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1. INTRODUCTION 
 
This paper describes the principles, methodology and details of the ringfencing study for 
the electricity distribution activities in the region.  The primary focus for ringfencing is to 
ensure that charges and allocations between the LG and the electricity department is 
done fairly.     
 
This paper covers only the ringfencing of costs and revenues to the different parts of the 
business and not the development of tariffs and transfer prices. 
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2. BACKGROUND 
 

Currently LG takes the major portion of profits made by the electricity departments as a 
tax which is called the surpluses.  The transparent surplus figures normally published is 
however far from the true tax burden being placed on the electricity departments.  If 
electricity is removed from LG, based on the transparent tax, a major financial burden will 
be placed on LG and the restructuring process will fail.  Studies undertaken recently 
indicate that the true tax on electricity by LG can typically be more that 15 percentage  
points higher than the stated surpluses.  It is therefore essential that the electricity 
businesses be ringfenced so that: 
 
• the true tax burden be known, 
• incorrect decisions not be made when comparing efficiency of LG electricity 

departments and Eskom distribution, 
• tariffs be based on a correct cost, showing the tax as a separate tax, instead of being 

part of the distribution cost, 
• LG is not effected negatively when the electricity business is moved at arms length 

from LG and surpluses are replaced by a transparent LG tax, 
• this will allow LG to apply the tax selectively when making decisions about drawing big 

business to the LG area. 
 
The exercise of  ringfencing has nothing to do with questioning the current or future 
practice of LG to tax (generate a surplus) electricity, but to state the true tax as accurate 
as possible to ensure that a breakaway from direct LG control does not effect the LG 
negatively.  
 
 

3. RINGFENCING PRINCIPLES 
 
Before any statements are made about methodology, it is important to set the principles 
and driving forces which should guide the determination of the methodology.  The 
following key drivers and principles should drive ringfencing: 
 
• The pricing framework should be the main driver. 
• This ringfencing study is focussed on developing a set of costs and revenues which 

inter alia can be used for tariff making purposes. 
• Direct costs must be gathered as far as possible where they are being incurred.   
• Costs incurred in the LG, but directly for electricity, should still be considered as 

direct costs.   
• Overhead costs are incurred by the LG and are allocated to the electricity business.    
• Only indirect costs and overhead costs should be allocated based on some 

allocation factor. 
• Separate BU’s (Business Units) should be created for network services and 

customer services in the Electricity Department.  
• The allocation of direct cost based on allocation factors should be avoided as 

far as possible. 
• Each cost to be allocated should be allocated directly from the source cost to the 

rinfenced BU’s as far as possible. 
• The budget/actual costs for the latest financial year or next year should be used.  

Actual costs can be increased by the price increase to obtain the costs for the next 
financial year. 

• Proper documentation is necessary to ensure that the primary costs, allocation 
factors and allocated costs can be analysed or questioned. 



Ringfencing Methodology 29-09-2016 Page 3 of 11 

• The ringfenced BU’s should be selected so that these costs can be used for cost of 
supply studies. 

• The allocation factors should result in fair allocation and cost stability.   
• Allocation factors should remain unchanged (as far as possible) over time. 
• Allocation factors should be defensible and acceptable to management. 
 
 

4. SCOPE OF THIS RINGFENCING STUDY 
 
It must be clear what this ringfencing study is and what it is not. 
 
This rinfencing study is: 
• a once off determination of the true electricity distribution costs and effective tax, 

allocation of all electricity distribution costs and revenues 
• as in the 1999 financial year budget or approximation thereof. 
 
This study does not evaluate the total profitability of the distribution activity and does not 
make any recommendations in respect of average tariff levels or rates of return. 
 
This allocation will be done based on direct and indirect costs as in the budget.  The 
objectives for the setting up of the proposed RED is to do all allocations between the 
electricity business and the LG automatically as costs are incurred.  This whole exercise 
will take some time before proper implementation can be effected.  
 
The ringfencing study is not a cost of supply study.  The key focus of the ringfencing 
study is to allocate costs and revenues between the LG and Electricity business only.   
 
 

5. KEY FOCUS AREAS 
 
There are a host of practices that effect the accuracy of the cost and revenue of current 
LG electricity distributors.  The following ones will take the key attention: 
 
Services being supplied by the electricity business to the rest of the LG where no 
refund is made or where the refund does not cover the cost of supplying such service.  
The services involved here include the following:  Electrical maintenance of LG facilities 
such as water works, sewerage works, buildings, houses etc. 
 
Electricity department equipment and other resources being used by the rest of the 
LG with no or inadequate refund.  This typically includes the following:  Heavy vehicles, 
large machinery, meter readers etc.   
 
Public lighting, including streetlights, high mast lights, robots, parking lot lights,  etc.  
This service is considered a LG service and not part of electricity supply.  The costs and 
charges involved are the following: 
• Capital cost of erecting the streetlights.  In many cases this is provided by the 

developer involved or actually paid for by the LG.  In some cases however this is 
financed by the electricity department and forms part of the electricity assets.  No case 
where there is a charge to the LG to cover the capital costs, is known of. 

• Operating costs of maintaining the lights.  This includes the repair and maintenance of 
the structures and replacement of the globes.  Many electricity departments have 
tariffs to recover this cost from the LG, but in most cases it under-recovers. 



Ringfencing Methodology 29-09-2016 Page 4 of 11 

• The energy supplied to the lights are usually recovered from the LG by way of an 
energy charge.  In some cases this charge is totally inadequate and in some cases it 
is slightly overstated.  

• The use of the electricity network.  The lights use electricity and place a burden on the 
network.  A fair payment towards the use of the network also has to be charged at the 
cost, as calculated in the cost of supply study. 

 
Electricity tariffs for own use by LG.    Many municipalities have a different set of tariffs 
for the supply of electricity for use by its own facilities, such as municipal buildings, stores, 
sewerage supplies, water pumping and sometimes also for staff.  If these tariffs are not 
cost reflective it has the effect of distorting the true electricity supply cost/revenue and 
thus surplus.  In some cases an overcharge is made to the LG in the tariff and in other 
cases an undercharge.   
 
Services provided to the electricity department by the LG.  Typical services include 
the following:  Meter reading and billing, revenue collection, general accounting and 
administration, telephones, stores, etc.  The extent to which this is done, differs 
significantly between various distributors.  The big problem here is the extent of allocation 
of these costs made to the electricity department: 
• Administration and overheads are allocated in terms of turnover instead of more 

realistic allocation factors, such as the number of staff, the own costs, area  of office 
space etc.  The problem with this is that the purchase cost of electricity is close to 
70% of the revenue and the tax (surplus) being levied by the LG on electricity makes 
up a further approximately 20%.  This method overstates the true share of the cost by 
the electricity department by more than 50%. 

• Metering and billing costs should typically be allocated according to the share of the 
cost of the billing system with the number of transactions or actual processing time.  
Where the revenue is used as a basis, a misallocation is again made. 

• A wide range of other methods are being used to allocate the other costs.  There are 
internationally accepted methods that should be used to allocate the costs to ensure a 
fair burden on the electricity department.    

 
Use of internal LG loan funds needs to be analysed.  Specific reference is made to the 
“consolidated loans fund”.  All departments in the LG makes a contribution to these funds.  
External loans are also taken out to reduce the cost of loans taken out of the fund.  Each 
department also borrows money from these funds at the reduced interest rate.  The 
ringfencing issue to be addressed is created, because the electricity department is by far 
the largest contributor to the fund, and in most cases not the largest user of the fund.  This 
creates an unfair allocation. 
  
Accounting regime used by LG relative to that used by Eskom and the proposed RED’s 
scenario.   This has an effect on the capital and related funds.  The problem is created 
because of the different accounting methodologies being used. 
Eskom uses depreciation accounting whereby: 
• the capital costs is shown at the historical costs minus depreciation 
• the revenue requirement is set at a figure equal to the operating cost plus a rate of 

return on assets 
• the debt of the business is a result of the cummulative debt incurred minus the 

commulative net return 
• this results in an accounting profit which can be used as payments to the owners of 

the business and to build up reserves for future capital provision. 
LG and thus the electricity business uses fund accounting whereby: 
• the capital costs is shown at the amount funded by debt, minus loans redeemed 
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• the revenue requirement is set at a figure equal to the operating cost, plus capital 
repayments and contribution to various funds 

• the debt of the business is a result of the total outstanding loan value 
• the total profit being made is transferred to the LG as a surplus, after various fund 

provisions have been made. 
This issue will only be touched as it goes beyond ringfencing into pricing. 
 
 

6. GENERIC METHODOLOGY DESCRIBED 
 
Ringfencing is a relatively new concept and therefore it is appropriate to give a quick 
description of what is meant by this in respect. 
 
Ringfencing in this methodology can be described as the process of determining 
the true costs and revenues for the electricity business in the LG.   
 
What this reflects is the best possible representation of what the businesses would have 
looked like if all costs and revenues in the organisation were charged out, based on actual 
usage by the electricity business and each was to achieve a fair return.   If these 
businesses should be hived off or be privatised, the ringfenced statements should 
represent a reasonable approximation of their financial position.  
 
The methodology to be used for Distributor can be described as follows: 
 
• Determine direct costs incurred for the electricity business. 
• Determine indirect and overhead costs to which the electricity business contribute. 
• Determine possible cost allocation factors for each of the costs and revenues to be 

allocated. 
• Assign a cost allocation factor to each indirect / overhead cost category.  
• Obtain details of cost allocation factor quantities such as number of staff, PC’s etc. 
• Group the basic information into usable cost categories. 
• Then allocate all costs and revenues based on the allocation factors. 
 
The end result will be that the following accounting categories will exist for each BU: 
• Direct costs and revenues. 
• Direct costs allocated. 
• Indirect allocated costs and revenues. 
• Total costs and revenues plus taxes. 
 
 

7. DATA TO BE USED 
 
The 1998/1999 budget of the LG and the electricity business will be used as the basis for 
the ringfencing study as follows.   
 
• The electricity business statements as submitted to the NER, can be used as a first 

pass to represent the cost of the electricity business. 
• The allocation basis for e.g. staff, revenue, etc. can be based on the 1998/1999 

quantities. 
 
The combined total costs/revenues of the LG and the electricity business must be the 
same before and after the ringfencing study, but for any adjustments made in respect of 
the accounting regime. 
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8. METHODOLOGY 
 
Charges between the businesses should be based on the cost of providing such services.  
The method to be applied in respect of all of the factors listed above are detailed in this 
section.  The calculations to be done for each aspect should end up with the following: 
 
• Current charge between the businesses. 
• Best estimate of the true cost of providing the services. 
• Difference between the above two. 
• This be allocated as an adjustment to the following: 

• current cost of electricity supply 
• the tariff charges where applicable 
• the charges between the two parties where applicable 
• the surplus/tax. 

 
The adjustment to the tax is always required to ensure that the financial position of the two 
business stay the same. 
 
Where costs are incurred and being collected for a specific business there is no 
ringfencing to be done.  Only where services are being shared or bought in, need these 
be ringfenced.  The whole sections following therefore only refers to those costs that are 
not for a specific section, but shared by various departments. 
 
 

8.1. Services supplied by the electricity business and resources used by the LG 
 
The methodology of ringfencing to be applied where the electricity business provides 
services or other resources for the LG, excluding electricity supply, are as follows: 
 
• The electricity business to provide an accurate assessment of the cost of providing the 

service. 
• It must show the materials, labour, transport and other costs. 
• Labour should be the hours actually spent at a rate equal to that required to charge 

out all labour at the effective hours of every employee.  This is the total salary, plus 
perks, plus support costs such as offices, divided by the number of potential charge-
out hours (say 60% of the work hours in a year).  If these costs are more than 
commercial rates in the area, the commercial rates may also be accepted as a basis 
for this. 

• The rates to be applied for other resources such as machinery should be based on 
commercially accepted rates in the area.  These may be higher than the cost of the 
service, but this may be because these resources are required for electricity supply 
emergencies, but are not used extensively.  The rates charges to the LG will therefore 
not cover the full cost, but will at least cover the operating cost and make a 
contribution to the capital.  Where these rates are higher than the costs at least the 
electricity business will make a small profit.  

• Overheads should not be applied.  This is because of the fact that the electricity 
department has been established to serve customers primarily and these services can 
be provided to the rest if the LG because it is already there.  

 
The difference with the current charge should then be effected in an adjustment as stated 
above. 
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8.2. Public lighting 
 
The true cost of providing streetlights, high mast lights and any other public lights have  to 
be calculated: 
• Capital cost of erecting the lights.  If capital was financed by the electricity business, a 

separate payment by the LG to cover the interest and redemption must be charged. 
• The public lights equipment should be excluded from the asset base of the electricity 

business, and no provision should be made for return on assets or replacement such 
as is normally required for other electricity supply assets. 

• Operating costs of maintaining the lights.  The total cost of providing such service 
must be calculated and all resources should be included. 

• The energy supplied to the lights.  The cost of purchasing energy at the particular 
usage pattern and the losses incurred on the network should be the basis. 

• Usage of electricity network.  The cost of using the electricity network should be 
calculated at the cost of the networks involved, thus to include capital and support 
costs.   

 
Public lighting is considered a supply of electricity, and services as part of the business of 
supplying customers.  The costs should however be ringfenced to this service as far as 
possible, to be able to calculate the  detailed cost of supply and the rates be based on 
these.  
 
The difference with the current charge should then be effected in adjustments as stated 
above. 
 
 

8.3. Electricity tariffs for own use by LG.     
 
Ringfencing the supply of electricity for internal use by the LG should be effected as 
follows: 
 
• The cost reflective tariffs calculated in the COS study, without any LG tax,  should be 

applied as the tariff applicable for internal use to the LG.   
• Where LG staff benefit from a tariff that is lower than the cost reflective tariff, the 

difference between the cost reflective tariff and the actual tariff charged to these 
customers should be shown as a separate charge to the LG or as increased tax.  This 
should not be applicable to the staff of the electricity business itself.  

 
Because the true cost of supply is not available at this stage, the true costs should be 
entered into the calculation of ringfenced costs when the COS study is completed.  
 
Any changes made should be effected in the adjustments as indicated above. 
 
 

8.4. Services provided to the electricity department by the LG.   
 
This is the most difficult part of the ringfencing study, mainly because the same resources 
are in many cases being used to fulfil functions for the LG as well as for the electricity 
business.  Both the paying and receiving party should sit together and agree on a basis 
that fairly reflects the true cost, but also the new reality of possible restructuring of 
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electricity.  Although a specific basis may have been good before, this last dimension may 
require some change.  The following options have been considered: 
 
• Fair share of the average cost.  A basis that equates the cost of providing the 

service calculated as the share of the total cost of providing the service.  Various basis 
can be used to asses the fair share.  Where the costs are very high it may mean in 
future that a RED may opt not to buy in this service.  This will then leave the LG in a 
big loss situation. 

• Based on commercial rates in the area.  A clear specification of what the service is 
that is provided, should be used to estimate the cost of obtaining such service from 
outside of the LG.  This strategy would at least protect the electricity business against 
overcharge or inefficiencies in the LG.  When future RED does not buy in the service, 
the LG will still be in a negative financial situation.  

• Incremental costs.  In this case only the incremental cost to the LG of providing the 
service should be considered as a charge to the electricity business.  The probability 
is that such charge would probably be low relatively to the full cost.   Although this will 
protect the LG against a negative financial impact when such services are not bought 
in by the RED, it may seem unfair to only charge the incremental costs at this stage.   

 
For this round of ringfencing it is proposed that the method of a fair share of the full costs 
be applied.  This may mean that another ringfencing study may have to be done at a later 
stage. 
 
The following method is proposed to ringfence some of these costs: 
 
• Meter reading, data capture and billing costs.  The charge for these services should 

be based on  the share of the billing system and activities as follows: 
• The full cost of any dedicated resources or costs. 
• Where the same staff/contractor is used to read electricity and water plus others, 

the cost should be shared equally between all. 
• Share of billing system, staff, other resources based on the number of transactions 

or actual processing time as a percentage of the total transactions or processing 
time involved for the LG.  The billed revenue should not be used.  

• Postage and revenue collection should be shared equally based on the number of 
parties which benefit from such a service and not the billed amounts. 

 
• Administration and overheads costs.  These costs should be allocated based on 

allocation factors that approximate the share of the costs such as : 
• the number of staff, the departmental own costs (excluding electricity/water 

purchase costs), area  of office space used, etc.   
• an agreed qualitative use of the resources. 

 
• Stores, machinery, etc.  these should be charged at the following rates: 

• Machinery and equipment at commercial rates as for charges to the LG. 
• Stores should be based on the full cost of dedicated stores and commercial rates 

based on a per transaction cost and % of equipment value.   
 
• IT (Information Technology) costs.  These should typically be based on commercial 

rates or based on the number of PC’s or computer equipment cost. 
 
The number of services being provided by the LG to the electricity business differs 
extensively from LG to LG.  The table below details some of the costs that may have to be 
allocated to the electricity business and possible allocation factors could be applied.  The 
allocations should be applied by multiplying the costs to be allocated with the allocation 
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factor for the electricity business and dividing this by the total value of the allocation units.  
In the end the people involved will need to accept the methodology used and they need to 
live with the implications of such method. 
 
COST TO BE ALLOCATED POSSIBLE ALLOCATION FACTORS 
IT costs Dept. computer asset value  
Public affairs Dept own costs 
Legal services Dept own costs 
Administration – general Dept own costs 
Financial accounting services Dept own costs 
Finance - Treasury Dept capital expenditure  
Financial planning Dept total budget 
Personnel management Dept. labour cost 
Payroll Number of staff 
Industrial relations Number of staff 
Training Labour cost 
Internal Audit   Dept total costs 
Purchasing Material cost 
Safety Number of staff 
Environmental officer Technical department costs 
Stores Dept material costs 
Maintenance of offices Dept office area served 
Insurance Dept current cost value / basis used for insurance 

premiums 
Advertising Dept own costs 
Audit Fees-Other Services Dept own costs 
Communication Departmental costs 
Entertainment Departmental costs 
External Auditors Fees Departmental costs 
Bad Debts Dept revenue 
Bank Charges Dept revenue 
Pension Pay To Pensioners Dept labour costs 
Provision For Leave Pay Dept labour costs 
Staff Training (All Divisions) Dept labour costs 
Staff Welfare Dept labour costs 
Staff Recruitment Number of staff 
Workman's Compensation Number of staff 
Interest  Historic book value 
Interest on debtor arrears Dept revenue 
Sale of scrap Materials per Dept 
 
It is well realised that the data required for many of the allocation factors, are not available 
in which case alternatives will need to be found.  
 
 

8.5. Use of internal LG loan funds by the electricity business 
 
This is the most difficult and politically sensitive issue.  To really ringfence this issue will 
require all the loans over all the years, plus all the contributions by the different 
departments, to be analysed with a view of establishing the relative contribution to the 
fund and the relative usage of the fund.  This is an enormous task that will be almost 
impossible to do.  The following is therefore proposed in this respect: 
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• That the current cost of borrowings and contributions to the various funds remain as is 

and be considered fair. 
• When electricity breaks away, the contributions will probably fall away and so would 

the ability to use these funds.  
• In this way at least from the day that electricity is removed, the cost will be ringfenced 

for all future loans. 
  
 

8.6. Accounting regime and return on assets 
 
It is by now well realised by all that LG and future RED’s will use different accounting 
regimes.  To convert the electricity businesses’ books to depreciation accounting will 
involve an extensive asset valuation and fund revaluation process and will have an effect 
on the income statement and balance sheet.  The provision for capital will change from 
interest and redemption to return on assets.  How significant the impact will be is not 
known.   

 
For purposes of ringfencing, no adjustments will be made in this respect.  It is proposed 
that this exercise be done when the RED’s are formed.  It should not have any effect on 
the LG if a proper ringfencing process is followed, and the debts and liabilities are moved 
over with electricity, when RED’s are formed.    

 
 

9. CONCLUSION 
 
By using the proposed methodology a set of ringfenced statements will be created that 
can be used as the basis of true cost, revenue and tax for LG and electricity business 
which in turn can be used as the basis for undertaking a detailed Cost of Supply study and 
thus cost reflective tariffs for a new RED. 
 
The process to be followed should be an inclusive one where nobody should feel 
threatened and parties should agree on the methodology proposed.  The revenue and 
cost of the electricity business and the LG remains the same.  The true tax impact will now 
be known so that the LG will not be so negatively effected when electricity breaks away.  
 

------------------------------------------------ 
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10. APPENDIX 1.  DEFINITION OF TERMS 

 
Before the detailed methodology can be described various definitions have to be given to 
ensure that a common understanding exists.  The following definitions are considered 
essential for the ringfencing study: 
 
Allocation factors.  The ratio’s calculated from primary information to allocate indirect 
and overhead costs to business units other then where the costs are incurred. 
 
Asset value.  The value of the asset as determined according to various of valuation. 
 
Costs of supply.  The cost of supplying customers with costs differentiated between 
different voltages, positions in the network, energy costs, network costs and customer 
services costs. 
 
Current costs.  The estimated replacement value of the assets. 
 
Current cost book value.  The current costs minus accumulated current cost 
depreciation.  
 
Direct costs.  Costs which are incurred specifically for a particular business unit.   
 
Historical costs.  The value of the assets at purchased/established cost. 
 
Historical cost book value.  The historical costs minus accumulated historic cost 
depreciation. 
 
Revenue requirement.  The revenue which needs to be achieved so that operating costs 
and purchase costs can be covered and a profit be generated to provide a return which is 
required by the owner of the business as a return on its investment. 
 
Ringfencing.  Process of calculating and allocating costs and revenues to various 
business units in an integrated business.  
 
 


