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ESKOM'’S FINANCIAL CRISIS

EXCLUSIVE: Eskom’s cash dries up

Nov 13 2017 06:30 Yolandi Groenewald and Chris Yelland
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Johannesburg - Struggling power utility Eskom’s poor
governance has left it teetering on the edge of insolvency,
with only R1.2bn of liquidity reserves expected to be in
hand at the end of the month.

Eskom’s latest report to its shareholder representative,
Public Enterprises Minister Lynne Brown, showed that the
state utility’s liquidity is fast drying up, as it struggles to
raise funds in an unsympathetic market.

https://www.fin24.com/Economy/Esk
om/exclusive-eskoms-cash-dries-up-
20171113-2 and
https://www.businesslive.co.za/bd/na
tional/2017-11-13-eskom-runs-out-of-
cash-as-loan-facilities-dry-up/.

@ NATIONAL

Eskom runs out of cash
as loan facilities dry up

Cash-strapped power utility asks ministers for help
as it scrambles to stave off insolvency amid
liquidity crisis

14 NOVEMBER 2017 - 05:42 by SIKONATHI MANTSHANTSHA AND KYLE
COWAN
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ESKOM’S FINANCIAL CRISIS (2)

AEskom’s financial crisis has led to:
I the highest tariff increases in recorded history
I credit rating downgrades to “junk status” with more to come; and

I increased cost of and challenges to raising finance

APrimarily caused by:

I Rapidly escalating costs
A Enormous capital programme
A Primary energy costs — especially coal

A HR costs, etc.
I Stagnant or declining demand and surplus capacity

I Vicious circle of rapidly rising prices and stagnant or falling demand: death spiral
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OUR STUDY

AAn independent economic study investigated two questions.

I Should Eskom cancel part of its power station construction programme to reduce
costs?

I Should Eskom bring forward the decommissioning of some of its older coal-fired
power stations to reduce costs?
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ESKOM’S CONSTRUCTION PROGRAMMIE IS THE
MAIN DRIVER OF ITS EXCESSIVE COST INCREASES

Alngula, and esp. Medupi & Kusile are highly

complex mega projects
B Env Retr Capex

AMega projects inevitably suffer from large cost and

especially time overruns = Capex

AThis has resulted in some of the most expensive
coal power in the world

I Medupi: LCOE approximately R1.70/kWh
I Kusile: LCOE approximately R1.91/kWh
A (2017 ZAR, Nat Treasury EOCK of 8.2% real,
posttax)

AThe build programme is the single largest reason
why Eskom has required such large tariff increases Kusile  Medupi
and faces a financial crisis. Power Stations

Alt is therefore important to consider whether it
would make financial sense to curtail the
programme.
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ESKOM’S SURPLUS CAPACITY: THE NEED FOR
EARLIER DECOMMISSIONING

A“Due to the surplus capacity and the age of some of our coal-fired stations,
some stations may have to be decommissioned earlier than originally
anticipated” (Eskom, Integrated Report 2017)

A“it is not necessary to run all our existing plant to meet demand... We have
identified Hendrina, Grootvlei and Komati as the stations with the biggest
cash impact and they will be ramped down to zero production and placed in
lean preservation” (Eskom, Integrated Report, 2017)

AEskom’s Medium-term System Adequacy Outlook 2017-2021: Surplus capacity
rises to 4-5GW in 2019/2020 even assuming higher demand growth than is
being experienced currently (Eskom MTSAO, 31 July 2017: 13)

AMin Gigaba: Eskom has a surplus >5GW and governance/financial challenges
pose an “enormous risk to the country”
(http://www.miningweekly.com/article/budget2-2017-10-25)
P: g Y. g ///%\)//\\\\
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STUDY DESIGN

AFocus
I Older coal stations: Arnot, Camden, Grootvlei, Hendrina, Komati, GrHeKo
I New build: Kusile Units 5 & 6.

AMethodology

I The CSIR was contracted to:
A Develop least cost reference scenarios for the operation and development of the SA power system.

A Calculate each option’s system alternative value (SAV) — the “system analysis”
(the lowest cost at which the system can replace the services provided by each power station
(energy, capacity, etc.) from other existing and new resources.

I Meridian conducted a more detailed study of the incremental costs of running each of
these stations according to the original plans

I We then compare the two costs: If it is cheaper for the system to provide the services
from other resources, rather than the station under investigation, then the station should
be closed.
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WE CONSIDER ONLY INCREMENTAL OR
AVOIDABLE COSTS

ASunk costs should be ignored.
I i.e. Capital costs already spent
AUnavoidable costs should be ignored.

I i.e Capital costs already committed with high cancellation penalties —e.g
part of the costs associated with Kusile Units 5 & 6.

AAIl that matters are the costs that the decision maker still has discretion over
and which can in principle still be avoided.

Alncremental costs are thus similar to avoidable costs.
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SYSTEM ANALYSIS ASSUMPTIONS:
DECOMMISSIONING DATES FOR THE OLDER
STATIONS

AReference case: IRP 2016 Decommissioning Dates

AEarlier Decommissioning: dates between 2018-2020
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SYSTEM ANALYSIS ASSUMPTIONS:
HISTORIC AND FORECAST DEMAND

Electrical Energy Demand
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SYSTEM ANALYSIS ASSUMPTIONS:
TECHNOLOGY LEARNING RATES

3,5 A We assume wind costs of R0,46/kWh and solar costs of R0,37/kWh in 2030 .
, A These cost assumptions have already been realised globally in 2016 and
2017.

25 A The 2030 wind cost is close to the price recently achieved in Morocco, while
the solar PV cost has already been achieved in several countries.
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POWER STATION ANALYSIS ASSUMPTIONS:
COST DRIVERS INVESTIGATED

AWe had to investigate the circumstances of each stationand gather best estimates
of its present and future relevant cost drivers, including of factors such as:

I Primary energy cost (coal supply arrangements and costs);

I Power station efficiency;

I Water costs;

I Fixed and variable operating and maintenance costs (FOM and VOM);

I Refurbishment costs;

I Environmental compliance retrofits required and the costs thereof;

I The increases in operating cost associated with environmental retrofits;
I The environmental levy;

I Decommissioning and the net present value of earlier decommissioning;
I Energy production profile (from system modelling);

I Operating capacity (from system modelling);
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POWER STATION SYSTEM VALUES
(Avoided systenaost of each option
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POWER STATION COSTS AND SYSTEM VALUES
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ESTIMATED PRESENT VALUE OF THE POTENTIAL

COST SAVINGS FROM DECOMMISSIONING THE
OLDER STATIONS

System Cost Savings arising from early decommissiomifjY(

Scenario | Arnot | Camden | Grootvlei | Hendrina_| Komati | GrHeko _

LUCLEIN 5177 5139 5714 7829 3371 12568
CUCLEIN 1 696 1914 1567 1228 435 1336

These numbers cannot be added to each other.
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KUSILE UNITS 5&6 RESULTS: POTENTIAL COST
SAVINGS

If the capital cost saving of cancelling the completion of Units 5 & 6 is more than the
capex savings threshold of approx. 10c/kWh or R4 747m, then it should be cancelled.

% of Eskom’s Budget for cost to PV of CAPEX saving | Nett CAPEX Saving
completion for Kusile* (R'm) (R'm)

13.18% 4747
20% 7202 2 455
25% 9 002 4 256

*Assumed a 15% underestimate of remaining capital cost to completion
Approximately 1.9% of the PV of the total capital cost of approx. R250bn in 2017 PV
termsO0 ! LINAf HAmMT X OFaSR FOudzZhfa 42 RFEGS |

estimates)
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CURRENT EMPLOYMENT AT ESKOM’S POWER
STATIONS

AEnsuring a fair and “just transition” _ Employment

will be critical. GX Arnot 677
AHowever, the employment impact at GX Camden 324
power stations will be smaller than GX Grootvlei 427
what most people expect. GX Hendrina 644
I The construction phase at Kusile GX Komati 331
will end; GX Kusile 247

i Kusile and Medupi could absorb GrHeKo (Grootvlei,

Hendrina, Komati) 1402

some personnel; _ _
’ Source: Eskom station employment figures

I Some could be utilised elsewhere to  extract from SAP July 2017
make up for natural attrition; and

I Some might have to be retrenched.
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ADDITIONAL CRISIS MEASURES TO RESTORE
ESKOM’S SOLVENCY

AIf the options of substantial tariff increases and further government bailouts are exhausted
Eskom will have to find other ways to maintain its solvency and avoid a liquidity crisis.

AHow can Eskom reduce the haemorrhaging of cash without letting the lights go out?
I Eskom anticipates surplus capacity at least equal to an entire Medupi or Kusile.

—>still spending vast amounts on an unnecessary and unaffordable construction
programme.

A Drastically curtailing Eskom's power station capital programme (beyond Kusile 5 and 6)
might be a necessary component of a strategy to restore its solvency.

I will come at a high cost in terms of the construction penalties sometime in the future,
and in terms of the impact on personnel working on the construction projects, but

I this strategy could contribute to rapidly improving Eskom’s cash flow situation and lender
confidence in Eskom and the state.

ASouth Africa might well face a stark choice:

Abandon a large part of the Kusile (and possibly part of the Medupi) project, or allow Eskom
and the state to default on their financial obligations at an enormous economic and social
cost.

©Meridian Economics 2017 | 18 //K@%\\\\



FINAL REMARKS

AOur estimates show that it will be possible to decommission GrHeKo and avoid the
completion of Kusile Units 5 & 6, giving rise to a financial saving in the region of R15 -
R17bn.

AThese savings do not reflect the substantial savings in the impact on human health and
other externalities.

ASouth Africa — has some of the best renewable energy resources —and will lose out against
its competitors if we do not pursue this opportunity.

AThe sustained financial and governance crises at Eskom will have a large negative systemic
impact on the economy if not urgently addressed.

AThe options we briefly presented today should form part of broader, comprehensive
strategy to respond to these challenges.

AThese are large and difficult decisions to make with many vested interests that will be
affected.

AWe have already seen that Government and Eskom are partially paralysed and could
struggle to take the right decisions in the public interest.

A\t is therefore critical that all stakeholders and NERSA ensure that these issues are
investigated and addressed.
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CONTACT US

Suite EBO4, Tannery Park,

23 Belmont Road, Rondebosch, 7700

+27 21 200 5857
name.surname@meridianeconomics.co.za
meridianeconomics.co.za
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