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Lesotho Electricity Company (Pty) Ltd YOUR REF
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The Chief Executive
Lesotho Electricity Authority

Private Bag A315
MASERU 100 [ = 19 FEB 2508 .
Dear Sir,

RE: SUBMISSION OF TARIFF PROPOSAL FOR FINANCIAL YEAR 2008/09

The conditions of license as issued to LEC by LEA stipulate that LEC will lodge a
tariff application for the financial year ahead. in compliance with this condition,
please find herewith LEC tariff proposal for the Financial Year 2008/09.

We have tried different scenarios in an endeavour to observe issues of
affordability as you may learn from the appendices.

We request LEA to approve the proposed tariff for 2008/09.

Yours faithfully,

/4
F.M. Hloaele

Managing Director

Cc:  Mr. K. Tau- Chairman — LEC Board

Board of Directors: Non-Executive Members: Mr. K. Tau (Chairman), Mr M.E. Macaskill (Deputy Chairman],
Mrs. M Makuta, Mr. 5. Tohlang, Mr. P Moiapo, Mr. M. Makhooane
Executive Member: Managing Director

Company Secretary: Mr. M. D. Maqutu
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LEC Tariff Application for 2008/09

1.0 INTRODUCTION

In accordance with the Act, LEC is required, at the end of each financial year, to lodge a
tariff application with LEA for the following financial year,

This application covers the revenue requirements for 2008/09. This is the second

application since the inception of the regulatory authority, LEA. The first application
was submitted in 2006, for the period 2006/07.

2.0 BACKGROUND

2.1

22

23

2.4

25

In 2006 LEC applied for a tariff increase of 6% across the board. The increase,
which was meant to be a nominal adjustment to cover for the 6% inflation
increase in 2006/07, was not granted by LEA, implying a real reduction of 6% in
the price of electricity for 2007/08. In addition, the LEA levy, customer levy and
electrification levy, amounting to M12 million, were deducted from LEC sales.

The power shortage that had been predicted to oceur in 2007 is now a reality. In
some countries in the region load shedding is taking place on a regular basis.
LEC had occasion to shed some load in October 2007 and this will most likely be

sustained in the coming financial year, In the winter season, we rely on ESKOM
to supply about 25% of our capacity.

To address the power shortage, ESKOM will be embarking on a very ambitious
program to build new generation capacity. ESKOM proposes to fund this
development from both equity and debt and, for the former, a tariff increase of

14.2% on the bulk supply is on the cards. The bulk supply costs are a pass
through cost for LEC.

As there are no prospects, in the short to medium term, of development of new
local power generation capacity, LEC will increasingly depend on the imports
from ESKOM to supply future load growth (organic and new connections). It is
therefore reasonable to expect that load shedding will take place since the same
ESKOM is currently implementing load shedding. In addition, LEC will need to

take measures to implement demand side management to help alleviate the power
deficit situation. -

The textile industry is experiencing some serious challenges as output is
threatened by global competition. The possibility of a recession in the United
States of America will lower consumption, further reducing output and raising

input costs for the textile industry. We observed this trend towards the end of
2007.
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3.0
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All these developments are set to slow down the current rate of growth and, as
such, we estimate that energy sales will decline by 10 % as a result of regional
intervention to cope with the power shortage. Suffice to say that a reduction of
activity in the textile sector will pose a serious challenge for LEC as this sector

directly contributes more than 50% of LEC revenue, not taking into account the
systemic risk.

CHALLENGES

LEC continues to experience phenomenal growth as more and more people
require to be connected. The target is to attain 35% access to electricity in 2015
and, to this end the Minister of Natural Resources has set a target of “at least one
connection per constituency per day”. This target is shared together with other
implementing agencies i.¢. REU in DOE, The program requires resources to fund

it. To date LEC has been investing its profits into electrification and will continue
to do so.

Raising debt is unfortunately not the best option to fund electrification because of
the low return from these projects. This leaves other forms of funding i.e. equity,
GOL funds and donor as the only ones feasible. LEC would need to increase its
profits by increasing both its tariff and operational efficiency to increase its
equity. It is pleasing to note that there have been some productivity gains on the
rate of connection and the customers to employee ratio is currently at 108, higher
than most utilities in the region. (Appendix 1 shows some of the measures we
are undertaking to improve on efficiency.)

A new connection policy, allowing for deferred settlement of connection fees over
a two year period, has enabled LEC to achieve a connection rate of more than a
thousand customers per month. The connection policy is set to be reviewed by
reducing the down payment to M50 from the current M500 as a directive from the
ministry. This will obviously impose an additional financing burden for LEC,
if GoL does not avail funds. (dppendix 2 shows the required level of funding
and its impact on our cash flow Dosition.)

The current growth being experienced by LEC on the comnection front requires
the backbone network to be reinforced. Quite a number of substations at the sub-
transmission level have no firm capacity and this situation needs redressing.

The existing network comprises some very old and antiquated equipment that
needs to be replaced. This program will enhance operational efficiency, reduce
incidence of faults and emable LEC to comply with regulatory quality
requirements. Because of the unviable tariffs that were previously charged, it was
not possible to accumulate funds to allow for the replacement of such equipment.
(Appendix 3 shows the investment program related to this item.)



3.6

3.7
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LEC will require procuring some strategic inventories i.e. power and distribution
transformers, 132kV circuit breakers and other strategic spares. This will greatly
assist in reducing the severity of faults and improve on security of supply.
{(Appendix 3 shows the investment program related to this item.)

The NERSA approved 14.2%, has not reached finality as ESKOM has not
pronounced its position on the level approved and negotiations are undervway. The
outcome of the negotiations could swing either way, including a possibility that
the ultimate increase may be greater than the 14,2% approved to date. The impact
of this tariff increase is such that our bulk supply tariff increases to 16¢/kWh from
14c/kWh. Also of importance is to note that, in. view of the fact that we have
exhausted internal generation capacity, future marginal costs for power will be
determined by ESKOM, unless we develop our own cheaper source.

Following the recent developments with regional supply shortage, Eskom as LEC

- top-up supplier of LHDA shortfall towards Lesotho system requirements has

requested LEC to cut back 10% on the current year consumption. Effectively that
difference will then form forecasts for 2008/09 from Fskom. This situation is
expected to prevail until the stations under construction are on-line, which is after
2010. The Eskom intervention will result in the decline of electricity sales
correspondingly from load shedding that shall have to be implemented.

METHODOLOGY USED FOR TARIFF DETERMINATION

Electricity tariffs send important signals in the economy and serve to achieve many
objectives. It is further recognised that tariffs are ultimately a reflection of the policy and
regulatory requirements of the Government of Lesotho.

There are several stakeholders in this industry and they all have different expectations of
what electricity tariffs should accomplish. These different stakeholders and their
expectations are set out in the following Table of Tariff Principles.



Table 1: Tariff Principles

Stakeholder | Principles - Deseription _
Customer 1. Affordable .Least cost 'optlons (price should exclude
inefficiencies)

Tariffs should be applicable to all customers on an

2. Non discriminatory equal and fair basis

3. Predictable & Stable Cu_stomers should be kept informed and real price
adjustments should be gradual
4. Transparent Easy to read and apply, and contains no hidden costs
Utility 5. Cost Reflective Cover the costs of the business plus a return (profit)
component
} . ) : :
6. Encourage efficient use Appropriate .p1'-1ce signals that will stimulate efficient
use of electricity
7. Low implementation cost Implementation and transaction costs should be low
. i Tariff levels and structures should accommodate
Government | 8. Social Support .
social programmes
5 Sel.fsuﬂicwncy 1n generation Expansion through development of own resources
capacity
10. SOE's to be self funding ESI should not rely on Government for funding
11. Shareholder expectations Appropriate taxation & dividends

It is not surprising to note that many of these principles conflict with one another. The
role of the regulator is to determine the emphasis that needs to be placed on the various
prmciples depending on the changing and evolving needs of the industry. The regulator

must essentially fulfill a balancing act in considering and meeting the expectations of the
different stakeholders.

We wish to highlight that, in this tariff application, the tariffs have not been
unbundled. We will be appointing a consultant in 2008/09 to assist us with
unbundling the company in line with the regulatory requirements and we commit to
present an unbundled tariff with effect from next year, when we submit the 2009/1(
tariff. The impact of this, in our view, is minimal because we do not, at this stage,
have customers drawing supply at the transmission Jevel.

The cost of supply methodology was applied in deriving the tariff levels for the 2008
tariff proposal. Since the basis for current tariff levels was the Synex report, the same
principles were followed herein in deriving the revenue requirement. In defining costs

towards revenue requirement, the following cost items were included, in accordance with
our budget:



Cost of Sales

Operating expenses and for depreciation. (Refer to appendix B for calculations)
Investment programme debt servicing obligations for 2008/09
Global iosses

Return on Assets at 6 % and 13.36%.(Refer to Appendix B for calculations)

After adding all the costs together, they were then broken down into variable and fixed
costs, where fixed costs will be attributed to the demand charge and variable costs to
energy charge. At this point LEC is not yet charging any customer fixed charge. All the

costs considered are as per the 2007/08 budget and adjustments for 2008/09 were done
for alignment to the specific year. :

4.1 Cost Allocation

Subsequent to defining costs, all the costs were allocated to existing customer categories
Lusing an allocation factor, as for the energy charge, the allocation factor is a proportion of
the each customer category contribution to revenue. As for the demand charge, the
allocation factor is proportion of each customer category contribution to the total
undiversified maximum demand. After the allocation of cost per customer category, the
costs were divided by the forecasted energy and demand for 2008 to determine the unit

charge per customer category of the maximum demand charge and energy charge.

4.2 Asset Base

It is important that we point out the following about the asset base that we used for
determining the ROA: '

* Transmission assets were not included as their related cost is considered sunk

Transmission investments post 2007 are considered and in 2008/09 these equate
to zero

* Al other assets are considered using their historical values

Assets that are funded by the government of Lesotho are not included in the asset
base.

Assets that are funded by the customers are not included in the asset base.
* Assets funded by donors are also not included in the asset base.

We wish to point out that deprecation is charged on all assets regardless of their
source of funding. This is because of the fact that, regardless of the source of funding,
once established, LEC will assume responsibility of replacement of the assets. (Refer to
appendix A for the asset calculations which LEC invested since regulation).

5.0 REVENUE REQUIREMENTS

Three scenarios were examined in order to determine the revenue requirement.
Please note that the revenue yield from the proposed tariff in all scenarios was
calculated by applying the proposed tarff to actual twelve months customer

Lh



consumption data for 2007/08, reduced by the 10% following the Eskom request,
The considered scenarjos are attached as Appendix ¢

The scenarios are as follow:

5.1 Proposed Tariff

The proposed tariff increase will allow LEC to raise sufficient revenue to cover
all operational costs and investment programme debt servicing obligation (System
improvement in the distribution system and transmission projects) excluding a
return that matches the weighted average cost of capital (WACC) of 6.5%. It also

leaves a difference of M8 million which when added to RoA, it gives an
shortfall of M14 million. The total revenue requirement in this case is

million, broken down as follows:

Cost of Sales — M109 million
Operating Expenses — M148 million

System improvements (Tx and Dx) debt coverage— M10 million

System losses — M 11 million
Return on assets — M 6 million

This scenario requires a tariff increase of the order of 35% on 2007.08 tariff.

overal]

M284

Table 2: Cost reflective Tariff Scenario with a 6.5% ROA Assets (refer to annexed
table 1 of scenario 1)

1320 Sk S t
Industrial HY 0.009 0.01 | 0.0799 | 14915.00 166.478 | 58,023,974.16 32,663,875.78
Industrial LV 0.009 0.01 ! 0.0906 | 15983.00 167.358 | 21,528,478.23 14,285,360.92
Commercial
HV 0.009 0.01 | 0.0799 | 15600.38 166.478 | 25.629,600.89 15,171,476.07
Commercial LV 0.009 0.01 | 0.0906 | 12037.54 167.358 | 23,451,537.68 17,773,602.05
General
Purpose 0.009 0.01 ] 0.8980 | 14989.00 0.000 | 59,780,627.66 31,876,020.95
Domestic 0.009 0.01 | 0.6415 | 30090.00 0.000 | 80,433.385.11 59,878,956.00
Street Lighting 0.009 0.01} 0.3175 580.00 1,054,038.54 829,951.60
Total 269,901,651.25 172,579,243.38

Levies 9,021,693.15

278,923,344 41
Rev Req, 284,709,818.43
Shortfall 14,808,167.18




6.0 CONCLUSION

2008/09 is promising to be a difficult year for our business. The regional power
shortage poses a very great risk to power utilities in the region and LEC will also be
affected. In our current situation where we have exhausted the power from internal
generation facilities, going forward we will be entirely dependent on ESKOM for our
additional power requirements. Effectively the marginal cost of electricity will be
determined by ESKOM. ESKOM have indicated that the current shortage will persist
until 2012 and future power contracts will most likely be non firm.

There is a strong possibility that the output of the textile industry will be severely
curtailed owing to the recession that is threatening to take hold in the USA, Indeed

many economic commentators are highlighting some ominous signs showing that there
is a very strong possibility of this eventuality.

The three scenarios shown indicate a tariff increase of between 25% — 49% While this
- increase is steep, the following must be considered:
(2) There was no tariff increase last year after LEA rejected a 6% nominal adjustment

to the tariff.

(b} That lack of adjustment effectively translated into a 6% reduction in rea] terms in
the price of electricity.,

(c) In addition, LEA levy and Electrification levy were deducted from electricity
Tevenue.

(d) When the compound effect of these factors i.e. 2006/07 inflation, 2007/08
inflation and the LEA costs is taken into account in 2008, the increase in the tariff
required to compensate for them is 26%. This is before taking into account the
increase in bulk supply costs, namely ESKOM costs, by 14,2%. Over and above
the recorded inflation LEC is exposed to price hikes during the course of the
financia] year which are market driven. (Refer to appendix 4 )

7.0  PROPOSED TARIFF

On the basis of the foregoing, LEC is Proposing to LEA for approval, an increase

in all tariffs of the order of 35% for 2008/09. The tariffs are shown in the table
below and exclude VAT,



Industriat Hy Part 0.009 0.01 0.0799 0.0989 166.478
Two
Industrial LV Part 0.009 0.01 0.0906 0.1096 167.358
Commercial Two
HV Part 0.009 0.01 0.0799 0.0989 166.478
Commercial Two
LV Part 0.009 0.01 0.0906 0.1098 167.3538
General One
Purpose Part 0.009 0.01 0.8980 0.9170
One
Domestic Part 0.009 0.01 0.6415 0.6605
One
Lighting Part 0.009 0.01 0.3175 0.3390

As intimated above, at this level the tariffs are 1ot cost reflective and enable us to posta
return lower than our weighted average cost of capital.

8.0  ISSUES OF AFFORDABILITY

Affordability of electricity in Lesotho will be based on the household budget survey,

this regard compared to other energy sources available.

9.0 2008/09 Draft Budget is attached for reference as appendix 5

10.0 Financial statements for the year ended 31 march 2007 is also attached as
appendix 7
11.  LEC policies are attached for information,

a. Customer connection policy

b. Manual of LEC commercial policies




Proposed Tariff
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