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1.1 Introduction and background

The Economic/Financial Regulation Sub-committee (ERS) in the Regional Electricity Regulatory Association (RERA) is working to develop position papers on areas where the member regulatory authorities face common issues. This report summarises current status on electricity sector economic and financial regulation in the RERA countries, and proposes further actions to be taken by RERA. 

1.1.1 Background

The ERS developed a work plan in the first meeting held on the 4th of March 2005. This was further reviewed in the subsequent meetings of 11th May 2005 and 17th November 2005. The ERS included the work on position papers in the work plan under the task 4.10: 

"Common issue areas to be covered by the Sub-committee in terms of economic regulation, through preparation of position papers, should include:

· The basic methodology applied by the individual country regulators in regulation of electricity prices and tariffs (e.g. rate-of-return, incentive based, benchmarking, market-based pricing, etc.);

· Any trends and envisaged developments in the regulatory methodologies applied (e.g. move from historic cost to replacement cost approaches, introduction of incentive based regulation, etc);

· Handling of cross-subsidies and other special arrangements applicable to particular customer groups, e.g. large consumers, agricultural consumers, low income and rural consumers, etc

· Experiences gained by the regulators when applying the present methodologies, including identification of shortcomings in approaches and practises applied, including (but not limited to) problems with access to detailed information from the regulated entities, process around determination of acceptable rates of return, etc; and

· Regulatory principles and practises applied by SAPP in terms of access to and use of the regional interconnected transmission system."

1.1.2 Ongoing work in RERA 

RERA work to harmonise economic and financial regulation and to facilitate information sharing and capacity building among its members. Within RERA a set of ongoing activities address economic regulation, and the ERS notes the following current activities: 

Preparation of RERA regulatory principles. The regulatory principles will be important for guiding the regional harmonisation of regulation, and is also intended to strengthen the regional environment for attracting investments in energy supply. A consultant, Prof. Mwenechanya, has been hired by RERA to prepare a set of regulatory principles for RERA to adopt. The draft regulatory principles have been discussed in the Legal subcommittee, and will be adopted by the executive committee in the near future. 

Sharing between RERA members of experience and information from application of different types of regulation. The ERS play a key role in the sharing of information from economic/financial regulation, while the other Sub-committees play a similar role for other regulatory issues. 

Development of RERA as a tool for capacity building amongst the regulatory authorities. This task is implemented by the subcommittee for capacity building. 

The ERS is discussing RERAs role in relation to the SAPP cross border electricity trade and changes in transmission pricing related to the future developments in the SAPP market. The ERS submitted a set of considerations and recommendations to the portfolio committee in June 2005. 

The ERS is developing RERA Guidelines for Licensee Reporting System. A draft was circulated among the ERS members in early March 2006. This will address the necessity of access to information (regulatory reporting) for the economic regulation.

This report provides a basis for ERS discussion of position papers, e.g. what issues should be addressed through the development of RERA position papers.  

1.2 Current regulatory practices and challenges in the RERA countries

The members of ERS have provided relevant updated information on the current regulation practise and challenges in their respective countries. All the RERA member countries are implementing electricity sector reforms, though in different scale and format. The respective regulatory authorities face both common and national specific challenges. 

Lesotho Electricity Authority (LEA) was established in August 2004 as the sector regulator. Lesotho Electricity Corporation (LEC) responsible for all supply to end-customers will be transformed to a Limited Company. The government approved a three-year Tariff Transitional Plan that was implemented from 2004-2006, to further annual tariff increases to ensure financial viability of LEC. The regulatory methodology will be Revenue Cap for both transmission and distribution business and price cap for the supply business. Generation prices are set in a power sales agreement that is based on revenue requirements for the genco. The government is also setting up an advisory body, the National Rural Electrification Advisory Board (NREAB), to deal with rural electrification. Funding for rural electrification is sourced mainly from the fiscus and donor contributions, although a Rural Electrification Fund is planned. It is expected that NREAB will manage the fund and provide support for projects, while there are no envisaged consumption subsidies for the time being. 

In Malawi the National Electricity Council (NECO) is undergoing reforms to become a multi-sector energy regulator that will be called the Malawi Energy Regulatory Board. The current sector reform’s success will depend on the robustness of the new tariff guidelines that are to be developed. To ensure a best possible regulation, NECO needs good information from the different elements of the electricity supply chain. NECO gathers this information from the electricity sector and strives to enhance stakeholder participation and protects the vulnerable (poor ) consumers. 

The Electricity Control Board (ECB) in Namibia is aiming at gradually moving towards more cost reflective tariffs. The current process of forming Regional Electricity Distribution companies (REDs) adds a challenge on how to continue current cross subsidies to the local authorities. Linked to the RED formation process, the ECB is also trying to standardise and rationalise the tariff structures. The restructuring also includes a ring fencing of generation, transmission, and distribution that will make it easier to implement economic regulation. 

National Electricity Regulator (NER) in South Africa has newly been integrated with regulation of gas and petroleum pipelines in the new National Energy Regulator South Africa (NERSA). On economic regulation of the electricity sector NER is also moving from an annual to a multiyear price determination, with an incentive based approach. The regulation of Municipal Distributors (large and small) is also undergoing development. Currently NERSA is using a benchmarking method between municipalities generally and municipalities in the same RED demarcated areas. The trend is to introduce an annual rate of return for the six RED anchor metropolitan cities (CapeTown, Johanessburg, Tshwane, Nelson Mandela Metro, Ekurhuleni, Ethekwini) This will be extended to smaller municipalities at an appropriate time. It is also envisaged that incentives will be introduced when sufficient information and ring fencing are in place.

Zambia has a multi sector energy regulator, the Energy Regulatory Board (ERB). ERB is currently doing a cost of service study, with assistance from the World Bank, to establish a firm basis for the calculations applied in the economic regulation. ERB will use the improved information to assess the efficiency of the Zambia Electricity Supply Company (ZESCO), and to improve the tariff design process. The regulator is also working on the codification of the reporting requirements (regulatory accounts) to be used for the future cost-based regulation. 

In Zimbabwe the Electricity Act (2002) introduces a new independent regulatory institution in the form of the Zimbabwe Electricity Regulatory Commission (ZERC) which is currently being operationalised. The Electricity Act also establishes a new structure for the Zimbabwean Electricity Supply Authority (ZESA): a holding company, ZESA Holdings (Pvt) Limited, and three successor companies for the core business areas of generation, transmission and distribution. One small Independent Power Producer (IPP) exists. Rural electrification is the responsibility of the Rural Electrification Agency, which has the responsibility for planning, prioritising and undertaking rural electrification programmes. ZEDC is commonly used as the implementing agent for new electrification projects. Funding for rural electrification is provided by an electrification levy of 6% imposed on electricity sales, with the funds collected being managed by a Rural Electrification Fund.

There are differences between the RERA countries in the economic regulatory methods applied, as show in the table below. The exchange of experience and sharing of information is a key element of the RERA cooperation in ERS. 

Table ‎1.2

 SEQ Table \* ARABIC \s 2 1 Economic regulation of the electricity sector in RERA countries

	
	Lesotho
	Malawi
	Namibia
	South Africa
	Zambia
	Zimbabwe

	Regulator
	Lesotho Electricity Authority
	National Electricity Council
	Electricity Control Board
	National Electricity Regulator
	Energy Regulatory Board
	Zimbabwe Electricity Regulatory Commission

	Unbundling
	Ring-fenced 
	Organisational division (still same accounts)
	Ring-fencing being implemented
	Ring-fenced
	Vertically integrated (move towards ring fencing)
	Separate companies for generation, transmission and distribution

	Regulation of Generation
	Power Sales Agreement based on revenue requirements
	
	Annual tariff review with Import Parity currently under review
	Multi year price determination (2006-09)
	
	

	Regulation of Transmission
	Cost based Revenue Cap.
	4 years revenue requirements + ATAF (5% threshold)
	Annual tariff review (Cost-plus) 
	Multi year price determination (2006-09)
	Cost based + ATAF by application
	Periodic tariff review based on a rate of return regulation

	Regulation of distribution
	Cost based Revenue Cap.
	
	Annual tariff review (Cost-plus)
	Multi year price determination (2006-09)

(Also see notes about REDs below)
	
	

	Regulation of supply
	Price cap
	
	
	
	
	

	Cross-subsidies/ special tariffs
	
	Life-line tariff is applied for domestic consumers.
	Different systems are applied by local authorities and REDs
	
	Cross subsidy to residential customers; is intended to be phased out.

A 5 percent surcharge for funding for rural electrification 
	Funding for rural electrification is provided by an electrification levy of 6% imposed on electricity sales.

	Experience
	Implementing a 'Three-year Tariff Transitional Plan'
	Is moving through a process toward more detailed regulation. 
	Working to move towards (more) cost reflective tariffs. 
	Challenging to establish the cost of capital in such a way that allows sufficient cash flows for generation expansion
	Ongoing cost of service study to provide for revised tariffs.
	

	Trends/ development
	There is an ongoing preparation for transforming the Lesotho Electricity Corporation into a company. 
	Ongoing legal unbundling for utility. 

Preparing for a Energy Regulatory Authority
	Working to move towards (more) cost reflective tariffs. 
	Introducing incentive based regulation. 

Benchmarking of REDs*
	Ongoing cost of service study to provide for revised tariffs.
	ZERC’s application for RERA membership is accepted by RERA


There are a set of common challenges for the RERA members, most notably are ESI reform/restructuring, Strengthen the position of the independent regulator, Acquire information for regulatory purposes and to provide an economic regulation that balance the need for attracting investments with the need to provide cost efficiency. Further challenges are how to provide affordable electricity services to the poor, and how to expand electricity services through rural electrification. It is common to apply cross-subsidies through non-cost reflective biased elements in the tariff structure. There is a need to make these transparent and find ways to handle cross subsidies as  more cost reflective tariffs are sought for other reasons. 

The Southern African Power Pool (SAPP) has established a basic regime for wheeling charges. At the moment there is only transmission charges for wheeling over a third country, e.g. if Mozambique sells to Namibia, then SA charges wheeling fees. The fee is a MW-km method, i.e. a function of MW injected and distance. There are no wheeling charges for trade between two neighbouring systems (countries).

The ERS has previously discussed how developments towards an open market in SAPP may affect transmission pricing and also have impact on national regulation. During the meeting on 17th of November 2005 ERS was presented with the ongoing work by consultants (Power Planning Associates and ECON Analysis) to develop and implement a new SAPP transmission pricing system. The basis for changes in the transmission pricing is that a spot market cannot work with point-to-point wheeling charges, there is a need to provide price signals to encourage network investment, and a spot market also needs new congestion management arrangements
. 

National regulators will be parties to the further development of SAPP. A key issue in further facilitation of trade is the coordination among the regulatory authorities to develop a fair ground for trade to realise common goals of efficient power supply. Large differences in regulation may produce a skewed market, with opportunities for regulatory gaming between nations.

A key regulatory issue in the adoption of new system for transmission pricing and auxiliary services is how national economic regulation of utilities treats the cross border revenues or payments made within SAPP. It is reasonable to adapt the economic regulation as to protect domestic consumers from subsidising the export or third party wheeling of electricity. 

1.3 International Best Practices in Economic Regulation

The economic and financial regulation of the power sector is necessary to obtain a balanced development of the power system that provides the electricity services at a reasonable quality to lowest possible cost. A key challenge in economic and financial regulation is to both secure sufficient incentives for investments (and quality of services), while avoiding overinvestment (or inefficiencies) that are a burden to the customers. 

The European historical way of handling the natural monopoly aspect of the power sector was through government ownership or cooperatives, so that indirectly the customers would run the companies. This has not proved to secure efficiency over time, and the international trend is to apply stronger economic and financial regulation to secure efficient development of the power sector. 

The US historical way of treating monopoly infrastructure activities has been through regulated private utilities. The classic rate of return regulation has been criticised for both giving incentives to over investment and for giving difficult legal disputes over what is the right capital base and costs to be used in the regulatory calculations. 

Both the US and European power systems are mature, and there has for a period been focus on increasing efficiency rather than stimulating new investments. Especially for the grid services regulation there has been a convergence between US and European practices in developing more detailed models of regulation that also provide stronger incentives for efficiency.  

In the emerging economies and developing countries it is more important to create an environment conducive to investments and to create long term financial sustainability for provision of electricity services. It is important to remember that good economic and financial regulation is context specific. Especially what is good regulation in a mature system may be poor regulation in a developing system. 

What is the best power sector regulation will also depend on the sector structure, the type of potential generation, the size of the market and whether the systems need to be expanded or not. In a large competitive market like NordPool, with competition both in wholesale and retail, the sector policy will combine regulation of natural monopoly network services (transmission, distribution) and facilitation of well functioning retail and wholesale markets. In a small power system consisting of one vertically integrated power utility, the economic and financial regulation will have to cover the full value chain. This will include a set of performance measures, budget constraints, regulated and non regulated costs and maybe a specified tariff structure. 

Even though what is good economic and financial regulation is dependent on the sector context, we can point to some basic elements for building good economic regulation of the power sector: 

1. Regulation that provides sustainability of the sector. The service provider has to have financial sustainability to secure ability to provide services over time. Thus payments from customers and government have to cover the cost of providing the electricity services. 

2. Regulation that secures efficient delivery of services. The services have to be provided in an efficient manner to avoid unnecessary burden on either customers or government. The economic and financial regulation is highly dependent on access to information (good regulatory accounts) to be a tool to secure such efficiency.

3. Clearly defined roles of government, regulator, system operator, and market participants. This includes the independence of regulation from irregular political intervention and from regulatory capture. 

4. Transparency in regulation based on sound legal and judicial systems with active stakeholder consultations. This is important to build credibility for regulation and to mitigate regulatory risk.  

5. Long term planning both in system operations and regulation to provide a favourable environment for efficient investments. Power supply is capital intensive and investments are long term, thus planning is crucial to avoid investment failures and situations with stranded assets.

1.3.1 Models of monopoly regulation

Looking purely at monopoly activities, the economic regulation of monopolies is an important task for a regulatory authority to avoid that the monopolist takes advantage of his position and impose excessive costs or providing insufficient services for the customers. The following sums up key features and faults of some models for monopoly regulation: 

Rate-of-return regulation: Sets a maximum rate of return on capital. Traditional regulation associated with the US. The model curbs monopoly profits, but gives no incentives for efficiency. On the contrary, the model gives incentives to expand the rate base, “gold plating” and over investments (Averch-Johnson effect). 

Sliding scale regulation (Return interval): Sets an interval for allowed rate-of-return. Outside the interval a system of cost/profit sharing is applied to give some incentives to increase return.

Price-cap regulation (RPI-X): Sets maximum prices for the regulatory period, usually related to an index (RPI) and capped by an efficiency factor (X). The company captures additional efficiency gains. The traditional UK model gives incentives to reduce costs, and may give reduced investments and quality. Investment plans and quality standards are often included to address these problems. The model opens for gaming around investment plans. 

Revenue-cap regulation: Sets maximum total revenue and has the same key properties as price-caps, but is less influenced by changes in demand/supply. This model fits network monopolies where costs are mainly in fixed assets and with limited variable costs. 

Yardstick regulation: Introduces indirect competition by comparing performance of similar types of companies. An example could be to set cost allowances according to the average of the five best performing companies. The model gives companies incentives to perform better than the reference. Properties will vary with specification of the model. 

Network performance model: The Swedish regulator has developed a model that can be seen as a special type of yardstick for use in light-handed regulation. In this model, the companies’ revenues are compared to replacement costs of a virtual reference network. The computerized model calculates an efficient grid-based on the geographical location of consumption of customers and standardised data for the costs of grid. 

Light handed regulation: There is no ex-ante approval of tariffs, but the regulator may intervene if tariffs ex-post seem unduly high, or on suspicion of other unapproved behaviour. 

Self-regulation: Practically no formal regulation. This was typical for pre-reform state owned utilities in Europe. Some countries, like Germany, have kept a system of self-justice in the power industry, but then combined with disclosure of tariffs and a threat of regulation.

Regulation by contract: This type of regulation may take various forms. It may be suitable to apply in a context with a single utility, or a small set of operations. A challenge is to make complete contracts and robust dispute resolution procedures. 

1.3.2 Further references for international best practice regulation

A huge pool of literature and academic discussion on power sector regulation has been developed, both for integrated monopolies and different types of market models. One body of literature stems from the experiences of the Nordic full-fledged international power market, while the UK based system has given rise to another body of literature. Similarly the US tradition with regulated privately owned utilities has provided other academic discussions. 

The experience of the US, UK and Nordic power markets have also been bases for discussion on routes to go for the developing and emerging economies. The World Bank has actively promoted radical sector liberalisation and competitive markets with privately owned companies, while several consultants and academic groups have argued for a softer stepwise process from state owned monopoly utilities to a single buyer model or modified/limited market structures. 

A key element in all the literature is to establish transparency in regulation and enforcing performance monitoring. Annex I lists additional international literature and references to further increase the understanding of the challenges of economic and financial regulation of the electricity sector. 

1.4 Conclusion and recommendation

The common denominator for the RERA members is that the respective national regulatory systems are developing, very much in an effort to provide a basis for efficient economic/financial regulation. There are ongoing processes to provide for regulatory authorities with necessary means and transparency for further development of sound regulation. All countries are working to increase and improve the regulatory accounts as a necessary basis of information for the regulator to apply economic regulation. Further there is ongoing formalisation of current regulatory methods, and also work to provide more cost reflective tariffs. Even though cost reflective tariffs are considered a tool to improve the sustainability and efficiency of the electricity sector, most countries are applying different cross subsidisations to secure services for the poor or to develop rural electrification.  

In the sub-committee meeting on 17th of November 2005 in Pretoria, the ERS discussed possible actions for RERA to follow up on the issues raised under task 4.10 in the work plan. 

The ERS proposes the following further actions to be taken by RERA:

Use the ongoing work by ERS on Guidelines for Licensee Report Systems, and the NERSA experience with electronic reporting systems to develop the members reporting systems. 

The ERS will continue to share information and produce documentation for economic regulation addressing the issues of: 

· How to establish the capital base (cost base) to apply in the economic/financial regulation?

· How to or not to apply cross subsidisation that supports lifeline tariffs and rural electrification?

These efforts to develop the understanding of economic regulation should be supported by focused training sessions for relevant staff from the RERA members. 

The ERS willl engage in discussion of how RERA can play a role to facilitate benchmarking of electricity services provision both at national and regional level. 

The RERA Electricity Supply Industry Policy, Legislation and Regulation Portfolio Committee (ESIPC) should discuss the role of RERA in relation to SAPP and seek further cooperation between the two organisations. This will be supported by discussions in the subcommittees, and continued dialog between the secretariats. A key issue in relation to the proposal for changes in SAPP wheeling charges and auxiliary services is how the national economic regulation of utilities will adapt to changes in revenues and costs associated with wheeling, auxiliary services and trade within SAPP. 

Annex I: Additional literature and references

Web sites with regularly updated materials: 

· ESMAP - The Electricity Sector Management Assistance Program run by the World Bank, based on funding from UNDP and WB. http://www.esmap.org/
· Global Regulatory Network Program, run by The US National Association of Regulatory Utility Commisions, funded by USAID. http://www.globalregulatorynetwork.org/Files/Library.htm 

· AFUR - African Forum for Utility Regulation that is funded by the World Bank and provide links to other sources and regulatory agencies http://www1.worldbank.org/afur/index.asp. Amongst others are links to the International Forum for Utility Regulation (IFUR) and The South Asian Regulatory Initiative (SARI). 

· Electricity Policy Research Centre (University of Cambridge, UK) that has a long list of academic publications on electricity sector policy. http://www.electricitypolicy.org.uk/index.html. Michael Pollitt is the director and has published some international studies on utility regulation: http://www.electricitypolicy.org.uk/people/pollitt/pub_elec.html 

· RERA – Regional Electricity Regulatory Association. We should not forget to make use of our own website: www.rerasadc.org 

Specific publications that may be useful to turn to for further understanding: 

· Electricity Sector Reform in Developing Countries: A Survey of Empirical Evidence on Determinants and Performance by Tooraj Jamasb, Raffaella Mota, David Newbery and Michael Pollitt. This is a Cambridge Working Paper in Economics CWPE 0439, 2001. This offers a good starting point for further relevant reading on electricity sector regulation in developing economies. http://www.electricitypolicy.org.uk/pubs/wp/ep47.pdf (link to working paper, 851 kB). 

· Governance and regulation of power pools and system operators : an international comparison (World Bank Technical Paper no. 382, 1997) by James Barker Jr., Bernard Tenenbaum and Fiona Wolf. This article focuses the experience of the Nordic, UK & Wales, Australian and Canadian experience before 1997.  http://www-wds.worldbank.org/servlet/WDS_IBank_Servlet?pcont=details&eid=000178830_98101904161821 (This link is to a page that give some information and provide link to the actual document that is 7.4 MB). 

· “A Framework for Utility Regulation in Africa”, adopted by African Forum for Utility Regulation (AFUR) at the 1st Annual General Assembly (AGA) of AFUR, held in Yaounde, Cameroon from 11 – 13 November 2003. 

Annex II: SAPP Regional Electricity Trade and Transmission Charges

The following is the conclusion made by ERS in June 2005 in relation to the discussion of international experience in regional electricity trade and transmission charges and the development of a new system for wheeling charges and auxiliary services within SAPP. 

Concluding Remarks and Recommendations 

The RERA member countries are at different stages in market reform and in relation to building the regulatory capacity. At the same time the challenges are similar in increasing electrification, providing low cost generation, expanding transmission and securing investments. The development of the regional electricity market is a tool for efficient use of resources and providing a market more conducive for new investments. 

Within RERA the regulation of transmission and cross-border trade is not very different in scope and aims. Still the economic regulation of transmission system operators vary in the implemented methods, and this may produce differences in transmission and system charges. This does not stop trade, but may be an issue for dispute. This may be more pertinent as the transmission capacity has to be expanded to accommodate increased trade and associated costs will be passed onto wheeling, transmission and use of system charges. 

The SAPP Inter Governmental MoU provide for access to wheeling, and SAPP is also developing further the method for establishing wheeling charges. The coordination in the national regulation of transmission and associated definitions of transmission and system services may be important to be able to produce transparent charges in relation to wheeling and cross border trade. 

The international practises illustrate the trend to establish regional markets, with corresponding regional regulatory cooperation and transmission associations. The Nordic and European experience is policy and government driven, with development of forum for regulators and transmission operators. The US approach with regional transmission organisations is interesting in the aspect of separation of system operations from the transmission operations, provided one system operator for a larger transmission region. The Central American electricity market is special in the establishment of both a regional system operator and a regional regulatory agency. 

The Central American example, with establishment of a regional regulatory agency and a regional system operator, may seem like the ultimate model for efficient coordinated regulation and system operations and planning. Still the practical implementation shows that the tedious work on agreements on methods and procedures anyway have to be made between the involved national authorities. There are also concerns related to how the dispute handling will be within this system. Anyway, the model is interesting and should be observed, but the establishment of regional entities are not necessary to proceed with the market integration. Basically it is too early to recommend or discard.   

The expectations for a future SAPP market model provides for making some general recommendations for further RERA work on the coordination and harmonisation of regulation. The expected “loose power pool” model with decentralised dispatch requires extensive exchange of operational information, quick response by balancing entities and well coordinated operational procedures. A well developed forum for the system operators to coordinate their actions will be needed. 

The integrated market will need certain harmonisation in structure, regulation, network access and transmission charges to create a level playing field. Thus the RERA work on regulation of transmission and cross border trade should target the following issues: 

· Create coordinating forum and information sharing between regulators, transmission system operators respectively,

· Enhance strategic regional planning and provide for incentives for investment in transmission capacity,

· Secure non-discriminatory access to transmission capacity and develop transparent methods to determine the available transmission capacity,

· Formalise agreements on transmission and cross border tariffs to reduce the costs associated with cross border trade,

· Strive to long term harmonisation of national transmission tariffs and use of locational signals,

· Investigate market based methods for congestion management.

The cooperation in RERA and SAPP already address several of the above issues, but further actions are necessary to secure continuous progress in establishing an efficient regional market. 

The RERA Economic and Financial Regulation Sub-Committee recommend the following:

· RERA caters for cooperation between the regulatory agencies, and should be a tool for further cooperation in relation to the SAPP market development. This will soon be strengthened by the inclusion of new members (Lesotho, Zimbabwe). 

· Coordinated actions between SAPP and RERA (regulatory authorities) are necessary to formalise agreements for wheeling and cross border tariffs to reduce barriers to trade. An important start would be the participation of RERA in the SAPP process of establishing a new wheeling charges method. 

· The RERA members should seek individually and in cooperation to establish regulation of transmission that give necessary incentives to invest in new network capacity, but at the same time balances this with incentives to efficient use of current assets.

· Within RERA the regulatory agencies should provide transparent regulation for all activities relating to the effective and efficient operations of transmission and systems, such as unbundling, revenue requirements, transmission pricing etc. 

· The TSOs and regulatory agencies should seek a long term balanced harmonisation of the network charges facing generation, taking into account the actual underlying conditions within each (national) system.

RERA shall work to enhance cooperation between the TSOs for the development of the regional market for electricity:

· The SAPP committees (planning, operations) do facilitate coordination of the member utilities practices in relation to developing the regional market. A regional forum for the TSOs with a scope of technical and practical cooperation is important to help the development of a well functioning regional market. 

· The TSOs should through cooperation contribute to the efficient regional planning of expanding transmission networks and localisation of new generation. 

· Looking to the ETSO experience the TSOs may be instrumental in establishing a system of non-discriminatory access to networks and a transparent method for definition of the actual available transmission capacity. 

· The SAPP members should also seek agreement on the specifications of network and system services, and should cooperate with RERA to secure transparency in the establishment of cost basis for tariffs and use of system charges.

Annex III: NERSA Economic Regulation

(Information supplied for task 4.10 in the ERS work program, and to be used in the 3rd ERS meeting 17th November 2005).  

1. INTRODUCTION

State-owned Eskom is a large vertically integrated utility dominating the South African ESI. It has 24 power stations with a nominal capacity of 39,872 MW and supplies 95% of the country’s electricity requirements. It sells electricity to about 3.5 million own customers and to another 187 predominantly municipal distributors.  Eskom supplies about 48% of the total number of end-consumers, but distributes about 57% of the total electricity.  

Eskom is funded through revenue derived from the sale of electricity and its capital expansion is funded from retained earnings and debt.   Eskom is operated on commercial business lines and pays tax and dividends to government.   Tariffs are designed to be as cost reflective as possible for the different customer classes.

Other electricity producers include industrial self-generators (e.g. Sasol) and a few municipal distributors also owning and operating generating facilities.  Governance of the electricity sector is the responsibility of the Department of Minerals and Energy (DME). However, Eskom’s reporting function is directly to the Department of Public Enterprises (Eskom’s shareholding Department). The Department of Provincial and Local Government is the line ministry for municipalities and local governments.

Eskom is an operating member of the Southern African Power Pool (SAPP), and sells electricity to Botswana, Mozambique, Namibia, Swaziland, Lesotho and Zimbabwe.  It purchases electricity from Mozambique (the Cahora Bassa hydroelectric scheme) and from the Democratic Republic of Congo (DRC) and Zambia for peaking purposes.

2. REGULATORY ARRANGEMENTS 

The National Electricity Regulator (NER) is the regulatory authority over the ESI, and is a statutory body, established in terms of the Electricity Act, 1987 (Act No. 41 of 1987 as amended by the Electricity Amendment Acts of 1994 and 1995). The Minister of Minerals and Energy appoints the members of the NER Board.  

NER regulates the industry based on a licensing framework and is responsible for economic and technical regulation (including quality of supply and service), resolving customer complaints and dispute resolution. The NER is funded from a levy imposed on generators of electricity, which is passed on to all customers of electricity. 

In March 2005, the National Energy Regulator Act, 2004 (Act no. 40 of 2004) was signed by the President, which will lead to the creation of the National Energy Regulator, envisaged to come into operation sometime in 2005. This new regulator will take on the responsibility for piped-gas and petroleum pipelines in addition to electricity. 

3. REGULATORY METHODOLOGY FOR ELECTRICITY PRICES AND TARIFFS

The NER’s obligation, according to the Electricity Act, 1987 (Act no. 41 of 1987), includes to “determine prices and conditions on which electricity may be supplied by a licensee”.

Eskom currently applies for separate price increases for its generation, transmission and distribution operations in July of every year, for implementation on 1 January the following year. The NER reviews the applications and determines a price increase for each of the three businesses, with the price awarded to distribution being the ultimate price to be paid by Eskom’s external customers including municipal distributors. The awarded price is for customers on standard tariffs and does not include customers on special tariffs and customers outside South Africa.

The NER has up to the price increase for 2005 reviewed Eskom price increase application based on a Rate-of-Return (RoR) methodology. 

After determining the Eskom price increase, the NER develops an annual guideline increase for all municipal distributors, which is communicated to all municipalities to assist them when applying for their price increases. The distributors are required to submit their applications to the NER at least sixty days before the intended implementation date. The NER reviews the distributors’ price increase applications and, using a benchmarking approach, determines the allowable increase. 

4. TRENDS AND ENVISAGED DEVELOPMENTS IN THE REGULATORY METHODOLOGIES APPLIED

The intention for the 2006 price increase application is to move to a multi-year price review for generation and distribution, still using a RoR approach but with built in incentives. This approach is currently being developed.  For transmission an incentive-based approach will be followed.

As distribution industry reform progresses, the NER’s intention is to apply the same regulatory methodology to the new REDs as is presently applied to Eskom.

5. CROSS-SUBSIDIES AND OTHER SPECIAL ARRANGEMENTS

The NER developed and implemented a guideline framework on cross-subsidies.  

This framework seeks to address the following issues:

· A recommended approach to how cross subsidies could be further realigned or phased out in view of best international practice.

· A review of the cost of supply methodology (NRS 058) leading to the estimate of an acceptable method that would isolate cross subsidies from cost reflective prices.

· A quantitative (where possible) and qualitative assessment of the macroeconomic impact of the realignment of tariffs by Eskom to date. 

The NER Board approved the following recommendations:

1.
Cross-subsidies and levies should be retained/provided within tariffs for reasons of affordability and as a preferred method of subsidising intended beneficiaries (compared, for example, with means-tested methods).

2.
The existing level of cross-subsidies in tariffs is sustainable in terms of impact on contributing groups and makes a significant improvement to affordability. However, there are significant inconsistencies, between utilities, which should be addressed as part of RED formation.

3.
Cross-subsidies should be contained within retail (end-use) tariffs, (as now) but will be identified as a transparent subsidy in the relevant tariffs. The identification of the transparent subsidies should take place as part of RED formation.

4.
The tariff cost allocation methodology, as used in NRS 058, is essentially a cost plus approach and may require adaptation where regulation precludes the full pass through of costs or where some form of incentive based regulation may apply, or where alternative forms of power purchase, such as bilateral contracts, may prevail. There may be scope for improving the allocation of network costs, in relation to load factor and there is likely to be benefit in a co-ordinated national load research programme, across all distributors.

5.
Tariff structures used by South African utilities are much in line with international practice but there is scope for some improvements to tariff structures, to provide further incentives for price signalling, which could lead to improved energy efficiency. There would also be benefit in greater consistency between utilities’ tariff structures.

6.
The introduction of the Wholesale Electricity Pricing System (WEPS) will provide additional transparency to pricing and ensure that cross-subsidies can be identified and monitored. The implementation of the WEPS is therefore a crucial element in tariff strategy.

7.
The zonal pricing of transmission should be moved towards greater cost reflection (different zones and possibly making the charges relate more closely to broadly defined peak periods) and a transmission tariff should be published for generation and loads.

8.
REDs should move towards uniform tariffs, within each RED, from the various tariff structures and price levels that exist at present. On formation of each RED, it is expected that a transition to uniform tariffs would take place over a number of years, by gradual convergence of existing tariffs to uniform levels.

9.
In general, the existing cross-subsidies would be retained.  Structural adjustments or tariff re-balancing should preferably be postponed until RED formation unless the restructuring does not disturb the existing cross-subsidy position. However, where opportunities arise to correct severe imbalances between price levels, this could be undertaken prior to RED formation, provided that the re-balancing will does not move counter to the expected end position for RED tariffs. 

10.
Tariff guidance to be issued by the NER, to recommend use of suitably priced inclining block tariffs on how cross-subsidies are to be applied within tariffs 

11.
Non-tariff cross-subsidies (e.g. supply quality, ring-fencing, revenue issues) should be considered when monitoring the cross-subsidies.

12.
On RED formation, each RED should submit a tariff strategy for approval by the NER, which will identify:

· A set of “shadow” tariffs, uniform across the RED. These “shadow” tariffs will be estimated on the basis of full cost reflection, with distribution network charges averaged across the entire RED (voltage differentiation to be maintained but it is suggested that rural/urban differentiation could be removed).

· The level of cross-subsidy to be provided to each relevant tariff, in accordance with NER guidance.

· A strategy for moving towards full uniform tariffs within the RED, over a period of time. The uniform tariffs should be based on the “shadow” tariffs, plus any cross-subsidies or levies.

13.
It should be noted that the adoption of the tariff strategy would not affect the revenue requirement, which would be determined separately. The tariff strategy affects only the relative prices, within and between tariffs.

14.
Cross-subsidies should not be provided for reasons of economic protection; to high-usage large residential customers or to any other specific groups not covered by the policy on cross-subsidies. Phasing out of such cross-subsidies should be undertaken as part of the tariff strategy mechanism described above.

15.
An equalisation system may need to be implemented, to recover levies from all customers, via their retailer (or generator/wholesaler) on an agreed national basis (e.g. % levy on all customers). The equalisation system would re-distribute the levies to the retailers that apply cross-subsidies, in accordance with an agreed process. This will include estimates on a year-ahead basis with reconciliation at year-end.

16.
Alternative tariffs structures (e.g. inclining block tariff) should be investigated as alternative ways of providing cross-subsidies and levying high consumption.

17.
Monitoring of the cross-subsidy position, by the NER, would provide a basis for determining the levy contributions, on an annual basis. The expectation would be that levies and cross-subsidies would gradually reduce.

In order to implement the above, in particular the tariff strategy for REDs, it is crucial that the NER provide adequate guidance and monitoring. Given the importance and concerns about cross-subsidies, levies and tariff rationalisation, it was resolved that this should be the responsibility of a dedicated task team at the NER. Following the NER decision on the recommendations resulting from this project, it is resolved that the dedicated NER team would:

· Issue the draft NER guidance document (already prepared) on cross-subsidies for stakeholder consultation.

· Following a short period of consultation, issue a definitive guidance document for implementation.

· Monitor the development of cost allocation in tariffs and cross-subsidies based on the acquisition of improved data from Municipalities, based on the outline data questionnaire provided as part of this Project.

· In conjunction with each RED as it is formed, assist and guide the RED to formulate a tariff policy based on the agreed guidelines.

The NER also has a Negotiated Pricing Agreement (NPA) policy which has the intention of ensuring that NPAs are designed in such a way that they are honoured during liberalisation, that risks are allocated to the correct industry participants and that NPAs accommodate rather than hinder the establishment of a market.  It outlines the process that will be followed by the NER in handling negotiated pricing agreements in South Africa.

6. EXPERIENCES GAINED IN APPLYING THE PRESENT METHODOLOGIES

The following is extractions from the NER close-out report on the 2005 Eskom price determination.  It provides some insight into the experiences gained in applying the methodologies.

6.1
The following are some features that worked well in the determination of the 2005 Eskom price application and which should be retained:

· Detailed work planning and weekly progress meetings;

· Integration of consultants into the main review work streams;

· Other Departments’ (in the NER) involvement in, and awareness of the review process;

· Quality control, peer and external review mechanisms;

· Preparation of a detailed report to the Board according to a pre-agreed report structure;

· Regular interaction with the Board in the lead up to the price determination;

· Regular interaction with National Government departments pre and post the price determination; 

· Entrenching clawback as a standard component of the Rate of Return methodology;

· Expressing price determination as a c/kWh level rather than a percentage price increase; and

· The adoption of a close-out report.

6.2
The following are areas that were identified where improvements are required:

· Work planning and scheduling;

· Completion of planning and tasks that can be either fully or partially completed prior to the receipt of a price application;

· Duration, participation in and focus of weekly planning;

· Appointment, management and role definition of consultants;

· Allocation of internal resources to the review process;

· Co-ordination and planning of report preparation;

· Information management;

· Stakeholder participation in the review process;

· Planning and execution of the communication strategy;

· Setting and monitoring compliance with conditions;

· Analysis of Eskom’s expenses submission;

· Independent evaluation of Eskom Generation’s expansion plans;

· Calculation of WUC and working capital components of the rate base;

· Application of a rate of return that adequately reflects Eskom’s actual cost of capital; 

· Application of clawback rule;

· Testing and review of new/amended rules to the RoR prior to their adoption by the NER Board;

· Current ring-fencing arrangements and assessment of the impact of interdivisional transfers and risk exposure upon regulated customers; and

· Translating the total required revenue into an average price and a required revenue per Generation, Transmission and Distribution.

Annex IV: ERB Report to the RERA Subcommittee on Economic and Financial Regulation 

ECONOMIC REGULATION IN ZAMBIA

(POSITION PAPER FOR THE 3RD QUARTER MEETING)

JULY 2005

1.0 Introduction

At the last meeting of the RERA subcommittee on Economic and Financial Regulation held in Blantyre, Malawi, members were tasked to prepare position papers for their countries for review in the August meeting. This is in line with item 4.10 of the subcommittee’s work plan for 2005.

The following are the issues to be reported on in the respective country position papers: 

1.1 Basic methodology applied in regulation of electricity tariffs

1.2 Trends and envisaged developments in the regulatory methodologies applied

1.3 Handling of cross-subsidies and other special arrangements applicable to particular interest groups

1.4 Experiences gained when applying the present methodologies

In addition to the items above, the subcommittee will report on the regulatory principles and practices applied by SAPP in terms of access to and use of the regional interconnected transmission system. The procedures applied by SAPP will be reported on by the subcommittee’s secretary, based on the available feedback from earlier requests for information from the SAPP offices.

This paper presents the Zambian case in respect of the four discussion points above. 

2.0
Background

The electricity supply industry (ESI) in Zambia mainly comprises of a vertically integrated state monopoly, ZESCO, and an energy service company CEC, that purchases 50% of the power generated by ZESCO and supplies it to the mines. In addition two small independent power producers, currently selling all their power to ZESCO, and some small- scale solar based energy service companies supplying power to some rural areas also participate in the ESI.

The ESI in Zambia has been undergoing restructuring since 1994 and private investment in the industry, particularly in the area of generation, is liberalized. The amendment of the electricity ACT in 1995 abolished the statutory monopoly of ZESCO while the Energy Regulation Act of the same year established an independent regulator of the energy sector, the Energy Regulation Board (ERB).   
The major concern at the moment is to improve the operational efficiency of ZESCO so as to create an incentive for further investment in the sector. To this effect, the Zambian government decided in March 2003 to commercialise ZESCO. This entails that the company though still government owned, would be restructured to operate on commercial lines. The objectives of this programme include;

· Improving financial performance of ZESCO

· Improving the quality of service delivery

· Attracting new investment into the sector

· Increasing access to electricity in Zambia

· Introducing new technologies into ZESCO

The ERB only regulates retail tariffs, while bulk supply tariffs, which apply to large-scale customers such as the CEC and exports, are negotiated between the parties. 

In order to further encourage participation of other utilities, an open access transmission code is currently being worked on for implementation in 2006. This will facilitate access to the ZESCO and CEC transmission lines by other players.  

Presently, a World Bank supported ‘cost of service study’ is being undertaken to help establish the real cost of supplying electricity by consumer categories. This will help strengthen the tariff design process and move the industry towards cost reflective or economic tariffs. It will also provide an incentive for new investment in the industry.

3.0 The basic methodology applied by ERB in regulation of electricity Tariffs 

Since establishment of the Energy Regulation Board (ERB) in 1997, variation of electricity tariffs has been based on a hybrid form of the ”Revenue Requirement” Approach. 

The revenue requirement approach allows a utility to earn enough revenue to recover all costs that are deemed just and reasonable, including a reasonable return on investment. 

Additionally an Automatic Tariff Adjustment Formula (ATAF) is used to restate the approved revenue requirement in real terms. Given Zambia’s relatively high macroeconomic volatility, ATAF cushions the loss in value of determined revenue requirement at the beginning of the financial year resulting from factors external to the utility, e.g. Inflation and exchange rate. 

The utility is allowed to apply for Revenue Requirement tariff adjustment at the beginning of each financial year (April). Six months into the financial year (October), the utility is allowed to apply for tariff adjustment under the ATAF, if the adjustment factor reaches some threshold.

4.0 Trends and envisaged developments in regulatory methodology

The ERB is still developing its tariff policy. However, the general direction is towards a cost of service or revenue requirement approach.

Being a cost-based regulatory approach, the current cost of service study being undertaken with the help of a consultant will help refine the ERB’s regulatory methodology as it will help establish a breakdown of costs between, generation, transmission, distribution and supply. This study will also help establish ZESCO’s asset base and thus facilitate more reliable estimates of the required rate of return.

Using the cost of service study to determine cost of supplying to various consumer groups, the ERB hopes to move towards a tariff design that takes into account economic efficiency, financial viability and social objectives

Furthermore, the ERB is also presently compiling tariff-filing guidelines to standardise and codify the reporting requirements of the utilities for tariff filing purposes. This will help the regulator have more comprehensive and reliable data to use in determining the amount of tariff adjustment required.

5.0 Handling of cross subsidies and other special arrangements for particular customer groups

In the absence of reliable information from the utility on the costs of providing electricity to the various customer groups, coupled with the high poverty levels in the country, the ERB has had limitations in designing programmes for special interest groups. This is one area that is due to benefit from the on-going cost of service study. However, Zambia’s electricity tariff structure has a limited scope of cross subsidies and arrangements for different customer groups.

The major objectives of these special tariffs are as follows;

· To deal with affordability issues 

· To promote investment in targeted economic sectors 

· To promote efficient use of electricity

Zambia’s electricity tariffs are differentiated as follows;

1.Bulk supply tariffs – apply to large-scale customers e.g. CEC
2.Export tariffs – apply to electricity sold outside Zambia

3.Retail Tariffs – Regulated Tariffs

Retail tariffs are further differentiated as follows;

i.Residential Tariffs – metered & un-metered - households
ii.Commercial Tariffs – commercial sector

iii.Social Services Tariffs – e.g. hospitals and street lighting

iv.Maximum Demand Tariffs – e.g. industrial and mining sector

Life Line Tariff:

The retail tariffs have a three block structure that incorporates a form of ‘line –line tariff’ in the first block of 300kwh consumption per month that is charged at a level that is below cost. Whereas this gives relief to the low-income consumers, it cannot be targeted and therefore rewards’ all residential customer categories. A study is due  to be undertaken in 2006 to determine exactly how much consumption should be considered absolutely necessary. 

As noted earlier, the high poverty levels at over 70% pose a challenge to the administration of such a lifeline tariff, as very few people would have to subsidise the majority. 

Farmers’ Tariff

In July 2002, Farmers were given a special tariff to encourage growth in the agriculture sector through irrigation. This was aimed at ensuring food security in the wake of a prolonged drought in the region. The preferential tariffs for farmers are still in force.
These tariffs are not representative of the costs imposed by the customers on the system’

A challenge for the future is to design an actual Lifeline Tariff based on:
· Social-economic considerations

· Affordability issues

· Baseline consumption data

· Targeted to the desired recipients

6.0 Experiences with present methodologies

The revenue requirement approach as implemented by the ERB has so far provided a fair basis for the review of tariffs albeit with a few challenges among them;

1. Insufficient data provision by the utility

2. Absence of cost of service studies to ascertain and update the cost of providing the service

3. Inability by the ERB to compute a reliable estimate of a ‘reasonable rate of return’ due to the foregoing reasons coupled with the absence of mature financial and capital markets that would provide data to use in determining market based rates of return.

Nevertheless, the ERB is optimistic that once the first cost of service study is complete and the tariff filing guidelines are in place, the current regulatory methodology will move even closer to a fully- fledged revenue requirement approach. It is envisaged that even in the absence of more reliable measures of rate of return such as WACC, the ERB can use generally accepted rates of return as agreed with key stakeholders (including the use of benchmarking) and reviewed overtime as information improves.

Annex III: ECB update of SAD-ELEC ESI Report

(Includes information supplied for task 4.10 in the ERS work program, and to be used in the 3rd ERS meeting 17th November 2005).  

8. 
Namibia

8.1 General Information

	Population
	1.8 million (2002)

	Electrical Energy Consumption
	2,301 GWh (2004)

	Electrical Energy Production
	

	Hydroelectric
	99.9%

	Thermal (grid)
	0.1%

	Import/Export
	

	Imports
	1,566 GWh (2004)

	Exports
	23 GWh (2004)

	Total number of customers
	3,600 (NamPower customers - 2004)

	
	85,000 (rest of ESI – 2003 est.)

	Percentage of Population with Grid Connection
	27%



	Key Policy Drivers
	• Increase sector efficiency through industry rationalisation and effective regulation

• Improve access to electricity

• Increase security of supply through                             broadening sources of supply

• Promote private sector participation

• Facilitate further integration into regional ESI


8.2 Electricity Supply Industry (ESI) Structure

Governance of the electricity sector is the responsibility of the Ministry of Mines and Energy (MME). Generation, transmission and import/export of electricity is the responsibility of the Namibia Power Corporation (NamPower), while responsibility for distribution is split between NamPower, a number of local authorities and a few recently formed regional electricity distributors (REDs). It is the Government of Namibia’s objective that NamPower will no longer be involved in any distribution through the formation of the REDs.

An illustration of the Namibian ESI is presented in the figure below.
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8.2.1 Electricity market organisation and regional power trade

Namibia has started the process towards electricity market reform, both in response to Government policy objectives and with reference to the emerging market reform in the neighbouring South African market. To this extent NamPower has created an internally ring fenced  trader function within its Transmission business unit, engaging actively in regional power trade, both bilaterally (primarily with Eskom) and through the Southern African Power Pool’s Short-Term Energy Market. It is envisaged that this function will be developed into a Single Buyer function. 

NamPower’s electricity system is connected at high voltage to Eskom’s system through a double circuit 220kV interconnection with a transfer capacity of 200 MW. An additional 400kV system between South Africa and Namibia was commissioned in 2000. This increased the capacity of the interconnection with South Africa by approximately 500 MW (to about 700 MW). In addition, various cross-border connections (at 33 and 66kV) exist with Angola, Zambia, Botswana and South Africa, with a new 132 kV connection to Botswana also under construction.

8.2.2 Organisation of electrification

The MME has the responsibility for electrification policy and implementation, with the ECB providing a supporting role in managing and monitoring progress. Electrification projects are undertaken by ESI participants, in particular NamPower, with financial support provided by the MME for priority electrification projects defined in a 10-year Electrification Masterplan. The Rural Electrification Masterplan has recently been updated.

Consideration is being given to entrench electrification obligations as part of the licensing obligations of distribution licensees, allowing the financial costs of such obligations to be reflected in distribution tariffs as part of a recently introduced tariff methodology.

Electrification of commercial farms is a particular issue in Namibia, with NamPower having invested considerable amounts into this activity over a number of years. In most cases this electrification effort is found not to be financially viable.

8.2.3 Regulatory Arrangements

The legislation governing the sector, the Electricity Act (2), 2000, established an independent regulator - the Electricity Control Board (ECB), appointed by the Minister for Mines and Energy. The ECB is responsible for licensing, economic and technical regulation and handling of customer complaints and disputes. The ECB is also responsible for the setting of all electricity tariffs. The Act is currently being amended in order to help the ECB attain its objectives in the long run. 

The ECB also assists the MME with implementation and monitoring of certain ESI reform initiatives, e.g. the establishment of the Single Buyer market and the distribution industry restructuring process.

8.3 ESI Restructuring Process

In November 2000, Cabinet approved the recommendations of an ESI restructuring study, which had wide-ranging implications for industry reform. The key recommendations were:

· Establish a single buyer market structure, as a first step towards the liberalisation of the ESI;

· Implement REDs to rationalise electricity distribution, improve financial viability, enhance efficiency and customer service;
· Formalise arrangements and responsibilities for rural electrification; and

· Amend the regulatory framework to accommodate the requirements of the new ESI structure.

The Northern RED (NORED) has been established and is operational. CENORED has been established and fully operational as of 1st October 2005. The Erongo RED is established and was operationalised on 1 July 2005. The establishment and operationalisation of the Central and Southern REDs is expected to be completed by 1 July 2006.

8.4 Economic Regulatory System

Since its establishment, the ECB has assumed control of tariff setting and regulation of the industry. A comprehensive tariff study was completed in 2002, with the recommendations being that a rate-of-return based economic regulatory system is implemented. The ECB and the MME accepted the recommendations and the tariff methodology is presently under implementation, with annual tariff adjustments taking place. Both the generation tariff methodology being an import parity methodology and the transmission tariff methodology being ROR is currently under review in the light of new generation expected to be developed within the next five years.

This is complemented by the ECB driving a ring fencing process vis-à-vis the licensees to facilitate economic regulation. The annual tariff review process includes review of key input factors to the tariff methodology, e.g. the weighted average cost of capital (WACC) used to calculate allowable returns on assets.

The tariff methodology also includes principles and practises for regulation of NamPower’s generation and transmission prices.

It is the ECB’s intention to gradually move electricity tariffs in Namibia towards cost reflective levels over a medium term horizon. A complicating factor in this context is the need to introduce a transparent mechanism for a local authority surcharge on electricity as part of the RED formation process, to ensure revenue neutrality for local authorities as a result of reform (local authorities are presently deriving additional revenue from electricity distribution and supply, used to cross-subsidise other non-commercial services provided in the local authority areas of jurisdiction).

8.5 Tariffs

Due to the structure of the Namibian ESI, a large number of different tariff levels and structures apply. For the purpose of this report, only NamPower’s tariffs have been described.

8.5.1 Levels (NamPower only)
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8.5.2 Structures

NamPower is essentially a bulk supplier and its bulk tariffs are therefore all based on a maximum demand type of structure. NamPower retail tariffs, mainly focused on use of an energy charge combined with a fixed monthly charge, apply to farm supplies and certain other smaller customers.

In areas supplied by REDs and local authorities, a host of different types of tariff structures presently exist. The ECB is promoting a rationalisation of tariff structures as part of implementation of the approved tariff methodology, with such tariff rationalisation being part of the RED formation process.

NamPower is considering introduction of a time-of-use (ToU) tariff for its bulk customers. If and when NamPower implements such a tariff, this would most likely result in introduction of ToU tariffs also at distribution level, at least for major industrial and commercial customers.

8.6 Further ESI Restructuring Plans

With the electricity distribution industry restructuring process well underway, the main focus in terms of further ESI restructuring is on the facilitation of introduction of Independent Power Producers (IPPs) in Namibia. The ECB is driving a process to formalise market rules for IPP entry, seen as the first step of formalising a more competitive market environment in Namibia.
Annex IV: Overview and challenges in Malawi Electricity Sector Regulation 

INTRODUCTION

1. Background of electricity sector in Malawi

The electricity sector in Malawi was liberalised in 1998 to allow for participation of Independent Power producers and suppliers. The sector is being currently regulated by NECO but it is undergoing reforms which will result in a multi-sector regulator which will be called the Malawi Energy Regulatory Board (MERA).

Escom a vertically integrated national utility was Incorporated in 1998 as a Limited liability Company. It has an installed capacity of 304 MW, 94% of which is hydro based and 4% is thermal and an additional 60 MW  owned by private gen set owners for own use .

Three business units based on the functional areas of generation, transmission and distribution have been set up but are yet to be ring fenced. Escom has a customer base of slightly in excess of 150,000, 85% of which are domestic and has a customer/employee ratio of about 66, 13% of which are security personnel due to excess vandalism and geographical isolation of installations.

The major problems the industry is facing include; lack of adequate capital to undertake critical rehabilitation and expansion of facilities, tariffs below long run marginal cost and unfavourable debt \equity ratio.

Escom is on the Government Divestiture Sequence plan and bids have been called for an ESI consultancy service for preparation for PSP. This consultancy will look into the  development of further (necessary) restructuring process and consolidation of all the preparatory work/studies prior to the transaction phase.

2. The Existing Tariff Methodology  

Tariff Formula and Tariff Adjustment

2.1 Tariff Formula

Currently the tariff Formula is based on the traditional cost of service\revenue requirement.  This approach defines what should be the acceptable rate base (cost of supply) and a reasonable rate of return on investment.

The rate base is periodically reviewed to incorporate costs associated with new investment, which has come on line.  The current review period is four years and the basic theoretical structure of the formula is seen below:

· RR = C + (V – d + w) r

Where: 

· RR = the required revenue by the regulated entity

· C  = the cost of supply as defined below

· V  = the value of assets in service (property, plant and         equipment)

· d   = the accumulated depreciation on the property, plant and equipment held by the regulated entity

· w   = working capital held by the regulated entity

· r    = the calculated rate of return using the weighted

· average cost of capital

The revenue to be earned by a utility is equal to the costs to supply electricity plus a fair return on the rate base.  The cost of supply means all expenses that are incurred directly or indirectly in the production and supply of electrical energy. Such expenses include but are not limited to;

· Production costs

· Operating and maintenance costs

· Manpower costs

· Depreciation of property, plant and equipment used in the production              and supply of electricity.

Note: Thus, all other expenses that cannot be reasonably be associated with             the supply of electricity would not be included in calculation of the electricity price.

Return means the amount of money to be earned by suppliers of capital for their investment in business. The return is equal to the rate of return multiplied by the  appropriate capital employed. The rate of return is determined as a percentage of the company’s assets (return on assets).

The rate of return is calculated as a weighted average cost of capital (WACC) where the cost of capital is represented by the cost of debt and the cost of equity (interest on treasury bills) invested in the regulated entity.  

The average tariff is calculated by dividing the total revenue required by the projected sales. 

2.2 Automatic tariff Adjustment Formula (ataf)

Considering that the larger proportion of cost changes for the power industry in Malawi are explained by the fluctuations in the exchange rate and movement in local prices, Council also developed an automatic tariff adjustment formula (ataf) which allows operators in the electricity industry to adjust their costs in the event of fluctuation in the exchange rate  as well as the movements in domestic prices, above a defined trigger limit currently at (± 5%). The automatic tariff adjustment formula with a 5% threshold is used for timely adjustment of tariff to enable the investor recover their costs or pass on the benefits to their customers associated with currency fluctuations. These are the kind of tariff adjustments that come between two normal tariff reviews and are undertaken on an annual basis .

The automatic tariff adjustment formula is structured as follows:

ΔT   =  (TC  =  DC  x  0.2 (CPI
+    FC  X   0.8 (ER
             TC                         CPI


          ER

The rate of change in Tariff is equal to the rate of change in total cost which in turn is equal to the share of domestic cost in total cost multiplied by the rate of inflation plus the share of foreign costs in total costs multiplied by the rate of currency change.

Where;

· (T 
= 
Change in tariff.

· (TC 
= 
Change in total cost

· DC 
= 
The percentage of the total cost which is domestic.

· FC 
= 
The percentage of the total cost which is foreign.

· CPI 
= 
The consumer price index .

· ER
=
The exchange rate between Malawi Kwacha and the USD

The major implementation guidelines that stakeholders agreed upon include issues to do with the data sources, the frequency of adjustments in a year, an excessive currency devaluation to be treated as a policy issue, the regulator’s confirmation period on proposed adjustments and the rest of the implementation issues.
3.0  Reforms in the Energy Sector

The power sector policy statement was approved by cabinet in January 2003. The power sector reform strategy was also approved in January 2003, promoting private sector participation, market liberalisation, competition within the sector and recognises PSP as key driver for enhanced sector performance.

The Electricity Act of 1998, liberalized the electricity market in Malawi and created the Electricity Council as an independent regulator for the sector.  The passing of the new electricity Act, the Energy Act and the Rural Electrification Act in March 2003 will lead to significant modification in the current legal framework established by the Electricity Act of 1998 in that the Malawi Energy Regulatory Authority (MERA) will  take over the responsibility of the Electricity Council.

To foster the desired change in the sector, the Government of Malawi (GOM) is working on two separate fronts namely the Corporate and the Regulatory fronts.

a) On the Corporate Front ESCOM will be legally separated into three companies of distribution, transmission and generation with distribution segment being opened to PSP.

b) On the Regulatory Front the GOM produced the Energy white paper approved in November 2002 defining the desired changes in regulatory framework of the sector.

c) Given that the pricing of electricity services is one of the most important tools for Government for the successful implementation of the reform strategies, new tariff guidelines will have to be developed that are based on the newly approved legislation and intended sector structure.

4.0
THE FUTURE MARKET MODEL FOR THE ESI IN MALAWI

The generation market in Malawi is rather small, practically 100% of generation is concentrated on the plants in the Shire river and according to the new legislation all generation is to remain in a single public company (NGC).  Therefore, there are limitations on direct application of market models for Malawi.

Further the GOM has limited competition in generation to competition for new markets.  In other words all new generation will compete to sign PPAS with TransCo.

Based on the considerations above in the short to medium term, the generation market in Malawi will resemble the traditional tight pool therefore the tariff guide lines for the ESI are based on a market with the following characteristics.

· The transmission company will be the pool operator and will be responsible for centralized dispatch of all generation and for securing ancillary services.

· All demands that participate in the pool initially (DisCo) should have a capacity obligation equal to its demand plus the system reserve margin.

· In accordance with TransCo’s mandate as the single buyer and single seller in the system TransCo will subscribe firm supply contracts with the existing GenCo, future generation (PPAS) and/or SAPP in sufficient quantity to supply the capacity obligation of the demand.   

· Given the time necessary for TransCo to secure the necessary resources to honor its supply contracts, the demands capacity obligation should become firm and contracted with sufficient lead-time.  Typically this can be six months to a year.  However the flexibility offered by SAPP will determine the amount of time in advance that capacity obligations have to be covered.

5.0
TARIFFS REQUIRED FOR THE NEW SECTOR STRUCTURE

One of the most important consequences of the new structure of the ESI is the need to define new tariff system to facilitate and regulate the new business relationships that will emerge between generation, transmission and distribution companies and with end users of the service.

Based on the proposed structure of the ESI the following are some of the required tariffs that will be charged between the different entities in terms of the:

· The parties to each transaction

· The types of charges or rates would be involved in the transaction

· Whether the rates will be regulated or not

· The currency of the transaction

Table 5.1

	#
	Seller 
	Buyer
	Rate(s)
	Regulated 
	Currency 

	1.
	National Gen. Co.
	Transmission Co
	· Capacity charge

· Energy charge
	( (DisCo)
	MK

	2.
	New Generators
	Transmission Co.
	· Capacity Charge

· Energy Charge
	( (Dicso)
	MK

	3.
	Auto Producers
	Transmission Co.
	· Capacity Charge

· Energy Charge
	( (Dicso)
	MK

	4.
	Transmission Co.
	SAPP
	· Capacity Charge

· Energy Charge
	
	US$

	5.
	SAPP
	Transmission Co.
	· Capacity Charge

· Energy Charge
	
	US$

	6.
	Transmission Co.


	Distribution Co.
	Single 
	(
	MK

	7.
	Distribution Co.
	Final Consumers (MV and LV)
	Multiple 
	(
	MK

	8.
	Distribution Co.
	MV Customers in Mozambique
	Single
	(
	US$

	9.
	Transmission Co.
	Large Industries (HV)
	Multiple
	
	MK

	10.
	Rural IPPs
	Rural Distribution Companies
	Single
	(
	MK

	11.
	RDCs
	Rural Consumers (MV and LV)
	Multiple 
	(
	MK


EXPERIENCES GAINED FROM IMPLEMENTATION OF CURRENT TARIFF METHODOLOGY

1.
There have always been conflicts among the various tariff objectives and it has always been difficult to balance up the different sets of tariff objectives.

i) Equity versus Social Welfare/Economic development

Applying same tariff rates on some groups of customers may be against the protection of vulnerable groups and universal service.

ii) Sufficiency versus Social Welfare

Cost recovery tariffs may not be affordable to some low income groups.

2.
Lack of completeness in information submitted and delays in submission of information requested by the regulator has always made tariff review and approval process to be very costly in terms of time spent and the transactions costs. 

3.
There has not been adequate stakeholder participation in the sense that there has not been a formal forum for soliciting public comments on the tariff setting process except for limited comments received from consumer representatives that sit on the board of the regulator. This has on some occasions resulted in some form of resistance to final tariff decisions made by the regulator.  

4.
There has not been consistency in the implementation of the 4 year tariff review plan due to the inherent problem where the retail tariff is still below cost and therefore tariff increments have been performed on an annual basis to try to lift up the tariff close to cost of supply.

COMMENTS ON THE MALAWI SECTION IN THE SAD-ELEC REPORT

6.1 GENERAL INFORMATION

The information in this table has been updated as below

	Population

Electrical Energy Consumption

Electrical Energy Production

Hydroelectric

Thermal/Diesel

Imports

Total Number of Customers

Percentage of Population with Grid Connection
	11.2 Million (2003)

1,019 GWh

364 Megawatts

96%

4%

10GWh (2004)

150,000 (2005)

7% (2005)


6.2.2 Organisation of Electrification

The following should be added:-

With the passing of new Rural Electrification Act as a Subsidiary Act to the Malawi Energy Act passed in March 2003, the MAREP will now be administered by the Malawi Energy Regulatory Authority to be set up by December 2005.

6.2.3 Regulatory Arrangements

i)   This Section should be updated with the following information:-

The power sector policy statement was approved by cabinet in January 2003. The power sector reform strategy was also approved in January 2003, promoting private sector participation, market liberalization, competition within the sector and recognizes PSP as key driver for enhanced sector performance.

The Electricity Act of 1998, liberalized the electricity market in Malawi and created the Electricity Council as an independent regulator for the sector.  The passing of the new electricity Act, the Energy Act and the Rural Electrification Act in March 2003 will lead to significant modification in the current legal framework established by the Electricity Act of 1998 in that the Malawi Energy Regulatory Authority (MERA) will take over the responsibility of the Electricity Council.

To foster the desired change in the sector, the Government of Malawi (GOM) is working on two separate fronts namely the Corporate and the Regulatory fronts.

a) On the Corporate Front ESCOM will be legally separated into three companies of distribution, transmission and generation with distribution segment being opened to PSP.

b) On the Regulatory Front the GOM produced the Energy white paper approved in November 2002 defining the desired changes in regulatory framework of the sector. 

Given that the pricing of electricity services is one of the most important tools for Government for the successful implementation of the reform strategies, new tariff guidelines will have to be developed that are based on the newly approved legislation and intended sector structure.

ii) The last paragraph of this Section was misplaced and factually incorrect and therefore should be removed as the basis  for the tariff methodology used in Malawi is the cost of service/revenue requirement with the ATAF only used to recover costs associated with currency devaluation and high inflation rates.

To be updated with the information provided in the two previous texts to reflect the fact that the Energy and electricity bills referred have since been passed by Parliament (March 2003) and MERA is in the process of being created and with everything equal MERA should be on the ground by December 05.

Annex V: Notes on SAPP meeting 8th Sept. 2005

This is a brief overview of meeting with Dr Musaba on 8 September 2005.  The attendees were:

· Dr Musaba - SAPP

· Mr de Sousa - SAPP

· Mr Sichone - RERA

· Mr Atanga- RERA

· Ms van Basten- RERA

· Mr Kruger- RERA

Dr Musaba explained that SAPP is currently developing a competitive market.  They started in 2004 and should be completed in 2005.  Funded by NORAD.  Also developing ancilliary services market and transmission charges policy.  Developing priority interconnectors (Mocambique to Malawi, Tanzania to Kenya, 200 kV DRC to Zambia).  In terms of the restructuring of SAPP it was mentioned that they plan to introduce new players, who will need to be qualified (not just any local utility will qualify necessarily).

It was agreed that wherever projects require it RERA will be invited to give input or to be updated.

Cornel van Basten also attended some of the meetings.  Amongst others she sat in on the Transmission pricing in SAPP workshop held on 7 September 2005.  The consultants did a presentation and in summary the following was discussed:

The key issues:

· The SAPP structure consist of multiple countries and utilities, similar to ETSO, PJM and Nord-Pool

· State of market reform in member countries

· SAPP spot market interfaces

It was mentioned that whatever wheeling charges method is developed must be appropriate for SAPP, taking into account the national utilities, disparate sizes, different stages of reform and the role of the regulators, including RERA.

Transmission pricing should address network charges for international trade, losses resulting from spot market trade and congestion management including apportioning of the revenue.

In terms of transmission access, there is a need for open access to promote trade.  

· One question was whether bilateral contracts have first call on interconnector capacity? The answer was that in most cases probably yes, since the interconnector was built for that purpose.  

· Auctioning of transmission rights was mentioned.  

· Use-it-or-lose-it principle, i.e. transmission capacity booked, but not used.  

· Market splitting to deal with congestion on interconnectors

Internal vs external Transmission pricing

· National utilities will need to satisfy their regulators – no cross-subsidisation

· Role for RERA in assisting with Transmission charging methods in member TSO’s

· Need for separately identified Transmission charges for spot market trade & internal trade

· This is already an issue for utilities involved in international trade, both bilateral & STEM

Transmission pricing issues

· Need for current basis for charging to be modified

· Need for Transmission prices relating to discrete nodes or zones

· Need to address whether Transmission charges should include bilateral trade between neighbouring countries

· Should charges for spot market trade include both internal & external charges?

Possible ways forward – in terms of wheeling charges

Different options were mentioned

· Minimal change from status quo

· Idealised solution as in an integrated grid

· Tailor made solution for SAPP context

There was a vote amongst delegates and it seems that most voted for the tailor made solution, which states that for:

Network charges

· Create TSO wheeling fund

· Allocate fund to TSOs as in ETSO model

· Resource fund by charges on Generation and loads through locational prices

Losses

· Include losses in costs of horizontal network as in ETSO model

· Wheeling losses thus compensated through fund allocation method

Congestion

· Bilateral contracts have first priority, remainder allocated to spot market.

· Market splitting to resolve congestion

· Create a secondary market in capacity rights.  

The above was preliminary discussions.  Many of the issues discussed were also of a very technical nature, so we hope that it is captured correctly.  This brief overview is intended to inform you a bit of what is happening relating to wheeling charges and SAPP that relates to RERA’s work.
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