PPP QUARTERLY

Innovative infrastructure and service delivery in South Africa

HEALTH PPPs IN FOCUS

Just two days after taking office, the new MEC for Health
in the Free State, Mr ST Belot, opened the “PPP in
Health” workshop in Bloemfontein on 4 May, and
announced the provincial executive’s support for the
Trompsburg and Ladybrand Hospital PPPs. These will be
the first health PPPs in South
Africa where the private sector
finances, designs, builds and
operates public hospitals for
fixed concession periods.

The workshop, organised by
the Free State Health depart-
ment, National Treasury’s PPP
Unit, and the NBI, was
1 attended by 130 enthusiastic
L delegates from the public and
Mr ST Belot, MEC for  private sectors. All sixteen
Health in the Free State  speakers in nine presentations
were South Africans talking
about innovative South African health projects, each of
which offers a unique opportunity to change and
improve healthcare delivery.

Three broad topics were up for discussion: infrastructure,
support systems and health financing. The CHM/Netcare
consortium’s major progress in upgrading both
Universitas and Pelonomi public hospitals in
Bloemfontein was on show to delegates, who were given
guided tours of the co-location facilities and a chance to

review the type and management of the service level
agreements.

Other hot topics included: the multi-billion Rand state
medical scheme; the daunting challenges of procuring
more Anti-retrovirals than any other country in the world,;
and the particular needs of military healthcare providers.
With eight big facility management-related PPP
projects in five provinces now successfully in
operation, these PPPs are seen as providing significant
value for money.

Workshop speakers included: front row: Dr lan Kadish
(Netcare); Dr Anna Mokgokong (Community Investment
Holdings); Dr Victor Litlhakanyane (Head, Free State
Department of Health) and Sheila Themba (Project
Advisor, PPP Unit, National Treasury) back row: Brenda
Malongete (Project Advisor, PPP Unit, National Treasury);
William Dachs (Senior Project Advisor, PPP Unit,
National Treasury); Andrew Donaldson (Deputy Director-
General, Public Finance, National Treasury) and
Shadrack Shuping (General Manager, Free State
Department of Health)

agency for managing social grants.

social grants.

SIGNED: FREE STATE SOCIAL GRANTS SYSTEM

Leading the way in social grants payments via a PPP, the Free State signed a three-year deal with AllPay (Pty)
Ltd on 19 April 2004. The short contract period is to accommodate the anticipated creation of a national

The R260 million agreement is for efficient delivery to about 3,5 million recipients of social grants. The cost
saving to the province over the contract period is R115 million or 28% below its current cost of delivering its

National norms and standards provide the framework for the service level agreement with the private party.
Any failure to meet standards is linked directly to penalties being deducted from the administration fees
payable by the province, and strict monitoring systems are in place. AllPay will provide help desk facilities at
all pay points together with automated teller machines.

Black equity in AllPay is 40%, and its sub-contracting to black companies rises from 30% in year one to 45%
by year three. Penalities also apply for any non-compliance with the BEE commitments.
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UNTANGLING THE EASTERN CAPE’S
PHARMACEUTICAL SUPPLY CHAIN

The Eastern Cape department of Health has secured
approval from National Treasury for a feasibility study to
revitalise its pharmaceutical supply system through a PPP.
Procurement documents calling for private partners are being
drafted, and should be issued to the market in the third
quarter of this year.

The current pharmaceutical distribution supply chain features
two depots - the main facility in Port Elizabeth and another
depot in Umtata, with some 15 sub-depots throughout the
province. This serves the health care needs of a population in
excess of 7 130 489 through 92 hospitals and 711 clinics and
Community Health Centres (CHCs).

Orders are currently placed with the state tender suppliers
directly by the two depots. Thereafter, the pharmaceuticals
are delivered to the hospitals, clinics and CHCs by a variety of
means: by courier from the depots to the hospitals, sub-
depots and some clinics. Most deliveries to clinics are via the
sub-depots or hospitals, on an ad-hoc basis. There is no
formal, dedicated transport system from either the hospitals or
sub-depots to the clinics or CHCs, and certain bulk items are
delivered directly from the state suppliers to hospitals.

The new supply chain boundaries (illustrated by the red block)
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There is a disconnect between the direct deliveries of the
bulk items and depot records and there is no management
information beyond the depots. Manual requisitioning and
expediting compound the situation and the sub-depots have
no dedicated budget or staff.

The inadequacies in the supply chain stem from a lack of
reliable demand data and poor consolidation of data from
the two depots. The result is both over- and under-stocking
and shrinkage.

The feasibility study - concluded with a transaction
advisory team headed by PricewaterhouseCoopers —
recommends that the supply chain activities be revitalised
through a reconfiguration of the two depots. The PPP
model proposes to do away with the sub-depots, and
develop a tightly-knit supply chain with an appropriate
management information system, that provides for direct
and regular deliveries from the depots to hospitals, clinics
and CHCs. Clear information-gathering responsibilities will
be placed on the supply chain operator to track all
pharmaceuticals from receipt at a depot to final delivery at
all hospitals, clinics and CHCs.
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The Municipal Finance Management Act
(MFMA) takes effect on 01 July 2004, aiming
to modernise municipalities’ budget and
financial management practices and maximise
their capacity to deliver services. The Act
focuses on outputs, outcomes and measurable
objectives, and includes a clear framework for
municipal PPPs.

Municipalities face enormous challenges in the delivery of
public services and infrastructure. Despite the considerable
achievements of the last 10 years, large backlogs remain.
Correctly structured PPPs are viable options for addressing
some of these needs.
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MUNICIPAL FINANCE
MANAGEMENT ACT

Both the Public Finance Management Act and the MFMA
compel accounting officers to accept full responsibility for
expenditure. PPPs are an important component of
government strategy for service and infrastructure roll-out,
but their viability for particular initiatives has to be properly
tested in each case. They are being considered among a
range of possible mechanisms for delivery in all spheres of
government.

Read together, the amended Municipal Systems Act and the
provisions of the MFMA that deal with PPPs (Chapter 11: Part 2:
Section 120) provide the legal framework for municipal PPPs.

The MFMA prescribes that PPPs must provide value for
money, present an appropriate allocation of risks between the
contracting parties, and be affordable in terms of current and
projected budgets. It requires that a PPP regulatory
framework be developed and prescribed by National
Treasury. It also requires that municipalities conduct feasibility
studies before concluding PPPs and that National Treasury
may assist them to do so. The municipality’s accounting
officer is specifically required to formally solicit the views and
recommendations of the National Treasury, along with other
relevant departments, once the feasibility is completed.

A Municipal Desk is being created in National Treasury’s PPP
Unit to help municipalities to meet these MFMA requirements
and to ensure that National Treasury can fulfill its PPP MFMA
obligations. The Desk will develop a clear
policy framework, and provide hands-on
technical assistance in preparing feasibilities
and developing procurement and contract
management skills to ensure sustainable
municipal partnerships.

The Municipal Infrastructure Investment
Unit (MIIU), owned by the Department of
Provincial and Local Government, will
continue to provide technical assistance
and support to municipalities exploring
Municipal Service Partnerships, including
PPPs.

The MFMA PPP rollout plan entails short,
&) medium and long-term targets:
SHORT-TERM (APRIL TO JUNE 2004)
Interim regulations are being drafted with
pilot municipalities (which will be a mix of
capacitated and smaller, inexperienced
municipalities). Thresholds for applicability
of Section 120 requirements are being
developed and tested. Application of
Section 120 to non-pilot municipalities will
be delayed.

MEDIUM-TERM (JULY 2004 TO JUNE
2005)

Training will be done with the pilot
municipalities. Practice Notes will be drafted
on recruiting project officers, recruiting
transaction advisors, and conducting
feasibility studies. Technical assistance to the pilot
municipalities in PPP inception phases of identified projects
will be provided. Based on this experience, Municipal PPP
Regulations will be drafted and gazetted for comment and
finalised thereafter.

LONG-TERM (POST JUNE 2005)
Application of Section 120 will be extended to all
municipalities with training support. Additional Practice
Notes will be drafted on PPP procurement and contract
management. A comprehensive framework on municipal
PPPs will be developed and issued.
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KICKS OFF WITH FUNDING
TO SIX PPP PROJECTS

Since its establishment in October 2003, National Treasury’s Project
Development Facility (PDF) has approved funding to support
procurement in six PPP projects. Having targeted to support 75

projects over its 10-year life, the fund’s roll-out is well on track.

The PDF is a single function trading entity, which pays for
transaction advisory services to PPP projects. Disbursed funds
are then recovered from the successful private party bidder
upon financial close of the PPP. At present, only projects
regulated in terms of the Public Finance Management Act are
funded by the PDF — with a particular focus on projects in the
social sectors.

By assuming significant risk in the procurement process, the
PDF encourages institutions to undertake highly innovative
projects. Should a PPP not conclude, the loss is for the PDF
account.

The drive is to increase the quality and quantity of “bankable
deals” processed through the PPP Unit’s project pipeline.
Transaction advisor costs often pose a burden on the budget
of the procuring institution. But quality advisory services are
fundamental to procuring affordable, value for money PPPs,
and the PDF seeks to directly support the achievement of
these regulated requirements.

The fund is administered and managed by the PPP Unit
supported by PricewaterhouseCoopers as the appointed
financial managers of the PDF for an initial three-year period.
For 2004, the PDF’s Policy Board has prioritised the health,
education and social development sectors as well as
particularly innovative projects that advance the use of PPPs
in all sectors.

Evaluation of applications considers the institution’s capacity,
the project and the sector as well as PDF priority, risk and
cash flow suitability. An independent Treasury evaluation
committee carries out the evaluation with input from the
relevant provincial treasury for provincial projects.

New applications for PDF funding will be assessed in the 3rd
quarter. Closing date for this round of submissions is 31st July
2004. Application forms are available from the PPP Unit.

PPP projects supported by Amount
PDF funding by March 2004 funded (R)
Northern Cape Office Accommodation 717,060
Free State Department of Health —

Trompsburg and Ladybrand Hospitals. 1,861,912
KZN Department of Transport —

Vukuzakhe Plant Depot 1,081,011
Eastern Cape Department of Health —

Pharmaceuticals 3,146,696
Eastern Cape Department of Health —

Settlers and Port Alfred Hospitals 496,060
Western Cape Department of Health —

Rehabilitation Centre 2,925,000
Total 10,227,739
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STANDARDISED PPP PROT_-
with South-Africanlai

Released recently after extensive consultation, N
Standardised PPP Provisions (Standardisation) has man
international best practice, and.tailor some uniguely South-Africa
amongst the local characms are provision for unforeseeable conduct, black
economic empowerment | ,com

default, and refinancing.

SIONS

Unforeseeable discriminato
Private parties often seek reli anges in law, and from the consequeRces
of institutional conduct, which affects its financial position. Standardisation st
that the risk of ‘unforeseeable conduct’ of a general nature should be borne
the private party. Unforeseeable conduct that discriminates against the prival
party should generally be the institution’s risk.

To constitute ‘unforeseeable conduct’, the conduct (in addition to it having to be
discriminatory) must have been unforeseeable by a reasonable person in the position
of the private party, and must also have in fact been unforeseen by the private party.

If unforeseeable conduct has occurred, the private party is entitled to
compensation from the institution that puts it in the same overall economic
position it would have been in had the unforeseeable conduct not occurred.

BEE

Standardisation incorporates the terms of the Code of Good Practice for BEE in
PPPs, and includes a number of relevant prescribed clauses for BEE in PPP
agreements, covering black equity in the private party, management and
employment equity, sub-contracting and local socio-economic impact.

Compensation on termination for private party default

Compensation payable on private party default termination is a key commercial
issue. The market value approach prescribed in Standardisation (reflected in the
price that prospective bidders would be willing to pay for the PPP agreement)
represents a balance between protecting the institution’s interests, and not
imposing unreasonable penalties on the private party for its default. It also
encourages lenders to step-in and rescue the project, while taking into account
poor performance by the private party.

A criticism is that the South African PPP market is not mature enough to
determine a liquid market, which is an important element of the market value
approach. Lenders are concerned that it may result in a substantial portion of the
debt not being recovered.

During these developing stages of our PPP market, Standardisation addresses
these concerns by compensating a minimum agreed percentage of debt: the
compensation is the greater of the agreed percentage of the debt and the
highest tender price that is received pursuant to the project being retendered, or
the greater of the agreed percentage of the debt and the adjusted estimated
project value in the case where the project is not retendered.

The intention is, as our PPP market develops, to move away from any debt-based
compensation towards the market value approach exclusively.

Refinancing

Although increased returns due to improved performance should generally be for
the private party’s benefit, where increased returns derive from a refinancing (i.e.
from changes in the nature of or the terms governing the funding structure of the
project), they should be shared between the institution and shareholders.
Standardisation prescribes a 50:50 sharing of the refinancing gains between the
institution and the private party, believing that this provides a fair balance.

Standardisation aims to create certainty, uniformity and predictability in PPPs
and to reduce transaction time and costs. But it is also recognised as a ‘living’
document that will need to respond to an evolving PPP market. Users have
been encouraged by the PPP Unit to submit comments at any time to
standardisation@treasury.gov.za

Article written by Della Levinsohn, an independent consultant retained by the PPP Unit to manage the
production of Standardisation. Standardisation is available on www.treasury.gov.za

LAUNCH OF NATIONAL TREASURY'S

NEW PPP MANUAL AND

STANDARDISED PPP PROVISIONS

Printed volumes and CDs of these ground-
breaking PPP documents will be launched
by the Minister of Finance in Pretoria
in August 2004.

SECTORAL PPP CONFERENCES
Following the successful PPP health
conference in May, a further three have been
lined up by the PPP Unit and NBI for the
remainder of 2004.

* Government fleet PPPs:

13-14 July — East London
e Information Technology PPPs:

17-18 August [location to be announced]
e Eco-tourism PPPs:

19-20 October [location to be announced]

To register as a delegate: email flo@nbi.org.za
To offer sponsorship: email nevina@nbi.org.za

PPP FOUNDATION TRAINING 2004

This popular, practical, start-up course has
been run by the PPP Unit and NBI since 2001,
attracting more than 1 000 people to date.
Packed with useful guidance and case
studies, it covers the PPP regulatory frame-
work, appointing advisors, doing feasibility
studies, running procurement and BEE. It also
introduces project finance, risk assessment,
and Standardised PPP Provisions.

Dates: 14-15 September
24-25 November

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

The one-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 and procurement
entail.

Dates: 20 July and 2 November 2004
Time: 10:00 — 16:00
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.pppcentre.com



