regulators review the regulated asset base of the specific utility and engage on what prudent costs and expenses should be allowed in a pricing application, but with capital costs spread out over the useful lives of the assets. The regulators then have the facility of squeezing the utility to ensure efficiencies are realised, especially in markets where there is limited competition.
· Eskom have included in their proposals a set of costs based on new valuation methodologies which substantially increase the expensing of depreciation costs, which in turn results in depreciation charges accounting for the vast bulk of the proposed price increases over the next 5 years. While the migration to a modern equivalent valuation methodology is contained in the Electricity Pricing Policy (EPP), it is important that the Regulator questions the relevance of such a methodology for a vertically integrated monopoly like Eskom. Research[footnoteRef:4][footnoteRef:5] by the OECD and others indicates that inflation adjusted historic cost calculations are normally used in vertically integrated electricity utilities (such as those found in Japan and France) while modern equivalent asset valuation methodology is used in countries where electricity markets are liberalised (such as the United Kingdom and Australia). Eskom is a vertically integrated state owned monopoly.  [4:  “Infrastructure to 2030” Volume 2 “Mapping Policy for Electricity, Water and Transport” OECD 2007 pages 211-269]  [5:  “Privatisation of Utilities and the Asset Value Problem”, P. Grout, A Jenkins and A Zalewska, CMPO, University of Bristol, December 2001.] 

· If the intention of the government through the yet to be finalised IRS is to allow a fully liberalised electricity market within a decade or two then it is appropriate to consider the modern equivalent value methodology, but phased in when the liberalisation takes place. The shift to a modern equivalent assets valuation methodology midway through the operating lives of Eskom’s existing power station fleet, which considerably raises the value of the regulated asset base from R204 billion in terms of the inflation adjusted historic cost methodology to R582 billion under MEA, provides a windfall asset valuation gain of R378 billion in 2010. There is a view in business that Eskom has picked a methodology (pushed through discussion with government) that favours their own circumstances – and not necessarily those of the country. Again the Chamber reiterates that MEA is normally only applied to power companies in fully liberalised and privatised markets and not to vertically integrated public monopolies. 
· The cost of capital and the valuation of the regulated asset base are such important drivers of the electricity price, that they have received a great deal of attention and have been one of the most hotly contested areas in the regulatory and academic arena. The body of evidence supporting a move to a MEA valuation methodology for an existing vertically integrated monopoly are spurious at best.  Even a 5-year phase in of MEA methodology as proposed by the EPP is too quick and results in substantial depreciation and return on capital charges. It appears that Eskom have included the full depreciation charge based on MEA in their expense claim in the first year despite the EPP suggesting a 5 year phase in. The shift to MEA requires specific scrutiny by the regulator as this forms a substantial part of the Eskom pricing application. In particular, the relevance of the MEA asset valuation methodology for a vertically integrated monopoly should be questioned. Secondly, acceptance of this much higher regulated asset base value will lock in a future revenue stream for Eskom on the basis of a revaluation windfall with no new investment in capital assets having occurred. Thirdly, the revaluation of the asset base will result in Eskom effectively “double dipping” in that the revaluation is intended to be used by them to again be reimbursed for the use the existing paid for assets (paid by previous electricity users) to fund future assets. Normally new capital investment is what is required to grow the value of the regulatory asset base. NERSA historically used an indexed historic cost valuation method. 
· A second key area which drives the high price increases is the calculations used by Eskom in determining the utility’s weighted average cost of capital (WACC). This is because the utility’s return on assets is a product of the cost of capital multiplied by the organisations regulatory asset base. As mentioned above Eskom has shifted to a valuation methodology which has significantly increased the utility’s asset value. Eskom in the second MYPD2 application have proposed a real pre-tax WACC of 10.3% versus a 7.3% WACC in the MYPD1. The reason that this issue is so important is that a 1 percentage point change in the WACC can result in a 5 percentage point change in the pricing application. So the difference between the real pre-tax WACC of 7.3% in the first MYPD period applied by NERSA and the 10.3% pre-tax WACC applied for by Eskom in the second MYPD2 application, is equivalent to 15 percentage points increase in the price. 
· Eskom argues that a 7.3% does not provide a fair risk adjusted pre-tax real rate of return to Eskom and therefore has applied for a rate of 10.3% WACC. This is an area that requires significant scrutiny by NERSA. Eskom is not a standalone private company competing in a fully contestable market place with private shareholders. Eskom is a 100% owned vertically integrated public monopoly, with a shareholder that wants to promote industrialisation and development. The shareholder’s expects different types of dividends from Eskom – the first is developmental (industrialisation and growth) and the second is financial (Eskom must by a sustainable long term business).  
· The required rate of return, which is the rate required to cover the cost of capital of investing in electricity in South Africa, is essentially the return necessary to cover the risks of business failure. The higher the risks, the higher the expected returns required and thus the higher the cost of capital. Electricity utilities are generally considered to be low risk businesses as they have proven production technologies and the demand for electricity is generally very predictable. With a regulatory environment that allows for the pass through of prudent costs and expenses, Eskom enjoys a level of market and pricing security that most businesses do not have. Eskom is essentially a 100% owned subsidiary of the South African government, and often it is the balance sheet and requirements of the holding company that are critical to the debate on the cost of capital and expected rates of return. Based on extensive literature reviews[footnoteRef:6] the cost of capital calculation for a regulated utility is not the same as that of a private risk seeking company. The methodology employed by Eskom to extract from the JSE private market related equity risk premiums, equity betas, the pre-tax cost of equity, etc., is based on the assumption that Eskom is a private risk seeking profit maximisation oriented company, which is clearly not the case. If Eskom was operating in a fully liberalised electricity market and did not have the state as its shareholder the Eskom WACC calculation would probably be relevant. For a 100% state owned vertically integrated utility with pricing power and which is backed by a strong sovereign balance sheet, the cost of capital should equate to the risk free rate plus a small risk premium. Simply stated Eskom has significantly lower risks than the average private sector company. Specific research conducted by Genesis Analytics[footnoteRef:7] on the WACC calculation suggest that there is scope to reduce the WACC calculation by as much as 3 percentage points, which then has a material impact on the price increases sought by Eskom.  [6:  For example, “Assessing the impact of changes in the cost of capital on Exelon’s regulated business activities”, London Economic International, March 19, 2009 ]  [7:  “An Assessment of the Eskom MYPD2 Price Determination Proposal”, Genesis Analytics, December 2009.] 

· With Eskom targeting revenue and cash-flow, much of the emphasis has been on trying to resolve the cash-flow challenges in the 3 year review period via these possibly exaggerated expense claims for return on capital and depreciation, that by 2012/13 the utility is placed back into such a sound position that the return on capital and deprecation account for 35.5 cents/kWh (or 43% of the price), which is greater than the entire existing electricity price of 33 cents/kWh in 2009. The issue here is one of timing of how to manage the cash-flows in the short-term in a manner which do not undermine electricity supply, but which also do not result in an electricity price that is simply too high for the economy and society to handle. In essence, the Chamber believes that through proper analysis of the valuation of assets and the correct determination of the WACC, that the capital and return on assets component (in red) on the following graph should be shrunk and phased in over a much longer period.

Long-run marginal costs versus blended average costs
· A further key issue is the confusion over the different price related issues in the application. The use of the issue “long run incremental cost” or “long-run marginal” cost in the discussion of the concept of a “targeted price” is highly misleading from both a regulatory and economic perspective. The price of supply of electricity should reflect a “blend” of both the prudently incurred costs for existing electricity production and that related to future supply. It would be unfair for the government and Eskom to expect existing users to fund almost the entire cost of future supply of electricity for the next 10 years for the benefit of future users – this is akin to taxing current users in order to provide for future supply. 
· Eskom[footnoteRef:8] has benchmarked 11 of its power stations against 100 international peers 8 out of 11 stations were in the lowest generation cost quartile – meaning that existing generation is extremely cost competitive. These cost competitive existing power stations when blended with the higher cost de-mothballed stations and new units do not suddenly emerge as a R1 per kWh in three years! Long run marginal costs is defined as the incremental cost of adding one unit of supply, which is often much higher than the “blended” production weighted average price. The long run marginal cost issue is more appropriate in a discussion on “avoided cost” to Eskom when considering other sources of electricity supply in the country (such as when trying to contract in independent power producers). In regulated single buyer markets like South Africa, prices will not immediately have to reflect new build levels as new build costs are “blended” with the cash costs of existing plant. As discussed in previous sections a considered analysis of the asset valuation methodology and the WACC would in the Chamber’s view result in lower returns on capital and to capital, which would substantially smooth the expected price curve and in the next 5 years result in a much lower price trajectory.  [8:  “Eskom’s MYPD2 Tariff Application” by Brian Dames, 3 December 2009] 

· Existing electricity production plant is able to produce electricity at about R0.2 per kilowatt and Eskom is suggesting that future plant will cost about R0.8 per kilowatt. A blended price does not equate to a target of R0.8 per kilowatt. From the Chamber’s perspective it is critically important that electricity prices remain in a band of between US$0.03 to US$0.05 for the domestic smelting and mining sectors to remain competitive (i.e. for electricity prices to remain in the lowest quartile of the international price curve).
Operating costs
The third major contributor to the Eskom pricing application is for increases in operating costs. 
· Based on the second Eskom MYPD2 application total operating costs are expected to rise from about R35.6 billion in 2010 to R52.3 billion in 2014/15, an average increase of 14.7% per annum during this period. Key drivers of the increase in total operating costs are human capital costs which rise from R16.1 billion to R21.4 billion in the 5-year period, with an average annual increase of 9.1%. Maintenance costs rise from R8.1 billion to R13.5 billion with an average increase of 17.9% in the period – and mostly attributable to maintaining existing plant operating at high capacity utilisation rates.
· However, when the operating costs are calculated on the basis of operating costs per unit of electricity that is expected to be sold, then the cost goes from 16.9 cents per kW in 2010/11 to 22.4 cents per kW by 2014/15, an average annual increase of 8.6% in the second Eskom MYPD2 application. This is still slightly higher than the original MYPD2 application, but is as a result of running the power stations with energy availability factors at a planned 88%.
· Eskom, in their second MYPD2 application provided greater explanation of the trends in operating costs including human capital costs, repairs and maintenance and the split between new station and existing plant operating costs. 
· Demand side management costs are included in the operating cost section and rise from R1.5 billion in 2010/2011 to R4.1 billion by 2014/15. The Chamber believes that the amount focused on DSM is too small and should be doubled in the MYPD2 period, as DSM is critically important in the short-term in relation to system security (and it is one of the few options for reducing demand in the short and medium term). However, the Chamber recommends that the cost of DSM be removed from the electricity pricing application by Eskom and should instead be funded by the revenue collected by Treasury in terms of the 2 cents per kWh special environmental levy on electricity, which is expected to raise R5 billion annually for the Treasury. DSM by its very nature is focused on energy efficiency and is therefore a good fit with the special environmental levy. 
· Given the higher pressures placed on running existing plant at higher utilisation rates and at higher energy availability factors in order to give the space for the spreading out of the build program, it would appear that the rate of increase in operating costs per unit of sales at 8.6% per annum between 2010/11 and 2014/15 appears to be within reason, even if it is slightly above expected inflation of 6% per annum. Nevertheless, in the absence of effective competition it would be worthwhile for the regulator to require of Eskom to share information on benchmarking done by independent benchmarking experts to ensure Eskom remains within reasonable financial and operational parameters.
Primary energy costs and coal 
The fourth major contributor to electricity prices and the proposed price increases is the cost of primary energy. 
· Total primary energy costs (Eskom and non-Eskom) are expected to rise from R40 billion to R69.2 billion between 2010/2011 and 2014/15 with an average rate of increase of 18.6% per annum. This is slightly higher than the initial proposal of 17.1% per annum contained in the 30 September 2009 Eskom application. Eskom has cut its own primary energy cost proposals by R1.6 billion in 2010/2011 escalating to a saving of R9.9 billion in 2014/2015, i.e. its costs in the new application rise from R30.3 billion to R45.7 billion, instead of the R31.9 billion to R55.6 billion originally proposed. The reason for the overall increase in primary energy costs is as a result of higher reliance on cogen/IPP, imports and DMP. 
· The overall primary energy number includes the substantial reduction in road repair cost, with this responsibility now transferred to SANRAL. The Chamber supports this development, but is concerned that the exact method of calculating the “shadow toll” is unknown.  There are, however, some concerns because the application provides limited detail on the “shadow toll” will be calculated and its magnitude, it “assumes” that SANRAL will fund the balance of the road repair costs, but also states that, should SANRAL be unable to do so, Eskom will again have to fund the road repairs and it fails to acknowledge the fact that a number of coal producers are also funding road repairs. It is recommended that the application of the “shadow toll” and its magnitude be clarified and that some commitment be obtained from SANRAL that it will indeed fund the road repairs.
· In terms of primary energy costs per unit of electricity sold, the Chamber estimates that costs rise from 19 cents per kW to 29.6 cents per kW between 2010/2011 and 2014/2015 and this represents an increase of 18% per annum in the period. Higher reliance on the more expensive short-term coal contracts outside of the traditional cost plus tied collieries and long term contract collieries is one of the forces driving these costs.

· The concerns expressed in the application regarding coal supply and the coal costs are not entirely shared by the Chamber. Coal export opportunities are not a major threat to Eskom’s supply as Eskom consumes low quality coal for which there is a limited export market, and a very limited domestic market.  Given Eskom’s dominance of the local market for lower quality coal it should be able to negotiate favourable short term contracts.
· While production costs at the older mines are indeed likely to increase, the concern that deeper mines and more geological disturbances will result in significant increases in the cost of coal is not justified as a large part of the additional coal required over the next 3 years will still be produced by opencast mines.  At present some 54% of Eskom’s coal supply is produced by opencast collieries and that figure is not likely to change dramatically over the next 3 years.
· The average price paid by Eskom during 2009 is R121-54/t.  During the same period the average price received for steam coal delivered fob in Richards Bay was R536-75/t and the price for steam coal on the domestic market was R157-13/t.  Viewed from an energy perspective the cost of export coal is 1,91c/MJ while Eskom pays 0,64c/MJ.
· While it is acknowledged that Eskom is paying relatively high prices for coal purchased on short term contracts, it is clear that Eskom enjoys a very favourable average coal price compared to other domestic consumers.
· Table 4 in the original MYPD2 application reflects coal cost (including transport) of R25.1 billion, R29 billion and R33.6 billion over the MYPD 2 period.  Calculations, based on information in the application and Eskom’s annual report and assuming that the demand for electricity will return to pre-crisis levels, indicate significantly lower costs (including transport) over this period.  Although primary energy costs are reduced in the revised application no indication is provided on how the revised costs were arrived at.
· It is recommended that Eskom indicates how the projected cost of coal was arrived at and that Eskom be required to present its plans for decreasing its dependence on high priced short term contracts.
· The cost of road transport was some R2.6 billion in 2008/2009.  It is accepted that coal transport by road will continue during the MYPD2 period.  The Chamber is, however, aware of initiatives to increase the efficiency of road transport and to migrate to other transport modes.  Eskom has reportedly reduced purchases requiring road transport.  Road transport costs should accordingly decline during this period.
· Almost no power station coal is presently transported by rail due to the inability of Transnet Freight Rail to provide the required service.  Electricity consumers should, however, not be expected to pay for the challenges experienced by Transnet.  
· It is accordingly recommended that Eskom commence interaction with Transnet Freight Rail to transport more coal by rail as a matter of urgency.  
· The original MYPD2 application called attention to the fact that the implementation of the Mineral and Petroleum Resources Royalties Act will comprise an additional cost for coal producers.  This should, however, not be seen as totally negative.
· National Treasury stated that while the full earmarking, or ring-fencing of mineral royalty revenues was not supported Government was amenable to consider an on-budget spending programme targeted at mining and labour supplying communities and directed at human and/or local economic development, where it was properly justified, on a partnership basis. It is recommended that Eskom pursue, in co-operation with the Provincial Government, this opportunity to obtain funding for road rehabilitation in Mpumalanga.
· The application alludes to coal quality as a cost driver.  Eskom can, however, not expect consumers to pay for its failure to ensure that it gets the product that it pays for. At the cost-plus and long term contract the in situ coal quality is a known factor.  Sufficient monitoring should take place to ensure that coal of the correct quality is delivered to the power stations.  
· Short term contracts should only be placed with suppliers who can comply with the specifications.  Eskom should monitor the coal quality closely and penalise non-compliance. At the very least Eskom should insist that the coal be destoned prior to leaving a mine.  That will also save on transport costs. Eskom should also consider basing the price of coal on the energy purchased instead of on the tonnage delivered.
· It is recommended that Eskom present a coal quality assurance programme as part of the MYPD2 application.
· The application makes provision for sorbent (limestone) purchases during the MYPD 2 period.  That is not warranted as it was reported by Eskom personnel that the flue gas desulphurisation plant at Medupi will be installed but not operated due to a lack of water.
· It is also noted that the limestone is to be sourced from the Northern Cape and that the cost of transport will be a major component of the cost of lime stone.  There are considerable known resources of limestone in the North West and Limpopo Provinces that are much closer to Medupi and Kusile than the Northern Cape.
· It is recommended that Eskom investigate the possibility of obtaining limestone, when needed, from the resources in the North West and Limpopo Provinces.
· It must be acknowledged that the cost of water will increase significantly over the MYPD2 period.  The application provides no indication of any initiatives by Eskom to address this matter. 
· The coal mining industry has developed, and is continuing to develop, technologies for the reclamation and treatment of mine water.  It is recommended that Eskom gives consideration to treated mine water as a resource.
Cost of the build program
The first Eskom proposal for MYPD2 contained a set of parameters that were not informed by a national integrated resource plan which would set out country choices. Some progress has been made on this issue with government setting some guidance through a confidential short Cabinet integrated resource plan. Eskom in the revised MYPD2 application have sought to restructure their capital investment plan on the basis of the guidance given by government on the country choices. 
· The delay in various capital projects, technical scope changes and the focus on introducing private power has enabled Eskom to make several changes to the capital expenditure numbers. However, what enables these changes is the slower electricity sales growth projections, the introduction of significant savings through DSM (hence our suggestion this be doubled) and solar water heater campaign, the cancellation of the Rio Tinto/Alcan aluminium smelter and greater emphasis on private power.
· Eskom’s capex is expected to be R501.6 billion in the period 2010/2011 to 2014/2015, which is R136.2 billion lower than the R637.6 billion in the first proposal.
· However, there are some question marks regarding the relevant costs of the Eskom build program, which are clearly as a result of information asymmetries. Net power station costs for Medupi on the basis of known information (R124 billion) equates to about US$3.2 million per megawatt (MW) versus costs of $1.3 million per MW in India (for comparable 800MW supercritical coal fired power station) and US$2 million per MW in the USA. The differences may be due to the capitalisation of interest in the cost numbers for Medupi. The Chamber recommends that NERSA request a more detailed explanation of these capital costs from Eskom and the comparative benchmarks to ensure a more effective discussion on this key issue.  
· Part of Eskom’s capex program is a section devoted to research and development which rises to a peak of R4.8 billion in 2011/12. While the existing technologies of power production are well understood the Eskom research work on new technologies such as for carbon capture and storage should be supported given the commitments of Government at the Copenhagen Earth Summit. 


CONCLUSIONS AND RECOMMENDATIONS 

It is critically important that government and NERSA consider the various trade-offs and options of how to reduce the material impact that the existing proposals have on society and the economy. The Chamber proposes that several issues require consideration:
· In the absence of a final integrated resource plan for the economy it is clear that the current MYPD2 application has to be seen as an interim arrangement. However, given the long term nature of the Electricity supply industry it is recommended that NERSA consider a longer time period for price determinations, which in turn should be synchronised with the evolving integrated resource plan for the country.
· It is critically important that the various policy objectives of government (i.e. growth, industrialisation, beneficiation, employment, etc.) are aligned with policies such as the integrated resource plan and the funding and pricing of electricity.
· While 35% x 3 appears to be a marked improvement on 45% x 3, the Chamber is seriously concerned that such a sharp increase in prices (up 147% in 3 years) will be materially damaging to the mining and mineral processing sectors. 
· Not only will the proposed price increased be damaging to the mining sector, but they also have significant consequences for the economy and for the realisation of government objectives and aspirations. In this regard the Chamber recommends that a proper Regulatory Impact Assessment of the costs and benefits of the price increase on investment, growth, exports, employment and transformation be undertaken by government. It is only through this course of action that the true options and costs can be shown and appropriate decisions then made.
· The Chamber is not convinced that a target price of R1.05 per kW by 2012/2013 is realistic, justified or in synchronisation with government development and industrialisation objectives.
· The two issues in the MYPD2 application that require the greatest attention are related to the valuation of Eskom assets and the return on capital calculations, which together account for 39% of the total electricity price increase by 2014/2015.  
· The Chamber recommends that NERSA pay special attention to the significant windfall gain made by Eskom by revaluing its assets in terms of the Modern Equivalent Asset value methodology, versus the traditional inflation adjusted historic cost. The MEA methodology is normally only used in fully liberalised electricity markets for private power companies. Eskom is a 100% state owned and controlled vertically integrated public utility whose comparable utilities in countries such as Japan and France employ the inflation adjusted historic cost methodology. 
· The Chamber recommends that NERSA also fully unpacks the weighted average cost of capital calculation made by Eskom. The Chamber believes that the 10.3% level applied by Eskom would be relevant for a higher risk privately owned company. This real pre-tax WACC should be equivalent to the risk free rate plus a small premium as Eskom is considered to be a low risk long term business owned and supported by the state. This means that the WACC calculation should be as much as 3 percentage points lower than that proposed by Eskom. This issue is very significant because for every 1% rise in WACC the electricity price has to rise by 5 percentage points.
· Through a combination of revaluation of assets and a reconfigured cost of capital the Chamber believes that the price increase can be limited to 25% per annum over the MYPD2 period. 
· The Chamber recommends that the amount of resources applied to DSM should be doubled in the MYPD2 period as successful roll out of DSM is critically important to the short-term and medium-term stabilisation of the situation. However, the Chamber recommends that the funding for DSM should be removed from the pricing application. Rather, the special 2 cents per kW environmental levy collected by Treasury should be used to fund the DSM costs as DSM does by its very nature promote energy efficiency in the economy.
· Assuming that none of the depreciation or WACC parameters change and based on some internal calculations (which were checked with external parties[footnoteRef:9]), a rough R7 billion equity injection by the state in early 2010 will reduce the proposed price increase in the second Eskom MYPD2 application to 25% (from 35%) in this year. Provided further equity injections of similar amounts are made in year two and three, the price increases in those years will be limited to 25% per annum. This is a serious issue that has to be considered by government to mitigate against the significant negative impact of a 35% x 3 price increase. [9:  Checked with Genesis Analytics in terms of their financial model for Eskom and with the BUSA external consultants.] 

· A 25% per annum increase over three years will be much more manageable and will cause much less damage when compared to a 35% x 3 increase. The 25% x 3 rate of increase would also be congruent with the NEDLAC Energy Summit agreement and the NERSA indicated price increases given in the interim 2009 NERSA pronouncement.
· The South African government has taken an approach of providing a limited quasi equity injection (non-interest bearing loan of R60 billion) and has focused on Eskom raising the necessary finance through tapping the debt markets (with government guarantees). With limits to Eskom’s balance sheet ability to handle extra debt (and the risks to the utilities investment grade rating of exceeding a certain debt level), the solution of the government taking on some extra debt (the extra R21 billion split over three years as suggested above) and making this as a further quasi equity contribution should be explored.  
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