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About this submission

« SAETA commissioned Meridian Economics to contribute substantively to NERSA's public consultations

« Our mandate was to serve the broad public interest
— We set out concepts, principles and strategic recommendations to support an efficient, competitive,
transparent and investment-friendly market framework
« SAETA members broadly endorse Meridian’s submissions

— Members may supplement these submissions during the consultation process as further information
and comments emerge

— SAETA members are: Africa GreenCo, Apollo, Discovery Green, Enpower Trading, Envusa Energy,
Etana Energy, EXSA, Investec Trading, Lyra Energy, Mainstream, NOA, POWERX, Red Rocket and
Sturdee Energy
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EXECUTIVE SUMMARY



The purpose of the vesting contract and wholesale pricing

frameworks

 South Africa’s vertically integrated, state-dominated electricity model has faced prolonged supply
constraints and rising costs, while proving ill-suited to mobilising the investment needed to replace an
ageing coal fleet and decarbonise the power system over the coming years.

« The transition to a competitive wholesale market is intended to improve efficiency and reliability by
attracting investment and shifting risk from consumers/tax payers to energy companies and their
Investors.

* However, Eskom will remain the dominant generator during the early market years, creating market
power risks that could undermine competition.

« Vesting contracts are therefore critical transitional instruments for limiting market power and managing
price and revenue risks to ensure a smooth transition to a fully competitive wholesale electricity market.

« Additionally, the competitive wholesale market will fundamentally change tariff setting, as wholesale
electricity costs will increasingly reflect market outcomes rather than Eskom’s regulated average costs.

« A wholesale electricity tariff is therefore needed to translate these market outcomes into customer
prices, while transparently allocating and recovering energy, capacity and legacy costs.
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The Consultation proposal

What is proposed in NERSA's Consultation proposal

Eskom power stations contract individually with the Central
Purchasing Agency: capacity payments are based on the MYPD6
(MEAV RAB x WACC) method, ancillary services on availability
plus utilisation, and an upstream two-way CfD struck on a
benchmark Generator Revenue Requirement.

Distributors buy energy in SAWEM at the System Marginal Price
and are hedged by a downstream two-way CfD struck on the
regulated wholesale energy price.

The wholesale tariff recovers a generation capacity charge,
transmission charges, an ancillary services charge, a legacy
charge and an energy charge - the last of which is calculated as a
residual: the upstream generation costs not recovered through
the Generation Capacity Charge and the Legacy Charge.

Critical issues: the proposal is not viable as drafted
« Capacity and ancillary service costs are recovered twice: Once as

discrete direct payments to Eskom generators and again via the
energy hedge where these components are embedded within
the strike price.

MYPD-based capacity payments conflate economic cost and
stranded cost: A single RAB-based payment doesn't separate
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"what it costs to keep this unit available next year" from “stranded
financing costs”. By failing to distinguish these costs, consumers
bear the entire cost of the incumbent's past investment by
default, without transparency or reasoned decision.

Mismatch between upstream and downstream hedges creates a
growing residual: Differences in strike prices, reference prices
and settlement volumes generate a residual that increases over
time and is recovered from all consumers through the non-
bypassable Legacy Charge.

Corresponding erosion of the energy charge: Because the
wholesale energy charge is calculated as the residual after
deducting other tariff components, the growing Legacy Charge
progressively reduces the energy component of the tariff,
distorting the energy price signal.

Market power remains unconstrained: While Eskom generators
are required to bid in line with their short-run marginal costs,

there is no requirement that each generator must offer available
energy into the market. Without this provision, Eskom would be
able to withhold capacity and artificially inflate the market price.



An alternative ‘Market Proxy’' proposal

The principle

Regulated prices should align as closely as possible with competitive ¢
market prices for each service, using a market proxy where no market
yet exists. Consumers pay this market or proxy price, while each
regulated Eskom generator receives only its efficient operating and
availability costs. Any difference between what is recovered from
consumers and what is paid to generators is paid explicitly and
transparently to Eskom Holdings to service legacy debt.

How it works

Capacity payments: The System Operator determines annually how
much capacity the CPA buys from each station. Each station isthen
paid its minimum fixed cost to keep the plant available.

Energy payments: Each Eskom generator must offer all available
energy into the day-ahead market at its regulated SRMC. Although
generators receive the SMP, a one-way CfD with the CPA will hedge
each generator back to their SRMC. .

Downstream: Distributors buy at the SMP and sell at the wholesale
energy charge. A downstream two-way CFD hedge stabilises their net
position on their pro-rata share of the vesting volume, so they
effectively buy and sell at the wholesale energy charge.

Wholesale tariff: The tariff includes an energy charge based on the
forecast hourly SMP (remodelled annually with a defined glide path
from WEPS). The Generation Capacity Charge is based on a proxy
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competitive price for capacity (currently: open-cycle gas turbine cost).

Financing of historic sunk costs: Since consumers pay market/proxy
prices but Eskom generators are only paid their costs, any difference is
paid to Eskom Holdings to service legacy debt.

Why it is viable where the Consultation Proposal is not

Energy charge reflects the actual price of energy: Built up from the
forecast SMP rather than left as a residual, the energy charge sends a
real market signal and breaks the recursive spiral in which each tariff
revision pushes the energy charge down and the unavoidable legacy
charge up.

Intentional asymmetry between the upstream and downstream
hedges: All parameters between upstream and downstream hedges
match except the strike price, which intentionally results in an
inframarginal rent surplus that the CPA pays to Eskom Holdings to
service legacy debt.

Clear separation of prudently incurred costs and stranded costs: This
separation enables a transparent discussion about Eskom’s historic
debt and how best to recover any shortfall that cannot be recovered
based on market/proxy prices in the wholesale tariff.



Principal concerns 1-4: inspection defects and the pricing

structure

Defects capable of resolution by inspection

1.

The instruments are not internally consistent - the
worked example at VCF §12.23 contradicts the Energy
Hedge Payment formula at VCF §12.25.1.1; Table 5's
percentages sum to 149 per cent; the Capacity
Payment (VCF §4.9) and the Efficiency Adjustment (VCF
§4.9.6) are mutually circular; and the Generation
Capacity Charge is given three units.

The pricing structure

2.

The wholesale energy charge is a residual, and the
construction does not converge - it is what remains
after the Generation Capacity Charge and the Legacy
Charge are deducted. Each reset raises the
unavoidable charge and lowers the reference price for
self-supply, wheeling and storage, so bypass
accelerates and the charge rises again.
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3.

4.

The hedge legs cannot net - strike price, market price
definition and settlement volume all differ, and the
downstream leg is truncated to the lower of actual and
contracted volume. Three mismatched parameters
guarantee a residual, which falls on every consumer
rather than on the parties to the hedge.

Capacity and ancillary service costs are recovered up to
three times - as payments under Parts 1 and 2, again
through the Generator Revenue Requirement (GRR)
Benchmark that sets the strike price, and again through
the wholesale tariff. On the Framework’s own Arnot
figures these exceed half the strike-price cost base.



5. Regulated returns are imported into a competitive

market - the capacity payment rests on a modern
equivalent asset value (MEAV) regulatory asset base
(RAB) x weighted average cost of capital (WACC), and
the strike price is anchored to the Multi-Year Price
Determination (MYPD) revenue requirement. Applied
correctly, RAB x WACC gives unaffordable prices, which
is why it has never been applied correctly.

The Legacy Charge is an uncapped catch-all - what is
capped is the rate of adjustment, not the liability. It falls
on participants who are not parties to any vesting
contract and cannot influence the mismatch they fund,
and it inflates mechanically as the volumetric base
shrinks.

Stranded costs are allocated by default rather than by
decision - defining them into a non-avoidable charge
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Principal concerns 5-8: the pricing structure (continued)

determines, without reasons, that consumers bear the
entire cost of the incumbent'’s past investment. Neither
instrument defines a stranded asset, and neither
distinguishes the prudent from the imprudent element.

Benchmark efficiency and prudency are asserted
throughout and operationalised nowhere - no
reference source, threshold, data basis, decision-maker,
auditability mechanism or review cycle is specified for
any benchmark. Heat rate, Benchmark Availability, the
Benchmark Energy Quantity and the Vesting Volume
are each undefined, and each determines a price.



Principal concerns 9-13: competition and market development

Competition and market development

9.

10.

11.

Nothing prevents the incumbent from suppressing the
market price or withholding capacity - there is no must-
offer obligation in either instrument. The cost to a
hedged generator of bidding below cost is
approximately AP x Q x (1 — v), where v is the vesting
ratio: it falls towards zero as vesting rises, and turns
negative where the generator is over-hedged.

Capacity and ancillary service payments are confined to
the incumbent - generation capacity payments are
available only to Eskom, ancillary service eligibility is
reserved by omission, and no route exists for wheeling
arrangements or third-party resources to earn
Generation Capacity Charge credits.

The design suppresses the market it exists to create -
hedged volume is not traded, so at full vesting there is
no residual volume, no price discovery and no liquidity.
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A hedged distributor does not respond to price, and
neither instrument states the minimum unhedged
volume required for a meaningful day-ahead price.

. Flexible operation is not remunerated, and the

incentive runs the other way - the capacity payment
compensates availability, not load-following, while
cycling raises maintenance cost. The unweighted
average settlement price previously proposed is
dropped without explanation, although flexible coal
operation is central to the optimal transition path.

13. The retail methodology giving the wholesale tariff effect

does not exist - it is still to be developed, yet shortfall
risk is allocated to the regulated retailer in one
sentence at WEP §7.12. Approving the input while the
output is undrafted leaves the consequences for end
customers unassessable, including by NERSA.



Principal concerns 14-18: governance, end-points and process

Governance, end-pointg and process standing arrangements with no termination trigger and no
integration pathway into a market-wide capacity

14. The monitoring provisions create no obligation on anyone - . . -
remuneration mechanism. An expectation is not a sunset.

the relevant Part uses ‘'may’ throughout. There are no
indicators, thresholds, data-access rights, publication duty 17. Socio-economic cross-subsidies are charged before the

or consequences, and no connection to the Market p0|lcy defining them exists - recovery is to follow a National
Surveillance Unit, the Market Governance Committee or Subsidy Framework still to be developed, the recovery level
the Competition Commission. Without data access, offer- is stated at transmission level in one place and at retail level
orice regulation is unenforceable. in another, and the charge carries the same volumetric

15. The Central Purchasing Agency carries every residual, and bypass dynamic as the Legacy Charge.

its governance is unspecified - it is counterparty to both 18. The consultation does not disclose enough for the

hedge |egs and to the capacity and anci”ary service proposals to be assessed - there are no live calculation

contracts, and balance responsible party for the Section 34 spreadsheets, the vesting contracts are unpublished, no
legacy contracts. Its decision rights, capitalisation, ring- comparison against international benchmark practice is
fencing and accountability are all unstated. offered, and material departures from Market Code v2.1

- . and the Vesting Contracts Position Paper are unexplained.
16. No transitional arrangement other than vesting has a J P P

defined end-point - capacity cost recovery, ancillary service
payments and the Generation Capacity Charge are
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Introduction: scope of our comment

« Purpose: concepts, principles and strategic direction to inform NERSA's consultation — not detailed
modelling.

« Goal: an efficient, competitive and transparent market framework that supports investment.

« Approach: grounded in economic and power-sector principles, international experience and legislated
intent.

 Perspective: a stakeholder-agnostic public interest view of the pricing, competition and investment
implications of the proposals and their alternatives.

« Nomenclature: our comment rests on the backbone of an alternative to the overall proposal presented
in NERSA's two consultation papers. The alternative is based on "Market Proxy" pricing. For clarity of
comparison we refer to this as the "Market Proxy proposal" vs the "NERSA consultation proposal" or
simply the "Consultation proposal"
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Contextual framing: the impact of stranded costs

« The sector faces fundamental economic challenges: Eskom power is increasingly unaffordable and
demand is declining, while its legacy business model remains financially unviable.

« Many system costs do not reflect the efficient cost of power: Driven by a range of historical factors
including policy, investment decisions and governance issues.

« Tariffs alone cannot carry sunk inefficiencies: in a deindustrialising economy, recovering these costs
through price suppresses growth and erodes existing and future industrial capacity. Tariffs need to
stabilise at long-run cost-reflective levels.

« Competition will force a reallocation of inefficiency costs: between the shareholder, providers of
finance and consumers — as it does in any market where competition reveals the true nature of legacy
costs.

* International precedent is instructive: lessons should be drawn from how other jurisdictions handled
legacy procurements as competition was introduced.
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Pricing and tariff principles

« Cost-reflective pricing - prices for energy, capacity and ancillary services should reflect efficient forward-looking costs, not
historic revenue requirements.

« Efficient price signals - tariff structures should drive efficient operating and investment decisions, with clear separation of
energy and capacity costs.

« Efficient treatment of legacy and stranded costs - recovery should balance investment certainty, affordability and a fair
allocation across stakeholders.

« Competitive neutrality - all market participants should be treated equivalently, with no asymmetric allocation of risk or
reward.

 Transparent cost attribution - costs, subsidies and legacy obligations should be identified separately and mapped to a
defined recovery mechanism.

 Time-limited transitional arrangements - legacy cost recovery should follow a defined glide path to a stated end-point,
avoiding open-ended liabilities.

« Market development and consumer outcomes - vesting arrangements should promote competition, contain market power
and keep electricity affordable over time.

* Meaningful consultation - proposals should carry enough disclosure and specificity for stakeholders to engage and
scrutinise them properly.
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Transparency, specificity & legality

A NERSA consultation must disclose sufficient information, with adequate specificity, about the matter
under consideration to meet the clearly established legal requirements.

» The consultations on the generation pricing and vesting contracts framework and the wholesale tariff

methodology is at a framework or high-level methodology stage. Inviting public comment at this stage
is important and will be useful to NERSA.

« However, this is not yet the consultation on the actual vesting contracts to be used, nor on a sufficiently
specific wholesale tariff methodology.

* Inthis submission we:
— Itemise the level of disclosure required and where it is currently lacking.

— Demonstrate what would constitute sufficient consultation for the actual vesting contracts and the
final wholesale tariff methodology under consideration.
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High-level reasons for the changes we recommend

* Upstream vesting contracting

— RAB x WACC based capacity payments have never been fully implemented in Eskom's MYPD tariffs and are
unimplementable, because they would result in tariffs that are too high (as acknowledged by both Eskom and NERSA)

* This has produced an arbitrary WACC, currently 4-5%, with no objective basis. Future capacity payments cannot rest
on arbitrary judgements.

— Regulated payments should focus on efficient costs. For Eskom power stations these arise at two levels, and payments
should be structured accordingly:

« At power station level: the incremental cost of keeping the station available, and the short run marginal cost of
producing energy

* At corporate level (Eskom Holdings): the portion of remaining financing obligations associated with efficient
generation sunk costs

« Downstream hedges and the wholesale tariff should be set to send the correct cost signals — inducing appropriate customer
behaviour and distributed generation investment, and enabling the transition to market pricing:

« The wholesale tariff (and the hedge strike price) should reflect the forecast average SAWEM SMP for each time-of-use
period

* The Generation Capacity Charge should recover the marginal cost of new capacity
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Overview of the Market Proxy Proposal

Primary principle: regulated prices should match competitive market Wholesale tariff components set to best reflect market prices:

prices for each service as closely as possible. Where no market yet — Wholesale Energy Charge — based on the forecast SMP

exists, a market proxy should be used. - _ .
— GCC — based on a proxy competitive price for capacity

» Eskom is paid by power consumers at this market (proxy) pricing: (currently: open-cycle gas turbine cost)
— Eskom Generation (Gx) receives its minimum cost to operate — — plus ancillary services, transmission, and the stranded cost of
fuel, variable and fixed O&M, and required maintenance capex legacy IPP contracts

— Eskom Holdings receives the balance between market prices
and that minimum operating cost:

Combined effect of the upstream and downstream hedges:
— Distributors effectively buy and sell at the Wholesale Energy

* infra-marginal rent from the energy market; and Charge for their share of the vesting volume

’ m_fra—margmal rent from the capacity ma.rket —the , — The Central Purchasing Agency (CPA) collects Eskom Gx's infra-
dncferenc;e betweeh the market proxy price for_cqpauty .(the marginal rent — the difference between dispatch cost (SRMC)
Generation Capacity Charge, (ISEIC) and the minimum fixed and the Wholesale Energy Charge on the vesting volume — and
cost per station to remain available pays it to Eskom Holdings. Differences between the forecast and

 Upstream vesting contract and hedge — extracts Eskom Gx's infra- actual SMP are hedged away by the downstream hedge.

marginal rent by hedging it back to short-run marginal cost (SRMC) «  GCC vs the Avoidable Cost Rate (ACR):

for the vesting volume ' , o .
— The GCC intentionally recovers more than the minimum fixed

» Downstream vesting contract and hedge — stabilises the net cost (ACR) paid to Eskom Gx; the balance is paid to Eskom
position of Eskom Distribution and other market-participating Holdings
distributors, who buy at the system marginal price (SMP) and sell at — This transparently separates the cost of generation and
thT wholesale energy charge, on their pro-rata share of the vesting availability from the financing of historic sunk costs
volume
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High-level view of NERSA's consultation proposal

WEC — Wholesale Energy Charge
GCC - Generation Capacity Charge

; T ¢ » H lement (CfD G ACR - Avoidable Cost Rate
— Physical power Payment edge settlement (CfD) Key concerns LSE — Load Serving Entity
e ) Power (
. Power SAWEM ] Power —
Eskom Generation ] ., — > Eskom Distribution &
; Wholesale market — day-ahead / intra-day B WEC g Wholesal
(contracts per power station) Market participating Munics =& = == = ey olesale
Offers at SRMC-based prices e e e e e e e e o - - Clears at System Marginal Price ,(SMP); dispatch €& — — — — — — — - Market Participant / Regulated Retailer — e A v CQStotr:e;sRP
Energy market revenue @ SMP not altered by vesting Energy purchases @ SMP Buys energy in SAWEM,; sells to customers at| _ i Ancillary service charge: (Munics, other BRPs)
7 * * vy 2] regulated wholesale tariffs 4-: - L_ = C: — =
H % egacy Charge 7
L = =
| 1 I | ¢ SAWEM revenue for $34 energy, to CPA *, 5
1 I I S34 energy sold into SAWEM by CPA as BRP - 1 Downstream energy hedge (two-way CfD): \_ Y, AT
1 1 1 1 Strike = wholesale active energy-only price, settled against the A 1 1 [ f
| | I Upstream energy hedge (two-way CfD): 1 _...S.'\.AP (includes |nfra»mz.arg|nal rents). : : : : 1
| I | Settlement = (Strike - SMP) x Vesting Volume; Strike = GRR I Strike vs SMP :Results in systematic CPA shortfall and ballooning Retail tariffs built
| Benchmark + Benchmark Energy Quantity, H legacy charge I | | on the wholesale
I | : gacy charg
| I I : built on benchmark-efficient costs, not actual costs I : Volume asymmetry: upstream settles on the defined Vesting 1 I I Wholesale Tariff tariff structure
I serresnseeeanes RRRCRRRRLEELLLEIEED A seneneey | : Volume; downstream eligible energy = min(actual, contracted) — the | | | |
| | Strike price asymmetry: upstream strike (GRR-benchmark rate) # : H . Energy price too low: TOU
1 : ) . : : two volumes will not match 1 1 1
1 1 downstream strike (wholesale active energy price) - Legacy 1 : Generation Capacity Charge — R/MW on rolling max demand energy charge based on 1
I 1 I Charge : | i o Generation Tapactly Charee — VIV on roling max cemanc | I I residual generation cost
I 1 1 Ancillary service payments — availability + utilisation I : Ancillary service charge — c/kWh, payable by generators and loads J | after deducting all other g Retail
I | R : i |—m— === == 1 payments to generators an Consumers
| ) ) ) : i 1 the legacy charge. ) )
I I_ o — — _ _ _ _ Copacity payment — fixed generation costs (MYPD6 method) 1 | E | Legacy Charge — c/kWh, non-avoidable Downstream hedge (incl. captive
| | E : * I —— R R R R e R S R e e e e settlements recovered customers)
I C it t mismatch: stati ifi it s . : k4 vy Yy ~ through the legacy charge
1 ° apacity payment mismatch: station-specific capacity will recursively reduce the
1 payment vs OCGT-proxy Generation Capacity Charge; CPA energy tariff
. bears the difference - Legacy Charge CPA (within NTCSA)
—_— - - p \
Capacity payment less ACR | Central Purchasing Agency — counterparty to the vesting, . L.
plus infra marginal renton | capacity & ancillary services contracts, and BRP for the Section Legacy Charge — composition and incidence
unhedged volume I 34 legacy PPAs Legacy charge = (Legacy Contract cost + Vesting Contract difference) + total purchased volumes, adjusted + per
+ Residual surpluses / shortfalls - Legacy Charge period within a NERSA cap/floor
e Legacy Contract cost = CPA payments under Section 34 PPAs - SAWEM revenue for that energy (net of
\ 7

balancing)

¢ Vesting Contract difference = (hedge + capacity payments to Eskom generator) — (hedge payments from
Distributors + capacity receipts from wholesale tariff)

I
E S ko m PPA payments | 1 S34 energy
Holdings

) Non-avoidable; payable by all Market Participants and BRPs; Regulated Retailers recover it from captive
Section 34 IPPs customers in retail tariffs
REIPPP + legacy cross-border PPAs
+ new GASIPPP and BESIPPP

° All reconciliation residuals land here — ultimately funded by consumers
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High-level view of Market Proxy proposal

WEC — Wholesale Energy Charge
GCC - Generation Capacity Charge

—) ; T ¢ > G ; ACR - Avoidable Cost Rate
Physical power Payment Hedge settlement (CfD) Proposed remedies LSE - Load Serving Entity
( ) Power >' )
. Power SAWEM
Eskom Generation Power ictributi
Wholesale market — day-ahead / intra-day > Eskom Distribution & * ‘.

(contracts per power station) o WEC s Wholesale

Market-participating Munics [¢& .~ — — — —

.

; : - di - ) B GCC A Customers
Offers at SRMC-based prices . Clears at Svst:g: la\ftaerrgelgat:yP‘::;i(:glle), dispatch €= — = = = = = = =  Market Participant / Regulated Retailer ; e p—— (Munics, other BRPS)
Energy market revenue @ SMP Energy purchases @ SMP Buys ene:Zl:rl]ai:c\ilv\s::/cl;l:‘:Lllset:a(rziuf::omers at = Ancillary service _C_hafgl. |
I * f Al '\'— Legacy Charge
| I I | ¢ SAWEM revenue for S34 energy, to CPA .. - _“.’- )
| | I S34 energy sold into SAWEM by CPA as BRP > I \ y RETINNERt
H ) —
I 1 1 1 Downstream energy hedge (two-way CfD): A | | 1 f
| | I : I Strike = wholesale active energy charge (WEC), settled against the SMP : I I I ]
! | I : Upstream energy hedge (one-vn./ay CfD): Strike = SRMC per generator, settled against I Volume aligned to upstream hedge: settles on the upstream : : | Retail tariffs built
| | | : the SMP on Vesting Volume; This extracts the Infra-marginal rent from the Eskom fleet Vesting Volume allocated pro-rata to LSEs according to their | on the wholesale
1 | 1 i on hedged volumes I market-participating volumes 1 I 1 Wholesale Tariff tariff structure
| o s T T ;o e | | | |
1 | Intentional Strike price asymmetry: upstream strike (SRMC) < : : TOU energy charage
! 1 I downstream strike (wholesale active energy price) - Generates a surplus | ?27 e t’i" Capaaty Charg ¢ (Net CONE) R/MW on roll/ng maide_ma_nd_l ! ! b dJ gyh /g 1
| | I to pay Eskom holdings for Generation-related financing obligations : | | | | asea on nourly
i i ilabil lisati : : SMP forecast Retail
! 1 I Ancillary service payments — availability + utilisation : | | Ancillary service charge — c/kWh payable by generators and loads _: : etai
I — o e o e e e e R e R e e e e e e e mmm e e e mm H B I — o o o e e - — o — —
: | : E i ' | e Cpnlsu mers
I | capacity payment (Net ACR) — minimum fixed-cost floor needed to keep plant ayailable for dispatch : L . Legacy Charge — c/kWh, non-avoidable (incl. captive
~ Jess Ancillary service payments 1 1 + |- - T --TTTTsTsTT =T == ====" customers)
1 L1 v vV VvVYVY
- ® : ~
I - .
e e e e - - CPA (within NTCSA) § .
. I Generation-related financing payment = Central Purchasing Agency — counterparty to the vesting, . . . . L.
Infra marginal rent on Eskom-apportioned GCC— ACR + capacity & ancillary services contracts, and BRP for the Section A defined list of additional charges — composition and incidence
unhedged volume | Vesting volume x (WEC — SRMC) 34 legacy PPAs . . . .
1 — e o o e Disaggregated charges with clear definition of basis
+ : Residual surplus paid to Eskom holdings e Legacy and future Sec 34 Contract cost = CPA payments under Section 34 PPAs - SAWEM revenue for that
. energy (net of balancing)
7
E s ko m 1 1 e Cross-border contracts — total CPA payments under legacy cross-border contracts less total SAWEM revenue
or that energy (net of balancing payments)
1 PPA payments | S34 energy

H o I d i n gs _—— L 4 Non-avoidable; payable by all Market Participants and BRPs; Regulated Retailers recover it from captive

. customers in retail tariffs
Section 34 IPPs

REIPPP + legacy cross-border PPAs
+ new GASIPPP and BESIPPP Other reconciliation residuals are netted off payments available to fund Eskom Generation-related financing
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High-level view of Market Proxy proposal: Net positions after

settlements

WEC — Wholesale Energy Charge
GCC - Generation Capacity Charge
ACR - Avoidable Cost Rate

— : - -
Physical power Payment LSE — Load Serving Entity
( ) Power >' )
. Power SAWEMW |  sower . T
Eskom Generation Power ictributi portt T .
(contracts per power station) Wholesale market — day-ahead / intra-day > L [ e s T wee Wholesale
il Market-participating Munics [+~ = = = =% o

Clears at System Marginal Price (SMP); dispatch Market Participant / Regulated Retailer q—. B CC— ustomers

O .
Buys energy in SAWEM,; sells to customers at 4_ Ancillary service chargeE (Munics, other BRPs)

regulated wholesale tariffs T s
A *  Legacy Charge
Net energy position: -

Offers at SRMC-based prices e By vesins

Net energy position: Recovers
SRMC —=Incurs SRMC =0

Net capacity position: Recovers
ACR - Incurs ACR=0

Overall net position: Inframarginal rent
between WEC and SRMC + (GCC — ACR)
(Could also receive further legacy debt
charge if necessary)

Eskom
Holdings
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Receives SMP — Pays SMP =0

.

J

Net energy position: Receives WEC

o o
. o
0 .
--------

N—

t

CPA (within NTCSA)

Central Purchasing Agency — counterparty to the vesting,
capacity & ancillary services contracts, and BRP for the Section
34 legacy PPAs

Residual surplus paid to Eskom holdings

1 S$34 energy

Section 34 IPPs

REIPPP + legacy cross-border PPAs
+ new GASIPPP and BESIPPP

CPA takes over as PPA counterparty

— Pays SMP +/- Hedge =0

Net capacity position: Receives

GCC—-PaysGCC=0

Net capacity position:

1
Retail tariffs built
on the wholesale
tariff structure

Wholesale Tariff

Retail
Consumers

ere . . . (incl. captive
Net Energy position: Receives inframarginal rent between customers)

SRMC and WEC — payment to Eskom Holdings +/-
Distributor Hedge =0
Section 34 payment — SMP revenue and legacy charges =0
(Ditto for international trader)

Pays ACR to Eskom Generation, Recovers GCC + Ancillary,

balance swept to Eskom holdings = 0



Market-proxy proposal: Charge and Payment attribution

Consumers pay a market proxy for each service; Eskom Gx receives only Operating cost; the balance is an explicit payment to Eskom Holdings

R835 / MWh R835 / MWh
R800 Generation capacity charge Balance of GCC R75 _
R135
Eskom Holdings R325
Infra-marginal energy rent
acr roo— [
—————————— -
R400
Wholesale energy charge
R700
Eskom Gx R510
2500 Station SRMC R450 Operating cost only
RO

What consumers pay Where it goes

Under the Consultation proposal this R325 (R250+R75) paid to Eskom Holdings is not identified. Instead, it is absorbed into a station-level regulated
revenue requirement (§4.9) and, where the GCC under-recovers it, into the legacy charge (WEP §11.9).

o _ lllustrative, R/MWh. R835 is the all-in average implied by R250bn over 299 339 GWh (§11.6). Energy charge set at forecast average SMP; GCC
©Meridian Economics 2026 1 22 o+ Net CONE: ACR is the annual avoidable fixed cost achieved if the station were to close A \\\\\



Fundamental differences between NERSA's consultation and

the Market Proxy proposal

« Upstream hedge: benchmark-based two-way CfD vs SRMC- » Capacity payments: sunk-cost recovery vs availability floor
based one-way CfD — Consultation proposal pays station-specific full embedded
— Consultation proposal hedges Eskom's fleet with a two-way generation costs (MYPD6 method), leaving the CPA to bear
CfD struck at the GRR benchmark; Market Proxy uses a one- the gap to the OCGT-proxy Generation Capacity Charge

way CfD struck at each generator's SRMC, deliberately

: R : — Market Proxy pays the minimum fixed-cost floor needed to
extracting the power station’s infra-marginal rent on hedged Y pay A

keep plant available for dispatch, net of ancillary service

volumes _ payments (Net ACR), funding any remaining gap through an
— Consultation proposal has strike asymmetry (GRR explicit generation-related financing payment directly to
benchmark upstream vs wholesale energy price downstream) Eskom Holdings

that produces shortfalls that flow to the Legacy Charge; _ ,

Market Proxy uses intentional asymmetry —the CPA surplus * Residual charges and the wholesale energy price

transparently funds Eskom's generation-related financing — Consultation proposal sweeps every reconciliation residual
obligations into a single non-avoidable Legacy Charge; Market Proxy
gives it a defined, disaggregated basis (Section 34 and cross-

' border contract costs), netting other residuals against
— Consultation proposal settles upstream on the defined Eskom's financing payments

Vesting Volume but downstream on the lower of actual and
contracted volumes — a systematic but unpredictable
mismatch

* Hedge volumes: mismatched vs matched

— Consultation proposal sets the TOU energy charge as the
residual generation cost after all other payments — recursively

driving the energy tariff down; Market Proxy sets it from the
— Market Proxy allocates the upstream Vesting Volume pro-rata forecast hourly SMP, preserving the price signal

to LSEs, so downstream hedges settle on the same volume
and the CPA remains in net surplus
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Upstream vesting contract overview of recommendations

» The Market Proxy proposal has the following approach for dealing with the per power station upstream vesting contracts.
— Capacity payments
* The System Operator determines the amount of capacity that the CPA will purchase per power station per year.
« The power station capacity payment should only cover the forward-looking costs (at the Avoidable Cost Rate - ACR).
It should not be based on recovering sunk costs

— Energy
* Power stations must bid all their energy into the SAWEM Day Ahead Market (DAM) at their regulated short run
marginal cost of production (SRMC) and will earn the System Marginal Price (SMP)

* The System Operator estimates the total energy volume required from a power station, on a rolling 12-month basis.
The ex-ante contracted hedge volume is calculated as a percentage of the total volume expected.

* The CfD between the power stations and the CPA extracts the infra-marginal rent earned from their DAM sales by

hedging them back to their SRMC.
* The CfD hedge settlement price should be based on the average (unweighted) DAM pricing to incentivise
flexible operation.

— The financing obligations associated with sunk costs
* The CPA should pay an appropriate amount towards the Generation-related financing obligations directly to Eskom
Holdings where the debt is held (not as part of an opaque MEAV RAB-based settlement with the Power Stations)

©Meridian Economics 2026 | 24 //KM\\\\\



Downstream vesting contract overview of recommendations

» Purpose of the downstream vesting contract is to provide price stability to market-participating distributors
(Eskom Dx and others that elect to participate)
» Eskom Dx will sell power at the wholesale energy tariff and buy power in the market at the SMP

— The downstream hedge must make good this difference (hedge actual SMP prices paid back to the
wholesale tariff charged) on the hedged volume

— The strike price for the downstream hedge is the wholesale energy tariff (weighted average TOU tariff
based on contracted volume)
* The downstream hedge is funded by payments from the upstream hedge
— Upstream strike is at Eskom Gx SRMC (bare dispatch cost). This will be lower than the wholesale energy
tariff which is based on a best forecast of the SMP (i.e. includes infra-marginal rents)
» Provided the hedge volume downstream equals the hedge volume upstream, the CPA will always be in a net
surplus position after both legs of the hedge have settled

— This surplus reflects the ex-ante difference between Eskom's cost to generate the energy and the value of
the energy at the wholesale energy tariff i.e. the infra-marginal rent at the wholesale energy tarift

— The surplus is available to pay Eskom holdings for Generation-related financing obligations
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Wholesale tariff overview of recommendations

Market-participating distributors will sell power at the wholesale tariff whilst being exposed to market pricing
for power purchases. Wheeling customers will be credited for power at the wholesale tariff.

— The wholesale tariff is thus pivotal to an orderly transition to the SAWEM

* We propose that the Wholesale tariff should as best as possible reflect the market price for energy, capacity
and ancillary services, even if proper markets are not yet developed

— This will send the correct price signal to power consumers

* The Market Operator should conduct forward market-modelling and propose at least annually:

— An energy tariff consisting of an updated TOU structure and levels that best match the forecast hourly SMP
(a "market-determined TOU" tariff)

— A Generation Capacity Charge (GCC) reflective of the net cost of new capacity (net CONE) - the fixed costs
of new capacity net of infra-marginal rents earned in the energy market

— An Ancillary service charge

* The Market Operator should propose the timing and mechanism for a glide path from the current WEPS tariff
to this new structure, considering all components of the tariff through the transition
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Concern: RAB-based Capacity Cost Recovery Framework

bundles stranded costs with the recovery of capacity costs

NERSA consultation proposed approach: « The MEAV RAB does not reflect the efficient marginal cost of
capacity from legacy stations, and is incompatible with how

« CPA pays generators for capacity based on: capacity will be priced in the market

* Regulated revenue requirement (MEAV-based RAB x
WACC, plus depreciation and fixed O&M) - i.e. MYPD-
like. (VCF§4.9,7.8, WEP §11.7)

* (This cost is also recovered in the energy price ,
hedge via the Strike Price - a double counting error- * Correctly applied, MEAV-based RAB x WACC would produce

Ji : Uost Hedae bel even higher prices and windfall profits — the concern that arose
see discussion on Upstream Hedge below) with DORC utility regulation in Australia

— It does not distinguish the economic cost of providing
capacity services from legacy stations from the inefficient or
stranded cost of that capacity

«  Adjustedf ilabl it
Justecior avatiable capacty — Recognising that it would result in unaffordable prices,
Concerns Eskom and NERSA have never applied the RAB x WACC

, _ formula correctl
« The MEAV RAB valuation has no relevance in the context of the y

SAWEM — Illustrated by the most recent MYPD6 application and
. decision use of a 4% real (pre-tax) WACC, rather than the
— An MEAV-RAB generates revenues sufficient to replace coal 10.69-10.80% that Eskom and NERSA have themselves

stations with equivalent new coal assets — an assumption

: . calculated to be appropriate
thatis no longer appropriate

— New coal capacity is not economically efficient and is * The paymentis mlade irespective of whether the system
therefore highly unlikely to be built requires a station's capacity

— Future capacity additions will come from competitive — Thereis no mechamsrp to indicate how much capacity
market participants bringing their own financing, not should be purchased from each power station

necessarily from incumbent regulated monopolies

©Meridian Economics 2026 | 28 //KM\\\\\



Capacity and ancillary costs are recovered twice

Example from the worked demonstration, Scenario B (VCF§10.7-VCF§10.12), R million

2,500 +1,712.0 -243.9

2,185.7

2,000 Excess

R825.7
61% above

benchmark
1500~ GRR Benchmark R1 360 (§10.7)

1,000
+64.2
+653.4
500
0
Capacity Ancillary Energy market Vesting Realised
payment payment revenue settlement revenue
Part 1, §4.9 Part 2, §5.11 at SMP R1 600/MWh §9.10, on 750 000 MWh §8.11

At the 100% vesting assumed at VCF§12.23 the market price terms cancel entirely and realised revenue reducestoC+ A+ GRR=2C + 2A + E.
o _ Here vesting is ~70% of the Benchmark Energy Quantity, so the duplication is partial. VCF§8.14 describes settlements as "financial balancing
©Meridian Economics 2026 1 29 4 4i,stments", but the Framework contains no reconciliation, true-up or revenue cap, and VCF§8.17 and VCF§8.19.3 confirm the strike is not a A \\\\\

revenue entitlement. Assumes the Part 1 and Part 2 payments equal the benchmark amounts stated at VCF§10.7.



The price paid for capacity should reflect the forward-looking

costs of keeping the plant available

» At a power station level the capacity payment should be set to cover the plant's going-forward / avoidable
fixed cost. The Avoidable Cost Rate (ACR per MW) for an existing unit comprises the annual costs the owner
would avoid if the unit did not operate for the delivery year:

— Avoidable O&M labour
— Avoidable administrative / corporate overhead allocable to the unit

— Avoidable maintenance and project-investment capex required to keep the unit in service (recovered over
a defined forward horizon)

— Avoidable taxes, fees and insurance

* The ACR is netted against the unit's expected net revenue from energy (expected to be close to zero - see
below) and ancillary services: Net ACR = ACR — expected E&AS net revenue.

* Net ACR is therefore the unit-specific "missing money" — the minimum capacity payment consistent with the
unit staying open — without re-remunerating sunk investment.

» This approach is critical for transparency of costs and power station behaviour, and therefore for effective
regulation of legacy power station capacity payments.

« Stranded financing obligations associated with generation assets is held at the Eskom Holdings level and is
dealt with separately (see below)
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The amount of capacity required should be determined by the

System Operator

* As currently drafted, the consultation Framework tacitly assumes that all Eskom capacity is required and
should attract a capacity payment for as long as it remains available. There is no formal process to determine:

— how much capacity the system requires, and whether available capacity exceeds or falls short of that
amount; and

— whether each power station remains the most economic option for providing that capacity
» Both issues are resolved by requiring the System Operator to determine, annually, the total system capacity

required and the quantity of capacity the system requires from each legacy power station, using forward
modelling similar to the NTCSA's current MTSAQ. This would entail:

— system dispatch optimisation modelling for the short term, where installed capacity is already determined,;
and

— capacity expansion planning for the longer term, where retirements and additions are not yet finalised

« Capacity expansion modelling, based on current best assumptions about technology learning curves,
suggests the economically optimal path for the Eskom coal fleet — particularly if it can be operated more
flexibly — is a gradual phase-out over 20 years or more.

See: https://meridianeconomics.co.za/publications/re-thinking-the-future-of-south-africas-coal-fleet-the-value-of-flexibility/

©Meridian Economics 2026 | 31 //KM\\\\\



https://www.ntcsa.co.za/wp-content/uploads/2025/10/Medium-Term-System-Adequacy-Outlook-2026-2030.pdf
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Capacity payments must be adjusted for actual availability and

tied to a market offer obligation

» Actual capacity payments should be adjusted for the actual availability versus the contracted availability

« Capacity payments should also be conditional on an obligation to offer that capacity into the energy market
— The purpose of this rule is to further restrict the ability of generators to manipulate energy market prices by
withholding capacity from the market
* The capacity payment should therefore be calculated as follows:

Capacity payment per period = Net ACR x Capacity purchased x (Actual Availability / Contracted Availability) x
% of actual availability offered to market
» Benchmark Availability should be set on the following principles:

— Set by the System Operator as part of the annual capacity determination, and published in advance of the
delivery year

— Based on the efficient availability achievable by a well-run plant of that technology, age and duty cycle —
not on the plant's own recent actual performance, which would reward persistent underperformance

— Differentiated by technology, and net of planned maintenance so that the benchmark measures
unplanned unavailability

— Transparent and objective, with the underlying data and methodology open to scrutiny, and fixed for the
delivery year to give a stable performance incentive
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Stranded capacity financing obligations should be accounted for

explicitly and paid to Eskom Holdings

* Eskom's stranded debt crisis was driven primarily by material cost and time overruns on the construction of Ingula, Medupi and Kusile, and by NERSA's inability to raise
tariffs to cover those costs

—  Since 2008/09 Eskom Holdings has received R495.6bn in all-in cumulative state support (equity injections, subordinated loans and debt-relief loans/takeover)
— This has substantially reduced the quantum of the stranded financing obligations associated with these generators

* Generation-related debt sits within Eskom Holdings' common corporate debt pool and is not secured against power station assets

« This corporate level financing obligation can be supported by payments from the CPA consisting of:
The infra-marginal rent the CPA recovers from Eskom generated power =X (Wholesale Energy Cost — SRMC;) X Vesting contract volume for station i, plus
— The GCC recovery from the Wholesale tariff apportioned to Eskom generators, less
— Net ACR power station payments

*  The GCC apportioned to Eskom Holdings should reflect the total capacity procured from Eskom generators as a share of total annual capacity required by the System
Operator, with each plant weighted by its Effective Load Carrying Capacity (ELCC):

X (Capacity procured from Eskom station i X ELCCy)
2 (Capacity dispatchable by the System Operator of type j X ELCCj)

Eskom Holding portion of the GCC recovery =

*  With the introduction of the SAWEM and vesting contracts, the quantum of legacy Generation-related debt and its ongoing service obligations should be determined
and "frozen"

— Once the market is competitive, financing costs for new capacity can no longer be recovered through unavoidable charges. Investors should bear that risk or pass it
to willing buyers contractually.

» Eskom has recently returned to profitability, but this does not guarantee its debt stock will remain fully serviceable from revenues as competition intensifies

» Further analysis is required to determine what portion of Eskom's legacy Generation debt can be recovered from consumers, and how much must come from the
shareholder — the state — through further state support
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Only the vesting contracts have a sunset

Every other transitional mechanism is drafted as a standing arrangement, with no stated end point and no reduction path

Vesting period —

Upstream vesting contracts

Defined reduction path and sunset principles sunset
Parts 9, §9.42-8§9.48

Downstream vesting contracts

Sunset arrangements stated sunset
Part 10, §2.11.7

Capacity cost recovery

§2.11.1, §4.9 No sunset, no reduction path

Ancillary service payments

No phase-out provision
Part 2, §5.10-§5.12

Offer price regulation

No stated end to regulated offers
Part 3, §6.6

Legacy charge
WEP §11.15-§11.16

No sunset

©Meridian Economics 2026 | 34 Bar lengths indicate whether an end point is stated, not its timing - the Framework gives no dates for any mechanism. M\
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Purpose of SAWEM Energy Offer Regulation

* Rather than creating a competitive market through marginal cost (SRMC) of generation. The objective is
structural reform (horizontal unbundling), current to ensure:
policy preserves Eskom Generation's extreme — efficient dispatch decisions

market dominance and relies on regulation to

o . — appropriate investment signals
constrain its power in the SAWEM PPTop 9

— competitive, transparent and cost-reflective

— Absent restructuring for competition, this is a .
market prices

second-best policy. International experience
suggests it is likely to result in ongoing problems  * Unregulated Eskom offer prices / predatory bidding
with the potential for abuse of market dominance could distort the market:

— Offers below SRMC may depress market prices,
reduce renewable energy capture prices,
undermine investment incentives and lead to
inefficient dispatch

* Two complementary mechanisms are putin place to
moderate Eskom Generation's market power:

— regulation of power station SAWEM energy offer

prices, to ensure an appropriate SMP; and .
— Offers above SRMC may inflate wholesale market

prices and increase infra-marginal rents across all
scheduled generators

— imposition of an energy price hedge with the
CPA, to extract infra-marginal rent

« Regulated offer prices should reflect the short-run
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Market power #1: Bidding inflated prices

B Production cost

R/MWh Derr:and [l Bid above cost

Market-clearing price [ Inframarginal rent

Excessive inframarginal rent

Pivotal generator: this capacity must run to keep the system balanced -
so it can bid well above true cost and still be dispatched.

All dispatched units are paid the same clearing price, so the raised bid
lifts revenue across the merit order.

Result: wholesale prices stay well above competitive levels,
particularly when supply is tight.

Unit 1 Unit 2 Unit 3 Unit 4
Pivotal unit
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Market power #2: Withholding capacity

R/MWh Demand Bl Dispatched unit
Bl Withheld capacity
Inframarginal rent

|
|
|
|
| Excessive inframarginal rent
|
|
|
|

Market-clearing price

The firm withholds capacity - declaring units unavailable, “extending”
maintenance, or pricing them out of dispatch.

Tighter supply forces a more expensive unit to set the market-clearing
price.

All dispatched units are paid that higher price, so the firm's low-cost
inframarginal generators earn substantially more.

Unit 2 Unit 3 Unit 4

Withheld Marginal unit
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Market power #3. Predatory pricing

R/MWh Demand

Incumbent true cost - - - ¢

Unit 1 Unit 2 Unit 3

©Meridian Economics 2026 | 39
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Unit 4
Not
dispatched

[l Dispatched (low bid)
Not dispatched
Forgone revenue
»=x Suppressed clearing price

The dominant incumbent bids below their true cost, dragging
the market-clearing price down.

It can sustain the ‘loss’ if much of its cost is recovered
through fixed capacity charges or revenue secured with
poorly designed vesting contract CfD hedges.

Suppressed prices deter market entry and entrench
incumbent firm dominance.



How unregulated incumbent behaviour moves the market price

Offer-price regulation and a must-offer obligation address two different distortions - the consultation Framework provides only the first

a. Efficient stack b. Inflated offers c. Capacity withheld

Demand Demand
offers at SRMC | Coal B offered at R1 400 | 4 GW of Coal B not offered |

SMP R3,500

SMP R1,400
SMP R900
SRR pcemam N A
SMP set by hydro SMP +R500 set by inflated Coal B offer SMP +R2 600 set by gas, dispatched unnecessarily
Cumulative capacity (GW) — Cumulative capacity (GW) — Cumulative capacity (GW) —

Offer-price regulation at SRMC (§6.6) addresses panel b. Nothing in the Framework addresses panel ¢ - there is no must-offer obligation, so
declared-but-unoffered capacity attracts the full capacity payment under §4.9.6, which pays "regardless of dispatch".

N _ lllustrative stack and prices, R/MWh. Demand held constant at 22 GW across all three scenarios; only the incumbent’s offer
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SRMC methodology requires further specification

In terms of the Market Rules, power stations bid a piecewise-linear » take-or-pay coal contract risk is passed on to
production price curve - not a single price as envisaged in the consumers at the percentage contracted.
Framework document. — No price down-side risk for a generator, just volume risk

Fuel cost determination for the uncontracted take-or-pay coal supply portion.

« Framework defines fuel cost as: Heat Rate x Fuel Price Flexibility margin

Proposed flexibility margin percentage is not specified or

* However, key details to ensure SRMC bidding remain unclear: AN
adequately justified.

* Heat rate changes depending on the plant loading. Each

offer step should use the relevant heat rate. * Intertemporal dispatch constraints could justify use of shadow

pricing adjustments (allowing coal plant to bid higher at peak
times to compensate for under-recovery due to must-run
constraints at times when SMP close to zero).

*  Which fuel (coal) price should be used?

« Implicit treatment of take-or-pay coal contracts.

- The NTCSA Vesting Contracts Position Paper v5 and the * Excessive flexibility could also allow strategic bidding behaviour
NERSA proposal envisages CfD settlement against a to manipulate prices.

pher(?entage of contracted volume (not actual output). Implies «  Consider allowing flexibility within a short-term (24hr or 36hr)
that: moving average = SRMC constraint.
— At higher sent-out volumes the plant makes infra-marginal .

ront. Would allow higher peak-time bidding.

— Atlower sent-out volumes the plantis paid as if it was

running (even though it did not incur VOM or burnt fuel
for the difference)
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Offer volumes and must-offer obligations

Consultation framework gap: no must-offer requirement

* The consultation framework regulates offer prices but does not require available generation to be offered into
the market.

* This creates a risk that generation could be withheld to increase the System Marginal Price (SMP).
Potential consequence

* The unhedged portion of Eskom Generation volumes may benefit from higher market prices while remaining
financially protected through vesting arrangements and notional volume settlements at other times.

Recommended approach

* Introduce a clear must-offer obligation requiring all available capacity to be offered into the market (as
proposed above).

» Require available generation to be offered at regulated SRMC-based prices.
 Establish monitoring and auditing arrangements to verity compliance.

 Align offer-price regulation and offer-volume obligations to effectively mitigate market power.
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Purpose and recommended design of the upstream hedge

Purpose

The upstream hedge with Eskom's power stations should support the transition to a competitive wholesale market by:
* reducing incentives for strategic bidding and the exercise of market power

* eliminating infra-marginal rents on hedged volumes from Eskom Generation's legacy fleet

« providing revenue certainty to Eskom Generation during the transition

« enabling the CPA to offer cost certainty to downstream customers

* supporting efficient market price formation while preserving appropriate operational incentives
Recommended design principles

« Align hedge design with the twin objectives of eliminating infra-marginal rents and mitigating market power
» Avoid double recovery of energy, capacity and ancillary service revenues

* Base strike prices on transparent, objectively determined inputs

 Clearly specify the volume-setting methodology

« Preserve incentives for operational efficiency and flexibility

* Maintain consistency with previous vesting contract and market design work where appropriate
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Double recovery of capacity and ancillary service costs

* The Strike Price calculation (GRR Benchmark, par 7.10)
includes recovery of capacity and ancillary service costs,
but the Framework already provides separate capacity and
ancillary service payments

— These costs are paid for twice; and the Strike Price
becomes a different class of price from the offer price,
which recovers energy costs only

 The Strike Price should reflect only the short-run marginal
cost (SRMC) of producing energy at each power station

— The SRMC should be calculated directly, as for offer
price regulation — removing any need for Strike = GRR
Benchmark + Benchmark Energy Quantity (BEQ)

— Our comments on offer price regulation apply equally
to the Strike Price

Volume metric

* The proposed Strike Price calculation requires a volume,
but none is needed once double recovery is removed (par

©Meridian Economics 2026 | 45

Concerns with and recommmendations for the proposed

upstream energy hedge and its Strike Price

7.12)

* Hedge settlement requires a "Vesting Volume". It appears
not to be total generator output, yet no method for
determining it is proposed — although this choice
fundamentally shapes the hedge's risk allocation and the
Incentives it creates

Reference price

* The Framework refers to the "wholesale market clearing
price" as the reference price, with no mention of the
unweighted average SMP previously proposed in the
Vesting Contracts Position Paper

— This may weaken incentives for operational flexibility
and efficient plant performance

Departure from previous policy development

« The consultation Framework departs materially from
Market Code v2.1 and the Vesting Contracts Position Paper,
whose earlier proposals contained more developed,

incentive-compatible settlement arrangements



Volume determination and recommendations

The Framework Volume determination

* The Framework does not clearly explain how the Benchmark Energy Quantity used in the calculation of
the Strike Price will be determined.

« The statement about the Vesting Volume in par VCF §9.10.3 is unclear and provides insufficient detail
for consultation purposes

« The methodology for setting contracted hedge volumes should be transparent, objective, and linked to
system requirements

Qur Recommendation:

« The System Operator estimates the total energy volume required from a power station, on a rolling 12-
month basis. The ex-ante contracted contract for difference (CfD) hedge volume is calculated as a
percentage of the total volume expected.
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Purpose of the downstream hedge

« Transmit the stabilising effect of upstream vesting arrangements to the demand side of the market.

« Support price stability for distributors, generators and ultimately electricity consumers during the
transition.

* Facilitate the development of competitive wholesale market liquidity.

* Facilitate transparent electricity trading in the emerging market framework.

A primary requirement of the Downstream Hedge is to provide the matching leg to the Upstream
Hedge

— This is the founding basis of any hedge. If the matching requirement is not met, neither hedge can
deliver on its purpose

« Unless deliberately set to create an ongoing cost or revenue stream for the CPA, the hedges
should facilitate a symmetric stabilising payment between upstream and downstream participants
at zero net cost to the CPA
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Issues with downstream hedge

 As drafted, the Upstream and Downstream hedges will never match as all of the hedge parameters are
defined differently

Hedge Upstream Hedge Downstream Hedge
Parameter

Strike Price GRRB+Benchmark Energy Quantity Wholesale energy charge per time of use period (for the
(GRRB includes capacity, ancillary and energy month)
components)
Market Price (price "Market Clearing Price" - time granularity is not "Average day-ahead market price" for the time of use
against which the defined - and could be hourly, daily or other period for the month. No volume weighting for averaging
hedge settles) frequency. No volume weighting for averaging is is specified
specified
Settlement Volume Benchmark Energy Quantity x Vesting % (this is not  Total upstream hedge volume is allocated per month per
explicitly defined but inferred from VCF 9.10.3, TOU period to downstream LSEs. BUT settlement is at
8.20, 10.6-12, WEP 13) Minimum of this and Actual consumed volume (VCF
12.25.1.1)
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Issues with downstream hedge

* Mismatches in the hedge payments upstream vs — But the wholesale energy charge is defined on a residual
downstream fall on the CPA (proposed as recovery through basis of total generation costs net of the legacy
the legacy charge) charge (WEP 11.6)

— Thus with each tariff revision the legacy charge will grow

* Legacy charge paid by all market participants and BRPs
and the wholesale energy charge will reduce

(everyone in industry) including participants NOT party to
the hedge - cash flows associated with the hedge should — This appears to be a drafting error which until remedied
only impact parties to the hedge renders the proposed hedge and wholesale tariff

* Load Serving Entities (LSEs) pay the SMP price for power and calculations unworkable

the hedge brings them back to the wholesale energy charge «  Other key calculation parameters of both the upstream and
in the tariff. downstream hedges are not fully specified preventing

— But the SMP includes infra marginal rent and will be stakeholders from being able to properly comment

higher than the wholesale energy charge (as proposed). — Hedge/Vesting volume is not explicitly defined for
upstream and downstream legs (uncertainty as to
whether it is a notional contract volume or actual
generated volume).

— This gap will not be funded by payments from the
upstream hedge as the upstream strike is higher than the
downstream strike. (upstream strike includes Energy,
Capacity , Ancillary components) — Market price calculation settlement of both upstream and

downstream hedges not explicitly defined. Averaging

period and volume weighting require specification.
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Fixes for the downstream hedge — Market Proxy proposal

* Important to note that the major components of the framework 2) Downstream = per-LSE volume weighted Wholesale energy
(upstream and downstream hedges, wholesale tariff, payments to charge (per month or shorter period if greater granularity
Eskom Holdings to address stranded financing obligations) must all required) - weighted by forecast market purchase volume
be coherently defined. The following proposal for the downstream per TOU period
hedge therefore relies on implementation of all other components of 3. Hedge Volume

the Market Proxy proposal. :
1)  Upstream = per-generator Vesting Volume = Benchmark

« A primary objective is for the net upstream and downstream hedge Energy Quantity x Vesting % (total per TOU period per
payments (to/from generators to/from distributors) to create the infra- month or shorter period if required)
marginal rent the CPA will pay to Eskom Holdings in every period. 2) Downstream = Total Vesting Volume per TOU period is
— This is achieved by matching all parameters between upstream allocated to LSEs pro-rata to their share of total forecast
and downstream hedges except the strike price market purchase volume per TOU period

— Time granularity of upstream and downstream hedges will need to, |htention of the combined hedges is

be matched, as will settlement calculation basis of the SMP
1. To ensure that total payments to LSEs for SMP outcomes

*  We propose that above(below) the Wholesale energy charge are exactly
matched by payments from Eskom Gx for SMP outcomes

1. Market settlement price calculation is defined the same in
above(below) the wholesale energy charge.

upstream and downstream hedges e.g. Market clearing price is
simple average of hourly SMP per day, month or TOU period 2. To extract the difference between each Eskom generator's
SRMC and the Wholesale energy charge (tariff) on the per-
. _ generator vesting volume
2. Strike price
1) Upstream = per-generator SRMC (per month or shorter
period if greater granularity required)
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lllustrative result of the proposed Upstream and Downstream

Hedges

» Solid lines in the chart display
payments to and from the
CPA under the hedges

* Red solid line shows CPA
payments to and from LSEs

* Blue solid line shows CPA
payments to and from Eskom
Gx

» Example SMP settlement at
1500 R/MWHh results in
R40000 payment from Eskom
Gx to CPA, R10000 payment
to LSEs

» CPAsurplusis constant
regardless of SMP settlement
and is the difference between
the upstream and
downstream strikes
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Monitoring and ongoing adjustment

« The entire monitoring section is permissive (“may”) - there are no binding obligations.
« No specific indicators or thresholds for identifying economic or physical withholding.

« No methodology to distinguish market abuse from benchmark error, and no stated consequences
where improper behaviour is detected.

* Not integrated with SAWEM governance: no reference to the Market Surveillance Unit, Market
Governance Committee, Market Conduct Rules or the Competition Commission.

» No data-access rights: no obligation on Eskom to provide offer-price data, outage logs, fuel-cost
records or availability declarations.

* No commitment to publish monitoring outputs - no annual report, concentration metrics, or assessment
ahead of vesting-reduction decisions.

« Recommendation: Monitoring function needs to be more explicitly formulated with reference to these
Issues
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Ancillary services contracting

« The consultation framework treats system-support services separately, under a two-part structure: an
availability payment plus a utilisation payment.

* Eligibility is undefined - it is unclear whether Eskom alone may provide these services, or whether third
parties may also qualify.

« No basis is given for how the availability tariff is set, despite it being described as market-based.
« No basis is given for how the utilisation tariff is determined.

» Two mechanisms overlap - a regulated ancillary-services regime alongside a co-optimised competitive
reserves market - and the two must be reconciled.

« No provision is made for phasing out these payments over time.
« Overall, it appears that more work is required to design a coherent ancillary services contracting

« Recommendation: Ancillary services contracting needs to be more explicitly formulated with reference
to these issues
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Wholesale tariff: methodology & terms

n 1

« Nomenclature is ambiguous and inconsistent - “wholesale tariff”, “wholesale price” and “charge” must
be defined and used consistently throughout.

 Clear definitions of all terms need to be provided and applied consistently throughout .

* Establish principles before methodology so that each charge has a transparent, defensible basis.
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Generation capacity charge (GCC)

« The GCC is effectively a proxy for a future capacity remuneration mechanism (CRM) in the SAWEM.
* We propose as follows:

* It should be explicitly aligned with that future CRM, or with longer-term capacity auctions.

— Determination of the GCC proxy will need to consider infra-marginal rents earned by generators that provide capacity
and be set accordingly at a level that just covers the "missing money" - i.e. the revenue shortfall that generators cannot
earn by bidding into the energy market

— The price of new capacity is set at the Net CONE (Net Cost of New Entrant) for the marginal capacity provider (which will
consequently, and also due to the price caps imposed, not be expected to generate inframarginal rent from the energy
market)

— The quantity of capacity required should be set annually by the System Operator considering forecast maximum demand
and including a reasonable reserve margin.
 Total annual capacity cost is determined by multiplying Net CONE by forecast maximum system demand

— The resulting GCC to charge in the tariff is determined by dividing total annual capacity cost by summed NMD at the
wholesale distributor level (i.e. all customers that will pay the wholesale tariff)

» Generator Access to capacity payments must not be Eskom-only: restricting generation-capacity payments to the incumbent
is anti-competitive, and the system urgently needs more private-sector investment in storage/flexible capacity.

* Proposal: wheeling arrangements should earn GCC credits according to the technology used to supply their power (i.e.
ELCC adjusted).
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The energy charge is defined backwards

« The Framework specifies the energy charge residually — as the net revenue left unrecovered after the other charges (GCC, Legacy and
other payments) — rather than building it up from hourly marginal cost.

— This disconnects the energy price from the market signal.

— It also creates a hedging mismatch: the downstream strike is set off the energy charge, but the hedge settles against the SMP,
which includes infra-marginal rent.

— The energy charge will therefore always sit below the SMP, leaving the CPA with a widening liability that it must recover through
the legacy charge.

* The upstream hedge is unable to fund this gap as it is set at a much higher strike price
— Netting the legacy charge from total costs to derive the energy charge compounds this, creating a recursive spiral at each tariff
reset that drives the energy charge towards zero. We assume this is a drafting error.

* The documents are unclear on what exact revenue the energy charge will recover, it merely being referred to at WEP 11.6 as "total
cost less expected revenue allocated as a Generation Capacity Charge and Legacy charge, less any other revenue payable to
applicable generators”

* The components of total cost and how it is to be calculated are not clear, leaving uncertainty regarding the resultant levels of
the energy charge
* Proposal: build every charge component objectively, on market prices or market proxies
— Energy: build up from an hourly forecast of the System Marginal Price — the best estimate of where the DAM will settle.
— Capacity: base on a market proxy (e.g. OCGT).
— Ancillary: setin line with payments to Eskom.
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Determining the time-of-use structure — NERSA consultation

proposal

* §12.1: the timing of the wholesale price application "shall be determined by NERSA" - implying the NTCSA develops
the TOU structure.

* §11.6: sets out the formula and method for the TOU energy price (the A-H calculation: revenue to recover, ratios per
period, expected volumes).

* §11.4: the energy charges and structure submitted to NERSA "include the time periods, the seasonal periods and
the rates" - framed as a submission obligation, not an allocation of analytical responsibility.

* §11.5: changes "must be based on cost signals required by the system operator to manage constrained periods."

* §14.1: the application must include the TOU periods, the motivation for changes, and the proposed rates for energy
(TOU), capacity and legacy.

« Net effect: responsibility for setting and updating the TOU structure is left ambiguous.
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Market Proxy proposal: move to a market-determined TOU

structure

* Given the large changes unfolding in the SA power system, the TOU structure must
— send an accurate market signal of the value of power in each hour; and
— transition from the current tariff structure at a pace stakeholders can manage.

» Proposal: clarify that the Market Operator (not the System Operator) should:
— publish the hourly pricing results and the forward market-modelling it has conducted,;

— propose an updated TOU structure and levels at least annually that are reflective of the expected market
price for power in each hour and which will generate the same revenue (a "market-determined TOU" tariff);
This will be the closest match to the forecast SMP for a TOU tariff

— propose the timing and mechanism for a glide path from the current TOU wheeling tariff to this new
structure

* The glide path will need to consider appropriate concomitant changes to the GCC and Ancillary
charges

— By setting the energy charge in this way as close as possible to the expected market price the hedge
payments to and from hedged distributors are minimised
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Legacy charges: a disaggregated proposal

* In a competitive market, the legacy charge should be designed so that it does not entrench the incumbent's position
or allow inefficient costs to be recovered indirectly.

» Proposal: replace the catch-all with separate legacy charges, each recovering one clearly identified item with its own
pre-defined sunset provision.

» Redesign the upstream and downstream hedges to avoid unintended settlement mismatches
» Redesign capacity remuneration to generators and collection from customers to obviate unintended mismatches

» Keep legacy charges to the minimum:

— Section 34 under-recovery - total CPA payments under S34 PPAs less total SAWEM revenue for that energy (net of
balancing payments).

— Cross-border contracts - total CPA payments under legacy cross-border contracts less total SAWEM revenue for
that energy (net of balancing payments).

» Forecast errors relating to these two items can be settled through a clawback/giveback process in subsequent
periods
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Transmission, losses & other charges

Transmission use-of-system charges: basis and treatment to be set out clearly.

Loss adjustment factor: methodology and application require specification.

Ancillary services: the basis for ancillary charges is not specified; at minimum there must be symmetry
with the ancillary-services charges paid through vesting contracts.

Subsidies: cross-subsidies must be identified transparently and their funding basis clarified.

©Meridian Economics 2026 | 68 //KM\\\\\



©Meridian

Compnnents

M energy
Bl copacity
Ml Legacy
P Vetwork
i Losses
M Ancillary
w Subsidy

Illustrative wholesale tariff ckarga l:uilol-up

sketch view — PrnFcrtTDns indicative cn|5r

non=

bypossable

Current

NERSA consultation
Prnpnaa[

SKETCH ONLY - relative bond sizes are indicative. T

Exact magn‘.tude.s, and how the,t_f differ across the
three stacks, are not yet known.

Can be
wheeled
bypassable
bypassable
Exphd‘t‘
trangparent, Mﬂrkﬁt PI"’G}([’(
separate;

Frnpas&[

sunset clause



MERIDIAN
VA it

RECOMMENDED NEXT
STEPS



Recommended next steps for NERSA — the consultation process

Both papers are at framework or high-level methodology stage. It is not yet consultation on the instruments that will bind
the market.

« Convene technical workshops rather than a single one-hour virtual hearing. The issues are complex, structural and
arithmetical. They can be worked through, but require more time and interaction than a single hearing.

« Publish the draft vesting contracts and consult on them before they are concluded.
« Put a specific proposal before the public, not high-level principles.
* Publish the supporting calculations in live form.

« Ensure that the process meets the disclosure and specificity required of public participation. Insufficient disclosure
carries legal risk to the determination itself.

A consultation on the description of a mechanism is not a consultation on the mechanism.
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Disclosure requirements

The published examples assert figures rather than provide the calculations deriving them, and never test where the design fails. Meaningful comment requires:

+ Live calculation spreadsheets - not worked examples in a document
— Scenario analysis across all pricing, volume and payment outcomes when forecast and actual parameters diverge.

— Upstream generator hedge payments on actual parameters (indicative heat rate, fuel price basis, variable O&M) against a sample hourly SMP outcome over a full
settlement period.

— Downstream distributor hedge payments on the same basis and for the same period, so the two legs can be compared directly.

—  Full CPA reconciliation for a sample month: all generator and all distributor hedge payments, the Section 34 IPP shortfall, and the legacy charge recovery required for
the subsequent period.

« Subsequent legacy charge impact from any mismatches and reconciliation for the subsequent month.
* The parameters that set the prices - all presently undefined

— For each of heat rate, coal price basis, take-or-pay treatment, benchmark availability by technology, Benchmark Energy Quantity and vesting volume: the value, data
basis, method, decision-maker and publication cycle.

— The efficiency and prudency layer at §7.8 - source, threshold, data basis, audit. Its one application (§10.8) cuts ~R470m of actual SRMC to a ~R437.8m allowance: a
result with no method. Stakeholders cannot comment on whether this is reasonable or not or whether the application of prudency and efficiency principles will be
reasonable.

— The System Operator's annual capacity determination, and the forward market modelling behind the wholesale energy charge, with assumptions.
* The scenarios those calculations must run
— Generator output above, at and below vesting volume, including a plant out of merit - assumed away in both published scenarios.
— SMP above both strikes, between them, and below both.
— Availability below benchmark - testing the capacity payment adjustment and the §4.9 / §4.9.6 circularity.
— Distributor consumption below contracted energy - testing the min(actual, contract) truncation at §12.25.1.1 against the notional volume at §9.10.3.

— A non-zero legacy charge across two consecutive resets - testing the recursion between WEP §11.6 and §11.15.
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