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About this submission 

SAETA commissioned Meridian Economics to respond to NERSA's public consultations in a meaningful and 
detailed way. Meridian's focus is on providing a set of principles and strategic recommendations that can 
inform NERSA’s consultation process and support the development of an efficient, competitive, transparent 
and investment-supportive market framework.  

The contents of Meridian’s submission and presentation are broadly endorsed by SAETA members. SAETA 
members may further supplement the submissions during the public consultation process or otherwise as 
further information and comments become available.  

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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How to read this document 

Responses are drafted from the Meridian “Comment on Consultation Papers” presentation submitted with 
this response and forming a central part of it. Each response opens with a verdict line, then the reasoning 
and, where applicable, the methodology we propose in place of what is contained in the consultation 
document. Where a response turns on analysis set out more fully in the presentation, we refer to it rather 
than repeat it. 

This response should be read with our response on the Wholesale Electricity Pricing Methodology 
Consultation Paper (WEP). References to paragraphs in the VCF are enumerated with §, and references to 
paragraphs in the VCF are enumerated with WEP §. 

 

Our overall position 

We support several key elements, including the separation of capacity cost recovery from energy pricing, 
SRMC-anchored offer regulation and the two-part structure for ancillary services. Where we do not, we 
instead set out an alternative methodology as part of our Market Proxy Proposal. 

Meridian’s assessment is that as it stands, the Framework, read with the Wholesale Electricity Pricing 
Methodology, will lead to market failure rather than the competitive market expected. The responses below 
outline why, and propose changes required to correct it. 

The upstream and downstream hedge legs use different strikes, different market price definitions, and 
different settlement volumes, and cannot net. The residual is recovered through an uncapped, un-ring-
fenced and non-avoidable Legacy Charge. Because the wholesale energy charge is defined net of that charge, 
each reset raises the Legacy Charge and lowers the energy price. System bypass accelerates (customers 
defect, e.g. close electricity consuming facilities), the paying base narrows, and the charge rises again. 

Several defects are arithmetic and should be tested first. The Capacity Payment formula (§4.9) and the 
Efficiency Adjustment (§4.9.6) are each defined in terms of the other, so neither can be calculated. The 
worked example titled ‘Settlement – Example #2’, which follows §12.23, departs from the Energy Hedge 
Payment formula (§12.25.1.1) in both the settlement volume and the sign of the price difference. Table 5’s 
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percentages sum to 149 per cent, and its volumes reconcile neither to those percentages nor to the stated 
vesting total. 

Two things are needed before the market can adequately assess the NERSA Consultation proposal. The first 
is live calculation spreadsheets rather than illustrative figures in a document, permitting scenario analysis 
where forecast and actual parameters diverge. Our disclosure requirements are at Question 7(d). 

The second is a demonstration of alignment with international benchmark practice. Ontario, the Philippines, 
the Nordic market, Ireland, Chile and the Australian National Electricity Market have faced the same 
problems of incumbent dominance, legacy cost recovery and stranded asset allocation. 

 

Principal concerns 

Defects capable of resolution by inspection 

1. The instruments are not internally consistent. The VCF worked example headed ‘Settlement – 

Example #2’, which follows VCF §12.23, departs from the Energy Hedge Payment formula (VCF §12.25.1.1) in 

its treatment of settlement volume and the direction of payment. Table 5’s percentages sum to 149 per cent 

and its volumes reconcile to neither the percentages nor the vesting total. The Capacity Payment formula 

(§4.9) and the Efficiency Adjustment (VCF §4.9.6) are circular. The Generation Capacity Charge is given three 

units, and its formula produces none. The worked tariff example applies no deductions of its own. Questions 

9 and 10 cite non-existent paragraphs. (VCF Q1(a), Q7(a), Q9, Q10; WEP Q4(a), Q4(c)) 

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, while the Legacy Charge absorbs 

a vesting mismatch arising because the energy charge sits below the system marginal price (SMP). Each reset 

raises the unavoidable charge and lowers the reference price for self-supply, wheeling, storage and demand 

response, so bypass accelerates, and the charge rises again. A methodology that does not converge cannot 

be implemented. (WEP Q2(a), Q4(b); VCF Q4(d)) 

3. The hedge legs cannot net. Strike price, market price definition and settlement volume differ, and 

the downstream leg is truncated to the lower of the actual and contracted volumes. Three mismatched 

parameters guarantee a residual, which falls on the Central Purchasing Agency (CPA) and is recovered from 

every consumer. Cash flows from a hedge should fall only on its parties. (VCF Q6(b), Q10(a), Q10(c)) 

4. Capacity and ancillary service costs are recovered up to three times: as payments under Parts 1 and 

2, through the Generator Revenue Requirement (GRR) Benchmark that sets the Strike Price, and again from 

consumers through the wholesale tariff. In the Framework’s own Arnot figures, these exceed half the strike-

price cost base. Nothing reconciles total recovery against total efficient cost. (VCF Q1(a), Q2(d), Q4(a); WEP 

Q5(a)) 

5. The capacity payment rests on RAB × WACC and the Strike Price is anchored to the MYPD revenue 

requirement. A modern equivalent asset value (MEAV) regulatory asset base (RAB) recovers the replacement 

cost of plant that will not be replaced, over a regulatory life that does not match the fleet’s economic life. 

Applied correctly, multiplying it by the weighted average cost of capital (WACC) gives unaffordable prices, 

which is why neither Eskom nor NERSA applies it correctly. Anchoring the market’s reference price to the 

incumbent’s approved Multi-Year Price Determination (MYPD) revenue imports regulated returns into a 

competitive market. (VCF Q1(a), Q4(a); WEP Q4(c)) 

6. The Legacy Charge is an uncapped catch-all borne by parties outside the arrangements that generate 

it: what is capped is the rate of adjustment, not the liability. It falls on all market participants and on balance-

responsible parties who are not parties to any vesting contract and cannot influence the mismatch they fund. 
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As a volumetric charge on a shrinking sales base, it inflates mechanically, and the proposed mitigation – 

spreading costs as widely as possible – accelerates the exit it is meant to prevent. (WEP Q4(b), Q5(h), Q5(i); 

VCF Q5(c)) 

7. Stranded costs are allocated by default rather than by decision. Many system costs do not reflect the 

efficient cost of power. Defining stranded assets into a non-avoidable charge determines, without reasons, 

that consumers bear the entire cost of the incumbent’s past investment behaviour. That is a first-order 

distributional decision between shareholder, financiers and consumers. It should be made explicitly, on a 

stated principle, and after the prudent and imprudent elements have been distinguished. Neither instrument 

defines a stranded asset. (WEP Q5(h), Q5(i)) 

8. Benchmark efficiency and prudency are asserted throughout and operationalised nowhere: there is 

no reference source, threshold, data basis, decision-maker, auditability mechanism or review cycle specified 

for any benchmark. Heat rate, Benchmark Availability, the Benchmark Energy Quantity and the Vesting 

Volume are each undefined, and each determines a price. Vesting Volume is the primary policy lever, yet its 

definition (VCF §9.10.3) offers considerations rather than a method, so the four options cannot be compared. 

Stakeholders are unable to comment meaningfully on proposals at this level of specification. (VCF Q1(c), 

Q4(c), Q5(b), Q6(c), Q7(c); WEP Q6(first)(a)) 

Competition and market development 

9. Nothing prevents the incumbent from suppressing the market price or withholding capacity. There 

is no must-offer obligation in either instrument, so capacity may be kept out of the market to raise the 

clearing price. The cost to a hedged generator of bidding below cost is approximately ΔP × Q × (1 − v), where 

v is the vesting ratio: it falls towards zero as vesting rises and turns negative where the generator is over-

hedged, so at the higher vesting options the constraint on predatory bidding is close to absent. (VCF Q3(e), 

Q5(d); WEP Q6(first)(a)) 

10. Capacity and ancillary service payments are confined to the incumbent. Generation capacity 

payments are available only to Eskom; ancillary service eligibility is undefined and so reserved by omission; 

and no route exists for wheeling arrangements or third-party resources to earn Generation Capacity Charge 

credits. Competitive neutrality requires equivalent treatment. The system needs private investment in 

storage, and this design forecloses it. (VCF Q1(d), Q2(b), Q2(d); WEP Q4(a), Q5(d)) 

11. The design suppresses the market it exists to create. Hedged volume is not traded: at full vesting 

there is no residual volume, no price discovery and no liquidity. A hedged distributor does not respond to the 

market price, so demand-side and distributed generation response does not occur for the term of the hedge. 

An energy charge below the SMP under-rewards distributed generation, storage and demand response. 

Neither instrument states the minimum unhedged volume required for a meaningful day-ahead price. (VCF 

Q5(d), Q9(b); WEP Q2(d), Q4(b)) 

12. Flexible operation is not remunerated, and the incentive runs the other way. The capacity payment 

compensates a plant for being available, not for following load, while cycling raises maintenance cost and 

shortens component life. The unweighted average settlement price previously proposed rewarded running 

when prices were high; the Framework drops it without explanation. Flexible coal operation is central to the 

optimal transition path. (VCF Q3(b), Q4(d), Q6(a)) 

13. The retail methodology giving the wholesale tariff effect does not exist and is not before 

stakeholders. The paper excludes retail tariff design and states the retail methodology is still to be developed, 

yet allocates shortfall risk to the regulated retailer in one sentence at WEP §7.12. Approving the input while 

the output is undrafted means the consequences for end customers cannot be assessed by anyone, including 

NERSA. Which components remain regulated, and on what basis, must be stated. (WEP Q2(c), Q2(d)) 
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Governance, end-points and process 

14. The monitoring provisions create no obligation on anyone. The relevant Part uses “may” throughout 

and never “shall” or “must”. There are no indicators, thresholds, data-access rights for offer prices, outage 

logs, fuel-cost records or availability declarations, no publication duty, and no consequences. Without data-

access rights the offer-price regulation is unenforceable. The Part is also unconnected to the Market 

Surveillance Unit, Market Governance Committee, Market Conduct Rules and Competition Commission. (VCF 

Q8) 

15. The Central Purchasing Agency carries every residual, and its governance is unspecified. It is the 

counterparty to both hedge legs, the capacity contracts and the ancillary service contracts, and the balance 

responsible party for the Section 34 legacy contracts. Its governance and decision rights, capitalisation, 

funding of the timing mismatch, treatment of surpluses as well as shortfalls, ring-fencing from transmission, 

and accountability for the contracts it concludes are all unstated. (VCF Q9(c); WEP Q6(first)(a)) 

16. No transitional arrangement other than vesting has a defined end-point. Capacity cost recovery, 

ancillary service payments and the Generation Capacity Charge are standing arrangements with no 

termination trigger and no integration pathway into a market-wide capacity remuneration mechanism. 

Downstream contracts are “expected” to run for about five years, and coverage is “expected” to be largely 

reduced by around 2030; an expectation is not a sunset. (VCF Q1(d), Q6(d), Q9(a); WEP Q5(d)) 

17. Socio-economic cross-subsidies are charged before the policy defining them exists. Recovery is to 

follow a National Subsidy Framework still to be developed. The recovery level is stated at transmission level 

in one place and at retail level in another. The charge also carries the same volumetric bypass dynamic as the 

Legacy Charge. Subsidies are a social policy, not a cost of supplying electricity, and loading them onto the 

tariff base undermines affordability. (WEP Q5(f), Q5(g)) 

18. The consultation does not disclose enough for the NERSA Consultation proposals to be assessed, and 

departures from prior policy are unexplained. Live calculation spreadsheets permitting scenario analysis 

under forecast-to-actual divergence are unpublished. The vesting contracts are unpublished, and approval 

of an unpublished contract is not consultation on it. No comparison against international benchmark practice 

is offered. The Framework also departs materially from Market Code v2.3 and the Vesting Contracts Position 

Paper – notably regarding the settlement reference price and the evolution from Phase 1 to Phase 2 towards 

value-based remuneration – without providing reasons. (VCF Q6(d), Q7(d), Q9(c); WEP Q5(b)) 
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Stakeholder Question 1 – Capacity cost contracting 

VCF Part 1 (Capacity Cost Recovery), following §4.10 – p.15 

NERSA’s stated objective 

NERSA’s objective is to ensure transparent and efficient recovery of prudent fixed generation costs while 
preserving efficient dispatch outcomes and maintaining security of supply during transition. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed capacity cost structure appropriately separates fixed cost recovery from SRMC-
based energy pricing; 

b) whether the proposed availability-linked adjustment mechanism appropriately incentivises operational 
performance; 

c) whether the proposed benchmark availability approach is appropriate across different generation 
technologies; and 

d) whether any additional safeguards or implementation considerations should be incorporated into the 
Framework. 
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Response – (a) 

No. The separation is asserted but not achieved, and the recovery basis is wrong for a market. 

Capacity cost is recovered twice 

The Capacity Payment formula (§4.9) establishes a discrete payment. The GRR Benchmark formula 
(§7.10) then rebuilds that cost as Capacity + Ancillary Services + Efficient Energy Costs, and the Strike 
Price formula (§7.12) divides the result by the Benchmark Energy Quantity. Capacity cost is paid under 
Part 1 and recovered again through vesting settlement under Part 6. Ancillary services likewise. 

The Arnot illustration quantifies this. Of the R1.36 billion cost structure at §10.7, capacity costs are 
R653.4 million and ancillary service costs R64.2 million – over half the base from which the Strike Price 
of R1 274/MWh derives. 

The stated unit is inconsistent with the stated formula 

The Capacity Payment formula expresses the payment in R/MWh, but it is annual fixed costs divided 
by available capacity, which is R/MW. An energy denominator reintroduces the fixed-versus-variable 
conflation the two-part structure removes. 

The formula cannot be computed as drafted 

The numerator of the Capacity Payment formula includes the Efficiency Adjustment, which §4.9.6 
defines as Capacity Payment × (Actual Availability / Benchmark Availability). Each term is defined in 
terms of the other, so neither can be calculated. 

RAB × WACC is the wrong basis 

§4.9.1 sets Return = RAB × WACC. An MEAV-based RAB funds replacement of coal stations with 
equivalent new coal assets. New coal is not economically efficient, and future capacity will come from 
competitive participants with their own financing. The MEAV RAB reflects neither the efficient 
forward-looking cost of legacy capacity nor the distinction between the cost of capacity and its 
stranded cost. 

Applied in full, RAB × WACC would produce windfall profits and unaffordable prices – the concern that 
arose with DORC regulation in Australia. Neither Eskom nor NERSA has ever applied it in full: the 
MYPD6 application and decision both use a real pre-tax WACC of 4%, against the 10.69–10.80% that 
Eskom and NERSA have themselves calculated to be appropriate. The formula yields a tolerable 
number only because that parameter is set to less than half its derived value. 

Take-or-pay coal is unallocated between the two legs 

The Framework does not state whether take-or-pay coal costs are recovered as fixed costs under Part 
1 or through the offer price under Part 3. They belong in energy revenues, and this must be explicit. 
Recovered as a fixed cost, the generator can offer below-true-cost without loss – de facto predatory 
pricing. 

Our proposed methodology 

The capacity payment should be set at the Avoidable Cost Rate (ACR): the annual going-forward costs 
the owner would avoid if the unit did not operate for the delivery year – avoidable O&M labour, 
allocable administrative and corporate overhead, maintenance and project capex over a defined 
horizon, and avoidable taxes, fees and insurance. 

ACR is netted against expected energy and ancillary service revenue: Net ACR = ACR − expected E&AS 
net revenue. Net ACR is the unit-specific missing money i.e. the minimum payment consistent with 
the unit staying open, without re-remunerating sunk investment. 

Financing obligations for generation sunk costs sit at Eskom Holdings, not the stations. They should be 
paid there directly, as an explicit generation-related financing payment, rather than embedded in an 
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opaque MEAV RAB settlement with each station. Availability, energy and the past investment then 
remain separately visible and regulatable. 

 

Response – (b) 

No. As drafted, the mechanism removes the availability incentive rather than creating one. 

– ‘Available capacity’ is the denominator in the Capacity Payment formula (§4.9) and is nowhere 
defined. If it means actual availability, the per-MW rate rises as availability falls while total recovery 
holds constant, so the generator is indifferent to its own performance. 

– The circularity between that formula and the Efficiency Adjustment means the adjustment cannot 
be computed at all (see (a)). 

– Availability is not tied to a market offer. A generator can declare capacity available, take the 
payment, and still withhold it from the energy market. 

Our proposed methodology 

Capacity payment per period = Net ACR × Capacity purchased × (Actual Availability / Contracted 
Availability) × % of Actual Availability offered to market. 

The third term restores the performance incentive against a contracted benchmark rather than the 
plant’s own outturn. The fourth conditions the payment on a must-offer obligation – the direct remedy 
for withholding, currently absent (Question 3(e)). 

 

Response – (c) 

The approach cannot be assessed, because it is not disclosed. 

The Efficiency Adjustment (§4.9.6) refers to Benchmark Availability, but no provision states how it is 
determined, what the values are, what data it is derived from, who sets it, when it is published, or 
how it is reviewed. It is one instance of the defect set out at Question 5(b). 

Our proposed methodology – principles for setting Benchmark Availability 

– 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 of a well-run plant of that technology, age and duty cycle, not the 
plant’s own recent performance, which rewards 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. 

– Fixed for the delivery year, so that the performance incentive is stable and the generator can act on 
it. 
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Response – (d) 

Yes. Four are essential. 

1. A process to determine how much capacity is required, and from where 

The Framework tacitly assumes all Eskom capacity is required and should attract a payment for as long 
as it is available. There is no process to determine how much capacity the system needs, whether 
available capacity exceeds or falls short of that need, or whether each station remains the most 
economical option. 

The System Operator should determine annually the total system capacity required and the quantity 
required from each legacy station, using forward modelling similar to the NTCSA’s MTSAO: dispatch 
optimisation for the short term and capacity expansion planning for the longer term. On current 
learning-curve assumptions, the optimal path for the coal fleet, particularly if operated flexibly, is a 
gradual phase-out over twenty years or more. 

2. Alignment of capacity procurement with capacity recovery 

The CPA pays generators on a station-specific, regulated cost basis but recovers the costs from 
consumers through a Generation Capacity Charge benchmarked to an OCGT proxy. The difference falls 
on the CPA and is swept into the Legacy Charge. Pay Eskom the market value of capacity (Net ACR to 
the power station and GCC minus ACR to Eskom Holdings) and recover stranded costs separately and 
explicitly. 

3. Non-discriminatory access to capacity payments 

Restricting capacity payments to the incumbent is anti-competitive, and the system needs private 
investment in storage. Wheeling arrangements and third-party resources should earn Generation 
Capacity Charge credits by technology, adjusted for effective load-carrying capability (ELCC). 

4. A sunset for the capacity payment 

Sunset architecture applies exclusively to vesting (§2.11.7, Parts 9 and 10), whereas capacity cost 
recovery under §2.11.1 is a standing arrangement. The Framework should state when capacity 
payments terminate and how they integrate into a market-wide capacity remuneration mechanism. 

Our proposed Generation Capacity Charge 

The Generation Capacity Charge should be an explicit proxy for the future capacity remuneration 
mechanism. It should be set at the Net Cost of New Entry (Net CONE) for the marginal provider: the 
fixed cost of new capacity, net of infra-marginal rent earned in the energy market. Quantity is set 
annually by the System Operator from forecast maximum demand plus a reserve margin. Total cost = 
Net CONE × forecast maximum demand, divided by the sum of notified maximum demand at the 
wholesale distributor level. 
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Stakeholder Question 2 – Ancillary services contracting 

VCF Part 2 (Ancillary Services Contracting), following §5.13 – p.16 

NERSA’s stated objective 

NERSA’s objective is to ensure that ancillary services required for system reliability are procured efficiently 
and transparently without distorting wholesale energy market pricing outcomes. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed separation between availability and utilisation payments is appropriate; 

b) whether the proposed ancillary service categories appropriately reflect system reliability requirements; 

c) whether any ancillary services should be subject to additional performance-based incentives or 
adjustments; and 

d) whether alternative procurement or pricing approaches should be considered. 

 

Response – (a) 

The two-part structure is appropriate in principle. Neither tariff is specified, so the NERSA 
Consultation proposal cannot be assessed. 

– §5.11.4 describes the Availability Tariff as a ‘market-based price per MW reserved’ without stating 
which market sets it, or how it is set absent one. 

– No basis at all is given for the Utilisation Tariff at §5.11.2. 

– §5.11 expresses ancillary services costs in R/MWh, and footnote 1 normalises them on expected 
energy output. Reserve provision means withholding energy, so this divides a capacity-type cost by 
the output the service suppresses. Payments should remain capacity-based (R/MW). 

– The regulated regime overlaps an unreconciled competitive mechanism. Reserves are procured in 
the day-ahead reserve market under the Market Code but also contracted bilaterally under §5.11. 
The scope of each must be specified, or the same service is paid for twice. 

 

Response – (b) 

We do not object to the categories. The live issues are eligibility and boundary, neither of which the 
categories address. 

The services at §5.1.1 to §5.1.5 – frequency control, reserve management, voltage support, black start, 
and system balancing – are the conventional set. 

– Eligibility is undefined. It is unclear whether Eskom alone may provide these services or whether 
third parties qualify. 
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Response – (c) 

Yes. 

§5.12 exempts ancillary service payments from the efficiency adjustments applied to capacity and 
energy, on the basis that they are procured for reliability. That does not follow: a service procured for 
reliability is the one whose delivery performance matters most. 

Under a fully hedged position, the generator is largely indifferent to reserve prices and to its own 
reserve performance, because revenue is secured elsewhere. Performance-based incentives supply 
the discipline the hedge removes. 

We support performance-based incentives for availability declarations, response capability, and 
delivery against instruction, with defined measurements and consequences for non-delivery. 

 

Response – (d) 

Yes. Five changes are required. 

1. Remove the double recovery 

Ancillary service costs are paid under Part 2, embedded again in the GRR Benchmark formula (§7.10) 
and so recovered through the Strike Price, and a third time through the ancillary services charge in the 
wholesale tariff. Settlement must net ancillary revenues, and ancillary costs must leave the Strike Price 
entirely. 

2. Put the reserve premiums on a cost or value basis 

The 25% and 10% reserve premiums derive from historic internal Eskom transfer pricing and are 
neither cost- nor value-based. The System Operator’s value determination should precede approval 
of any premium. 

3. Clarify the contracting entity, the payer and the recovery route 

§5.10 has ancillary services contracted by the CPA and the System Operator; the ERA has the CPA 
enter into the contract; the Market Code has payments accrue to the System Operator. Counterparty, 
payer and recovery route must be stated once and consistently. 

4. Commit to contestability 

The Framework should commit to transitioning ancillary services to competitive procurement open to 
IPPs and demand-side resources, with a stated timetable, rather than entrenching bilateral contracts 
with the incumbent. 

5. Provide for sunset and for symmetry with the wholesale tariff 

The Market Code makes no provision for phasing these payments out or for their interaction with the 
co-optimised competitive reserves market. At minimum, the ancillary services charge in the wholesale 
tariff must be symmetric with the payments made under the vesting contracts. 
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Stakeholder Question 3 – Offer price methodology 

VCF Part 3 (Offer Price Methodology) – p.22 

NERSA’s stated objective 

NERSA’s objective is to establish an SRMC-anchored offer pricing framework that supports efficient 
dispatch outcomes, transparent market price formation, limited bidding flexibility, and competitive market 
development during transition, while mitigating excessive market power during the early stages of market 
liberalisation. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed SRMC-anchored offer pricing methodology appropriately supports efficient 
dispatch and market price formation; 

b) the appropriateness of introducing permitted flexibility margins around benchmark-efficient SRMCs; 

c) whether bidding flexibility margins should be symmetric or asymmetric relative to benchmark-efficient 
SRMCs; 

d) whether bidding flexibility margins should differ by technology type, operational characteristics, 
flexibility capability, or other relevant market considerations; 

e) appropriate safeguards required to mitigate excessive market power during the transitional market 
phase; and 

f) how permitted flexibility margin mechanisms should evolve as market competition matures over time. 
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Response – (a) 

The instrument is right. Its specification is insufficient to enable SRMC bidding in practice. 

Context 

Policy preserves Eskom Generation’s dominance and relies on regulation to constrain it rather than 
on structural reform. Offer-price regulation is therefore second-best, and international experience 
suggests continuing problems with abuse of dominance. We support it, but it must be specified tightly 
enough to be enforceable. 

Specification defects 

– Offer format. Under the Market Rules, a station submits a piecewise-linear production price curve, 
not the single price at §6.6. The two must be reconciled and the SRMC test defined against a curve. 

– Heat rate. §6.6.1 gives Fuel Cost = Heat rate × fuel price, but heat rate is nowhere defined – not in 
this Framework, the Market Code, the Trading Rules or the Wholesale Tariff Methodology. It varies 
with loading, so each offer step must use the heat rate at that loading. The central term is 
otherwise unverifiable. 

– Fuel price. The applicable coal price is not stated – contract, weighted average or marginal 
delivered cost. These differ materially and determine whether the offer is at marginal cost. 

– Take-or-pay coal. The treatment is only implicit. It must be explicit that take-or-pay costs are 
recovered through energy revenues rather than fixed costs; otherwise, the generator can bid below 
its true cost at no loss. 

– Carbon. Eskom can reduce its carbon tax liability at company level by offsetting against the 
Renewable Energy Premium. Stations must nonetheless include the full pre-offset carbon cost in 
their offers, or a corporate tax arrangement will distort the merit order. 

– Marginal versus average. The offer price must be based on marginal fuel cost, which is what drives 
efficient dispatch. It is not the correct basis for a cost-recovery benchmark, and the Part 3 energy 
cost import (§7.10.4) conflates the two by bringing Part 3 into the GRR Benchmark (Question 4). 

 

Response – (b) 

Not supportable as drafted, because the margin is neither quantified nor justified. 

§6.6.5 provides for a Permitted Flexibility Margin but states no percentage and gives no justification. 
Stakeholders cannot comment on a margin whose size is undisclosed. 

There is a legitimate case for limited departure from single-period SRMC. Intertemporal constraints – 
start costs, minimum stable generation, ramp rates, water and emissions limits – justify shadow-
pricing adjustments a rigid rule would prevent. 

An open margin is nonetheless a market-power instrument. Eskom is pivotal in most hours, and a 
pivotal generator permitted to bid above cost lifts the clearing price for every dispatched unit. The 
margin is the size of the permitted mark-up. 

Our proposed methodology 

Replace the open percentage margin with a requirement that the offer curve average to SRMC over a 
24- or 36-hour moving window. This permits higher peak offers where genuine intertemporal costs 
arise while preventing sustained mark-up and is testable from data the market operator already holds. 
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Response – (c) 

Asymmetric. Downward flexibility is the more dangerous of the two and should be tightly 
constrained. 

Our primary position is the moving-average constraint at (b), which makes a percentage margin 
unnecessary. If one is retained, it should not be symmetric. 

An offer above SRMC inflates the clearing price and transfers rent from consumers to all dispatched 
generators. An offer below SRMC suppresses it, and a generator whose fixed costs are met by capacity 
payments and whose energy revenue is hedged can sustain that loss indefinitely. Suppressed prices 
reduce renewable capture prices, deter entry, and entrench dominance. 

Downward flexibility should therefore be excluded or held to a narrow, justified band, and any upward 
flexibility permitted only on demonstrated intertemporal cost grounds. 

 

Response – (d) 

We do not have a settled position on technology-differentiated margins, and we do not think the 
question is framed on the right variable. 

What justifies departure from single-period SRMC is a unit’s intertemporal constraint profile – start 
cost, minimum stable generation, ramp rate, storage or water limits – not its technology label. Two 
coal units of different age and duty cycle differ widely; a technology-level margin over-permits one 
and under-permits the other. 

If percentage margins are retained, any differentiation must be justified on the basis of disclosed costs, 
with the justification published and open to scrutiny. 
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Response – (e) 

The critical safeguard is missing entirely: the Framework regulates offer price but not offer volume. 

There are three routes to exercising market power in this market, and the Framework addresses only 
part of one of them. 

– Inflated prices. A pivotal generator bids above cost, is dispatched because the system needs it, and 
lifts the clearing price for every dispatched unit. Partly addressed by SRMC offer regulation, subject 
to the defects at (a) and the undefined margin at (b). 

– Withholding. The firm declares units unavailable, extends maintenance or prices them out of 
dispatch, forcing a costlier unit to set the price. Not addressed: there is no must-offer obligation. 

– Predatory pricing. The incumbent bids below true cost to suppress the clearing price, sustainable 
because costs are met through capacity charges and hedge settlement. Not addressed (Question 
5(d)). 

Why withholding is the live risk 

The unhedged portion of Eskom Generation’s volume benefits from the higher SMP withholding 
creates, while the hedged portion settles on a notional volume rather than actual output. The design 
rewards withholding on both legs. 

Our proposed safeguards 

– Introduce an explicit must-offer obligation requiring all available capacity to be offered into the 
market. 

– Require that available generation be offered at regulated SRMC-based prices, on the specification 
at (a). 

– Make the capacity payment conditional on compliance, through the offered-availability term in the 
capacity payment formula at Question 1(b). 

– Establish monitoring, audit and data-access arrangements to verify compliance – offer-price data, 
outage logs, fuel-cost records and availability declarations (see Question 8). 

– Align offer-price regulation and offer-volume obligation so that the two are enforced as a single 
instrument. 

 

Response – (f) 

Relaxation should be triggered by measured structural change, not by the calendar and not by the 
wind-down of the hedge. 

It is tempting to assume the SRMC offer requirement falls away with the hedge. It does not follow. 
The hedge extracts infra-marginal rent on hedged volumes; offer regulation constrains price 
formation. If concentration is unchanged when the hedge sunsets, market power in price formation 
persists, and on unhedged volume the incentive to exercise it is stronger. 

Relaxation should be governed by a published structural test, assessed annually by the market 
monitor: market concentration, frequency with which the incumbent is pivotal, non-Eskom 
participation and traded liquidity. Margins widen as indicators pass stated thresholds, with reasons 
published. The same set should govern Vesting Volume reduction (Question 8(d)). 

 

  



Commissioned by the South African Electricity Traders Association VCF – NERSA stakeholder questions – Meridian responses 

Page 16 of 37 

Stakeholder Question 4 – Strike price 

VCF Part 4 (Strike Price Framework) – p.23 

NERSA’s stated objective 

NERSA’s objective is to establish a benchmark pricing reference that supports vesting contract settlements, 
market monitoring, and transitional revenue benchmarking without distorting market-based dispatch and 
price formation principles. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed strike price methodology provides a credible and transparent benchmark pricing 
reference; 

b) whether the separation between strike prices and SRMC-based offer prices appropriately preserves 
market integrity; 

c) whether the proposed benchmark energy quantity methodology is appropriate; and 

d) whether there are risks of material divergence between benchmark pricing references and realised 
market outcomes during transition. 

 

Response – (a) 

No. The Strike Price double-recovers capacity and ancillary costs, and it is anchored to a historic 
regulatory revenue requirement rather than to efficient forward-looking cost. 

– Double recovery. The GRR Benchmark formula (§7.10) builds the benchmark from Capacity + 
Ancillary Services + Efficient Energy Costs, both of which are already paid under Parts 1 and 2 – on 
the Arnot figures, over half the Strike Price cost base (Question 1(a)). 

– Class error. Recovering full costs makes the strike a different class of price from the offer price, 
which recovers energy costs only. Settling a full-cost strike against an energy-only market price 
produces a gap by construction. 

– Regulatory anchoring. The GRR Benchmark derivation (§7.8) takes the benchmark from the 
approved MYPD6 revenue framework, carrying the RAB × WACC defect at Question 1(a) directly 
into the hedge. 

– The undefined layer. The same derivation adds ‘applicable benchmark adjustment, prudency, and 
efficiency principles established under this Framework’ on top of MYPD6, and §7.9 and §7.11 assert 
the result is benchmark-efficient rather than actual. That layer does all the work and is nowhere 
specified. MYPD prudency operates at portfolio level and does not deliver station-level SRMC 
granularity. 

Our proposed methodology 

The strike price should be each generator’s short-run marginal cost, on the same basis as the regulated 
offer price under Part 3. The Question 3(a) comments on heat rate, fuel price, take-or-pay and carbon 
apply equally. 

With capacity and ancillary costs removed from the strike, no revenue requirement is divided by a 
volume, so neither the GRR Benchmark nor the Benchmark Energy Quantity is needed. Two undefined 
constructs go at once. 
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Response – (b) 

No. The separation as drafted damages market integrity rather than preserving it. 

Market-based dispatch is preserved by regulating the offer price, which Part 3 does. Nothing about 
dispatch requires the strike to differ, and setting it above SRMC leaves infra-marginal rent with the 
generator on hedged volume – the opposite of the hedge’s purpose. 

Our proposed methodology 

The upstream hedge should be a one-way contract for difference struck at each generator’s SRMC and 
settled against the SMP on the vesting volume, extracting the infra-marginal rent the fleet earns on 
hedged volumes to the CPA. Dispatch is unaffected: the offer price is unchanged and settlement is 
financial. 

The strike asymmetry then becomes intentional: the upstream strike (SRMC) sits below the 
downstream strike, and the resulting CPA surplus funds the financing payment to Eskom Holdings. As 
drafted the asymmetry runs the other way and produces a structural shortfall (Question 10(c)). 

 

Response – (c) 

No. The Benchmark Energy Quantity is a discretionary denominator that mechanically sets the 
Strike Price, and no method for determining it is given. 

The Strike Price formula (§7.12) makes the Strike Price GRR Benchmark ÷ Benchmark Energy Quantity. 
A lower quantity raises the Strike Price, so this single unspecified term sets the level of every hedge 
settlement. 

§7.12.1 lists six categories of assumption feeding it – Benchmark Availability, expected operational 
capability, planned maintenance, dispatch expectations, forecast demand and ‘other relevant 
benchmark operational assumptions’ – with no method, data source, decision-maker or review 
mechanism. It is discretionary and unauditable. 

Marginal versus average 

The Part 3 energy cost import (§7.10.4) brings the SRMC-based energy cost into a cost-recovery 
benchmark. Marginal fuel cost is correct for the offer price and drives efficient dispatch; average fuel 
cost is correct for a benchmark of the form GRR Benchmark ÷ Benchmark Energy Quantity. Conflating 
them under- or over-recovers fuel cost and pushes take-or-pay risk into the Legacy Charge residual. 

Our proposed methodology 

Remove the Benchmark Energy Quantity. It exists only because the strike is defined as a revenue 
requirement divided by a volume. With the strike at SRMC, no volume term is needed. A settlement 
volume is still required; see Question 6(c). 
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Response – (d) 

Yes. The divergence is structural, not incidental, and the tariff methodology converts it into a 
recursive spiral. 

The legs cannot net 

The upstream strike is a full-cost benchmark rate; the downstream strike is the wholesale active 
energy price; the settlement reference in both is an energy-only market clearing price including infra-
marginal rent. Distributors pay the SMP and are brought back to the wholesale energy charge, but the 
upstream leg does not fund that gap. The shortfall lands on the CPA. 

The recursion 

The CPA recovers that shortfall through the Legacy Charge. The TOU energy price formula in the 
Wholesale Electricity Pricing Methodology (WEP §11.6) then defines the time-of-use energy charge 
residually, as generation revenue remaining after all other charges including the Legacy Charge. Each 
reset raises the Legacy Charge and reduces the energy charge, widening the downstream gap and 
raising the Legacy Charge again. The energy charge is driven towards zero. Whether or not this is a 
drafting error, the construction as published does not converge. 

Reference price granularity 

§9.10.2 defines Market Price as the ‘wholesale market clearing price’ without an averaging period or 
weighting. The Energy Hedge Payment formula (§12.25.1.1) uses an ‘average day-ahead market price’ 
for the time-of-use period, also unweighted. Two definitions of the same reference guarantee 
divergence. 

The Vesting Contracts Position Paper proposed settlement against an unweighted average SMP, 
preserving the flexibility incentive because a generator running when prices are high keeps the 
difference. The Framework drops this without explanation. 

Our proposed methodology 

Define the market settlement price identically in both legs – for example the simple average of hourly 
SMP over the day, month or time-of-use period – and match settlement granularity. Set the energy 
charge from a forecast of hourly SMP rather than residually. The divergence then becomes a designed 
constant surplus rather than a growing shortfall. 
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Stakeholder Question 5 – Revenue recovery principles and risk allocation 

VCF Part 5 (Revenue Recovery Principles and Risk Allocation), following §8.23 – p.28 

NERSA’s stated objective 

NERSA’s objective is to establish a transitional framework that balances revenue stabilisation, market 
exposure, operational incentives, and competitive market development during the transition toward 
competitive electricity market arrangements. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed revenue recovery and vesting settlement principles appropriately balance market 
exposure and transitional revenue stabilisation; 

b) whether the Framework provides sufficient clarity regarding the distinction between benchmark pricing 
references and guaranteed revenue recovery; 

c) whether the proposed allocation of market, operational, and volume risks remains appropriate during 
transition; and 

d) whether the Framework may unintentionally distort market incentives, liquidity development, or 
investment behaviour. 

 

Response – (a) 

No. As drafted the generator carries almost no downside, and what is described as stabilisation is 
closer to a revenue guarantee. 

– The Strike Price is a full cost-recovery benchmark (GRR Benchmark formula, §7.10) and settlement 
under §9.13 is symmetric, which stabilises revenue at a regulated revenue requirement rather than 
at efficient cost. 

– Settlement is on a notional Vesting Volume rather than actual output (Vesting Volume definition, 
§9.10.3). Above the volume the plant keeps infra-marginal rent on the excess; below it, the plant is 
paid as if it had run, without burning fuel or incurring variable O&M. There is no price downside. 

– Take-or-pay coal risk is thereby transferred to consumers at the contracted percentage. 

Our proposed methodology 

Strike at SRMC with a one-way contract for difference, so the hedge removes rent rather than 
guaranteeing revenue, and pair it with the explicit financing payment to Eskom Holdings described at 
Question 1(a). The total to the Eskom group may be similar; what changes is that availability, energy 
and past investment become separately visible. 
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Response – (b) 

No. The Framework asserts the distinction repeatedly and implements it nowhere. 

§7.9 and §7.11 state that the GRR Benchmark reflects benchmark-efficient rather than actual costs. 
The GRR Benchmark derivation (§7.8) takes it from MYPD6, a revenue requirement built on actual 
regulated asset base and actual allowed cost. The instrument asserts a distinction its own derivation 
removes. 

The bridge is said to be ‘applicable benchmark adjustment, prudency, and efficiency principles 
established under this Framework’. These are invoked across multiple provisions and never 
operationalised: no reference source, threshold, data basis, decision-maker, auditability mechanism 
or review cycle. 

The one place the layer is applied confirms the point. §10.8 adjusts Arnot’s actual SRMC-related 
operating expenditure of about R470 million to an allowance of about R437.8 million – roughly 7 per 
cent – and states no method, data source or decision-maker. 

Until that layer is specified, ‘benchmark’ and ‘guaranteed’ denote the same number, and that 
determines whether the hedge is a market-power remedy or a revenue guarantee. 

 

Response – (c) 

No. Risk is allocated away from the party best able to manage it and towards consumers, including 
consumers who are not party to the arrangements. 

The allocation as drafted 

– Price risk: removed from the generator on the Vesting Volume by symmetric settlement; borne by 
the CPA, and through the Legacy Charge by all market participants and balance responsible parties. 

– Volume risk: borne by the CPA upstream, because settlement is on a notional volume; borne by the 
distributor downstream, because the Energy Hedge Payment formula (§12.25.1.1) truncates eligible 
energy to min(actual, contract). 

– Availability risk: neutralised in the Capacity Payment formula (§4.9) by an undefined ‘available 
capacity’ denominator that holds total recovery constant as availability falls. 

– Fuel and take-or-pay risk: passed to consumers, as above. 

– Residual and reconciliation risk: swept into the Legacy Charge, which is non-avoidable and payable 
by all market participants and balance responsible parties. 

The principle being breached 

Cash flows from a hedge should fall only on its parties. The Legacy Charge makes every market 
participant, including those not party to any vesting contract, liable for a mismatch they cannot 
influence. 

Our proposed methodology 

Match the hedge parameters so the CPA’s residual is designed rather than accidental (Questions 6(a) 
and 10(c)). Then disaggregate the Legacy Charge so it recovers only identified items, each with its own 
sunset: Section 34 under-recovery (CPA payments under Section 34 PPAs less SAWEM revenue for 
that energy, net of balancing payments) and legacy cross-border contracts on the same basis, with 
forecast error settled by clawback and giveback. All other residuals net against the financing payment 
to Eskom Holdings, where they are visible. 
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Response – (d) 

Yes, on all three, and the distortions increase with the vesting ratio. 

Incentive to suppress the market price 

A generator whose fixed costs are recovered separately and whose energy revenue is hedged can offer 
below cost and suppress the SMP. Its cost is the forgone rent on unhedged volume, approximately ΔP × Q 
× (1 − v), where ΔP is the reduction in the System Marginal Price (SMP) achieved by the below-cost offer 
(R/MWh), Q is the generator's actual sent-out energy for the period (MWh), and v is the vesting ratio. As 
v rises the unhedged fraction (1 − v) shrinks and the cost of suppression falls proportionately. Where v 
exceeds 1 the expression turns negative and suppression becomes directly profitable. This is not a 
hypothetical case; §9.10 settles on Vesting Volume, and §9.10.3 states that this quantity "does not 
necessarily represent total generator output", so a period in which actual output falls below the notional 
Vesting Volume produces v > 1 by construction.. The incentive is therefore conditional on the vesting ratio, 
not an absolute property of the design, and at the §9.22 and §9.23 options of 100% and 80% the constraint 
is close to absent. 

Liquidity 

Although the offer price is regulated, hedged volume is volume that is not effectively traded. At Option A 
(100% vesting) there is no residual volume, no price discovery and no liquidity. The Framework should 
state the minimum unhedged volume required for a meaningful day-ahead price while the offer price 
remains constrained to SRMC. 

Investment 

A suppressed SMP reduces capture prices for renewables and storage, weakens the case for distributed 
generation and demand response, and deters entry. A hedged distributor is insulated from the price signal, 
so demand-side response does not occur for the term of the hedge. 

The legacy charge as a competitive instrument 

A non-avoidable charge that grows with the incumbent’s under-recovery insulates it from competitive 
pressure and shifts the cost of its inefficiency onto every participant, including its competitors. 
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Stakeholder Question 6 – Vesting contracts 

VCF Part 6 (Vesting Contracts) – p.33 et seq 

NERSA’s stated objective 

NERSA’s objective is to establish vesting contract arrangements that support transitional revenue 
stabilisation, mitigate structural market power, preserve market-based dispatch and pricing principles, 
and facilitate orderly market development during transition. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the proposed vesting settlement structure appropriately balances revenue stabilisation and 
market exposure; 

b) whether the symmetric settlement mechanism appropriately moderates excessive market volatility and 
market power risks; 

c) whether the proposed vesting volume approaches and reduction pathways are appropriate for the South 
African market transition context; and 

d) whether additional safeguards, governance mechanisms, or implementation considerations should be 
incorporated into the Framework. 

 

Response – (a) 

No. We propose a different structure. 

The structure we propose 

– Upstream: a one-way contract for difference between each station and the CPA, struck at that 
station’s regulated SRMC and settled against the SMP on the vesting volume. It extracts the infra-
marginal rent earned on hedged volumes; it does not top up revenue. 

– Capacity: paid separately at Net ACR, adjusted for actual against contracted availability and for the 
proportion of available capacity actually offered to market (Question 1(b)). 

– Energy offers: every station must offer all of its energy into the day-ahead market at its regulated 
SRMC and earns the SMP. 

– Volume: the System Operator estimates the total energy volume required from each station on a 
rolling twelve-month basis; the ex-ante contracted hedge volume is a stated percentage of that 
expected volume. 

– Settlement reference: the unweighted average day-ahead price, which preserves the incentive for 
flexible operation. 

– Sunk costs: the CPA pays an appropriate amount towards generation-related financing obligations 
directly to Eskom Holdings, where the debt sits, rather than through an MEAV RAB settlement with 
the power stations. 

Why this is preferable 

The legs then share every parameter except the strike, so the CPA’s net position is a constant surplus 
in every period rather than a shortfall of indeterminate size, and is the transparent source of the 
payment to Eskom Holdings. The derivation is at Question 10(c). 

 



Commissioned by the South African Electricity Traders Association VCF – NERSA stakeholder questions – Meridian responses 

Page 23 of 37 

Response – (b) 

No. Symmetry within one leg, against a full-cost strike, converts the hedge into a revenue guarantee. 

Symmetry stabilises only if the legs share parameters. Here they do not: 

Parameter Upstream leg (generator – 

CPA) 
Downstream leg (CPA – 

distributor) 
Effect of the mismatch 

Strike Gross Revenue Requirement 

(GRR) Benchmark ÷ 

Benchmark Energy Quantity 

(§7.12), including capacity and 

ancillary components 

Wholesale energy charge 

for the time-of-use period 

(Part 12) 

The upstream strike recovers 

fixed costs; the downstream 

strike does not. The legs 

settle against different cost 

bases. 

Market 

price 
‘Wholesale market clearing 

price’ (§9.10.2). No time 

granularity and no weighting 

stated 

‘Average day-ahead market 

price’ for the time-of-use 

period. Unweighted and 

undefined 

The same hour can settle at 

two different reference 

prices. 

Volume Benchmark Energy Quantity × 

vesting percentage – a 

notional quantity that ‘does 

not necessarily represent total 

generator output’ (§9.10.3) 

Allocated volume truncated 

to min(actual, contract) 

under the Energy Hedge 

Payment formula 

(§12.25.1.1) 

The upstream leg pays on 

volume that the downstream 

leg cannot recover. 

 

Three mismatched parameters guarantee the legs cannot net, and §9.13’s symmetry then operates 
only in the generator’s favour: protected on the downside, retaining the upside above the notional 
volume. 

Our position on symmetry 

The upstream leg should be one-way at SRMC, extracting rent without topping the generator up. The 
downstream leg should remain a two-way contract for difference, because the distributor’s exposure 
is genuinely two-sided. Market price definition and settlement granularity must be identical, and the 
strike should be the only intended difference. 
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Response – (c) 

The four options are not comparable as presented, and the reduction pathway is not a pathway. 

The options cannot be compared 

Options A to D (§9.22–§9.25) are percentages of ‘Eskom’s sent-out energy’. But the Vesting Volume 
definition (§9.10.3) states the quantity ‘does not necessarily represent total generator output’ and 
may be set by reference to benchmark generation volumes, allocated contract quantities, regulatory 
vesting parameters, customer allocation arrangements or transitional objectives. The base is not fixed, 
so 70% of an undefined quantity cannot be compared with 80% of it. 

That definition lists things the volume may be determined by reference to; it is not a method. §9.15 
makes Vesting Volume the Framework’s primary policy lever, so this is the most consequential 
undefined term in the instrument. 

The reduction pathway is permissive throughout 

§9.28–§9.39 provide that volumes ‘may’ reduce, ‘may be informed by’ indicators, and that NERSA 
‘may periodically review’ arrangements. There is no trigger, threshold, timetable, decision procedure 
or duty to publish reasons. Part 10 is equally permissive on the downstream side (Question 9(a)). 

Our proposed methodology 

The System Operator estimates the total energy volume required from each station on a rolling 
twelve-month basis. The hedge volume is calculated ex ante as a stated percentage of that and 
published before the delivery period. The percentage is the policy lever; the base is system-derived. 

The reduction pathway should be tied to the published indicator set at Questions 3(f) and 8(d), with 
stated thresholds, a stated review cycle and published reasons for each decision. 
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Response – (d) 

Yes. Seven, of which the first two are procedural preconditions for meaningful consultation. 

– Publish the vesting contracts. This consultation is at framework stage, not on the contracts 
themselves. They must be published and put out for comment before conclusion; approval of an 
unpublished contract is not consultation. 

– Publish the supporting calculations. Prototypical examples in a document are not sufficient. We set 
out the specific disclosure required at Question 7(d). 

– A must-offer obligation tied to the capacity payment (Question 1(b) and Question 3(e)). 

– Binding rather than permissive monitoring obligations, with data-access rights and defined 
consequences (Question 8). 

– A defined sunset for capacity and ancillary service payments, not only for vesting. At present the 
sunset architecture attaches exclusively to vesting (§2.11.7, Parts 9 and 10) while capacity cost 
recovery (§2.11.1) is a standing arrangement. 

– Confirmation of the Phase 1 to Phase 2 evolution towards value-based remuneration. This was in 
the preceding position paper work and is omitted from the published Framework. If abandoned, 
that is a material policy change and should be stated and reasoned; if not, the pathway should 
appear in the instrument. 

– A defined reduction methodology with a backstop. §9.28–§9.39 provide only that volumes "may" 
reduce. The Framework should state, for each step-down, the indicator, the threshold, the 
measuring party, the review date and the duty to publish reasons, using the single indicator set 
proposed at Question 8(d). It should also state a long-stop date by which the vesting ratio reduces 
regardless of whether the thresholds have been met. Without a backstop, the reduction pathway is 
conditioned on indicators that the party benefiting from delay is best placed to influence, and the 
transition has no guaranteed endpoint. 

Departure from prior policy development 

The Framework departs materially from Market Code v2.3 and the Vesting Contracts Position Paper, 
whose settlement arrangements were more developed and more incentive-compatible – notably 
settlement against an unweighted average SMP. The departures are neither identified nor reasoned. 
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Stakeholder Question 7 – Integrated regulatory outcome demonstration 

VCF Part 7 (Integrated Regulatory Outcome Demonstration) – p.43 

NERSA’s stated objective 

NERSA’s objective is to demonstrate how the various components of the Framework collectively interact 
to determine benchmark pricing references, vesting settlement outcomes, and realised generator revenue 
outcomes during transition. 

Stakeholders are invited to comment on: 

Sub-questions 

a) whether the integrated example appropriately demonstrates the interaction between benchmark 
pricing, market pricing, and vesting settlements; 

b) whether the illustrative examples provide sufficient clarity regarding realised generator revenue 
outcomes under different market conditions; 

c) whether the treatment of benchmark-efficient SRMC costs is sufficiently clear and aligned with the 
proposed Framework methodologies; and 

d) whether additional illustrative scenarios or implementation examples should be considered. 

 

Response – (a) 

No. The worked examples do not comply with the Framework’s own formulae, and their arithmetic 
does not reconcile. 

The settlement example breaches the settlement formula twice 

The worked example headed ‘Settlement – Example #2’, which follows §12.23, computes the 
downstream Energy Hedge Payment for City X as 480 × (1 033 − 1 000) = R15 840, on an allocated 
volume of 470 MWh and actual consumption of 480 MWh. 

– Volume: The Energy Hedge Payment formula (§12.25.1.1) specifies eligible energy as min(AE, CE) = 
min(480, 470) = 470 MWh. The example uses 480 MWh. 

– Sign: The same formula specifies the price difference as (WP − DAP) = (1 000 − 1 033) = −33. The 
example computes (MP − VP) = +33, reversing the operands and therefore the direction of 
payment. 

The allocation example does not reconcile 

Table 5 shows demand of 2 952, 7 312 and 8 280 MWh, totalling 18 544 MWh, against a Total 
Generation Vesting Volume of 18 542 MWh. 

– The stated allocation percentages of 16%, 88% and 45% sum to 149%. The correct shares of the 
stated demand total are 15.9%, 39.4% and 44.7%. 

– The allocated volumes of 470, 6 457 and 3 697 MWh sum to 10 624 MWh, which is neither the total 
Vesting Volume nor the product of the stated percentages and that volume. 

– The demand total (18 544 MWh) and the Vesting Volume total (18 542 MWh) differ, without 
explanation. 

Table 6 cannot be reproduced 

Prices are given in c/kWh, volumes in MWh and revenues in R’m, and the stated products do not 
follow from the stated inputs on any consistent unit convention. 
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Response – (b) 

No. The Arnot demonstration at §10.6–§10.14 is the only case worked. It omits two of the four 
components of the §8.11 revenue sum, includes no downstream leg, and reconciles no CPA flows. 

That provision makes realised generator revenue the sum of capacity payments, ancillary service 
payments, energy market revenue and vesting settlement adjustments. Arnot shows only the last two: 
Scenario A (§10.11) combines about R963 million of energy revenue with an upward settlement of 
about R280.5 million, Scenario B (§10.12) about R1.712 billion with a downward settlement of about 
R243.9 million. The capacity and ancillary payments – about R653.4 million and R64.2 million in the 
example’s own cost base (§10.7) – are embedded in the Strike Price. They are never shown as the 
separate Part 1 and Part 2 payments, so the demonstration cannot expose the double recovery at 
Questions 1(a) and 4(a). Both scenarios assume the plant clears its full Benchmark Energy Quantity, 
so the case that matters most under notional settlement – output below the Vesting Volume – is never 
tested. 

 

 

Response – (c) 

No, and the demonstration does not resolve any of the underlying ambiguities – it asserts figures 
rather than deriving them. 

– Heat rate is nowhere defined across the Framework, Market Code, Trading Rules or Wholesale 
Tariff Methodology, yet it is the central term in the §6.6.1 fuel cost (Question 3(a)). 

– Emissions cost is defined at §6.6.3 only as "Carbon + environmental", with no carbon price basis, no 
source and no boundary against the Variable Operations and Maintenance (VOM) items at 
§6.6.2.The applicable coal price basis is not stated. 

– The treatment of take-or-pay coal is only implicit. 

– The Part 3 energy cost import (§7.10.4) conflates marginal fuel cost, correct for the offer price, with 
average fuel cost, correct for a cost-recovery benchmark (Question 4(c)). 

– The ‘benchmark efficiency’ and ‘prudency’ qualifiers are asserted and never operationalised 
(Question 5(b)). 
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Response – (d) 

Yes – and live calculation spreadsheets rather than narrative examples. 

Required disclosure 

– Actual calculation spreadsheets, not prototypical or demonstration examples embedded in a 
document. 

– The spreadsheets must permit scenario analysis of all pricing, volume and payment implications 
where forecast and actual parameters diverge. That is the case the current examples avoid. 

– Actual upstream generator hedge payment calculations, including indicative heat rate, fuel price 
and variable O&M parameters, for a sample hourly SMP outcome over a full settlement period. 

– Actual downstream hedge payment calculations on the same basis. 

– A full reconciliation of CPA flows for a sample month, showing all generator hedge payments, all 
distributor hedge payments, the Section 34 IPP shortfall, and the resulting Legacy Charge recovery 
required for the subsequent period. 

– A comparison, component by component, of the proposed vesting, capacity and legacy 
arrangements against international benchmark practice for comparable electricity market 
transitions, with reasons given for each departure. 

Scenarios that must be included 

– Actual generator output above, at and below the Vesting Volume. 

– SMP above both strikes, between the two strikes, and below both. 

– Availability below Benchmark Availability, to test the capacity payment adjustment and its 
circularity. 

– Distributor consumption below contracted energy, to expose the min(actual, contract) truncation in 
the Energy Hedge Payment formula (§12.25.1.1). 

– A period in which the Legacy Charge is non-zero, run through two consecutive tariff resets, to test 
the recursion identified at Question 4(d). 
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Stakeholder Question 8 – Long-term monitoring and market power mitigation 

VCF Part 8 (Long-Term Monitoring Role and Market Power Mitigation) – p.48 

NERSA’s stated objective 

NERSA’s objective is to establish appropriate transitional market monitoring and market power mitigation 
mechanisms that support transparent, stable, and competitive market development during transition. 

Stakeholders are invited to comment on: 

Sub-questions 

a) the adequacy of the proposed market monitoring and oversight mechanisms; 

b) the proposed approach to market power mitigation during transition; 

c) the adequacy of the proposed transitional risk monitoring framework; 

d) the proposed approach to vesting and transition monitoring; and 

e) whether additional governance safeguards or monitoring mechanisms should be incorporated into the 
Framework. 

 

Response – (a) 

Not adequate. The entire Part is permissive and creates no obligation on anyone. 

Part 8 uses ‘may’ eleven times across §11.7–§11.12 and never uses ‘shall’ or ‘must’. Nothing requires 
monitoring to happen, requires anyone to supply the data it needs, or requires action on what it 
reveals. 

– No data-access rights. There is no obligation on Eskom to provide offer-price data, outage logs, 
fuel-cost records or availability declarations. Without these the Part 3 offer-price regulation is 
unenforceable, however tightly drafted. 

– No publication commitment. There is no annual report, no concentration metrics, and no 
requirement to publish an assessment ahead of vesting-reduction decisions. 

Recommendation 

Convert the core provisions from ‘may’ to ‘shall’, attach data-access rights with stated formats and 
submission deadlines, and require publication of monitoring outputs on a stated cycle. Information 
must be independently verified. 
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Response – (b) 

Inadequate, and it does not address the principal risk. 

– No indicators or thresholds are specified for identifying economic or physical withholding – the 
conduct most likely to occur and the hardest to detect after the fact. 

– No methodology distinguishes market abuse from benchmark error. This matters more here than in 
most markets because the Framework’s own benchmarks are undefined: where conduct diverges 
from an unspecified benchmark, there is no basis for saying which is at fault. 

– No consequences are stated where improper behaviour is detected. 

– Withholding is unaddressed at source. There is no must-offer obligation anywhere in the 
Framework (Question 3(e)), so the conduct that monitoring would look for is not prohibited. 

Monitoring cannot substitute for the absence of an offer obligation: the obligation creates the 
standard, monitoring verifies compliance. 

 

Response – (c) 

Not assessable as drafted. 

The risks are not enumerated, no thresholds attach to them, and no reporting cycle is stated. §11.10 
provides that monitoring ‘may take into account’ a list of considerations, which is not a framework. 

A transitional risk monitoring framework needs the risks covered, an indicator for each, the threshold 
triggering a response, who measures it, how often, and what is published. 

 

Response – (d) 

Inadequate. The monitoring framework and the vesting reduction decision are not connected to 
one another. 

§9.33–§9.39 provide that vesting reductions ‘may be informed by’ concentration indicators, non-
Eskom participation, liquidity and observed outcomes. Part 8 requires none of these to be measured, 
published or reported. The decision variable and the monitoring function have no operative link. 

Our proposed methodology 

Define one published indicator set and use it for both relaxation of flexibility margins (Question 3(f)) 
and reduction of vesting volumes (Question 6(c)): concentration, frequency with which the incumbent 
is pivotal, non-Eskom participation and traded liquidity. Publish annually, state the thresholds at which 
volumes step down, and publish reasons for each decision. 
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Response – (e) 

Yes. The Part is not integrated with SAWEM governance at all. 

Part 8 does not mention the Market Surveillance Unit, the Market Governance Committee, the Market 
Conduct Rules or the Competition Commission. It creates a NERSA monitoring role in isolation from 
the institutions already holding surveillance and enforcement functions. 

– Specify the relationship between NERSA’s monitoring role and the Market Surveillance Unit, 
including which body investigates, which determines, and how information passes between them. 

– Specify the interface with the Market Conduct Rules, so that conduct prohibited under those rules 
and conduct monitored under this Framework are the same conduct. 

– Specify the relationship with the Competition Commission, particularly for conduct that constitutes 
both a market rule breach and an abuse of dominance. 

– Attach data-access rights, publication duties and defined consequences, as at (a) and (b). 
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Stakeholder Question 9 – Downstream vesting contracts – term and principles 

VCF Part 9 (Downstream Vesting Contract – Distributor/Retail) – p.53 

The CPA will sign a five-year vesting contract with Eskom distribution and other retailers, using an agreed-
upon wholesale active energy price as the strike price (i.e. the current NERSA-regulated energy tariff). 

Preliminary – defective cross-references 

Sub-question (d) seeks comment on principles ‘described in paragraphs 14.6 through 14.13’. Part 14 
is the Conclusion and runs to §14.4 only; the downstream vesting principles are at §12.10–§12.18. 
Question 10 refers to §14.20 and §14.27 where the operative paragraphs are §12.20 and §12.27. We 
have answered against the paragraphs we take to be intended; this should be corrected before the 
Framework is finalised. 

 

Sub-questions 

a) The downstream vesting contract has been proposed for five years. What are the opinions of the 
stakeholders? 

b) What are the risks if the period is extended beyond five years? 

c) CPA will be crucial in finalizing the vetting contract; stakeholders must express their opinions both during 
and after the transition period. 

d) Stakeholders are asked to comment on the proposed distribution vesting contracts principles described 
in paragraphs 14.6 through 14.13. 

 

Response – (a) 

We do not have a settled position on five years, and the question cannot be answered on its own 
terms. 

The appropriate term depends on how quickly structural competition develops, and the Framework 
does not address that, because policy has preserved Eskom Generation’s dominance rather than 
removing it through horizontal unbundling. A term chosen without reference to the pace of structural 
change is arbitrary. 

What we do say 

– The term must be fixed and stated, with a glide path and an end-point. §13.2 says contracts are 
‘expected to run for about five years’ and §13.4 that coverage will be ‘largely reduced by around 
2030’. Expectation is not a sunset. 

– The downstream term must be identical to the upstream term and enforced as such. The same 
provision says they align with the phasing-in of the upstream contracts, but no mechanism holds 
them together. If the legs sunset at different rates, the CPA’s position opens progressively and the 
difference goes to the Legacy Charge. 

– The step-down should follow the published indicator set at Question 8(d) rather than a calendar. 
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Response – (b) 

Four risks, three of which arise from the hedge existing at all and are simply prolonged by extension, 
and one of which is specific to the design as drafted. 

– Liquidity. Extension holds distributors out of the market for longer and delays price discovery 
(Question 5(d)). 

– Entrenchment. The longer distributors are hedged to a regulated wholesale price, the longer the 
incumbent is insulated from competitive pressure and the weaker the incentive for third-party 
supply. 

– Suppressed investment signal. A hedged distributor does not respond to the SMP for the term of 
the hedge (Question 5(d)). 

– Compounding residual mismatch. As drafted, every additional year accumulates further mismatch 
in the Legacy Charge and another turn of the recursion at Question 4(d). 

Qualification 

The fourth risk is a function of the drafting, not the hedge. If corrected as we propose – matched 
volumes, matched market-price definitions, upstream strike at SRMC – then the cost of extension falls 
materially. The liquidity, entrenchment and investment-signal risks remain. 

 

Response – (c) 

We read this as a statement of intent and take the intended issue to be governance of the CPA’s 
contracting role. 

The CPA carries every residual in the design 

The CPA is counterparty to both hedges, the capacity contracts and the ancillary service contracts, and 
balance responsible party for the Section 34 legacy PPAs. Every mismatch accumulates on its balance 
sheet before passing to consumers. 

The Framework locates the CPA within the NTCSA without working through the consequences. The 
following need specification: governance and decision rights; capitalisation and funding of the timing 
mismatch between paying generators and recovering from consumers; treatment of surpluses as well 
as shortfalls; ring-fencing from NTCSA transmission activities; and accountability for the 
reasonableness of the contracts concluded. 

On stakeholders expressing opinions 

Stakeholders cannot express an opinion on an unpublished vesting contract. This consultation is at 
framework stage, not on the contracts themselves nor on a sufficiently specific wholesale tariff 
methodology. We further recommend proper workshops rather than a single one-hour public hearing, 
and publication of the supporting spreadsheets. 
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Response – (d) 

Read as §12.10 to §12.18. Partly supported; four defects. 

– Supported: §12.11 (defined contract quantities), §12.13 (time-bound arrangement) and §12.16 
(NERSA approval and oversight) are appropriate in principle, subject to the disclosure point below. 

– §12.12 – pricing. The downstream strike is the wholesale active energy price while the upstream 
strike is the GRR Benchmark rate. This asymmetry originates the structural CPA shortfall (Question 
4(d)) and must be corrected, not merely disclosed. 

– §12.15 – municipal options. A municipality remaining an Eskom distribution customer and one 
becoming a market participant face materially different exposures. The terms of election, 
information available at that point, reversibility and notice, and the effect on other participants’ 
allocations are all unstated. 

– §12.17 – mid-period participation. A distributor may apply during the period, but the consequences 
for other participants’ allocated volumes, computed under the allocation formula (§12.21) as 
shares of a fixed total, are not stated. An entrant necessarily dilutes existing allocations. 

– §12.16 – limits of approval. Regulatory approval of an unpublished contract is not consultation on it 
and is no substitute for it. 
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Stakeholder Question 10 – Downstream vesting contracts – allocation and 
settlement 

VCF Part 9 (Downstream Vesting Contract – Distributor/Retail) – p.56 

Downstream vesting contracts will be used to operationalise the generation hedging decision. By 
allocating hedged generation volumes to load-serving organisations, these contracts reduce exposure to 
wholesale market volatility during the transition period and offer price certainty. 

Preliminary – defective cross-references 

The cross-references in this question are to §14.20 and §14.27. The operative paragraphs are §12.20 
and §12.27. See the preliminary point at Question 9. 

 

Sub-questions 

a) Does the stakeholder have an alternative that contradicts the above-mentioned and discussed allocation 
formula, its components, and the detailed description? If so, please elaborate. 

b) What is the stakeholders’ view on a proposed principle that Volumes are allocated based on each 
participant’s share of total electricity demand in the system in paragraph 14.20. 

c) NERSA proposes a general principle on settlement of the payment between CPA and customers as shown 
in paragraph 14.27. 

 

Response – (a) 

Yes. We propose allocation on each load-serving entity’s share of forecast market purchase volume 
per time-of-use period, not on its share of total system demand. 

Why the basis matters 

A hedge should attach to the exposure it hedges. A distributor that is not a market participant has no 
SMP exposure; one buying a large proportion of its energy in the market has exposure 
disproportionate to its share of system demand. Allocating on system demand mismatches cover to 
exposure and, in aggregate, breaks the matching between the legs. 

The formula is also internally inconsistent 

The allocation formula (§12.21) defines Load as ‘demand of participants’ and Total System Load as 
‘total of the demand of participants’ – the denominator is the sum of the numerators, which is 
participant demand, not system load. The allocation basis (§12.20) describes it as each participant’s 
share of total system demand. These are different quantities and the drafting must choose one. 

The worked example does not follow either reading – see Question 7(a). 

Our proposed methodology 

– The total vesting volume per time-of-use period is allocated to load-serving entities pro rata to their 
share of total forecast market purchase volume for that time-of-use period. 

– The per-entity downstream strike is the volume-weighted wholesale energy charge, weighted by 
that entity’s forecast market purchase volume per time-of-use period. 

– The total allocated downstream equals the total upstream vesting volume in every period, by 
construction. 
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Response – (b) 

Not supported, for the reasons at (a). Two further points on the allocation basis (§12.20). 

– It provides that ‘NERSA shall decide on each distribution volume based on the MYPD 
determination’, importing a regulated-utility revenue determination into a market allocation. The 
MYPD volume forecast is prepared for a different purpose, on a different basis and on a different 
cycle. 

– It also confers a discretionary allocation power with no stated method, criteria, publication 
requirement or route of objection. Allocation determines each entity’s hedge cover and financial 
exposure; the basis must be objective, published in advance and open to challenge. 
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Response – (c) 

Read as the Energy Hedge Payment principles (§12.27). Not supported. They contradict the Energy 
Hedge Payment formula and would leave the distributor exposed rather than hedged. 

The stated direction of payment is the wrong way round 

The principles state that if the market price exceeds the vesting price the distributor pays, and if it is 
below the distributor receives compensation. A distributor buys at the market price and sells at the 
wholesale price, so it is out of pocket when the market price exceeds the wholesale price. As stated, 
the mechanism charges it when it is behind and pays it when it is ahead. 

Three provisions use three conventions 

– The Energy Hedge Payment formula (§12.25.1.1): EHP = min(AE, CE) × (WP − DAP), which is 
negative when the day-ahead price exceeds the wholesale price. 

– The settlement example (following §12.23): computes (MP − VP), reversing the operands. 

– The Energy Hedge Payment principles (§12.27): state the direction in words, consistently with the 
example and inconsistently with the formula. 

The last two bullets of the principles (‘CPA surplus’ and ‘CPA shortfall’) restate the first two, and 
confirm that the CPA’s position is treated as a residual outcome rather than a designed one. 

The min(actual, contract) truncation must be removed 

The formula truncates eligible energy to the lower of actual and contracted volume. This alone 
guarantees the legs cannot match: upstream settles on a notional Vesting Volume irrespective of 
output, downstream on the lower of actual and contracted consumption. A distributor below contract 
is unhedged on the difference, the generator is still paid on the full notional volume, and the CPA 
carries the gap. 

Our proposed methodology 

Define settlement once, in one direction, for both legs: 

– Downstream, paid to the load-serving entity: Allocated Volume × (DAP − WEC), on the full allocated 
volume without truncation, where DAP is defined identically to the upstream leg and WEC is the 
entity’s volume-weighted wholesale energy charge. 

– Upstream, paid to the CPA: Vesting Volume × (SMP − SRMC), one-way, on the same market price 
definition and the same settlement granularity. 

With volumes matched and the market price defined identically, the CPA’s net position after 
settlement is Vesting Volume × (WEC − SRMC) in every period, regardless of where the market settles. 
That constant, designed surplus is the ex-ante difference between what it costs Eskom to generate 
the energy and its value at the wholesale energy charge, and the transparent source of the financing 
payment to Eskom Holdings. As drafted, the equivalent figure is an indeterminate shortfall. 

 

 


