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Background

The African Electricity Regulator Peer Review arghtning Network (Peer Learning
Network) is a pilot network of Chief Executive Qffirs from six (6) electricity
regulatory authorities from across the African coent namely the Public Utilities
Regulatory Commission (PURC) of Ghana, the EnergguRatory Commission
(ERC) of Kenya, the Electricity Control Board (ECB) Namibia, the Energy and
Water Utilities Regulatory Authority (EWURA) of Taania, the Electricity
Regulatory Authority (ERA) of Uganda and the EneRpgulation Board (ERB) of
Zambia. Broadly, the Peer Learning Network und&sain-depth peer reviews of
each of the members’ regulatory systems which vevi@so form the basis for a peer
learning experience. It is anticipated that therReearning Network shall aid the
enhancing of transparency, robustness and creglibiliregulatory decision making
in the countries that form the network. This reépé Review of the Namibia
Electricity Regulatory Systemdiscusses the details and findings of the fiesiaw
conducted by the Peer Learning Network, which wadeuaken in Windhoek,
Namibia from 20 to 24 October 2008.
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1 Review Approach

The method used by the Peer Learning Network imdgoting the peer reviews of the
electricity regulatory systems in the member caastof the network is adapted from
the Handbook for Evaluating Infrastructure Regula®ystems [1].

The analytical framework used to evaluate reguagystems is seen as comprising
three dimensions; regulatory governance, regulatabstance and regulatory impact.
Figure 1 below gives a graphical representatiothete three dimensions and their
interaction.

Legislative / legal design
and institutional
arrangements of regulatory
system and processes of
decision making

Credibllity, legitimacy and
transparency of regulatory

Content of regulation
-tariff setting methodologies
and practices
-technical and commercial
quality of service standards
-Pro-poor and increasing
access issues

Quality and robustness of
regulatory decisions

decisions

Cost-effective, reliable infrastructure services, financial
viability of utilities, attraction of new investments

Figure 1: Evaluating Regulatory Systems (Adapted fsm Brown, Stern, Tenenbaum & Gencer,
2006 [1])

1.1 Regulatory Governance

While regulatory decisions should be firmly groudde intellectual and technical
rigour, the manner in which they are made is eguallcial. At the core of the
independent regulator model is “decision makingepwhdence” the foundation of
which comprises the independence of the decisiokersalcommissioners / board
members) and the financial and management indepeadef the independent
regulatory authority itself. Decision-making in@gglence can only be sustainable if
it is found to be credible and legitimate by alkstholders. It is for this reason that
regulatory systems require mechanisms that enscaceuatability, transparency,
predictability and proportionality in regulatory aigion making. Regulatory
governance, also referred to as the “how” of reguta is therefore concerned with
the institutional and legal arrangements that mlevifor decision making
independence and the processes that enhance ithbille and legitimacy.
Regulatory governance is depicted in Figure 2 below
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of regulatory
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Figure 2: Regulatory Governance

1.2 Regulatory Substance

Regulatory substance, also referred to as the “wdfategulation, is concerned with
the intellectual and technical context of regulstadecisions. Regulators make
decisions in the following areas:

licensing through which market access is controdad competition albeit

limited can be encouraged,;

tariffs and tariff structures;

technical standards that assure reliability in gphevision of the electricity

service including its quality and the level of @raer care

programmes to ensure that pro poor and povertyiatlen targets of

governments are met, and,;

measures that encourage sustainable use of naesalirces such as
demand side management, energy efficiency and #welapment and

deployment of renewable energy technologies.

The theoretical reasoning and methodologies addijptechaking decisions in these

areas should be well grounded in order that theality and robustness leads to the
intended outcomes and that they can stand up tepemtent scrutiny and/or

challenge.

1.3 Regulatory Impact

The outcome of the interplay between regulatoryegoance and regulatory substance
is regulatory impact. With the key constituenadsegulation being consumers and
utilities (investors), the impact of regulation sk be one that strikes a balance
between their expectations and interests. Howasetan be envisaged, there is a
natural tension between the expectations of consuna@d those of utilities.

Electricity consumers are ultimately concerned alb@ving access to a reliable and
competitively priced service while the extent toiethsuch a service can be provided
depends on a financially viable and efficient tyili Given the background of low



access rates and declining service quality in nfsnigan countries, it is crucial that

utilities are also able to make adequate and tinmehgstments in expanding and
improving service. Electricity supply industriesrass the African continent tend to
have limited access to global financial marketslevimequiring significant capital

injections on account of refurbishment, electrifica and overall economic growth
needs. Regulatory systems therefore need to hetwted in a manner that also
encourages private sector investment through tkielolement of Independent Power
Producer (IPP) projects and other public privatengaship initiatives.

Using the analytical framework developed above fhilowing sections detail the
findings of the review of the Namibia electricitygulatory system conducted by the
African Electricity Regulator Peer Review and LeagNetwork.



2 Regulatory Governance in Namibia

2.1 Legislative Framework

Regulation of Namibia’s electricity industry is ledson the independent regulator
model. The Electricity Act, 2007, establishes timelependent regulator, the
Electricity Control Board (ECB) and provides fos ipowers and functions, the
requirements and conditions for obtaining licenfeeghe provision of electricity and

the powers and obligations of licensed providersleftricity service.

The law is clearly set out and is unambiguous & atlocation of powers and
responsibilities to the various actors in the eleity industry. It was noted that the
ECB has the requisite powers with respect to terdenation of tariffs and technical
and consumer service standards.

2.1.1 Final authority for licensing and rule making

Granted that the law is unambiguous in its allaratf powers, the Review Team
found that clauses 3(2)(a) and 3(4)(a) and (b) wetentially problematic.

Clause 3(2)(a) of the Electricity Act reads asda# (with the problematic areas
highlighted):

“ (2) In order to achieve its objects the Board —
(@ must make recommendations to the Ministewith regard to —

(i) theissue, transfer, amendment, renewal, suspeastboancellation of
licences; and

(i)  the approval of the conditions on which electricitgy be provided by
a licensee”

And clause 3(4)(a) and (b) read as follows:

“(4) Subject to this Act and theprior_approval of the Minister, the Board
may by notice in th&azettemake such rules and codes as it considers
necessary in order to further its objects mentionedsubsection (1),
including, rules and codes relating to —

(@) the establishment, operation and administratioglectricity markets, and
the licensees and other persons operating on sackets and any other
matter relating thereto, which includes the isswhgafety code and a grid
code the latter setting out the reciprocal oblmai of users of the
transmission and distribution networks and the af@n of the
interconnected power system;

(b) the introduction of market rules, the Board'sarket responsibilities,
prudential requirements, the establishment andlaggo of spot markets,



regions and regional reference nodes, network sossel constraints,
projected assessment of system adequacy, cergpatdh and spot market
operation, spot price determination, ancillary sms, reliability safety

net, market information, administrative price caql anarket suspension,
settlements, participant compensation fund, soBwand settlement
residue actions, registered bid and offer datahau for determining loss
factors and principles for determining credit ligit

(© power system security and safety;
(d) network connections;
(e) network and market pricing mechanisms;
() metering;

(9) good corporate governance and rules relatingbfectivity, transparency
and independency;

(h) administrative matters;

0] any other matter it is authorized in terms bistAct to make rules or
codes; and

()] any matter with regard to which the Minister ynarescribe regulations
under this Act subject thereto that in the eventaaf regulation so
prescribed conflicting with a rule or code of theaBd the regulation
prevails.”

Through these clauses, a significant proportiotheffinal decision making authority
that would ordinarily reside with the regulatoresained by the Minister. This can be
viewed as being at variance with the very essehtieeandependent regulator model
which seeks to devolve licensing decisions from paditical realm and to an
impartial independent body. It is important to endiere that during the review, no
evidence was encountered to suggest that this gemaent has proved to be
ineffective or problematic for the Namibia eledtycindustry. However, it is
possible that the mere change of personnel at thestWy of Mines and Energy could
lead to starkly different outcomes. In any case plotential of this allocation of
power being perceived in a negative light by thenesanternational parties that
government policy aims to attract to venture irfte Namibia electricity industry
remains.

The ECB did however highlight that traditionallyetiMinistry of Mines and Energy
had been responsible for regulation and thus itdeasded to maintain the status quo
with respect to issue, amendment and revocatidic@fices as it had been working
well. The fact that advisory services for the bBsament of the regulator were
provided by a Norwegian firm, a country where eietty regulation is housed in
government, may have also aided the inclusion isf phovision. Further, the ECB
contends that there is a need for it to have palitbacking and assistance in
overcoming the monopoly that NamPower presents cFaation of REDs had raised



significant political controversy and the ECB wdste opinion that seeking further
independence of the regulator in such a chargetigablenvironment would have
been ill advised. In future, once the restrucimh the industry had been concluded
and reasonable competition achieved, the ECB weest increased independence.

2.2 City of Windhoek Tariff Dispute

In the 2006/07 fiscal year the City of Windhoek Y&pcharged the residents of
Windhoek electricity tariffs that were higher thénose approved by the ECB. The
ECB then made a ruling against CoW giving rise tdispute between the parties.
Subsequently CoW appealed to the Minister who uptiet ECB’s earlier decision
that CowW had erred and consumers should be refundafthile the role of the
Ministry of Mines and Energy was positive in resotythe dispute, such involvement
could potentially open up the regulatory procespdiitical risk. The ECB however
commented that the CoW appeal was based on thalgpmisions in the previous
Act that have since been revised and also somegaiitibs that were in the Act with
regard to the distribution of electricity by localthorities which have now been
clarified. It should also be noted that the CoW sbntends that it did not overcharge
its consumers nor act outside the provisions ot.the [2].

2.3 Industry restructuring

As part of the process of restructuring the eleityriindustry the ECB has been
requested to facilitate the formation of the Regldalectricity Distributors (REDS).
At the time of the review, three REDs were alreapgrational with two remaining to
be established one of which would encompass thefisignt load area of Windhoek
currently served by the municipality. The restaiictg of electricity markets in any
jurisdiction presents numerous challenges. In N&rthese challenges are magnified
on account of the economic rent that municipaliées able to extract from the
provision of electricity through what is effectiyeh tax on sales of electricity, the
local authority surcharge. The Review Team wathefview that industry structure
remained a matter of government policy and as s$hehprocess was best attended
under the resolute leadership of the Ministry oh&% and Energy. The fact that the
formation of REDs raised issues that were extramdolthe provision of electricity
and which fell even outside the jurisdiction of BEB’s line Ministry in government,
the Ministry of Mines and Energy, further necedsiathe need for there to be more
direct government intervention in the restructunmmgcess.

However, the ECB explained that the restructurirgget remained the responsibility
of the Ministry of Mines and Energy and that thgulator had only been requested to
act as facilitator considering that the ministrgked the capacity to undertake the
project and that it could no longer be delayed wjive expected positive outcomes for
efficiency and effectiveness in Namibia’s electsicndustry.



2.4 Decision — making Independence
2.4.1 Independence of Board Members

2.4.1.1Appointments

The Board of the ECB consists of five members palt-time, appointed by
the Minister for terms of four years. The termslddbe renewed for a further
four years and the number of times such renewadldcoccur is not capped.
The Minister appointed both the Chairman and theeMChairman. The
Electricity Act, 2007 also identifies the fieldswhich Board members should
have appropriate expertise and experience, nanhelyetectricity industry,
law, economics or the environment. In additiore Minister is required to
take due regard of Section 15 of the State-owneadrfmnses Governance Act
in making appointments to the Board of the ECB. e T&tate-owned
Enterprises Governance Act provided a centralissiting process, through
the State-Owned Enterprises Governing Council (SOE@Ghaired by the
Prime Minister, for all appointments to public secboards in Namibia.
While it was clear that the Minister submittedst bf recommended names to
the SOEGC for vetting, the process used to deheelist of recommended
names was unclear. It was therefore the considepadon of the Review
Team that there was potential scope for greatasp@ency at the nomination
stage which would ultimately further enhance trediility and legitimacy of
the ECB.

2.4.1.2Vacation of Office

All but one of the grounds for vacation of officeasvconsistent with similar
legislation elsewhere. These grounds includedynasion, repeated absence
from Board meetings without permission, physicalnmental incapacitation
and death.

The Review Team did however question the suitgbdit clause 6(2)(b) in
preserving the decision making independence ofBbard which read as
follows:

“6.(2) The Minister may remove a member from offitéhe Minister, after
affording the member an opportunity to be heardaissfied that the
member —

(@) for any valid reason is unable or unfit to effidlgndischarge the
functions of a member of the Board.”

While in practice the above clause had yet to beoked, it did grant
unusually broad powers that could be used to renzoBoard member on
obscure or even flimsy grounds and thus had thenpiat to interfere with
regulatory independence.



2.4.1.3Continuity and Institutional Memory

In order that the credibility and legitimacy of tegtory institutions is
preserved and augmented, it is important that tleeaedegree of consistency
in decision making. In an environment that seekattract significant capital
for the purposes of system expansion, consisterlsy gives rise to a
predictable investment climate. A practical meaofs promoting such
consistency was through the staggering of Boariappents in order that
there is a level of continuity and institutional mary is nurtured to the extent
possible. This would entail that at any time Boardmbership comprised
some members that had sat on the previous Boarkile\the Electricity Act
was not explicit in this regard, the Review Teanswacouraged by the fact
that this had over time been practised informatig @roposed that such an
important feature be incorporated into any futunmeadments of the
legislation.

2.4.1.4Frequency of Board Meetings

The review revealed that Board meetings at the EPBed to be infrequent
with a full complement of Board members rarely lgepresent. The reason
advanced for this was that the Board comprisesy“\lmrsy” individuals.
While it was expected that the composition of tloau8l was likely to be made
up of individuals whose stature placed significdatmands on their time, a
balance should be sought that ensured that creegailatory decisions were
never delayed and that all members of the Boarchiread fully abreast of
decisions that had been made and any matters #ratpending. It was also
revealed that inadequate Board fees could alsactiegaas a disincentive to
serve. The Review Team had little appreciatiothefnorms and practices of
the Namibian public service in this regard, howeiredight of the likely
adverse impact that an unmotivated leadership wioal@ on decision making
at the ECB, the matter deserved further investgati

2.5 Financial and Administrative Independence

2.5.1 Strategic Direction

The Board retains the responsibility of charting #trategic direction of the ECB and
for the 2006-2010 period the vision and missiotestents are as follows:

Vision
“to be recognised as a leading regulator for achngyvoptimum
viability and competition in the Namibian energgustry”

Mission:

“To regulate and control the Namibian electricitypply industry in
the interest of all stakeholders with regard toceriquality and
reliability.”



2.5.2 Funding

The ECB prepares its own budget. While the subgidsElectricity Act does not
require the budget to be approved by the Ministewas the case in regulations
promulgated under the Electricity Act 2000, the El maintained the practice for
reasons of good governance and transparency.

With respect to financing the operations of the EB Electricity Act provides
various avenues through which funds can accruleetodgulator:

(1) Appropriations to the Board by Parliament that roaymade from time to
time;

(i) Fees payable to the Board in terms of this Act;

(i)  Levies imposed on the provision or consumptionlecteicity

(iv)  Loans raised with the approval of the Minister ammhcurrence of the
Minister of Finance

(v) Interest from investments

(vi)  Donations or grants made to the Board with the @ggrof the Minister
and concurrence of the Minister of Finance

(vii)  Funds accruing to the Board from any other source

Of the above seven means of financing ECB opermstignvas noted that over the
period 2005/6 to 2008/9 electricity levy had acdedrfor over 90% of total budgeted
income as shown in Table 2 below.

Financial Year
2005/06 2006/07 2007/08 2008/09

Total Income (N$) 10,332,595.93 | 12,965,250.00 | 16,520,121.16 | 19,283,239.39
Levies Income

(N$) 9,996,493.74 | 12,725,250.00 | 16,160,121.16 | 18,104,489.39
Levy as % of Total 96.75% 98.15% 97.82% 93.89%
Income

Table 1: Budgeted levy income as proportion of budgted total income

The levy, in accordance with the Electricity Actasvdetermined by the ECB and
approved by the Minister. At the time of the revig was set at a level of 0.65¢/kWh
(Namibian Dollars) applied on all electricity salesNamibia. For convenience and
on account of the structure of the electricity isty in Namibia, billed at the single —
buyer function in Namibia. Arguably the reliance this single source of income to
finance the ECB’s operations presented a potemsial Across the African continent,
however, such singular reliance on an income sowrdend regulatory operations is
not unique. The fact that NamPower was a ratedpamy at the time of the review
most certainly mitigates risk of relying on thisgie source of income.

The Review Team also noted that there was a patestnflict of interest if, as was
the case, the ECB retained the income from the lpesat imposed on industry



participants from time to time. Such revenue wobédbetter retained by a public
third party such as the central treasury of govemim

2.5.3 Staffing

Authority to appoint the Chief Executive Officer EO) is retained by the Board
which also determined the organisational structfréhe ECB. At the time of the
review the structure of the ECB was as shown inifei@ below:

|BDARD OF DIRECTORS I

ICHIEF EXECUTIVE OFFICER I

[ LR IR IRN IR RN IRLINTIREYY )
S MGR: Corp. Communication .=
and Legal Servises

=14

eI e Ty gy ata e w e e wir e

GNE Regulation GNE Finance and
Wacant

Administration

!!!!!!!!!'!!!!!!!!!!!-_,-. !!!!!!!!!!!L!!!!!!!!!!-_n n!!!!!!!!!!!lz!!!!!!!!!!-_,1
MGR: Technical MGR: Economic = = MGHR: Regulation
Regulation Regulation e & Support 5erices
iiEEsiRigRa iR i iiRiRE G R ARIiRIT WiEGiREiEE i R PRE AR

S
Tii

FITTRNTT

Figure 3: ECB Organisational Structure

The ECB has a lean work force and for this reaeadg to rely on the procurement of
external consultants for any ad-hoc assignmentsahise. Generally, the Review
Team found this arrangement to be progressive.

In the interactions with the various staff membargl some external parties, an
impression was created that the ECB remuneratggeisonnel at competitive levels.

This is crucial as regulators ought to be in afpwsito retain talented individuals to

carry out the ever challenging assignments thainithestry continued to present. The
appearance of competitive remuneration is givethéurcredence by the fact that staff
turnover had averaged a moderate two staff perrarower the last five years.

This statistic however obscured the fact that ti@BEhad lost some very senior
personnel over the period including the following:
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General Manager: Finance and Administration

Financial Analyst

General Manager: Economic Regulation

General Manager: Regulation

Manager: Corporate Communication and Legal Services

Although the Review Team recognised that the retendf competent individuals
was a challenge for numerous regulators, the demgadf such senior staff was a
matter of concern.

With respect to the training of staff, the ECB o$fgenerous provisions for fully paid

training in the conditions of service for its stafembers. The Review Team did note
however that there was potential to more vigoroaglply the targeting (of courses

and academic programmes) and scheduling provisibtiee training policy.

2.6 Accountability

The ECB is indirectly accountable to Parliamenttigh the Minister of Mines and
Energy. Since its establishment in 2000, the E@B hot appeared before any
committee of Parliament for the purposes of presgrits annual performance or in
order to articulate its position on matters withpect to the electricity industry. From
the discussions held during the review, it woulgbesgy that such practice is not
common place in Namibia even for public institusaor state-owned entities. There
is however a mandatory requirement for the Annugpd®t to be submitted to the
legislature and this is done via the office of Mimmister. The ECB has also made
numerous representations before the governmentm€a It was also noted by the
Review Team that the ECB leadership enjoys regafarmal contact with both the
Minister and the Permanent Secretary at the MyistiMines and Energy. Beyond
the annual report which contained audited finansalements signed off by a private
firm on behalf of the Auditor General, there had been any other independent
reviews of ECB’s performance or regulatory impassessments carried out to
determine the efficacy of prevailing regulatorynsta and / or policies. Also, the
review did not reveal any organised oversight ¢ CB’s performance by the
consumers of electricity themselves. While arramgats had initially been made to
meet with the Namibia Non-governmental Organisatidforum (NaNGoF) to
establish how civil society viewed the roles anspansibilities of the regulator, this
did not take place and it remains unclear howldbby views the ECB.

2.6.1 Apellate Process

If a party to an ECB decision is aggrieved, theckleity Act permits such party to
approach the courts of law for judicial review. this instance, the court would rule
only on whether the decision was made validly ealwly through the application of
the principles of administrative justice. The dowpould not consider the facts that
had been taken into consideration in reaching thastn and arrive at its own
interpretation as would be the case during an dppkathe event that the judicial
review found that the ECB had made a decisionlzat ultra vires then it would be
ruled that the ECB should reconsider the matternmanner consistent with the law.
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In addition to the provisions provided for undee thlectricity Act the ECB is also
finalising a complaints procedure. While aggrieyadgties would still retain the right
to approach the courts for judicial review, the ptammts procedure would provide an
alternative means to resolve disputes with theledgu It is envisaged that through
the complaints procedure an aggrieved party woelclide to submit a complaint to
the ECB with respect to a decision it had made Wwkiould then be investigated. It
remains to be seen how this procedure would wogkagatice as it raises the prospect
of the ECB investigating its own decision.

2.7 Transparency

2.7.1 Public Participation

Namibian common law and existing statutory provisiaequires that there is a
degree of transparency and stakeholder consultatitire ECB’s activities. Over and

above these requirements, the ECB to posts naticés regulatory meetings on its

website and on the public notice board at its effic Further, the public is free to
attend Board meetings though it was revealed duhegeview that public attendance
had generally been poor and that some stakeholekres in fact unaware that such a
provision existed. On the whole all the stakehddbat the Review Team met found
the ECB to be generally accessible and were sdisfith the manner in which they

were able to interact with the regulator.

Also, the Electricity Act requires that public hiegs are held in the event of
objections to a licence application or when regulataction would lead to
expropriation. Remarkably this requirement does exdend to tariff applications
lodged by regulated utilities. While in theory tBEB could conduct such hearings
within its existing mandate and authority, it preféhat these begin to take place only
once the relevant hearing procedures are developed.

Furthermore the Review Team noted that the satmfaexecution of the ECB’s
public participation activities required a fully eqational public relations function.
To this end the function had only been staffedrduthe course of 2008.

2.8 Board decision making

2.8.1 Methodologies

The ECB websitevww.ecb.org.ngrovides details of the process used in determinin
licence applications. However while the Review me@mained impressed with the
ECB staff's understanding of the tariff determionatprocess this was not reflected on
the website or in any of the publications that wavailable at the time of the review.
In the opinion of the Review Team the ECB and tiékeholders could benefit from a
readily available layman’s explanation of how th@aBl made its decisions on tariffs.

2.8.2 Voting

The Electricity Act provides for formal voting whenaking Board decisions. In
practice however, decisions tended to be made basesl consensual approach as
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opposed to the placing of individual votes. Thewes also no practice of capturing
any dissenting views that may exist amongst the Ipeesin the minutes of Board

meetings. Despite the possibility that making mgtpatterns and dissenting views
public could enhance transparency, it was acknaydédhat such practices were not
widespread even within the other regulatory insbtws that comprise the Peer
Learning Network.

2.8.3 Public Disclosure

The ECB undertook to publish its Board minutes altisions on its website,
www.ech.org.naHowever, it was established during the review thea most recent
minutes available on the website were those fortimge held in 2007. With respect
to other information, the website proved to beipalarly informative. This included
legislation, the licensing process, relevant ajpplon forms, approved tariffs,
technical standards and a host of other miscellsemcuments and studies. The
ECB also allows the viewing of licence applicatidnysthird parties on request though
what was termed as “sensitive commercial infornmétisvas removed in such
instances.

2.9 Ethics

The ECB Corporate Governance Handbook which contéi@ Code of Ethics for the
institution was being reviewed at the time of theiew. The existing code of ethics
allows ECB staff and Board members to accept spedsonal gifts from external

parties “where refusal might offend”. There wa®ly scope for the intended review
to provide further clarity in this regard. Withspect to staff that terminated their
employment with the ECB there is no “cooling offtopision to prevent their

recruitment by a regulated entity and ECB manageémvas of the opinion that such a
provision would have to be linked with appropriatenpensation for staff that could
be affected.
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3 Regulatory Substance in Namibia

3.1 Licensing

The Electricity Act requires that the following mties in the electricity industry
only be carried out by parties in possession afemte duly issued by the ECB:

(a) Generation
(b) Trading

(c) Transmission
(d) Supply

(e) Distribution
() Importation
(9) Export

The Electricity Act however provides exemptionp#oties whose installations have a
capacity that was less than 500kVA.

3.1.1 Licensing Process

The ECB licensing process is shown in Figure 4. ti#g time of lodging their
applications, potential licensees are also requeativertise their applications in the
local media to allow aggrieved parties, if any, l@amce to air their concerns.
Following a 30-day objection period, objectionaiify are reviewed by the ECB and a
determination on their reasonableness or othermigde. Unreasonable objections
are discarded and the reasonable ones subjecfadher scrutiny which could lead
to the holding of a public hearing on the mattéWhile it was agreed that the
regulator should not encourage frivolous or vexaiobjections, the basis on which
the reasonableness or not of objections to apmitatwas judged appeared to be
unclear.

Alongside the foregoing, the ECB also conduct®ws evaluation of the application
the broad criteria of which are as follows:

€)) Possible adverse effects on the environment andighes and operations
of others;

(b) Technical viability and competence;

(c) Adequacy of economic / financial resources to utadterthe activity;

(d)  Applicant’s ability to provide effective level oépvice to customers; and

(e) Public interest considerations.

The ECB then makes a recommendation to the Minmstethe licence application
based on the technical and financial evaluatiomiezhrout and taking into account
objections that may have been received includirgatlitcome of any public hearing
that may have been held on the particular apptinatiIn the event of ministerial
approval the ECB then proceeds to issue a licenngaming conditions that details
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the obligations and requirements of the licensé&xherwise the Minister directly
informs the applicant that they have been unsubdess

Figure 4: ECB Licence Evaluation Procedure

The Electricity Act also clearly outlines the crigefor the award, amendment or
cancellation (revocation) of licences.

3.1.2 Licence Duration

The Review Team observed that in areas where RalgiBlectricity Distributor
(RED) formation was pending, the ECB issued distidn licences of particularly
short duration e.g. one year. Such short licencatohns were unlikely to incentivise
capital spend programmes and could lead to inadequaintenance, refurbishment
and a general lack of new investment. The ECBeauted however that the short
durations were designed to pressurise the remaiutistgbutors to form REDs and
that in any case most of them had hitherto not begementing good maintenance
practices. It remains to be seen whether suchidnegulatory action is the most
efficient and effective manner in which to obtde tdesired result or whether this is
better dealt with through a more decisive policgnmuncement.
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3.1.3 New Generation

Given the generation capacity crunch being expeeénn Southern Africa, coupled
with the Namibia’s electricity import requirementle authorities are keen that new
in-country generation capacity be developed. Tikisevidenced by the ECB'’s
publication of easily accessible guidelines for lisensing of IPP projects and the
conclusion of theNamibia IPP and Investment Market Framew{Bk The Review
Team did however observe that there appeared ® laek of clarity on where the
responsibility for generation expansion planning la

The ECB has the authority to approve all Power Irase Agreements (PPAS) entered
into by electricity industry participants. The Rew Team was however concerned
that an Independent Power Producer (IPP) plantyetto be developed in Namibia.
It appeared that various factors had contributedht lack of IPP development,
including the securing the agreement of the ofetakn most cases NamPower).
There was no doubt that there would in future bA R&gotiations between would be
developers and would be off-takers. In order tointazn the credibility and
impartiality of the ECB, the Review Team was of tdmnion that the ECB should not
be a party to such negotiations. This did not haw@reclude the ECB from regular
briefings regarding the status of negotiations rideo that in the event of potential
“deal breakers” there was advance knowledge whatlidcbe used if necessary to
prepare an appropriate regulatory response thaedehe wider interests of the
electricity consuming and general public.

It was also revealed during the review, that a fpogtoposals received for the
development of IPP projects in Namibia were ungelit In an environment where
the authorities were keen to speedily bring on geweration, such proposals which
essentially did away with what could be a lengthgding process could be well

received. It however was the opinion of the ReviEaam that an International
Competitive Bidding (ICB) process had superior ptité for cost and technological

effectiveness and hence had a greater likelihoodnfore favourable tariff, quality

and reliability outcomes.

3.1.4 Electricity Trading

At the time of the review, NamPower was the onlyitgrin Namibia carrying out
electricity trading activities (import & export).While the 2007 Electricity Act
requires that the trading function be licensed s#ply this was yet to be done and
NamPower had been able to trade on account of theispns in its existing
Transmission and Supply Licence. The ECB wouldass trading licence only once
the formal market rules had been developed andpteteoy all concerned parties.
Meanwhile the Review Team found NamPower’s refdsaiully disclose all of its
contractual terms with international trading partnéo the ECB as unusual and
unacceptable especially as such lack of disclosoméd have a distortionary effect on
the determination of consumer tariffs in Namibial @m NamPower’s own revenue
requirement.

3.1.5 Third Party Access

The review revealed that the Electricity Act petsdt third party access to the
transmission network and hence allowed potentiadiogh for consumers (large
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consumers). In practice this provision had howenet been utilised with the
exception of the Scorpion Mine in the south of ¢hentry that sourced its electricity
from neighbouring South Africa. In an attempt t@ka consumers aware of this
provision in the legislation, the ECB has increasisdawareness activities was
encouraging potential IPPs to consider the podsilais they sought off-takers.

3.2 Electricity Tariffs and Pricing

Tariff structures and electricity price determioat by the ECB are guided by the
government’s policy which stated that electricayiffs in Namibia should:

Be based on sound economic principles
Be cost reflective as far as possible
Reflect long-run marginal costs of supply; and

Give existing and potential electricity industryri@pants a level playing
field. [4]

Consistent with the 2000 restructuring of the eleity industry in Namibia, tariffs
for generation transmission and distribution wertedmined separately.

3.2.1 Generation Tariffs

Generation tariffs in Namibia are determined usiag import parity pricing
methodology. This approach prices generationetctst of imported electricity, the
motivation for which is the fact that a significaptoportion of the country’s
electricity needs are met through imports from hbairing countries. This pricing
method however has the effect of allowing RuacapaeP Station accrue windfall
profits on its relative low cost hydro generatioiiccording to the ECB, these profits
could be used to subsidise the expensive operatiotie Van Eck and Paratus Power
Stations. However during emergency periods suclowagiver flow at Ruacana or
times when electricity imports are curtailed orited and the Van Eck and Paratus
power stations run more than intended, the imparity pricing regime is suspended
and actual generation costs taken into accounetivel price. Van Eck and Paratus
have significantly higher running costs exacerbabtedperiods of high global
commodity prices. When the emergency pricing regisnin force, under recoveries
can due to fluctuations in coal or diesel priced enese could be treated as allowable
costs in the ensuing tariff review period.

At the time of the review and following recommendas of a study that had been
commissioned earlier, the generation pricing medhmgly was under revision and it
was likely that a cost — plus / revenue requirenag@piroach would be adopted. It was
the view of the Review Team that a revenue requerérapproach with cost oversight
and scrutiny by the ECB would be better placed a@hieving more equitable
generation tariffs particularly when IPPs becamga# of the country’s generation
mix.
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3.2.2 Transmission and Distribution Tariffs

The Review Team found that the ECB used the widellied revenue requirement
or cost plus methodology to determine both transimisand distribution tariffs. In
its generic form, the approach is depicted in Fegbirand figures 6 and 7 show the
actual composition of the ECB revenue requirementrinsmission and distribution
respectively. In theory this pricing method allalver full cost recovery. However
this was yet to be achieved as cost reflectivefsamere being phased in. The
Review Team was informed that the government hisghta decision that bulk tariffs
would reach full cost recovery by 2010/11. Fonsmission, and following a 2005
review of the methodology, the ECB intended to cwd with the cost-plus approach
but move from the post-stamp method to a load-flome in its derivation of
transmission charges for generators. Such a magdileely to coincide with similar
changes in the pricing regime used by the SoutA&tocan Power Pool (SAPP).

The Revenue Requirement Approach

Revenue Operating and
Requirement - maintenance costs
+
Return on _ | depreciation + allowed
existing assets - profit (WACC x RAB)
Key
NNI — Net new investment
RAB — Regulatory asset base +
WACC — Weighted Average Cost of
Capital
Return on new _ depreciation + allowed
investment - profit (WACC x NNI)

Adapted from: Alexander lan, Fundamentals of rate-of-return regulation, WACC and Asset Evaluation, Frontiers of Managing
Reform and Reaulation of Infrastructure Utilities in Africa. Universitv of Cane Town Graduate School of Business. Auaust 2007

Figure 5: Revenue Requirement Determination

Figure 6: ECB Transmission Revenue Requirement Congnents
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Revenue Energy Purchases
Requirement

0&M

Customer Services
Cost

Overhead Costs

Assets : ¢ Replacement Cost A_sset
Debreciation Value / Expected Life

Assets : ROR ¢ ROR x Currert Cost Asset
Value

Cost of working
caoital

Bad Debts

Income from
other sources

Figure 7: ECB Distribution Revenue Requirement Compnents

3.2.3 Connection Charges

All transmission and distribution utilities in Nalbm® were required to promulgate
connection charge policies that are approved byEt®B. In order to streamline the
manner in which these charges would be arrivethatECB had provided guidance
on the features that were expected to be commothese policies across all
distributors. These were that:

The shallow connection charge approach should bptad

The insurance, operations and maintenance costieditated connection
assets should be included the standard tariff

There should be no additional charges in the eweihtpremature
replacement of connection assets

3.2.4 Efficiency Improvement and Cost Containment

As stated in the literature, the revenue requirémapthodology provides few
incentives to improve the efficiency of regulatetliies. In order to limit this
disincentive, it was observed that the ECB in #¢susny of operating expenditure
made comparisons with previous years while givingintenance expenditure a
generally favourable view. In addition, for thestdibution sector, non-technical
losses were capped at a stringent 1.25% of revesguerement or at the level of the
previous year which ever was less in order to iticese commercial performance.
Further, technical losses were capped at 10-15%nmdiypg on type of distributor and
its location. These measures are commendable hn&Ré¢view Team encouraged
even closer scrutiny of operating expenditure ameére possible the embedding of
further efficiency improvement incentives includitige lowering of the technical
losses cap for distributors in urban areas.

3.2.5 Asset Valuation

The Review Team was especially impressed with tlaanmar in which the ECB
determined asset values, a key component of thenuev requirement, for both
transmission and distribution. In both cases aurreplacement value, recalculated
every five years, as opposed to the historical,coss used in the determination.
Given the likelihood of significant new investmenisto Namibia’s electricity
industry on account of proposed generation projantsthe country’s electrification
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and refurbishment needs, the adopted method ot asdeation would limit the
impact of electricity tariff increases as new calpitas invested.

The tariffs are renewed on an annual basis andecoiesitly the regulatory asset base
(RAB) for transmission and distribution requireshaal updating and revaluing. The
use of a highly effective in-house software toble tNamibia Electricity Network
Assets Register (NENA), in the updating and revegjudf all distribution assets has
streamlined and aided this process in REDs and bghority distributors. In the
asset valuations for both transmission and disionby straight line depreciation is
employed.

Electrification assets provided through grants frdomors or the government are not
permitted to earn a rate of return. This is cdesiswith best practice.

3.2.6 Multiplicity of Retail Tariffs

The ECB approves the tariffs of thirty-two (32)tdisution companies with differing
tariff structures. The ECB has proposed the falhgatariff structure across all
distribution companies:

Basic charge

Energy charge

Capacity charge (small customers)
Demand charge (large customers)

The proposed structure would also limit the extntross subsidisation across and
within different customer groupings and the ReviBsam was in agreement with the
overall need for a uniform tariff structure. Thewew Team did however raise

concern with whether it was sustainable for the EG€Bontinue to review in excess

of thirty (30) tariffs annually. While the ECB cemded that this was necessary on
account of volatile fuel prices and increasing gaten prices as the reserve margin
in the region diminished, its sustainability renerquestionable.
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3.2.7 Local Authority Surcharges

The review found that local authorities in Namilware entitled to tax electricity
service provision through the application of a lamathority surcharge, the proceeds
of which are used to contribute to the overall idgequirements for local
government service provision. As this tax is ddsonary, it varies widely across the
country from less than 10¢/kWh (Namibia $) to ircess of 50¢/kWh (Namibia $).
This charge therefore clouds the profitability otheywise of local authority
distributors making it difficult to regulate thenffextively. The Review Team was
also concerned that these charges consumed annat@@mount of the ECB’s time
which would be better spent dealing with core miatte do with electricity service
provision. Also, the potential for the financiabgition of some local authorities to
collapse in the absence of the surcharge raisepas&bility of the ECB becoming
engulfed in municipal and regional politics, a reatif further concern by the Review
Team. The ECB was encouraged to seek more dimetrgment intervention in
resolving the matter as it lay more in the realmladal government policy and
financing as opposed to electricity regulation ger

3.3 Resource Planning and Technical Standards

3.3.1 Integrated Resource Plan

It was observed that there appeared to be no msaonsibility for the development
and updating of the National Integrated Resoure@ PNIRP) for Namibia. While

NamPower was in the process of developing a plamas not recognised by the ECB
as the NIRP and hence was referred to as merelgraPdwer System Expansion
Plan. Meanwhile, the Review Team was given ther@sgion that the ECB intended
to undertake the task of developing the NIRP itsé@lfiese two efforts run the risk of
duplication which clearly would not be optimal. oRr the Review Team’s

perspective, there was a need for government tzal clear responsibility for the
development the NIRP. The ECB did however contdrat Government should
remain responsible for the NIRP with both the EGEBI &lamPower assisting in its
development.

Little new generation capacity has been broughgtogam in southern Africa over the
past twenty years. During the same period demaondity had depleted excess
generation capacity leading to electricity supphors¢falls that have resulted in
loadshedding in all of the countries that neighlkdurNamibia. Given that
loadshedding presented a drag on economic actwitlythat the absence of adequate
generation capacity could be attributed to a failef planning or planning not
sending adequate signals to policy makers and torgsit was crucial that these
matters were addressed in a future NIRP. As a iméménum, the NIRP should be
based on a generation resource adequacy standrnmcluded measures such as the
loss of load expectation (LOLEYrom which the appropriate reserve margin for

! The North American Electric Reliability CorporatigNERC) defines LOLE as: “The expected
number of days in the year when the daily peak aehexceeds the available generating capacitys It i
obtained by calculating the probability of dailyagedemand exceeding the available capacity for each
day and adding these probabilities for all the dzythe year.”
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Namibia could be determined as well as an assessohatectricity imports versus
local generation including the reliability benefi$ interconnectors to neighbouring
countries. Such clear and transparent indicatongddvafford the regulator and policy
makers alike a credible tool with which to monitbe status of national electricity
supply security and provide timely signals for theed to develop new capacity (in
generation, transmission and interconnections) #umding constraints and power
shortfalls.

3.4 Technical Standards

In 2004 the ECB promulgated the Quality of SupptanBiard and the Quality of
Service Standard. These two standards were adaptadhe South African NRS048
and NRS047 standards respectively. The qualitgupfply standard specified the
range within which various technical parametersuihdie for the supply of
electricity in Namibia across various voltage categs and to varying consumer
groups in order that system quality and reliabiliere assured. The quality of
service standard on the other hand defined theicgervategories provided to
consumers by licensees and the minimum standatdhioalld be adhered to in their
provision. Collectively the two standards wereeredd to as the Quality of Supply
and Service Standards (QOSSS). The availabilitthete standards was aimed at
providing an objective means of conducting licenapplication evaluations,
monitoring the performance of licensees on an orgdasis and as a basis for
assessing of consumer complaints.

It was observed during the review that while theS3S standards for Namibia had
been in existence since 2004, they had yet to Ipdiegpfully in the electricity
industry. For the quality of supply standard, ttagild be on account of the fact that
some of the data acquisition requirements were eratbnerous and required
investments in instrumentation equipment and reieskills. In this regard the ECB
had outsourced the process of data collection fitmenthree REDs and the City of
Windhoek for the Quality of Supply Standard for eripd of two years from 2007
while NamPower had embarked on a similar processnally. This process would
lead to the existing electricity quality level bgirdentified prior to the ECB meting
on any sanctions or incentives on the industry.thi quality of consumer service
arena, the review revealed that while the standas yet to be fully implemented
there was great scope for a general improvemeiiénreporting, monitoring and
resolution of consumer complaints. The Review Teems however encouraged by
the fact that the ECB had recruited staff to revathpf its consumer outreach related
activities.

Some of the measures in the QOSS standards hadbeko included as key
performance indicators (KPIs) in the Financial af@chnical Performance
Management and Monitoring Framework for Namibiaahhihe ECB intended to use
as the means of ensuring that its ongoing regylaibjectives in the sector were met
in accordance with the National Energy Policy gadlsfficiency, security of supply,
investment (including growth) and sustainabilit the time of the review it was not
yet possible to gauge the impact of the monitofiaghework as insufficient data had
been collected from which trends could be deterthine
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3.5 Grid Code

The ECB had also initiated the process of devetppirGrid Code for the Namibian
electricity industry. The Grid Code would spectfye technical requirements for
connection to the electricity grid by third partiesch as IPPs and independent
distribution entities. While a draft document veasicluded as early as 2005, the Grid
Code was yet to be promulgated. It would appeatr tthis delay was attributable to
stakeholder consultations on the draft that wegpory coupled with the outstanding
aspects of the full implementation of the electyiandustry structure.

3.6 Pro — Poor Initiatives

3.6.1 Capital Subsidies

The central treasury of government disburses greamsially to the various electricity
distributors around the country for electrificatiparposes. These disbursements are
made in accordance with the Rural Electricity Dimttion Master Plan and linked to
the rural development initiatives identified in tNational Development Plan (NDP)
which included connection targets. The Review Teabserved that these
disbursements from the central treasury were homiegefficient to reach the targets
set out in the NDP. Separately, NamPower also igeov a subsidy for rural
electrification but the Review Team noted that $ubsidy was not recovered in any
of NamPower’s approved tariffs and as the ECB dtad&amPower absorbs any cost
mismatches within itself”. This brought into questthe long term sustainability of
this subsidy.

3.6.2 Low — Income Tatriffs

Surprisingly, the Review Team found that there wece tariffs that specifically
targeted the poor in Namibia. The ECB was howeweaiting the results of a study
that the Regional Electricity Regulatory Associatmf Southern Africa (RERA) was
undertaking on pro poor tariff schemes across e¢lgeon. Also, exisiting retail tariffs
are structured in such a manner that within RED&uwirareas subsidised rural areas
and in general industry subsidises residentialsatbarefore providing some relief
albeit limited and not necessarily targeted for lomome households.

The use of pre-paid metering was found to be widegpin Namibia although low

income households have not been specifically tadyet this regard and the prime
motive for the deployment of the technology appedrebe that of limiting debtor

days and enhancement of revenue collection.

3.7 Demand Side Management

A 2006 ECB study identified the following six dengaside management (DSM)
options for Namibia:

Launching of a DSM consumer awareness and eduazdiopaign

Introduction of time of use electricity tariffs
Distributing compact fluorescent light bulbs
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Replacement of electric water heaters with solaemnaeaters

Expanding ripple control systems that are ableetttrally disconnect electric
water heaters

Conducting energy audits in the commercial and stril sectors

Consequently in 2007 NamPower commenced the disiwito of compact fluorescent
light bulbs (CFLs) for free at a cost of N$14.2ioifl. It was expected that the impact
of this programme would be a reduction of peak demia the order of 20MW.
Whether this reduction had been achieved was ruttantiated during the review.
While the benefits of using CFLs were unquestioeapérticularly at a time of tight
reserve margins, the Review Team was concerned théhsustainability of the
programme especially as the costs were not beiogvesed through the tariff.
Further, the Review Team noted that given the ixgabigh unit cost of CFLs, it
would be crucial to remove any market barriers tbeir importation (or
manufacture), encourage centralised procurememittton economies of scale and
ensure that world class standards were adheredothaented Namibia from being
used as a dumping ground for sub-standard lightsbwhich could frustrate public
acceptance of the programme.

The ECB was also in the process of implementinge tinof — use tariffs and the
Review Team observed that the differential betwpeak and off — peak tariffs

required to be sufficiently large in order to en@ge the desired shift of load. The
Review Team also suggested that the proposed timle—use tariffs be piloted in

order that revenue neutrality was assured.

The review also found that there was some rippigrobcapability within the country
and its expansion had the potential of providingeffiective means of demand side
management for the country.

3.8 Renewable Energy

While the use of renewable energy technologiesagtisely being pursued within the
country for various purposes that included rurakctilfication, the review revealed
that there were no explicit targets for renewalviergy use. Also the ECB was not
keen to develop feed — in tariffs for renewablergneaechnologies as these were
viewed as not being economically efficient. A by or auction process was the
ECB’s preferred option for renewable energy.
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4 Regulatory Impact in Namibia

It was commendable that all of the stakeholdersttiteReview Team interacted with
welcomed the existence of the ECB and valued tihenéxo which it had made itself
accessible. The processes for determining pricgsséandards were seen as ever
more transparent and the overall regulatory enwiremt had created greater certainty
for investors and in the case of NamPower positigehtributed to its credit rating.

4.1 Access to Electricity

Urban access to electricity in Namibia at 79% com@afavourably with other
African countries and this was consistent with ¢bentry’s middle — income status.
However the country’s overall electrification ratas 33% as a result of the low rural
electrification rate of 12%. While it was likellgdt the current levels of access were
not a direct result of the ECB, there was no ddbat a strengthening of incentives
for rural electrification by the ECB and the attrao of new investments in
generation through a streamlined regulatory frantewwould be critical ingredients
in overcoming the sizeable challenge of accelegatimal electrification.

4.2 Quality of Supply and Reliability

Unfortunately the Review Team was unable to meeida spectrum of stakeholders
outside the realm of government and electricityliti#s. In this respect only
representatives from the Namibia Manufacturers gisséion (NMA) and one media
institution were met. While these stakeholdersengy no means representative, it
was notable that there was a general contentméntine existing level of quality and
reliability in electricity service provision. Iteuld appear that the fact that Namibia
had unlike its neighbours not experienced any vpdesd load shedding by the time
of the review reinforced this sentiment. As timited stakeholders interviewed were
all based in Windhoek, the Review Team was unabtietermine whether consumers
from all the regions of the country also held aiginview. The ECB did comment
however that a restructured electricity industryNiamibia would enable all parts of
the country enjoy the same level of reliability anpdlity as in Windhoek.

4.3 Competitive Pricing of Electricity

Real prices of electricity in Namibia at the gemiera and transmission level had
increased steadily since 2002 as shown in Figubel8w and were set to increase
further (red arrow) in order to attain governmeistated policy goal of cost reflective
tariffs by 2010/11. It was commendable that atttivee of the review, transmission
prices had already reached cost reflectivity.
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Figure 8: Generation and Transmission Tariff Trends(Source — ECB)

NamPower and some of the distributors did howevguethat at current levels the
tariffs were insufficient for the utilities to eathe required rate of return or even
cover the cost of depreciation. The persistencesunh a state of affairs could
potentially have a devastating effect on the ingudelaying necessary refurbishment
works and stifling requisite system expansion work§he ECB was however
confident that it did not expect utilities to ramech matters after cost reflectivity was
reached in 2010/11 and stated that in any caserusdsting provisions utilities
earned a rate of return based on their Weightedage=Cost of Capital (WACC) and
that depreciation was fully allowed in the tariffrurther, the ECB suggested that
failure to reach the expected rates of return cdnldon account of non — optimal
capital structures that some of the utilities hatplyed. In this regard, NamPower
had received a capital injection from the governimedrN$250million in fiscal year
2007.

At the retail level tariff increases were likelylie higher than depicted in Figure 8 on
account of the additional costs incurred in thepdypf electricity to retail consumers
and also the local authority surcharge.

In discussions with NMA officials, the Review Teamas informed that a study had
revealed that electricity prices in Namibia were t@p 70% higher than those
prevailing in South Africa. This was attributattethe higher costs of generation in
Namibia and the local authority surcharge, furtheplifying the need for this matter
to be resolved due to the equity and economicieffay issues that it raised. The fact
that the path to cost reflectivity in South Africéariffs was dissimilar to that of
Namibia could also partly explain the large diverge in prices between the two
countries in some cases.

4.4 Benchmarking

In an environment where there are a number of amutilities e.g. in Namibia’s
distribution sector, benchmarking provides a meanisicentivising efficiency. The
Review Team was informed that while the ECB intehd® embark on a
benchmarking exercise through the KPI data thatldvba collected by the Financial
and Technical Performance Management and Monitofragnework for Namibia,
progress had been hindered due to difficulties baioing good quality data and
delays in fully restructuring the electricity indrys
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4.5 Financial Viability of NamPower

4.5.1 Average Price

Over the period 2002 to 2007, NamPower's averagee pper unit increased in
nominal terms from 21.56N¢/kWh to 38.38N¢/kWh (TeaBl), an overall increase of
78%. Compared to the annual rate of inflationséeriff increases were sufficient to
shield the tariff from erosion and in fact in réafms the average tariff registered a
steady increase in all years apart from 2006.

2002 | 2003 | 2004 | 2005 | 2006 | 2007

Average Price Per
Unit (N$- 21.56 | 27.63 | 30.11 | 33.77 | 34.71 | 38.38
cents/kwWh)

Average Price Per
Unit (US$-cents/kWh)

Average Annual Price
Increase (%)

205 | 3.67 | 467 | 527 | 5.04 | 534

n/a 28.2 9.0 12.2 2.8 10.6

Average Annual

inflation (%) 11.4 7.1 4.2 2.3 5.1 6.7

Table 2: NamPower Average Price

Source:  NamPower Annual Reports;
Republic of Namibia, National Accounts 2000 — 200&ntral Bureau
of Statistics, National Planning Commission (2008).

4.5.2 Financial Performance

The financial performance of NamPower over theque8002 to 2007 was examined
based on ublished financial statemént3able 3 shows the performance indicators
considered and the results of a simple ratio amsalys

4.5.2.1Rate of Return

The annual rate-of-return on assets (ROR) thatawagputed for the 2002/07 period
ranged from 1.0% to 2.2%. These figures are lownbgrnational standards. While
the figures represent a composite view of NamPoweshould also be noted that
ECB bases it revenue requirement for transmissionaorate-of-return of 4.1%.
Further in the National Electricity Tariff Study @001 [5], a pre-tax real ROR of
9.2% was recommended.

4.5.2.2Debt / Equity Ratio

In deriving transmission and distribution tarifithe ECB assumes a debt-to-equity
ratio of 60:40. The results of the ratio analyisisTable 3 show that from 2004
onwards, NamPower had achieved this recommendeaedaelguity ratio.

2 NamPower provides both group and company finarstéements in its annual reports. For the
purposes of this analysis the company financialewsed.
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2002 2003 2004 2005 2006 2007
Units sold” 2,371,000 | 2,466,000 | 2,945,000 | 2,976,000 | 3,199,000 | 3,259,000
Average Price Per
Unit 21.56 27.63 30.11 33.77 34.71 38.38
Revenue 604,121 731,605 890,633 | 1,023,135 | 1,143,291 | 1,302,465
Gross Profit 107,680 116,493 84,994 81,103 206,242 249,166
Net Profit™ 151,545 89,556 66,082 145,141 153,719 151,463
Total Assets™ 5,793,791 | 6,285,670 | 6,439,098 | 6,569,227 | 9,319,763 | 9,972,597
Finance Costs™ n/a 80,862 71,850 117,550 116,059 109,475
Total Debt 1,999,602 | 2,520,151 | 2,527,257 | 2,567,122 | 3,662,091 | 3,919,453
Total Equity 3,794,189 | 3,765,519 | 3,911,841 | 4,002,105 | 5,657,673 | 6,053,143
ROR on assets n/a 1.5 1.0 2.2 1.9 1.6
Debt/Equity ratio 0.5 0.7 0.6 0.6 0.6 0.6
Interest Cover n/a 1.4 1.2 0.7 1.8 2.3

kWh ‘000, N$-cents/kWh, N$ ‘000
Table 3: NamPower Financial Performance

4.5.2.3Interest Cover

Over the period 2002 to 2007 NamPower’s pre-tagrest coverage ranged from 0.7x

to 2.3x.

In order to provide some comparison, &ath and Poor’s (S&P) interest

coverage ranges are shown in Table 4 for non USyiated utilities across its credit

ratings [6].
Credit Rating
AA ‘A ‘BBB’
Pre-tax 40-7.0 25-45 15-25
interest
coverage (x)

Table 4: Standard and Poor’s interest coverage rargfor integrated utilities [6]

NamPower’s interest coverage therefore fell outSi&®’s ratings range in 2004 and
2005. It should however be noted that the ranges=ngn Table 4 are for integrated
utilities that operate in countries with a high eéstment grade credit rating. Also
numerous ratios and other financial data are useéeiiving the actual credit rating of
a firm. Nonetheless interest cover would no ddaéa factor in NamPower’s future
access to funding.

4.6 Financial Viability of the Distribution Sector

The Review Team was unable to obtain the finansiatements of three existing
RED’s in order to conduct an assessment of thendiiah performance of the

distribution sector. However, in discussions with Review Team, both CENORED
and the representative from the City of Windhoett iimark that at current levels
tariffs were insufficient to cover depreciation alow for an adequate rate of return
on assets. While no evidence was presented toesudigis, it remains the likely

position given the fact that it ss generally agréet tariffs are below cost reflective
levels.
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5 Recommendations

5.1 System Adequacy

The biggest concern for Namibia remained the logmsahortages of electricity
supplies as a result of the reduced availabilityeletctricity imports, the absence of
IPP investments and increased economic activity eledtricity demand in the
country. The challenge brought about by theseofactequired that the ECB
reinforced its ongoing efforts in relation to tleidwing:

(a) Development in conjunction with government of aioradl electricity security
supply standard that uses loss of load expectdti@LE) as an objective
means of determining the reserve margin, importuireqents and the
opportune time for the expansion of generation,ngmission and
interconnection capacities;

(b) Clarification in conjunction with government of wieethe responsibility for
ensuring system adequacy lies;

(c) Development of a National Integrated Resource BBRP) for Namibia;

(d) The allocation of new build opportunities betweeanNPower and IPPs
including the timely issue of international comped bids for such
opportunities or the initiation of a “Swiss Challgri in the event of
unsolicited bids;

(e) Resolution of the potential conflict of interestathexists for IPPs when
NamPower is both a generator and an off taker. iodaroptions can be
considered for this the objective of which shouédtb ensure that purchasing
and dispatch decisions by the system operatorta&ér are impartial. These
include the separate licensing of the system opematsingle buyer function
and the strengthening of governance arrangementtheds relate to this
function through increased transparency and moirggsht ring — fencing.

() Conclusion and promulgation of the Grid Code ineorthat the technical
requirements and obligations for connection to tfaional grid and its
provision are clear to all parties.

5.2 Electricity Pricing and Tariffs

It was clear that electricity prices in Namibia Mhlave to rise in order that utilities
earn sufficient revenues that would enable an aateguate of return to be earned and
depreciation to be wholly covered. In the absesfadirect central treasury funding it
is these increases in tariffs which would enableessary refurbishments to take place
and the new investments in generation, transmisanchinterconnection capacity that
were required. The expected increase in tariffs ikaely to be a “painful” process
for the country and as such would demand the uttnassparency in determination
by the ECB. To aid such transparency there woeldhded for a renewed vigour in
explaining with absolute clarity the necessity floe expected increases in electricity
tariffs.
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While it was unquestionable that electricity tagifih Namibia required to rise on
account of real and core costs incurred in the ipraw of the service, the continued
application of the local authority surcharge wowldly go towards increasing the
“painfulness” of the path towards cost reflectivitinternational practice was for this
important sphere of government to be funded throotijler means such as property
rates and fiscal transfers from the central trgasiihe ECB did comment that it was
a realisation of the fact that the local authositycharge bloated retail tariffs that led
to it being capped in nominal terms and there wasyeexpectation that it would
eventually be removed and as a result provide inetedrelief to electricity
consumers.

It is also recommended that though the creatidREDs has to some extent led to the
consolidation and rationalisation of tariff struegs at the municipality / local

authority level, further work was required in thasea as an unsustainably high
number of differing tariff regimes continued to &xi Further harmonisation would

lead to improved efficiencies, through a streandinariff setting process, better
monitoring of utility performance and an enhancepacity in the targeting of

incentives and sanctions by the regulator acrasslalitors.

5.3 Electricity Trading

It was highly anomalous that NamPower limited thkéest of its disclosure to the
regulator with respect to international trading ttacts. Information lies at the heart
of any regulatory regime. Ordinarily a lack of Ifdisclosure would warrant the
imposition of severe sanctions including fines a&l tbeen evidenced in other
jurisdictions and industries across the world. TBEB should therefore take
immediate steps to include in NamPower’s tradirggrice a clause that clearly
stipulated the need for full disclosure of all tragl contracts entered into by the
utility.

Any concerns that could arise with respect to amrftiality clauses should be
handled through the institution of a rigorous cdafitiality system within the ECB

that included serious sanctions for any staff menthat breached its requirements.
In any case it was not odd for regulators to take account confidential clauses
when making regulatory decisions and in fact in Hiesence of full disclosure

decisions could be made that lead to the utilityraeting economic rent from

electricity consumers or conversely eroding somiésadwn value.

5.4 Increasing Access to Electricity and Affordabil ity

It was recommended that the ECB becomes more aictitiee promotion of rural
electrification through the setting of connecti@ngets in distribution licences, the
promotion of competitive bidding processes for r@lactrification capital subsidies
and the designing of a light handed regulatory &awrk for both rural and off-grid
electrification.

There also appeared to be scope to better targeinbme consumers and make
electricity use by this vulnerable group more aftdle. In this regard it was
recommended that a study be initiated to assesspoential viability of cross
subsidies for low-income consumers of electriciyythe other consumer classes and

30



how these could be applied. In the event that sucgtudy suggested that further
subsidies are were required over and above anys soBsidies, these should be
financed through fiscal transfers from the centrehsury or donor grants and in no
way be allowed to compromise the overall viabibfyNamibia’s electricity industry.

5.5 Clarity of Roles and Responsibilities

The existing provisions of the Electricity Act dibt clearly distinguish amongst
policy making, regulatory and operational functionfs a result responsibility in

some areas appeared to be clouded. In orderdaretjulator to have full regulatory
authority over the electricity industry, it was oeemended that ECB retain final
decision making powers over licensing and the pigation of rules and codes for
the industry. Also the ECB appeared to be caughinuthe restructuring of the

electricity industry. This was viewed ultimately a policy matter and while it was
expected that the industry regulator would giveoignion and advice, the process
should continue to be driven largely by the Minisif Mines and Energy.

5.6 Transparency and Participation

The transition to cost reflective tariffs preseatshallenge to the ECB. Throughout
this transition and in order to safeguard the ltergn sustainability of the institution,
it would be crucial that the ECB ensured that rteddility and legitimacy were
preserved. One means that could go some way iewacy this is ensuring that the
ECB subscribed to a very high level of transparanall of its activities. Increasing
public awareness that Board meetings are open éoptiblic and the regular
publishing in detail of the decisions made by theai8l were means through which
transparency at the ECB can be enhanced.

5.7 Documentation

The ECB is also encouraged to ensure that it alvdagsiments carefully the steps
taken and the information taken into account wheking its regulatory decisions.
Over time it is possible that some ECB decisionghinbe challenged in the courts of
law and such careful documentation will allow fdoetter presentation of its case.
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Appendix 1 - Overview of Namibia
1 Economy

Namibia, depicted in Figure Al, covers a total lamea of approximately 825.4km
[7] and is sparsely populated with a populatiorapproximately 2million [7]. The
country is classified as a lower middle incomed8yeloping country. The Namibian
economy is driven largely by the services sectoicwlaccounted for 58% of GDP
[9]. Industry forms the second largest sectoheféconomy having contributed 30%
of GDP in 2007 followed by the manufacturing andi@gdtural sectors whose
contributions were in the order of 11% over the sg®riod [9]. Overall GDP growth
of the economy has been relatively strong averadidgo over the period 1994 —
2007 [8], [10], [11]. Despite its classificatios a middle — income country, Namibia
exhibits significant disparities in its distributicof wealth and in one measure of
inequality, the Gini Index, the country has theheigt inequality in the world at
74.3% [12].

Figure Al: Map of Namibia
2 Energy Resource Endowments

There are no proven reserves of crude oil withirmNian territory. In 1974,
however, a 1.3tcf natural gas field was discoveoéidhore of Oranjemund on
Namibia’s west coast, the Kudu gas field. The Naam authorities have been keen
to exploit this resource with plans that include trevelopment of a gas-to-electricity
facility. Though significant preparatory, projgeackaging and licensing activities
have taken place since its discovery, the Kudufgdd remains unexploited. It is
also notable that portions of Namibia’s offshoreréhget to be explored raising the
future possibility of additional hydro-carbon basekrgy reserves for the country.
With regard to hydro-generation potential, thisaigely restricted to the north of the
country on the Cunene River that runs from Angaid along which the 254MW



Ruacana Power Station is built. Studies have shtvat the river does hold

additional potential and investigations have beamdacted on the development of a
generation facility at either Epupa Falls or at Ba/nes site, though it would appear
that the development of this potential will raisgngficant environmental and social

impact interest.

In some parts of the country, Namibia boasts of esdhe world’s highest solar
radiation figures of up to 3200kWh#fgear [13] and in coastal areas windspeeds of 6
to 8 m/s have been recorded at 10m above flat waidgace [13]. These two
renewable sources of energy remain largely untagpmeever which is in stark
contrast to the biomass that continues to be oxveleged especially by the rural poor
and which has led to evident woodland depletiosame areas.



Appendix 2 - Energy Policy and Institutional
Framework

The Government of Republic of Namibia’s policy netenergy sector is set out in the
White Paper on Energy Policy [4]. The policy i€lhored on the following goals:

Effective governance systems to provide stablecpplegislative and
regulatory frameworks for the energy sector;

Security of supply through an appropriate diversityeconomically
competitive and reliable sources, with emphasishendevelopment
of Namibian resources;

Social upliftment through households and commusitiaving access
to appropriate, affordable energy supplies;

Investment and growth through local and foreigedixnvestment;
Economic competitiveness and efficiency of the gneector

Sustainability in the use of the country’s natuesources for energy
production and consumption.

It is the first policy in Namibia’s history that specifically focussed on the energy
sector and this is perhaps on account of the faat Namibia only became an
independent state in 1990. It is therefore ngprssing that one of the policy goals of
the White Paper was to implement a “modern andgp@ate legal and regulatory
framework for the Electricity Act and associateduiations” [13]. Consequently the
Electricity Act, 2000 was enacted which was latepealed and replaced by the
Electricity Act, 2007. The Electricity Act estatiies the independent regulatory body
in Namibia, the Electricity Control Board (ECB), opiding for its powers and
functions, the requirements and conditions for iolotg licenses for the provision of
electricity and the powers and obligations of sliénsees.



Appendix 3 - The Namibian Electricity Industry

1 Structure

The 1998 White Paper on Energy Policy stated that“overall efficiency of the
industry is possibly below what is needed to effitly support economic and social
development in Namibia” on account of a “virtual mepoly in electricity generation
and transmission, and a fragmented electricityridigion industry...”. As a result,
the government set out to investigate options fstructuring of the Namibian
electricity industry. Following the conclusion ef study [14], the government
approved a model for the restructuring of the it she “single-buyer” (SB) model.
Figure A2 shows the proposed structure of the itmgus

Figure A2: Proposed Single — Buyer Model for Nami(8ADELEC, 2000)

The salient features of the model was the estabbsih of a single — buyer function
and the consolidation of the distribution sectotha industry, a function previously
carried out by a multiplicity of municipal distritars, through the creation of
Regional Electricity Distributors (REDS).

The proposed structure has however not yet bedy feblised and a partial
implementation of the recommendations has led ¢ostiucture shown in Figure A3
below.
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Figure A3: Existing Structure of Namibia Electnclhdustry

While the existing structure bears a close resemgkldo that proposed in the 2000
study key aspects of the model’s implementationaiaroutstanding. These include
the location of the single — buyer function, cuthgnetained de facto by NamPower,
and its roles, obligations and governance strugpamticularly as they relate to the
need to assure prospective Independent Power RaodiRP) investors of a “level
playing field” in the industry. In addition, whethIPPs should exclusively trade with
the single — buyer or have bilateral access td lacd international parties has been a
matter of debate. On the distribution front, thenfation of two REDs one covering
the area served by the Windhoek Municipality, Naméds largest customer,
remains outstanding. The proliferation of munitigathorities that are to be
augmented in the formation of the two outstandiigPR coupled with the fact that
they extract substantial rents from the provisibelectricity through what is referred
to as the local authority surcharge present additiaand sizeable challenges in
reaching the expected end state structure of thestry.

2 Installed Capacity

Total installed and interconnected generation dapat Namibia stands at 393MW

comprising the hydro-electric plant in the northtbé country on the border with

Angola, Ruacana (249MW), the Van Eck coal planivimdhoek (120MW) and the

Paratus diesel generator in Walvis Bay (24MW). atidition a 400kV transmission

interconnector to South Africa through which Narails connected to the Southern
African Power Pool (SAPP) grid has the capabilitgwpplying up to 600MW and a

recently completed radial feed in the north of ¢bentry from Zambia has a capacity
in the order of 200MW.



3 Supply / Demand Balance

Peak demand for electricity in Namibia exceedsaltedd capacity and the shortfall is
met by imports. Table Al shows installed capaeijainst peak demand over the
period 2002 to 2007.

Installed Peak
Year Capacity | Demand
(MW) (MW)
2002 393 348
2003 393 371
2004 393 389
2005 393 400
2006 393 408
2007 393 446

Table Al: Installed Capacity vs. Peak Demand

While Van Eck and Paratus Power stations comprisgigaificant 148MW of
Namibia’s installed capacity their contribution twational electricity needs is
marginal. This is shown in Table A2 where the lgthcombined contribution of
units sent into the national grid from these stegiover the period 2002 to 2007 was
2.7%.

Year | 2002 | 2003| 2004| 2005| 2006| 2007
GWh

Ruacana 1423 1419 1367 1656 1512 1,542
Van Eck 5 1 10 3 84 31
Paratus 1 1 2 1 10 3
Imports 942 | 1045| 1566 1,703 1,872| 2,045
Total 2371 | 2466| 2945| 3363| 3478| 3621
%
Imports 39.7 42.4 53.2 50.6 53.8 56.5

Table A2: Namibian generation and electric enenggarts into the grid

Higher running costs on account of the primary gnéor Van Eck and Paratus being
coal and diesel respectively coupled with operaiaiifficulties could explain why
the generation levels of these two plants wer@®o |

Table 2 is also a reflection of Namibia’'s high degence on electricity imports. In
spite of this dependency NamPower has continuedheet its electricity supply
obligations and Namibia is yet to witness the digant national load-shedding that
has become common place in some of its neighbowaugtries. It would appear
that the continued availability of sufficient elecity supplies in Namibia is on
account of access to the regional electricity ma(8&PP) coupled with aggressive
bi-lateral bargaining. This may well change if rewnt load growth projections are
realized which see maximum demand reaching 500MV20a#}0. Understandably,
the country’s lack of self sufficiency in electticisupplies is viewed in a very serious
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light and hence “security of supply...... through thevelepment of Namibian
resources...” is a stated policy aim of governmertheenergy White Paper.

4 Prospective Projects

On account of the policy of security of supply ahd projections of rising demand,
the Namibian authorities are pursuing various o®ido increase the country’s
generation capacity. The options include a 50MWrage of the existing diesel fired
facility at Paratus in Walvis Bay, the 340MW Epupad Baynes Hydro Power
Project in the north of the country on the CuneneeRand the 800MW Kudu Gas-to-
Power Project which though delayed is perhaps atntlost advanced preparatory
stage. Preliminary work has also been conductetti@ifeasibility of an 800MW coal
fired plant to serve the Uranium mines on the wesist of the country.

5 Electricity Imports

Following the end of an earlier agreement, NamPawe&006 concluded a 10-year
Bilateral Energy Trading Agreement with South Admc electric utility Eskom.
Incidentally Namibia and South Africa have traded dlectricity since the first
interconnector between the two countries was cosioned in 1982. Additionally,
in 2007 a US$40million financing agreement with @ ésoldings of Zimbabwe was
signed for the part refurbishment of that countiyigange Power Station which loan
is to be redeemed partly through the provisionptai150MW from the refurbished
station over a period of 5 years.

6 Renewable Energy

The government sees the widespread use of dedgsedradolar photo-voltaic (PV)
systems for basic electric service provision t@alkinouseholds, community facilities
and businesses as having great potential for saghftment. The use of this
technology is also targeted at remotely locatedcwhmunication, water pumping
and desalination facilities and could result in areneconomically efficient rural
electrification programme when compared to grideasions especially over long
distances and into sparsely populated areas.

For the longer term, wind-turbines and large-saafar power plants (and hydro-
power seen as a renewable source) are considetbd White Paper in meeting the
goals of sustainability and security of supply. this regard a project is already
underway in the coastal towns of Luderitz, Oranjathiand Walvis Bay for the
installation of 102 turbines that will provide 92Mu¥ electricity [15].
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Appendix 4: ECB Comments to Preliminary Findings

Legislative framework

. Clarity of role & functions
- Law is generally clear
- but different view could be taken on the appropriateness of assigning final approval to Minister for licensing and rule making
ECB Comment
Agree but following should be noted
a) Traditionally Ministry was responsible for regulation. Decided to maintain status quo since it is working well.
b) Need for Ministry’s political backing through the Minister's signature.
c) Need political assistance to break the monopoly of NamPower,
d) The first Electricity Act of 2000 was developed with Norwegian aid and consultant. In Norway the regulator is housed within Government.
e) With the new Electricity Act of 2007, there was so much political controversy regarding REDs clauses that it would have been difficult to
incorporate extended independence clauses.
f) The aim is to increase independence when restructuring is completed and reasonable competition established.
g) Rules and Guidelines are issued by the ECB without Ministerial approval which is only required for Regulations and Codes.
- In Windhoek tariff dispute, Ministry's dispute resolution role was positive, but outside legal framework and opens up the regulatory process to
potential political risk
ECB Comment
City of Windhoek appealed to the Minister against an ECB decision, could not stop them for transparency purposes. This was the valid dispute
resolution procedure under the Electricity Act of 2000, dispute resolution procedure changed in the Electricity Act of 2007. Also an ambiguity in
the Act of 2000 (LAs could possibly distribute electricity under the LA Act without a licence under the Electricity Act) was used as one of the main
arguments by CoW. This has subsequently been removed in the Act of 2007. The CoW appealed ECB’s decision to the Minister as was
provided for in the previous Act.
- Sector restructuring is not usually role of regulator yet ECB asked to facilitate formation of REDs — puts ECB in difficult position. Ministry should
play stronger role
ECB Comment
The ECB was asked to facilitate and it accepted considering lack of capacity in the Ministry to carry out the task. The project remained the
responsibility of the Ministry while outsourced to the ECB. Its importance in terms of ensuring efficiency and effectiveness in the Namibian ESI
could not warranty further postponement for the Ministry to build capacity.
. Requisite powers
- Yes for tariffs & technical standards but no for issuing, amendment and cancellation of licences and approval of rules and codes which are the
responsibility of Minister
ECB comment
ECB can issue its own legal rules and codes, with the Ministers approval for gazetting, within the new Act.
. Completeness and clarity in rules?
- Well developed for licensing and tariffs. Further development still needed for system adequacy, continuity of supply, technical standards, IPPs
and market framework (e.g. single-buyer?)
ECB Comment
At development and implementation stage for standards and other instruments above. Will ensure clarity once process is finalised.
Awaiting funds from Government to develop an NIRP. IPP and Market Framework will be finalised by June 2009.
[further comments later when we deal with regulatory substance]

www.gsb.uct.ac.za/m

Independence of commissioners

« Appointment & terms of Regulator Members

— Clarity in appointment term (4 yrs renewable) and required expertise (electricity,
law, economics, environment) but absence of transparent nomination process

ECB Comment
Yes, current nomination process is a concern

— Legal criteria (sect 6.2.b) for removal unusually broad and potentially open for
abuse (but noted that none have been removed during their term)

ECB Comment
Yes, it can be abused.
— No legal provision for staggering of appointment terms, but practised informally

— Are Board fees & allowances adequate? Is there a strong enough incentive to
serve?

ECB comment

Confirm Board fees and allowances are too low, not enough incentives to serve.
All other comments also valid, will incorporate into the next amendment of the
Act.
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Financial & administrative independence

*  Agency prepares own budget and required levy

— Transparent pass through of levy to end consumers
*  Budget subject to ministerial approval (not unusual)

— But what happens if not approved?

ECB Comment

Approval not legal requirement in the new Act hence if not approved, ECB’s budget & activities won't be
affected.

The approval is in regulations and not Act. The approval process is continuing for transparency reasons
only - clause might need revision.

»  History of securing adequate funding, surpluses can be retained

»  Although law provides for a range of funding mechanisms for regulator, currently depend mostly on levy
funds. Could be merit in diversifying funding sources

» Potential conflict of interest if regulator can retain penalty income

* Board appoints CEO (but subject to informal political approval), determines structure, other appointments
and staff remuneration

ECB comment

Consider removal of item in bracket above

Board may engage external consultants

Appearance that staff competitively compensated and trained?
Relatively low staff turnover but key people have been lost

HR policy makes generous provision for training: but scheduling and targeting provisions could be more
rigorously applied
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Accountability

» Agency reports via Minister to parliament but has not appeared
before committees

ECB Comment

Appearance is normally when there are issues to be discussed and
resolved e.g. with the electricity bill of 2007 ECB presented several
times especially on controversial REDs clauses. The ECB however
has made several other presentations to cabinet.

« Regular informal contact with Minister and PS
ECB comment

There are regular scheduled meetings some Chaired by the Minister
and others by the PS. These include ESI Steering Committee
meetings and National Energy Council meetings.

» Finances audited by private auditor on behalf of AG

* No history of regulatory impact assessments, management /
performance audits
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Accountability (2)

» Appellate Review
— Agency drafting objection procedures (de novo
review?)
— Failing which parties can appeal via ordinary court
system

— Courts will not make alternative determination on
substantive issues (e.qg. tariffs) but may require
regulator to revisit decision.

ECB comment:
Please explain this in more detail, meaning not clear.
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Transparency & participation

« Notices of meetings and regulatory proceedings published on notice board and
website?

« Public free to attend meetings but participation subject to prior request (poor
attendance experience — most stakeholders unaware)

ECB Comment

Awareness is there but interest might be low. Usually attendance is by parties with
issues of interest.

« A number of industry stakeholders welcome interactions with and accessibility to
ECB

« Law requires that public hearings held on objection to licence applications,
expropriation (but could also be held on other issues — no history though of public
hearings on tariffs)

ECB Comment

Will develop hearing procedures first, thereafter will work on hearings e.g on tariff
as a start.

However the ECB determines whether a hearing is required or not.

« Board minutes and decisions previously published on website (but not since
2006). More important would be publication of regulatory decisions
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Transparency & participation (2)

Methodologies for decision making published

— Clear for licence applications

— Methodology for tariffs clearly explained to review team but layman’s summary
not on website

» Mostly consensual Board decision making — Act provides for formal voting
(reflection of dissenting views in minutes?)
ECB comment:
Consensus style was adopted by the Board.

» Licence applications can be viewed by request (subject to omission of
sensitive commercial information)

» Ethics?

— Does the Corporate Governance handbook have any prohibitions on
acceptance of gifts, gratuities, cooling off period, etc.

ECB comments

Corporate Governance handbook, being revised, Code of Ethics allows only
small personal gifts where refusal might offend. No cooling off period, but any
prohibitions should be linked to appropriate compensation
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« Control of market access through  licensing
« Determination of electricity  prices
« Development & monitoring of  technical standards
— System adequacy
— Continuity of supply
— Quality of supply
— Customer service quality
Also
« Pro-poor considerations
ECB comments:
Instead of implementing blanket pro-poor mechanisms as in the region; ECB

opted to conduct a study that would recommend targeted pro-poor
considerations.

« Environmental consideration
— Energy efficiency
— Renewable energy
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Market access & licensing

» Legal framework for licences
— Law is clear on who needs a licence, application procedure (e.g. process and
form available on website), criteria for award and amendment and revocation
procedures

« Power sector planning & generation licences

— Lack of clarity on who is responsible for generation expansion planning and the allocation of
new build opportunities between incumbent utility & IPPs
ECB Comment
Utility responsible for own generation expansion planning (in absence of national plan), and
Ministry & ECB responsible for NIRP. Still at development stage.

— Little history of competitive bidding processes

mostly unsolicited proposals with licences subject to technical & financial assessment by ECB

ECB Comment
1st preference was given to investors who had shown the initiative. Will consider bidding
process if there is additional capacity required after this first round.

* No formal policy coordination between licensing, si ting and EIA (but
licences are conditional on latter being approved)
ECB comments
EIA responsibility of investor, approval by the Ministry of Environment and Tourism SMET). ECB gives
investor all the requirements of MET and requires EIA approval before project development.
Siting is sorted out before issue of any licence, which is always issued for a specific geographic area.

NOTE: all licenses have conditions, special conditional generation licenses were issued to promote &
facilitate investment in generation.
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Indicators for market access & licensing

»  Transmission licences
— Nampower responsible for grid planning (not clear how much regulatory oversight and what economic &
reliability criteria are used for new transmission projects)
ECB Comment
Grid Code being finalised. Will address this.
» Distribution and retail licences
— Some local authorities have very short licence durations because of pending formation of REDs — may lead
to inadequate maintenance, refurbishment and new investment
ECB comment

All distributors except REDs have short licence durations to pressurise them to form REDs. Most of them have in
any case for decades not been implementing good maintenance practices (only exceptions Windhoek,
Walvis Bay & Swakopmund).

However maintenance budgets are monitored through ORMs.
«  Electricity trading licences

— Nampower only entity currently trading (imports & exports). Has its trading function actually been licensed?
Do licence conditions require full disclosure of cross-border contracts. Unacceptable that Nampower has not
disclosed full contracts to ECB.

ECB Comments
Nampower’s trading function licensed through a transmission supply licence.

New act has trading license, which will be issued when formal market rules developed, accepted by all
especially NamPower and implemented.

— No de facto customer choice (Scorpion exception) but is allowed in law with 3 party access to transmission
ECB comment

Customer choice is their, customers just need to be made aware of it. ECB has been alerting new potential
generators about this.
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Prices & tariffs

* World class economic regulatory methodology used for Transmission
and Distribution

— cost plus Rate of Return based on standard revenue requirement
calculation i.e. WACC on asset base + depreciation + OPEX

— Allows full cost recovery in theory but not yet achieved

* However, rate of return methodology provides few incentives for
efficiency improvements. ECB could include more efficiency incentives
in their assessment of OPEX costs

e Annual price reviews are onerous

* Once cost-reflectivity has been achieved, ECB could move to multi-year
price determinations

« Generation based on Import Parity Prices
— understandable because of large dependency on imports
— in normal supply situation results in windfall Nampower profits on Ruacana
ECB comment:
Windfall profit subsidise other loss-making units (previously distribution, now Van Eck & Paratus)

— in emergencies exposed to higher Van Eck and Paratus running costs (is there claw back of fuel costs in next
annual price review?)

ECB Comment:
Underrecovery is included in the following review period. Overrecovery not applicable until tariffs cost-reflective.
New generation methodology (cost plus) already agreed and real data modelling ongoing.
— methodology may need to be revised when IPPs come
Board decision made that IPP tariffs will also be cost-plus.
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Prices & tariffs (2)

« Excellent system for valuing assets: current replacement values for Tx &
Dx (recalculated every 5 years).

— Better than using historical values as it allows smoothing of price increases
as new investments are added.

- lk\)lENA software excellent tool which helps distributors account for their asset
ase

— Useful when initial asset valuation is undertaken by impartial, professional
body

— Electrification assets from donor or government grants do not earn rate of
return: consistent with best practice

« Also good practice to use target capital structure (60:40)

« Methods for calculating real rate of return are sound: weighted average
cost of capital (WACC) with Capital Asset Pricing Model used for cost of
equity

« Straight line depreciation of current replacement values

¢ O & M based mainly on budgets and comparisons with previous years
(favourable treatment of maintenance budgets)
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Prices & tariffs (3)

* ECB in principle approves all PPAs (but no IPPs yet)
— But main problem is securing an off-taker!

— Regulator should not be party to IPP or PPA negotiations but should establish
IPP/PPA framework and evaluate outcomes (but there should be regular briefings to
regulator so no surprises)

* Postage stamp transmission pricing but moving to loadflow nodal pricing
— harmonisation with new SAPP rules?

e Move towards more consistent shallow connections charges welcomed

e Multiple retail tariffs
— huge challenge in transition to more efficient, cost-reflective and consistent structure
— Current approval of SO MANY Dx tariffs unsustainable

e Losses
— Stringent targets for non-technical losses (1.25%) — are these actually achieved?
ECB Comment

Yes, it is achievable. The current total losses for one of the REDs, Erongo RED, stand at
11%.

— Technical loss target is 10 — 12% - could be lower for urban centres

* Surcharges are a big problem in distribution industry. They obscure true level of
profitability — or lack of. Consumes an inordinate amount of time and resources when
attention should be on core electricity issues.
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Technical standards

e System adequacy
—  No national security standard
—  The regulator, with government, should set desired reserve margin, maximum level of imports and loss-of-load expectation

*  Generation resource adequacy
—  Nampower undertaking integrated resource plan (IRP)
ECB comment
NP used to call it its internal IRP, but has now realized their mistake and calls it their system expansion plan.
—  ECB also plans to undertake a national IRP
- Government should make clear who has responsibility for national plan and who has responsibility for ensuring adequate
generation investments
ECB comment
Government is responsible for the NIRP. ECB and NP assisting in its development.

*  Continuity of supply
—  Some indicators (Reserve margin, plant availability, network availability, e.g. SAIFI/SAIDI in Technical Performance Management
and Monitoring Framework)
—  Butare these being applied?
ECB comment
Implementation in progress.

e Quality of supply

—  Currently using modified SABS NRS048 — but may be too exacting? And is data reporting and analysis adequate?

ECB comment

At implementation phase. Reporting systems and preliminary data being analysed. Results to determine the necessary adjustments
e Quality of customer service and customer complaints

—  Standards in place

—  Reporting, monitoring and enforcement could be improved (stats not readily available)

ECB comment

Still at implementation phase. Results to determine the necessary adjustments

Is complaints / resolution mechanism easily accessible and effective?

ECB Comment

Part of the standards implementation.
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Pro-poor considerations

« Capital subsidies
— Annual government grants to distributors

— Targeted according to electrification master plan and linked to other development
infrastructure

— Insufficient funds to reach NDP targets

— |s Nampower subsidy covered in the tariff?

ECB comment

NamPower absorbs any cost mismatches within itself.
e Low-income tariffs

— No special pro-poor tariffs but look forward to RERA study
e Cross subsidies

— Within REDs urban areas subsidise rural areas, also industry subsidises
residential.

e Service options
— Pre-payment meters (main driver is revenue collection)
« Distribution company obligations
— Connection targets? And according to Master Plan?
ECB comment
NDP targets in all licence conditions
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Environmental considerations

« DSM & energy efficiency
— Moving to time-of-use tariffs for large customers
«  Will peak tariffs be high enough to encourage shifts in demand
ECB comment
Yes, when one looks at cost of peaking plants & possible despatch by NamPower
 Pilot new tariffs to test whether revenue neutral
— Ripple control good idea and can/should be expanded
— Free CFLs by Nampower
 costs not recovered in tariffs
 sustainability of programme
— Removal of market barriers
— Standards and information
— Bulk buying to drive down costs

* No renewable energy targets

* Renewable energy subsidies?
— Should ECB develop feed-in tariffs?
ECB comment

Feed-in tariffs not economically efficient, bidding/auction preferred to get best
value for money
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* Main areas which concern electricity consumers:
— access to the grid
— reliable, quality supply & service
— competitively priced “affordable” electricity

» Enabling utilities to provide the above through being
— efficient
— financially viable
— adequate and timely investments
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Customers: access, reliability and prices

» Levels of access in Namibia (79% urban, 12%
rural) compare favourably with other African
countries — however challenge of accelerating
electrification programme remains

» Stakeholders (in Windhoek) happy with reliability
& quality of supply (elsewhere?)

ECB comment

Reason for restructuring to improve above
nationally.

* Prices in Namibia generally higher than South
Africa (up to 70% higher), in part because of
higher generation costs but also because of
local government surcharges.

And because of inflation + increases since 2002

www.gsb.uct.ac.za/mir

XVi



Utilities: efficiency, financial viability, new inv estment

* Have not yet benchmarked Namibian utilities in terms of efficiency (will comment
later)
ECB comment
In implementation. Namibian utilities are being benchmarked against identified KPIs
as per the performance framework report. However, data quality and delayed
restructuring is still delaying full implementation of this project.

e Prices not yet cost-reflective. Both Nampower and some distributors argue that tariffs
not high enough to earn required rate of return or to cover depreciation.

ECB comment
Targeted for 2010 in accordance with GRN policy. Utilities cost-recovery plan has
been accelerated in line with cabinet resolution and Tx tariffs are cost reflective while
Gx and Dx tariffs are expected to achieve cost recovery within 2 yrs.

» Consequences of low rates of return (3% for Nampower!) and profitability could be
serious in terms of delaying necessary refurbishment & system expansion

ECB comment

Will be something of the past after 2010. Namibian utilities earn returns based on
their WACC and full depreciation is allowable to support refurbishment. The reason
for too low returns might be due to non-optimal capital structures that the are
currently employing. NamPower has received Government funding especially for new
investments.

Stakeholders welcome ECB's existence and accessibility:
processes for determining prices and standards are more transparent and
greater certainty is created for investors (Nampower credit rating enhanced)

Recommendations

1. System adequacy
The biggest concern is looming shortages in electricity as a result of reduced
availability of imports and absence of IPP investments. The regulator could
be more pro-active in:

— Working with government to develop national electricity security standard
(reserve margin, loss of load expectancy)

— Clarify who has responsibility for ensuring system adequacy
— Developing a national power expansion plan
— Allocating new build opportunities to Nampower or IPPs

— Initiating timely international competitive bids for IPPs or establishing Swiss
Challenge system for unsolicited bids

— Issue of independence of off-taker needs to be tackled. Potential conflict of
interest when Nampower is both a generator and off-taker for IPPs. Various
options can be considered for ensuring impartial purchasing and dispatch
decisions by off-taker / system operator including separate licensing of system
operator / “single-buyer” function and perhaps also different governance
arrangements

ECB comment

All above are being addressed. NIRP discussions are ongoing. IPP and investment
market framework has been developed. Preliminary licenses have been issued
for potential IPPs. New Act gave ECB responsibility for security of supply.

Grid Code to govern system operations of the ESI.
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Recommendations

2. Managing the move to cost-reflective pricing

— Prices need to rise so that utilities earn their required revenue to ensure an
adequate rate of return so that necessary refurbishment and new investment is
undertaken

— There will also be strong upward pressure on generation prices. ECB will need to
explain more clearly to all stakeholders exactly how it determines prices and the
necessity of cost reflectivity

ECB comment
The recommendation has been noted.

— Surcharge could be removed if international best practice with regard to local
government financing is adopted such as property rates and fiscal transfers.
Space could be created to raise electricity prices without big impacts for
consumers

ECB comment

It is for the above reason that ECB capped surcharges after restructuring and
hopefully with targeted subsidies, surcharges will eventually be removed from the
tariff and give immediate relieve to consumers.

— Consolidation & rationalisation of local authority tariffs essential to achieve
improved efficiencies

ECB comment
Through REDs, the above has been achieved to great extent.
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Recommendations

3. Electricity trading

— The license for Nampower’s energy trading
activities should clearly stipulate that full disclosure
of trading contracts should be made to the regulator

— Confidential clauses can be handled through clear
identification and a rigorous system within ECB
which manages confidentiality and has serious
sanctions for staff who breach its requirements

ECB comment

Detailed licensing procedures & processes document will be
completed in March 2009.
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Recommendations

4. Access & affordability

The regulator could play a more pro-active role in;
— promoting rural electrification
« Setting connection targets in distribution licences
» Promoting competitive bidding for capital subsidies
« Light handed regulatory framework for rural & off-grid electrification

— making electricity more affordable for low-income
consumers

« Study could be initiated to assess potential for affordability of cross-
subsidies for low-income consumers

ECB comment
Donor funding has been secured to study pro-poor considerations.

« If further pro-poor subsidies are required, these should come from
government or donor grants and should not compromise financial
viability of sector

ECB comment
Fully agree with the above recommendation.
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Recommendations

5. Clarity of roles & responsibilities
- There should be a clear separation of policy, regulation and operation.

- The regulator should have final decision making powers over functions such
as licensing and rules and codes

ECB comment
Dealt with previously.

- Industry restructuring (such as the creation of the REDs) is a policy issue and
not a core regulatory function.

ECB comment
Dealt with previously.
6. Transparency & participation

. Transparency will be improved if the ECB regularly publishes (for example, on
its website) regulatory decisions

7. Regulators would be in a much stronger position (especially when facing
challenges or appeals) if they document carefully the steps and data
used in reaching core regulatory decisions
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