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RSA ELECTRICITY TARIFFS - COST OF SUPPLY (May 2010)

Over the last few months, public criticism has been levelled at Eskom for entering
into “secret price deals” with certain large corporations in South Africa. These notes
attempt to clear any misconceptions that may exist.

It is important to mention upfront that there have been a number of factually incorrect
media reports. In essence, there are no secret deals and save for the three Special
Long Term Pricing Arraignments there are no preferential contracts for large users.
Large electricity users are billed on standard published tariffs and have standard
contracts with Eskom, and the details for these standard tariffs and contracts are
available on the Eskom web site. Three large corporations each entered into
separate agreements with Eskom at a time when surplus capacity existed and which
were aligned to South Africa’s growth objectives.

However, following a significant change in the supply dynamics of electricity in South
Africa, Eskom is now in the process of re-negotiating these three contracts.

Public Enterprises Minister Barbara Hogan is on record as saying that these three
long-term special contracts account for "approximately 5%" of the total electricity
consumption in South Africa.

SOME FACTS

1. There are different tariffs for the different class of users. The MYPD2 clearly
demonstrated this when it recently announced four categories of tariffs for Eskom
supplied residential users, all based on consumption, see below:

Monthly Consumption 201011 201112 2012/13
level
ckWh %o cfkWh %% c/kWh %

increase increase increase
Block 1 (=50kWh) 24.70 (10.59) 57.65 5.40 60.83 5.50
Block 2 (51-350kWh) 58.48 (5.20)  66.16 13.23 75.09 13.50
Block 3 (351-600k\Wh) 76.35 21.95 96.05 25.80 120.93 25.90
Block 4 (=600 kWh 83.74 3582 10535 25.80 132,63 25.90

It is important to note that users that consume >600kWh will now, for the first time, be
contributing towards the subsidising of smaller/poor users.

2. Similarly, there are different tariffs for large users for example, MegaFlex,
NightSave, etc. The prices paid by large users vary depending on the time of day,
day of the week and month in the year when the energy is consumed ( Time of
Use Prices). This is due the fact the cost to generate power by Eskom when the
supply is very tight is very expensive compared to the times when there is a
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surplus of supply for example on Sundays. Typically prices in peak periods can be
120c/kWh and in off-peak periods as low as 14c/kWh. The transaction costs and
metering required to manage a Time-of-Use tariff is such that it is not (yet)
available to small users; therefore small users are paying a flat rate.

. Economies of scale benefits are huge in electrical transmission and distribution
systems. The cost to transport and deliver electricity at high voltage is, per unit of
consumption, a fraction of the costs at low voltages where utilisation factors are
low and technical losses are high. Therefore, the cost per unit to supply bulk
users, taking directly from high voltage, is a fraction of the costs compared to to
supply a small, low voltage domestic consumer or farmer.

. Itis also a fact that South Africa’s electricity tariffs are not cost reflective and that
large, long term and stable consumers are actually subsidising the smaller
unpredictable consumers, notwithstanding that the small user is paying more per
unit than the large consumer for the reasons mentioned in 3 above. Table 1
shows the subsidies and levies in the various tariff classes and consumer sectors.
For example the table shows that it costs ~93c/kWh to supply small residential
users, on the “homelite tariff”, but at the same time these users are only paying
~54c¢c/kWh by receiving a ~38c/kWh subsidy and in total these customers are
receiving a subsidy of R2661 million.

How is this possible you may ask? Consider that Eskom’s residential customers
(of which there are >4 million) constitute only ~4% of sales and ~10% of revenue,
whilst industrial customers (of which there are only 2 935) constitute ~28% of
Eskom sales and contribute ~24% of revenue. In simple terms, a large user being
charged a few cents “levy” actually yields significant ‘subsidy’ revenues, given the
volumes of electricity used by large users.

. With regard to the recently approved MYPD2 prices, there may well be certain
industrial and mining projects that will not be located in South Africa, but owners
will start looking at possible locales in other southern African regions. Industrial
and mining tariffs will, in future, be possibly more expensive than, say, in China or
Russia. This is clearly illustrated by the graph in Appendix A which shows how
South Africa’s industrial electricity prices will become one of the most expensive
and uncompetitive compared with countries it competes to beneficiate its natural
resources. NB: If large users consume less or do not expand there will be less
levies recovered from them which means smaller users will have to pay even
higher prices.

. Save for the three remaining so called “Special Pricing Agreements” (SPA’s), all
large users are on standard published tariffs.
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e |tis afact that each of the larger customers have a contract with Eskom, the
basis of which must comply with regulatory rules, that covers the distinctive
nature of that customers business and that includes aspects such as location,
voltage, security of supply, emergency response, participation in load shedding,
metering, term of the contract, etc.

e The so called SPA’s are long term deals that were struck at a time when Eskom
had surplus capacity and at that time were good for South Africa. These
transactions were aimed at price stabilisation over the long term. At the time these
SPA’s created large direct foreign investments into South Africa and Mozambique.

e This is not well known, but at the time the SPA’s deals were struck, they actually
had the effect of reducing the average South African electricity prices.

¢ In a situation of impending shortage of capacity, such deals should have been
reviewed prior to 2006, the onset in the shortfall in supply capacity.

Table: 1 - Average cost to supply and prices paid per Eskom Customer Sectors

2010711 +/- Levy/Subsidy
Sector Tariff Cost c/kWh Price c/kWh| Subsidy c/kWh Rmillion

Public lighting Publiclite 69 52 17 -32
Commercial Businessrate 56 73 18 161
Residential - -
Homelight 93 54 38 2,661
Homepower 95 85 11 222

Rural: agriculture,
commercial, Landrate 92 91 -1 -55
municipalities, - -
industry and Ruraflex 75 56 20 588
residential Nightsave - -
Rural 84 59 25 1,087

Urban: all sectors
and Municipalities Megaflex 36 39 3 4,449"

excluding residential
Miniflex 40 45 5 155

Nightsave
Large 37 39 2 284
Nightsave

Small 53 62 9 61

Source: Eskom (Preliminary assessment of tariff cost of supply and prices (April 2010). Note: Eskom do a full review on the
cost of supply every three years and the next study report should be available in September 2010.

# - Municipalities are billed the rural and electrification levy but not the levy to fund the indigent subsidy which is funded mainly
by large users. This means of the R4449 levy revenue collected municipalities contribute ~R1300 million and Large Users

~R3100 million.
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Appendix A
Electricity price escalation scenarios in countries that support mineral beneficiation
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Source: A forecast of possible electricity price escalation scenarios in countries that support mineral beneficiation (Frost and Sullivan 2009)



