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Renewables are the solution to reducing South Africa’s impact on the environment. South Africa
is still mainly reliant on coal powered stations for the generation of electricity. The inception of
renewable energy in all forms will see this reliance declining and possible changes in legislation to
reduce the reliance on and damaging impacts of our high dependence on coal fired power.

However, there will need to be a clever balancing act as the question remains, what will happen
to the workforce and communities that are reliant on Eskom? Decommissioning coal powered
stations will affect social capitals in negative aspect, whereas the continual use of coal affects the
environment in a negative way.

The move from non-renewables to renewables will also open up a new economy, but the transition
will take time and there will be a negative impact on the employment rate as this transition takes
place and the renewables infrastructure is built. However, the benefits in terms of environment are
clear, and in line with global treaties and the national development plan of 2030.

South Africa has signed global treaties such as the United Nations Framework Convention on
Climate Change (Conference of the Parties COP), Sustainable development goals (SDG's) etc. where
these treaties emphasise sustainability (economic, social and environmental) and has goals and
targets that countries must work towards in order to be sustainable. South Africa is obliged to adhere
to those signatories and respect its obligation to its citizens. The rate of unemployment is increasing
and with the COVID-19 pandemic having a negative impact on the economy, the employment rate
is higher than ever before and a topical issue in South Africa as the country tries to recover from the
economic disaster that Covid-19 shutdowns have wrecked.
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Stakeholder engagement in such matters is important. Education, awareness and contingency plans
are needed now more than ever with regards to the transition to renewables in South Africa. Key
stakeholders such as labour representation and union involvement is essential in ensuring that all
key stakeholders are involved in key decisions that impact the livelihood of the workforce and assist
them to see the opportunities that renewables offer them. This will also ensure a smoother transition
and ensure that there is transparency and inclusion, with the added benefit of reducing any unrest
and disruption.

Over the past 10 years, South Africa has increased its renewable energy substantially, and this
increase comes with alternative job opportunities. The social impact of renewables as the next
phase of energy might not be beneficial to all stakeholders, however, this next phase of energy will
grow over the next 10 years and see more innovative ways of producing energy and increasing the
economic benefits of the country.

Renewable energy is the answer to a more sustainable economy over the longer term. Dealing with
the social aspect is critical in ensuring a smooth transition to the next phase of energy.

Manager, Risk Advisory Services, BDO in South Africa
dmokono@bdo.co.za
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SOUTH AFRICA'S TRANSITION TO RENEWABLES
SHOWS SOME PROMISING DEVELOPMENTS
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According to the latest quarterly report of the IPP Office, by the end of March 2020, the REIPPPP had
made the following impact on energy supply capacity

6422 MW1 of electricity had been procured from 112 RE Independent Power Producers (IPPs)
in seven bid rounds?;

+ 4201 MW of electricity generation capacity from 67 IPP projects has been connected to the
national grid;

+ 46 946 GWh of energy has been generated by renewable energy sources procured under the
REIPPPP since the first project became operational

The regulatory process for the IPP bidders to be awarded contracts to supply the national grid is
not straightforward, but some hurdles have been lowered, for example an IPP can now install a
generation facility on the same property as the user without obtaining a ministerial exemption
before applying for a generation license from NERSA.

The new IRP can be commended in terms of its move to allow private participation in the energy
sector and to move away from fossil fuels. We understand that rules and regulations are necessary
to ensure that the national grid is not compromised. Perhaps the time has come for a review rules
that restrict access to the grid by IPPs. There is no doubt that there are a number of competing policy
issues here, such as the pace at which Eskom will continue to decommission coal burning power
stations, with all the attendant knock-on effects for employment and local communities.

The government is on the right path here, and loosening of the regulations could unlock much
needed investment. The IPPs have much to offer in the field of innovative energy solutions, and
allowing freer access will create a favourable climate for this investment in a technology that is
designed to alleviate climate change.

e e Tax and Advisory Specialist at BDO in South Africa

/// e omurphy@bdo.co.za
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The increasing conversation around refinancing of existing Independent Power Producers (IPPs)
shows that the renewable energy sector in South Africa is growing and developing. Elsa Strydom,
senior project manager at the IPPO, states that “although the participation in the refinancing
initiative is voluntary, by the end of May 2020, 70% of South Africa’s 64 IPPs had indicated a positive
response to the process.” Clearly indicating the sector’s appetite and confidence in the success of
projects in the renewables space.

During the REIPPPP bid windows, prices were proposed by the IPP’s based on the then existing cost
and capital structures that incorporated the maturity and perceived risk of the renewable industry in
the South African market. During the initial years of the REIPPPP, technology, expertise and funding
were not at the more developed stages as current. Therefore, the costing and subsequent pricing
offered by the IPP’s were higher. In the most recent bid windows, the IPP’s offered prices much lower
than those in the initial bid rounds.

The improvement of the technology and local expertise within the renewable energy industry means
that the generation cost is becoming cheaper. In addition to this the decrease in the perceived risk
by equity and debt funders reduces the cost of capital that is required for the significant capital
investments to be made in constructing these generation assets.

So what does this mean for the existing REIPPPP IPP’s and their government client?

There are certain events that are viewed by the government as “changes in contract” in the world
of IPP’s. A list of such events were issued by government, with elaboration and clarifications being
communicated throughout. “Change in contract” in financial terms could be IPP’s getting a better
: rate from the bank, or the bank easing restrictions on the IPP’s reserve accounts, releasing cash

i . / ﬂ flow into the company that they didn’t anticipate having and is now eligible for paying higher than
{ % ‘ anticipated returns to shareholders. Essentially, any benefit above the proposed profit margins are to
/ be shared with the government, and a new bid needs to be created to reflect a forecast with greater
, , returns due to the current successes of IPP’s. For example, if you calculate that for the remaining
/ period of the Power Purchase Agreement (PPA) you will make a return of 18% instead of the 16%
! ¢ ‘ that you predicted, the agreement is that you must adjust the price of the PPA downwards until
your return is only 17%, which basically represents half of what the upside was from 16% to 18%.
Essentially, the government is entitled to 50% of the extra 2% that you made over the period.
The market has agreed to this as they understand that if they had predicted a 18% return, the
agreed-upon margins would have been different.
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These IPP’s realistically only have one shot at re-evaluating and restructuring their project and
creating a new proposal with adjusted predicted profits, as this is quite an expensive exercise that
requires assistance from various third party industry experts.

The first thing to consider when taking the refinancing route is creating a new financial model. IPP’s
need to engage with their existing funders and notify them of their intention to embark on this
journey, taking into consideration existing contracts and agreements that were signed between
the original funder and the IPP’s. There are several items that the IPP will have to look at, including
whether they are allowed by their funder to refinance at all, or what the conditions are for the IPP
to seek out new funding from other financial institutions and the potential penalties that could be
involved. It is worth noting that commercial banks have seen the benefits of funding projects of
this nature and are more open to financing and/or refinancing them.

The new financial model would outline all updated assumptions and forecasts that have been
made. The banks/funders require these financial models to be audited by a third-party audit firm
to ensure that the IPP has not bit off more than they can chew and has aligned with any updated
IFRS and Tax laws, especially in regard to the treatment of certain capital expenditure that the IPP’s
incurred at the start of the project, bearing in mind that there was some uncertainty on what was
tax deductible and what wasn't.

A lot of clarity has been obtained now and IPP’s need to get their auditors and management
involved to ensure that they are accounting for the correct tax treatment going forward and
incorporate that into the financial model, which might not have been as accurate at its inception.

Further operational matters that will have to be assessed include the different types of funding
changes.

The interest rates that were used in the initial IPP’s proposals were mainly based on the

Johannesburg interbank agreed rate (JIBAR) or Prime interest rate plus a margin/banking cost.

, 4 ‘ Most of the commercial banks were offering those types of rates, with international funders

: offered the London Inter-Bank Offered Rate (LIBOR). In more recent years, the banks have started

charging interest rates based on CPI inflation adjusted rate, which IPP’s seem to prefer because it

[ minimises their risk by linking the way they pay their debt to the way their revenue is growing. CPI
/ ‘ debt also leaves the door open for a lot less risk that requires hedging, which will bring the cost of

financing down as well.
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The government has also indicated that that IPP’s who will be undergoing this process will be
allowed to relook the other expenses as well. There might be some operating expenses that the
IPP’s didn’t take into consideration with their initial financial model. Whether it’s the costs of
operating and maintenance, or costs of hiring specalised personnel, or certain investments in
working capital that they didn’t estimate correctly. They can now build this into their new financial
forecast.

The costs associated with this endeavor are not cheap, with all the third party financial and legal
consultants that will be needed for the process, it is essential that the pros vastly outweigh the
costs. IPP’s are not advised to go this journey alone, as a misstep will mean that the process has to
be started again from the beginning, with more costs to be incurred.

Partner, BDO in South Africa
noosthuizen@bdo.co.za
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FOR A CLEAR PERSPECTIVE,
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