The Budgetary Review and Recommendation Report of the Portfolio Committee on Public Enterprises on the performance of the  Department of Public Enterprises for the 2009/10 Financial year, dated 22 October 2010.

The Portfolio Committee on Public Enterprises, having assessed the service delivery performance on the Department of Public Enterprises, reports as follows:

1. Introduction

Section 77 (3) of the constitution stipulates that an Act of Parliament must provide for a procedure to amend money Bills before parliament. This constitutional provision gave birth to the Money Bills Amendment Procedure and Related Matters Act (No.9 of 2009). The Act gave parliament powers to amend money Bills and other legislative proposals submitted by the executive whenever they deem it is necessary to do so.

The Money Bills Amendment Procedure and Related Matters Act (No.9 of 2009), therefore makes it obligatory for Parliament to assess the Department’s budgetary needs and shortfalls vis-à-vis the department’s operational efficiency and performance. This is done taking into consideration that the Department has oversight responsibilities over nine State-owned enterprises, namely Alexkor, Broadband Infraco, Denel, Eskom, Pebble Bed Modular Reactor, South African Airways, South African Express, Safcol and Transnet.

1.1. Mandate of the Committee
Consider legislation referred to it

Exercise oversight over the Department of Public Enterprises and State-Owned Enterprises (SOEs)

Consider International Agreements referred to it

Consider the budget vote of the Department of Public Enterprises

Facilitate public participation in its processes

Consider all matters referred to it in terms of legislation, the Rules of Parliament or resolutions of the House 

1.2. Department of Public Enterprises 

The Department of Public Enterprises’ mission is to optimise the alignment between the role of State-Owned Enterprises (SOE) in the national economic strategy and the performance of the DPE’s portfolio of enterprises through delivering best practice shareholder management services and engaging with stakeholders to create an enabling environment for such alignment.

1.2.1 Oversight responsibilities over State-owned enterprises

The appointment of all directors by the minister after Cabinet approval

Appointment of executive directors upon recommendation from the Board

Approval of significant and material transactions

Issuing of a strategic intent statement

Conclusion of binding shareholder compacts

Access information to monitor and evaluate performance

Enforce accountability and take remedial action

Production of good practice notes

 2. Strategic Priorities and Measurable Objectives of the Department

For the year under review the Department together with its various SOEs have identified key measurable outputs, and such outputs include:

Delivery of new Electricity Generation Capacity by Eskom according to its approved build plan and as directed by the Integrated Resource Plan (IRP) 

Facilitation of the introduction of Independent Power Producers as determined by the IRP

Restructuring the Pebble Bed Modular Reactor

The restructuring of Denel

The creation of a Remuneration Panel that will promote appropriate remuneration policies and practices for Chief Executive Officers and Boards of Directors of SOEs

The appointment of CEOs and Board Members to SOEs (and also a Director-General for the Department) and ensuring that vacancies are filled with minimum delays.

The aforementioned outputs are important in the Department’s oversight responsibilities over SOEs and they constitute key indicators in terms performance assessment. With respect to the financial year under review a number of targets, especially those related to Denel’s turnaround strategy have not been achieved. These include the entity’s challenge as a going concern, funding for the CSDP of Denel, delays in A400M programme of Denel, framework in marketing Denel capabilities and products, etc. Below are some of the targets that have been achieved by the Department of Public Enterprises:
 

Logical planning, monitoring and evaluation framework guidelines and logical planning, monitoring calendar developed.

Developed a quantitative capital structure decision making framework comprising a process and methodology that enables consistent assessment of the requirements of each State-owned enterprises.

The winding down of Aventura.

Alexkor and the state have transferred all land under the Richtersveld Settlement to the Community with the exception of the establishment of the township of Alexander Bay.

Analysis of industry results on South African Broadband pricing completed

Supported Infraco extensively interacted with ICASA and advised Minister and Department on the issue of the ECNS license to Infraco. 

Remuneration Guidelines updated and submitted to Minister for approval.

Having said that there are a number of challenges the department has to grapple with in order to make SOEs more efficient. Some of those challenges include:

The outcome of the awaited Presidential Review Committee and its implication on SOEs in general

A business plan that is aligned to the estimates of national expenditure which speaks to the annual report for a specific year.

Retention and recruitment of scarce and skilled professionals, as well as the recruitment of people with disabilities.

State-Owned Enterprises from the government’s point of view need to be organised around the need to actively engage with stakeholders, within and outside government, so that the role of each State-Owned Enterprise is aligned with broader economic policies and strategies. The focus of government had been to align State-Owned Enterprises planning and performance with the outcomes defined by the national medium term strategic framework in order to ensure that their investments and activities are aligned with national priorities. 

3. Analysis of Strategic and Operational Plans 

The department has developed a logical planning, monitoring and evaluation process, and annual chronological cycle of tasks and events that links national strategic priorities to SOEs deliverables. It has ensured effective shareholder oversight management and achievement of desired strategic outcomes and objectives by SOEs. The Department monitored SOEs performance on a quarterly and annual basis. Quarterly and annual reports are analysed to determine whether SOEs performance is on track with their corporate plans, whether strategic objectives have been met and to highlight any emerging risks. That included an assessment of financial and non financial results against key performance indicators that had been established in the process of defining SOEs objectives and targets.

Table 3.1: Economic classifications

	 
	 2009/10
	2010/11 
	2011/12 
	2012/13 

	 
	Adjusted Appropriation 
	Medium term expenditure estimates 

	 
	R'000
	R'000
	R'000
	R'000

	Current payments
	 
	 
	 
	 

	 Compensation of Employees
	 81 424
	 88015
	 93 540
	 98325

	 Goods & Services
	 91 487
	 86665
	 91886
	 96481

	Transfer & subsidies 
	 
	 
	 
	 

	 Public corporation & private enterprises
	 2 058706
	 36 000
	 -
	- 

	 Households –Gifts and donations
	 680
	 710
	 753
	 791

	 Capital
	 
	 
	 
	 

	 Machinery & equipment
	 1 253
	 600
	 612
	 643

	 Payment for financial assets
	 1 757 610
	138 600
	 -
	 -

	 TOTAL
	 3 991 160
	350 590 
	186 791 
	196 240


To ensure clarity and transparency of objectives for the SOEs and a precise articulation of the trade-offs between policy, regulatory, customer and financial interests; the Department of Public Enterprises consulted with sector departments, National Treasury and the Presidency to determine the strategy of the government as a shareholder in the SOEs. Such consultation entailed an assessment of the interaction between the policy and regulatory environment with the financial and operational goals of the SOEs to ensure shareholder value optimisation and achievement of wider socio-economic objectives.

The Department identified the following key areas as strategic in facilitating the country’s growth prospects:

Ensuring the security of supply and the efficient and competitive provision of key infrastructure.

Facilitating the development of advanced manufacturing capability through direct investment, procurement programmes and partnerships with global enterprises.

The government aims to gain greater recognition for SOEs as strategic instruments of the industrial policy. This includes the systematic integration of their key programmes into the broader industrial policy and economic cluster programme of government. To achieve these objectives, during his Budget Vote Speech, Minister responsible for Monitoring and Evaluation in the Presidency pointed out the following;

4. Analysis of annual report and financial Statements

The idea behind government’s initiative is to gain greater recognition for State-owned enterprises as strategic instruments of industrial policy. This includes the systematic integration of their key programmes into the broader industrial policy and economic cluster programme of government. To achieve these objectives, during his Budget Speech vote, Minister, Collin Chabane in the Monitoring and Evaluation unit in the President’s Office, pointed out;

“[…] we will design a performance contract between the President and the Ministers. This contract will primarily outline the required performance in two to three policy outcome areas and indicate, per outcome, the measurements of success. The Ministers will also sign delivery agreements with their officials with regard to activities and plans to stimulate delivery as well as the required outputs.” 

This is how government will assess the performance of the Department of Public Enterprises, and by extension that of the State-owned enterprises in meeting the required performance standards.
According to the Department’s programme allocations the Energy & Broadband Enterprises programme received more funding compared to all the other programmes and followed only by the Manufacturing Enterprises’ programme. Under the Energy & Broadband programme the department oversees about three entities namely, Eskom, Infraco and the Pebble Bed modular Reactor (PBMR). An amount of R1.7 billion in the financial year under review was transferred to the PBMR for designing, building and prototyping the PBMR technology. This also includes about R208.5 million which was transferred to Infraco for the expansion of South Africa’s ICT infrastructure. Other transfers were conducted in both the Transport and Manufacturing Enterprises and they are; R191.9 million to Denel for the payment for an indemnity granted to Denel-Saab Aerostructures. The Administration programme made a transfer of R129.1 to Alexkor, which consisted of R29.1 million for the development of the township and R100 million for the establishment and capitalisation of the pooling and Sharing Joint Venture (PSJV) between the Richtersveld Community and the Department.  

Transfers to SOEs between 2004/05 and 2007/08 read as follows; 

Denel received R3, 7 billion, 

Alexkor received R170. 2million, 

The Pebble Bed Modular Reactor (PBMR) received R4, 9 billion. 

South African Airways (SAA) received 744 million, and 

Broadband InfraCo received R627 million for its establishment. 

The Minister of Public Enterprises, Ms Barbara Hogan in her Budget Vote Speech for 2009 highlighted the developmental state framework within which SOEs will play an effective role. She said, “Government’s role is to […] re-orient SOEs towards the twin goals of attaining our socio-economic developmental goals and maximising operational efficiency and financial sustainability.” To do this, the Department identified the following key areas as strategic in facilitating the country’s growth prospects:

Ensuring the security of supply and the efficient and competitive provision of key infrastructure.

Facilitating the development of advanced manufacturing capability through direct investment, procurement programmes and partnerships with global enterprises.

Furthermore, the Department of Public Enterprises pays specific attention to the country’s macro-economic challenges particularly poverty and unemployment. 

4.1 The size and value of each State-owned enterprise

Eskom: R171, 181 billion
Transnet: R98, 895 billion
SAA: R17, 750 billion
Denel: R5, 083 billion
SAFCOL: R3, 629 billion
Broadband Infraco: R1, 339 billion
SAX: R1, 109 billion
PBMR: R1, 019 billion
Alexkor: R418 million
The Department of Public Enterprises thus oversees nine State-owned enterprises whose assets in value terms are estimated at more than R300-billion in total. Eskom tops the list in terms of assets followed by Transnet, South African Airways and Denel respectively. Both Eskom and Transnet are embarking on infrastructure expansion programmes estimated at R465 billion put together over the next five years. Eskom plans to spend about R1.3 trillion by 2025 to double its generating capacity. Funding in particular for Eskom has been a challenge, while Transnet has managed to fund its infrastructure programme off its balance sheet.
5. Analysis of Section 32 Expenditure Reports

In delivering his budget speech for 2010, the Minister of Finance, Mr Pravin Gordhan characterised government’s new approach as the “the new framework of outcomes and associated targets.” The Minister of Finance alluded that over the next three years, the public sector aimed to spend about R846 billion on its infrastructure programme. A significant portion of that public-sector infrastructure programme will be undertaken by state enterprises and will not be directly financed from the fiscus but will largely be met by users, and will in several cases require tariffs to be phased in over the period ahead. 
Examples include Eskom’s build programme of the Medupi and Kusile Power Stations and Transnet’s New Multi-Product Petroleum Pipeline from Durban to Johannesburg. The National Energy Regulator of South Africa (NERSA) granted Eskom a 24.8% tariff increase amounting to R85 billion in real terms for the 2010 financial year. National Treasury had proposed an increase of 7.5 cents a litre for petroleum to contribute to the funding of Transnet’s New Multi-Product Petroleum Pipeline whose construction is still underway. In line with the Finance Minister’s assertions these capital generating measures will bring relief to this year’s budget.

5.1 Programme allocations 2010/11

[image: image1.wmf]Programme

Nominal Rand 

change

Real Rand 

change

Nominal % change

Real % change

R million

2009/10

2010/11

2011/12

2012/13

Administration

  92.0

  103.3

  107.7

  111.8

  11.3

  4.8

12.28 per cent

5.23 per cent

Energy & Broadband

 1 959.2

  150.4

  14.5

  14.9

- 1 808.8

- 1 818.2

-92.32 per cent

-92.81 per cent

Legal, Governance 

  145.9

  54.4

  19.6

  20.4

-  91.5

-  94.9

-62.71 per cent

-65.06 per cent

Manufacturing Enterprises

  199.3

  16.2

  15.6

  16.7

-  183.1

-  184.1

-91.87 per cent

-92.38 per cent

Transport Enterprises

 1 568.7

  18.5

  20.6

  23.4

- 1 550.2

- 1 551.4

-98.82 per cent

-98.89 per cent

Joint Project Faciility

  26.0

  9.8

  8.8

  9.1

-  16.2

-  16.8

-62.31 per cent

-64.67 per cent

TOTAL

 3 991.1

  352.6

  186.8

  196.3

- 3 638.5

- 3 660.6

-91.17 per cent

-91.72 per cent

Budget

2009/10 - 2010/11

2009/10 - 2010/11

Table 5.1(a) 

In terms of allocation the Department of Public Enterprises (DPE) has been allocated approximately R352 million for the 2010/11 financial year. That confirmed National Treasury’s statement that much of the infrastructure funding would not be funded by the fiscus. This is a huge decrease from the R3.9 billion the Department was allocated for in the previous financial year. The general perception is that this allocation for the Department is mainly for administration and shareholder management of the various SOEs. Consequently, there are no major transfers to State-owned enterprises and only two SOEs are to be funded from this budget namely, the Infrastructure Company (Infraco, R138 million) and Alexkor (R36 million).

The Department’s budget forecast in the last financial year also indicated a huge decrease for this year’s budget, estimating this year’s budget at R311.9 million instead of the appropriated R352.6 million. The Department’s budget allocation has decreased by R3.6 billion in monetary terms and by 91% in terms of percentage. In other words, the overall budget allocation for each of the Department’s programmes has decreased significantly except for the Administration programme. This however does not mean that SOEs in general are not in need of further capital for their infrastructure programmes. Over the next five years the expenditure of SOEs was estimated at R699.6 billion. This capital according to the Minister of Finance, Mr Pravin Gordhan will come from internally generated resources, and a mixture of long term and short term borrowings in the domestic and foreign markets.

5.2 Shareholder capital and debt

In the past few years, State-owned enterprises have obtained loans from the African Development Bank (Eskom US$2.5 billion), the Japanese Bank for International Cooperation (Transnet, Ұ35 billion) and the European Investment Bank (€480 million to various State-owned enterprises). The World Bank has granted Eskom US$3.75 billion, along with US$250 million from the World Bank’s Clean Technology Fund. Further financing of US$1.25 billion is expected to be available from the World Bank in a subsequent phase. Government has attempted to do its part through providing R60 billion rand sub-ordinated loan to Eskom as well as up to R176 billion in guarantees. However, even with this input, at the present tariff level, Eskom needs to raise close to R200 billion over the next few years to plug the funding gap for its build programmes.

According to the Department of Public Enterprises State-owned enterprises will have to further look at other innovative sources of capital and debt funding including:

Public Private Partnerships, or direct private investment in infrastructure to provide an option for capital funding not available from public funds as well as a means of enhancing service delivery by employing private sector entities to operate the facilities.

Large international suppliers are able to offer funding for their equipment. This often comes in the form of “Export Credit Finance” and is often relatively cheap (although it is not rand dominated).

A major source of funding that needs to be explored could come from SOE customer base. It is common practice around the world for large customers to invest in rolling stock (in the case of rail) or in power stations (electricity).  

5.3 Expenditure Trends per Programme

5.3.1. Administration

In this financial year the programme’s budget allocation has slightly increased from R92 million in 2009/10 to R103 million in 2010/11 financial year. There is an increase of R4.8 million or 5.23 per cent in real terms. It is the only programme in this financial year whose allocation has been increased. This increase is attributed to, among other things, the establishment of the deputy minister’s office as well as the shifting of the risk component in the Legal, Governance and Transactions programme to the chief investment portfolio manager’s office.
Expenditure is expected to grow moderately over the MTEF period at an average annual rate of 6.7 per cent, from R92 million in 2009/10 to R111.8 million in 2012/13. This is generally in line with inflation, but also reflects savings resulting from the centralisation of services.

5.3.2 Energy and broadband

Spending in this programme is mainly on transfer payments to the Pebble Bed Modular Reactor and Broadband Infraco. This year the programme has been allocated about R150 million and although this amount is less than the allocation the programme received in the previous financial year by R1.8 billion, it is still the highest compared to other programmes. There is only one transfer for this programme and is R138.6 million earmarked for Broadband Infraco. Expenditure is expected to decrease from R1.96 billion in 2009/10 to r14.9 million in 2012/13 at an average annual rate of 80.3 per cent when government’s contribution to the Pebble bed Modular Reactor ends.

5.3.3 Legal, Governance and Transactions

The programme has been allocated R54.4 million of the 2010/11 Budget Vote. This year’s programme allocation has decreased by R94.9 million in real terms and by 62.71 in terms of percentage. The only projected transfer is that of Alexkor at an estimated value of R36 million as part of the funding of the Richtersveld land claims settlement agreement.  In terms of expenditure trends, expenditure is expected to decrease over the MTEF period from R145.9 million to R20.4 million at an average annual rate of 48.1 per cent, due to the finalisation of the Richtersveld Community’s land claim.

5.3.4. Manufacturing Enterprises

The Manufacturing Enterprises’ aim is to align and monitor the corporate strategies of Denel and the South African Forestry Company Limited (SAFCOL) against government’s strategic intent and performance targets. The budget allocation for this programme has drastically decreased from R199.3 million in 2009/10 to R16.2 million in the 2010/11 financial year. In monetary terms this allocation has decreased by R184.1 million or by 92.38 per cent in real terms. Neither Denel nor Safcol are expected to receive any transfers as it was the case in the previous financial years. The implication is that this allocation for the programme is meant only for the management and oversight functions of the manufacturing enterprises’ sector. Expenditure is expected to decrease from R199.3 million in 2009/10 to R16.7 million in 2012/13, at an average annual rate of 56.3 per cent. 

5.3.5 Transport Enterprises

The Transport Enterprises intends to align and monitor the corporate strategies and the performance of Transnet, South African Airways (SAA) and South African Express Airways (SAX) against government’s strategic intent and performance targets. This programme has been allocated R18.5 million for the 2010/11 financial year and R1.5 billion less than the previous year. This year’s allocation has been slashed by 98 per cent with no transfers to any of the SOES that fall under this programme. Most of the transfers in this programme have been going the way of South African Airways but since the airline reported profit in the last financial year this seems to have come to an end.  Expenditure is expected to decrease significantly to R23.4 million over the MTEF period, at an average annual rate of 75.4 per cent.

5.3.6 Joint Project Facility

Budget allocation for this programme for the financial year 2010/11 is projected at R9.8 million and like all the other programmes has been allocated less compared to the previous financial year when it was given R26 million. The budget is used for expenses related to support functions such as remuneration and goods and services. The Joint Project Facility was established in 2005/06 and was funded by all the SOEs. In 2006/07, the unit was included as a sub-programme under the Manufacturing Enterprises programme, but through the realignment of the functions within the Department a new programme (JPF) was created in 2007/08 and historical expenditure was adjusted accordingly. Expenditure is expected to decrease from R26 million in 2009/10 to R9.1 million in 2012/13, at an average annual rate of 29.5 per cent. This is mainly due to the completion of some of the projects and programmes and the shift of the oversight and implementation of these projects to the relevant State-owned enterprises’ teams.

5.4 Expenditure of the first two quarters of 2010/11

The department has spent 37% of its budget. The standard item expenditure is as follows:

5.4.1 Compensation of employees

The expenditure under this item is 45.72%. The under spending under this classification is due to 27 vacant posts mainly at SMS level. An additional R2.3 million was allocated in the Adjustment estimates to compensate for the general increase (inflation) being higher than budgeted.

5.4.2 Goods and Services

The actual expenditure under this item is 29.16%. If commitments are taken into consideration, 44.77% of the annual budget had been spent. 37.5% of funds requested for September have been spent under this item.

5.4.3 Transfer payments

The transfer payments influence the overall expenditure of the Department as they comprise 67.79% of the total budget. The expenditure under this standard item is 36.81%. No transfer payments were disbursed during September as per the drawings submitted to national Treasury. An additional R201.3 million was allocated in the Adjustment estimates for Denel and PBMR.

Broadband Infraco has received the full transfer payment of R138 600 000.

Alexkor’s R36 000 000 transfer will be effected this months (October 2010)

Denel’s R181 296 000 transfer is scheduled for December 2010

Pebble Bed modular Reactor’s R20 000 000 transfer is scheduled for march 2011.  

5. 5  Analysis of Auditor General’s report

For the financial year under review the Department has received an unqualified audit report with no emphasis on any accounting matter. And for the past three or so years the department has consistently been receiving clean audits.

6. Consideration of other information

6.1 Oversight Report

The Committee undertook oversight visits to State Owned Enterprises to assess progress in the build projects of Eskom and Transnet, furthermore to assess the performance of other SOEs such as the Pebble Bed Modular Reactor and the South African Airways in November 2009. 

The report of the Committee was pleased with the progress of the build projects, especially Medupi Powerstation and the Multi-purpose Pipeline. The entities of the Department are on target in terms of timeframes for the completion of the build projects. 

Some State Owned Enterprises contribute towards supporting local manufacturing, Eskom through the Medupi Power Station would cost about R125 billion overall. R49 billion of this amount would be locally spent while R86 billion would be spent on contracted work from outside. 

7. Committee’s Observations

The use of consultants for the year under review amounted to R51 million. The Department will need to manage the use of consultants as part of cost-cutting measures.

Concern over the high number of vacancies at Senior Management Service levels equalling to 27 vacant posts.

Concern regarding the Department’s mandate and limited powers to vigorously ensure that SOEs efficiently and effectively deliver on strategic objectives.

Concern regarding the funding model of Eskom which places the burden and risks solely on the state, while the energy intensive industries do not share in the risk. 
The Committee welcomes the establishment of the Presidential Review Committee on SOEs and will await the findings.
 8. Conclusion

The Committee is satisfied with the service delivery performance of the Department. It is, however, concerned about the continuously underperforming business unit of Denel, namely Denel Saab Aerostructures (DSA).

The Department has continued to receive a clean and unqualified audit report with no matters of emphasis from the Auditor General. There are no cases of wasteful, irregular or fruitless expenditure, and the resources of the Department are utilised economically.

9. Recommendations

For the current 2010/11 financial year the Department of Public Enterprises’ has been allocated R350 million and based on the Department’s allocation for the MTEF period there will be less funding for the 2011/12 financial year and beyond. This implies that less recapitalisation of SOEs is envisaged. The implication is that those financially struggling SOEs will have to work hard to financially sustain themselves. Eskom on the other hand has to secure the required shortfall from other sources of funding rather than to rely on the shareholder alone. 
Based on the analysis of the Department’s budget for the year under review (2009/2010), the following recommendations are proposed:   
The Department should strengthen their oversight role to ensure SOEs perform optimally and achieve their strategic objectives

The Department should adopt a risk share approach with industries, for example regarding the funding model of Eskom. 

The Department must provide clarity to the Committee on how the infrastructure build projects contribute to the Industrial Policy Action Plan

The Department should fill vacant positions at Senior Management level by end of the current financial year. 
Report to be considered
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