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Eskomb6bs RCA application & Eskom

the Electricity Regulation Act

Legal Basis of the MYPD methodology

The legal basis for the MYPD Methodology is provided in the Electricity Regulation Act (ERA), 2006 (Act
No. 4 of 2006). The Methodology is subordinate to the requirements of ERA and the Electricity Pricing
Policy. The requirements from these two documents will at all times supersede those of the Methodology.

Secton4 (a) (ii) of the Act states that o6the Regul at
and (2) of the Act prescribes the following tariff principles:

(1) A license condition determined under section 14 relating to setting or approval of prices, charges and

tariffs and the regulation of revenues i
a) Must enable an efficient licensee to recover the full cost of its licensed activities, including a

reasonable margin or return;
b) Must provide for or prescribe incentives for the continued improvement of the technical and

economic efficiency with which the services are to be provided;
c) Must give end users proper information regarding the costs that their consumption imposes on the

|l icenseeds business;
d) Must avoid undue discrimination between customer categories; and may permit the cross subsidy

of tariffs to certain classes of customers.

(2) A licensee may not charge a customer any other tariff and make use of provisions in agreements other
than that determined or approved by the Regulator as part of its licensing conditions.

o

Eskom has made this Regulatory Clearing Account (RCA) application to recover

efficient costs in accordance with the ERA and MYPD Methodology



NERSAOs prud

e .
Eskomds RCA a ' | ® Eskom

(section 3.5 of the RCA application)

Extracts from NERSAOGs Prudency Guideline

2.4. The Guidelines will formalise the use of a uniform approach and assist licensees
in knowing (in advance) the basis on which the assessment is to be conducted.
They will also inform the licensees of the specific areas or information that the

Energy Regulator will focus on when assessing prudency matters.
Page 5

2.5. The existence of the Guidelines is expected to improve regulatory certainty in the
long term and provide a transparent framework by ascertaining whether costs

were or will be incurred prudently.
Page 5

5214 The MYPD Methodology requires the Energy Regulator to
review the efficiency of all contracts, such as those between
Eskom and the Independent Power Producers (IPPs), before
the conclusion of such contracts, to ensure prudency. It also
requires that there be fair risk allocation between the IPP and

Fskom, as the buyer. The administrative costs of the Power

Page 8




NERSAOS pru
Eskomdos RCA

(section 3.5 of the RCA application)

dency gui del
applicati onflQIEEY

Extracts from NERSAOGs Prudency Guideline

6.1.1.2. Whether a cost is prudently incurred depends on how the
decision to incur the cost was made, not only the outcome of the

decision.

6.1.1.3. In assessing prudency, the following will be considered:
b) expenditures that meet a standard of care which a
| reasonable person would be expected to exercise under the
same circumstances encountered by licensee at the time the

decision had to be made; and Page 12 & 13

8.3. Inassessing prudency, it is also necessary to make a distinction between forecast

and committed costs, as explained below:

b) Committed costs are costs that the utility has already spent or has entered
into a binding commitment to pay or is 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. Page 17
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(section 3.5 of the RCA application)
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Extracts from NERSAOGs Prudency Guideline

8.6. In using the Guidelines for Prudency Assessment, it should be emphasised that
hindsight provides perfect insight, which was not available or could not
reasonably have been known to those making the decisions. Therefore, it cannot
be used to assess the decisions made. The assessment of decisions made must
be done by first establishing what was known at the time, as well as what

influences were at play at the time the decision was made.

Page 18

Eskom has applied the principles of

application




Eskom fully supports NERSA decision with

addressing matters related to governance ® Eskom
failures

A On 7 March 2019, the NERSA Media statement as confirmed by the NERSA Chairman
at the media briefing was as follows with reference to previous revenue decisions:

AnThe Energy Regul ator also considered th
governance failures occurred in Eskom, however, at the time of the above decisions

and although some of the adjustments were effected, the extent of the governance
failures or amounts associated therewith had not been fully quantified. The Energy
Regulator may initiate its own investigation into the governance failures in Eskom

and may effect adjustments to Eskomds r e
its investigation and/or those undertaken by bodies or entities, including, but not

limited to, Eskom, National Treasury, the Special Investigating Unit, the South

African Directorate for Priority Crime Investigation (Hawks), the Parliament of the
Republic of South Africa or any Commission of Enquiry as and when they are

concluded or a conclusive outcome is reached and the costs associated therewith
have been quantified. O

A Eskom is on record in support of this approach as clarified during previous submissions

A As an example, the recovery from Mc Kinsey has already been included in the RCA
balance determination related to the FY 2018

Eskom is committed to complying with the approach decided by NERSA

with regards to amounts associated with governance failures




The Regulatory Clearing Account (RCA) is the ® €skom

regulatory mechanism for risk management

RCA is a risk management mechanism to deal with variances between what was determined by
NERSA for purposes of its revenue determination, and what actually materialised ( per Es k C
audited financial statements) - a backward looking reconciliation

Landscape for RCA application:

Focus of this consultation is FY 2019 RCA application. Variousf or war d | ooking <cl arji
operations are of interest. However, ample other opportunities are available for addressing these

1. The submissionis based on the MYPD Methodology, published by NERSA during October 2016

2. ltis further influenced by the decision and reasons for decision for MYPD 3 RCA for FY 2014
published in March 2016

3. Thereasons for decision for MYPD 3 RCA FY 2015, 2016 and 2017 are being reviewed by the
Eskom Board in a High Court application

4. Due to uncertainty in the environment at that time, NERSA approved a single year application for
2018/19

5. The Energy Regulator decision for FY 2019 was an average nominal increase of 5.23%

6. The Eskom Board initiated a process of reviewing the NERSA decision for 2019 through an
application lodged at the High Court. The matter has been heard and a judgement is reserved.

7. Once this RCA balance for FY 2019 determination has been made by NERSA, by 24 March 2020 in
terms of the requirements of the ERA, a subsequent liquidation decision will be made

8. The liquidation decision will inform on the extent and timing of the price adjustment




Key RCA related Changes in MYPD

methodology

® Eskom

The methodology as released in October 2016 now allows operating costs to be re-
measurable and the calculation for RAB and return has changed

Return

Operating costs

X

MYPD 3 MYPD 4
methodology methodology
Revenue due to sales J J
volume changes
Primary energy costs / J
Regulated Asset Base and Previously /
was CECA




RCA application FY 2019 ® €skom
(Section 2.2 of RCA application)
Decision Actuals : RCA RCA

RO A FY2019 | Fy2019 | VaMaNC® | . iiustments| EY 2019
Total Revenue Rm 190 341 179 89] 10 45¢ (5006) 5 45(
Primary Energy , Rm 86 094 99 48¢ 13 39 3 397 16 78¢
Coal 39 171 49 903 10 72¢ 1 68¢ 12 41¢
Open Cycle Gas Turbines (OCGTSs) 345 3 76§ 3423 - 3422
Other 782 - (782 - (782)
Other primary energy 7 595 9 32( 1725 - 172¢%
Independent Power Producers 26 59¢ 24 952 (1 644 1 369 (275)
International Purchases 3216 3 74Q 524 - 524
Environmental levy 8 093 7 805 (288 - (288)
Deman&esponse Instantaneous 110 - (110 110 -
Deman&esponse Supplementary 162 - (162 162 -
Deman&esponse Programmedministration 18 - (18) 62 44
Other costs 104 254 106 87 2617 2221 4 83€
Depreciation 24 903 26 427 1 524 - 1524
Return on Assets (ROA) 28 117 28 107 (10) - (20)
Research & Development (R&D) 112 90 (22) (22)
Demand Side Management (EEEDSM) - 29 29 (2) 27
Operating costs 51 127 52 21¢ 1 096 2 223 331¢
Service Quality Incentives (SQI) - 166 166 - 166
FY 2019 RCA Balance Application 27 24(
Nuclear decommissioning from RCA FY 83
2013/14 decision phased in over 10 year

Total RCA balance 27 32:




Clarification of RCA adjustments

Revenue - (R5 006m)

Adjustments made to the revenue reflected in the
AFS relate to ensuring that all billed revenue is
included by adjusting for non-electricity revenue,
demand response revenue as well as excluding
any load shedding volume in the variances

Coal — R1 689m

Adjustments from AFS related to application of
NERSAOGSs

Other — R782m

AOthero in the primary
mismatch between the NERSA revenue decision
and the primary energy decision

Demand response — R334m

Adjustmentr el ated to t he
MYPD methodology i i.e. the variances for
instantaneous and supplementary is not a pass-
through since Eskom achieved more MW and
GWh compared to the decision

app

MYPD met hodol ogy

€

nergy
EEDSM — (R2m)

® Eskom

IPPs — R1 369m

Adjustment related to recognition of capacity
payments for the Department of Energy IPP Open
Cycle Gas Turbine (OCGT) plants as well as
reversal of provisions

H Operation costs — R2 223m

Adjustments are mainly as a result of other
income (adjustment related to McKinsey refund
already included in a previous RCA balance
decision) and arrear debt (adjustment related to a
cap on arrear debt in the revenue decision)

section i1l lustrates

Adjustmentr el ated to t he
MYPD methodology i i.e. the variance for
programme costs is not a pass-through since

appl

| EsRomiaahiavedonfore M\ Bofhpaded to the

decision

10



® Eskom

Eskom Regulatory Clearing Account (RCA)
FY 2019

Open Cycle Gas Turbine Revenue




OCGTs 1 Eskom and IPP 1 Legislation

(Section 16 of Eskom RCA Application) & Eskom

In accordance with the MYPD Methodology, the gas turbine usage should be allowed

as it was incurred to ensure security or supply and was utilized as a last resort before
the implementation of load shedding.

12.3.1 Gas turbines are provided to operate during peak periods as well as
emergency situations. Subject to the conditions set out in this
Methodology, gas turbine generation cost will be allowed as a full
pass-through cost, but limited to volumes allowed by the Energy
Regulator, except where such use was necessary to ensure
security of supply due to events outside of management control.

12.3.2 Capacity constraints shall be mitigated by gas turbine generation as
a last resort. For avoidance of doubt, gas turbine generation

should be employed before implementation of load shedding
activities.o

12



OCGT and IPPsi NERSA FY 2019 decision ® Eskom

NERSA' s assumpt i « Whyadifferent approach should have been adopted by NERSA
revenue decision

1. Inits decision, NERSA 1. Based on the previous year 6s pe.l
assumed t hat Es k oapgied foC2CIGWh (1%) load factor.
utilization for the financial year
would be 105GWh (0.5% load 2. NERSA allowed a 1% load factor for the IPP OCGTs but only

factor) 0.5% for the Eskom OCGTs. This is in contravention of an
underlying principle of the System Dispatch Rules that would
2. NERSA assumed that the IPP require IPP and Eskom OCGTs to be dispatched equally, taking
OCGT utilization for the the relevant constraints into account.
financial year would be SDRAL. 4 Objectives (c) states, 0c¢
88GWh (1% load factor) treat ment of all generator oper

3. An allowance of 105GWh (0.5% LF) for the financial year equates
to just over 2 000MWh per week. The installed capacity of
ESKOM OCGTs and GTs is 2 409MW, which means that each
unit could only be run for less than 1 hour per week.

13



OCGT RCA Variances for Eskom and IPPs

OCGTs are utilised as a key option to avoid further load shedding

3.768

Nersa Variance

decision

Actual

4.291

Nersa Variance

decision

Actual

Variance

Nersa
decision

Actual

Eskom RCA Variance

IPP RCA Variance

Total OCGT RCA Variance

A Higher usage was essential
to avoid, and in some cases
limit load shedding in the
second half of the year which
was primarily as a result of
the lower plant availability

A Payment to Peakers is split

between capacity payments and

energy payments and is fully
dispatched by Eskom

A The average rate paid was
lower than anticipated in the FY
2019 decision due to higher
utilization 6.3% for the period)
relative to the assumed 1%

Eskombés OCGTs an
produced 1 202GWh which
equates to a load factor of 5.7%

IPP OCGTs produced 552GWh
or a load factor of 6.3%

This illustrates that Eskom and
IPP OCGTs were dispatched in
accordance with the SDR

principle of equality 12



The Power System is managed in real-time
based on a generation and demand-side
resource dispatch merit order

MCR, all units to maximum continuous rated output

Emergency Level 1, some units exceed MCR for short
duration

Virtual Power Station, customers paid to reduce * 2 hours

2 hours

Request mutual assistance from other power Fuel
companies dependent

Fuel
MW dependent

Fuel
dependent

DWS
dependent

Dispatch Open Cycle Gas Turbines (diesel)

Dispatch Gas Turbines 342 MW

The merit
order varies
depending on
magnitude and
anticipated Declare SAPP emergency

duration of the
emergency Load curtailment (NRS048-9) Varies

Use emergency hydro generation hours 600 MW

Interruptible Load Shedding contracts 2 hours

Load shedding (NRS048-9) Rotational
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Note: Load Reduction includes Load Shedding and Curtailment.



Unplanned Automatic Grid Separations trend ® E€skom

Cummulative UAGS Trips per month FY17 to FY19

600

500

e

wy
£ 300 :
(= /
200 Zaad
100 P
0
Apr May Jun Jul Sep Sep Oct Nov Dec Jan Feb Mar
=—4— Cummulative UAGS Trips FY2017 141 76 103 135 171 215 259 200 336 377 404 444
—fll— Cummulative UAGS Trips FY2018 32 60 87 110 145 162 192 223 257 286 315 333
Cummulative UAGS Trips FY2019 24 54 81 127 162 220 265 302 360 417 471 517




Start-up fuel-oil variances contribute R1 619m ® €eskom

(coal fired start-up) to the RCA balance

A Heavy fuel oil is used to:

A Start up and shut down a coal fired power station and

A Stabilises the boiler flame on occasion e.g. when operating at low load
A Number of starts is driven by:

A The number of outages (planned and unplanned) and

A Number of trips at the units of a station

A Number of unplanned outages and trips (640 vs 414 in FY18), leading to increased use of fuel oil.

o

Price of fuel oil is mainly driven by the US dollar price of fuel oil - beyond the control of Eskom

A Price of oil and exchange rate are volatile and difficult to predict

Application Nersa Decision Actuals Variance

FY 2019 Adjustment  FY 2019 FY 2019
Gas and Oil (coal fired star 2 40t (283 212z 3741 161¢
FY2019 Decision litres Dszzign Actual litres Actual R/litre RCAR'm

Startup gas and oil 325702 1¢€ 6,51 442 378 54 8,45 161¢




UAGS Trips per station FY 2019

10
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® Eskom

I Kriel

B Majuba
Medupi

B Tutuka

Feb Mar

19



UAGS Trips per station FY 2019 ® Eskom

57
varch [N
February 6

January

December
November
October

September

August
July
June
M ay
April

20



FY 2019 Performance of Duvha, Kriel, Majuba,

Medupi and Tutuka ® Eskom

90% -

80% -

70% A

60% -

50% -

40% -

30% -

20% A
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0% -
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Lethabo unit 5 was shut down on 10 October
® Eskom

2018 due to a main steam-line rupture

A Repairs to:
A Main steam-line between boiler and turbine

A Consequential damage to steel boiler structures, and electrical and
electronic components such as cabling, instrumentation and lighting

A Currently in the process of commissioning

A Planned to be on-line before morning peak, Monday 17 February 2020

22
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Conclusion on OCGT ® Eskom

A Gas Turbine usage was significantly highert han NERSAOG s
determination

A This higher usage was essential to avoid, and in some cases limit load
shedding in the second half of the year

A This was primarily as a result of the lower Generation plant availability

A Root cause of the reduced availability was capacity and financial
constraints requiring exceptionally high utilisation factors over a
prolonged period (more than a decade), leading to high wear and tear
on systems and components

A Assumptionswer e made in accordance wi
performance. However, due to various risk factors that did materialise
at the same time, the use of OCGTs was higher than assumed

A It was a key option to avoid further load shedding in the 2019 FY

25



® Eskom

Conclusion

Public Hearings
Date: February 2020




Conclusion on Eskom FY 2019 RCA application ® Eskom

Eskombébs RCA appl i BMEPDMetmoddlogy andaNERSA REA FY 2014 reasons
for decision

E s k o mdenue is determined by NERSA through a revenue application process and then the
RCA process which this submission addresses. The RCA is meant to ensure that Eskom can
recover its full efficient costs as the actual realities have occurred differently than assumed
during the revenue decision

Eskomés RCA appia7kOmat i on i s for

None of the financial ratios and free cash flow outcomes determined by NERSA has
materialised

Eskom has not yet recovered revenues, determined by NERSA to be efficient and prudent,
incurred as far back as FY 2015, by FY 2020

In addition, NERSA has decided that this trend would continue for revenues previously
determined to be efficient and prudently incurred during the FY 2017 to only be recovered in the
FY 2023. The methodology does not allow for the time value of money to be included

Inl i ght of NERSAOGs mandate to balance the i mp:
consumers, Eskom proposes that this RCA balance for FY 2019 be recovered as soon as

possible
27






