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1 INTRODUCTION

In November 2024, National Treasury (NT)
released a  Discussion Paper on the
implementation of Phase Two of the South African
carbon tax'. We welcome the opportunity to
submit our comment on this significant policy
mechanism and appreciate NT’s long-standing and
dedicated contribution towards South African
climate mitigation policy. Over the years these
efforts have normalised the carbon tax in ways
thought impossible for a developing economy as
carbon intensive as ours, and this despite the
challenge of juggling the needs of the multiple
stakeholders with different interests and
mandates, with limited international financial
support.

Meridian is a specialised South African energy and
climate economics consultancy and think tank.
Our work has focused on various aspects of South
Africa’s power supply crisis and energy transition,
including power system modelling, regulatory and
competitive market reform advisory for
government, advising energy sector investors on
market entry strategies, assisting regulated
entities, acting as financial experts in pricing and
tariff litigation, carbon pricing policies and
instruments, low carbon transition planning, and
climate and transition finance. We have tracked
and analysed the carbon tax since its incubation in
the 2006 Environmental Fiscal Reform Paper,
including understanding the interaction of the tax

! National Treasury (2024) Phase Two of the Carbon Tax

with other mitigation policy areas. Brent Cloete
and Brett Cohen are independent consultants who
were closely involved with the development of
mitigation policy in South Africa, including the
carbon tax, for more than a decade and a half.

Our input focuses on the electricity sector,
leveraging our in-depth understanding of the
economics of the sector and carbon tax and
mitigation experience. The sector is highly
significant from both a climate mitigation and
economic development perspective: It generates
more than 40% of the country’s emissions;
contains substantial cost competitive
decarbonisation opportunities; provides further
least cost decarbonisation options for other
sectors such as transport and industry; and its
emissions are embedded in most other products
and services which are increasingly being subject

to some form of carbon pricing.

We present our comments in terms of three broad
concerns, and then reflect on the evolution of the
tax since the Environmental Fiscal Reform paper of
2006.

2 LOW EFFECTIVE TAXRATES
UNDERMINE THE TAX
RATIONALE

South Africa's carbon tax, even at the headline
rate, falls short of the carbon pricing required to
achieve the temperature goals of the Paris
Agreement to which the country has committed.
The headline tax rate, reaching R462/tCO2e
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(525.67)% in 2030, is significantly lower than the
recommendations of the High-Level Commission
on Carbon Pricing (R900-R1800/tCO2e [$50-100]),
the IMF (R2160/tCO2e [$120]), and WWHF-SA
(R957-R1947/tCO2e [$53-$108]) for the same
year. The inadequacy of this headline rate is
compounded by the fact that the effective tax
rates actually paid by companies after accounting
for various allowances and credits can be as low as
R116/tCO2e ($6.44) for combustion emissions and
R69/tCO2e ($3.83) for process/fugitive emissions
in 2030. This discrepancy between the headline
and effective rates highlights a critical
misalignment with the carbon pricing levels
advocated for by scientific research to effectively
address climate change.

Beyond limiting the effectiveness of the tax as a
mitigation mechanism, low effective tax rates are
likely to compromise the competitiveness of
South African industry in an increasingly carbon
constrained world. International developments
like the implementation of a carbon border
adjustment mechanism (CBAM) by the EU, which
looks set to be copied by several other
jurisdictions, are not addressed by the proposed
Phase 2 design. The EU CBAM does make
allowance for local carbon prices, like the South
African carbon tax, to be offset against CBAM
costs. However, only the amount of carbon tax
actually paid by entities (the effective carbon tax
rate) can be credited against CBAM costs. South
Africa’s effective carbon tax level in 2030 is
significantly below that of the EU and by 2034, the
CBAM will be levied at the full EU-ETS price which
is already around R1170/tCO2e (S65) and
projected to increase to between R1260 ($70)
(Enerdata) and R2610/tCO2e ($145) (Bloomberg
NEF) by 2030. The range of effective carbon tax
rates generated by the proposed Phase 2 design
complicates the interaction between the EU CBAM
and the South African carbon tax. It also increases
the scope for unintended consequences created

2 Currency conversions are based on an exchange rate of R18 to $1.

by several rather than a few effective carbon tax
rates.

The inability to fully consider the carbon tax as it
interacts with the CBAM is most evident in the
formulation of the trade exposure tax-free
allowance which aims to reduce the impact of the
carbon tax on the international competitiveness of
South African industries. It is proposed that
sectors with a trade intensity of 50% or higher will
qualify for a 10% exposure allowance®. However,
while this reduces domestic tax liability for these
sectors, it simultaneously increases their exposure
to CBAMs, resulting in a loss of tax revenue
retention within South Africa.

Finally, setting aside the issue of revenue
neutrality in the electricity sector, the low
effective rate of the carbon tax means it will
constitute a relatively small percentage of the
total electricity tariff, and is therefore unlikely to
change behaviour. The discussion document
states that the effective tax rate accounts “for on
average 4.1% of the 2024/25 approved average
electricity tariff of around R1,96c/kWh”
(Discussion Document Paragraph 143). The
relatively small contribution of the carbon tax to
the overall tariff suggests that other factors — such
as reducing coal expenditure, which is directly
linked to emission reductions — are likely to be far
more significant cost drivers than the tax itself.

3 LACKOF CLARITY AROUND
THE TREATMENT OF THE
ELECTRICITY SECTOR

Historically, the electricity sector (the largest
source of national emissions) has been dominated
by Eskom, a state-owned utility operating as a
regulated, vertically integrated monopoly. A policy
intention to liberalise the sector was included in
the 1998 Energy Policy White paper, and progress
on implementing this intention has been
accelerating in the past five years with the
operational unbundling of Eskom into generation,

% Trade intensity is calculated as the sum of the value of imports and exports divided by the production value for that sector.
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transmission and distribution, and the market
development provisions in the 2024 Amendment
to the Energy Regulation Act. A market transition
period is envisaged to align with the carbon tax’s
second phase, and a full market phase anticipated
to be in place from the early 2030s*.

Currently however, the sector still largely reflects
that of a centralised monopoly. From economic
theory, we know that a market instrument such as
a carbon price is not well-suited to such an
environment due to the distorting influence of
price controls, lack of competition resulting in
reduced pressure to respond to input taxes, the
potential for regulatory and policy capture, lack of
cost and pricing transparency and barriers to
entry. In the Discussion Document, NT attempts to
overcome this ill-fit, but ends up raising more
questions and adding to regulatory complexity
rather than providing real support for an economy
relying on rapid expansion and decarbonisation of
its power supply.

To our reading, the Discussion Document
proposes the following:

- The revenue neutrality provision established
for the electricity sector in Phase 1 will be
maintained into Phase 2, given the context of
rising electricity prices.

- An option that replaces the electricity
generation levy with the carbon tax is
introduced. This includes the ability to deduct
a portion of the renewable energy premium
(for early REIPPPP projects) from the carbon
tax liability. This is identified as the preferred
option to maintain revenue neutrality (Option
2 in Paragraph 144).

- Under this option, “the carbon tax will start to
apply and managers of electricity generators
will start to factor in the level of carbon
emissions in their business decisions. There
will now be an incentive to lower carbon
emissions to reduce their carbon tax liability.”
(Paragraph 145).

- Eskom needs to achieve the proposed
performance benchmark of 0.94 tCO2/MWh
at the company level prior to 2030 (and
between 0.6 and 0.9 tCO2/MWh
subsequently) in order to gain the 10%
performance allowance.

- “Combined with the broader electricity sector
reforms underway.... The carbon tax can be a
powerful tool to encourage more efficient
power dispatch and drive emissions
reductions in the electricity sector in the 2™
phase from 2026” (Paragraph 136). “In the
short term, the carbon tax can optimise the
generation and dispatch of the existing power
generation fleet.” (Paragraph 137).

We do not understand how these proposals
actually work in either the current or market
transition period of the electricity sector.
Specifically, the following are unclear and/or
raise concerns:

- How is revenue neutrality achieved in Option
2? Is the amount of “allowable revenue”
included in Eskom’s NERSA regulated tariff
equivalent to that which would otherwise
have been raised by the electricity generation
levy, but no more? Is Eskom then allowed to
deduct any additional carbon tax liability from
what it pays by way of the renewable energy
premium? Will there ever be a situation where
the remaining tax liability is greater than the
premium? What happens in such a situation?

- Unless Eskom is prevented from passing on (or
recouping) a carbon tax liability greater than
the electricity generation levy revenue plus
legacy renewables premium (see the first
point of this list), there does not appear to be
an incentive for the utility to operate its
generation plant in a way that reduces its tax

regulatory

requirements on individual generating plant

liability. There may be

to disclose carbon emissions and carbon tax
implications to the System/Market operator,
but it is not clear that this will translate into an
incentive by Eskom to reduce emissions.

4 Bowen (2024) Transition and the Central Purchasing Agency, presentation to NECOM
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Whilst the National Transmission Company of
South African (NTCSA) and the Transmission
System Operator (TSO) are Eskom-owned, the
point above means that any mechanism in
place to ensure the carbon tax drives dispatch
decisions may be subject to a conflict of
interest for the System Operator.

The carbon tax is levied on direct (Scope 1)
emissions). Therefore, it is assumed that
Eskom’s emissions intensity factor is
calculated from only Eskom-owned power
generators, not power purchased by Eskom or
in future, the Central Purchasing Agency. In
other words, power from the REIPPPP, or
power wheeled across the grid should not be
included in Eskom’s emissions intensity factor.
Based on the 2024 Draft IRP, the 2030 grid
intensity is projected to be ~0.67 tCO2/MWh.
Given the volume of grid allocations to
Independent Power Producers who already
have Budget Quotes, (7 GW according to the
draft IRP 2024), and likely legal challenges to
any deviation from the principle of equitable
grid access, it is unlikely that Eskom will build
much of the renewable energy anticipated by
the draft IRP 2024 in 2030. Currently, only 70
MW of renewables are allocated to Eskom. It
is therefore likely that Eskom’s generation
intensity will remain above the 2022 grid
emissions factor of 0.96 tCO2/MWh?® and not
achieve the proposed benchmark of 0.94
tCO2/MWh in 2030, meaning Eskom is
unlikely to achieve a performance allowance
of 10%.

The implications of a particular carbon price
on dispatch decisions in the electricity sector,
especially one as dominated by coal as South
Africa’s, will be affected by both the varying
carbon intensity of the generators in Eskom’s
coal fleet and by that of the generators using
liquid fuels or gas. However, the varying
production cost and availability profiles of
these generators could dominate dispatch
decisions irrespective of the proposed carbon
taxes.

The financial viability of Eskom’s coal plant is
anticipated to be protected by vesting

5 DFFE (2024) Grid Emissions Factors Report

contracts from 2026 which will be gradually
phased out during the transition to a fully
operating wholesale market. The ultimate
details of these vesting contracts will
therefore determine the impact of a carbon
tax in determining dispatch decisions during
the transition.

- Off-grid, zero carbon renewable and storage
options are becoming increasingly cost
competitive with grid electricity. Customer
grid defection in response to rising tariffs,
exacerbated in a transitioning market by
options to purchase alternative, cost
competitive and zero carbon electricity, is a
demand-side  consideration  that  has
significant implications for Eskom’s financial
viability. The Phase 2 carbon tax design does
not consider this issue beyond proposing
revenue neutrality of the tax itself (which is
argued in section 2 as being largely irrelevant
in the sector cost structure at the proposed
effective carbon tax rates).

- It appears that the penalty of R640/tCO2e for
exceeding a carbon budget in the electricity
sector will have no effect until 2030,
undermining mitigation policy coherence and
integration for South Africa’s largest emitter.

It would seem, therefore, that the proposed
implementation of Phase 2 of the carbon tax in
the electricity sector at minimum warrants
further analysis, including testing of various
effective tax rates through power system
modelling and providing a detailed explanation of
how revenue neutrality and dispatch impacts will
be achieved in practice.

4 NO ADEQUATE POLICY
APPROACH TO POWER
SECTOR DECARBONISATION

South Africa has implemented a range of policies,
regulations and plans aimed at addressing climate
change, advancing sustainable energy solutions,
and supporting infrastructure development. In
addition to the carbon tax, key policies include the
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updated Nationally Determined Contribution
(NDC) under the Paris Agreement, the Climate
Change Act outlining company level carbon
budgets and sectoral emissions targets (SETs) as
key mitigation mechanisms, the current draft
Integrated Resource Plan (IRP 2024), and the Just
Energy Transition Investment Plan (JET-IP).
Together, these policies seek to reduce
greenhouse gas emissions while ensuring
economic stability and energy security.

Currently, however, the draft IRP 2024 projects
electricity sector emissions of 175 Mt in 2030. This
is 40% percent higher than the 125 Mt in the
proposed SET for the electricity sector. This SET is
consistent with modelling underpinning the JET-IP
(and other climate policy positions), which
indicates an NDC-aligned emission range of 90-
125 MtCO: for the electricity sector by 2030.
Similarly, the JET-IP plays a critical role in funding
and planning the transition to a sustainable energy
system, but it does not have the authority or
mechanisms to directly control the pace of coal
plant decommissioning which is also determined
by the IRP. From the low effective carbon tax rate
on electricity, together with the discussion in
Section 3 above, it appears unlikely that the
carbon tax will impact electricity sector emissions.

None of these policies and plans therefore
provide an effective and strategic governance
framework for electricity sector decarbonisation
in the context of rising tariffs and a state-owned
utility dominated by coal power generation. The
Phase 2 design of the carbon tax both
perpetuates this situation, whilst obscuring this
critical gap. As such, the proposed design poses a
significant risk to ensuring that the country’s
transition to a green economy is both equitable
and affordable.

5 AREFLECTION ON THE
EVOLUTION OF THE CARBON
TAX

When the merits of a carbon tax were initially
discussed in the wake of the 2006 Environmental

Fiscal Reform Paper, a market-based approach to
mitigation policy was favoured over a purely
regulatory approach because it encourages
climate mitigation at least cost. The case for a
carbon tax specifically was made based on the low
administrative cost and information requirements
of a broad-based relatively uniform carbon tax (as
favoured by economic theory), together with the
challenges associated with implementing an
emissions trading scheme given the concentration
of emissions in just two players, Sasol and Eskom.

However, the proposed Phase 2 tax design has
evolved to be administratively complex,
demanding significant amounts of information
and therefore having a high potential for
unintended consequences, and is poorly
integrated with other relevant policies. The
carbon tax design that was ultimately chosen
significantly varied from a theoretically pure
carbon tax in that a large number of sector-,
emissions- and entity-specific carbon tax rates are
generated in practice through the liberal use of
allowances. The rationale for these allowances is
that they allow greater flexibility to increase the
effective carbon tax rate without needing to
change the headline rate. Whilst a (higher)
headline carbon tax rate can help to signal
intention and influence investment decisions, this
design advantage is reducing as carbon pricing
becomes the international norm. The
implementation of the EU CBAM has switched the
focus to effective rather than signalled carbon
price rates. Examples of international carbon price
comparisons using headline rates will become less
common as CBAMs proliferate and the differential
between effective carbon tax rates in different
jurisdictions become more important. In any case,
most international carbon tax regimes make far
less use of exemptions than South Africa does. In
addition, the domestic signalling value of the
headline rate is undermined by the Phase 2
proposal, which may actually have decreased
ambition by enabling a slower than expected
increase in effective carbon tax rates.
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Whilst it was understood that NT’s intention was
to phase down the revenue neutrality concession
on power users during the second phase of the
tax®, the proposed Phase 2 design leaves this
concession in place. With the coal-based
electricity sector accounting for the largest share
of national emissions, the tax can no longer claim
to be ‘broad-based’. By design, it cannot influence
downstream electricity efficiency, and particularly
with the greatest number of mitigation options
being available to power generation, increasingly
risks unintended consequences. If increasing the
price of electricity is neither politically feasible nor
equitable, an alternative route may be to rather
govern power sector decarbonisation through
alternative mechanisms (such as installing a
shadow carbon price on electricity), until such
time that an explicit price becomes feasible. The
benefit of this approach is that it becomes far
clearer that such a mechanism needs to be
urgently developed.

The Phase 2 Discussion Document draws attention
to the deviation of the tax from its original design
principles, the challenge of effectively pricing
carbonin the power sector, the lack of an effective
mitigation governance mechanism for this sector,
and the limited support offered by the carbon tax
to the exposure of the South African economy as
financiers and trading markets increasingly price
in emissions intensity. We would therefore
encourage deeper consideration of the role the
carbon tax can to play to support a just low
carbon transition in South Africa by asking: what
carbon tax level is most desirable, and by when;
could a streamlined carbon tax design lower the
economy-wide cost of mitigation; what would a
strategic governance mechanism for the power
sector’s decarbonisation look like; and how should
the carbon tax interact with other instruments,
like industrial and trade policies, to accelerate the
transition.

More specifically, in relation to electricity we
recommend the following:

1) To enable stakeholders to meaningfully
engage on issues of revenue neutrality and
the tax’s influence on dispatch behaviour, NT
should provide greater detail and
transparency on how the tax will operate in
the current, transitioning and then full
market phases.

2) Assessing the impacts of various effective
carbon tax rates using a power system
model is critical to understanding the system

response.

5 National Treasury & SARS (2019) Standing Committee on Finance: Report Back Hearings
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