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Director General 

Attention: Matthews Bantsijang, Maduna Ngobeni 

Department of Energy 

Travenna Campus 

17 Meintjies Street 

Sunny Side 

0001 

 

By email: epar@energy.gov.za 

 

Dear Director General 

Comments on the Independent System and Market Operator Establishment Bill 

We are pleased to submit comments on the draft Independent and System Market Operator Establishment Bill 

(The “Bill”). 

Sources and status of comments 

The authors wish to acknowledge the following sources that were utilized in the preparation of these comments: 

• Research undertaken by Meridian Economics on behalf of the University of Cape Town’s Energy 

Research Centre;
1
 

• Comments from the following Energy Research Centre staff members: Prof Harald Winkler, 

Dr Andrew Marquard, Alison Hughes and Jesse Burton; 

• Comments from Professor Anton Eberhard at the University of Cape Town’s Graduate Business 

School’s Management of Infrastructure Reform & Regulation programme; and 

• A presentation by Mark Pickering of Meridian Economics to a conference hosted by the Free Market 

Foundation on the topic of Unlocking the electricity transmission grid: An independent system and 

market operator for South Africa at the FNB Conference & Learning Centre in Sandton on Thursday, 

June 9. 

These comments represent the views of Meridian Economics solely and should not be construed in any way as 

representing the views of any of the individuals or organizations listed above. 

General remarks 

Meridian Economics wishes to congratulate the Department of Energy on the publication of the ISMO 

Establishment Bill. Taken together with the recently published Electricity regulations on new generation capacity 

(“Newgen Regulations” of May, 2011) and NERSA’s recently published consultation paper on Regulatory rules on 
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network charges for third-party transportation of energy, the Bill is a major step towards addressing the structural 

challenges facing the power sector. 

Unfortunately, as these comments attempt to demonstrate, the Bill does not address a number of important 

issues, and appears, in part, to contradict NERSA’s interpretation of the Electricity Regulation Act (Act 4 of 2006, 

as amended).  

To prevent further confusion we therefore recommend that the Department publishes a clear policy statement 

spelling out government’s vision for reforms to the electricity sector. This statement (perhaps an Electricity White 

Paper?) should build on the commitments made in the 1998 Energy White Paper and address outstanding issues 

raised by that paper. 

Policy problem 

We understand that the central policy problems which government is attempting to address by establishing the 

ISMO are: 

• The urgent need to restore a healthy supply/demand balance within the power sector in order to 

sustain economic and social development within the country; and 

• The need to place the sector on more sustainable and less carbon intensive path.  

These problems have been caused by inadequate levels of investment in new generation capacity by both the 

public and private sectors, inadequate utilization of demand side resources, and a failure to create and promote a 

vibrant market for low/no-carbon renewable energy resources.  

We strongly support government’s efforts in this regard and believe that the ISMO can play a significant part in 

helping to resolve these critical problems. However, it is necessary to bear in mind that the ISMO cannot, in itself, 

resolve these problems and a number of parallel interventions will be required. 

Proposed policy solution 

We understand that government is proposing a policy solution which may be characterized as a hybrid model, 

whereby certain functions are being removed from the vertically integrated Eskom and placed in the hands of 

either the Minister of Energy or a state-owned single buyer (the ISMO). The ISMO will operate under tight 

government direction and will be responsible for the procurement of new capacity from independent power 

producers (IPPs). This power will be combined with power purchased from the incumbent, Eskom, to establish a 

single wholesale price for onward sale to large customers (“ISMO customers”) and Eskom Distribution.  

If our understanding is correct, we do not believe that the proposed solution is sufficiently clear or sufficient 

complete to address the problems outlined above.  

Six key functions  

Our comments are structured along the lines of six key functions which we believe the ISMO can and should 

perform.  

Planning: being the process of integrated resource planning for the sector; 

Allocation: being the process or mechanisms whereby opportunities to build new capacity are allocated between 

Eskom, other state owned entities and independent power producers (IPPs); 

Procurement: being the processes whereby new generation and ancillary capacity is procured from IPPs, and 

potentially also Eskom, and dispatchable demand-side resources are procured from consumers;  
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Wholesale market operations (The Buyer): Being the market mechanisms for wholesale power purchase and 

price aggregation, the facilitation and settlement of bi-lateral and other power trades, and the import and 

export of power; 

System operations: Being the function which ensures short-term security of supply through the dispatch of 

generation and dispatchable load, and the operation of the transmission network; and 

Transmission: Being the function which plans, builds, owns and maintains the transmission infrastructure.  

We acknowledge from the outset that these six functions are a simplification of reality and that there are many 

potential overlaps between them – for instance whether transmission planning is a planning function or a 

transmission function. Nonetheless, we believe that they provide a useful framework for our comments.  

The Bill currently provides for some of the six functions to be allocated to the ISMO (namely Planning, Allocation, 

Procurement and System Operations) but in most cases with limited authority or at the discretion of the Minister. 

We do not believe that the current wording in the Bill will provide an adequate mandate to the ISMO or inspire 

confidence amongst investors.  

The Bill currently provides for the ISMO to undertake some wholesale market operations (as a form of Single 

Buyer) but not others (such as settlement of bilateral trades or the establishment of a market for ancillary 

services). We believe that the lack of clarity on market structure is the single greatest weakness of the Bill. 

The Bill fails to provide for the possibility of the ISMO taking responsibility for the function of Transmission. 

Each function is addressed in more detail below. 

Comments on the Planning function 

Following extensive public consultation the Department recently published the Integrated Resource Plan for 2010-

2030. We wish to congratulate the Department on this process which we see as a major step forward and an 

excellent precedent for regular future planning cycles. 

Clause 16 of the ISMO Bill proposes the following 

16.  With respect to the Integrated Resource Plan (IRP), the Minister may require ISMO to provide 

assistance for the purpose of developing, implementing, and monitoring the IRP.” (ISMO Bill, 

own emphasis) 

We note that integrated resource planning is a technically complex process, which requires vast amounts of data 

and must be undertaken on a continuous basis by an appropriately capacitated entity – which would clearly be the 

ISMO. We are therefore puzzled by the qualification that the Minister “may” require assistance from the ISMO?  

If the ISMO is not mandated to perform this function then it will have great difficulty justifying to NERSA the costs 

associated with the establishment of the necessary long-term capacity to perform the planning function. We 

anticipate that the ISMO will need to expend significant resources collecting data, undertaking modelling, 

generating scenarios, engaging with stakeholders and so on. Planning becomes increasingly efficient and 

effective if it is performed regularly by a corps of competent staff. We do not believe it would be in the country’s 

interest for the Minister to randomly allocate this function between institutions. 

We also believe that the IRP process needs to be bolstered by a set of mandatory consultation procedures that 

should be laid out in legislation. Consultation around the Department’s 2009 version of the IRP was woefully 

inadequate, leading to much public criticism. The NERSA Act, for instance, provides a framework for mandatory 

consultation procedures. We believe that ISMO Bill should contain similar provisions applying to the IRP planning 

process, or at least defining the ISMO’s role within such a process. 
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Comments on the Allocation function 

Clause 18 of the Bill provides for the ISMO to “develop and implement a procurement and acquisition system, 

policies and procedures … in relation to the procurement of new generation of energy in accordance with 

integrated resource plan guidelines and the provisions of the Electricity Regulation Act (including regulations 

issued in terms thereof)”.  

We note that the latest version of the Electricity regulations on new generation capacity (May 2011) provides for 

the following 

5.(l)  Having regard to the need for new generation capacity as provided for in the integrated 

resource plan, the Minister may undertake or commission the buyer or another party to 

undertake feasibility studies in respect of such new generation capacity requirement. (Electricity 

regulations on new generation capacity, own emphasis) 

Firstly, we are concerned that both the Bill and the Newgen Regulations appear to be solely concerned with the 

procurement of supply-side options, and ignore the need for balanced procurement of demand-side options. 

Secondly, we are concerned about the level of public-sector bias within the Newgen Regulations and the Bill. We 

would certainly acknowledge that government must at times restrict certain aspects of the power sector to public 

sector involvement. For instance, the private sector is unlikely to develop nuclear power stations and if these are 

to be part of the future generation mix then the public sector will need to take a strong lead. However, there is little 

reason to believe that the private sector is not willing and able to develop, own and operate independent power 

producers across most other technologies and fuel sources. IPPs are the dominant producers in most developed 

countries and in many developing countries. IPPs are increasingly the main source of new capacity across Africa. 

It is therefore unclear why government should wish to restrict IPP participation in this manner? Feasibility studies 

are notoriously unreliable, since they must deal with multiple future uncertainties. Researcher bias will inevitably 

play a major part in the conclusions of these studies. Their cost and time are unlikely to add value, and are very 

likely to delay crucial decisions and further derail both public and private investment. 

We therefore wish to recommend that government reapplies its mind to the mechanisms whereby public and 

private investors will gain access to new investment opportunities, and consider the possibility of utilizing market-

based mechanisms, rather than relying solely on cumbersome central planning mechanisms and dubious 

feasibility studies. 

Comments on the Procurement and Buyer functions 

As indicated earlier, our most serious concern with the ISMO Bill relates to the lack of clarity on the design and 

functioning of the power market. Our concerns relate to both the manner in which participants will access the 

market (i.e. competition for the market) and the rules that participants will operate under once in the market (i.e. 

competition within the market). 

As we understand it, government’s intention is that either the ISMO or another body designated by the Minister 

will procure new generation capacity from IPPs, following Ministerial determinations as to which capacity should 

be sourced from the private sector. We believe that this approach has two major weaknesses, which together 

constitute a serious risk factor for the country’s power sector. 

The first risk relates to the limitations of central planning. No matter how well resourced the IRP Planning and 

subsequent Allocation studies may be they will inevitably be wrong. Rapid changes in technology, uncertainties 

around resource availability, regional dynamics, financial constraints, legal challenges and many other 

uncontrollable and unpredictable factors will lead to outcomes that differ from the intended plan. This is not to say 

that planning is unnecessary. Planning is in fact essential for long-term infrastructure industries and it is critical 
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that government develop and communicate its views on the preferred evolution of the industry. Rather, we are 

concerned about the decision to constrain new generation investment to that which is in the plan, and even more 

specifically that which the Minister has authorized. Ministers are, unfortunately, not infallible and are also inclined 

to change their minds. This does not foster a climate of certainty, which is a precondition for private investment. 

Taken together the ISMO Bill and the Newgen Regulations create a very narrow gate for investors to pass 

through – which is very likely to disincentivise investment. 

The second risk relates to the efficacy of public procurement of new power projects. Government policy has 

signaled a pro-IPP environment since the 1998 Energy White Paper, and an explicit target of 30% of the market 

since 2001. The outcome has, however, been very different. Over this period government has approved massive 

investment by Eskom in new generation capacity (exceeding 10,000 MW) whilst a mere 300 MW of IPP capacity 

has been procured (through Eskom’s MTPPP programme). In 2003 cabinet resolved that the then DME should 

procure 1,000 MW of peaking capacity. Although this decision lead to a competitive international bid starting in 

2005 the process has dragged on for many years and has still to be finalized. The 2003 Renewable Energy White 

Paper committed government to achieving 10,000 GWh of renewable energy by 2013. Whilst it is generally 

recognized that this capacity must largely come from private investment, given the diverse range of technologies, 

large number of projects, and required scale of financing, eight years have passed and government has still to 

finalise the procurement framework for the programme. In fact, the initial statements that a Renewable Energy 

Feed-in Tariff (REFIT) would be offered have recently been reversed and it now appears that a competitive bid 

programme will be followed. The repeated lesson from these examples is that public procurement is NOT a 

reliable and dependable mechanism. Recurring IPP procurement failures have damaged South Africa’s credibility 

and scared away serious investors. Perceived process risk can only heighten the required reward – which will 

inevitably lead to higher than necessary tariffs for electricity consumers. 

Taken together the proposed reliance on a centrally planned and politically mandated capacity expansion 

program, executed by demonstrably fallible public procurement systems, leaves little or no room for innovation 

and unsolicited offers by both IPPs and public entities. This can only disincentivise investment in early stage 

project development, which will reduce the level of innovation within the industry impoverish the country’s choices.  

We believe that these risks may be reduced by two simple steps. Firstly, the Integrated Resource Plan should be 

treated as indicative, rather than mandatory. And secondly, there should be multiple routes to market, besides 

public procurement processes. 

As it stands the ISMO Bill appears to contemplate the implementation of a ‘Single Buyer’ through clause 18 which 

states, amongst other matters, that, 

18.  With respect to its function as a buyer of electricity generated by generators, ISMO shall- 

(a) … 

(b)  conclude transaction agreements as may be necessary for the procurement of electricity 

(capacity and energy); 

(c) on such conditions as may be agreed by the parties, procure electricity (capacity and 

energy) 

(i)  from all generators within the Republic and outside its borders, with the exception of 

generators exempted by licence from selling to ISMO; (ISMO Bill, own emphasis) 

Fortunately the clause does acknowledge that some generators may by-pass the Buyer and sell power directly to 

other parties, such as end consumers. This is appropriate since the Electricity Regulation Act already requires 

network operators (including transmission and distribution networks) to provide open access to their systems in 
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order to facilitate willing-buyer-willing-seller transactions. NERSA’s recently published consultation paper on 

Regulatory rules on network charges for third-party transportation of energy acknowledges this in section 4.3 

which discusses the principles for the wheeling of energy and which includes the following statement, 

“A Consumer (either an existing Eskom customer or a new customer connecting either to an Eskom 

network or a municipal network) has the right to purchase energy from a third-party generator” 

(NERSA, May 2011. p38, own emphasis) 

NERSA’s consultation paper proposes a framework to enable bilateral energy trades over the network and the 

oversight and reconciliation of these trades by a party referred to variously as the “Wholesale Administrator” (p38) 

and the “Electricity Wholesaler” (p22). The nature and identity of this entity is not defined by NERSA, but would 

presumably be one of the functions to be undertaken by the ISMO? 

Given the lack of clarity on the various functions, institutional identities and terminology it is difficult to comment 

further. Nonetheless, it is quite clear from NERSA’s interpretation of the existing legislation that the ISMO need 

not be the only buyer of power. If bilateral deals between willing buyers and willing sellers are to be allowed, and 

indeed facilitated, over the public network, then the question really needs to be asked as to why doesn’t 

government consider the establishment of a true market for wholesale power? Whilst Eskom’s dominant market 

power would clearly represent a serious obstacle to new entrants it may still be possible to design market rules to 

enable alternative routes to market – besides the route of public procurement. Other developing countries, such 

as India, report far greater levels of investment in new capacity as a result of wholesale markets than as a result 

of public procurement of IPPs. We believe that this option warrants further investigation and that the ISMO Bill 

should, at least, provide for such functions to fall within ISMO’s brief over time. 

Comments on the System Operations function 

The ISMO Bill provides for system operations functions to transfer from Eskom to the ISMO. We believe that this 

is entirely appropriate and support the proposal. 

We have not undertaken a detailed analysis of the sub-functions outlined in clauses 17(a) to 17(q) but trust that 

they are sufficient and complete for the ISMO to undertake this function. 

Comments on the Transmission function 

We note that the Bill makes no provision for the ISMO to take over Transmission functions and believe that this is 

a serious oversight. 

As IRP 2010-2030 clearly demonstrates, South Africa’s future generation mix will be substantially different from 

the present arrangements. The grid will have to accommodate more geographically and technically diverse 

sources of power. Renewable energy sources will bring particular challenges to the network provider, since the 

location of primary renewable energy sources will generally be remote from existing infrastructure and will require 

major investment in grid extension and strengthening. 

As it stands the ISMO Bill leaves responsibility for grid planning and investment in Eskom’s hands. We believe 

this to be a fundamental conflict of interest, since Eskom will also be developing new power stations and will have 

an incentive to bias grid development in favour of its own generation projects. 

We acknowledge that clause 4 of the ISMO Bill requires the Memorandum of Incorporation to address the issue of 

transmission planning to a limited extent, 

4.(2)  The Memorandum of Incorporation shall vest ISMO with the authority to assist the Minister with 

the planning for new generation capacity, to make recommendation with regard to planning for 

required additions to the national transmission power system and transmission network, to act 
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as a buyer of electricity from generators and seller of electricity to ISMO Customers, and for all 

matters connected therewith as may be necessary or expedient. (ISMO Bill, own emphasis) 

However, we do not believe that the power to “make recommendations” is adequate to address the conflict 

described above. We would prefer to the Bill to grant the ISMO explicit authority over transmission planning. 

With regard to the ownership of transmission assets, we note that South Africa is in the fortunate position of 

already having a single integrated transmission system under public ownership. This is the ideal starting point for 

the creation of a national transmission company. Other countries have had to resort to the second best option of 

creating Independent System Operators (ISOs) in an effort to address the conflicts of interest between the owners 

and users of transmission assets. In other words ISOs are usually established when there are multiple 

interconnected transmission systems (owned by either public or private utilities) and some or all of these utilities 

also have interests in generation and trading activities. ISOs can help to resolve these conflicts by ensuring that 

the physical management of the grid is disconnected from the economic interests of its owners. However, it is 

generally recognized that this approach can lead to significant institutional complexity and also has certain 

weaknesses – in relation to planning, grid access and investment in long-term transmission assets. The 

consolidation of grid ownership and system operations into a single entity (usually termed a Transmission System 

Operator) should address these problems and should be an inherently simpler solution. 

We recognize that the separation of transmission assets and associated balance sheet items from Eskom may be 

a complex process and may have unintended consequences. Nonetheless, we do not anticipate any fundamental 

constraints to this process. Many, many other counties have successfully unbundled transmission assets from 

generation and distribution assets. There is no reason to believe that South Africa could not achieve this outcome. 

In fact, the 100% public ownership of the system places South Africa into an ideal position to accomplish this. 

We therefore wish to recommend that the ISMO Bill should provide for the ISMO to have full authority over long 

term generation planning from the outset, and for ISMO to take full ownership of Eskom’s transmission assets at 

an appropriate stage of its establishment. 

ISMO Governance 

Whilst ISMO governance systems must ensure that it can live up to its name in respect of its Independence it will 

be essential for the ISMO to work closely with its various stakeholders. The establishment of Independent System 

Operators and Market Operators the world over is always associated with detailed debates about the design of 

governance systems to ensure this objective. In some cases the interests of multiple market players (including 

generators, transmission asset owners and off-takers) are addressed through their involvement in the institution’s 

governing body. We do not believe that this would be appropriate in South Africa’s case, since it would be 

inappropriate for Eskom to be represented at this level, and impractical for the nascent IPP industry to establish 

such representation. We therefore support the general approach proposed in the Bill of a board of independent 

directors.  

However, we believe that ISMO governance could be significantly strengthened by making explicit provision for 

the ISMO to consult on key matters. For instance, the IRP planning process should require mandatory 

consultation. The ISMO should also be required to establish advisory boards or panels on key issues such as 

long term transmission planning. The ISMO should also be required to produce and publish detailed reports on 

the operation of the power system. Finally, there should be explicit mechanisms for recourse in the event of a 

dispute over ISMO decisions – preferably to NERSA or, if appropriate, to the courts or other authorities. 

Conclusion 

As stated at the outset, we believe that the establishment of a new, independent state-owned entity to take 

responsibility for key power system functions is a very welcome development which has significant potential to 
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address key challenges facing the power sector. We do not believe that the current vertically integrated industry 

structure can address these challenges and believe that this transformation is inevitable, and indeed long 

overdue. 

Although the ISMO Bill is a positive step forward we do not believe that it 

future structure of the industry. We therefore recommend that government 

document to outline its vision. We believe this document 

• Recognition that the IRP should be treated as a planning framework, and not as a mandatory or exclusive 

roadmap for future generation capacity;

• Greater recognition of the value of demand

system; 

• Reduced reliance on public sector procurement mechanisms to stimulate private investment in new 

generation capacity – by providing for unsolicited bids and by considering market

allocate new-build opportunities

• Clear recognition of the legitimacy of bi

public network, and the urgent need to facilitate the establishment of the necessary pricing and 

administrative mechanisms to facilitate these i

• Recognition of the possible benefits of establishing one or more wholesale markets to facilitate alternative 

routes for new investment to come to market;

• The need to separating transmission assets out of Eskom 

grid expansion; 

• The need to strengthen ISMO 

should also clarify the ISMO’s lines of reporting within government and to Parliament

• The need to resolve policy on the 

industry structure. 

Lastly, we wish to recommend that government consider a different name for this entity. One possibility is Central 

Power, a name which would signal the centrality 

clumsy and, we believe, inaccurate description of the institution’s mandate. 

 

We trust that these comments will assist the Department in taking the Bill forward and 

support. 

 

Yours sincerely 

 

Mark Pickering 

Partner: Meridian Economics 
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