PPP QUARTERLY

PROJECT FINANCE TRAIL-BLAZER

FOR BROAD

-BASED BEE

In a path-finder move, National Treasury’s PPP Unit and the Development Bank of
Southern Africa (DBSA) - with determined innovation from the Department of Foreign
Affairs’ PPP project team — have structured a tailor-made PPP facility to significantly
lower the cost of capital for black shareholders in PPP projects, and to support pre-
qualified black parties with independent legal and financial advice.

This follows the commitment made by government in
the Code of Good Practice for BEE in PPPs (issued in
August 2004) to proactively pursue these two
interventions, both of which are widely understood to
be essential if PPPs are to produce the optimal BEE
results envisaged in the Code.

The DBSA-managed PPP financial instrument is
launched as part of the Department of Foreign Affairs’
head office accommodation PPP, now in its pre-
qualification stage of procurement. The facility will be
made available for other project finance-type PPPs in
which a government institution makes unitary payments
on agreed quality service delivery by the private party.
Interest will be charged according to the risk assess-
ment of each loan, at DBSA cost of capital plus
between 1% and 2%.

Comprising three loan elements (A, B & C) and a
technical assistance grant element, the facility offers an
integrated financing package to black partners in the
bidding consortia who are seeking to raise funds for
the purchase of equity in the private party.

The Category A loan is offered to black companies in
the consortia that participate directly in the design and
construction sub-contract to the private party. The
term will match the construction period, with the
balance rolled into the category C facility.

The Category B loan is offered over a 15-year term to
black companies in the consortia that participate directly
in the facilities management sub-contract to the private

party.

The Category C loan is available over a 15-year term
for black companies seeking to take a passive equity
position in the private party. Being dependent on
dividend flows only, it is therefore the riskier of the loan
instruments.

The principle is that the category A and B loans are
partly secured by the relatively low-risk revenue streams
due to the participants in the PPP sub-contracts, not
just by dividend flows.

All the loans will, however, also be secured through
cession and pledge arrangements, debt service
reserve accounts, various direct agreements with
sponsors and lenders in respect of step-in rights, and
commitment fees. DBSA security is not subordinated
to lender security. Arranging and underwriting fees of
1% apply to each loan.

DBSA will support the black enterprises' performance
bonds during the construction phase, but not during
operations. DBSA is also expected to provide a small
percentage of the senior debt to the private party.

A critical element of the package is a technical
assistance grant offer to all black partners in the pre-
qualified consortia. DBSA will provide a suitably-
capped sum per consortium to allow the black partners
to hire quality, independent, financial and legal
advisors of their choice. These advisors may be
retained for the period of bid preparation and (for the
preferred bidder), during negotiations to finalise the
PPP agreement. Their services may also be extended
for the development phase of the agreement.

For more information, contact TP Nchocho on e-mail
tpn@dbsa.org or telephone (011) 313-3911.
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TAX CHANGES
TO BENEFIT PPPs

A constraint facing PPPs to date has been that
whenever government paid a capital grant to
fund a portion of a PPP project’s capital costs
(either to make the project bankable or to
reduce the capital portion of the unitary
charge payment through the life of the PPP),
that payment was viewed by the taxman as
revenue in the hands of the private party, and
taxed accordingly. This created the circular
effect of government paying funds directly to
the fiscus.

The new Revenue Laws Amendment Act addresses this and
other matters of VAT on grants to PPPs, together with
incentives for inner city regeneration, in a way that actively
promotes the use of PPPs in state infrastructure projects.

The law on income tax is amended to make all government
grants to PPPs that are procured in accordance with
Treasury Regulation 16 to the Public Finance Management
Act exempt from income tax, provided that the grants are
used for improvements to state land or buildings through
the PPP.

The Act then further provides that improvements to the
land and buildings that are funded by the private party in a
PPP, may be written off over the life of the PPP agreement
and that any residual value at the termination of the
agreement may also be written off.

These provisions apply both to PPPs involving the
performance of an institutional function by a private party
and to PPPs involving the private use of state property for
commercial purposes, as defined by Treasury Regulation 16.

The tax amendments have the effect of making PPPs far
more tax-efficient and will materially improve value for
money as the benefits translate directly into lower project
costs to government.

PPP Unit Senior Project Advisor, William Dachs, explains the
practical implications: “Effectively, a private party making a
capital investment of R100 million in developing a public
hospital through a 25-year PPP, has a write-off of R4 million
per year in addition to capital allowances arising out of that
party’s ownership of movables such as medical equipment
and the like. Should the department of health have made a
capital grant of R20 million to the project then that grant
will not be taxable — provided that it was used on
developing the immovable assets making up the hospital”.

National Treasury will, on each project, assess the amount
of any capital grant in relation to the required value of
improvements to the land and buildings.

CLARITY EMERGING ON

MUNICIPAL
PPPs

for 2005 kick-off

In terms of the VAT Act, payments to the private party in a
PPP will be subject to VAT at the standard rate. However, if
the PPP makes exempt supplies such as education or public
transport services, the payment will fall outside the scope
of VAT so that VAT is not payable.

This means that payments by government to a private party
will not include VAT where the ultimate service delivered to
the users is VAT-exempt. However, should the ultimate
service provided through the PPP be VAT-exempt, VAT that
was paid by the private party cannot be claimed back by
the private party as input credits.

“To continue with the hospital example, the grant from the
department of health as well as any future payments to the
private party through the PPP will be subject to VAT. The
private party will be able to claim input credits on all VAT
paid,” says Dachs.

These important tax changes bring more certainty to the
PPP sector and it is expected that further refinements will
be introduced to tax laws affecting PPPs.
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The MFMA provides that a
municipality may enter into a PPP
agreement if it can demonstrate
that the project is affordable, will
transfer appropriate technical,
financial and operational risk to
the private party, and is a value for
money solution.

For this, the municipality must do
a feasibility study, and 60 days
before making a decision on
whether or not to pursue a PPP,
must issue a report on the study
to the public for comments. In
the same time period, the
municipality must also seek the
views and recommendations of
National Treasury, the depart-
ment responsible for local
government, and the relevant
national department if the project involves water, sanitation
or electricity services.

Key features of the draft MFMA PPP regulations:

* A PPP is defined as it is in Treasury Regulation 16 to the
Public Finance Management Act (PFMA), but with reference
to ‘municipal functions’ and ‘municipal property’, both of
which are clearly defined;

e Definitions for ‘private party’, ‘affordability’, ‘value for money’,
‘oroject officer’ and ‘transaction advisor’, and the required
contents of the feasibility study are also consistent with the
PFMA regulations;

Private sector investment in expanding South Africa’s
electricity generation capacity is to be sought for 30% of the
country’s power production requirements for the future,
possibly through PPP agreements with independent power
producers (IPPs). Government has decided that the state-
owned enterprise, Eskom, will continue to build 70% of new
generation requirements.

The Department of Minerals and Energy Affairs has identified
the need for up to three open cycle gas turbine power plants,
with a total capacity of 1000MW, operational by 2008.

Feasibility study work is nearing completion, modelling a PPP
procurement of these facilities, and a request for qualification
is expected to be issued in the first quarter of 2005, following
the necessary Treasury approvals.

It is envisaged that the plants will be designed, financed, built

Draft regulations for municipal PPPs, published for public comment in
October, are to be finalised and submitted to parliament this month. Section
120 of the Municipal Finance Management Act, 2003 (MFMA), dealing with
PPPs, and the Act’s PPP regulations will be effective from 01 March 2005.

® In respect of the PPP procurement phase, the municipality
is required to solicit the views and recommendations of
National Treasury and the relevant provincial treasury
30 days before bids are invited; and 30 days before bids are
awarded, specifically on:

m the proposed terms of the PPP agreement,

m the municipality’s plan to manage the PPP agreement,
Elale

m before bid award, the preferred bidder’s competency and
capacity;

® Principal issues that the PPP agreement must cover are
specified;

* No municipal official may be offered employment or
consultancy by the private party to a PPP agreement;

® Only the municipal accounting officer may sign a PPP
agreement on behalf of the municipality and he/she
remains responsible for ensuring effective and efficient
service delivery and/or responsible use of municipal
property;

e 60 days before any amendments to PPP agreements, the
views and recommendations of National and provincial
treasuries must be obtained.

Issuing the draft regulations for comment, the Minister of
Finance encouraged municipalities to explore new ways to
provide much-needed services.

“With the backlog of infrastructure investment at the local
level so severe that constrained public finances cannot meet
the demand for development, private sector capital can in
places fill this gap in a responsible manner,” the Minster said.

and operated by independent power producers, and Eskom
will be the buyer (off-taker) of the power into the grid through
a Power Purchase Agreement.

Based on South Africa’s projected growth forecasts, new
generation capacity will be required from 2006. Eskom will be
responsible for the security of supply in the early years, and
has therefore commenced with expansion plans.

The IPP open cycle gas turbine power plants will run on liquid
fuels and are expected to operate during times of peak

demand to ensure an appropriate reserve margin for the
country.

A number of investors have indicated interest in the project,
which is also being viewed by government as a significant
opportunity for black investors and operators to enter the
power generation sector.




PROVINCIAL TREASURIES’ PROJECT
APPRAISAL CAPACITY IN THE SPOT-LIGHT

The PPP Unit, with funding from
Belgian Development Cooperation, is
surveying the technical capacity of
provincial treasuries to appraise PPP
and other large capital projects.

df
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There is increasing demand for quality technical assistance to
such projects, both at national and provincial level, and much
of the project appraisal discipline necessary is reflected in the
PPP project preparation work set out in National Treasury’s
PPP Manual.

National Treasury is keen to ensure that sufficient capacity is
proactively developed in order to allow for delegation of
treasury PPP approvals to provincial treasuries, in terms of
Treasury Regulation 16.3.1.

The capacity survey is closely aligned with the Infrastructure
Delivery Improvement Process led by the Intergovernmental
Relations division of National Treasury, which is currently
driving capacity building in the provincial line departments of
health, education, public works, roads and transport.

As a first step, National Treasury has secured the services of
Utho Capital and Anansi Business Enterprises to undertake a
detailed capacity survey of the Free State, Gauteng, KZN,
Limpopo and Western Cape treasuries. Funding is currently
being sourced for the same survey to be done early in 2005
in the remaining four provinces.

PPP Unit Senior Project Advisor driving the initiative, Carla
Faustino, says the aim is to clearly identify the specific needs
of provincial treasuries in setting up project appraisal capacity
and to develop an appropriate funding plan to address these
needs.

"Through consultation with the provincial treasuries, we will
come up with specific recommendations on recruiting
appropriately skilled personnel and setting up structures that
will enable provinces to conclude affordable projects with
appropriate risk transfer and value for money," she said.

INTERNSHIPS FOR BUDDING BLACK PPP ADVISORS

Two-year internship placements on PPP projects’
transaction advisory teams are on offer to young black
professionals with post-graduate degrees in commerce,
law, accounting, engineering and related analytical
disciplines, who see career opportunities in the PPP
market.

The Code of Good Practice for BEE in PPPs, issued in August
2004, commits government to establishing an internship
programme to "grow the number of experienced black
transaction advisors in South Africa’s PPP market".

Kicking the commitment into action is the PPP Unit's project
advisor, Sikhumbuzo Ggoli, who has teamed up with National
Treasury's Education, Training and Development Unit, to
deliver the five-year scheme.

"Based on projected PPP deal flow, we plan to ‘graduate’ 200
interns over five years," says Gqoli, himself a young
accountant recruited this year to the PPP Unit. "These are
great opportunities for learning on the job, and successful
interns should be in demand for positions in government
treasuries, banks, advisory companies, and hopefully, some
will start their own businesses," he says.

The offer has been presented to students at campus briefings
in the last few months, and positive consultations have been
held with current PPP transaction advisors, all being keen to
offer placements. A first group of 25 interns is scheduled to
be placed with these firms by March 2005.

For more information, contact Sikhumbuzo Ggoli on e-mail
sikhumbuzo.gqoli@treasury.gov.za
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PPP PROJECT ATTACHMENT SCHEME FOR SADC

South Africa is facilitating the attachment of SADC member
states’ PPP project personnel to appropriate South African
PPP project teams in support of the PPP capacity building
programme of the SADC Banking Association.

Applications are open to government personnel in SADC countries who are
actively engaged in managing-a-current PPP project in their country. It is not open
to the private sector/or to government personnel not actively engaged in
managing a current PPP project.

A maximum- of three people will be accepted per attachment and they must
complete a PPP Unit-endorsed PPP foundation training course in South Africa
before applying.

"The scheme is not a full-time placement, but an opportunity to-become observer
members of a working PPP project team and therein to review confidential
documentation, attend key project preparation meetings, and deliberate on the
feasibility’, and procurement processes of the project from‘“an ‘inside’
perspective," says PPP) Unit Senior Project Advisor, Sue Lund.

The SADC member state /concerned is responsible forall-travel and
accommodation costs of its personnel, and a reliable email system of
communication is a pre-requisite for participation.

National Treasury’s PPP Unit will identify a suitable PPP project for each
application. Confirmation of the attachment however, lies solely with the South
African institution responsible for that PPP project. This host institution may place
any pre-conditions on the attachment to safe-guard the integrity of its project and
manage its project preparation time and costs, and may cancel the attachment if
necessary.

A key prerequisite is that the nominated SADC personnel must sign a rigorous
Code of Conduct, the terms of which must be endorsed by the host institution,
prior to their being accepted into the scheme.

To date, three personnel from the Botswana government have been placed with
the PPP project team of the South African Department of Foreign Affairs head
office accommodation PPP project. Botswana is currently initiating its first
government office accommodation PPP.

For more information, contact Juliet Kairuki, SADC Banking Association on e-mail
julietr@banking.org.za

PPP FOUNDATION TRAINING 2005
This ever-popular start-up course is packed
with useful guidance and case studies,
covering introductions to: the PPP regulatory
framework, transaction advisors, feasibility
studies, BEE, PPP procurement, project finance,
risk, standardisation, contract management.

Dates: 15-16 March 2005
Place: Johannesburg
Cost:  R2 300 +VAT

Travel and accommodation not included in price.
To book, email: flo@nbi.org.za

WORKSHOP FOR
PPP TRANSACTION ADVISORS

This half-day session, presented by the PPP
Unit gives professional advisors insight into
what is expected in bid submissions to act as
PPP transaction advisors to government, and
what PPP feasibility studies, BEE and procure-
ment entail.

Date: 17 February 2005
Time: 10:00 - 14:00
Place: National Treasury

240 Vermeulen St, Pretoria

To book, email: nelisiwe.mtsweni@treasury.gov.za

How to contact:

National Treasury PPP Unit:

Tel: (27-12) 315-5741 Fax: (27-12) 315-5477
Email: nelisiwe.mtsweni@treasury.gov.za
www.treasury.gov.za

National Business Initiative PPP Programme:
Tel: (27-11) 482-5100 Fax: (27-11) 388-0167

Email: faye@nbi.org.za www.nbi.gov.za



