REPORT ON PMTE INTERIM SCOLUTION

1.

The Policy Regulation Unit seis policy direction at Head Office level and finds its
application in the business interventions underiaken by the Department. Although it does
represent an integral part of the line function, it can however be considered to be a
support function as it merely has an advisory role. In this unit functional distinction can
clearly be made between Property and Construction. However, because of the size of
this function it is not deemed appropriate to separate this function as this proposal will
only be an interim arrangement. This Unit can serve both PMTE and the Department on
the basis of “shared services” on a cost recovery basis during this period.
The EPWP unit is not linked to - or dependent on any property or cother pritmary
functions of the Department. Its existence and fulure operations can therefore not find
application in the PMTE. As it is undisputedly a Departmental function that will not
impact on the outcome of separation of functional responsibilities between the
Department and the PMTE, it will not be further considered.
The Projects and Inner City regeneration functioné both deal with construction related
initiatives. It is not clear why it is organized in different branches other than to place. '
focus on the priority of inner city regenération.-However, this is not deemed td b_e'_aﬂ_
efficient functional arrangement and should be considered for consolidation. '
Key Account Management, Assét 'Irgvestment Management "and Property
Management are all branches that are directly involved in the provision of
accommodation to client departments. Whilst the existing branches cover all the
functional interventions required to deliver this service, if is however also fragmented
and can give rise to a “silo” approach that will sacrifice efficiency. Main functions
perforrned in these branches inter alia include:

o Client engagement and public relations;

e Maintaining an Immovable Asset Register;

» Providing state owned properties for occupation;

s Organising and managing privatsly leased accommedation;

s Doing portfolio analyses; and

»  Doing asset investment analyses.

Considering the above functions of the mentioned branches, there is no doubt that these

branches should form the nucleus of the PMTE Trading Account in future. 1t is therefore
recommended that the PMTE Trading Acceount be constituted by the




REPORT ON PMTE INTERIM SOLUTION

should be placed under the managerial responsibility of a senior manager “Head of
Property Management”. An appropriate rank can be determined for this purpose as scon
as the OFA of the DPSA has been concluded. This individual can in the interim also
report to the Director - General.

Support services for Head Office are currently organized into three branches dealing with:

« Corporate Services;
o Internal Audit and Investigation Services; and

s Finance and Supply Chain Management.

The above support services are inclusive and are being rendered in support of both PMTE and
departmental functions. It is therefore necessary to take a decision on whether these support
services sheould be split to service Property Management and the Department independently or
whether these support units should service both line functional-institutions. For the sake of least
disruption and to support s quick irﬁerim organizational arrangement, it is proposed that all
Corporate Services and Internal Audit Services be regarded as “Shared Services”. Shared
services will provide support to both line function institutions based on mutually agreed upon
service level agreements.

The above arrangement can however not be applied to the Finance and SCM support. The
PMTE should have an independent Finance function to avoid a conflict of interest between
officials serving both the Department and PMTE responsibilities as a consequence of the lack of
segregation of duties, a key internal control measure . For example the billing between the
PMTE and the Departrment is quite substantial in terms of the number of transactions as weli as
the amounts involved. The CFQO can thersfore not be seen to be billing the department whilst he
/ she is on the other hand also authorizing payments to PMTE. Such conflict of interest is
material and constitutes a huge risk. It is therefore unavoidable that independent Finance
functions be established for PMTE and the Department each with its own Chief Finance Officer

given the complexities and volume of transactions in each environment.

This is not considered to be a major problem as PMTE already has a basic finance function in
(PMTE). This
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place currently overseen by a Chief Director: Financial Planning and Reporting
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finance function for PMTE can be reviewed and enhanced based on accounting responsibilities
as soon as the PMTE's business processes have been piotted and approptiate policies have
been developed. A linkage of the mentioned processes and policies with the historic number of
transactions feeding into PMTE, will inform exactly what capacities are needed and at what
levels.

The PMTE wilt need a substantial SCM capability in order to deliver on all of its functional
responsibiliies. The nature of the SCM processes will also be distinctly different {o the
infrastructure {project) requirements that the Department will have. The Turn Around support is
at this stage busy defining different procurement processes to meet all of these functional
needs. When this is concluded it shouid be possible to divide this SCM capability according to
departmental / PMTE needs. At this stage it is not deemed appropriate to separate this function
or to establish a separate SCM. functional capability for PMTE. It is therefore recommended
that the full SCM capability of the Department in the meantime also be used as a “shared
services” capability for the proposed PMTE.

SUMMARY OF ALL RECOMMENDATIONS

Based on the above deliberations and motivations it is recommended that:

1. The following recornmendations be considered as an interim organizational arrangement
o be put in place until the Organisational Functional Analysis of the Department and
PMTE can be concluded by the DPSA and subsequently implemented;

2. The principle be adopted that the future PMTE be organized and implemented as a
Trading Account as already approved by National Treasury in 2008;

3. PMTE be structured as a government companent of the Department of Public Works:

4. The PMTE Trading Account be consfituted by the amalgamation of the following
branches:

v Key Accounts Management;
» Asset Investment Management; and
o Property Management.

5. The managerial responsibility for PMTE Initially be vested in a senior manager “Head of
Property Management” - the rank of which can be determined by the outcome of the
OFA to be conducted by the DPSA,;
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8.

The "Head of Property Management” report to the Director — General of Public Waorks in
the interim;
An independent Finance function with its own CFO be established for the PMTE based
on the current organizational arrangement for Finance that is ailready in place;
Other support services be used by both the Department and the PMTE on the basis of
“shared services” as follows:

s Policy Regulation;

o Internal Audit;

s Corporate services: and

o SCM.
The Organisational Functional Analyses be concluded by DPSA as séon as possible and
in particular consider:

¢ Enhancing efficiencies both for PMTE and the Department;

+  The level of centralisation / deceniralisation between head office and the regions;

= Regional structures be realigned based on the ouicome of both the above

findings.
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ANNEXURE - ACCOUNTING IMPLICATIONS FOR THE INTERIM SQLUTION

2.1

A number of issues exist with the current structure. From an accounting perspective, the
following is highlighted and discussed below:

s Functions within the Department have not clearly being separated between the
PMTE, operating as a trading entity, and the rest of the Depariment.

o The PMTE does not recognise any immovable property, as the asset management
function still resides within the Department. The PMTE expenses any direct cost
associated with property management, including any capital expenditure budgeted for
in planned maintenance.

» The administrative cost of performing the property management function is currentty
within the Depariment. This results in issues around related parly transactions and
the measurement of this cost (as the Depariment is incurring costs around the
PMTE).

= Accrual accounting principles has not been fully implemented in the PMTE despite the
fact that the PMTE reported in terms of SA GAAP (IFRS). Due to BAS being a
transversal system, modifications {o ensure proper accrual accounting is hot possible.

e As a result of inadequate costing of the services rendered and to bill for those
setvices accurately, the PMTE is currently not viable and cannot fulfill its function to
manage the property portfolio of the DPW. This directly affects the going concern
assumption and the reporting of the PMTE.

Each of the issues listed above will be discussed in detail below coupled with a proposed
recommendation.
KEY RECOMMENDATIONS

Functions not clearly separated

2.1.1 Current situation

The DPW did not separate operational functions for the PMTE. From a structural
perspective the PMTE only consists of a Finance Depariment as the property
management capability still resides within the Depariment. The PMTE howsaver accounts
for expenditure and revenue refating to the property management function in their
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financial statements. The salaries and other overheads relating to the PMTE's finance
department are financed by the Department from voted funds.

As a result, the PMTE does not function as an entity within the Department, but oniy as
different accounts, with a separate budget.

2.1.2. Proposed interim solution: Moving property management functions into the
PMTE from 1 April 2013

o

The accounting impact will be that all expenditure relating to PMTE, including
resources and movable assets will have 1o be accommodated within the PMTE. This
will result in a shift of budgets between programmes from the Department to the
PMTE (via a fransfer payment approved by Treasury)

This excludes expenditure relating to administrative functions that will still be carried
by the Department (Shared Services). Refer to section 4.4. for further explanations

Although the movement of functions will complicate the accounting treatment within
the PMTE, the result will better reflect the cast of performing property management
within the PMTE. This is because all costs, including salaries and related overheads
of ail property management functions will be transferred to the PMTE.

Given that the PMTE does not yet have a system to record accruai accounting
transactions, the timing of moving any functions, is critical.

In terms of Directive 4 of the OAG, entities may have a three year period {o measure
certain assets and liabilities as a result of a transfer of functions.

To enable the PMTE to utilise the transitional provisions included in Directive 2 re
transfer of functions effectively, it is recommended that these functions move to the
PMTE effective 1 April 2013.
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2.2

Recognition of immovable property and capital expenditure
2.2.1. Current Situation

The asset management function, including immovable property, is currently maintained
within the DPW, outside the PMTE. The Department is qualified on the compieteness
and valuation (measurement) of the asset reglster .

Due to- the’ NDPW reporting on a modifi ed cash basrs the Department Is obligated to

: add capltal expenditure as additions to the fixed asset reglster However, as a result of
» the devolution of the capital budget and the lack of a-capitalisation poiicy, the additions
" to the fixed asset register are from a historical perspective not complete, nor accurate.

Based on a decision made in 2006 (devolution of capital budgets), client depariments
are currently including any capital additions within their respective budgets such that
National Treasury can get a complete indication of all costs requiring funding to enable a
Depariment to execute its mandate.

The PMTE pays for the capital expenditure, but due fo the fact that the physical assets
are not being recognized within the PMTE, this expenditure is freated as recoverable
expenditure from the relevant Client Depariments, within the PMTE. There are
furthermore no additions to the fixed asset register of the DPW ( even as the custodian
of the property management function the DPW has not incurred any expenditure). The
Immoveable asset register of DPW is not updated with these additions resuiting in a
mismatch between the Depariment's capital budget and the expense for its own
occupied buildings. User departments will face similar, but opposite, issues as they
incur capital expenditure without having the physical asset in their immoveable asset
registers.

Planned maintenance is budgeted for within the PMTE as an expense. This expenditure
inciudes capital expenditure, which should be capitalized and not expensed. As the
PMTE cannot capitalise the expenditure (as it does not have the immoveablé assets),

these payments are expansed, resulting in an understatement of the asset-values of the
DPW.

2.2.2 Proposed solution: The assets management function is transferred to the
PMTE.

¢ The PMTE will recognise the immovable assets and aHl related labilities.

e Whaere the client department still receives the capital budget from Treasury and DPW
(PMTE) ultimately controls the capital additions, additions will be recognised by the
PMTE. The feas received for capital additions from these client departments will be
recognised as accommodation charges and recognised over the lease pericd
(instead of being a “recovery” of the expense)
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PMTE In

In future the PMTE would charge users a fee to recover the full cost of delivering the
required services, including a fee to ensure capital improvemenis. The PMTE would
budget for capital improvements following a strategic asset management plan. The
PMTE recognises the revenue received through the Statement of Financial
Perfarmance and accumulates funds fo ensure continuous capital development.

Where the client department still receives the capital budget from Treasury and the
capital additions are not controlled by the DPW (i.e. client specific leasehold
Improvements), and the DPW (PMTE) was used as the project manager! contractor,
the amount will be “recovered” from the client department. The PMTE recognises the
revenue and the related expenditure in its Statement of Financial Performance. No
capitalization will take place in PMTE's financial records. The client department will
capitalize.

The advantage of this is that the accounting mismatches between capital budgets
and capital expenditure are resolved,

The PMTE shows the immovable assets and any additions to it, whilst the user
Departments only show the accommodation charge. Leasehold improvements is
recognised by the user Department and depreciated over the lease period. This
should ease pressure on the National Treasury to budgst annually for huge capital
outtays in the long term.

In the shorter term, the PMTE may still be refiant on augmented funds (transfer
payments received from DPW) to fund capital outlays.

As the PMTE is applying accrual accounting principies, challenges exist around the
measurement of assets and correcting the legacy around the fixed asset register.

As Directive 2 transitional provisions will be utilised and the immovable asset register
is transferred with its functions, the PMTE intends to use the transitional provisions
contained in Directive 2 (see point 1 above). This means that the AR will move to the
PMTE on 1 Aprii 2013, but that the PMTE has three years to value these
immoveable assets. This will provide the PMTE sufficient time to complete the
physical verifications of all owned and leased buildings per current plans by 31
December 2013. The latest municipal valuation roll will be available will be used to
ensure that the immoveable assets are valued at fair value by 31 March 20186.

terim Soiutio Page 17
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2.3

Administrative functions and costs
2.3.1. Current situation

All administrative cost relating to property management are budgeted for and paid within
the Department. The PMTE does not budget or pay for any administrative cost, e.g.

audit cost, supply chain management, etc.

' The PMTE and the Department are currently disclosing these in a related party

transactions note to the financial statements. The challenge exists around measurement
{allocation) of costs for the DPW and the PMTE.

2.3.2 Proposed Solution: The Department budgets and renders certain
administrative functions to the PMTE. The cost is allocated to the PMTE based on
a functional analysis of the cost

= The PMTE recognises the cost of the shared expenses and corresponding revenue
in the Statement of Financial Performance where the cost of these services can be
measured reliably. Where cost/revenue cannot be measured, the fact is disclosed in
a hote only.

* Asa result, administrative and corporate function duplication is avoided.

» However, the financial statements reflects the full cost of receiving the services more
accurately, resulting ultimately in better reporting.

* As the Department is still budgeting and paying for these costs, the cost will not be
transferred to client departments through any pricing strategy or be recovered from
the PMTE

o This will avoid cost duplication of setting up separate structures within both the
PMTE and DPW e.g. fo comply with Treasury Reguiations or instructions e.qg.
corporate committees and risk managements.
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Implementing full accrual accounting principles
2.4.1 Current situation

The PMTE is currently accounting for its transactions on BAS, which is a transversal
system set-up to account for transactions on the medified cash basis. The system
cannot be modified to accommodate separately the needs for the PMTE.

The PMTE has identified the need for a proper accrual accounting system. Together
with obtaining a new system, business processes are in the process to be mapped and
brought in line to ensure proper accrual accounting. However, the PMTE is currently
relying on manual processes to ensure that the financial statements reflect fairly the
financial affairs of the reporting structure.

2.4.2 Proposed Solution: The PMTE implement full accrual accounting processes
and account for transactions when they occur.

» Transactions is recognised when they occur and classified correctly at initiation.
Manual journals will be the exception and not the rule. Payments and receipts are
recorded against the appropriate control account and not directly in expenses and
revenue,

e To implement full accrual accounting processes takes time as it involved change
management processes, adequate skills and will result in additional costs.

o If the PMTE is able to use the transitional provisions in Dirsctive 2 from 1 April 2013,
it may provide us with the opportunity to implement accrual accounting principles
regarding the measurement of liabilities and assefs related to the ftransfer of
functions.

PMTE lntenm Solutaon on | Page 18
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2.5

END

PMTE Interim Solui - Page 20

Going concern issues

As the PMTE is currently not structured effectively, has a bank overdraft with cash flow
problems, has problems collecting money due to it, due to the lack of a proper billing
system and lack of written contracts, its ability to be financial viable is an issue.

Impact:

If the Department is not able to make the PMTE financially stable, the PMTE may not be
able to continue as a going concern,

As long as there is uncertainty around the PMTEs ability to continue as a going concern,
additional disclosures wiil have to be made about managements’ plans to resofve the
situation.

If not addressed the Department may be forced to dissolve the entity, without addressing
any legacy issues.

If the intention of the Department is for the trading entity to continue as a going concern
the issues around its sustainability needs to be addressed though adequate measures.
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