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1. Introduction
This submission responds to the request of the Parliamentary Portfolio Committees on Energy and on Cooperative Governance and Traditional Affairs for submissions relating to the possible restructuring of the Electricity Distribution Industry (“EDI”).
This submission recommends incorporation of weaker electricity distributors into Eskom regions where requested by municipalities as a practical measure to deal with financial, technical and safety issues and as a result of withdrawal of distribution licences due to failure to achieve regulated standards.  
2. Executive Summary

Accenture believes it is common knowledge that weaker municipal distributors are failing to achieve national electricity priorities - Universal Access, Free Basic Electricity, New Growth Path commitments and electricity service delivery.

We propose that the Regulator identifies annually those municipal electricity distributors least able to meet regulated standards and, in consultation with provincial governments, cancels the distribution licences of such municipalities.  The terms of the cancelation will require the municipality to identify an alternative service provider.  

Simultaneously, Eskom will be instructed by its shareholder to provide a common platform to permanently absorb the functions, customers, assets, employees and obligations of the identified electricity distributors for those municipalities which choose Eskom as service provider.  Eskom will indicate the number of absorptions that it can successfully complete in any year and the Regulator’s actions will be aligned to this capability.
We recognise that such actions may have to be enabled legislatively, even to the extent of a constitutional amendment. 
3. State of the EDI
This section has been adapted from the “Electricity Distribution Industry Restructuring Committee (EDIRC) Blueprint Report” compiled by the Department of Minerals and Energy, dated January 2001, with additional information to 2012.

3.1. The Role of Electricity Distribution

The Department of Energy (formerly Minerals and Energy) has stated five key objectives for the EDI:

1. To provide low cost electricity to all consumers, with equitable tariffs for each customer segment

2. To provide a reliable and high quality supply and service to all customers, in support of the government’s economic and social development plans 

3. To meet the country’s electrification targets in the most cost-effective manner, and so ensure that electrification is contributing to social and economic development

4. To meet the legitimate employment, economic and social interests of all employees in the sector, and ensure their safety

5. To operate in a financially sound and efficient manner, providing a reliable and sustainable future for consumers and employees.

3.2. Current Status

Electricity is currently supplied to end users in South Africa by Eskom and approximately 180 municipalities. Eskom supplies electricity to approximately 40% of consumers by number, which represents about 60% of sales by volume. The municipalities collectively sell to about 60% of consumers by number, amounting to about 40% of sales by volume. 
The municipal distribution sector is not homogeneous. The 12 largest municipalities account for about 75% of all electricity sales in the municipal sector.

Municipalities in South Africa have constitutional and other legislative rights to “administer electricity reticulation” within their local boundaries. Eskom has a license to supply throughout South Africa where municipalities are not supplying.

The electricity distribution industry is an important element of the South African economy, and has a key role to play in the government’s economic and social development plans. 

3.3. The Need for Change

There is an urgent need for significant reform of municipal distribution if the industry is to meet its critical objectives. The need for reform is confirmed by the Regulator’s 2007 report which commends the state of 2 sample Eskom regions but identifies issues in municipal and metro distribution. 

The regulator’s report indicated this to be a growing problem.

No identifiable progress has been made in strengthening the weaker distributors to address issues since the 1998 White paper or the 2001 Blueprint or the Regulator’s 2007 report.

Current problems in the sector can be summarised as follows:
1. Inefficiencies: The EDI is currently highly fragmented, with 180 distribution businesses within municipalities in addition to Eskom Distribution. Some of these businesses are extremely small by international standards. As a result, many of the basic economies of scale in the sector are being lost. Administration and technical functions are duplicated across adjacent distributors in rural, urban and industrial areas. Costs and prices in the sector are, in consequence, unnecessarily high, and will remain so until the number of businesses is reduced. 

2. Financial viability: The EDI is not financially sound. Many municipal distribution businesses have suffered financial problems and many are facing mounting customer debt. The financial viability of the whole sector depends critically on distributors being able to collect revenue from customers and meet their financial commitments for energy purchases and network refurbishment.  

3. Network Extension and Maintenance: Investment in the distribution networks is falling significantly short of that required to maintain the assets and to extend the network to meet growing demand. As a result the government’s commitment to Universal Access to electricity is under threat.

4. Electrification: Social equity needs are not evenly distributed across provinces, with some of the poorer provinces having the greatest need. Under the current EDI structure, the burden of financial support to newly connected rural and low income urban customers may fall on a narrow base of municipal consumers or a wide base of Eskom consumers depending on the historical licensee in the area.  Even with a capital subsidy, the ability of many distributors to meet the demands of ongoing financial support of supply to low-income households is under threat.

5. Employment: Many of the financially weak distribution businesses do not represent secure employment prospects for their labour force. This in turn is creating pressure on many skilled staff to leave the industry for more secure employment elsewhere, and significant uncertainty and concern among other members of the current labour force. Many of the businesses are too small to be able to invest in the specialist skills development and training required of a modern distribution business.  It is difficult to attract and retain high quality management teams for such a large number of separate businesses.

6. Inequitable treatment of consumers: Consumers face significantly different levels of tariffs and different standards of supply reliability and service across the country. The result is widespread inequity among consumers. This is inconsistent with Government objectives of promoting economic and social development throughout the country. 

In summary, the problems are real and growing. 
3.4. Eskom Capabilities
Eskom has an effective operating model which can address the industry’s issues, as follows:

1. Governance: Eskom has effective governance structures with appropriate regional delegated authority and service level agreements for corporate services.  The regional organisation structures have been strengthened with training and development initiatives.
2. Wires: Eskom has the required technical ringfencing through technical metering, regionally aligned control centres, and adequate asset records.  Regions are able to settle supply transfers across regional boundaries also to provide internal wires charges for wheeling of electricity to key customers.

3. Organisation and Development: The organisation is aligned with the regional boundaries.  Employees have access to development and career path programs. Eskom has a specialised “Eskom Academy of Learning” for training.   
4. Retail: Customers are aligned to the regional boundaries and to the customer service organisations in each region.  
5. Systems & Process: Data quality has been enhanced for assets, customers and employees.  Regional processes are defined in terms of Eskom’s High Performance Utility Model and regional information management capacity is in place.
6. Finance: Regional finance organisations are appropriately staffed, and business reporting is aligned to delegated regional authority and ringfenced reporting on SAP Business Area.
7. Organisation Culture: Eskom has a high performance culture which can be a base for the wider EDI.
4. Impacts of EDI Restructuring 

4.1. Impact on Eskom

We are aware of the following impacts of restructuring on Eskom:

1. Credit rating: Eskom will use its investment grade to support borrowing for capital expansion and to control interest costs.  We believe that managed absorption of municipal distributors will not adversely affect the credit rating.
2. Taxation: adjustment to current legislation will reduce the impact on Eskom for taking over previously used electricity distribution assets which currently would have a different tax treatment to new assets.

4.2. Impact on Customers

1. National management of customers: Customers with distributed branch or manufacturing operations will benefit from consolidation of electricity supplier relationships.  

2. Impacts on universal access & free basic electricity:  Citizens will gain from Eskom national capacity to promote electrification and establishment of free basic electricity.  

3. A national pricing framework for low cost equitable tariffs: Government policy is to provide low cost electricity to all consumers, with equitable tariffs for each customer segment.  Eskom currently has national tariffs based on national costs, and can further the policy through cross-subsidisation for regions.  

4.3. Impact on Municipalities

Our interactions with municipalities (including metros) indicate their major concern is loss of financial support currently provided in electricity tariffs.  The absence of a financial solution to this issue is an acknowledged barrier to restructuring.  

We are also aware of conflicting opinions on service delivery: effective municipal distributors are willing to acquire Eskom assets and support restructuring models that enhance their service delivery control in their areas of jurisdiction.  By contrast, some weaker municipalities have expressed interest in transferring operations and assets to Eskom.

There are substantial consequences of failure by weaker municipalities.  Direct consequences may include safety risks including safety of Eskom staff assisting municipal operations, economic decline in the affected municipal areas through loss of employment opportunities and lower quality of life, and increased risk of increased protests against poor service delivery.  

4.4. Impact on industry employees

Municipal employees will have the career opportunities of working in a national organisation but have been concerned to lose perceived benefits of municipal employment.
4.5. Other impacts

Amendments may be required to the Constitution, Municipal Systems Act and electricity regulations.

5. Further Information
Please direct questions or comments on this submission to Ken Robinson at kenneth.b.robinson@accenture.com or 011 208 3104.

I will be pleased to provide an oral presentation to the Committees.
	
	Page 1 of 1

	
	Submission to Parliament 2012 - 2012.08.02



[image: image1.png]