Eskom Holdings Limited: Condonation of non-compliance of the MYPD Methodology and MIRTA
requirements '

NATIONAL ENERGY REGULATOR OF SOUTH AFRICA

tn the matter regarding

Condonation of non-compliance of the MYPD Methodology and MIRTA
requirements.

By -

ESKOM HOLDINGS SOC LIMITED (‘ESKOM’)

THE DECISION

Based on the available information, public comments and the analysis performed
on Eskom’s condonation application, the National Energy Regulator (NERSA), at
the meeting held on 27 July 2017, decided as follows:

No condonation be granted in all areas except for the following:

MYPD METHODOLOGY

1. Valuation of Regulatory Asset Base (RAB) - Condonation granted. NERSA
will use the MYPD3 closing balances as the base after taking into account
amongst others;

¢ prudently incurred expenditure on assets ;
e assets retired based on excess capacity; and
e the depreciation of assets since the MYPD3 revaluation.

The condonation is only granted in respect of the 1 year (2018/19)
application. Eskom must revalue the asset base in time for its next MYPD

application.

MIRTA REQUIREMENTS

2. Information to be provided on Deferred Debits and Credits (balance in the RCA) —
Condonation granted since there is currently no decision on the RCA balance.
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End.
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REASONS FOR THE DECISION

BACKGROUND AND INTRODUCTION

1.

The Electricity Regulation Act 2006, {(Act No. 4 of 2006), requires the Energy
Regulator to set or approve prices, charges and tariffs and the regulation of
revenues that enable an efficient licensee to recover the full cost of its licensed
activities, including a reasonable margin or return.

The Methodology is developed for the regulation of Eskom’s required
revenues. It forms the basis on which the National Energy Regulator (NERSA)
evaluates the price adjustment applications received from Eskom. The Multi
Year Price Determination (MYPD) Methodology was first introduced in 2006
for implementation from 01 April 2006 to 31 March 2009. Subseguently the
methodology was revised and approved by the Energy Regulator on 27
October 2016 after consultation with the affected parties.

In October 2016, the Energy Regulator instructed Eskom to submit a full
MYPD4 application on 1 April 2017.

On 23 February 2017, Eskom applied for permission from the Energy
Regulator to submit a one year application instead of a full MYPD4 citing the
following as reasons for the request:

a. pending the update of the Integrated Resource Plan for electricity;

b. pending the update of the Integrated Energy Plan;

c. the 3000MW shortfall is no longer a factor, but there is excess capacity
during certain hours;

d. the utilization of Eskom's generating capacity might need to be
considered, as current indications reflect the need to put into cold
reserve, mothball or decommission several power stations, which will
have far reaching economic and socio-economic implications;

e. the further supply from Independent Power Producers (IPPs) fo be
discussed with Government; and

f. Eskom’s responsibility for the procurement for the nuclear build
programme
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5. On 27 March 2017, NERSA received Eskom’s application requesting to deviate
from meeting certain requirements of the MYPD Methodology and Minimum
Information Requirements for Tariff Application (MIRTA).

6. On 7 July 2017, after public consultations, NERSA held a public hearing on
Eskom’s request for condonation on the MYPD4 Methodology and MIRTA
requirements.

THE APPLICATION
7. On 27 March 2017, NERSA received Eskom's application requesting
condonation from meeting certain requirements of the MYPD and MIRTA.

8. A summary of key aspects of this application includes:

a. MYPD Methodology - Eskom indicated that it is not able to undertake
the valuation of the Regulatory Asset Base (RAB). In terms of Primary
Energy, it is unable to disaggregate coal volumes, coal handling and
water costs. Furthermore on Research & Development costs, it should
he exempted from the requirement of conducting consultation.

b. MIRTA Requirements— Eskom requested to be exempted from
providing segmented cash flow statements. In terms of sales revenues,
it will not be able to provide a split between regulated and non-regulated
industries as well as providing a projected ten year sales forecast. For
items such as RAB and coal purchase & burn, Eskom indicated that it is
unable to disaggregate these in line with the MIRTA requirements. In
other items such as environmental levies and deferred debits and credits
Eskom identified and expressed difficulty with complying with the
requirements.

THE APPLICANT
9. Eskom Holdings SOC Limited, Registration number 2002/015527/06, is a
Schedule 2 South African state-owned enterprise in terms of the Public Finance
Management Act, 1999 (Act No. 1 of 1999), wholly owned by the South African
Government. Eskom Holdings is regulated under licenses granted by NERSA
to generate, transmit and distribute electricity in terms of the Electricity
Regulation Act, 2006 {Act No. 4 of 20086).
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10.

requirements

Eskom generates, transmits and distributes electricity to industrial, mining,

commercial, agricultural and residential customers and other distributors.
Eskom also buys electricity from and sells electricity to the countries of the
Southern African Development Community (SADC).

11. Through its subsidiary, Eskom Enterprises (Pty) Limited, Eskom is also active

in local unregulated markets and various African countries. These activities
include the provision of electricity-related services to countries connected to
the South African grid.

THE DECISION MAKING PROCESS

12.

13.

14.

15.

16.

17.

18.

19.

On 27 March 2017, NERSA received Eskom’s application requesting to deviate
from meeting certain requirements of the MYPD Methodology and MIRTA
reguirements.

The Energy Regulator considered the application in line with the MYPD4 rules.
The public were previously consuited on these rules.

On 3 May 2017, Eskom's application was published over 14 days for
stakeholder comments.

NERSA conducted an analysis of the Eskom request to deviate from meeting
certain requirements of the MYPD Methodology and MIRTA requirements,
taking into consideration the applicable law, published government policy and
NERSA’s rules on the MYPD4. -

On 7 July 2017, the Energy regulator conducted a one day public hearing at
its offices in Pretoria in order to solicit comments from interested and affected

stakeholders.

The panel questions and responses as well as stakeholders written responses
are attached (Appendix A).

On 24 July 2017, the Electricity Subcommittee considered the Reasons for
Decision on Eskom’s request for condonation.

The Energy Regulator will publish its decision on its website on 27 July 2017.
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COMMENTS FROM INTERESTED AND AFFECTED PARTIES

20.0n 3 May 2017, the Energy Regulator published Eskom’s Condonation of non-
compliance of the MYPD Methodology and MIRTA requirements application on
the Energy Regulator website for written stakeholder comments.

21.A total of eight (8) stakeholder written representations were received and four
(4) oral representations made. These were made up of comments from private
individuals, small users, intensive users, and other stakeholders.

SYNOPSIS OF STAKEHOLDER COMMENTS ON MYPD METHODOLOGY &
MIRTA
The detailed comments and NERSA analysis are attached in Appendix B.

I. MYPD METHODOLOGY

22.Coal volumes

The stakeholders commented that Eskom’s inability to meet this requirement
will put upward pressure onh prices and reduce NERSA’s ability to assess the
prudency of Eskom’s coal purchases, coal contracts and cost drivers in primary
energy. Eskom is unable to attribute burn costs and volumes to contract types
and suppliers. Any such waiver by NERSA on burn rate information should not.
be interpreted as a waiver to provide data on coal purchases, volumes, price
per ton and contract costs for Eskom’s different coal supplies.

23.Coal handling costs
According to the stakeholders NERSA should enforce the Regulatory
Reporting Manuals and the MIRTA requirements and scrutinise any significant
increases in coal handling costs. The fact that this information cannot be ring-
fenced is unacceptable, especially sirice these costs pertain to the handling of
coal and are further included into a tariff. Therefore the handling costs should
be explicit and disaggregated for each activity.

24 Water Costs

 Similar to the Coal handling comments, the stakeholders believe that the
Regulatory Reporting Manuals should be enforced and the MIRTA
requirements and any significant increases in water usage costs be thoroughly
scrutinised. Some stakeholders are also concerned that a large power utility
company such as Eskom is unable to provide details relating to its plant
performance. Hence the challenges in measuring the primary activities of its
business.
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25.Water treatment
Stakeholders highlighted that, Eskom's assertion is that the water treatment
costs are relatively small, whereas in context they have doubled over the five
year period. NERSA should therefore continue to enforce its information
requirements regarding these costs.

26.Regulatory asset base (RAB) valuation
The stakeholders are of the view that condonation must be granted to Eskom,
provided that Eskom conducts the asset re-evaluation exercise within 9
months'. However, other stakeholders are of the view that the asset valuation
is an important aspect of the application. Therefore, for every MYPD period
Eskom should undertake the re-evaluation.

NERSA ANALYSIS ON ESKOM’'S REQUEST FOR CONDONATION ON MYPD
METHODOLOGY REQUIREMENTS
27.Coal volumes
NERSA’s view is that Eskom must use a purchase ratio as a proxy for the coal
burn rate. Therefore no condonation is granted.

28.Coal Handling Costs per station
Eskom should provide coal handling cost per station based on the activities
assumed to be relevant. Therefore no condonation is granted.

29.Water Costs
Eskom should provide the required information per power station per process.
Therefore no condonation is granted.

30.Water Treatment
No condonation is granted.

31.Regulatory asset base
NERSA's assessment is that Eskom should utilise the MYPD3 closing
balances adjusted for movements in the period (excluding indexation) until the
next MYPD application. This balance will be subject to the prudency
assessment before approval. Furthermore, RAB will need to be revalued for
the next MYPD.Therefore condonation is granted.

32.Research costs (R&D):
Condonation is not granted
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II. MIRTA REQUIREMENTS

33.Segmented Cash Flow Statement for the latest reporting period
NERSA should impose a binding timetable on Eskom for account separation
and demand segmented reporting as soon as possible. -

' 34.Sales Revenues and Demand Forecasts
The stakeholders’ view is that the lack of a multi-year forecast and a ten-year
sales projection can either yield an average price that is below or higher than
the required long-term supply of electricity. Therefore leading to hardships for
consumers in the coming year.

Additionally the recording of sales volumes between regulated and non-
regulated business should be a matter of routine. Eskom essentially has very
little unregulated electricity sales and NERSA should provide clarity on this
matter to stakeholders.

35.Deferred Debits and Credits
The stakeholder raised a concern that the lack of detail may lead to inflated
prices as well as impact on the price application.

NERSA ANALYSIS ON ESKOM’S REQUEST FOR CONDONATION ON MIRTA
REQUIREMENTS

36.Segmented Cash Flow Statement for the latest reporting period
Condonation is not granted

37.Sales Revenues and Demand Forecasts
Condonation is not granted

38. Deferred Debits and Credits
Condonation is granted as the RCAs matter is still under the court process.
This is recommended until the court pronounce on the RCAs. Therefore,
NERSA is not in line with the stakeholder’s view. '

NERSA’S REASONS FOR PROCESSING ESKOM'S REQUEST THROUGH
PUBLIC PARTICIPATION.

39.The Energy Regulator can subject a licensee to a methodology in terms of
section 14 of the Electricity Regulation Act, 2006 (Act No. 4 of 2006) as a
licence condition and a means to regulate revenue.
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40.The methodology has been developed to assist NERSA in considering the
revenue application of Eskom and also to guide Eskom in the formulation of its
revenue requirement.

41.According to Borbet and Others v NERSA and others judgementl, the
methodology should not be used rigidly and without any flexibility. In doing so
this would be tantamount to implying that the Energy Regulator no longer has
any discretion o exercise. It is one of the fundamental principles of our law that
administrators must be able to exercise their unfettered discretion when
performing their public function.

42. Accordingly, it is submitted that a deviation from the methodology may be
allowed, provided that the enabling legistation and procedural fairness principle
are complied with.

43. In terms of clause 4.5 of the methodology, Eskom may submit an application
for a relaxation or condonation of any non-compliance with the procedure set
out in the Methodology. The Energy Regulator must take the following factors
into account in deciding whether or not to grant condonation:

a) the extent or degree of deviation;

b) the explanation for the deviation;

c) the impact of the deviation on the achievement of the objectives of the
methodology;

d} the prejudice to be suffered by Eskom, the members of the public and
the economy if condonation is granted or not granted.”

It is important to point out that clause 4.5 of the methodology does not include
substantive matters and yet some of the requirements in respect of which Eskom
asks for deviation relate to substantive matters with the exception of RAB.
Therefore none of the substantive requirements were granted condonation. For
condonation on RAB, see paragraph 1.

44.Should the Energy Regulator find it in line with the regulation to allow the
application made, the Energy Regulator would have to comply with section 4
of the Promotion of Administrative Justice Act and give the members of the
public a hearing on the proposed deviations.

1 NERSA v Borbet SA (Ply) Ltd [2017] ZASCA 87 (1288/2016 & 1309/2016) (6 June 2017)

10
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45.1n Borbet and Others v NERSA and Others judgement?, the Court stated that
the Energy Regulator should comply with the principle of procedural fairness
before deviating from the methodology whereby the members of the public or
affected parties are consulted on a proposed deviation and reasons thereof.

46.In line with the Borbet judgement, it can be reasonably concluded that
relaxation or condonation of non-compliance with of part/s of the methodology
can be considered if the procedural faimess principle and applicable legislation
has been observed.

47.In sum, the Energy Regulator has to consider the application for the deviation
from the methodology as it is by law enjoined to exercise its discretion on
whether or not to approve the Eskom’s revenue application for 2018/19 without
being restrained by the methodology.

48.1t will be imperative to take the application through public consultation process
in order to comply with procedural faimess principle. Notices, comments and
public hearings can be an efficient and adequate process considering the
urgency of the matter.

APPLICABLE LAW

49. The legal basis for the decision of the Energy Regulator to approve electricity
prices is derived from the Electricity Regulation Act (Act No. 4 of 2006)('the
Act”) and the National Energy Regulator Act, 2004 ( Act No.40 of 2004) (“the

- Energy Regulator Act”). The procedure to be followed in deciding the price is
derived from the Promotion of Administrative Justice Act, 2000 (Act No.3 of
2000) (‘PAJA’).

CONFIDENTIALITY
There are no confidentiality issues

CONCLUSION AND RECOMMENDATION

50.0n the conspectus of the facts and evidence presented to the Energy
Regulator, it is appropriate not to allow Eskom’s application for condonation for
non-compliance on the following sections of the MYPD Methodology and
sections of the MIRTA requirements:

2NERSA v Borbet SA (Pty) Ltd [2017] ZASCA 87 (1286/2016 & 1309/2016) (6 June 2017)

11
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reguirements

MYPD Methodology

@

Research & Development Costs
Coal volumes

Coal Handling

Water Costs

Water Treatment

MIRTA Reqguirements

51.In instances where uncertainties prevail,
reasonableness in making assumptions instead of not complying.

52.1t is recommended that Eskom be given 30 calendar days from the date the

Sales Revenue and Demand Forecast
Asset by assets class and Asset
Capital Expenditure

Asset disposal and Impairment
Depreciation

Coal Purchase and Burnt

Transport Costs

Environmental Levy

Cash flow statements

Eskom will

have to apply

Energy Regulator makes a determination on Eskom'’s request for condonation

which is 27 July 2017 to comply with the MYPD Methodology and the MIRTA
requirements where condonation has not been granted.

End.
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GENERAL COMMENTS

1. Stakeholders are of the view that the integrity of the MYPD might be eroded should NERSA
allow condonation on the MYPD4 Methodology.

2. The MYPD Methodology was developed and approved foliowing a consultative procéss
with all stakeholders, this should not prohibit the Regulator from applying its mind given
externalities in granting condonation '

3. Stakeholders are of the view that the MYPD3 should be extended for a further year to
accommodate ESKOM.

4. The MYPD3 posed challenges to price path certainty,

5. Stakeholders argue that Eskom is required to fully disclose all its costs and contracts.
There is lack of transparency and flaunting of their own procurement processes.

6. NERSA agrees with the stakeholders and the MYPD methodology was developed to

enhance amongst other things, transparency.




