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Executive Summary 

The Eskom Revenue Application for 2018/19 needs to be considered within the context of the current 

economic environment and the declining demand for electricity. In addition, the financial 

sustainability of Eskom also needs to be taken into account.  Eskom has three main sources of funding, 

namely debt, capital injections from the shareholder, Government and tariffs.   In the current 

environment both the potential for a capital injection and loans which would have to be guaranteed 

by Government are very unlikely, which leaves only the tariffs a source of funding. 

 

BUSA believes that the proposed increase is not justifiable on a number of grounds, which include: 

• Longer-term impact on the financial stability of Eskom  

• Immediate negative impact on the economy 

• A business as usual approach is untenable and does not include any proposals as to how the 

pressure on the fiscus and on the individual consumer could be mitigated 

• Failure to consider aggressive cost cutting measures 

• Ongoing poor governance and corruption. 

 

The business as usual scenario of Eskom continuing to seek above inflation tariff increases to ensure 

higher revenues, without addressing the appropriateness of the business model is not sustainable and 

any approval of a tariff increase that will exacerbate this situation cannot be supported. 
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BUSA believes that NERSA has the responsibility to ensure that any licensee must operate in a 

manner that is free from corruption and in in line with sound principles of good governance.   Costs 

which are incurred in a corrupt manner cannot be accepted as prudent. 

If, however a decision were to be taken to approve an increase in response to this application, NERSA 

should obtain at least sufficient additional information from Eskom to ensure that appropriate 

conditions for a conditional approval can be formulated to ensure that serious attention is given to 

addressing poor governance and corruption.  This information should include: 

• Potential to curtail capital expenditure in the light of increasing oversupply 

• Concrete actions to curb corruption 

• Motivation for the sales volume assumptions given the higher than anticipated GDP growth 

projections used in the application 

• Demonstration that the business as usual approach will not further exacerbate the “death 

spiral”. 

In addition, analysis of the application reveals elements of the total allowable revenue which are not 

adequately explained and others where the proposed increases are not appropriately justified. 

This result still includes elements like the regulated asset base, WACC, return on assets and 

depreciation that requires further scrutiny by the Regulator.   In addition, as reflected in the analysis 

above there are other elements of the application for which insufficient information was provided to 

allow a comprehensive analysis and which require closer scrutiny.  

It is likely that more rigorous scrutiny of the elements will also result in reductions in the total 

allowable revenue amount.  
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In addition to the operating elements in table 9, the proposed capital expenditure amount of R77 

billion requires scrutiny.  BUSA is unable to adequately interrogate the proposed amount of R77 

billion for capital expenditure which represents a 32.7% increase on last year’s projection as there is 

insufficient details to assess whether the expenditure is in fact prudent.  Increased capital spending in 

a time of oversupply is particularly concerning. 

It is recommended that NERSA review all of these elements with a view to considering whether they 

should be allowed or not, taking into account this comprehensive analysis in conjunction with the 

obvious negative impact on the economy. As reflected in the analysis above there are a number of 

reductions in the amount of allowable revenue that if enforced would result in a tariff increase no 

higher than the CPI (6%). 

In respect of the longer-term issues, BUSA urges NERSA and Eskom to accept that the financial risk 

that Eskom poses to the fiscus requires urgent intervention should be addressed prior to any future 

application for tariff increases being considered.  Issue that should receive attention are: 

• Support for short term efforts to increase demand within an agreed policy framework 

• Review of the current cross subsidy arrangements which compromise the cost reflectivity of 

tariffs 

• The three outstanding RCA applications should be waived 

• Increases for the next three – five years should be limited to CPI 

• Prudency in expenditure including the elimination of corruption must be stringently enforced 

• An aggressive cost cutting exercise must be implemented and reported on at the end of the 

period of this application. 
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Introduction 

BUSA is a confederation of business organisations including chambers of commerce and industry, 

professional associations, corporate associations and unisectoral organisations. It represents South 

African business on macro-economic and high-level issues that affect it at the national and 

international levels. BUSA’s function is to ensure that business plays a constructive role in the 

country’s economic growth, development and transformation and to create an environment in which 

businesses of all sizes and in all sectors can thrive, expand and be competitive.  

As a principal representative of business in South Africa, BUSA represents the views of its members 

in a number of national structures and bodies, both statutory and non-statutory. BUSA also represents 

businesses' interests in the National Economic Development and Labour Council (NEDLAC). 

 

General 

BUSA has consistently responded to Eskom applications for tariff increases and has always 

emphasized the inextricable link between the financial sustainability of Eskom and the economy, 

particularly as represented by Eskom customers. 

The argument submitted by Eskom, in their application for a five-year tariff decision (MYPD3), was 

that a five-year decision would result in a smoother and more predictable price path. This was not 

achieved, primarily because of significant clearing account price adjustments. BUSA continues to 

support longer term tariff setting to achieve the stated objective. It is unclear why Eskom is making 

an application for only a single year, when the MYPD3 is expiring at the end of March 2018.  BUSA 

does not support a single year application as it fails to provide much needed certainty on the future 

price trajectory. 
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In the BUSA comments on Eskom’s Regulatory Clearing Account (RCA) application for 2013/14, 

(2016) concerns were raised in respect of Eskom’s reliance on the revenue base to fund expenditure. 

Higher tariffs result in fewer and fewer consumers having to pay a higher unit cost for electricity 

which, in turn, makes their businesses less viable, resulting in lower demand due to fewer businesses 

remaining viable. This causes a vicious “death spiral” that needs to be arrested as a matter of urgency.  

The environment in which this application has been submitted, is significantly worse than the 

situation which prevailed in 2016 and is now unsustainable, which necessitates a fundamental 

restructuring of Eskom. 

This application appears to have been submitted without considering the fact that the approach to 

tariffs that has prevailed to date may no longer be appropriate.  BUSA believes that this application 

cannot be considered in isolation of the current realities that need to be faced by Eskom and 

Government, as the sole shareholder. 

This submission therefore does not only deal with the revenue requirements as presented by Eskom 

in this application, but also the broader context which BUSA believes needs to be considered by 

NERSA. 

It is common cause that the South African economy is currently in a parlous state and that the 

economic growth rate that is required to address the triple challenges of unemployment, poverty and 

inequality is not going to be achieved in the near future.  The electricity capacity constraints that 

contributed to low economic growth in previous years have now been reversed and Eskom has a 

significant surplus of supply.  Unfortunately, low international demand for South African goods and 

services, particularly the commodity goods produced by energy intensive electricity users, combined 

with high Eskom prices have resulted in a lower demand for electricity than forecast.  There is no 

indication that demand is going to increase over the period of this application, which means that 
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unless some adjustments are made revenue requirements are going to have to be recovered from fewer 

customers. 

BUSA believes that, in the current environment, the regulator should not only assess the application 

for the increase in terms of the relevant rules, but should also consider the impact on the economy; 

and the ongoing financial sustainability of an organisation which is essentially a monopoly supplier 

of electricity. Given the current economic situation and the potential for further rating downgrades, it 

is imperative for stakeholders to have a sound mutual understanding of Eskom’s financial stability, 

which appears to be at risk, both in the short and medium term.  

The Medium-Term Budget Policy Statement reflects National Treasury’s concern that failure by 

Eskom to secure a sufficiently high tariff increase to sustain its financial position could result in a 

further request for Government assistance.   BUSA is concerned about this view and believes that the 

practice of seeking above inflation increases as the primary mechanism to improve Eskom’s financial 

sustainability without addressing the need for a fundamental review of Eskom’s business model will 

ultimately lead to Eskom’s implosion and subsequent disastrous impacts on the fiscus.  

The risk of further credit downgrades is amplified by Eskom’s financial instability which, in turn, has 

a negative impact on the ability to source the requisite funding. BUSA believes that there is a need to 

move from the current “business as usual” approach to increases to tariff applications to one of 

“business unusual”.  

Eskom sources its funding from revenues, debt markets and, if required, from Government. Whilst 

BUSA shares the concerns raised by ratings agencies in relation to Eskom’s capital structure, free 

cash flow, dependence on government guarantees and Eskom’s standalone credit profile, which 

reflects a “greater-than-50% probability of default on Eskom’s debt”, BUSA believes that tariff 

increases in excess of inflation would amplify the downgrade risk, due to the negative impact that 

this would have on the economy. BUSA is also concerned that Eskom may not be able to access the 
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additional capital funding from the debt markets, especially in a scenario where further downgrades 

occur. BUSA believes that the way forward can only be resolved if there is a common understanding 

that the current situation is unsustainable. Structural reform of the electricity industry and Eskom, in 

particular, needs to be explored in order to ensure that Eskom does not implode.  

BUSA believes that the current trend in tariff increases of over 300% since 2008/9 reflect an untenable 

situation for all electricity consumers and cannot be continued. It renders many businesses inviable 

and fundamentally undermines prospects for economic growth. 

BUSA believes that the current application for a 19.9% increase cannot be justified on the basis of 

the information provided.   Although it may be possible to justify an increase of a maximum of the 

CPI, provided it is suitably motivated, BUSA does not believe that any increase should be approved 

before the widespread corruption and poor governance in Eskom is addressed.  In BUSA’s view, 

addressing these issues in a satisfactory manner would include, the institution and completion of 

credible disciplinary processes against all staff that have been implicated in corrupt practices; criminal 

prosecutions where appropriate; installation of a new Board which comprises candidates of high 

integrity and a mix of the different skills required to take responsibility for an entity of the size and 

complexity of Eskom.   

BUSA is of the firm view that the obligations of the regulator include ensuring the ongoing 

sustainability of such an important entity and that any tariff increase that may be contemplated must 

be conditional on corruption and governance issues being addressed. 

In addition to analysis of the application, the following contextual issues are also addressed in this 

submission: 

• Demand 

• Energy mix 
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• Death spiral 

• Prudently incurred expenditure 

 

Demand 

In its submission on the IRP 2016 base case, BUSA argued for a more conservative approach to 

demand.  There is a real risk that projected demand over the IRP period is overestimated and cannot 

therefore be used as the basis of a demand projection for the period covered by this application.  The 

same argument applies to this application itself.  Although economic growth projection estimates 

vary significantly from different commentators, any growth above 0.8% for 2018/19 is highly 

unlikely.  Revenue requirements should therefore be adjusted downwards accordingly.   

In addition to the actual demand estimates, the Eskom situation in terms of which this application is 

based, relies on a business as usual scenario.  This scenario is out of kilter with global trends both in 

terms of demand (see figure 1) and energy mix.  Figure 1 reflects the start of a downward trend in 

demand, which is unlikely to be reversed in the near future 
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Figure 1: Historic electricity demand in selected countries 

The decline in South Africa’s demand is further demonstrated in the analysis of the IRP 2016 base 

case shown in figure 2. 
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Figure 2: IRP 2016 demand forecasts (CSIR Energy Centre, 2017) 

 

Impact of oversupply 

Although this reduction in demand has been influenced by the steep rises in the electricity price, the 

electricity price is not the only reason.  There are also significant structural changes in the economy 

from the more energy intensive primary and secondary sectors to the tertiary sector and improved 

efficiency of electricity use by intensive users.   

The significant decline in competitiveness of the mining and industrial sectors has had a material 

negative impact on production and electricity consumption. Competitiveness has been eroded as a 

result of increased operating costs, of which the ever-increasing electricity price is a constant and 
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significant contributor.  In most mining and industrial companies, plants are not operating at full 

capacity.  This, in turn, increases pressure on employment.  

Although it is recognised that the cost of electricity is not the sole cause of the declining 

competitiveness, it is certainly a major contributor, particularly in the labour absorbing mining and 

industrial sectors where electricity can account for more than 30% of operating costs.  The current 

situation is exacerbated by the fact that, based on current supply/demand trends, Eskom will 

experience a surplus capacity that will peak at 14 000 MW in the foreseeable future, unless demand 

can be stimulated through investment in South Africa, in particular in the industrial sector.   Eskom 

faces having to cover its fixed costs for this supply regardless of sales and, unless demand can be 

increased, electricity prices will have to rise to cover costs on a declining sales base. This situation 

will increase the already untenable burden on all consumers, not only business. 

 

Energy Mix 

Coupled with the demand trends, the global trends in the energy technology mix reflect a move to 

renewable energy capacity as an increasingly significant portion. (see figure 3) 
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Figure 3:  Renewable percentage share of installed capacity (2004 -2014) 

Despite having excellent wind and solar resources, South Africa is lagging behind the leading nations 

in terms of adding renewable energy capacity to the grid and in terms of the total proportion of 

installed capacity made up of renewable energy technologies. For example, China has recently set 

itself a target of installing 213 GW of solar PV by 2020 – this would equate roughly to 8,5 GW being 

installed in South Africa over the same period. 

Although current economic circumstances make demand growth projections difficult, demand is 

unlikely to increase significantly over the next few years and the current oversupply situation will 

remain challenging even given the efforts to stimulate demand that are being pursued by Eskom.   
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A more flexible approach to deployment of new capacity should be preferred in order to minimise 

the risk of oversupply and consequential fiscal pressure and higher tariffs. Lead times are shorter for 

renewable technologies than those for coal and nuclear, which make the building of wind or solar PV 

farms more flexible and thus more responsive to changing demand conditions. This is important in 

an economy where there is significant uncertainty surrounding future electricity demand.   

The higher proportion of renewable energy in the mix will require a different approach to the 

investment into and management of the transmission and distribution grid. In this regard, a review of 

the structure of the electricity industry to accommodate a more flexible system should be pursued.  In 

contrast to what is required for a sustainable future, Eskom remains locked into a very expensive and 

inflexible capacity expansion plan while the landscape is being transformed by short-lead time and 

agile renewable technologies, making the residual load to be supplied incompatible with Eskom’s 

base load fleet. 

In addition, the draft IRP 2016 update anticipates South Africa’s energy transition by the expected 

closure of 14 Eskom coal-fired plants by 2040 – as well as the decommissioning of Koeburg in 2043.  

Notwithstanding recent conflicting public statements in this regard, the final IRP update will include 

a plan in respect of the existing fleet.  This plan will either result increased capex, through any life 

extension programme or increased decommissioning cost in the case of early closure.  These impacts 

on the tariff have not been considered. 

 

Death Spiral 

Excess capacity can be attributed to reduced demand, which, in turn is in part due to higher electricity 

prices. 
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The rate of deterioration of the industrial and mining sectors in South Africa is alarming. This is 

evidenced by the steady decline in Eskom’s sales to these sectors which, combined for 2017, are more 

than 14% below 2011 levels (figure 4).  

This is due mainly to industrial and mining capacity shutting permanently or temporarily, or moving 

offshore. Unfortunately, without immediate and sustainable intervention, it is likely this downward 

trend will continue. 

 

Figure 4: Electricity Volumes % Growth / (Decline) & Contribution 

Inaction now will result in further sales declines to industrial and mining customers. If this trend 

cannot be arrested and reversed, the “death spiral” scenario, where falling demand triggers steep price 

increases, which results in further demand destruction, will continue.  

In such a scenario, all customers will have to pay more for electricity, which will trigger further 

unintended outcomes, such as lower GDP growth, less job creation, job losses and additional non-

technical losses. 



 
 

 

Page 15 of 57 
 
 

 

BUSA sees the current downward trend continuing if price increases of up to 20 % per annum are 

allowed.   Even approval of this single year application is likely to trigger an exodus of energy 

consumers from the grid.  The resultant decline in sales will be exacerbated by new investment in 

embedded generation and rooftop PV.  The “death spiral” scenario where high price increases and 

grid defections feed on each other, which has already commenced will continue.    

BUSA supports an approach which forces Eskom to address the need to transition from the current 

unsustainable model in the face of a rapidly changing energy environment where the cost of 

renewable technologies and flexible generation options offer cleaner and cheaper alternatives, with 

minimum disruption to the sector. 

BUSA believes that the Regulator has an obligation to ensure Eskom’s sustainability and must take 

this imperative into account when considering this application. 

 

Prudently Incurred Costs 

The MYPD requires that all expenditure be prudently incurred.  Review of the application reveals 

that in many cases costs that are being claimed may have been incurred as a result of policy direction 

from the shareholder. These include higher than optimum levels of employment, air quality 

improvements and purchase of power from IPPs at a price negotiated by the shareholder, rather than 

Eskom.  

The methodology does not distinguish between operational decisions made by Eskom and those that 

were made as a result of interventions by the shareholder.  Furthermore, increased costs as a result of 

corruption and poor governance can also not fairly be included in a consumer tariff.  While it is 

recognised that such interventions must also be paid for, BUSA does not believe that these costs 
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should all be borne by the customer directly as they are improperly incurred and inflate tariffs 

ultimately resulting in the “death spiral” already referred to above. 

BUSA recommends its position on prudently incurred costs submitted in 2016 at NERSA’s request 

and attached for convenience as Annexure 1 be considered when considering this application. 

As expressed in the attached annexure 1, a regulator should exercise judgement in such a manner that 

ensures that the regulated entity remains accountable for costs under its control.  In BUSA’s view, 

there is no doubt that to the extent that corruption contributes to increased costs, the costs have not 

been incurred prudently.   In the light of the numerous allegations of corruption against, Eskom, 

BUSA believes that it is incumbent on the Regulator to require Eskom to provide clear evidence that 

the costs that form the basis of this application will be incurred free of corruption.   

In addition, the findings of the Auditor General on fruitless, wasteful and irregular expenditure as 

reflected in the Eskom’s latest annual financial report present a clear case for remedial action.   It is 

concerning that the application makes no reference to the need to address either corruption or irregular 

expenditure, which are key requirements for efficient and effective financial management and the 

bedrock of prudency. Continued pursuit of a business as usual approach in the face of this lack of 

prudency can no longer be tolerated. 

There are several examples in this application of operational expenditure that in BUSA’s view was 

not incurred prudently.  These examples are dealt with in the relevant section of this submission and 

include failure to efficiently and effectively manage: 

• Debt 

• Capital projects 
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The impact of expenditure on the “death spiral” as discussed above is also an integral part of prudent 

expenditure, which in turn is required to ensure the ongoing financial sustainability of the entity.  

There is no indication in the application that Eskom recognises this reality and the current risk that 

its financial unsustainability poses to the fiscus and the economy. 

In BUSA’s view controlling the exercise of monopoly power by Eskom forms part of the regulatory 

obligation of NERSA. 

 

Rules for Tariff Increases 

BUSA understands that the application complies with the rules to the extent that tariffs are determined 

based on a revenue requirement.   However, BUSA does not support an approach, which allows 

Eskom to assume that prices must increase to finance costs rather than focussing on providing 

justification for the proposed expenditure. 

 

ASSESSMENT OF ESKOM REVENUE APPLICATION 

Note the numbering in this section follows the numbering in the application. 

 

This assessment of the Eskom Revenue Application for 2018/19 considers the reasonableness and 

appropriateness of each of the elements that build-up to the total allowed revenue of R219 514m as 

shown in Table 1 below. 

The assessment considers previous submissions and applications by Eskom as well as previous 

decisions by NERSA, in line with the “rebasing” of sales volumes argument presented by Eskom as 

the main reason for this application.  
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6. Allowable Revenue 

The total allowable revenue that was approved for the financial year 2017/18 was R205 billion.  

Eskom’s Revenue Application for the financial year 2018/19 is for a total allowable revenue of 

R219 514m, resulting in a 7% growth in revenue.  This is a new application and should therefore have 

its own independent demand forecast, which will be used as the basis of an RCA after 2018/19 if the 

revenue forecast is not achieved. There is no possibility of demand increasing by 7% in 2018/19.  

Table 1 below is a summary of the building blocks of the revenue application: 

Table 1: Total Allowable Revenue for 2018/19 

Allowable Revenue (R’ millions) AR Formula Application 2018/19 

Regulated Asset Base RAB  763 589 

WACC ROA X 2,97% 

Returns   22 690 

Expenditure E + 62 221 

Primary Energy PE + 59 340 

IPP’s (local) PE + 34 209 

International Purchases PE + 3 216 

Depreciation D + 29 140 
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Integrated Demand Management 

(IDM) 

I + 511 

Research and Development R&D + 193 

Levies & Taxes L&T + 7 994 

Regulatory Clearing Account RCA + - 

Total Allowable Revenue TAR  219 514 

Source: Eskom Revenue Application FY2018/19, August 2017 

The Total Allowable Revenue of R219 514 million is made up of the revenue generated from standard 

tariff customers amounting to R206 205 million and the revenue generated from Negotiated Pricing 

Agreements (NPAs) and International sales amounting to R13 309 million.  

The reduction in sales volumes on the standard tariffs from 223 217 GWh to 192 953GWh coupled 

with the increase in the total allowed revenue from R198 954m to R206 205 million results in an 

average price increase of 19.9% as depicted in table 2 below: 

Table 2: Standard tariff price increase and sales volumes decrease 

 Unit MYPD3 Decision 

2017/18 

Application 

2018/19 

Standard tariff revenue R’m 198 954 206 205 

Standard tariff sales 

volumes 

Gwh 223 217 192 953 
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Standard tariff price c/kWh 89.13 106.87 

Standard tariff price 

adjustments 

% 2.2% 19.9% 

Source: Eskom Revenue Application FY2018/19, August 2017 

 

BUSA does not believe that it is correct to use the allowed revenue from the previous MYPD period 

as the baseline from which an increase for a new MYPD period is determined.  BUSA therefore does 

not accept the methodological steps set out in the application, particularly step 1 which states that 

“NERSA will be required to consider a price increase of 16.3% for the 2018/19 year”. 

A new MYPD application must be supported by a new revenue amount determined by considering 

the demand forecast for the period of the application and the costs of supplying the demand over that 

period.  While it is recognised that there are fixed costs that may not be possible to reduce regardless 

of the decline in demand, an approach which maintains a supply surplus, which must be paid for by 

an ever-decreasing customer base, with no attempt to address the over-supply than to try and increase 

sales is not considered a prudent approach. 

In effect it means that Eskom and the shareholder are protected from risk through this methodology 

and therefore have no incentive to manage the risk by adjusting the business model in response to 

changed circumstances.    

While it is recognised that the RCA applications do not expire at the end of a MYPD period, this 

should not mean that the under recovery over the MYPD period should be used as the basis of an 

adjustment as part of a new application.  It is understood that this under recovery may be dealt with 
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in pending RCA applications.   This is a new application and should be based on an independent 

demand forecast and revenue requirement.  BUSA urges NERSA to review this approach accordingly. 

 

8. Sales Volumes 

There are no details provided for the build-up of the sales forecast and the four key initiatives that 

Eskom will be embarking on do not give an indication of the expected results on increases in sales. 

Eskom states (8.3.3. Price elasticity) that “the quantum of change in the sales volumes does not 

demonstrate a direct correlation to the change in average price” and somehow contradicts the 

assertion it makes section 8.6 (Initiatives to grow sales volumes) that “electricity sales to Eskom’s 

industrial and mining customers are declining as they are faced with increasing operational and 

market challenges, including the erosion of competitive advantage from the previously low-electricity 

prices in South Africa…. This is driving industrial customers to seek alternatives and move 

production to lower priced electricity markets.” There is a direct correlation between decline in sales 

volumes and changes in average electricity prices. It is correct that other factors, such as international 

and national economic growth and commodity prices play a role in the behaviour and reaction of 

customers. As a rule of thumb for every 10% increase in the average price there is likely to be a 1% 

to 5% reduction in demand over a given period1. 

The proposal to review the sales forecast before the decision is made by NERSA is acceptable and 

should be implemented. NERSA should ensure that the potential sales increase from international 

customers is realised and the initiatives aimed at assisting customers in distress are fully implemented.   

                                                           
1 “The Impact of increased electricity price increases on customer demand” by Ezzard de Lange, 2008. How Electricity 
Price affects the South African Economy, eon consulting, 2013 
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This approach supports BUSA’s view that this application is a new application with its own sales 

forecasts. 

The Eskom projected under-recovery in allowed revenue for the MYPD3 period is R68 billion and 

must be dealt with in the context of MYPD3. There is in any case no indication of the projected 

savings in costs due to the lower sales. 

 

8.7.2 Arrears Debt 

BUSA understands the motivation of NERSA to determine a low rate for arrear debt impairments.  

However, it cannot be sustainable to ignore the current untenable situation of mounting arrears.  

BUSA belief remains that the interruptions to municipalities as a result of non-payment, which then 

results in businesses that have paid their electricity bills being cut off by the municipality is an issue 

that cannot be allowed to continue unchecked.  In addition, the current approach to debt collection 

does not appear to be working.  Municipal debt has grown from R6 billion on 2016 to over R11 billion 

currently, of which R 2 billion has occurred in the last five months.   BUSA welcomes the statement 

in the Medium-Term Budget Policy Statement which reflects the recognition by National Treasury 

that municipalities that are unable to meet their payment obligations to Eskom need to rectify 

governance and management problems, focus on collecting revenues owed to them, and eliminate 

wasteful and non-core spending.  However, Eskom also needs to strengthen its own credit control 

mechanisms. 

 

Agreement on payback plans have not had the desired effect and BUSA would like to see much more 

radical interventions than those being contemplated in the application.  This is an issue which requires 

more than just the attention of Eskom and NERSA and BUSA urges Government to take much more 

concrete steps to address this situation.  
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11.  Regulated Asset Base  

The Electricity Pricing Policy, 2008, (EPP) stipulates that NERSA “must adopt an asset evaluation 

method that accurately reflects the replacement value of the assets to allow the utility to obtain 

reasonably priced finding for investment”.   The re-evaluation of the Eskom assets has, in previous 

decisions by NERSA, been accepted as presented by Eskom and phased-in over a given period. The 

earning of returns on the Works-under-Construction (WUC) as well as inclusion of interest-during-

construction (IDC) are in accordance with the MYPD methodology. The abovementioned 

“adjustments” were put in place as a measure that would assist Eskom in its funding during the power 

station building phase as well as maintain a credit rating that would facilitate reasonably priced 

funding. 

However, the amount of IDC and WUC will require further evaluation by NERSA, taking into 

consideration that the Commercial Operation Dates of Medupi, Kusile and Ingula are more than 3 

years late. The Eskom Revenue Application for 2018/19 does not provide sufficient information to 

enable stakeholders to make such calculations.  As consumers are only expected to pay for prudently 

incurred costs, it is unacceptable to require electricity consumers to pay for costs incurred by Eskom’s 

delays in commissioning the power stations. 

 

12. Return on Assets / WACC 

The re-evaluation of the assets requires an “accurate reflection of the replacement value of the assets”, 

to enable the electricity utility to earn a fair return on the revalued asset. The performance of the asset 

is therefore required to accurately match that of the replacement asset.   
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Eskom’s generation plant performance has not matched the performance of the replacement asset. 

The generation plant performance, particularly the Energy Availability Factor (EAF), that was 

approved in MYPD3 as presented by Eskom in line with the revalued replacement value of the 

generation fleet in the MYPD3 decision was on average above 81%. Eskom’s targeted EAF for this 

application is 79%. 

The forecasted interest payments of R36 billion in 2018/19 are not explained in the application. A 

portion of these payments emanates from the over payments on the IDC that is due to Eskom’s delays 

in completing the power stations under construction. 

The delays in the commercial operation of the power plants of more than 3 years indicate inefficiency 

on Eskom’s part and hence further adjustments of the return by NERSA are necessary as dictated by 

both the ERA and EPP. 

The Eskom Revenue application for 2018/19 does not provide a plausible explanation for why the 

WACC of 2.97% is required. It is therefore recommended that NERSA must consider reducing the 

return to a level that enables Eskom to meet its debt obligations and credit rating metrics.  

It is therefore recommended that the return allowed for Eskom should only provide for the necessary 

revenue shortfall in covering the costs of operation and ensuring the necessary and appropriate debt 

service ratios and operational costs. 

 

13. Depreciation 

The depreciation amount of R29 140 million must be reconsidered once NERSA has confirmed the 

RAB value. Alternatively, it can be included as another balancing factor for Eskom’s shortfall in 

operating the business. 
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Table 3: Summary of cost elements, 11, 12, 13 

 

 

Allowable revenue Comment Adjustment 

Regulated asset base Insufficient information provided in 

application on mount of interest during 

construction and returns on works under 

construction.  Should be reviewed by 

NERSA 

Likely to be downwards 

Return on assets MYPD3 decision used an EAF of 81%  as 

the basis of the value of the generation fleet.  

Should be reviewed in line with the 79% of 

the application  

Will be downwards 

WACC  Applied value to be reviewed Likely to be downwards 

Depreciation Must be reconsidered once NERSA has 

confirmed the RAB value 

Likely to be downwards  

 

14. Capital Expenditure 

BUSA is unable to adequately interrogate the proposed amount of R77 billion for capital expenditure, 

as there is insufficient detail to assess whether the proposed expenditure is in fact prudent. 

In respect of Medupi and Kusile, BUSA does not support the costs of the inefficiencies which have 

resulted in the delays in completion of these projects being included in the tariff. The R20 billion of 

the R47 billion allocated to generation still leaves R27 billion unaccounted for in this application. 

In the current constrained economic environment, it is incumbent upon the Regulator to ensure that 

the capital expenditure is prudent.  It is difficult to understand why a 32.7% increase in capital from 

last year is required in a scenario of significant oversupply which on current projections will increase 

next year. 
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A 70% year on year increase in corporate capex is equally difficult to understand on the information 

provided. 

BUSA had also understood that Eskom would no longer invest capital in coal mines due to the 

challenges this had presented in the past, and yet here is an apparent proposal to do this - and in a 

declining demand scenario. While it is accepted that media articles cannot be used as the basis of a 

factual submission, they give rise to concern that areas like corporate capex and investment in coal 

mines should be subjected to particularly rigorous scrutiny. 

Eskom refers to investments in improving air quality but makes no reference to the relationship 

between this expenditure and the planned closure of some of the plants which may require investment 

in abatement technologies. 

Table 4: Summary of concerns on capital expenditure 

 

Expenditure Amount 2018/19 (R million) Comment 

Generation   

Medupi and Kusile 20  

Unspecified 26 494 Insufficient information to 

assess 

Transmission 11 492 No explanation of a 68% 

increase on the projection for 

2017/18 will in fact be spent.  

NERSA to review actual 

2017/18 expenditure to date to 

assess potential to actually 

spend an amount so much 

higher in the next year 

Distribution 8 381 Above inflation increase not 

justified 

Future fuel 3 911 Significant increase not 

explained 

Corporate capex 6 663 A 70% increase in corporate 

capex which is not 
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substantiated should not be 

considered in the poor 

economic environment and  

 

An additional consideration is the fact that Eskom’s historic performance in capital expenditure has 

shown that it is unable to spend more than R60 billion per annum.  

BUSA therefore recommends that the Regulator requires Eskom to scrutinize all capital projects to 

ensure they are necessary and prudent under the current economic and over supply conditions. 

Of key concern to BUSA is the apparent continued large-scale investment in capital expansion at a 

time when funding is constrained. Whilst BUSA agrees that all Medupi and Kusile units should come 

on-stream as soon as possible, it is of critical importance that Eskom does not invest, at this stage, in 

other projects that would merely increase the overcapacity, the costs of which it is becoming 

increasingly difficult to recover. 

If tariffs are cost reflective, debt funding will be sustainable in the long term. This principle will only 

be undermined if excessive cost structures are passed through to the consumer. At times of large 

capital expansion, as has been the case since 2008, Eskom’s own balance sheet may not be sufficiently 

strong to support the requisite debt funding or redistribution. On this basis, government support is 

required, either as government guarantees or in the form of subordinated funding. Whilst such funding 

would result in increased sovereign gearing, the funding would be redeemed once the capital 

expansion programme slows down, resulting in a normalisation. It is therefore of critical importance 

for the capital expansion programme to be managed prudently, so as to avoid longer term 

overcapacity. 
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15. Primary Energy 

Table 23 of the Eskom Revenue Application for 2018/19 states that the Total Primary Energy costs 

will be R104 759 million, made up of the total Eskom generation fleet (R59 340m) and other 

generation costs (i.e. Environmental Levy, IPP’s and international purchases) totalling R45 419 

million.  

Table 5 below presents the concerns on the elements of the proposed primary energy costs as 

presented in Table 23 of the Revenue Application for 2018/19 with the approved MYPD3 costs 

depicted in Table 16 of the Decision and Reasons for the Decision of NERSA (28 February 2013): 

 

Table 5: Summary of concerns on primary energy 

Primary Energy 

costs (R’ m)  
Projections 

2017/18  
Application 

2018/19  
Comments Adjustment Final 

Coal usage  45 642  48 687  Lower sales volumes and 

increased RE should result in 

lower coal usage. Limit increase 

to 6% 

 48 380 

Coal Obligations 

provisions  
-  1 304  No plausible explanation for 

this expenditure provided 

1 304 0 

Water usage  2185  2 310  Within inflation 0 2 310 

Fuel & water 

procurement  
211  223  Within inflation 0 223 

Coal handling  1874  1 974  Within inflation 0 1 974 

Water treatment  465  490  Within inflation  490 

Sorbent usage  36  63  Insufficient information 0 63 

Gas & oil (coal 

fired start-up)  
2 268  2 405  Within inflation 0 2 405 

TOTAL COAL 52 681  57 456    55 845 

Nuclear   808  865  No explanation for requirement 

and inflation increase can be 

considered  

-48 817 

Coal and Gas 

(Gas-fired)  
8  9  No explanation but within 

inflation 

0 9 

OCGT Fuel costs  638  691  In situation of excess capacity 

lower use is expected.  

Maximum inflation increase 

should be allowed 

-309 382 
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Demand Market 

participation  
301  319  Excess capacity should result in 

a reduction 

-113 206 

TOTAL 

ESKOM 

GENERATION 

54 436 59 340   57 259 

Environmental 

levy 

7 994 7 994 Anticipated reduction due to 

increased RE sources 

0 7 994 

IPPs 24 282 34 017 See table 5 -8 050 26 159 

International 

purchases 

2 681 3 127 No evidence that drought 

situation and network 

constraints will improve 

-203 

 

3 012 

TOTAL 

PRIMARY 

ENERGY 

 104 759   94 424 

 

The lower coal usage aligns with the lower sales volumes and increased generation from the 

renewable energy IPP’s. However, from the information provided in the application, including the 

energy wheel, it is not possible to determine the reasonableness and appropriateness of the reductions 

in coal costs. The impact of the exclusion of Hendrina power station is not clearly explained in the 

application other than that its coal contract ends in 2018. 

 

There is no plausible explanation provided in the application for the Coal Obligations provision of 

R1 304m. Therefore, this cost should be disallowed. 

Eskom has not provided the detailed costing associated with the water usage increase and the 

exclusion of Hendrina power station.  

The use of sorbent which was allowed for in the MYPD3 decision for Medupi and Kusile to the 

amount of R250 million is difficult to comment on as there is no information provided about the full 

commissioning of the flue gas desulphurisation in both stations. This is linked to a similar comment 

on the capital expenditure on air quality improvements. 
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Some of these costs are, in fact, inflation related. If consideration of the application is restricted to 

these operation costs at an inflation related level, it makes the application much more palatable.  

Although BUSA still believes that overall there should be a much more effective effort to cut costs. 

The total costs associated with the coal fired power stations as shown in Table 3 above should thus 

be reduced from R57 456 million to R56 152 million by disallowing the costs associated with coal 

handling obligations of R1 304 million. 

Similarly, the other Eskom generation costs from the nuclear and gas fired power stations, including 

Demand Market participation as shown in Table 5 are compared to the approved MYPD3 costs: 

Given the fact that the revised IRP has not yet been finalised, it is important to understand the intended 

use of the costs allocated to nuclear in the application. Insufficient information is provided to allow 

proper analysis of this element.   It is certainly not considered prudent to incur expenditure on a 

nuclear programme that may ultimately not be implemented.  

For the non-coal generation plants, Eskom has used the 2017/18 projections totalling to R1 755 

million as a base from which to increase the 2018/19 costs by inflation to R1 884 million.  This is in 

contrast to the approach used for goal generation plants, for which these costs are aligned with the 

2016/17 costs. No reason for this divergence is provided. 

Similarly, for the Demand Market Participation the inflation related increase (i.e. 6%) over the 2 years 

should be applied amount to R206 million for the 2018/19. The resultant savings are R113 million. 

The usage of the OCGT and associated costs has been reduced from R8.7 billion in 2015/16 to R340 

million in 2016/17. Eskom continues to have generation over capacity but projects an increase in the 

OCGT costs of R638 million due to the increased usage from 24GWh electricity production to 

211GWh. Although it is understandable that Eskom budgets to use the OCGT’s no more than 1% per 

annum, the projected increase under the current circumstances is not justified. The OCGT costs 
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should also have a maximum of an inflation related increase of 6% for the years 2017/18 and 2018/19 

resulting in the OCGT costs for 2018/19 of R382 million. This amounts to a saving of R309 million.  

The dominance of coal in the primary energy cost profile and the numerous allegations around the 

procurement of coal supplies, demand that the costs presented by Eskom be subjected to rigorous 

scrutiny by the Regulator. The failure to deal with several reports on Eskom, which dealt with 

irregularities in coal procurement in some detail may provide some idea of the information that should 

be provided. 

In terms of the above analysis at least R10 339m should be excluded from the Revenue Application 

for the financial year 2018/19 and it is recommended that these costs be scrutinised carefully by 

NERSA on the basis of this being a new application and the provision of sufficient information to 

understand the proposed increases. 

 

15.2 IPP costs 

It appears from Table 24 that provision is being made for purchases from Bid Windows 4 and 4.5 of 

the Renewable Energy IPP Procurement programme in the 2018/2019 financial year.  BUSA 

understands that none of these plants will reach commercial operation in period covered by this 

application and therefore should not be included in the application. 

Total IPP generation for 2018/19 is presented in table 24 as 17 828 GWh in contrast to a figure of 

5 252 GWh in table 29.  Clarification of this apparent discrepancy should be provided. 

The IPP costs tabulated in Table 24 of the Eskom Revenue Application 2018/19 include costs from 

short-term programmes that are a “mere” (according to Eskom) R302 million. It is unclear what these 

are because, as far as BUSA is aware, Eskom cancelled all such agreements in April 2017. This 

amount of R302 should not be included in the 2018/19 allowed revenue. 
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The DOE Peaking plant with the expected load factor of 1% as dispatched by Eskom. It is unclear 

what the contracted load factor is, and it is recommended that NERSA must verify this amount and 

only allow what has been contracted. 

Table 24 of the Eskom Revenue Application also shows that the co-generation plant will be 

operational in the financial year 2018/19. There is no indication of the signed commercial operation 

date for this co-generation plant. It is reasonable to assume that this plant may not be in operation in 

2018/19 and the costs need not be included in the current application. This will result in a saving of 

R105 million. 

The renewable IPP’s for Round 3.5, Round 4 and Round 4.5 have not reached financial close yet and 

will take more than a year to construct and therefore the commercial operation dates for these Rounds 

will be outside of the 2018/19 financial year. The amount of R7 451 million (= R2 308m + R2 514m 

+ R 2 629m) should be removed from the Revenue Application for 2018/19. 

There is no explanation given for the network costs [i.e. Use of System (UoS)] cost of R192 million 

although there is a projection of R168 million for the financial year 2017/18. The current agreements 

of the renewable IPP’s do not seem to incur this cost. It is recommended that network costs amounting 

to R192 million be excluded from the Revenue Application for 2018/19. 

Table 6 below contains the concerns on the IPP elements of the primary energy elements presented 

in table 24 of the application. 

 

Table 6: Summary of concerns on IPP costs 

IPPs (local) Cost (R million Comments Adjustment (R 

million) 

 2017/18 2018/19   
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Eskom short term 

programmes 

274 302 As far as BUSA is aware 

contracts were cancelled 

in April 2017 

-302 

DOE peaking plant 2 186 2 338 Contracted load factor 

unknown. Amount to be 

verified 

To be adjusted 

according to 

contracted load 

factor 

Cogeneration 39 105 No evidence of 

commercial operation 

date 

-105 

Renewable IPPs 

round 3.5 

 2 308 Have not reached 

financial closure.  Will 

not be operational in 

2018/19 

-2 308 

Renewable IPPs 

round 4 

449 2 514 Have not reached 

financial closure.  Will 

not be operational in 

2018/19 

-2 514 

Renewable IPPs 

round 4.5 

939 2 629 Have not reached 

financial closure.  Will 

not be operational in 

2018/19 

-2 629 

Network costs 168 192 No explanation provided -192 

TOTAL    -8 050 

 

 

It is recommended that NERSA obtain all information necessary to allow these costs to be adequately 

scrutinised. 

 

15.3 International purchases 

The International purchases mainly made up of purchases from Cahora Bassa assume the full 

production capacity of 9.5 TWh and yet Eskom states that the supply has fluctuated in recent years 
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and even reduced by 500MW in certain instances. The electricity produced (6 454GWh) in 2016/17 

is consistent with the 500MW reduction in supply.  Considering the fact that the drought situation 

and the network constraints have not improved drastically it is recommended that the electricity 

production of 6 454GWh be used for the financial year 2018/19 and be adjusted for inflation. The 

resultant cost of international purchases should be reduced to R3 012 million, resulting in a saving of 

R203 million. 

 

15.12 Environmental Levy 

The reduction in the Environmental Levy as reflected in Table 29 of the application is aligned with 

the reduction of electricity generated from coal power station and increase in the electricity generated 

from renewable energy sources. The costs of R7 994 are reasonable and appropriate.   

However, it is recognised that the MYPD methodology allows Eskom to recover the environmental 

levy costs from customers and that the levy is therefore treated as a pass through item for regulatory 

purposes.  While recognising that the imposition of the levy is a decision for National Treasury, 

BUSA wishes to reiterate its view that it is within NERSA’s power to determine how the pass through 

will be operationalised by Eskom. 

Eskom started implementing the levy with effect from 1 July 2009. Eskom implemented the levy at 

a rate of 2.38c/kWh (excluding VAT) instead of 2c/kWh. This was to recover its own- power 

consumption at power stations and technical losses through the transmission and distribution system; 

and variables associated with the energy mix. This approach was appealed by Business to NERSA, 

and NERSA ultimately ruled in Eskom’s favour, i.e. it could recover the higher amount.  

In 2012, when the levy was increased to 3,5c/kWh (recovered at the rate of 4,1c/kWh) to replace the 

current funding mechanism for energy-efficiency initiatives such as the solar water geyser 
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programme, NERSA announced that Eskom’s published electricity tariffs would include the 

Electricity Levy. In other words, the levy would now be included in annual price increases and no 

longer recovered separately via a line item in customers’ electricity bills. This in effect hides the fact 

that this is essentially a tax being levied, and which should therefore be shown separately. Although 

it was understood in 2015 that NERSA had subsequently agreed to require the levy to be shown 

separately on customers’ accounts, this has not happened.   

In its submission on the MYPD 3 selective reopener in 2015, BUSA requested that the following 

measures be introduced by NERSA in respect of management of the levy: 

• adjudicate and publish electricity prices without this levy; 

• ensure adequate accounting ring-fencing of the funds collected with appropriate reconciliation 

of projected generation from non-renewable technology against actual on an annual basis; 

• require all licensees to reflect the levy separately on customer invoices.  

• ensure separation between allowable revenue for the generation, transmission and distribution 

of electricity on the one hand and of tax collection for the fiscus on the other. 

 

16. Operating Cost 

The total operating expenditure applied for is R62 221 million (including depreciation and excluding 

Research & Development as well as the Integrated Demand Management costs). The projections for 

2017/18 (R61 898 million) and total operating costs applied for in this application (R61 201 million, 

excluding depreciation) are misaligned with the approved MYPD3 amounts for 2017/18 

(approximately R48 533 million) without an explanation being provided. 
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During the MYPD3 period, Eskom did not achieve the forecasted sales volumes and allowable 

revenue but has exceeded the allowed expenditure amounts. It is reasonable to expect that for the 

lower than approved sales volumes there should be savings in expenditure as well.   

NERSA should limit increases on the MYPD3 approved manpower costs for 2017/18 to the average 

market wage settlements (i.e. average of 7,7% over the MYPD3 period, and limit increases in the 

other operating expenditure to inflation (i.e. average of 6% over the MYPD3 period, according to the 

application. 

Significant savings appear to be possible here as well and it is recommended that NERSA undertake 

a review accordingly. 

 

16.5 Integrated Demand Management 

The expected savings from the IDM initiatives are estimated to reduce the peak demand by up to 

130MW in 2018/19. The role of IDM is still relevant but considering the excess capacity situation 

that Eskom is facing it may be appropriate to slow down some of the aggressive energy reduction 

initiatives that Eskom had embarked on during the power shortage phase. 

The costs of CFL/LED rollout are from R83m in 2016/18 to R180m in 2017/18 and then to R130m 

in 2018/19 and yet the MW savings are reducing from 152 to 72 and then to 52, respectively over the 

same period. The application does not provide details of this phenomenon. 

The costs of CFL/LED rollout are from R83 million in 2016/18 to R180 million in 2017/18 and then 

to R130 million in 2018/19 and yet the MW savings are reducing from 152 to 72 and then to 52, 

respectively over the same period. The application does not provide details of this phenomenon. 
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Table 35 of the Eskom Revenue Application for 2018/19 shows that the total costs increase from 

R380 million in 2016/17 to R511 million in 2018/19 and yet the MW savings is reduced from 152MW 

to 52MW in the same period. There may be some form of saturation that can be taking place, but the 

cost escalations are not justified. The increase in manpower costs is inflation related but the program 

costs are not. It is recommended that the total costs of IDM be escalated by an inflation related 

increase of 6% per annum from the 2016/17 actuals, though these actuals may be high as this was the 

period of power shortages. The recommended total costs of IDM for 2018/19 should not be more than 

R422 million for the 2018/19 financial year. 

The Revenue application does not provide a cost breakdown for the R193 million required for 

Research and Development but a list of projects/research areas that still require stakeholder 

consultation. The actual costs for 2016/17 could not be obtained from the application. The MYPD3 

approved costs for Research and Development for 2017/18 were R 257 million. It is recommended 

that NERSA must obtain a breakdown of the R&D costs as well as actuals for 2016/17 in order to 

ascertain the utilisation of funds according to the approved projects. 

 

Efficiency of operations 

Review of the generation landscape, reveals that Eskom’s current operating mode may not be optimal.  

For example, under Generation, the application states that some units are shut down or required to 

operate at very low power levels due to overcapacity and that this shutting down and restarting (two-

shifting) adds stress to many of the plants systems.   

 

In addition, the impact of the increasing renewables on the operation also appears to be creating 

operational challenges. However, none of the costs are clearly articulated. 
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The question of the justification of costs of abatement technologies to improve air quality versus the 

timing of decommissioning older plants is not adequately addressed. 

The sustainability of Eskom’s current operating model is outdated given the global trends in 

electricity supply. BUSA supports the EIUG position of the options to be explored such as open 

access to the grid, competitive electricity market, diversified energy mix, etc. BUSA believes that 

capital expenditure that leads to further locks into technology that would not support a more flexible 

approach should not be allowed - at least until a clearer picture of a sustainable end state for Eskom 

is developed and implemented. 

 

18: Economic Landscape Changes 

This chapter of the application addresses the economic landscape and the impact that Eskom’s 

funding requirements may have on South Africa. Accordingly, Chapter 18 should be viewed in the 

context of Eskom’s short, medium and long-term funding requirements as well as available funding 

sources to meet Eskom’s requirements: 

 

• Revenue which, in turn, is a function of tariffs and consumption 

• Debt (either Government guaranteed or on the strength of Eskom’s own balance sheet and 

cash flow projections), which is constrained by credit downgrades 

• Equity or subordinated funding by Government 
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Eskom’s analysis as articulated in Chapter 18 

In Chapter 18 of the application, Eskom quotes key findings from studies performed by Deloitte 

Consulting in assessing “macroeconomic impacts of alternative scenarios to meet Eskom’s five-year 

revenue requirement” – essentially the relative merits of sourcing funding via higher tariffs vs 

Government guaranteed debt based on a fixed funding requirement. As articulated in the analysis, the 

analysis assumes that a 19% tariff increase is required to ensure cost-reflectivity and that anything 

less would result in the debt spiral and, ultimately, further credit downgrades. As such, the analysis 

did not assess Eskom’s funding requirement nor the cost-reflectivity of a 19% tariff increase, but 

merely considered the impact on the economy should the requisite funding be sourced from debt 

markets if tariff increases were lower than 19%. 

Based on these underlying assumptions, the studies conclude that, whilst higher tariffs are expected 

to result in “a slightly negative impact on GDP and employment growth… South Africans are likely 

to end up worse-off in aggregate under the “low-tariff downgrade scenario” because of the 

simultaneous rise in debt and interest rates triggered by a downgrade”. The “low tariff downgrade 

scenario” refers to a scenario where tariff increases are insufficient to fund Eskom’s requirements, 

resulting in exponential growth in Government guaranteed debt. This conclusion is supported by a 

number of fundamentally sound economic theories with which BUSA agrees. In particular: 

• Tariffs need to be cost-reflective in the long run - i.e. “tariffs equal to the long run marginal 

cost of supply” so as to “ensure that resources are allocated efficiently”   

• “The economic harm and distortions that are caused by energy subsidies are wide ranging” 

• “The ongoing deterioration in Eskom’s financial position would have meaningful fiscal 

consequences…significant risk that this would trigger a sub-investment downgrade” 
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• Exponential growth in Government debt increases the probability for further credit 

downgrades, reduce the availability of funding and increase the cost of funding 

 

BUSA’s response to Eskom’s analysis  

Whilst BUSA agrees with the economic theories as set out above, BUSA fundamentally disagrees 

with the basic premise that a 19% tariff increase is required to ensure cost-reflectivity and that 

anything less would result in a debt spiral. In the paragraphs to follow, cost-reflectivity and the debt 

spiral individually are addressed.  

 

The Deloitte study, by Eskom’s own admission, was “hypothetical” and based on an unverified 

funding requirement and an assumption that “19% is what Eskom requires to reach and maintain a 

cost-reflective tariff over the 5-year period from 2017 to 2021”.  

As a theoretical study, which commenced in November 2016 before financial forecasts were 

available, it appears as if Deloitte Consulting did not take into consideration the following: 

• The impact that higher tariffs have on consumption, with higher tariffs perpetuating the 

negative spiral - stagnating economic growth and reducing energy consumption, resulting in 

remaining users having to pay for the installed capacity, thus increasing tariffs (“the death 

spiral”) 

• The necessity for affordable tariffs to stimulate investment in South Africa – ultimately 

resulting in economic growth and job creation 

• The potential to curtail or defer capital expenditure 
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• That credit downgrades were inevitable, irrespective of the funding support that Government 

may offer Eskom 

 

Cost-reflectivity 

As stated in Eskom’s application, a fully cost-reflective tariff was estimated at 83.9c/kWh in 2014/15. 

The reason Eskom now seeks approval for a tariff of 106.9c/kWh appears to be fourfold, none of 

which should be ascribed to a cost-reflectivity: 

• Energy consumption is significantly less than anticipated. As a consequence, capital 

expenditure and fixed operating expenditure are allocated to a smaller than expected user base, 

resulting in a higher unit price. The lower than expected consumption can, in part, be ascribed 

to sharp tariff increases since 2008. With 60% of national electricity being consumed by 

energy intensive mining and manufacturing industries, it is of critical importance that Eskom 

provides predictable and affordable energy. As energy and labour-intensive industries, 

investment decisions are based on long term forecasts of, inter alia, electricity costs. The 

statistics on page 43 of the application are telling, indicating that industrial consumption is 

expected to be 10.8% lower than 2013/14, indicative of South Africa falling short of its 

industrialisation targets. 

• Whilst Eskom’s build programme and renewable projects have added significant incremental 

capacity, Eskom now has significant surplus capacity, anticipated to increase further as Kusile 

and the remaining Medupi units come on line. Since 2008, total nominal capacity has 

increased from c.36GW to c.49GW, primarily as a result of a return to service of various 

generation plants (c.3.5GW), IPPs (5GW) and the commissioning of peaking stations 

(c.3.5GW). Nominal capacity is anticipated to increase to c.58GW once Medupi and Kusile 
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are fully commissioned. In contrast, demand has been flat since 2009 at c.215GWh, resulting 

in significant overcapacity. BUSA does not believe that the cost of surplus and unutilised 

capacity should be included in a “cost-reflective tariff”, acknowledging, however, that some 

surplus is required to ensure security of supply and that provision needs to be made for the 

future decommissioning of older plans 

• As a consequence of the build programme, funding costs have increased dramatically to 

R26bn in FY2017, expected to increase to R36bn in FY2019. Any funding cost ascribed to 

over-capacity should, in BUSA’s view, not be ascribed to a cost-reflective tariff 

• Eskom has several long-term arrangements that result in wasteful expenditure in times of 

oversupply. These include “take-or pay” arrangements with coal producers. The wasteful cost 

of these arrangements, as a result of underutilised capacity, should not be ascribed to a cost-

reflective tariff. 

•  The PPAs with IPPs are a result of a policy decision by the shareholder and the cost is allowed 

to be passed through.  These costs are thus treated differently from other costs which are 

supposed to be prudently incurred.   The relationship between IPP power which is procured 

in the first instance by the shareholder with a guarantee of purchase by Eskom needs to be 

interrogated.   

 

In summary, whilst BUSA fully concurs that tariffs need to be cost-reflective, consumers should not 

pay for surplus capacity and / or wasteful expenditure as a result of surplus capacity. As stated in the 

Deloitte study, “Internationally accepted governance practices must be adhered to, to ensure that 

sound and least-cost investment decisions are made”. Such prudent investment decisions would avoid 
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a situation where tariff increases are required to fund excess capacity, a major contributor to the 

“death spiral” described above. 

 

Debt spiral 

A debt spiral would not arise if tariffs are cost-reflective and if cost structures are managed prudently. 

At times of large scale capital expenditure, debt levels may increase but would be sustainable, as debt 

will be redeemed once the capital expenditure slows down, as long as there is demand for the 

increased capacity. In this regard, the capacity requirement and Eskom’s role in the IRP need to be 

interrogated, so as to ensure that demand and supply are appropriately matched.  

BUSA believes that there are various matters under Eskom’s control that would avoid a debt spiral, 

in particular: 

• Affordable tariffs to stimulate consumption, so as to avoid the “death spiral” 

• Curtailing or deferring capital expenditure, particularly in view of the overcapacity that 

currently exists  

• Austerity measures to manage operating expenditure 

 

The Eskom application in the context of the South African economic landscape 

Although the application does not set out a clearly defined source and application of funds, it appears 

as if the basic assumption is that R219 billion of revenue plus R60 billion of incremental debt would 

be sufficient to fund:  
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• Operating cash expenditure of R165 billion;  

• Capital expenditure of R77 billion; and  

• Interest of R36 billion.  

 

In line with BUSA’s assessment of Eskom’s analysis of the economic landscape as set out in 

paragraph 3 above, BUSA is concerned about the following: 

• The R219 billion of revenue is based on the 19.9% tariff increase. This, in turn, is likely to 

constrain consumption, not only in the current year but, more importantly, in the long run.  

• The need for capital expenditure of R77 billion, significantly more than the R58 billion in 

FY2017, particularly in view of the escalating overcapacity. Projected capital expenditure 

incudes R46 billion in respect of generation, of which R20 billion relates to Medupi and 

Kusile. It is unclear what the balance relates to, but appears to include investment in new 

generation technologies. In order to manage Eskom’s funding requirements prudently, it is of 

critical importance that Eskom does not invest, at this stage, in projects that would merely 

increase the overcapacity. 

• Wasteful operating expenditure as a result of the underutilisation of installed capacity  

• The increased debt levels, resulting in interest increasing from R26 billion in FY 2017 to R36 

billion in FY 2019.  

Tariff increases aside (which, based on the aforementioned, would result in a “death spiral”), the only 

basis on which debt levels could be managed prudently, is to:  



 
 

 

Page 45 of 57 
 
 

 

• Reduce capex meaningfully and to place austerity measures in place to minimise operational 

expenditure. All things being equal, the required tariff increase would reduce from 19.9% to 

5.4% (to fund the FY2018/2019 requirement), if expenditure is reduced by R25bn;  

 

Conclusions on chapter 18 

Whilst BUSA agrees with the underlying theories supporting Eskom’s conclusion, BUSA believes 

that the underlying premise that a 19.9% tariff increase is required for the average tariff to be cost-

reflective is fundamentally flawed. On the contrary, BUSA believes that tariff increases in excess of 

inflation would constrain investment in South Africa, resulting in increased overcapacity, being the 

primary obstacle to achieving cost-reflectivity.  

Recognising that tariff increases in line with inflation may result in a funding shortfall in the short 

term (as capital expenditure escalates), curtailing or deferring capital expenditure and implementing 

austerity measures to manage operating expenditure are required. While it is recognised that, as a last 

resort, equity or subordinated funding from Government could bridge the gap until such time as 

increased consumption fills the overcapacity, BUSA believes that no such intervention should be 

considered until the business model under which Eskom operates has been reviewed. 

 

Impact on BUSA Members 

BUSA supports the submissions made by its members that reveal the significant negative economic 

impacts at sectoral level.  The significant negative (in some cases disastrous) impacts on the primary 

and secondary sectors of the economy, is clear from these submissions and have to be taken into 

account when considering this application.  There is no doubt that imposition of the proposed tariff 
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increase will result in significant grid defections, which will further exacerbate the “death spiral”.  It 

is also important to take into account the potential impact of grid defections as a result of the 

imposition of an unaffordable tariff increase on residential sectors that rely on cross subsidisation 

from the affected economic sectors. 

The inflationary impact of such an increase and the consequential impact on society is significant. 

 

Conclusions 

In conclusion, BUSA believes that the proposed increase is not justifiable on a number of grounds, 

which include: 

• Longer-term impact on the financial stability of Eskom  

• Immediate negative impact on the economy 

• A business as usual approach is untenable and does not include any proposals as to how the 

pressure on the fiscus and on the individual consumer could be mitigated 

• Failure to consider aggressive cost cutting measures 

• Ongoing poor governance and corruption. 

 

The business as usual scenario of Eskom continuing to seek above inflation tariff increases to ensure 

higher revenues, without addressing the appropriateness of the business model is not sustainable and 

any approval of a tariff increase that will exacerbate this situation cannot be supported. 

BUSA believes that NERSA has the responsibility to ensure that any licensee must operate in a 

manner that is free from corruption and in in line with sound principles of good governance.   Costs 

which are incurred in a corrupt manner cannot be accepted as prudent. 
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If, however a decision were to be taken to approve an increase in response to this application, NERSA 

should obtain at least sufficient additional information from Eskom to ensure that appropriate 

conditions for a conditional approval can be formulated to ensure that serious attention is given to 

addressing poor governance and corruption.  This information should include: 

• Potential to curtail capital expenditure in the light of increasing oversupply 

• Concrete actions to curb corruption 

• Motivation for the sales volume assumptions given the higher than anticipated GDP growth 

projections used in the application 

• Demonstration that the business as usual approach will not further exacerbate the “death 

spiral”. 

In addition, analysis of the application reveals elements of the total allowable revenue which are not 

adequately explained and others where the proposed increases are not appropriately justified. 

A summary of the elements for which justification is provided and the adjustments that should be 

made are presented in table 7 below 

 

Table 7: Summary of the Total Allowable Revenue emanating from the adjustments and exclusion of 

various cost elements 

 

Allowable Revenue (R’ 

millions)  
AR  Formula  Application 

2018/19  
Recommended 

for 2018/19  

Regulated Asset Base  RAB    763 589  763 589  

WACC  ROA  X  2,97%  2,5%  

Returns      22 690  19 090  

Expenditure  E  +  62 221  55 768  

Primary Energy  PE  +  59 340  94 059  
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Depreciation  D  +  29 140  29 140  

Integrated Demand 

Management (IDM)  
I  +  511  422  

Research and Development  R&D  +  193  193  

Total Allowable Revenue  TAR    219 514  198 763  

 

The adjustments presented in table 7 above, result in a revised total revenue amount for 2018/19 of  

R 198 763 million.  This translates to a standard tariff adjustment of 7.78%.  See table 8. 

Table 8: Impact of adjustments on standard tariff price adjustment. 

Standard Tariff price 

impact  

Unit  MYPD3 

 Decisio

n 2017/18  

Application 

2018/19  

Recommended 

2018/19  

Standard tariff revenue  R’m  198 954  206 205  198 763  

Standard tariff sales 

volumes  

GWh  223 217  192 953  192 953  

Standard tariff price   c/kWh  89.13  106.87  96.01  

Standard tariff price 

adjustment  

%  2.2%  19.9%  7.78%  

 

This result still includes elements like the regulated asset base, WACC, return on assets and 

depreciation that requires further scrutiny by the Regulator.   In addition, as reflected in the analysis 

above there are other elements of the application for which insufficient information was provided to 

allow a comprehensive analysis and which require closer scrutiny. These are summarised in table 9. 

 

Table 9:  Summary of issues that require further clarification or information 

• Allowable revenue • Comment 
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• Sales forecasts and demand • No details provided for the build up 

of sales volumes 

• Arrears debt • More rigorous efforts to address the 

current unacceptable status of debt arrears 

should be made 

• Regulated Asset Base  • Impact of delays not taken into 

account 

• WACC  • No plausible explanation of why 

2.97% is required 

• Returns  • Review return on the basis of review 

• Interest payments • Forecasted interest payments not 

explained 

• IPP’s • Contradiction between amounts for 

total IPP generation in tables 24 and 29 

• Research and development • List of projects not yet consulted on 

as required.  Consultation may result in 

lower amounts. 

• Operating costs • The increase of these costs over the 

amounts approved for MYPD3 projections 

for 2017/18 

 

It is likely that more rigorous scrutiny of the elements in table 9 will also result in reductions in the 

total allowable revenue amount.  

In addition to the operating elements in table 9, the proposed capital expenditure amount of R77 

billion requires scrutiny.  BUSA is unable to adequately interrogate the proposed amount of R77 

billion for capital expenditure which represents a 32.7% increase on last year’s projection as there is 

insufficient details to assess whether the expenditure is in fact prudent.  Increased capital spending in 

a time of oversupply is particularly concerning. 

It is recommended that NERSA review all of these elements with a view to considering whether they 

should be allowed or not, taking into account this comprehensive analysis in conjunction with the 
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obvious negative impact on the economy. As reflected in the analysis above there are a number of 

reductions in the amount of allowable revenue that if enforced would result in a tariff increase no 

higher than the CPI (6%). 

In respect of the longer-term issues, BUSA urges NERSA and Eskom to accept that the financial risk 

that Eskom poses to the fiscus requires urgent intervention should be addressed prior to any future 

application for tariff increases being considered.  Issue that should receive attention are: 

• Support for short term efforts to increase demand within an agreed policy framework 

• Review of the current cross subsidy arrangements which compromise the cost reflectivity of 

tariffs 

• The three outstanding RCA applications should be waived 

• Increases for the next three – five years should be limited to CPI 

• Prudency in expenditure including the elimination of corruption must be stringently enforced 

• An aggressive cost cutting exercise must be implemented and reported on at the end of the 

period of this application 
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ANNEXURE 1 

 

PRUDENCY IN INCURRING EXPENDITURE BY ESKOM 

SUBMISSION BY BUSINESS UNITY SOUTH AFRICA 

TO NERSA 

FEBRUARY 2016 

 

BACKGROUND 

During the public hearings on the application for an increase in terms of the regulatory clearing 

account rules, NERSA requested BUSA to provide it with views on what “prudently incurred” might 

mean. 

The presentation below builds on domestic regulation in this regard and an international case study.   

 

PRUDENCY IN SOUTH AFRICAN CONTEXT 

The word ‘prudency’ is not used in the Electricity Regulation Act 4 of 2006 (‘ERA’). The tariff 

principles that NERSA must apply are set out in Section 15 of ERA, and include (in Section 15(1) 

(a)) the following directive: 

a) ‘must enable an efficient licensee to recover the full costs of its licensed activities, including 

a reasonable margin or return;’ 
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In BUSA’s view the requirement for a licensee to be ‘efficient’ if it is to be allowed to recover the 

full costs of its activities, any expenditure claimed must be prudently incurred.  This is reflected in 

the Multi-Year Price Determination Methodology 1st Edition (‘MYPD’) as set out below: 

• ‘14.1.2 Allowing the pass-through of prudently incurred primary energy costs as per Section 8 

of the Methodology.’ 

  

• ‘14.1.4 Adjusting for prudently incurred under-expenditure on controllable operating costs as 

may be determined by the Energy Regulator.’ 

The methodology needs to be read within the scope of NERSA’s powers of regulation which can be 

summarized as a mixture of ‘Rate of Return’ and ‘Performance Based’ (specifically ‘Revenue Cap’) 

regulation. Overall the overarching goal of the methodology is to reduce the power of natural 

monopolies to restrain output, raise prices, and realise excessive profits. NERSA’s goal is therefore 

at all times to aim for cost minimisation. 

 

Prudently incurred therefore means expenditure that is: 

• efficiently incurred; and 

• appropriate; and 

• useful; and 

• necessary; and 
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• reasonable; and 

which allow Eskom to provide an adequate level of service to its customers. 

 

CANADIAN CASE STUDY 

It is fortuitous that the same issue of prudency has recently been decided by the Supreme Court of 

Canada. In the recently (December 2015) released decision on utility regulation in the Ontario Energy 

Board v. Ontario Power Generation Inc. case, the Supreme Court reviewed the Ontario Energy Board 

(“OEB” or the “Board”)’s decision to disallow $145 million in costs applied for by Ontario Power 

Generation (“OPG”) in its 2011-2012 rates application.  

Some of the key elements which affected the Prudence discussion in this case are noted below:  

1. That there really was no difference between prudent and reasonable: In the context of utilities 

regulation, one cannot find any difference between the ordinary meaning of a “prudent” cost and a 

cost that could be said to be reasonable. It would not be imprudent to incur a reasonable cost, nor 

would it be prudent to incur an unreasonable cost. 

 

2. That there is a need to differentiate between committed costs and forecast costs: 

The Court in the OPG case made a distinction between forecast costs and committed costs as follows: 

• Forecast costs are costs which the utility has not yet paid, and over which the utility still retains 

discretion as to whether the disbursement will be made…. [C]ommitted costs are those 

[which] the utility has already spent … [or has] entered into a binding commitment or [is] 
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subject to other legal obligations that leave it with no discretion as to whether to make the 

payment in the future. 

• The disallowance of committed costs is particularly problematic for a regulated utility because 

“the utility and its shareholders will have no choice but to bear the burden of those costs 

themselves.” In the long run, disallowance may also not be in the interests of consumers since 

“[d]isallowing recovery of the cost of failed investments that appeared reasonable at the time, 

for example, may imperil the financial health of utilities, and may chill the incentive to make 

such investments in the first place. This effect may then have negative implications for 

consumers, whose long-run interests will be best served by a dynamically efficient and viable 

electricity industry.”  

• The disallowance of forecast costs is far less problematic since such a case “presents a utility 

with a choice: it may change its plans and avoid the disallowed costs, or it may incur the costs 

regardless of the disallowance with the knowledge that the costs will ultimately be borne by 

the utility’s shareholders rather than its ratepayers.” 

• The problem of committed costs has led utilities and some legislators, regulators and courts 

to develop a prudent investor test, based on conditions as they stood at the time the investment 

was made (or costs incurred) as part of a methodology for establishing just and reasonable 

rates.  

• A specific formulation of the “prudent investment test framework” is as follows: 

▪ Decisions made by the utility’s management should generally be presumed to be prudent 

unless challenged on reasonable grounds. 

▪ To be prudent, a decision must have been reasonable under the circumstances that were known 

or ought to have been known to the utility at the time the decision was made. 
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▪ Hindsight should not be used in determining prudence, although consideration of the outcome 

of the decision may legitimately be used to overcome the presumption of prudence. 

▪ Prudence must be determined in a retrospective factual inquiry, in that the evidence must be 

concerned with the time the decision was made and must be based on facts about the elements 

that could or did enter into the decision at the time. 

 

PRUDENCY TESTS APPLIED TO ESKOM 

Applying tests for prudence in ESKOM’s case hinge not only on the spiraling costs of Medupi and 

Kusile, but also on the impact their delays are having on access to energy and the future price path. 

The same can be said for the issue of deferred maintenance since a case can be made that it represents 

capital destruction.  

 

The regulator should execute judgement in such a manner that ensures the regulated entity remains 

accountable for those spheres of costs under its control, and suffers the consequence of poor decision 

making or execution of duties and benefits from performance falling short of pre-determined 

benchmarks. This would include poor resource planning, poor operating practices, poor maintenance 

(planning and execution), poor project management and its consequences. 

 

Examples of the consequence of using this definition are: 

• The increase in diesel usage related to excess use of gas turbines because of poor coal 

plant availability would not be allowed. 
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• The increase in cost of running the gas turbines for the planned load factors because of 

diesel price increases would be allowed. 

• The increase in coal and personnel costs are more difficult questions and: 

▪ Increasing coal costs, which can be attributed to bringing in junior miners without 

going to open tender, should be interrogated as should the Increase in Eskom’s 

staff complement in the face of falling sales (2008 to 2014).  All companies 

operating in the open market are forced to trim costs by whatever means (even to 

the extent of retrenching staff) to stay in business.  The same logic should apply to 

Eskom even though regulated. 

• When ESKOM acts in executing Government (its shareholder’s) policy, the question is 

whether the consumer or shareholder should bear the costs? 

 

It is clear that Operating costs are different from Capital costs, and that there is little danger in this 

case that a disallowance of operating costs will have a chilling effect on the utility’s willingness to 

incur operating costs in the future, because costs of the type disallowed here are an inescapable 

element of operating a utility.  

 

It is true that a negative decision from the Regulator in this case may have the effect of making the 

utility more hesitant about committing to relatively high operating costs in the future. Prudence in 

operating costs implies that the utility took all reasonable actions to avoid incurring unforeseen costs 

and that if the costs were deemed reasonable by the Board to be incurred, that they were the least cost 

option that addressed the unforeseen circumstance and in the interests of the consumer. 



 
 

 

Page 57 of 57 
 
 

 

CONCLUSION 

BUSA trusts that this contribution to the question of prudence will be helpful in the meantime but 

believes, as stated in the submission that it may be time to review the question of prudence and how 

it is determined more comprehensively in the future. BUSA remains willing to support NERSA in 

this work in whatever way may be useful. 

 

 

 

 

 

 

 

 

 

 

 

 


