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EXECUTIVE SUMMARY

This paper provides an overview of the intersecting crises at Eskom and offers an analysis
on the proposed energy reforms.

THE CREATION OF A STATE-OWNED ENTERPRISE AND THE MINERALS-ENERGY
COMPLEX

8E+Cy " zChgé -oweeH indndpelyenetgy pkayitler, is in dire straits. A confluence
of institutional and external factors ha s culminated in a number of extended national
blackouts and an unsustainable debt level of over R460 billion at the end of 2019. In addition,
the global energy market has changed significantly, calling into question the sustainability of

8E+Cy+ E mUoasil-Auél bowered electricity.

THE VARIOUS DIMENSIONS OF ESKOM'S CRISIS

Financial mismanagement and unsustainable debt levels * Prior to 2007 Eskom achieved

significant profits; between 1995 and 2006, its net profit margin averaged 12.2% compared to

the economy-wide average for non-financial corporations of 7.8% in the same period.

KCWJOUI UE" 8E+Cy+E gCgAu OUI g €AE EQUAOiuJ Ei EUA
billion in 2006 to R604 billion, as of its 31 March 2019 financial statements. Thé represents

an estimated 17% of total sovereign debt, 62% of which is guaranteed by the state.

Medupi and Kusile * The much-lauded build programme has been mired in corruption and

mismanagement scandals. As of August 2020, only four units out of the six generating units
are operational at Medupi. The total costs of construction, including interest costs , amounts
to over R200 billion, compared to the projected planned expense of R90 billion in 2009. Both
mega power stations are expected to be completed by 2023 and it is estimated that an
additional R18 billion will be needed to for this .

Coal price * Global coal prices are at record lows, owing to the growing push for less fossil

fuel production, which has deleterious effects on the environment. As global demand for coal

declines, this should reflect as lower tarifs . HCIJU1 UE® 1 UT AhEU Cae B8E=CVy+
eECCcEAyyU ¢geéeU AiI UEA¢U UAUE¢J T CEg éAE i Al EUAEL
undergoing substantial changes that will have ramifications for Eskom.

PROPOSALS TO SAVE ESKOM

Unbundling revisited * In December 2018, President Cyril Ramaphosa appointed an Eskom
AEGAT AAT T Gigd ¢AE=- C¢UAy ¢g¢ AOITEU geU ¢Ci UEAY
operational, structural and financial challenges. By Feb ruary 2019, the task team
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recommended that Eskom be fully unbundled by 2022, mirroring the policy plans suggested
in the 1998 White Paper. A proposed intervention for the medium- to long-term was
establishing an independent transmission and systems operato r (ITSO), initially as an Eskom
subsidiary, and later to become a stand-alone SOE. A roadmapfor restructuring Eskom was
released later that year, in October 2019, and outlines, in greater detail, the planned transition
to an unbundled transmission system; beginning with the appointment of a Chief
Restructuring Officer (CRO) in July 2020.

Energy market reform via unbundling is not a novel phenomenon, and was part of a broader
approach in the 1980s towards greater economic liberalisation. Over 106 countries have
adopted unbundling reforms in their electricity sectors. The first wave of transmission
unbundling began in the 1980s, beginning with Chile (1985), Britain (1990), Norway (1992),
Argentina (1992) and Peru (1992). Material conditions in the global enegy sector has changed
significantly, and generally, higher -income countries have pursued unbundling in the context

of excess generation capacity and stable institutions. South Africa originally proposed
unbundling in its 1998 White Paper on Energy. This wa eventually dropped due to opposition
to privatisation.

In Africa, most of power utilities remain vertically integrated monopolies . However, four
countries (Uganda, Kenya, Zimbabwe and Egypt) have embarked on energy reform over the
past century. Case studies from Kenya and Uganda illustrates that electricity reform requires
committed and stable institutions to effectively carry out the reforms. This includes strong
regulatory institutions that keep private actors and government officials in check. Powe r-
sector reform is a long -term undertaking, and takes years for outcomes to be visible. As in
the case of Kenya and Uganda, it is important for a coherent framework for planning and
implementation, with clear steps and timelines to guide the sequencing of the reform. It is
equally important that the reform approach be responsive to the constantly changing political
and economic context.

However, energy reforms that rely on private sector participation could lead to perverse

outcomes, especially for the most vulnerable households. Despite the overwhelming

narrative that the private sector is more efficient at providing services, there is little  evidence

to support this. These claims must be contextualised within the broader political and

economic structures t hat exist. Energy reforms that have allowed a greater role for private

actors (especially international multi - nationals) has led to higher prices, in particular if the

role and capacity of the energy regulator is weak. z Ch ¢ & ®Ei T A+ E ClUoreAgguUy e g
private investors in renewable energy generation via the Renewable Energy Independent

Power Producer Procurement Programme (REIPPP) remains a contested space in which

beneficiaries of the energy transition maintains influence and access to only a few .

International donor climate finance - A proposed solutonto 8 E+Cy+ E OUI g 1 Ei Ei E
transitions it towards renewable energy provision, is to make a transaction that combines
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raising international donor climate finance to lower its debt, while simult aneously
contributing to a climate change mitigation fund. Members from the Eskom Task Team have
argued that Eskom could raise between R150 billion and R200 billion from climate change
mitigation funding through a special purpose financing vehicle at disco unted interest rates,
in return for Eskom accelerating its shift away from coal -based power generation.

Government Employee Pension Fund surplus - Cosatu has proposed using the Government
Employee Pension Fund (GEPF), with an estimated asset base of R2trillion, to bailout the
unsustainable debt held by Eskom. Specifically, it suggests that the Public Investment
Corporation (PIC) *Jéi 1 yAAAcUE yCAUJ CA 1T UéAGe Ca geU GC
Fund (GEPF)* as well as the Industrial Development Corpo ration (IDC) and the Development

+AA+ Ce zChgeUEA @EiTA “~2+z - g€ gA=U CA ve'vy |

A JUST TRANSITION

A Just Transition* defined as a people-led transition to a zero - carbon economy that creates

jobs and reduces inequality * is possible only through well -co-ordinated government

policies that seeks to structurally transform Eskom and the economy. ¢é U Ul CACyJ:+ E
reliance on less productive industries has perpetuated concentrated ownership and wealth

patterns in sectors such as mining and f ossil fuels production, thus contributing to greater

inequality. The effects of climate change will have particularly harsh impacts on more

vulnerable sections of the population in South Africa, especially in surrounding coal

communities that have experien ced decades of water and air pollution. A Just Transition will

be imperative to diversify the economy to sustainable methods of production, as well as

create employment, alleviate poverty and ensure shared prosperity .



Eskom: The roots of a crisis and avenues forward
Working Paper Series: Number 4

October 2020

EXECULIVE SUMIMAIY ..ottt ceeeee ettt e e e e e e s s eaeeee e e e e s s s st smmmnn bbb e e e e e e e e e e e e s 3...

BIE= o] (SN0 ) o] 1 (=] o £ PSSO 6

List Of ADDreviationS ... e eeenne e nnneen Do

R 111 (0T [ [ 1T 8

2 The creation of a state- owned eNterpriSe .......ccccviiieeeiie et 9
2.1 MineralSENergy COMPIEX.. ..ot 10
2.2 From ESCOM t0 ESKQIML......ccoiiiiiiiiiiiiiieie e 11

3  Policies, planning and decision- making at ESKOM ...............oooiiiiiieeece i, 13.
3.1 The RDP @nd GEAR..........uuiiiie ettt a e e et e e e e e e e aeneea s 13
3.2  The 1998 White Paper 0N ENEIGY.......cociuiiriieeeeiiiiiiiiee e e e e 15
3.3 The Farm INN SUMMILS ...t e e e e e e e e e e 20

4 ¢éU | AEi ChE Oi yUAEiI.CAE..Ce..8E+.Cy+.E. . l.RLEIi E
4.1 Financial MiSManagEemENLt.........uuuiriiiiiiiieiieieieeieee e e e 21
A O o = L= o (o] PR PPRRP 23
43 Bskom's buil d pr ogslamme.... Me.d.u.p.....a.n.m6 K
44 SUmmaryofEkom’' s debt as of..i.t.s...2.019. . f.i2hancial vye
4.5 Corrupion at BKOML........coooii e a e e e 29
4.6 Utility death spiral............cooooiiiiii e 30

5  Transitioning to renewable €nergy .........ooooiiiiiiiiiiccccee e 3l
5.1 Privatising utilities (PPPs and REIPRPRS).........cccovviiiiiiiiiiiieeee, 32

6 UNDbundling reVISITEA ........coiiiiiiiiiei et ceeee e erreee e mmmnn e 34
6.1 What is unbuNdliNg2.......cooiiiiiiiiee e 35
6.2 International experience with unbunN@iy...............cceveeiiiiiiiiiii s 38
LI N (=1 1)Y= DT P PP P PP PPPPPPPPP 38
B.2.2 UGQANTAL. .....ceiieeiiiiii ettt e e e e s 39
6.2.3 Lessons learnfrom unbundling utilities in fica and alternatives to unbundling..40

7  Finding a path to sustainability ..o 42.
7.1 The JUSE TraNSItION. ....cccoiiiiiiiee ettt e e e e e e e e e e e e nnnraeeeeas 42
7.2 Theroleofiher nati onal <climate funds ..i.n.481 1 evi atin
7.3 Lifting R250 billion debt using public pension funds..........ccccccccvinin. 44

S J @ o [ox 1113 o o PRSP L



Eskom: The roots of a crisis and avenues forward
Working Paper Series: Number 4
October 2020

LIST OF ABBREVIATIONS

CDF Capital Development Fund

CRO Chief Restructuring Office

DPE Department of Public Enterprises

DME Department of Minerals and Energy

ECB Electricity Control Board

ESCOM Electricity Supply Commission

ESI Electricity Supply Industry

EPP Electricity Pricing Policy

ERC Electricity Regulatory Commis sion

IPP Independent Power Producer

IRP Integrated Resource Plan

MEC Minerals- Energy Complex

NER National Energy Regulator

NERSA National Energy Regulator of South Africa
SALGA South African Local Government Association
SEB State Energy Board

RED Regional Electricity Distributor

REIPPP Renewable Energy Independent Power Producer Procurement
RDP Reconstruction and Development Policy
VFP Victoria Falls Power Company
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1 INTRODUCTION

8E+Cy" zChge aiftégiatdd, Bater owited dndpalyiehergy provider, is in
dire straits. A confluence of institutional and external factors have culminated in a number
of extended national blackouts and an unsustainable debt level of over R460 billion at the
end of 2019 In addition, the global energy market has changed significantly, calling into
EhUEgi CA géeU EhEgAi AAIT i (1 Gudl pdvesed®IEctiCity.r E EUGT AAT U

Eskom has historically been at the centre of economic development in South Africa. It was
integraltosuppoEgi A¢ géU AOI AATUYyUAg Cae géU 1 CuCAi Au AA(
and political strategies through the provision of low -cost inputs, through the minerals -

energy complex, to the burgeoning mining industry. Post - apartheid, Eskom remains in state

ownership and continues to be central to the development of the economy, providing up to

96% of Soué @Ei 1T A+ E ¢ C dHodevdn, Ais depeddentd on Eskain,; in its current

state, has translated into a crisis resulting in  significant economic costs (up to an average of

R1 billion a day),a consequence of rolling blackouts.

As a result, several plans have been proposed, in addition to a series of bailouts, including

the revival of afailed 1998UAUE¢J EUT gCE EU&CEYy: SsEUEiyY2MMAg - JEi
State of the Nation address called for the restructuring of Eskom into three separate entities

“gUEYUO (hAI AAOGUIAcr " : ¢éiE eECECEAG" @&EUI | CRAEU.
its generation, transmission and distribution components. This restructuring has garnered a

spectrum of responses. This paper explores these proposals, offering insight from the 1998

néei gu sAeUE+E eECeCEAuU i A geéeuU 1 CAgUijg Ce A 1TeéeAAg
not a novel proposition, as over 100 countries have implemented some form of energy utility

unbundling. This paper will also provide examples and lessons from two African countries

that have instituted this reform.

MA AOOi gi CA° geéiE eAcUE Ei ghAgUE 8E-=Cythitisi AEEUA
broader history, by tracing the key events that have shaped the energy state - owned

enterprise (SOE) into what it is today. Using the minerals - energy complex (MEC) as a
®EAYyUNCE+ &«CE hAeAl +i A¢ géU 1T AhREUE Chistogygabd T Ei Ei E
unpacks the policies and key planning decisions made by the ¢ C1 UEAYy UAg AAO B8E-=
yAAACUyUAg: Mg AGEC yAeE Chg 8E=Cy+E TAEEUAg 1Ei
in relation to its business model as well as the effect this has on the sovereign debt. Lessons

are drawn from other countries that have adopted Independent Power Producers (IPPs) and

greater private - sector access in energy generation.

1Styan, B. (2015). Blackout: The Eskom Crisis. Jonathan Ball Publishers.
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2 THE CREATION OF A STATE-OWNED
ENTERPRISE

In 1882, Kimberley- as the largest diamond mining hub in the world - became the first city
in the Southern Hemisphere to power electric street lights. 2 By 1905, several gold mines in
Johannesburg owned their own generators and supplied neighbouring communities with
electricity. As mining industrialisation developed over the next two decades, demand for, and
supply of, electricity increased substantially. By the end of 1910, there were up to 58 private
electricity producers in South Africa , regulated by the Power Act of 1910, which came into
operation three days before the creation of the Union of South Africa. 2

The transition to a consolidated SOE, from an electricity sector in which power generation
consisted of a variety of suppliers was a result of a series of major events. Prior to World
War | (WWI), electricity was supplied by a mixture of municipal and private utilities, governed
by several bylaws.* The first shift in the South African energy sector was prompted by the
end of WWI. A global slump in the gold mining industry in 1912, owing to high inflation and a
fixed global gold price, led to a decline in global electricity demand. The resulting excess
capacity provided an opportunity for South African Railways and Harbours (SAR) ® to shift
away from steam engine technology to electricity - powered engines. ESCOM was thus
created to primarily supply cheap electricity for the railway industry. The SAR wanted a
state- owned electricity supply industry (ESI) because it gave them unlimited access to a
cheap supply of electricity from one centralised source. Both the state and SAR feared that
private companies did not have the capacity to prevent or quell labour action. ¢ Thereafter,
after a series of major wage strikes between 1919 and 1923, aggravated bythe dire economic
situation post-WWI, both the state and SAR were incentivised to create a centralised
electricity provider.

ESCOM was consequently created as a SOE in 1922 and a government appointed electricity
regulator, the Electricity Control Board (EC B),” was established and governed by the newly
established Electricity Act. The ECB regulated and licensed electricity, and ESCOM provided

2 |bid.
3vander Heijen, T.(20 w ~ : L péJ ¢geéeU aicégE WUAg Chg v WeCE&mdudteA gé&U z Ch
School of Development Policy and Practice. Retrieved from: https://www.gtac.gov.za/Publications/160 -

casestudy eskom_300413.pdf

4 Ibid.

5 SAR was created after the amalgamation of the Central South African Railways, the Cape Government
Railways and the Natal Government Railways, after an Act passed by Parliament in 1910.

6 The SAR were notorious for their extreme dislike for labour organising, to the extent that they enacted a Law
that prohibited SAR employees from any protestant action, or face jail -time or a severe fine.

”van der Heijen, T. (2013). Op cit.
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cheap electricity under a single electrification network. ESCOM raised capital by issuing
bonds, and was exempt from corporate income tax as it was a SOE andnot a profit - making
institution. By 193328 ESCOM owned five power stations and increased its supply of national
energy production by 62%. However, about 80% of its sales were distributed by a private
power company, Victoria Falls Power Company (VFP)?

2.1 MINERALS-ENERGY COMPLEX

A strategic coordination between ESCOM, private businesses and industry and the state, laid
the basis for economic development skewed towards servicing the white community in South
Africa and was weighted towards a particular amalgam of business interests. The Minerals -
Energy Complex (MEC}°provides a useful framework for understanding the institutional role
mining and minerals processing played in the development of the South African economy
and the centrality of electricity and ESCOM therein. As Baker explains: *

teu 8- °  _ rdof theBSouth@frigai ddondn®, not only by virtue of its weight in
economic activity but also through its determining role throughout the rest of the economy.
Referring to a system of accumulation dating back to the 1870s, the MEC is central to the

coutEJ+ E éi EgCEil Au OUeUAOUAT U CA 1TeUAe 1 CAu AAO
divisions for cheap electricity. Such a system has in turn served national economic
dependence on core mining and minerals - beneficiation sectors, and the interest s of export-

CEi UAgUO i AOhEgEJ: |

The MEC, therefore, refers to a system of accumulation that emerged as the mining industry,
mining- linked manufacturing , and financial sectors coalesced around a common strategic
goal to exercise significant economic and political power .*?This meant that linkages between
these sectors and the rest of the economy was critical in shaping economic development. It
also conditioned the relationship between private capital and the state, and the
implementation of macroeconomic and industrial p olicy.?* Key activities of the MEC include

8 Clark, N. (1987). z Ch g & REINAND BDPAHPEE EI EUE" 2UAgé + Boumalof Cee UT CACY i
Southern African Studies. Vol.14, No.1, pp. 9922.

9 Ibid.

WE{ AU +: AAO vhEgCyoeUU> »: ~41' " "7 | ¢é&U-Epe@yydomplektdu 81 CACy J
MAOhEgEI Aui EAgi CA:+ -:KhEEg . -C: shiuai EEUEE:

By A+ UEY Z: “s1 107 L vUAUUAI GU-UBABEJI TiChenOlfge A a=BICIUAL BEY ICAL

Review of Political Economy. 42:144, 245261 page 248. Retrieved from:
https://doi.org/10.1080/03056244.2014.953471
2s AEGTI AYUAGAEJ +hOcUg feaeaeilU: ~“s11°”: | AAGIJEIE Ca 8E+Cy:+ E
https://www.parliament.gov.za/storage/app/media/PBO/Analysis_of Eskom_finances Report to SCOA prese
nted 8 March_2017.pdf
BFine, B. and Rustomjee, Z. (1996). Op cit.

10
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coal, gold, diamond and other mining activities; non-metallic mineral products; iron and steel
basic industries; and fertilisers, pesticides, plastics, basic chemicals and petroleum.

The strong economic and institutional relationships between the state, SOEs, and large
private businesses laid the basis for almost all economic activity in South Africa. “8 z - f _+ E
central role in this network was to support the requirements of energy -intensive, heavy
industries, partic ularly mining and minerals processing. This was primarily done by
supporting industrial and big -business ventures by providing electricity at cost (which

ESCOM wasalso legally bound to do under the mandate of the Electricity Act). **

These heavy industrial sectors continue to have influence over the state and the direction of
geu Ul CACyJ A AtachédAnstiiltiohallytdda highly concentrated structure of
corporate capital, state -owned enterprises and other organisations such as the Industrial
Development Corporation (IDC) which have themselves reflected underlying structure and
balanceCae UT CACy i1 AAQ® ecCuigilAa eClUUE!

2.2 FROM ESCOM TO ESKOM

+3 4 wi 8z-f +E 114 _pu pigliAAs eCUUE EgAgi CA &EC
the world, owing mostl y to the exploitation of Black labour and abundant deposits of cheap,

low- grade coal.'” By the end of 1970, 16 new power stations (from initially only owning three)

were built to meet the increase in electricity demand from mining as well as residential

areas, including Hendrina, Komati, Camden and Grootvlei power stations, all of which still

operate today.'® This large growth in capital investment coincided with the global energy

crisis in the early 1970s, precipitated by the wars in Vietham and the Middle East. The

increase in the global oil prices triggered the increased use of coal for power generation (as

an oil substitute), leading to unprecedented growth in the electricity supply (or, reserve

margin?°).

41bid.

51bid.

BEf AU +: ~“sa1at 7 | zgAgU® 201 U0CeyUAg AAO MAUBhAGIgJ  ¢eU
Night-g i yU: + 2EAag ¢gUijg AE 1 AEiE &CE 1 CAgEIi-30h20G7,0a814.C z s 2 1
Retrieved from: https://eprints.soas.ac.uk/5611/1/sanpad.pdf

17van der Heijen, T. (2013). Op cit.

18 Styan, J. (2015). Op cit.

B AEGI Ay UAGAE] +AOcUg feaeiiU: s11°: . AAGJEIE Cae 8E=Cy+E ai
https://www.parliament.gov.za/storage/app/media/PBO/Analysis_of Eskom_finances Report to SCOA prese
nted_8_March_2017.pdf

20 The reserve margin is the difference between the available supply of electricity and the expected peak

demand.
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+J 1"y 8z-f _+E yCACedu ikgEA gehhEE 11BAE UE Qe Cri Gali gLBO
private electricity producer, the Victoria Falls Power Company (VFP). The acquisition of VFP

not only secured ESCOM as a monopoly in the generation market, but across the entire value

chain; ESCOM owned highvoltage transmission lines and most distribution centres. It also

secured long-term contracts with surrounding privately -owned coal mines in Witbank.?

However, around the same time, apartheid sanctions had a dampening effect on the South

African economy. Growth rates fell from 2.9% in 1978, to-2.5% in 1983 and 1% in 198% In

AOOi gi CA° géeU iAeltAgi CA EAgU AiI UEAgUO +w:' 6  eUE
increased three times by an average of 20% between 1976 and 1977 alone, leading to
widespread outrage at the escalating cost of electricity.

The high inflation, coupled with high electricity prices, induced a large political push for a

reformed ESCOM. This pressure culminated in the establishment of a government - appointed

commission of inquiry into the electricity industry in 1983, the De Villiers Commission, to

i AT UEgi ¢cAgU géU éAEyeht UeseeUl gE Ca 8z-f +E yCACs

teu -CyyiEEiCA yAOU EUI UEAG EUICyyUAOAgdCAE EU
financial management. It was recommended that it should be restructured into a two -tier

control structure * a full-time executive management board and an Electricity Council.? The

management board would report to the Council, which comprised of representatives from

major electricity consumers, municipal distributors , and government representatives.

8z-f +E ATTChAgiAg EJEgUy WChuO AGEC 1 U EUeudATl L
practices and its Capital Development Fund was subsequently dissolved in 19842 These

reforms were carried out in full, andto eeh Egé UE EUI EAAO géU T CyeAAJ"
officially changed to Eskom.

téeuU 1T eAAgUE iyeECI UO 8E+Cy+r E & AAAT i AG éUExCEYy AA
later in this paper) but did not temper its monopoly power. This was because the amended

Act specifically exempted Eskom from being licensed by the ECB, thus exempting its prices

from being regulated.

21The largest coal reserves in South Africa were in Witbank.

22 Styan, J. (2015). Op cit.

2 Eberhard, A. (Nd). The political economy of power sector reform in South Africa. Available:
https://www.gsb.uct.ac.za/files/StanfordPSREberhardSep2004final.pdf

24 Despite this, Eskom was still exempt from taxes and dividen ds.

12
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3 POLICIES, PLANNING AND DECISION-
MAKING AT ESKOM

Mg IDAE Ag ¢géiE EgAcU i A BE+Cy+E éiEQCEJ geéeAg
what it is today), due to poor energy planning. The combination of the aggressive build
programme in the early stages of its growth (increasing its supply capacity) and the
sanction-led decline in economy (decreasing demand) from the mid - 1980s, translated into

an electricity sector that went from a forecast shortage to excess capacity in a relatively

short period of time. 2 Both the supply and demand of electricity was affected: to limit the
expected excess capacity, construction of new plants were delayed i n 1985; plans for new
stations were cancelled; and older plants were decommissioned or mothballed. To spur
greater demand, Eskom began extending more low-priced energy contracts to energy -
intensive users such as platinum mines and aluminium smelters. 2¢

By 1991, the political terrain had shifted substantially, with significant implications for

8E+Cy+E G0Al + Cae UAUE¢J T AeATigd 13 110 ¢eéU
the newly - elected government sought to expand access to basic services, includ ing access
gC UGUl gEiTigd: 8E=+Cy+E UijlUEE 1T AeAligd ~AE

electrification program me. However, by 1996, it was forecasted that Eskom would run out of
generating capacity by 2007, if it was to fulfil the increased de mand.

Between this period and the first load - shedding event in 2008 a number of policies and
planning decisions were made that have shaped the contours of the current crisis. This
section will highlight the key policies, processes and decisions that have ¢ ontributed to
8E+Cy+E TCyeauail AgUO eEUOiIT Ay UAg:

3.1 THE RDP AND GEAR

The demacratically- elected government inherited a SOE in 1994 that, as a result of apartheid
and the structure of the MEC, provided cheap electricity predominantly to heavy industry as
well as white residences and businesses. The goal of Eskom, under the democratic
government, was to provide affordable electricity to the rest of the previously -excluded
population. Concurrently, and against the backdrop of global economic liberalisation that
would ultimately undermine this, the Reconstruction and Development Pr ogramme (RDP),

ig

OUET Ei | Uittegrated, dbkferent socio-UT CACYy i 1 e Cuai Fvas emdiged JCE + |

into national policy. Improving access to electricity was emphasised as an important

25 Eberhard, A. (Nd). Op cit.
%6 van der Heijen, T. (2013). Op cit.
27 1bid.
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component of the RDP objectives of eradicating poverty and promoting sustainable economic
and social development.®

The electrification drive was relativel y successful, with the proportion of households with

access to electricity rising from one -third in 1993 to nearly 70% in 2004% Between 1994 and

2001, three million households were electrified. About two -thirds of these connections were

conducted directly by Eskom and the remainder by local municipalities. Tariffs for rural and

low-income residential customers were cross -subsidised from industrial tariffs and

surpluses earned on sales to municipalities. The larger municipalities, in turn, made an

additonai é ECei g @®ECYy EUEUGUi A¢ 8E+Cy+ E UGUTgEiTigd"
rates and to finance other municipal services. However, many of the smaller municipalities

faced debt and non- payment by a substantial proportion of their low -income consumers.*

Despite the policy drive for structural economic changes, electricity provision continued to

fulfil its role in maintaining the architecture of the MEC. Eskom continued to serve the

interests of majority, white -owned businesses, and leading mining companies had access to

cheap electricity. Various multi - national companies within this network maintained special

eEiTiA¢g ACEUUYyUAgE Wige B8E+Cy: +J siwhosegee U 8AUE
members include internationalised resource and mining con glomerates such as BHP Billiton,

Anglo American and Xtrata - consumed around 44% of the electricity sold in South Africa 3! at

heavily discounted electricity prices. While electricity prices were still low for residential

consumers during this period, the | arge- scale electricity distribution programme resulted in

significant increases in energy use.

Concurrently, conservative economic policies came to dominate the policy terrain. The RDP
was replaced by the Growth, Employment and Redistribution (GEAR) policy in 1996. GEAR
was a conservative, macroeconomic policy, in the mould of the Washington Consensus and
structural adjustment programmes, which prioritised a neoliberal approach to economic
development, such as fiscal austerity, financialisation and privatis ation. This approach also
shaped energy policy, which reflected trends in energy policy globally * enforced by
conditions set by international financial institutions like the IMF and the World Bank * that
emphasised market liberalisation and increased comp etition in electricity production.

28 Eberhard, A. (ND). Op cit.

2 yvan der Heijen, T. (2013). Op cit.

30 Eberhard, A. (ND). Op cit.

B+ A+ UE" Z: ~“si118”: sCUUE E&hemydempled fromCdalc@nch teaind fuégh? E yi AUEAGE
https://www.researchgate.net/publication/273446955_Baker L 2012 Power_Shifts_in_South_Africa's_Minerals
-Energy_Complex_From_Coal_Crunch_to Wind_Rush
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3.2 THE 1998 WHITE PAPEBN ENERGY

In the context of GEAR a 1998 White Paper set out proposed changes in electricity policy, as
the prevailing economic policy at the time. The White Paper claimed it would curtail the vast
inequities inherited from the apartheid government through a liberalisation programme that
prioritised attracting private investment into the energy sector. The main argument mirrors
most neoliberal policies at the time: increased competition promotes eff iciency in the context
of market forces leading to the most optimal outcome (lowest price). 32 The model of the
power sector in the White Paper was one of vertical and horizontal unbundling, separating

out the potentially competitive components of the indust EJ ~ ¢ UAUEAgi CA” &ECY
yCACecCud:+ ~"~Ehié& AE gEAAEVYi EEi CA” 1 CyeCAUAgE:

In addition, the Eskom Conversion Bill of 2001 replaced the Eskom Act of 1987 with
subsequent amendments: Eskom was to be converted into a public company in 2002
(corporatisati on), with its share capital held by the state * and was consequently responsible
for paying dividends and taxes. A consequence of the corporatisation of Eskom is that the
capital subsidies for the connection of low -income consumers are no longer funded
internally by Eskom, but derive from fiscal alloca tions to a national electrification fund. The
Eskom Conversion Bill also replaced the two -tier governance structure with a single board.

In May 2001, the Cabinet approved the proposals for the reform of the Electricity Supply

Industry (ESI) suggested in the White Paper. The policy stated its intention to unbundle
transmission and guarantee third - AEgJ AT T UEE"™ EUuG Ag GUAEg
capacity, and introduce competition through a multi - market model, allowing small and large

energy generators.

Major opposition to the White Paper, including from labour unions, was lodged and
alternative models presented to the government, with alternative models for distribution that
would preserve a more prominent role for Eskom as a vertically integrated monopo ly. For
example, Cosatu opposed privatisation * and the liberalisation in general * and argued that
Eskom should remain a vertically -integrated, publicly -owned utility and be strategically
utilised by government to meet development goals in South Africa, i n addition to providing
low- cost electricity services to all, especially lower -income areas.

Unbundling was never fully realised, including becauseofatt AT + Ce e Cui gi 1T Au Wi
use of its monopoly power. The unbundling process which did occur to ok place only at the
accounting/administrative level: independent business units were established as separate

32 |bid.
33 Eberhard, A. (2013). Op cit.
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UAgi gi UE" UAT & Bige geUiE CUA -8fE AAO | CAEOE. A
staff were moved across country to the new business unit s. The Eskom board supported

competition in principle, but resisted any proposals that it should divest more than 30% of its

generation stations and its leaders hip expressed alarm at the extent of the reform

proposals,3 particularly a recommendation to red hT U 8E=-Cy+ E E&AEU Ca gé
market to 30%. It began to lobby government at the highest levels, drawing on its reputation

for delivering low prices, for supporting the ¢ C1 UEAYyUAg+ E v2s ¢CAUE AAO
African renaissance embodied in early versions of the New Partnership for African

Development (NEPAD)*

2UEeéigU 8E+Cy+E iAI Cair UyUAg i A OUIUGCeiAg géeU peé
to push back against the restructuring process. Then Eskom CEO, Thulani Gcabashe, was

reported to h ave said that he did not believe that the radical restructuring and partial sale of

EskCy WAE A ¢ CCO i H3kon has thdlowdsEetetiridi®) pricelin the world, and

an excellent technical performance when benchmarked against the rest of the worl d. We

need clear objectivesas ¢ C 13éJ WU AEU ¢&Ci Ag ¢geéi E EChguUl:

The following sections give more detail on the proposals contained within the 1998 White
Paper,é AEgi T hGAEUJ EUOUILAAg gC gCOAJ+E OUI AgUE

3.2.1 RESTRUCTURE OF THE GENERATION INDUSTRY

Prior to the release of the White Paper, Eskom dominated the ESI, as discussed in Section 1,
supplyingmostCee z Ch g é ®Ei T A+ E UGUT gEiIiTigd ¢cUAUEAgi CA
electricity was generated from coal, with nuclear energy accounting for 6.5%, and hydro and
emergency gas turbines making up the remaining 2.5%.3” Eskom had 24 power stations,
dominated by 10 large coalfired stations * most of the 24 comprised 600MW units and are

situated on coal mines in the north - east of South Africa.

The White Paper projected that growth in electricity demand was to be fully utilised, if not
surpassing supply, by 2007. This was partly because of the effect on capacity caused by the
extensive build and electrification programme after 1994. As seen in Figure 1, in 1985, nominal
generating capacity®® was 37 840MW, while its total net maximum capacity*® was 35 926MW,

¥ZGCIO0 s: "1 7 VUEGERhT ghEi A¢c Z@ingl@vailals=Ei 1 A+ E 8uUl gEi T 1 ¢g.
https://hsf.org.za/publications/focus/focus - 64/PhillipLlyod64.pdf
35 |bid.

36 AllAfrica (2001). Retrieved from: https://allafrica.com/stories/200110010307.html
87 Eberhard, A. (ND). Op cit.
38 Nominal capacity indicates the maximum output of electricity a generator can produce without exceeding

design thermal limits.
3% Net maximum capacity refers to th e electric output an electricity generator can produce under specific
thermal conditions.
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and its peak electricity demand was approximately 24 798 MW, meaning that the reserve
margin“® was 31%. From 1993, the reserve margin declined stadily as demand increased.

FIGURE 1: GROWTH IN MAXIMUM DEMAND AND CAPACITY IN ESKOM
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Source: Eberhard, 2017.

The White Paper argued for greater private - sector investment in the generating sector,

arguing that the only way to increase capacity was through increased competition in the

generation market to meet projected demand by 2007.The government planned to pro vide

customers the option of choosing their preferr UO UAUEc¢J Eh é é dpenthfidihon g C e UE
discriminatory acl UEE ¢gC ¢gé U ¢ E A A'BWYA CE Eihdulade Bpdvate- sbijtdr

e AEg i 1 féategpiathéd! changes in the local electricity generation market can be

summarised as:

1 There would be the entry of multiple players into the generation market, and a
generation company * separated from transmission * would be established. In 2001,
Cabinet approved proposals that Eskom would retain 70% of the existi ng electricity
generation market, with 30% being marked for sale to private investors (including an
initial aim of transferring 10% of this share to black ownership). Given the role that
coal-based generation had on significant pollution emissions, with po tential long -

40 The reserve margin is the difference between expected generation capacity (supply) less expected maximum
peak demand.

“tvan der Heijen, T. (2013). Op cit.

42 |bid.
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term effects on the environment, Independent Power Producers (IPPs) were also
admitted into the generation market for renewable energy .

1 To prevent over-investment in new generation capacity, new investment decisions
would be located within a d etailed integrated resource planning (IRP) process that
would include allsUT g CE E g A+ Ué C i @nslrdthat utilites &oidbCdelayd |
electricity supply investments, or delay decommissioning decisions, when it is
economical to do so, by optimising the utilisation of existing capacity and increasing
the efficiency oe UAUEc¢J Ehéeéeud “ATh®©WhiteCHapeh stated thatA |
responsibility for integrated energy planning should lie with the government, rather
than any sector participant. Thus, Eskom would no longer have the sole authority to
plan for electricity generation * the Department of Minerals and Energy (DME) had
the mandate for policy development, including the IRP process, and overseeing the
restructuring of the electricity sector. In li ne with this proposition, Eskom closed
down its new works department in 2001. It did not, however, close down its planning
department, even though that function was supposed to be taken over by the
government, as stipulated in the White Paper.

In 2003, thegC1 UEAYyUAg 1 UcAA ¢gC EUIiEU igE euAAE ¢gC eE
assets, although restructuring of the sector was still favoured. After its win in the 2004

elections, the ANC stated that it would not sell the core assets of Eskom. Alec Erwin ( Minister

of Public Enterprises at the time) announced that the government had changed its focus from

a competitive wholesale market to ensuring security of supply. It was at this time that the

strategy to introduce new participants into the market was chan ged to specify that only a

maximum 30% of new generation capacity would be supplied by IPPs (without privatisation

of existing Eskom capacity).

3.2.2 RESTRUCTURING OF THE TRANSMISSION INDUSTRY

Eskom owns the national, integrated transmission grid and the 1996 White Paper proposed
that transmission would remain within the ambit of the state, and was to take the form of a
separate independent company. To ensure non-discriminatory and open access to the

transmission lines, this transmission company would be in OUe UAOUAg Ca&e 8E=+CVy+ E
other) generation and retail businesses. Initially this transmission company would be a

subsidiary of Eskom Holdings and would be established as a separate state -owned
transmission company before any new investments were made i n generation capacity.

However, Eskom attempted to delay the separation of transmission services. On occasion, it
argued that placing transmission into a subsidiary company within the Eskom group would

43 Department of Minerals and Energy, 1998.White Paper on the energy policy in the Republic of South Africa.
(page 53).
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JiUaO L Eheaeaeili UAgr hAI hnatdainiodets for didtgbutibmitBatwoddE UE UA g U

preserve a more prominent role for the firm as a vertically integrated monopoly.
3.2.3 RESTRUCTURING DISTRIBUTION NETWORKS

In terms of restructuring distribution functions, the 1998 White Paper proposed that the
sector would move to cost-reflective tariffs with separate, transparent funding for
electrification and other municipal services. More than 400 distributors, mainly municipal
electricity departments, comprising 55% of total distribution (that were not Eskom) suppl ied
electricity to end - users. The primary challenges identified in the distribution sector included:

1 About 40% of all homes in South Africa and about ten thousand schools and clinics
were without ready access to an electricity supply.

1 With more than 400 distributors, the distribution sector was highly fragmented,
resulting in low efficiencies, high costs, wide disparities in tariffs, and poor financial
viability.

1 The distribution industry experienced high levels of non - payment and electricity theft,
resulting in increasing arrears and payment defaults.

1 The electrification programmes of most municipal distributors were limited by
difficulties in accessing affordable finance.

The White Paper sug CEgQUO A E g E A g t@striiciure thednérdy mariet by Girst
reorgAAi Ei A¢ ¢géU Oi.kwds envisaged tBaltheklistiibgtiGrEntustry would be
restructured into five state - owned regional electricity distributors (REDs). Each RED would
Irequire the right balance of below -cost (low-income residential) and above-cost
cCyyUET i Aa AAO i X OisFay with dthet aspeétdJdf thel White Paper, was
considered a controversial proposal by unions and Eskom management. As further
articulated by Eberhard: *°

{The ruling ANC was split on the issue * its leadership asserted the importance of a national
solution to the problems of electricity distribution, but those involved in local government feared
losing their influence. With so many divided loyalties, distrib ution reform did not have a political
champion,Jéi T & EuCWUO OCWUA geéeuU eECIUEE]:

44 Department of Minerals and Energy, 1998.White Paper on the energy policy in the Republic of South Africa.
4 Eberhard, A. (nd), page 7. Op cit.
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3.3 THE FARM INN SUMMITS

In 2001, Eskom began organising a series of meetings with various public and private sector

stakeholders to convey its concerns about the ESI reform prog ramme. Held at Farm Inn near
sEUgCEi A géuU yUUgi AgE TUTAyU +ACWUA AE géuU . EAE
originated at the first Farm Inn Summit in October 2001, and which was signed on 15 March

2002, the DME, the DPE, the South African Local Govenment Association (SALGA), the

National Energy Regulator (NER) and Eskom reached broad consensus on the next steps on

ESI reform.*¢

It was planned that an ESI restructuring committee, chaired by the DPE, would be
established. Eskom would ring -fence its generation stations into clusters , or portfolios , for
internal competition. The agreement further suggested that Eskom Holdings establish

subsidiary companies for Eskom Generation and Eskom Transmission (although this was
later contested by Eskom).

The DPEsubsequently established an ESI restructuring office and detailed studies were
undertaken by government-led, interdepartmental and stakeholder committees, and
external consultants. A follow -up Farm-Inn summit in March 2004, comprising DME, DPE,
SALGA, theNER and Eskom, plus additional government departments (National Treasury, the
Department of Trade and Industry, the Department of Provincial and Local Government, and
the Competition Commission and EDI Holdings), confirmed the reform steps, but agreed to
Ei ¢cAi i 1T AAguJ OUuUAJ gAEcgUg OAgUE: ECE UijAyeuu"
should have been divested in 2003 was shifted to 2006 2007. Although there had been
general briefings to the Parliamentary Portfolio Committees , and workshops were h eld with
industry stakeholders on the proposed market design, few details of the Farm -Inn agreement
and the reform timetable have been made public.

In 2003, the €1 UEAY UAg 1 UcAA ¢gC¢ EUI T EU {gE eGAAE gC @t
assets. This was solidified after its win in the 2004 elections; the ANC stated that it would not

EUGU B8E+Cy+E 1 CEU AEEUGE AAO 8E=Cy WCAGO EUYAIA
this time, because of the policy uncertainty, no additional capacity was being produc ed, the

effects of which would culminate into its first load -shedding by 2008.

46 |bid.
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4 THE VARIOUS DIMENSIONS OF ESKOM'S
CRISIS

8E+Cy+r E ThEEUAg eEUOIiTAyUAg EQgUVE &ECYy A 1 CA=xuf
problems and myopic energy and administrative planning, exacerbated by fluctuations in the

global economy. After a period of excess supply capacity of 13% in the mid 1980s, by 2008 the

reserve margin fell to 6%. This was partly because of delayed initiatives to maintain existing

and bring on line new capacity during periods when it was making its highest profits ,

exacerbated by international environmental pressures, increasing coal costs . By 2008,

Eskom implemented rolling blackouts (load -shedding) throughout the country owing to an

under-supply of electricity.

¢téeuU AUijg EUTgi CAE Niua UijeuaCEU geéeU Oi ®=eUEUAg Al
geu e AAATi Au yi EyAAAcUyUAg Ag 8E+Cy" AAAGWJEI E
programme and its tariff structure.

4.1 FINANCIAL MISMANAGEMENT

Prior to 2007, Eskom achieved significant profits; between 1995 and 2006, its net profit margin
averaged 12.2% compared to the economywide average for non-financial corporations *’ of
7.8% in the same period?® After profits began declining from 2007, its net profit margin
averaged 4% (including losses between 2007 and 2009), compared to nonfinancial
corporations which saw an average profit marg in of 9% over the same period*°

¢celU OUTUiAU (A 8E=Cy+E eECeigAliaigd EikIU s1 1
revenue. Figure 2shows g € Ag 1 UgWUUA s 1 ¢ AAO s11"" B8E=+Cy:+ E
average of 9.7% in real terms (nominal: 16.9%), while profits fell by an annualaverage of 9.6%

in real terms. ® Importantly, the Ei ¢ Ai si T AAg i Al E WaAssidce 0B waignetCy + E  E L
due to increased electricity sales * total electricity sales declined after 2008 in response to

the effects of the global financial crisis, country -wide load-shedding and sustained lower

economic growth.

47 Non-financial corporations are subject to control by government units and whose principal activity is market
oriented production of goods and services.

8Merten, M. (2019) . Dal MaverickAvailsblei n a deep hol e.’
https://www.dailymaverick.co.za/article/20192-13-eskomis-in-a-deep-hole-it-will-take-decadesand

seriousfinancialwizardryto-dig-it-out/#gsc.tab=0

9 AWNAOUEE® @ ~wsi1°~": _8E=-Cy e AAAT i AGE" ERYyYAEJ EUBCEg: r
http://www.eton.io/wp - content/uploads/2017/09/Eton_EskomFinancialsSummaryReport 20170908.pdf
%0 |bid.
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The significant increase in 8 E+ Cy+ E EU1 UARUE Ei AT U 11,1 BAE
GAE¢U i ATEUAEU i A UWUIgEiTigd QAEi ®eaE: E EéeCl/

steadily increases from R44.4 billion to R177.4 billion by 2018. However, this did not translate

into greater electric ity output capacity, which remained steady over the same period.

Between 2008 and 2016, average electricity tariffs increased by 374% (real: 168%) a nominal

annual average increase of 16.8% (real: 10.4%). This reversed the trend of the preceig

decade (19972007) wherein electricity tariffs decreased in real terms. ! In this period,

average electricity tariffs decreased by 21.6% (real: - 62.2%)* an annual average decrease of

2.4% (real:-9.4%). The reasons for the real decrease in average eledricity tariffs prior to

2007/08, and the subsequent sudden increases since, was due to the timing and size of
8E+Cy+E i Al UEgYyUAgE" AE -dditiagimethddologye AA¢ UE ¢gC ¢géeUu ¢

FIGURE 2: ESKOM'S DECLINING PROFITABILITY
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Source: South Africa Parliamentary Budgetary Office, 2018.

tgeChgé EiEiAg¢ eEiTUE &CE UuUTgEiTigd i Al EUAEU
volume terms, its profits have become increasingly unstable. Figure 3 shows the escalation
Ce 8E+Cy+E EUI UAhU A AQ00Ldne 20860 heddigest contribugor) 10 U
8E+Cy+ E Uije UAEUE inte fogMetupilarf Kusil@, alery Gith Bthei operating
expenses, such as expenditure itemssuchas 4 _ AAA¢ UEi Au" ¢ UT & A4whicht AAO f
increased by 140% in the sameperiod. Along with many other irregular expenditures, this
amount can be attributed to consulting fees paid to McKinsey and Trillian (discussed below).

51Mnguni, G., Amra, R., & Mohamed, S. (2018). 'Analysis of Eskom Finance®arliamentary Budgetary Office.
52 Eskom Financial Statements. (2017).Available: eskom.co.za
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téeuU eCaauCli Ag EUTgi CAE Wiau OUuir U yCEU iAgC geuU
including its massive build program me, Kusile and Medupi, the price of coal and corruption.

FIGURE 3: TRAJECTORY OF ESKOM'S REVENUE AND EXPENDITURE BETWEEN 2002 AND 2016
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Source: BusinessTech, 2017.

4.2 COAL SECTOR

+UJ euAJUE i A geu _8- iE zChge ®Ei 1T Awter T CAa i
80%Ceae géU 1T ChAgEJ+ E UDdididrigally,imost £ gBAUVELHAQEI+ E TC
has been controlled by five main private monopolies that have disp roportionately benefitted
from access to cheap electricity from Eskom: Anglo American Corporation, Exxaro, South32
(formerly BHP Billiton), Xstrata and Sasol. While Eskom is their biggest customer for coal
Eheeuad- geéeud 1A ghEA AE UustongrE ircefedricity EFn&ywield 1 i ¢ ¢ U
considerable influence over the utility with regards to setting the terms of coal supply ,** and
also have significant influence over policies governing the electricity generated by coal.

However, the global coal industry is in decline as the world becomes increasingly conscious
of the effects of climate change. There have been significant divestments from coal
companies that were previous beneficiaries of the coal boom. At the same time, major coal
importers like India, P akistan and South Korea * which make up more than 50% of South
®Ei 1T A+ E 1 *CabelalsdJgitteerQrargifioning away from coal or have limited their

B 1 2A1T 0" zZ:° hEgi A° +: ° peofld @ising the voice of civil society in electliciiUE g C ¢ é U
planning-MAgUc¢ EAgUO VUEChET UE su0AA v1 11 [{AehgE AAO OUeAEgy UAg
African Faith Communities Environment Institute for Security Studies, October.

5 Eberhard, A. (201} Op cit.
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growth forecasts. *E CE Uij Ay & % silated éddn@niicheliéy is to reduce its reliance on
coal imports by at least 60% by 2030.

Ideally, as global demand for coal declines, this should translate into lower tariffs, but

Il UT AhEU Cae 8E=+CVy:+ E mneGheé gvardge énbriycddt has ihCteaged Figure
4 shows that the average Eskom price between 2 001 and 2020 increasal significantly while
the unit value of coal exports decline d steadily. This is because, in addition to its debt
servicing costs, Eskom has not adequately contained its coal costs.*” In its 2018/9 tariff
application to NERSA, it anticipated that its total coal costs, including handling, would

increase by 9%, which isabout 3% above irflation forecasts . Added to this, there are a number
of irregular coal contracts that have contributed to its overall coal costs. For example, in
2018 Eskom paid Glencore double the price it paid a smaller supplier for the same quality of
coal, reflecting a loss of R1.4 billion.%®

FIGURE 4: INDICES OF ESKOM'S AVERAGE PRICE COMPARED TO EXPORT PRICE OF COAL IN
CONSTANT (2016) RAND (A) AND US DOLLARS
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Source: Makgetla, 2016.

South Africa, which exports about 49% of its mining production, is a price - taker in the market,
and the Rand denominated coal price is exposed to currency fluctuations, as shown in Figure
5. Dollar denominated coal price moved closely in tandem with export prices but diverged

55 Institute for Energy Economics and Financial Analysis, 2019. Retrieved from :
http://ieefa.org/energyfinance2019/ .

5¢ei E E AGEC hAxeCEghAAgU «CE zChgE€h g &E & brBestExpirt@market i AOREgE]J
for coal.

57 Ibid.

58 https://mg.co.za/article/201904-05-00-eskomlosesbillions-on-coalcontracts/
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after 2011 due to thedecreasing value of the Uij T ¢ AA¢cU EAgU AAO 8E=+Cy:+ E
prices.

FIGURE 5: DIFFERENCES IN IMPORT AND EXPORT COAL PRICES
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Source: South Africa Minerals Council, 2019.

In addition to the changing global terrain, the exit of huge coal suppliers such as Anglo
yUEiTAA 6AE TEUAGUO A (I RJUE+E yAE-Ugr @CE géUE

new firm s, most of which are Black - owned businesses. For example, Seriti Coal, a company

that is 79% Black-owned, bought A G G AcucC yUEiT AA+E T CAu AEEUgE

important development in the industry, more research is needed into what this means in the

context of a global shrinkage in the coal industry. The coal industry has also been mired in a

number of corruption investigation s that have been uncovered over the past five years and
are discussed in Section 4.5.

South Africar E 1 CAu 1 AOREGES &éAE AGEC &AO OUGEI yUAgA
particularly on communities surrounding coal mines. It is the largest source of greenhouse
gas emissions in Africa and the 14" largest emitter of greenhouse gasses owing largely to
its dependence on coal-fired electricity .° Environmental activist groups such as Greenpeace

have also documented the effects of coalpot thgi CA CA eUcCéeuUr E &UAGgeé

% South Africa Minerals Council. (2018). Retrieved from: www.coalminingmatters.co.za .
O+hE+6AEOGg" s: s11g :CLBE+&LHG e zAE CACHYE Blomabergl Aailable:c EUUA& ChEU
https://www.bloomberg.com/news/articles/20197-30/eskomsasd-emit-over-half-of-south-africas

greenhousegas
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mines. Despite this, Eskom is still building the largest coal -fired powered stations in the
Southern Hemisphere, discussed below.

4.3 ESKOM'S BUILD PROGRAMME: MEDUPI AND KUSILE

In 2004, Eskom was mandated to undertake a five-J UAE { A1 UEgyUAg éeuAA @&CE
electricity infrastructure, covering the generation, transmis sion, and distribution

subsectors.®! Its projected costs amounted to R93 billion, of which Eskom would fund R84

billion and IPPs would cover the remaining balance.® In its Annual Report for 2005/2006,

Eskom reported that its board had approved an R150 billion build programme for five years

up to the 2011/2012 financial yeaf? driven primarily by an increase in the electricity demand

growth fro m 2.3% to 4%, particularly owing to the commodities boom during the 2000s, as

well as the anticipated FIFA Football World Cup in 2010.

Generation projects were projected to take up to 70% of the budget, and transmission
projects, 14%. The remainder of the budget was intended to fund improvements to the
distribution network, and efforts to diversify the Eskom energy mix. Eskom consequently de -
mothballed several power stations and built two new open -cycle peaking power gas turbines
(OCGTs).

In 2007, Eskom bkegan building two mega coal-fired power stations , Kusile and Medupi,
targeting completion by 2014. Both have suffered massive delays and cost overruns due to
poor planning, inappropriate engineering design, and irregular procurement and contracting
practic es; neither are fully complete as of the start of 2020. ® In Medupi, as of 2019, only four
of the six generating units are operational and the total costs of construction, including
interest costs , amounts to R200 billion, compared to the projected amount of R90 billion in
20095 In Kusile, one unit is in commercial service and the cost of production has also
ballooned to R200 billion.® By 2014, instead of two new operational coal- fired power station
the country was again beset with nationwide power outages as well as incre ased electricity
costs. Figure 6 shows the real electricity prices between 1994 and 2017. From the 2007/08
financial year, there is a significant percentage increase in the electricity price, well above
inflation rates at the time .

61Styan, J.(2015. Op cit.

62 |bid.

6 Eskom Annual Financial Report, 2005/2006.

54 |bid.

6 Mondi, L.(2019: 1« zgAgU" _AE+Ug ARAGE~Cye Ugi EUEA AUO  + - UAGEU @CE 2

Enterprise. Retrieved from: https://www.cde.org.za/viewpoints - state- market - and- competition - can- eskom-
be-rescued!/ .
% |bid.
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FIGURE 6: ESKOM AVERAGE ANNUAL TARIFF INCREASES AND ELECTRICITY PRICES, 1994-2017
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4.4 SUMMARY OF ESKOM'S DEBT AS OF ITS 2019 FINANCIAL YEAR

Despite stable year-on-year increases in revenue (owing mostly to steady tariff increases),
Eskom, in its March 2019financial statement, reported a total income loss of R20.7 billion
(from a loss of R2.3 billion in 2018) (see Table 1). The substantial loss, despite the revenue
increase, is a result of an increase in primary energy cost, resulting in a lower earnings
before interest, tax, depreciation and amortisation (EBITDA) (a proxy for free cash flow) that
is not large enough to c over increased debt repayments. The government has needed to step-
i A EUBUAgUOUJ gC UAEU 8E-=CYV: @ bitoh Badoht bvierAhé neatE UEE h E
two years (2020/2021)
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TABLE 1: SUMMARY OF INCOME STATEMENT

R billion Mar-19 Mar-18
Revenue 180 177
Other income 2 1
Primary energy cost (99) (85)
Net employee benefit

expenses (33) (29)
Net impairment loss - Q)
Other expenses (18) (18)
EBITDA 31 45
Depreciation and

amortisation expenses (30) (23)

Net fair value loss on
financial instruments and

embedded derivatives ?3) 2
Net finance cost (28) (23)
Loss before tax (29) 3)
Income Tax 8 -

Net Loss for the year (21) (2)

Source: Eskom financial statement 2019

8 E+ Cy + Eabijti€ghAva staadily risen over the past 13 years, from a total of R77 billion

in 2006 to R604 billion reported in its 31 March 2019 financial statements. This represents an

estimated 17% of total sovereign debt, 62% of which is guaranteed by the state8 E+ Cy+ E g Cg Al
financial debt was approximately R450 billion by the end of 2019. This financial debt has

increased substantially from around R30.2billion in 2005/06. Most of this debt is attributable

to its expansion programme, including Medupi and Kusile . Both mega power stations are now

expected to be completed by 2023 and it is estimated that an approximate additional R18

liagai CA Niaa T U AUUOUO gC 1 Cyeuugu 1Cgeée eECoHUI
decrease as the capital expansion programme nea rs completion, cash required for servicing

the debt has increased substantially from R43.4 billion in 2018to R69.4 billion in 2019.

Despite this, debt servicing costs are also increasing. It is estimated that the total debt
service will amount to an average of R88 billion per year for the next five years. In order to
cover this, its tariffs would need to increase by over 40%per annum over that same period. °’
Eskom, as a regulated entity, is unable to pass costs on to consumers through the regulated
tariff. In this way, Eskom has greater influence over its cost -reduction and liability usage
measures with little control over its revenue collection and cash flow generation.  This means
that Eskom will have to keep raising new debt in order to fund its debt service obligations
because it cannot service its debt from its operating income.

67 Eskom Financial Statements. (2019). Retrieved from:
http://www.eskom.co.za/lR2019/Documents/Eskom_2019 AFS_singles.pdf
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This debt burden is compounded by the lack of electricity payments to Eskom which has

progressively worsened overtime. The total municipal debt owed to Eskom amounts to

apprCiji yAgUGJd wve' 1+ Tiaai CA ~iAlTahoOi Ag i AgUEUEg "~ :
reached R16.1 billionin March 2019according the latest Eskom Financial Statement. In total,

Eskom is owed approximately R40 billion in receivables outstanding. ©

This is further compounded by 8 E+ Cy+ E W CEEUAI A T EUGI0tP pétiddg i Ac E
as summarised in Table2 ~ Ug¢Agi 1 U TEUOi g EAgi AcE €A1 U AUcAgi
borrow and pay their mounting servicing debt costs . According to its financial statement:®

1 “efAdebt is managed via the continuous monitoring of current and potential debt funding

arrangements to achieve the most favourable terms possible. These terms and costs are

eUAI i aJ OUeUAOUAg CA B8E=Cy+ E 1 Ebléviating theArgtingAg : 8 E + C
AgUAT i UE+ 1 CATUEAE EUGAEOiIi A¢g géU éicé uUI UEAgUO e
pathandeeh AOi A¢ EU&éhi EUYyUAQE Ce 8E=CyVy: |

TABLE 2: SUMMARY OF ESKOM'S CREDIT RATINGS

Rating Outlook
2019 2018 2019 2018
Standard and Poor

Foreign

currency CCC+ BB- Negative Negative
Local currency CCC+ BB- Negative Negative
Moody's

Foreign

currency B2 Bal Negative Negative
Local currency B2 Bal Negative Negative
Fitch ratings

Foreign

currency - - Negative Negative
Local currency  BB- BBB Negative Negative

Source: Eskom financial statements, 2019,

4.5 CORRUPTION AT ESKOM

Due to the substantial combined financial value of SOEs in South Africa, enterprises such as
Eskom and Transnet * which comprise over 20% of GDP in terms of asset value * are

%8 Receivables outstanding refers to debt owed to Eskom.
8 Eskom Financial Statements (2019). Opxit.
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essential to the government in advancing state-led economic transformation goals. ™ The
ANC-led government implemented several economic policies that use SOEs as levers for

greater access to black investors. Within Eskom and other SOEs, procurement functioned as

an instrument to support economic transformation goals, through supplier -development
programmes for black-owned and domestic firms.

However, this developmental agenda has been co-opted by corrupt officials and private
I hEi AUEEUE ~1 Ci AUHé efiedisgpvihioh hhva Begrhviidgspread, including
malfunctioning SOEs and weak infrastructural capacity. One of the earliest exposed political
influences in Eskom, in 2008, involved Hitachi Power Africa, who won the two mega boiler
T CAgEAT gE: g géuU giyuUu Ce geuU OUAU" geU
stake in Hitachi Power Africa. In 2015, evidence emerged of the corruption of coal supply
agreements and other systems at Eskom. This involved, particularly, the (then) acting CEO,
Matshela Koko in a R200 million coal deal. A Special Investigating Unit and a Commission of
Inquiry (the Zondo Commission) was set up in August 2018, to investigate the theft of over
R170 billion,of which R139 billion is purportedly related to 11 contractors for the Medupi and

Kusile power plants.

4.6 UTILITY DEATH SPIRAL

If Eskom does not reverse its current trajectory it runs the risk of falling into a death spiral.

A utility death spiral occurs when the rate of electricity demand * due to high tariffs * is too
low to compensate for higher tariffs and an unreliable supply of electricity. As more
customers begin to generate their own electricity, tariff prices will be increased in order to
cover the costs of maintaining and expanding the grid. If tariff prices are too high, less
customers will be inclined to use the electri city provided by the utilities, and the utility will,
again, need to increase its tariffs (see Figure 7 ).”?

0 Bowman, A.(2018: . zowred diiterprise and economic transformation in South Africa: the political
Ul CACyJ Ce geU 8E+Cy TEIiEiE:+ nuCE=iA¢ eAeUE:

1bid.

2Khglei AECA® S V: " GITECA" 8:° sé&ANUAI" ¢: ~s14w”;
https://www.wits.ac.za/media/wits -
university/conferences/misgsa/documents/MISG%202016%20Utility%20Pricing%20Dedt%20Spiral.pdf
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FIGURE 7: INFOGRAPHIC OF UTILITY DEATH SPIRAL
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Source: Power Futures South Africa, 2019.

A utility d eath spiral at Eskom will have dire consequences to the South African economy,
such as:

1 2UEgATiai EU geu zChge ®Ei 1T A Uil CACyJ AE
government;

9 Cause very high electricity prices, further increasing the burden on low income
households;

9 Trigger more frequent load-shedding, as Eskom struggles to pay its debt, let alone
its maintenance costs. Frequent occurrences of load -shedding will further
destabilise economic activity ; and

9 Cause mass job losses in industries directly linked to Eskom, such as in co al mining.

Eskom may not be able to avoid a utility death spiral if demand for alternative forms of

electricity generation * such as renewable energy * are more affordable. Global trends in
energy production have revealed that governments are veering away from using fossil fuels
as their main source of energy. The next section will delve more into this.

5 TRANSITIONING TO RENEWABLE ENERGY

As the global environment confronts the increasingly palpable effects of volatile climate
changes, transitioning away from a fossil -fuel-led electricity sector towards low -carbon
alternatives has become a global imperative. The Intergovernmental Panel on C limate
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Change (IPCC) has warned that the global shift to a zero-carbon emissions economy needs

to occur before 2030 in order to avoid the catastrophic consequences of steep global

temperature increases. South Africa is one of the most carbon intensive poll uters in the

world (despite its comparatively small economy), with coal -powered electricity from Eskom

comprising almost 60% of total greenhouse gas emissions - and it is still currently building

guWC Ce @EilTA+E lTigg¢UEg T CAG @i EUO eCIUUE EgAgi CA

The substantial decline in global renewable energy prices ( including in comparison with

®eCEEi 0 ehUu eCINUEUO UuUT gEiTigd” AAO zChge ®Eil
provides for a more favourable environment for renewable energy generation. Plans f or the
EicAi e 1 AAg Oi 1 UEEi e 1 Agi CA Ca zChge ®Ei 1T A+ E
renewable energy in installed capacity, are set out in the biennial Integrated Resource Plan

(IRP),® written by Eskom and promulgated by the Department of Ener gy (DoE). The most

recent IRP, released in October 2019, provides for a diverse energy mix including:

9 the procurement of an additional 1 860MW of nuclear power to be commissioned by
2024,

1 6 000MW of new solar photovoltaics and 14 400MW of new wind power capacity will
be commissioned by 2030. This is a limit of about 2GW per annum until 2030."

I 1000MW of new gas to power will be installed by 2023; and

1 uncapped procurement of distributed generation up to and including 2022, and
thereafter, procurement would be capped at 500MW a year up to 2030.

¢teU i AGECOhT gi CA Ca EUAUWNAI GU ¢UAUEAgi CA WVAE |
electricity mix, given that the proportion of coal in the overall electricity mix decreased from
85 to 46%. However, there is concen about the involvement of private producers and the

effect this may have on employment and electricity prices.
5.1 PRIVATISING UTILITIES (PPPS AND REIPPPS)

While it is imperative that all major fossil fuel -dependent economies significantly scale down
their emissions, it is equally important that efforts to introduce renewable energy are not
captured by private - sector interests that perpetuate existing inequalities. The introduction of
independent power producers (IPPs) has the potential to increase competitio n in the energy

#The IRP is an electricity infrastructure development plan based on the least - cost electricity supply and
demand balance, taking into account security of supply and the environment through the minimisation of
negative emission and water use.

74 Integrated Rsource Plan, 2019. Department of Mineral Resources and Energy. Available:
http://www.energy.gov.za/IRP/2019/IRP019.pdf
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market, however, because private interests are concerned with profit and shareholder
maximisation, they are not incentivised to sell cheap electricity. This misalignment of
incentives often occurs when natural private monopolies are created in the context of an
industry with high fixed costs * such as the electricity generation sector * which hinders
entry into the market and limits competition.

zChge ®Ei T A+ E VUAUWDAI GU 8AUE¢J MAOUeUAOUAg scCuU
a public-procurement programme that allows Independent Power Producers (IPPs) to

submit competitive bids to design, develop and operate large - scale renewable energy power

plants across South Africa. As of 2019, 102 IPP projects have been procured from four bidding

round windows with further windows to be opened as announced in the 2019 IRP.”

To qualify, developers must demonstrate how they will fulfil socio -economic development
criteria and offer a price below a certain cap. Bids are scored 70% on price and 30% on socio-
economic development criteria which include job creation, advance Black ownership; protect
local content, local manufacturing, rural development, community involvement and improve
skills development. Ultimately, the bid that meets the requirements at the lowest price
obtains the contract.

In practice, however, the REIPPP has raised concerns about who benefits the most from the
burgeoning renewable energy sector. Since the inception of the programme, a number of
civil society and labour representatives have expressed fears that the introduction of IPPs

will create private monopol ies driven largely by wealthy businesses backed by international

energy multi - national corporations.

Renewable energy IPPs have benefitted from the change in renewable energy marke t
conditions and have acquired access within the coal -dominated regime in terms of access
to the grid, policy influence, project development and financial subsidies under the REIPPPP
(albeit at a smaller scale than the incumbent MEC beneficiaries) . In addition to an influx of
international players, whose impact on skills development and the long -term socio-
economic benefits of industry in South Africa has yet to be determined, the renewable energy
niche has also incorporated a humber of major MEC incumbent, such as Exxaro and Anglo
American. While renewable IPPs are contributing to the diversification in the national
electricity mix, their introduction still contributes to an electricity -intensive model predicated
on an increase in demand, with issues of affordability for low -income households
unresolved.™

¢ceU MvstE gEAGUT gCEJ {E 1AEUO CA A EicAieilAAg
by 2030, with a simultaneous expansion of electricity generation in these markets. Therefore,

s Baker, L. (2015). Op cit.
76 |bid.
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despite the emergence of new IPPs and evolving organisation of institutions and technologies
in the energy sector, the MEC is still a key driver of policy decisions in electricity, and still
represents an integral relationship between the s tate and private capital .”’

The expansion of competition into energy generation should prioritise other forms of
renewable energy ownership that does not only include private participation, but includes
other forms of ownership such as participation from communities and energy cooperatives.
For example, legislative proposals under the E uropean Union energy package, a blueprint
for energy planning, recognises the roles of consumers, citizens and local authorities in the
energy transition away from fossil fuels, especially with the advent of i nnovative
technologies.” The state could also play a leading role in renewable energy generation, a s
explained in Section 6 below.

6 UNBUNDLING REVISITED

In December 2018, President Cyril Ramaphosa appointed an Eskom Sustainability Task Team

to advise the ¢ C1 UEAYyUAg CA EgEAgUc¢i UE ¢gC EUECG1 U B8E=+C
financial challenges. ”® The task team consists of individuals with extensive expertise in the

electricity industry, and a number of suggestions to relieve 8 E+ Cy+ E OUI g AAO @i
problems have been outlined. This section will discuss the most pertinent proposals,

i ATahOi Ag h Al hkéy@sséts with 8nexa@pleroficountries that have followed a

similar path.

By February 2019, the task team recommended that Eskom be fully unbundled by 2022,
mirroring the policy plans suggested in the 1998 White Paper. The recently proposed
intervention for the medium - to long-term was establishing an independent transmission
and systems operator (ITSO), initially as an Eskom subsidiary and later to evolve into a
completely separate SOE. A roadmap to restructuring Eskom was released later that year,
in October 2019, and outlines, in greater detail, the planned transition to an unbundled
transmission system; beginning with the appointment of a Chie f Restructuring Officer (CRO)
before March 2020.

7 1bid., page 8.

8 Gavencha, M., ® + B,iS.UCrook, S., Monteiro, C.2019: 1+ _COUGE Cae uCl AG UAUE¢J CUAUEEG®
UAUE¢J TCyyhAigiUE i A UAUE¢J 9gEAAEigi CA i A 8hECeéU:+ -Cyyil
Energy.

® The Presidency of South Africa. (2018. Retrieved from : http://www.thepresidency.gov.za/press -

statements/president - appoints- eskom- sustainability - task- team.

34


http://www.thepresidency.gov.za/press-statements/president-appoints-eskom-sustainability-task-team
http://www.thepresidency.gov.za/press-statements/president-appoints-eskom-sustainability-task-team

Eskom: The roots of a crisis and avenues forward
Working Paper Series: Number 4
October 2020

Cosatu, and other union allies, are opposed to an unbundling strategy for energy reform,
AEchi A¢ géeAg ig 1EfPAROOU ®CE EBUUAACEAGI AA L OUA
explained by Sweeney?®*

1 1i$ a policy that comes straight out of the privatisation manuals of the World Bank and the

International Monetary Fund (IMF). Whatever claims are made to the contrary, unbundling is

ACg AA UAO i A igEUGe 1 hg A Vy bedplobessiah stieldhfoptAc U g é U
over a period of years, but privatisation is the goal. There has not yet been an unbundling

process that did not lead to incursions by the private sector into publ icly provided electrical

e CUUE: |

This echoes concerns made after the 1998 White Paper was released There is no guarantee

that restructuring Eskom will not cause job losses and increased electricity costs via the

penetration of private sector interests in electricity generation and distribution . In addition,

certain vested interests in the private sector * including financial interests within the MEC

such as coal and mining * have argued for reform measures that adopt alternative sources

Ce UAUE¢J EhiT e& AE o1 aUA Aothiofowhigh posé Aigh thedtdto thddE i AE g
environment. &

6.1 WHATIS UNBUNDLING?

Unbundling a utility refers to the separation of a vertically integrated monopoly into different
business units, depending on its proclivity to being a natural monopoly or part of a potentially
competitive sector. It is a type of structural reform that seeks to streamline its operations
by separating the utility into its generation, transmission and distribution units. In the case
of energy utilities, the transmission business unit is considered a natural monopoly b ecause
the transmission grid interfaces with the day -to-day system operation (i.e. the main
electronic interface that balances supply and demand) as a unique centralised unit that
requires expensive infrastructure and high maintenance costs. Thus, the tran smission unit
is usually owned by one firm (or the state). In contrast, the generation and distribution 2
components can be supplied from a variety of independent entities.

8 Sweeney, S.@019: . ! Al hAOuGUi Ag (1 E 1 COU &CE @éEi I ARefrié&véddgronCA: + +hEi AUE
https://www.businesslive.co.za/bd/opinion/2019 - 02- 15 unbundling- eskom- is- code- for - privatisation/ .

81bid.

8 Seccombe, A. Q019: L GUWUOU _AAgAE&U | Al - BA0A ¢ IRefidgdhdn: t UAE [ A z
https://www.businesslive.co.za/bd/national/2019 - 06- 04- gwede- mantashe- backs- coal- and- nuclear - in- sas-

energy- mix/.

83 1t has been argued that distribution networks are natural monopolies, given their high capital costs. However,
advances in the capabilities and affordability of distributed energy technologies may disrupt this assumption.
For a more detailed exploration into the changing nature of distribution networks:
https://emp.Ibl.gov/sites/all/files/Corneli_29June2016.pdf .
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Unbundling can be functional, structural , and/or legal. A functional unbundling is considered
a modest form of unbundling in that it only separates the transmission business unit from
the parent company, without any substantial changes to the energy sector (recall that Eskom
created a transmission unit that consisted of a separate accoun ting unit shortly after the
Eskom Conversion Act was enacted in 2001). A more aggressive form of unbundling entails
a structural separation in which the three units are separated, often including the legal
unbundling of the transmission system and the system operator ** of which there are three
different types * shown in Table 3 below. In all the options the unbundled entity can be owned
by the government or a private company.®

TABLE 3: TYPES OF STRUCTURAL UNBUNDLING ARRANGEMENTS

Type Description Advantag e Disadvantage
Legally A company operates Efficient allocation of Lack of complete
unbundled the transmission grid transmission costs independence, as the

transmission

and system operator,

from other parts of

LTSO may favour the

transmission

company owns and

competition among

and system but is a subsidiary of electricity supply. generating subsidiaries
operator the parent company of the parent company
(LTSO) that owns the other for access to the
parts of the electricity transmission grid.
supply, such as
generation,
distr ibution and retail.
Independent An independent Allows for fair Relying on one private

company to own and

electricity production.

transmission grid

and system operates the generating companies | operate the
operator transmission system for access to the transmission asset may
(ITSO) and the system tran smission grid. force rises in tariffs, as
operator, which is a price- setter in the
independent from all market.
other components.
Independent | A separate company Allows for fair Coordination problems
system owns the system competition amongst in terms of information
operator operator from all generating companies | exchange (reliability),
(ITO) other components of for access to the and allocation of

investment costs (for

84 The transmission system refers to the transmission grid and the system operator performs core functions in
scheduling and dispatching of generation resources to meet demand. In completely independent system

operators, there is a clear distinction between organisations that are responsible for operating the

transmission grid and those that own and maintain the overall system operator.

8 Chawla, M. and Pollit, M. @014:

MCpdf.

L Gu Cl AU cjidiybps@i operdtionUwhere does the future lie?
Retrieved from : https://www.eprg.group.cam.ac.uk/wp -content/uploads/2014/01/Draft- Working- Paper-
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without dealing with
the economic and
political challenges of
ownership unbundling
of the transmission
assets.

building new
transmission assets)
between the
independent system
operator and the
independent

transmission system.

According to the Roadmap for Eskom in a reformed electricity supply industry % released by
the DPE in October 2019, the aim of unbundling Eskom isto form a LTSO in the short to
medium run (end year 2021* see Figure 8 - and to eventually transform into an ITSO in the
long run. Figure 8 illustrates the plan ned transition into a legal separation by 2021.

FIGURE 8: PROPOSED ROADMAP TO AN UNBUNDLED ESKOM

Step Structure Status
Vertically Currently in
integrated place

Utility
Functional March 2020
Separation
Phase 3 Legal

subsidiary 2021

Legal separation
(LTSO)

The Roadmap argues that by formally splitting Eskom into its managerially and financially
autonomous components, this will theoretically lead to:

1 Cost containment, as each component will be run more efficiently;

1 Improved management and greater understanding of the source of existing problems,
thereby also addressing corruption; and

8 Department of Public Enterprises. (2019: . v CAOy Aé &«CE 8E=+Cy i A A EUxCEyUO UGUIT

Retrieved from: https://www.gov.za/sites/default/files/gcis_document/201910/roadmap -eskom.pdf.


https://www.gov.za/sites/default/files/gcis_document/201910/roadmap-eskom.pdf

Eskom: The roots of a crisis and avenues forward
Working Paper Series: Number 4
October 2020

1 Ease of attracting private investors, as more competition is introduced into the
generation market.

6.2 INTERNATIONAL EXPERIENCE WITH UNBUNDLING

Energy market reform via unbundling is not a novel phenomenon, and was part of a broader
approach in the 1980s towards greater economic liberalisation. Over 106 countries have
adopted unbundling reforms in their electricity sectors. The first wave of transmission
unbundling began in the 1980s, beginning with Chile (1985), Britain (1990), Norway (1992),
Argentina (1992) and Peru (1992f" Material conditions in the global energy sector h ave
changed significantly, and generally higher -income countries have pursued unbundling in
the context of excess generation capacity and stable institutions. 88

In contrast, the main motivation to unbundle vertically -integrated utilities in lower -income
countries was in response to poorly performing utilities and the perceived need to attract
private - sector investment/competition in generation capacity, networks , and electrification.
These reforms were often championed by mul tilateral donors and were integral to structural
adjustment packages to access international funding. These electricity industries were
mostly characterised by electricity shortages, high levels of debt , and weak institutional
capacity.® In Africa, most of the power utilities remain vertically -integrated monopolies,
however, four countries (Uganda, Kenya, Zimbabwe and Egypt) have embarked on energy
reform over the past century. The next subsections will focus on the experience and lessons
learned from two A frican countries that have adopted an unbundling strategy (Uganda and
Kenya).

6.2.1 KENYA

The Kenyan government embarked on electricity sector reform in waves, first in 1997 and
later 200y i A (GhsOr& &fordplile, sustainable and reliable supply to meet national
AAO T ChAGgEJ OUI DThé eefprohd gegaA Wit & énactment of the Electric
Power Act (1997), with the aim of creating an enabling environment for unbundling of the
national electricity utility company, as well as facilitating the entry of the private sector in
energy generation, which was unbundled transmission and distribution. Kenya Electricity
Generation Company (KenGen) was created to be responsible for power generation, Kenya
Electricity Transmission Company Limited (KETRACO)owning the Transmission business,

87 Chalwa, M. & Pollit, M. (2014. Op cit.

88 |bid.

8 Chimbaka, B.(201§: . 8GUT gEi 11 gJ EUT gCE yAE:Ug EUxCEYE" GUggi Ac
department of economic regulation. Retrieved from : https://www.semanticscholar.org/paper/ELECTRICITY-
SECTORMARKETREFRMS %3A Getting- It-in- Chimbaka/758733f6f833d0300740f66a078554cd8al37ca?2

9 Kenya Energy Policy, Ministry of Energy. (2013.
https://www.kplc .co.ke/img/full/lbWXFzkYGyS97_National_Energy_ Policy- Third_Draft - May 11 2012.pdf
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and Kenya Pawer and Lighting Company (KPLC) was responsible for distribution. The Kenyan
government maintains majority share ownership of KenGen (70%) and KPLC (50.1%) and
wholly owns KETRACQO® Several supporting institutions were created thereafter, such as
The Rural Electrification Agency (REA) in 2007 and the Energy Regulation Authority (ERA),
which was later transformed into the Energy Regulatory Commission (ERC) to regulate the
sector.

The power market reforms in Kenya have been lacklustre.®? Proponents of the ref orms
argued that unbundling will enhance efficiency resulting in lower tariffs and improvement in
the quality of service. However, electricity tariffs in Kenya remain high and electricity access
rates are still low . Although, rural electricity access rate improved to over 20%, the national
accessrateisony A1l Chg +', Cae WUAJA+E ecCehuAgi CA:

Power generation has increased, although a paper by Kathingo®® shows that the increase in
the per capita power generation was insignificant. There was also a significant increase in
the participation of the private sector, with IPPs accounting for 26% of power generation.
Kapika and Eberhard® also observe that the reforms in Kenya resulted in some
achievements, especially in green energy sources. However, power reliabilit y is still a
challenge with an estimated 53 days of outages per year.® This is attributed to limited
transmission and distribution infrastructure to transmit power from generators to end -
users. The limited capacity is a consequence of underinvestment into the network
exacerbated by the narrow focus on service extension to rural areas. Unbundling has not
resulted in the promised gains, and it is unclear that the outcomes are any better than they
would have been had unbundling not occurred.

6.2.2 UGANDA

Uganda is one of the few developing countries that has undertaken substantial power market
reforms. The reforms involved the unbundling of the vertically -integrated government utility,
the Uganda Electricity Board (UEB), into separate entities for electric ity generation,
transmission and distribution, beginning in 1999. The distribution company is currently
operated and managed by private firm, UMEME, on concessionary terms for a period of 20
years. The government legislated for the creation of a regulator and the Rural Electrification
Agency (REA) and liberalised the market to allow IPPs.

91KenGen and KPLC were partly privatised through IPOs from the Nairobi Stock Exchange.

92 Godinho and Eberhard. 019: + ZUAEAi A¢ &«ECYy éeCUUE EUA+gCEs GEUadCE yv U EWBAUE 11 6A |
Working Paper 8819

9 Kathingo, C. 014: . 8 @eeUTl gE Cae sCWUE zUI gCE vUaeCEYE i A WUAJA:+ ! Ai

94 1bid.

% |bid.
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Just as in the case is in Kenya, electricity tariffs have risen steeply (arguably the highest in
the region) contrary to the argument that the reforms would resultinto lo  wer tariffs because
of efficiency gains. System losses continue to be high (although there has been an
insignificant reduction in the losses). Electricity generation grew significantly and the access
rate also increased. The access rate in rural areas rema ins significantly low (7%). In 2006,
seven years after the start of the restructuring process, the supply deficit had grown to
between 90 and 120 MW, approximately 50%between 1999 and 2006°

Further, the power system in Uganda is still relatively small an d various civil society
organisation have questioned the motivations for unbundling, especially given corruption
allegations in 2004 that led to the collapse of the contracted consortium, led by the US -based
AES Corporation. Uganda may still lack the institutional capacity to handle too complex an
electricity system.

Although power supply is still unreliable, technical and commercial losses high , and
electricity access low, electricity reform has seen improved financial performance of
electricity enterprise s. Overall profitability of the private companies that are involved in the

industry has increased by over 20%.%’

6.2.3 LESSONS LEARNT FROM UNBUNDLING UTILITIES IN AFRICA AND
ALTERNATIVES TO UNBUNDLING

The case studies from Kenya and Uganda illustrates the hazards of unbundling. A concerning

Eiyi GAEi gJ 1 UgUWUUA AAO WUAJA AAO | ¢cAAOA+E EU=z=CEY

prices shortly after the adoption of the reforms, despite the theoretical assumption that
greater private - sector involvement will lea d to more efficient outcomes. The case of Uganda
shows that privatising the transmission and system operators was a substantial factor in
increased corruption and price hikes. In general, allowing a greater role for private actors
(especially international multi- nationals) has proven to lead to higher prices, in particular if
the role and capacity of the energy regulator is weak. Zambia , by contrast, is a good example
of a country that initially set out to liberalise its energy sector * owing to structural
adjustments program mes * but retracted this plan after former state -owned companies in
other sectors that were privatised led to high price increases and substantial job losses. In
addition, the state- owned electricity company was viewed as a the only viable vehicle for
rural electrification and privatisation would have affected this program me. Since this
decision was made in 1998, the electricity SOE has increased profitability and decreased
distribution losses by over 50%.

% Meyer, R., Eberhard, A& Gratwick, K. (201%3: . ! ¢cAAOA+ E eCINUE EUI gEEAEN=CEY "’

97 Chimbaka, B. 20160p cit.
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Proponents of unbundling have argued that electricity reform requires committed and stable
institutions to effectively carry out th e reforms. This includes strong regulatory institutions
that keep private actors and government officials in check. As in the case of Kenya and
Uganda, coherent frameworks for planning and implementation, with clear steps and
timelines to guide the sequencing of the reform , are necessarily .8 It is equally important that
the reform approach be responsive to the constantly changing political and economic
context. Greater competition and ease of identifying and solving inefficien cies in segments of
the sector are other proposed advantages of unbundling. According to Fillipova and
Eberhard,* who have conducted extensive analysis on energy reform, the further critical
element to reduced costs of electricity post -reform lies in introducing a mix of private and
public ownership in the generation space, while keeping the electricity transmission
infrastructure publicly owned.

However, there are other potential drawbacks to private - sector involvement through IPPs.
First, IPPs usually entail long-term price agreements that lock in the public sector for
extended periods of time. In the context of constantly-falling renewable energy prices
globally this may commit the government to unnecessary expense. Secondly, despite the
argument that IPPs promote greater cost efficien cies, experience in African have shown that
this is not necessarily case and efficiency is only guaranteed under specific regulatory and
institutional conditions. Thirdly, greater privatisation of the electricity industry may not
support development goals as the distribution of profits is accrued to a select few providers,
AAO OCUEA+ g ¢hAEAAQUU Ueeaili UAg UGUTgEIiTigd ATTL
There are also potential benefits to keeping electricity utilities as vertically -integrated

monopolies. Vertical integration facilitates the coordination of highly distinctive and

interdependent investments across the supply chain and any new investments in any

segment allows for better economies of scale. In vertically integrated util ities, the costs are

theoretically lowered because of centralised management. Due to the economies of scale,

end- user tariffs with vertically integrated utilities are also theoretically lower because profit

margins at each stage in the supply chain are low . It is also easier to avert cascading failures

of grid elements and generation units when the supply chain is combined and owned by a

single entity.

% Filipova, A.&81 UEEAEO® . ~¥11 "7 | WUJ GUEECAE CA {AEgighgi CAAG |
Cae eCUOUE hgiuigiUE:+ sCuild ACguU" sCUNUE EhghEUE ZAi: GEAOI
% |bid.
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/ FINDING A PATH TO SUSTAINABILITY

South Africa faces a series of interrelated 1 e AGGUAGUE" ¢hAEAAgUUi Ag 8
viability; ensuring a electricity generation, transmission, and distribution system with sound

oversight and greater efficiencies that can advance a broader developmental agenda; and

transitioning away from a foss il-fuel-reliant energy sector. Unbundling has been advanced

as a key policy reform. However, it is unclear that this is optimal, and certain that it cannot

achieve, on its own, all these objectives. This section explores three other * mutually

compatible * plans currently on the table.

7.1 THE JUST TRANSITION

The Just Transition is a framework, developed by the trade union movement, to protect
WDCE+UEE+ o6CIE AAO Gii1 UGi é&CCOE -datbongoems ofdde@ACYy J Eé& i
production and manufacturing, in a fair, just and non - discriminatory manner. This means that

economies, communities and workers, in and around coal -fired power stations, need to be

integral to any state plans that seek to diversify to renewable energy. As coal supplies 91%

of South AfEi 1T A+ E gCgAu UAUEc¢J" -hidbéhdentLdohomA equikes & UA T | G
creating alternative decent employment opportunities in the most affected regions. Given the

high unemployment rate in South Africa, many institutions, particularly trade unions, ar gue

for a socially - owned renewable energy system that enable s job creation in South Africa.

A AGui AATU T UgUUUA GAl CAE AAOG UAI i EGCAEUBAAG
alliance) could provide the necessary platform to benefit the interests of worker s in the
extractive industry while simultaneously championing the environmental justice
movement.’”’ In 2010, Cosatu and various environmental justice groups attempted to
establish a red-green alliance. However, over time, this relationship proved tenuous as
workers expressed concern over the detrimental short -term effects, both social and
economic, of a coal phase-out. Other Cosatu affiliates, such as the National Union of
Mineworkers (NUM) and the National Union of Metalworkers of South Africa (NUMSA) (the
latter no longer an affiliate), further argued that the concerns of the environmental activists
WUEU ciTWiAMEG AAO cEUAGGJI A AOUEEIihoAdy 6 apprexidtély E g ¢ E|
90 000 coal miners across South Africa.
Other differences between labour and environmental activists also relate to the closure of

coal-fired power plants and the extension of the privatised renewable energy program me.
The labour movement contest that there should be no job losses under the banner of a Just

100Cock, J. (2018. Contesting the colour of a Just Transition in South Africa. Retrieved from:
https://www.wits.ac.za/news/latest - news/in - their - own- words/2018/2018 04/contesting - the- colour - of- a-

just-transition - in- south- africa.html .
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Transition, while parts of the environmental movement are adamant about achieving the
closure of coal stations and the immediate adoption of renewable energy.

Anillustration of t his lack of goal - alignment within the red -green alliance, is NUMSA- #rgent
court interd ict preventing 27 contracts with renewable energy independent power producers
(IPPs) from being signed.’®*NUMSA argued that the introduction of IPPs in the market would
lead to higher electricity prices that would negatively affect the working class. In tur n,
environmental groups vehemently condemned the interdict by NUMSA, arguing that
renewable energy creates new sustainable opportunities that will grow the green economy
and enable a just transition away from coal. This example, is also illustrative of the dangers
of renewable energy being associated with narrow private -sector interests, rather than as
a key ingredient in a broader, pro - worker, transformation of the economy.

It is clear from the tension between labour and environmental movements that there is

tension over short-term and long-term impacts that needs to be balanced effectively.

Addressing the climate crisis is in the long -term interests of labour while in the short -run

UijgEAT gi 1 U { AOREGES WNCE=UEE:r | yatioubied'®U AUUOE yhE
lgeu aAi ChE yCi UyUAg yhEg CWUA géeu eECIUEE"™ hAOUEg
and formulate clear demands on the state. It must challenge dominant conceptions of a Just

Transition that re-é AT + A UE 1 Aéei gAui Ey (geéECH¢eUTKLALYTAE (CiE
L EREgAi AAl aU+ AAO L ¢EUUA TAeéigAuiEy+ 1EiAcgiAg gé
i gE EUBECORIT gi CA: |

The electricity crisis (and crisis at Eskom) offers an opportunity for a massive state -led
investment in renewables that ca n benefit communities. This can be done by reskilling
workers in the coal industry and in Eskom to provide employment opportunities to them and
to communities with a strong dependence on coal production. Regardless of whether Eskom
is unbundled, advancing a just transition that benefits communities should be prioritised.
Therefore, anyfinancial rescue and unbundling initiatives must be in support of this objective.

7.2 THE ROLE OF INTERNATIONAL CLIMATE FUNDS IN ALLEVIATING
ESKOM'S DEBT PROBLEM

Aproposedsolh gi CA ¢g C 8 E + CwhictEwouldalsagtransikon iEtdwards renewable
energy provision, is a combined transaction that raises international donor finance to lower
its debt, while simultaneously contributing to a climate change mitigation fund. Eskom could
raise between R150 billion and R200 billion from climate change mitigation funding through

0 GeEUOE" 2: ~“ss1" 7 yvUIUAGUO KUEU+E WEUEU (ERdrieNdlEEg Ai E
from: https://www.news24.com/Green/News/revealed -heres-where-the-worst - air- pollution - is- in- sa-
20181029

102Cock, J. (2018)0Op cit.
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a special purpose financing vehicle at discounted interest rates, in return for Eskom
accelerating its shift away from coal -based power generation.'*The proposed plan will; 1

T zWJAe Ag GUAEg ‘', Ce 8E+Cy+ E GUc-AWnddfijaAcal~ Ug OUI
entity (options include: SPV/ring -fenced Treasury facility/DFI - managed JV/Office of the
CRO, etc.). This avoids the problem where many diverse debt folders have a veto right
over restructuring plans.

1 Write-off or convert a portion of Eskom debt (now held by the state financial entity) in
order to create an efficient and appropriate capital structure (a refinanced and
repurposed Eskom could handle aroun d R200 billion in debt).

1 Wind down the toxic debt over time with three financial flows: revenues/dividends from
Eskom, annual budget allocations, and R160+ billion of international concessionary
climate funding.

1 Concessionary climate funding is dependent on modestly accelerating closure of coal -
fired power plants by 15% to 2050, which effectively means we are selling the carbon for
a highly concessionary financing cost (interest rate) on R160+ billion (the payment for the
carbon).

1 A large portion of the va lue of the concessionary climate funding is granted to the South
African Just Transition Fund, managed by Development Bank of Southern Africa (DBSA).
The Just Transition Fund would support a broad portfolio of social, community, small
business and industrial projects to assist affected communities and support the
economic transformation of Mpumalanga (as alternative to the sell -off/asset stripping
option), including absorption of some redeployed coal workers. Complementary funding
for retraining can be fund ed using SETA funds. Certain workers within the older age
1 EAT +UgE NéeC y AJwolldi U hAWpyERAG GAJAU @irU + 1 pdyind\75% éfh y AA 2z
their monthly wage paid until retirement.

7.3 LIFTING R250 BILLION DEBT USING PUBLIC PENSION FUNDS

Cosatu has proposed using the Government Employee Pension Fund (GEPF), with an
estimated asset base of R2 trillion, to bailout the unsustainable debt held by Eskom.
Specifically, it suggests that the Public Investment Corporation - which manages money on

WWEUgKYAAS z: ~“s11° 7. | GEUUA Rbtleded frodhhipS://cByA1 U 8E+Cy: v -1 gJ
press.news24.com/Business/green -fund- could- save- eskom-20190519

104 This section is drawn from: Swilling, M. (2019. The need for a Just Transition supported by a large climate
transaction. Available: https://www.dailymaverick.co.za/article/201:99-17-religiouscommitmentto-coak

could-scuttlesaeconomy/
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behalf of the GoOWUEAY UAg 89y & U CJ UUE as welllad the IDGandetie DBSA to
gA+U CA ves'y iiaaiCA Ce 8E=+Cy+E OUI g:

In exchange, Cosatu expects unbundling not to proceed and have requested a social compact
between the government, business, labour and community. This would outline the
commitments and sacrifices each stakeholder will contribute to resolving the energy crisis

in South Africa, including:

1 Securing affordable electricity supply, given that electricity is a key economic
driver of job creation and inclusive growth in South Africa.

1 Fixing the operational problems in Eskom, including addressing its bloated
management, supply chain inefficiencies and ensuring a cost - reflective tariff
structure.

T uu Ce 8E+Cy+E 1 CAQQEAT § Bothlpiblicéandbplvate i 1 U € E
entities * must be subject to legal review, with necessary redress effected , in
the event that they are found guilty in a court of law.

1 Foregrounding the role of renewable energy generation and self - generation.
Clear measures for a Just Transition must be outlined, ensuring that
renewable energy systems are social -owned and indeed, just.

f Redud A¢ 8E=+=CVy:+ E @y ihjdchnl ffreshi capiid) bngl additional
resource mobilisation mechanisms.

8 CONCLUSION

Eskom will have to structurally tran sform or it risks plunging the South African economy

into an unprecedented crisis. As its debt grows larger, and the global fossil -fuel industry

declines, what it does now to improve its balance sheet and organisational structure will

have long-run impacts. Some suggestions to alleviate its debt and reform Eskom have been

put forward, but most do not go far enough. For example, unbundling Eskom may improve

geu hgiaigd+E Aliaigd ¢gC gEAT+ geU EChET U Ca Ce
will not solve its existing debt problem. Structurally transforming Eskom entails solving its

most immediate problems within a broader developmental plan to transition away from coal

and create jobs.

MA ¢géiE WAJ- 8E+Cy+E TEIiEIiE {E Uyl UOOUO WigeéeiA
structural transformation, especially in light of the urgency of climate change. A structurally
transformed economy and energy sector is one that is resilient to future crises posed by
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climate change. ¢ 6 U UT CACyJ+ E EUGi AATU CA UGUEE @&ECOhT gi
concentrated ownership and wealth patterns in sectors such as mining and fossil fuels

production, thus contributing to greater inequality. The effects of climate change will have

particularly harsh impacts on more vulnerable segments of the population in South Africa,

especially in surrounding coal communities that have experienced decades of water and air

pollution. A Just Transition will be imperative to d iversify the economy to sustainable

methods of production, as well as create employment and alleviate poverty.

In addition, Eskom must be fully transitioned to renewable energy generation for it to be a

sustainable state-owned utility by 2050. Because EskCy + E yCEg hEcUAg @ECI I
escalating debt levels * as it poses a direct threat to the national fiscus * tapping into

international climate funds for a deliberate transition to renewables energy may become

unavoidable. A well - co-ordinated Just Transition has the potential to diversify and expand

the economy away from the MEC, generating employment, sustainable growth and shared

prosperity.
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