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INTRODUCTION: SUMMARY OF FINDINGS AND RECOMMENDATIONS

This is the Werksmans report on what Is colloquially referred to as the 1064 locomotive

acquisition, which traverses the relevant legal and governance aspects In relation to the

transaction.

A self standing report from the forensic auditor ("Forensic Audit Report") Instructed by

Werksmans, deals with certain relevant financial aspects of the matter, and Is filed with

this report.1 The Werksmans report must be read In conjunction with the forensic auditors

report. . -

To avoid undue prolixity only limited extracts from the forensic auditors report have been

Included In this report.

To facilitate an expeditious consideration of the Werksmans report and the documentation

referenced therein the Werksmans1 report is constituted by:

I. The report itself together with the Forensic Audit Report, attached as Annexure A,

is contained In volume I; and

II. The appendices referenced in this report are contained in volume II and following.

The Werksmans report Identifies serious breaches of statues, regulations, corporate

governance and unlawful conduct in relation to the transaction-Involving billions of rand.

As is evident from the forensic auditors report to be read with this report, the forensic

auditor's finding are seriously adverse and involve vast sums of money. The forensic

auditor identified Inter alia that:

I. materially misleading, Incorrect and Inadequate information was provided to the

Board ofTransnet;

II. there was a lack of appreciation of and application of mind (at the very least) by

the executives and the Board to the actual 1064 Business Plan and to the Interest

ofTransnet;

III. part of the increase of almost R16 billion over the estimated and originally approved

total estimated cost appears inexplicable, unreasonable and excessive; and

1 The Forensic Audit Report Is appended to this report as Annexure A.
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IV. various instances of suspicious conduct suggesting at the very least wasteful

expenditure and or a wilful disregard for the Interest of Transnet and a cavalier

waste of vast sums of money were Identified.

This Werksmans1 report recommends inter alia that:

I. an appropriately empowered judicial Inquiry be Initiated investigate the unlawful

conduct referenced In both this report and the forensic auditors report (collectively

"the reports")

I I . Transnet take immediate steps to:

a) recover wasteful expenditure from those responsible and/or unlawfully
benefiting from the transaction and aspects relating thereto as identified in
the reports;

b) Institute appropriate disciplinary action against those Individuals as Identified
In the reports; and

c) request each of the HAWKS and the National Intelligence Agencies ("NIA")
to investigate each of the matters as Identified in the reports.

0057-0363-0001-0005
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CHAPTER I : BACKGROUND

1 Transnet SOC Limite i ("Transnet") Is a company as contemplated In Item 2 of

Schedule 5 of the Ccnpanles Act, 71 of 2008 ("Companies Act"), and exists In

accordance with the L?gal Succession to the South African Transport Services Act, 9

of 1989 or any legisla Ion that replaces It. Transnet Is a State Owned Entity ("SOE")

by virtue of its l i s t ig as a public entity In Schedule 2 of the Public Finance

Management Act, 1 o : 1999, as amended ("PFMA"). Transnet is thus subject to the

Companies Act and th ; PFMA, as well as to the King Report on Governance for South

Africa and the King Cc he on Governance Principles for South Africa (collectively "King

Coda III").

W

Transnet is wholly o\ ned by the South African Government and operates as a

corporate entity. With the Government as Its sole Shareholder, the rights attached

to its shares are exexised by the Minister of Public Enterprises ("Shareholder

Minister") In her capa ity as the representative of the Government and the Executive

Authority, as defined i \ the PFMA.

Transnet Is the largest and most crucial part of the freight logistics chain that delivers

goods to each and eve y South African. It Is said to carry on business in all aspects

and branches of trans; art and harbour operations and Its mission is to be a focused

freight transport comr 3ny, delivering Integrated, efficient, safe, reliable and cost-

effective services to pr mote economic growth In the Republic South Africa ("RSA").

I

Trie Accounting Author y of Transnet, as defined in section 1 of the PFMA, is its Board

of Directors ("BOD"), "he BOD Is thus the governing body of the Transnet and as

such, it has absolut > responsibility and is fully accountable for Transnet's

performance.

The BOD at their meetii 3 of 25 April 2013 approved a proposed Investment to acquire

1064 locomotives for i s General Freight Business ("GFB")2 at an Estimated Total

Cost ("ETC") of R3S,6 Jillion over a seven year period ("the Transaction"). 3 This

Investment, In conjunct an with investing In related Infrastructure and wagons, would

2 See copy of a version the 117 pac .• business case tabled far approval 25 April 2013, appendix 1.
3 See copy of the resolution of the £ 3D's approval, appendix 2.
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facilitate the planned ramp up in GFB volumes from 80mt to 170mt over seven years,

as anticipated In the Market Demand Strategy ("MDS") aligned to Transnet's 2013/14

Corporate Plan.4

6 On 17 March 2014 Transnet consummated the Transaction through the conclusion of

four separate supply agreements ("Transaction Agreements") with the Original

Equipment Manufacturers ("OEMs") who had successfully tendered for the supply of

aforesaid 1064 locomotives.

7 Pursuant to the conclusion of the Transaction Agreements, allegations surfaced In

relation to alleged Irregularities In the procurement process and the Transaction. The

allegations were primarily contained In media publications. During June 2017 the

current Group Chief Executive ("GCE"), Siyabonga Gama ("Gama"), briefed

Werksmans with a pro-forma charge sheet which was released by the Economic

Freedom Fighters ("EFF") Into the public domain ("EFF pro-forma charge sheet").

The EFF pro-forma charge sheet was a precursor to the EFFs advice that it intended

to lay criminal charges against, amongst others, the BOD In relation to the

Transaction.

8 The allegations are summarised In our mandate as follows:

"R17.4 billion of taxpayers' money was lost In inflated prices on the purchase of 1064
locomotives;

The money was lost to corruption during the procurement of the locomotives;

The EFF dossier points fingers at various people as having Influenced the process;

the final offers, per locomotive, to Transnet by the 4 suppliers after negotiations had
taken place as follows:

• China North Rait: R27,3SO,000;
• General Electric: $24,312,000;
• Bombadier: R28,788,lS0;

China South Rait: R28t900,900;

However a month after negotiations had concluded, Gupta companies who served as
advisers to Transnet proposed an accelerated delivery schedule and rocketed the prices
from the suppliers and pocketing R10 million from each R50 million locomotive that
Transnet was buying.

The Guptas entered through Regiments Capital and Trllllan. When they started with their
work, the prices shot up. Regiments Capital prepared a financial and risk analysis for

4 See copy of Transnet1 s application in terms of section 54 of the PFMA cf 30 April 2013 to the Shareholder
Minister, along with th« corresponding notification to the Minister of Finance, appendices 3 and 4
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T insnet The analysis compares the costs of the original delivery schedule of the
Ic ^motives and an accelerated delivery schedule. It takes Into account drivers and forex
c:s£s before arriving at a conclusion that an accelerated delivery schedule would be
ct eaper. They did not reduce prices but Increased It and pocketed billions In the process
i vugh corruption."

As a esult of the above, the BOD of Transnet mandated Werfcsmans Inc.

("Weri smarts") to prepare a report on, amongst others, the allegations of

impropiety levelled in relation to the Transaction in accordance with the mandate

below,

i
i
i
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CHAPTER I I : WERKSMANS MANDATE, SCOPE, FORMAT AND QUALIFICATIONS

TO THE REPORT

• • \

I
I
I
I
I
I
I
I
I
I
I
I
I

10 Mandate

10.1 Werksmans has been requested to consider and advise on the Transaction

pursuant to a written mandate issued by the BOD on or about 3 July 2017, as

supplemented by the representations made by the current GCE on the same

date, ("Mandate").

10.2 In terms of the Mandate,5 Werksmans Is to provide a report covering the

following:

"SCOPE OF WORK

The scope of work will address but not limited to the following:

1. Whether the process followed in procuring the 1064 locomotives was In
compliance with the company's procurement policies and procedures as well as the
applicable National Treasury Regulations;

2. To identify alt persons, companies and timelines Involved In the procurement
process Including identification of each person's role or company's rofe and the
relationships thereof;

3. Review, verify and validate the submissions (relating to this the 1054 loco
Transaction") made to the Acquisitions and Disposal Committee (ADC) and the
Board. Should there be exceptions noted, appropriate follow up Investigation
procedures should be Implored.

4. As regards the price of the Transaction % ascertain the reasons for the Increase
(if there was an increase) In the estimated total cost ("ETC) and whether such
reasons are reasonable and/or justified; this will Include an Investigation into the
allegations made in various media reports including (but not limited to) the
allegations In the article by the Huffpost 09 June 2017 and also the allegations by
the EFF summarised as follows:

RI 7.4bllllon of taxpayers' money was lost In inflated prices on the purchase
of
1064 locomotives;
The money was lost to corruption during the procurement of the
locomotives;
The EFF dossier points fingers at various people as having influenced the
process; The final offers, per locomotive, to Transnet by the 4 suppliers after
negotiations had taken place was as follows:

See copy of Werksmans1 Mandate, appendix S.
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China North Rail: R27J60t000

General Bedric:
R24,312,000

• Bombadier. R28,788t150
China South Rail: R28,900,900

However a month after negotiations had concluded, Gupta companies who
served as advisers to Transnet proposed an accelerated delivery schedule
and rocketed the prices from the suppliers and pocketing RIO-mlllion from
each R50-mllllon locomotive that Transnet is buying.
The Guptas entered through Regiments Capital and Trillion. When, they
started with their work, the prices shot up. Regiments Capital prepared a
financial and risk analysis for Transnet The analysis compares the costs of
the original delivery schedule of the locomotives and an accelerated delivery
schedule; It takes Into account drivers and forex costs before arriving at a
conclusion that an accelerated delivery schedule would be cheaper. They did
not reduce prices but Increased it and pocketed billions In the process
through corruption.

5. Establish whether prices were Inflated after hedging, and determine whether
contingencies and escalations were added.

6.Establlsh what governance processes wens employed In Implementing the
Transaction" and the appropriateness/effectiveness thereof;

7. Review of Transnet poiides to the extent that the investigation recommends
such;
8. Conduct Interviews with the chairpersons of the various adjudication committees
to ascertain the business case and/or motivation tor the Transaction" and their
understanding of the financial and governance implications that are Involved in the
Transaction" including their understanding of the price increase and governance of
the Transaction';

9. Interview the team that dealt with the Treasury/Finandng package for the
Transaction".

10. Interview officials of the Secretariat of Transnet to understand their role in thel *7
safekeeping, access and distribution of all documents pertaining to thej .
Transaction"; t~4

11. Where necessary, interview all other parties Involved In the negotiation of the
Transaction";

12. Investigate whether the existence of a contract between Teejuesta, allegedly
owned by Salim Essa and CSR Hong Kong;

13. Provide recommendations to Transnet on the findings that arise from the
Investigations and on the possible actions to be taken against anyone, if any;

14. Provide recommendations to Transnet on how to prevent further occurrences
of the findings and on compliance with applicable government laws, rules,
regulations, poiides and procedures;

0057-0363-0001-0010
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15. Present format and Informal written and/or oral opinions concerning the
findings;"

11 Scope and Report Format

11.1 Werksmans requested access to all underlying evidence, Including but not

limited to documentation such as board-packs, BOD minutes. Board Acquisitions

and Disposals Committee ("BADC") minutes (and not merely extracts/excerpts

thereof), memoranda and submissions submitted to the BOD and BADC and

other Transnet governance structures that were prepared and/or produced in

relation to the Transaction.

11.2 The documentation furnished by several sources Include, but Is not limited to:

11.2.1 documentation under the control of Transnet Freight Rail ("TFR"), both

hardcopy (21 lever arch files) and further/ additional electronic versions

(2.13 GB);

11.2.2 documentation received from the office of the Group Secretariat, both

hardcopy (3 lever arch files) and further/additional electronic versions

(535 MB), as well as from the office of the current GCE (3 lever arch files);

11.2.3 a compact disc from the South African Reserve Bank ("SARB") comprising

of documents In excess of 5000 pages relating to the Transaction (552

MB); and

11.2.4 other information which Werksmans has obtained from third parties

Including representatives of Transnet, such as the current Group Chief

Financial Officer ("GCFO"), Garry Pita ("Pita") (51 MB).

1

: J

11.3 Over and above the documentation referred to above, Werksmans and the

forensic auditor engaged to assist In relation to certain financial aspects relevant

to Transaction, requested the documentation mentioned In an appendix hereto,6

this was not furnished. In order to meet the time deadline, conserve costs and

to avoid multiple Interviews with the same witnesses, a decision was taken to,

6 See list of documents/information requested but not received, appendix 6.

10
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where possib! , delay the Interview of key witnesses until such time that the

documentatior requested had been received and analyzed.

11.4 Due to non-co. peration and the delay occasioned thereby, Werksmans resolved

to interview a number of persons In relation to the Transaction.7 Werksmans

was advised b. the legal representatives of McKInsey & Company ("McKInsey")

and Anoj Singh ("Singh") to communicate with such representatives as opposed

to their clients Jirectly, ostensibly to protect their clients. This Is dealt with fully

In chapter V bs'ow.

11.5 This report Is s ructured In the following manner:

11.5.1 ' Chapter n , contains a summary of Werksmans' findings in relation to the

Transactic i ;

11.5.2 Chapter I f provides an outline of the legislative framework and policy

considsrat ons applicable to the Transaction;

11.5.3 Chapter V sets out the work Werksmans has performed; and

11.5.4 Chapter V embodies Werksmans' conclusions.

12 Qualifications to V e report

12.1 Werksmans1 Pr̂

on 1 October 2

Preliminary Ot

supersedes Wer

was obtained u

this report wou

operation as d

expedftiously cc

certain of which

limlnary Observations, which precede this report, were issued

)17. In order to avoid the current report becoming prolix the

;ervations are Included In the appendices.8 This report

:smans' Preliminary Observations and Is based on evidence that

to Monday 27 November 2017. Whilst It was envisaged that

i be delivered by the end of November 2017, the lack of co-

tailed In this report rendered this impossible. It has been

npleted in the context of the constraints mentioned herein,

are detailed Immediately below.

7 See schedule of Interviswsss, * >pendlx 7.

8 See copy of the Preliminary OC jrvadons, appendix 8.
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12.2 It Is necessary to indicate that the scope of our Investigation has been limited

in certain key aspects as set out hereunder.

12.3 Although Transnet facilitated the procurement of certain of the limited

documentation referenced herein above, Transnet did not volunteer or

offer/tender any documentation to Werksmans throughout this entire

investigation supporting an Inference that the flow material evidence may have

been deliberately withheld or sanitized.

12.4 In compiling this report, Werksmans has, where necessary, relied on

representations from, amongst others, the employees of Transnet and

proceeded from the assumption that the documentation relied upon Is authentic.

The Integrity of the documentation, including submissions, memoranda,

correspondence between Transnet and the relevant Ministers, has been

considered at face value on the premise that the documents are what they

purport to be.

12.5 In accordance with the Mandate by the BOD, Werksmans Initially subcontracted

the analysis of the financial architecture of the Transaction to PwC South Africa

("PwC"). It became apparent (n the second month of the assignment that PwC

was subject to a potential conflict of interest, given that they were advisors to

Transnet on aspects of the Transaction during January 2014. PwC were,

amongst other, given the "scope of review... to assess the readiness of Transnet

Engineering (TE) to start production of 1064 Electric and Diesel Locomotive

order". Furthermore, PwC retains a mandate in relation to the Transaction as

further detailed In Chapter V below.

12.6 Consequently, PwC was requested to withdraw from the assignment and

Professor Wainer was appointed to cover aspects of the Mandate that relate to

the financial architecture of the Transaction. The Forensic Audit Report by

Professor Wafner was provided to Werksmans on 24 November 2017.

12.7 Should the requested material Information be made available, Werksmans

reserves the right to amend and/or supplement this report.9 As appears from

9 See appendix 6.

12
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the Forensic Audit Report referenced above, certain documentation requested

has not been provided.

12.8 As a consequence of the fact that Information and documentation as detailed In

the exhibit appended to this report,10 has not been provided reliance was placed

on other less satisfactory sources which was not capable of being validated.

12.9 The additional constraints In the investigation process have been exacerbated

by Werksmans' inability to consult with key persons/witnesses, Including:

12.9.1 Singh, Group Chief Financial Officer up to 2015;

12.9.2 Salim Essa ("Essa"), alleged owner of Tequesta Group Pty Ltd

("Tequesta") and signatory to agreement allegedly concluded between

Tequesta and CSR (Hong Kong) Co. Ltd ("CSR (Hong Kong)") ("Tequesta

Agreement");

12.9.3 NIven Pillay of Regiments Capital ("Regiments"), Regiments having been

the financial advisor in the Transaction;

12.9.4 Guo Bingqiang a representative of CSR (Hong Kong), a wholly owned

subsidiary of CRRC Corporation Limited, and a signatory to the Tequesta

Agreement; and

12.9.5 Mathane Makgato, Group Treasurer at Transnet, who early In 2015

tendered her resignation.

1 0 See appendix 6 above.
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CHAPTER n i : EXECUTIVE SUMMARY

13 Background

13.1 Transnet issued two tenders In 2012 for the Transaction as was outlined In the

locomotive deployment plan to ensure that TFR would be In a position to provide

the required traction capacity in support of the MDS. The tender evaluation

process was concluded in January 2014, whereupon:

13.1.1 "" on the basis of two memoranda of 17 January 2014 from the then Group

CEO, Brian Molefe ("Molefe"), the BADC recommended approval by the

BOD of the evaluation process as well as the allocation of locomotives

between the preferred bidders: for the diesel locomotives on a 50/50 split

basis (and accordingly, 233 locomotives were awarded to General Electric

South Africa Technologies (Pty) Ltd ("GE") and 232 locomotives to CNR

Consortium ("CNR")); and for the electric locomotives on a 60/40 split

(and accordingly 359 were awarded to CSR E-Loco Supply (Pty) Ltd

("CSR") and 240 to Bombardier Transportation South Africa (Pty) Ltd

("BT));"and

13.1.2 on 24 January 2014 and based on the above BADC recommendation, the

BOD approved the results of the evaluation process and required that

negotiations commence with the preferred bidders namely, GE and CNR

for the total of 465 diesel locomotives tender, as well as BT and CSR for

the total of 599 electric locomotives tender.12

13.2 Negotiations with the preferred bidders commenced in February 2014. During

and or Immediately after the negotiations two of the OEMs, BT and CNR, were

informed by Transnet that they had to relocate from Transnet Engineering

("TE") facilities located in Koedoespoort Pretoria, to those situated In Durban

("Relocation"). Negotiations were completed in March 2014, and the

locomotive contracts with the successful bidders were signed on 17 March 2014.

. t

1 1 See respective memoranda for both the 599 electric locomotives and the 465 diesel locomotfves, appendices
9 and 10.

12 See copy of the BOD resolution of 24 January 2014, appendix 11 .

14
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On 28 May 2014, the BOO approved an increase in the ETC of the Transaction

from R3S.6 billion to R54.5 billion.13 Negotiations for the Relocation were

finalised In or about September 2015. The Relocation Is to best of Werksmans*

knowledge, still ongoing as at the date of this report, more than 2 years later.

13.3 The BOD of Transnet comprises of directors, who as a collective and individually,

are ultimately accountable and responsible for the performance and the affairs

of Transnet. The unitary board structure remains collectively and individually

responsible to provide effective corporate governance. From the matters

reported on below, it Is apparent that the exercise of corporate governance,

integrity and judgment In accordance with the provisions of the PFMA and

fiduciary duties has been lacking.

13.4 The principle of audi aletram partem and the confinement of the scope of work

to that prescribed in the mandate supports the advice below that all of the

matters traversed In this report will require investigation by a judicial Inquiry

with prosecutorial and Inquisitorial powers, Including the authority and

jurisdiction to compel witnesses to provide relevant documentation and

evidence.

i
i
i
i
i
i

• • . I

13.5 The above notwithstanding, from information and documentation examined and

interviews conducted, as described In more detail in Chapter V below, and the

appendices to this report, it Is evident that various provisions of the PFMA have

been breached.14

13.6 We highlight certain aspects of the Transaction that support an Inference of

impropriety Including:

13.6.1 the manner of the Increase in ETC by R15.9 billion after Ministerial approval

of the Transaction had been granted on 3 August 2013, by the Shareholder

Minister at the value of R38.6 billion. We note In this regard the Forensic

Audit Report observes that the application made on 30 April 2013 did not

In itself indicate whether the R38.6 billion was exclusive or Inclusive of the

13 See BOD resolution of 28 May 2014, appendix 12.

14 See chapter IV where the applicable sections are quoted.

15
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cost of forex hedging and escalations, although this application records that

it attached the 1064 Business Case ("1064 Business Case");

13.6.2 / the payment to Regiments during February and March 2014, In the

aggregate amount of R100 million excluding VAT, appears unjustifiable

having regard to the fact that McKlnsey withdrew from the process on or

about 4 February 2014, on the basis that It was unable to add value at that

late stage of the Transaction;

13.6.3 we pause to note that the facts revealed regarding the Regiments' fee

generation raise concerns as to the rationality of the conduct of Molefe and

Singh. It is Werksmans1 view that proceedings should be Instituted to

recover this amount forthwith;

13.6.4 the commercial rationale and costs for the Relocation between the period

9 March 2014 to May 2015, and the vast and peculiar cash prepayment

made In relation to such costs, and the manner in which payment in the

aggregate amount of R1.2 billion arose appears to at least constitute a

contravention of section 51(1) read with section 83(3) of the PFMA;

13.6.5 in relation to the award of a confinement (a process opposite to an open

tender process, as detailed below) to CSR for the acquisition of 100 electric

locomotives, which confinement was requested on the basis that the 1064

Transaction was delayed by a year, which posed a risk to achieving the

targeted MDS volumes that the 1064 Transaction was intended to meet

and such confinement would mitigate said risk, Werksmans has analysed

the evidence Including but not limited to:

13.6.5.1 the content of the Chairperson's letter of 31 March 2015 in response

the Minister of Finance's letter of 29 September 2014 relating to the

PFMA application to the Shareholder Minister for the acquisition of 100

Dual Voltage Electric Locomotives for Export Coal Line;15

13.6.5.2 memoranda, submissions and email correspondence, as well as

interviews with members involved In the preparation of the 1064

1 5 See copies of letters under consideration, appendices 13 and 14.

I
I
I
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13.7

13.8

13.8.1

13.8.2

Business Case for the confinement which lacks details of tr e rationale

for this acquisition. Furthermore, we have been advised trat reasons

proffered for expedited delivery of the 100 locomotives through

confinement, on the basis that the 1064 Transaction was Jelayed by

a year, are unsupported the changes to the confinement business

case, as explained in more detail In Chapter V below. The manner of

award of the 100 electric locomotive confinement to CSR jppears to

contravene Transnet's procurement policies and legislation, including

the PFMA and the Companies Act,

Based on these findings and despite the limitations of scope, the T'ansactlon

Agreements, which were entered Into on or about 17 March *314, may

constitute wasteful expenditure. The facts revealed by this investig ition raise

concerns as to the conduct of the erstwhile and current executives and other

officials of Transnet This conduct requires further Investigation bv a judicial

inquiry with prosecutorial and inquisitorial powers, including the authority and

jurisdiction to compel witnesses to provide relevant documentation and oral

evidence.

The nature and extent of the allegations of malfeasance at Transnet based on

the findings set out above, and, notwithstanding the limitations tr posed on

Werksmans, warrants a "deep dive" by the Shareholder Minister, to icantify and

those responsible for the conduct particularised herein and In the For* nsic Audit

Report. In addition, we recommend consideration be given to:

suspending all or certain of the Transaction Agreements am: possibly

review and set aside the said agreements under the principle of I agality, in

particular In relation to CNR and BT; and

the Shareholder Minister establishing an enquiry In accord: nee with

applicable legislation, into the affairs of Transnet In relaticn to the

Transaction.

i)

13.9 \ In accordance with Transnet's employment and labour polfcles, the I nmediate

suspension of employment of those persons who are still In the employ of

Transnet ought to be considered. Such suspension will ensure that tr ere is no

17
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CHAPTER IV: LEGISLATIVE FRAMEWORK AND POLICY CONSIDERATIONS

RELEVANT TO THE TRANSACTION IMPACTING ON THE CONDUCT OF TENDER/

THE TRANSACTION

14 General

14.1 Section 217 of the Constitution of the Republic of South Africa, 1996,

("Constitution") and, amongst others, section 51(l)(a)(iii) of the PFMA

stipuiate that Transnet must have and maintain an appropriate procurement and

provisioning system which is fair, equitable, transparent, competitive and cost-

effective.

14.2 The Treasury Regulations Issued pursuant to section 76 of the PFMA require the

development and implementation of an effective and efficient supply chain

management system for the acquisition of goods and services that must be fair,

equitable, transparent, competitive and cost-effective.

L4.3 In the case of procurement through a bidding process the supply chain

management system must provide for the adjudication of bids through a bid

adjudication committee, the establishment, composition and functioning of bid

specification, evaluation and adjudication committees, the selection of bid

adjudication members, bidding procedures and the approval of bid evaluation

and/or adjudication committee recommendations.

4.4 The Accounting Officer or Accounting Authority, as defined In the PFMA, must

ensure that the bid documentation and the general conditions of contracts are

in accordance with the Instructions of the National Treasury. Further, that.the

bid documentation includes evaluation and adjudication criteria, including

criteria prescribed by the Preferential Procurement Policy Framework Act, 5 of

2000, as amended ("PPPFA") and the Broad-Based Black Economic

Empowerment Act No. 53 of 2003, as amended.

4.5 The provisions we intend to cover In relation to the Transaction, as well as

transactions ancillary thereto Include the PFMA and Its subordinate legislation,

the Companies Act, Transnet's policies and procedures, as well as the provisions

19
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of the Prevention and Combating of Corrupt Activities Act, 12 of 2004

("PreCCA"), if and where applicable.

Legislative enactments

15 PFMA

15.1 As regards the PFMA, its object Is to secure transparency, accountability and

sound management of the revenue, expenditure, assets and liabilities of the

Institutions to which It applies. The following provisions are worth noting at

present:

15.1.1 as per the definition section:

"fruitless and wasteful expenditure" means expenditure which was made
In vain and would have been avoided had reasonable care been exercised;

"Irregular expenditure' means expenditure, other than unauthorised
expenditure, Incurred In contravention of or that Is not In accordance with a
requirement of any applicable legislation, including -
(a) This Act
(b) The State Tender Board Act, 1968(ActNo. 86ofl968), or any regulations

made In terms of that Act;
(c) Any provincial legislation providing for procurement procedures In that

provincial government"

15.1.2 as per chapter 6, styled "Public Entities":

"49. Accounting authorities.—(1) Every public entity must have an
authority which must be accountable for the purposes of this Act.
(2) If the public entity-

(a) has a board or other controlling body, that board or controlling
body Is the accounting authority for that entity;

50. Fiduciary duties of accounting authorities.—(1) The accounting
authority for a public entity must—

(a) exercise the duty of utmost care to ensure reasonable protection
of the assets and records of the public entity;

(b) act with fidelity, honesty, Integrity and in the best Interests of the
public entity In managing the financial affairs of the public entity;

(c) on request, disclose to the executive authority responsible for that
public entity or the legislature to which the public entity is
accountable, all material facts, including those reasonably
discoverable, which In any way may Influence the decisions or
actions of the executive authority or that legislature; and

(d) seek, within the sphere of Influence of that accounting authority,
to prevent any prejudice to tfie financial interests of the state.

(2) A member of an accounting authority or, If the accounting
authority Is not a board or other body, the Individual who Is the accounting
authority, may not—

20
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(a) act In a way that Is Inconsistent with the responsibilities assigned
to an accounting authority In terms of this Act; or

(b) use the position or privileges of. or confidential Information
obtained as. accounting authority or a member of an accounting
authority, for personal gain or to Improperly benefit another
person.

(3) A member of an accounting authority must—
(a) disdose to the accounting authority any direct or Indirect persona!

or private business Interest that that member or any spouse,
partner or dose family member may have in any matter before
the accounting authority; and

(b) withdraw from the proceedings of the accounting authority when
that matter Is considered, unless the accounting authority decides
that the member's direct or Indirect interest in the matter Is trivia]
or Irrelevant" (Own emphasis)

51. General responsibilities of accounting authorities.—(1) An
accounting authority for a public entity -

(a) must ensure that that public entity has and maintains'
(1) effective, efficient and transparent systems of financial and
risk management and Internal control;
(H) a system of Internal audit under the control and direction of
an audit committee complying with and operating in accordance
with regulations and Instructions prescribed In terms of sections
76 and 77; and
(HI) an appropriate procurement and provisioning system which is
fair, equitable, transparent, competitive and cost-effective;
(!v) a system for property evaluating all major capital projects
prior to a final decision on the project;

(b) must take effective and appropriate steps to—

(ii) prevent Irregular expenditure, fruitless and wasteful
expenditure, losses resulting from criminal conduct, and
expenditure not complying with the operational policies of the
public entity; and

(e) must take effective and appropriate disciplinary steps against any
employee of the public entity who—
(I) contravenes or fails to comply with a provision of this Act;
(II) commits an act which undermines the financial management
and Internal control system of the public entity; or
(HI) makes or permits an Irregular expenditure or a fruitless and
wasteful expenditure;

(h) must comply, and ensure compliance by the public entity, with the
provisions of this Act and any other legislation applicable to the
public entity.

54. Information to be submitted by accounting authorities -

(2) Before a public entity concludes any of the following transactions, the
accounting authority for the public entity must promptly and In writing
Inform the relevant treasury of the transaction and submit relevant
particulars of the transaction to its executive authority for approval of the
transaction;

(d) acquisition or disposal of a significant asset;

(3) A public entity may assume that approval has been given if It receives
no response from the executive authority on a submission In terms of

21
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subsection (2) within 30 days or within a longer period as may be agreed
to between itself and the executive authority."

15.1.3 as per chapter 10, styled "Financial Misconduct":

"83. Financial misconduct by accounting authorities and officials of
public entitles.—(1) The accounting authority for a public entity commits an
act of financial misconduct It'that accounting authority wilfully or negligently—
(a) fails to comply with a requirement of section 50, 51, 52, S3, 54 orSS; or
(b) makes or permits an Irregular expenditure or a fruitless and wasteful

expenditure.
(2) If the accounting authority fs a board or other body consisting of
members, every member Is Individually and severally liable for any financial
misconduct of the accounting authority. . . . . . .
(3) An official of a public entity to whom a power or duty Is assigned In terms
of section S6 commits an act of financial misconduct if that official wilfully or
negligently falls to exercise that power or perform that duty.
(4) Financial misconduct Is a ground for dismissal or suspension of. or other
sanction against, a member or person referred to In subsection (2) or (3)
despite any other legislation." (Own emphasis)

15.2 In Chapter V of this report wherein we deal with scope of the Mandate and the

evidence analysed, the legislative provisions will be Incorporated specifically

where appropriate.

16 PPPFA

16.1 The PPPFA provides a framework for the implementation of a procurement

policy, providing for categories of preference In the allocation of contracts and

the protection or advancement of persons, or categories of persons,

disadvantaged by unfair discrimination as required by the Constitution,

16.2 Schedule 2 public entitles per the PFMA, such as Transnet, are to comply with

the provisions of the PPPFA, Its regulations and Instruction notes issued by

National Treasury. Relevant to the Transaction, these legislative provisions

provide an evaluation framework, Including thresholds for functionality and local

content. Further:

16.2.1 In terms of the PPPFA and Its regulations the preference points systems Is

required to be applied. The evaluation framework Is therefore prescriptive

and appears not to permit any deviation, unless the Minister of Finance

directs otherwise;

22
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16.2.2 in terms of the regulations, functionality may only be Included as a

minimum qualifying criterion. Only those bids that achieve the set

threshold for functionality will be evaluated further In terms of the

applicable preference point system;

16.2.3 the preference point system requires that bids must be evaluated strictly

in terms of price and the bidder's Broad-Based Black Economic

Empowerment (B-BBEE) scorecard. The 80/20 preference point system Is

applicable to transactions up to the value of R 1 million and the 90/10

system to transactions over R 1 million in value;

16.2.4 the Instruction note issued by National Treasury in line with regulation 9

regarding the invitation and evaluation of bids based on a stipulated

minimum threshold for local production and content in designated sectors

applies, as Rail Rolling Stock sector Is included therein as a designated

sector;

16.2.5 with regard to bids that are affected by designated sectors, the evaluation

methodology that applies when local production and content forms part of

the bid process, such bids are first evaluated for local content as a

minimum threshold and only those bids which meet the set threshold for

local content are then evaluated for technical compliance. Furthermore,

only those bids which meet the minimum threshold for both local content

and functionality will be further evaluated for price and preference;

16.2.6 the thresholds for functionality and local content are the only permissible

thresholds In terms of PPPFA methodology. Thus, the use of further factors

such Supplier Development ("SD"), Further Recognition Criteria ("FRC") or

B-BBEE scorecard as a threshold In addition to functionality and local

content is arguably not applicable.

16.3 Failure to adhere to any aspect of the PPPFA, its regulations and Instruction

Notes could expose bid processes to legal challenges and result In Irregular

expenditure if contracts are awarded contrary to the requirements of the PPPFA.

16.4 Aspects of the application of the above provisions In relation to the Transaction

that may require further interrogation are dealt with in Chapter V below.
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17 Companies Act

17.1 The Companies Act applies to Transnet and, worth noting. Is the following:

17.1.1 section 22(1) states that a company must not carry on its business

recklessly, with gross negligence, with Intent to defraud any person or for

any fraudulent purpose.

17.1.2 the Companies Act further provides for liability of directors where they

trade recklessly or conduct the company's business with the Intention of

defrauding a creditor;

17.1.3 sub-sections 77(3)(b) and (c) of the Companies Act state that any director

of a company is liable for any loss, damages or costs sustained by the

company as a direct or indirect consequence of the director:

17.1.3.1 having acquiesced In the carrying on of the company's business

despite knowing that It was being conducted In a manner prohibited

by section 22(1) of the Act; or

17.1.3.2 being party to an act or omission by the company despite knowing

that the act or omission was calculated to defraud a creditor,

employee or shareholder of the company or had another fraudulent

purpose.

17.1.4 section 214 (1) (c) creates an offence which Is, amongst other, In respect

of a director who knowingly was a party to conduct of the company

prohibited under section 22. The section precludes a director from

knowingly being party to a company carrying on its business with Intent to

defraud or for any fraudulent purpose. In such a case a director can be

held personally liable for acquiescing in or knowing about conduct that falls

within the ambit of section 22 (1).

18 Fiduciary Duties

24
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18.1 Governance principles regarding the role and responsibility of SOE Boards are

contained in, amongst others the PFMA and are as prescribed in other authorities

such as the King Code III on Governance and other provisions.

18.2 The Individual directors and the Board of a SOE as a whole, both executive and

non-executive, further carry full fiduciary responsibility in terms of the

Companies Act and any other applicable law. Consequently, a board of directors

owe an SOE certain duties and will have certain liabilities.

18.3 The Companies Act also regulates liabilities of directors. Section 66 is applicable

In this regard in that It provides that the business and affairs of a company must

be managed by or under the direction of Its board of directors. The board of

directors has the authority to exercise all of the powers and perform all of the

functions of the company, except to the extent that the Companies Act or the

company's Memorandum of Incorporation provide otherwise. In so far as

liabilities of directors are concerned:

18.3.1 section 77 of the Companies Act prescribes certain statutory liabilities,

which are placed on the directors of a company. In terms of section

77(2)(a) of the Companies Act, a director of a company may be held liable

(In accordance with the principles of the common law relating to the breach

of a fiduciary duty) for any loss, damages or costs sustained by the

company as a consequence of any breach by the director of the duties

contemplated In, amongst others, section 76 of the Companies Act;

18.3.2 any action taken that directly or Indirectly purports to relieve a director of

liability is considered void. A director of a company will, in addition, be held

liable where that director purports to bind the company or authorise the

taking of any action by or on behalf of the company without the requisite

authority acts In the name of the company in a way that is false or

misleading, or knowingly or recklessly signs or consents to the publication

of a financial statement which Is false or misleading;

18.3.3 the liability of a director Is, In terms of section 77(6) of the Companies Act,

joint and several with any other person who Is or may be held liable for the

same act. This means that a single director can be held liable for the totality

of damages suffered by a third party as a result of the breach of fiduciary

25
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duties. Proceedings to recover any loss, damages or costs for which a

person is or may be held liable In terms of section 77 of the Companies Act

may not be commenced more than three years after the act or omission

that gave rise to that liability,

18.4 Section 214 of the Companies Act renders a director (or any person) guilty of a

criminal offence If such director / person was knowingly (own emphasis) a

party to an act or omission by a company calculated to defraud a creditor or

employee of the company, or a holder of the company's securities or with

another fraudulent purpose.

18.5 The Act however does make provision for directors to raise "honest and

reasonable" behaviour on their part as a defence In these circumstances. Section

77(9)(a) of the Act states that In any proceedings against a director (other than

for wilful misconduct or wilful breach of trust), the court may relieve the director,

either wholly or In part, from any liability set out In this section, or on any terms

the court considers just, if:

18.5.1 it appears to the court that the director has acted honestly and reasonably;

or

18.5.2 having regard to all the circumstances of the case, including those

connected with the appointment of the director, it would be fair to excuse

the director.

18.6 The intended effect of sections 76 and 77 of the Companies Act is to protect

directors who, In carrying on the business of a company, have shown a genuine

concern for Its prosperity and have made decisions In its best interest. Directors

should note that any Inquiry Into the conduct of the affairs of a company will

always involve an evidential Investigation.

18.7 To the extent that a director has fulfilled his or her fiduciary duties and

conducted the affairs of the company in accordance with sound business

practices that fall within the parameters of these expectations, the evidence

should speak for Itself. Compliance with what can reasonably be expected of a

director when faced with similar circumstances will therefore constitute a

defence to any action launched In terms of section 77 of the Act.
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Other authorities

19 King Code III

19.1 In summary the prescripts of the King Code III as applicable to the Transaction

are that the BOD:

19.1.1 has a collective responsibility to provide effective corporate governance

that Involves a relationship between the management of the company, its

board, Its shareowners and other stakeholders to determine the company's

purpose and values;

19.1.2 should strive to focus on performance In directing the commercial and

economic fortunes of the company;

19.1.3 should be composed of Individuals of Integrity who bring a blend of skill,

knowledge, objectivity, experience and commitment to the board, under

the firm and objective leadership of a chairperson;

19.1.4 should be able to exercise objective judgement on the corporate affairs of

the business enterprise, independent from management but with sufficient

management Information to enable a proper and objective assessment to

be made by directors collectively; and

19.1.5 should ensure that Internal control procedures provide reliable and valid

Information for monitoring and evaluation. Internal controls Include not

only financial matters but also operational and compliance controls and

management of the business risk associated with the company.

19.2 We record that further legislative and/or other applicable provisions will be

addressed elsewhere herein.

20 Shareholder's Compact & DoA"

16 See copies of the Shareholder's Compact 2013/2014 and the DoA effective 1 June 2013, appendices IS and
16.
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20.1 The Shareholder's Compact Is an agreement concluded between the Sh ̂ reholder

Minister and Transnet This agreement Is entered Into In accordance with the

provisions of the PFMA, and sets out the key performance measjres and

Indicators to be attained In support of the statement of strategic intert and, to

the extent necessary, seeks to clarify the objectives of Transnet In t h ; context

of the statement of strategic Intent.

20.2 Given Its annual review, we note that various versions of the Shareholder's

Compact may be applicable to the Transaction depending on the relevant period

in question. We note specifically that in terms of section 54 of the P:MA, the

Shareholder's Compact sets out the standing and provides guidance for the

determination of the materiality limit provided for therein. To that end and

having regard to the Transaction (as an acquisition or disposal of a s jniflcant

asset, per section 54(2)(d)), the Shareholder's Compact provides for e: emption

from section 54 of the PFMA in the following terms:

"If acquisition does not exceed 2% of the 31 December 2012 audited a iset base
value (which equates to R 3.9 billion), however the Department should receive a
detailed notification for all acquisition and disposal of assets above R2 b lion*

20.3 The Delegation of Authority Framework ("DoA") approved by the BOD f. om time

to time also has a bearing on the application of section 54(2) of the 'FMA on

the Transaction. We deal with both the provisions and our observatio i on the

applicability of the Shareholder's Compact and the DoA below.

21 Transnet's Procurement Procedures Manual ("PPM")17

21.1 Transnet's Supply Chain Policy

21.1,1 "The aim of Transnet's Supply Chain Policy is to ensure that Trans let gets

value for money in the procurement of goods and services In orde to fulfil

Its mandate whilst redressing the economic imbalances that ha -e been

caused by unfair discrimination in the past. The Policy ensures a coherent

framework within which procurement principles and compliance :ontrols

17 See copy of the PPM effective 10 October 2012, appendix 17.
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are applied across Transnet The PPM seeks to opera tfonallse the objectives

of the Supply Chain Policy."

21.1.2 the PPM Is applicable to all acquisitions across the Transnet Group

regardless of the value of the transaction and it sets minimum standards

for compliance. Furthermore, purchasing procedures In terms of the PPM

cover the purchasing and supply of all goods, services (tangible and

Intangible), fixed assets and the appointment of consultants in respect of

both Operational and Capital expenditure.

21.1.3 In relation to the Transaction, the following specific provisions of the PPM

are worth mentioning:

21.1.3.1 Transnet prefers not to do business with any agents ("middlemen"),

who do not add significant value to the supply chain; and

21.1.3.2 Transnet supports good corporate governance by ensuring the

preservation of the highest standards of Integrity, objectivity,

fairness, efficiency and professionalism.

21.1.4 subject to certain exclusions, none of which apply to the Transaction at

hand, all procurement within Transnet must be conducted in accordance

with the PPM. To this end:

21.1.4.1 non-compliance with the PPM will be regarded in a serious light as It

could result In Irregular Expenditure and/or Fruitless and Wasteful

Expenditure in terms of the PFMA;

21.1.4.2 section 51(l)(e) of the PFMA places an obligation on Transnet to take

the necessary appropriate action regarding acts of financial

misconduct;

21.1.4.3 failure to comply with the provisions of the PPM will lead to disciplinary

action and, depending on the severity of the non-compliance, possible

dismissal and/or legal action. As a general rule, condonation of non-

compliance with procurement policies and procedures is not permitted

in terms of the PPM.
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21.1.5 as regards Transnet's Integrated Supply Chain Management ("ISCM")

control objectives Jn particular, this function is aimed at the following;

21.1.5.1 goods and services required are acquired from the most appropriate

supplier at the right time, right cost and right quality;

21.1.5.2 transactions are property accounted for and approved (timeously,

accurately and completely);

21.1.5.3 accurate and timeous information will be produced for management,

ensuring the Integrity of the process; and

21.1.5.4 overall processes exhibit integrity and are efficient In meeting supply

chain objectives In relation to strategy.

21.2 Code of Ethics

21.2.1 Transnet's Code of Ethics sets ethical standards for business practice and

individual business conduct. It assists all Transnet stakeholders with their

ethical deliberations and decisions. The objective of the Code of Ethics as

it relates specifically to the Supply Chain environment is to set the standard

by which all Transnet Board members and employees (Including employees

employed on fixed term contracts and temporary employees) are expected

to act when engaging in any supply chain related activities. To this end all

Transnet employees should uphold the following key values:

21.2.1.1 act with Integrity and professionalism at all times;

21.2.1.2 be honest;

21.2.1.3 maintain accurate, honest and complete records In appropriate detail;

21.2.1.4 refrain from using a position of authority and / or facilities provided

by Transnet to further their own Interests or that of friends and

relatives;
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21.2.1.5 desist from aiiowing personal interests to influence business decisions

or tasks and disclose any actual or potential conflict of interest;

21.2.1.6 honour the content and spirit of all business transactions and not

abuse Transnet's name; and

21.2.1.7 maintain an attitude of zero tolerance toward any form of bribery,

corruption and inducements.

21.2.2 while considering the advantages of maintaining a continuing relationship

with a supplier, Transnet iSCM must avoid any arrangement, which In the

long term might compromise fair competition or prevent Transnet from

achieving optimal value.

21.3 Declarations of Interest

21.3.1 in terms of the "Declaration of Interest and Related Party Disclosures

Policy" all employees are required to submit an annual declaration of

interest, as set out below:

21.3.1.1 all employees involved in the evaluation. Post Tender Negotiation

("PTN") or adjudication of Bids must sign a declaration of Interest

certificate indicating whether or not they have an Interest in the

matter at hand. This declaration must be placed on the relevant bid

file; and

21.3.1.2 non-compliance with the Code of Ethics Is considered misconduct

which may result in offending employees being subject to disciplinary

procedures that could lead to dismissal, as well as criminal and/or civil

action.

21.4 Delegation of Authority for procurement processes - Summary

21.4.1 Transnet Entities are required to develop trust and a sound interdivtsional

working relationship with one another In the interest of Transnet. To

achieve this, such entities must be afforded the right of first refusal In the

procurement of Goods and Services.
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21.4.2 Transnet entitles undertaking work on behalf of other entities should

reciprocate by pricing and carrying out their Services in a way that

promotes and develops a culture of interdivisional support. The pricing

must be based on appropriate market analysis to benchmark fair and

reasonable prices.

21.5 Determining bid evaluation criteria

21.5.1 evaluation criteria must be:

21.5.1.1 Unambiguous. The bid documents must provide a complete

expianatlon of the scope of work as well as the criteria and sub-criteria

that will be used In the evaluation of bids. Care should be taken to

ensure that the Request for Proposal ("RFP") does not contain any

contradictory clauses. Where drawings are included as part of the RFP,

such drawings must be completely aligned to the written description

of the goods or services required.

21.5.1.2 Rational and justifiable. Evaluation criteria must be rationally

linked to the projected procurement outcomes.

21.5.1.3 Quantifiable. If a criterion cannot be measured, It should not be

Included as an evaluation criterion.

21.5.1.4 Predetermined. Evaluation criteria must be stated upfront in the RFP

document. No evaluation criteria should be used in the evaluation

process that were not stipulated In the RFP document.

21.5.2 the following must be borne in mind:

21.5.2.1 the evaluation of bids shall be based only on the Information contained

in Bid submissions, and, where relevant, from interviews,

presentations and site visits;

21.5.2.2 when dealing with more complex bids, the evaluation of price must

Involve an evaluation of the Total Cost of Ownership ("TCO"). In such
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cases, Bidders must be requested to provide all Information relevant

to the evaluation of TCO. It Is recommended that Bidders be provided

with a comprehensive pricing schedule to ensure that they all follow

a standardised approach with pridng. This will facilitate uniformity In

the evaluation of price; and

the weighting of the various components that [I.e.] Quality, Price, SD,

and B-BBEE need to be considered on a case by case basis as each

procurement event will differ. It Is Important that these be determined

upfront and included in the RFP document. Once Included in the RFP

document one cannot deviate from that and the evaluation has to be

done strictly in accordance with what was stated In the RFP document.

J

21.5.3 it Is important that everything In relation to the determination of the bid

evaluation criteria per the PPM should be carefully considered and Included

In the sourcing strategy, the RFP and RFP sign-off template prior to Issuing

the RFP to the market, as neither the evaluation criteria; the weightings;

nor the evaluation methodology may be changed during the evaluation

phase.

21.5.4 In the open bid process (RFP), before any bid document may be issued to

the market, the person with the necessary delegated authority must

provide written authority to approach the market. This must Include

approval of the evaluation methodology, evaluation criteria and the

availability of funds. The evaluation team Is also to be decided on at this

point.

21.6 Confinements

J

21.6.1 a confinement Is a departure from the norm of an open, competitive bidding

process and, as such, must be treated with great circumspection

("Confinement"). The misuse of confinements has the potential to

entrench monopolies and, as such, Is at odds with the Imperatives of the

New Growth Path ("NGP") The NGP seeks to encourage open competition

and the Introduction of new entrants into the market, particularly those

from previously dlsadvantaged communities.
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21.6.2

21.6.3

21.6.3.1

21.6.3.1.1

21.6.3.1.2

21.6.3.1.3

21.6.3.2

21.6.3.2.1

21.6.3.2.2

21.6.3.2.3

21.6.3.2.4

21.6.3.2.5

21.7

confinements will only be considered on stated grounds for confinements.

depending on the circumstances, one of the following two Confinement

routes will be applicable:

the normal Confinement route:

prior authority to confine must be obtained from the person with

the relevant delegation;

bids will close at the relevant Acquisition Counsel ("AC")

(relevant AC to be Indicated in the submission for approval); and

the relevant AC will consider the award of business.

confinement and award which Is only to be used in cases where there

Is a sole supplier and/or cases of extreme urgency will take place in

the following circumstances-

prior authority to confine and award must be obtained;

the submission to the person with Delegated Powers must fully

motivate the reason for the urgency and provide an Indicative /

benchmark price;

bids will close at the relevant AC (relevant AC to be Indicated In

the submission for approval);

the business will be awarded by the person with the delegation

to the relevant Bidder provided that the final price Is within the

benchmark as initially approved by the person with the

delegation to approve the Confinement; and

the AC must be Informed after award.
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21.7.1 only If the reasons advanced for the proposed Confinement are supported

and considered to be In the best interest of Trans net, should the

Confinement of business to one or more contenders be escalated to Group.

• \

21.7.2 the Confinement request must be considered by the Transnet GCSCO and

the Group CFO each of whom shall Indicate whether or not they support

the request. The matter must then be submitted to the GCE, the BADC or

to the Board itself for final approval depending on the value of the

transaction.

U.8 Amendments to contracts awarded via confinement

11.8.1 where a Material Amendment (I.e. the price, duration or scope Is Increased

by more than 10%) to a contract awarded via Confinement is required, the

matter must be sent to the relevant AC for support. The AC must submit

the amendment to the original approver of the Confinement for prior

approval of the amendment The same principle applies where the

cumulative value of amendments equals or exceeds 10% of the original

contract value.

fi.1.9 Emergency

1.9.1 an emergency procedure Is to be used under the following circumstances;

J
21.9.1.1

21.9.1.2

where the circumstances giving rise to the emergency were

unforeseeable;

where engaging in normal bidding procedures or any other methods

of procurement would be Impractical; and

2 L.9.1.3 where the occurrence requires immediate action.

2 '..9.2 it should be noted that according to the PPM the concept of retrospective

authority applies only In the context of emergencies, thus not to a

condonation process (this process is outlined below). Where an emergency

process is followed correctly, condonation Is not required.
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21.9.3 an emergency should not be attributable to a lack of proper planning. In

such Instances appropriate action must be taken against the Individuates)

responsible for the bad planning.

21.10 Hiah Value Tender Process CHVTPm)

21.10.1 the HVTP subjects all transactions falling within the High Value Tender

threshold to independent scrutiny and validation of all commercial

contractual, process and Governance aspects of the Bid process. The

process enables the Supply Chain to detect any shortcomings at key

gateways in the Bid Process and to make appropriate corrections before

the award of business is made.

21.10.2 gateways that are reviewable -

21.10.2.1 demand review and development of specification;

21.10.2.2 business case development;

21.10.2.3 acquisition process;

21.10.2.4 evaluation process;

21.10.2.5 negotiations;

21.10.2.6 final approval process;

21.10.2.7 contract award; and

21.10.2.8 contract management.

21.10.3 entitles must contact and Involve the HVT team from the outset of the

bidding process, which is at the demand review stage. The HVT team must

attend to all procurement processes and advise entitles during each phase

of the process as follows:

21.10.3.1 review the demand and business case;
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21.10.3.2

21.10.3.3

21.10.3.4

21.10.3.5

21.10.3.6

21.10.3.7

21.10.3.8

21.10.3.9

21.10.3.10

21.10.3.11

review the RFP document for accuracy and correctness before going

to the market;

access the adequacy of the procurement proposed mechanism used,

that Is RFP/RFI/Conflnement and determine if governance Is being

followed by ensuring that the approval process has been complied

with;

ensure that In all high value bids, a cross functional sourdng team

contains at least Technical, Rnancial, Operational and Legal Support;

advise on the scoring methodology and governance Issues related to

the evaluation process;

advise the teams during the evaluation process on all bids;

advise and support teams during the negotiation process of scores on

all bids;

review AC documents for accuracy and correctness;

advise teams during the contracting process and also determine if

governance processes have been followed;

the HVT team must report significant process breaches to Transnet

management. Firstly at entity level, and, if still not satisfied with the

outcome / corrective actions, such matters must be reported to the

OD CPO before being escalated to the Group ISCM; and

the HVT team must document lessons learnt throughout the process

and provide feedback so that processes may be Improved.

21.11 Bid preparation

21.11.1 bid documents define the rights, risks and obligations of the parties

Involved In the bidding process and subsequent contract. Documents must
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therefore dearly and precisely spell out all relevant aspects of the bid such

as the work to be carried out, the goods to be supplied, the place of del very

or Installation, the schedule for delivery or completion, mini Tium

performance requirements and the warranty and maintenance

requirements.

21.11.2 accordingly, such documentation should be legally and technically sound

and should assign risk in an appropriate manner. The bid documents must

provide Bidders with dear and comprehensive Information necessary to

enable them to submit responsive bids. The specifications, including the

evaluation criteria and weightings, must be determined upfront, as bids

may only be evaluated according to the criteria stipulated in the bid

documentation. Bid documents must be drafted with care and precision so

as to reduce the risk of legal challenge by unsuccessful bidders and i /oid

unintended consequences.

21.11.3 once the bid documentation has been compiled, the bid document m u t be

reviewed and signed off as correct by the CPO or person to whom the p: wer

has been delegated, as a quality control measure. Once this sign-off has

been obtained the media advert must be approved by G oup

Communications in terms of extant Instructions Issued by that office, be ;ore

adverts may be placed in the media.

21.12 Amendments and communication after dosing date

21.12.1 Transnet is entitled to amend any bid condition, validity peod,

specification or plan after the closing date of a bid. However, alt pa ties

who obtained bid documents and submitted valid Bids must be adv sed

thereof in writing by fax or e-mail and be given the opportunity of bid Ing

on the amended basis by an extended closing date and time. Proof of s JCh

written communication must be kept for record purposes. Bidders whc did

not submit valid Bids (e.g. submitted their Bids late, or who did not att ;nd

the compulsory briefing session/site inspection) cannot participate in the

extended invitation. Authority for such communication must be obtairad,

and is dealt with In Chapter V below.
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21.12.2 In the event of a material amendment to the specification or sec, e of work,

to which other new Bidders could possibly respond, the RF.- must be

cancelled and a revised RFP must be advertised. This would gh ; all other

potential Bidders the opportunity to respond. This can only be Jone after

approval had been obtained from both the person who signed c 'i the RFP

document and the relevant AC. The cancellation must be advert sed in the

same media where the Initial advertisement was placed. If the CE ncellatfon

and reissue happen simultaneously, they may be advertisec together

where the re-issue makes reference to the cancellation. In such nstances,

It will not be necessary to obtain AC approval for a non-award, : 3 this will

delay the matter unnecessarily at this critical stage. However, * JII details

of this 'intervention' must be disclosed to the AC when the fina award of

business recommendation Is made.

21.13 General

21.13.1 we note the DOA Is defined In the PPM as "The extent of authorit, required

In order to implement certain actions by or on behalf of the ompany,

including any sub-delegation of authority where permitted. Thi- includes

the power to retrospectively authorise, condone or rescind £ decision

already taken by a sub-delegate."

21.13.2 in the application section at 3.2, the PPM provides:

'...all procurement within Transnet must be conducted in accordant» with the
PPM.

3.2.1 Non-compliance with the PPM will be regarded In a serious 'ght as it
could result In Irregular Expenditure and/or Fruitless and Wasteful
Expenditure in terms of the PFMA.

3.2.2 Section 51(l)(e) of the PFMA places an obligation on Transr t to take
the necessary appropriate action regarding acts of financial mlscon 'uct.

Failure to comply with the provisions of the PPM will lead to dtscipl/n ry action
and depending on the severity of the non-compliance, possible iismissal
and/or legal action. As a general rule, condonation ofpon comol: nee with,
procurement policies and procedures is not permitted In terms of tf ? PPM."
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CHAPTER V; SCOPE OF WORK

22 S- mmary of Transaction

22.1 Transnet commenced a tender process in or about 2012 for the acquisition of

1064 electric and dlesel locomotives for its GFB, Due to its magnitude, the

Transaction was set to undergo a High Value Tender Process as per an approved

High Value Tender methodology. The process is provided for in the version of

the PPM to hand. The methodology to be applied was not made available to

Werksmans notwithstanding numerous requests.

22.2 The RFPs for the locomotives per the Transaction were Issued to market In two

parts, respectively, on 23 July 2012 and 11 December 2012, After various

extensions, the bids closed on 30 April 2013, after bidders' responses were

received and the evaluation process commenced.

22.3 Four bidders, CSR, CNR, GE and BT were eventually shortlisted for negotiations.

Upon completion of negotiations, the Transaction was awarded to these four

OEMs and the Transaction Agreements were concluded on 17 March 2014.

22.4 At paragraph 4.14 of the Forensic Audit Report, it Is found that "it is dear inter

alia from an examination of the actual workings of the estimated total cost of

R38.6 billion In the Business Case that this amount did take Into account both

cost escalations, and the cost of forex hedging".

22.5 As stated above, the BOD approved the Transaction in 2013 on the basis of 1064

Business Case which states in its 'purpose' section:

*.../t is recommended that the 1064 Locomotives Business Case be approved with
estimated total costs of the acquisition of R38.6 billion as per the Corporate Plan
(excluding the potential effects from forex hedging, forex escalation and other price
escalations)."
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22.6 The BOD then approved the increase in ETC for the Transaction on 28 May

2014.18 The merits of this Increase and related decisions and/or actions that

gave rise to same are discussed more fully below.

22.7 Documentation and material dates considered In compliance with the Mandate

are tabled as an appendix hereto,19 along with a list of all persons and entities

involved In the Transaction and a document that outlines the process the

Transaction was intended to follow. Refer to appendix 9 and 10 a summary of

the Transaction up to the short listing of the preferred bidders and Include20

22.8 What follows below is a recordal of certain aspects of the Transaction which, In

our view and that expressed In the Forensic Audit Report, warrant consideration

by a judicial body with the requisite prosecutorial and inquisitorial powers as set

out herein above.

23 PPPFA Compliance

23.1 As regards the PPPFA, Transnet had sought to Include SD and additional

employment criteria (e.g. FRC, minimum B-BBEE thresholds and set asides)

within its evaluation framework for the Transaction whilst still adhering to the

prescripts of the PPPFA. Proposals to Incorporate same were submitted to the

BADC for approval In March 2013.21 The BADC approved the approach subject

to a legal opinion from senior counsel, The following factual matrix in relation to

this aspect of the Transaction applies:

23.1.1 on 7 December 2011, the Minister of Finance exempted all Schedule 2

public entities per PFMA from the application of the PPPFA and Its

regulations for a period of 12 months ("Exemption"). This period would

therefore expire on 7 December 2012. The only regulations that remained

applicable to Transnet In light of the exemption were those dealing with

18 See appendix 12 above.
19 See a chronology of noteworthy events and dates relating to the transaction, as well as list of persons and/or

companies Involved In the Transaction and a summary of the process the Transaction was intended to follow,
appendix 18.

20 See footnote 13 above.
21 See memorandum to BAOC of 12 March 2013 requesting approval, appendix 19.
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local production and content and Tax Clearance matters, that is regulations

9, 11(10) and 14;

23.1.2 on 16 July 2012, National Treasury Issued a number of Instruction Notes

in line with regulation 9 regarding the invitation and evaluation of bids

based on a stipulated minimum threshold for local production and content

In designated sectors. Of significance to Transnet, National Treasury's

Instruction note styled "Invitation and Evaluation of Bids Based on

Stipulated Minimum Threshofd for Local Production and Content for the Rail

Rolling Stock Sector0 ("Instruction Note") had the effect that the

Exemption was withdrawn such that It would no longer apply;

23.1.3 at this stage, Transnet had been in the process of finalising the RFPs for

the Transaction. Thus, on 17 July 2012, Transnet's iSCM met with officials

of National Treasury to understand the implications of the Instruction Note

in relation to the Transaction RFP's, which were due to be issued to the

market on 23 July 2012. National Treasury clarified that the Exemption still

applied to non-designated sectors, but not In respect of designated sectors

(e.g. rail rolling stock). Transnet was thus required to follow the prescripts

of the Instruction Note, In particular In regard to scoring preference strictly

in accordance with the with 90/10 principle, as the Transaction was for a

tender above Rl million;22

23.1.4 Transnet resolved to continue with the Issuing of the RFPs to the market,

but that this would be done In two parts. Part 1 was issued on 23 July 2012,

duly adhering to the prescripts of the PPPFA / Instruction Note and with the

understanding that Transnet would approach National Treasury for full

exemption while the RFPs were In the market;

23.1.5 on 7 December 2012, the Shareholder Minister wrote to Transnet,23

advising Transnet that:

'There are a number of unresolved issues pertaining to the extension of the
exemption to State Owned Companies (SOC) from Regulations... I believe that
these Issues can have a material impact on the ability of Transnet to extract

22 See memorandum to BADC signed on 23 July 2012, appendix 20.
23 See Shareholder Minister's letter, appendix 2 1 .
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optimal commerc al, developmental and transformational value from strategic
procurements. ...
Given this situat: in, / am personally engaging with the Minister of Fir 3 r :s ..
fff the meantime. Transnet should continue, fo procyr^ as if ffrc extension to
the exemption is In otace. In addition no communication should take place
between the SOt
situation has bee.
... With regards {
Evaluation of Bld-
and Content for f
the designation t

' and National Treasury pertaining to the PPPFA until the
i resolved-
'Ac) to the Instruction Note relating to the "Invitation and
Based Stipulated Minimum Threshold for Local Production
e Rail Rolling Stock Sector" Transnet should procure takfng
iresholds into account. However. Transnet should not fee!

constrained bv Section 5.1.2 of the Instruction Note and should rather
establish an eva< latlon framework that provides reasonable incentives to
suppliers to SUP 'orf our Industrialisation and transformation objectives.
Should my agree, nent with the Minister of Finance require a change to this
framework, Trans let can alert the bidders at that stage." (Own emphasis)

23.1.6 on 11 December 2012 Part 2 of the RFPs were Issued In conformity with

the BOD approved strategy and nafc the PPPFA, In coompllance with the

Shareholder Ministers Instruction of 7 December 2012. Thus, the RFPs

were realigned to ref act that the local content requirements as stipulated

In the Instruction N0L3 on the designation of the Rail Rolling Stock Sector

were taken Into acccunt, but no constraints were placed on Transnet's

evaluation framework In terms of the 90/10 preference point system;24

23.1.7 on 28 December 201! , Transnet responded to the Shareholder Minister's

letter of 7 December 2O12.2S Of Import, the letter records the following:

1
1
1
1
1
1
1
1
1

J

23.1.8

"Transnet has corr oiled with your request regarding the issuing of the 1064
locomotive tenders, and has aligned both RFP's with your Instruction...

It is our legal inter, -retatlons that, pending the outcome of your bilateral with
the Minister of Fine nee, it is prudent for Transnet to comply with the PPPFA
regulations given t -at no formal exemption has been granted at date. This is
In order to mitigate against the risk ofchaiienge by potential bidders and the
risk of Irregular expenditure fn terms of the Public Finance Management Act.
We request the H<. notable Minister, to continue procuring generally on all
other procurement events outside of the 1064 locomotives, strictly in line with
Government Notice No RX027 of 7 December2011..."

on 15 April 2013 Trensnet again wrote to the Shareholder Minister,2S

recording amongst oth*r the following:

24 See Transnef s letter to the Shareholder Mln rter of 28 December 2012, appendfx 22.

2SSee appendix 22.

2 6 See Transnet's letter to the shareholder Mini ter, appendix 23.
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'The tender for the procurement of the locomotives was Issued on the 23rd
July 2012.

Transnet noted your correspondence relating to the application of the
Preferential Procurement Policy Framework Act (PPPFA) to this acquisition, in
particular the letter received on 7 December 2012. Transnet Issued Part 2 of
the Request for Proposals (RFPs)... In compliance with your request* Local
Content was included as a stipulated minimum threshold but Transnet did not
consider itself bound by Paragraph 5.1.2 of the Instruction Note on Rail Rolling
Stock.

The tenders' dosing date has duly been extended to 30 April 2013-

Transnet was Informed that National Treasury has indicated that exemptions
from the PPPFA wilt be considered for strategfc projects on a case by case
basis...

Matters have, however, progressed to a point where the closing date Is fast
approaching and Transnet has not yet received confirmation with regard to
the request for exemption In relation to this acquisition...

While Transnet is completely supportive of the Minister's position, there is a
concern that unless an exemption Is formally granted by the Minister of
Finance, the evaluation process based on the tender documents that have
been Issued and the subsequent award of the tender will be In conflict with
the PPPFA, thus creating significant legal risk for Transnet Failure to adhere
to any aspect of the Act, Its regulations and Instruction Notes could expose
Transnefs bid processes to legal challenges and also result In Irregular
expenditure If the contracts are awarded contrary to the requirements of the
PPPFA. Hence, to place the process on sound footing, Transnet needs to either
comply with the PPPFA or we require a letter from the Minister of Finance
specifically exempting Transnet from the PPPFA, Its regulations and the
applicable Instruction Note In relation to this acquisition.';

A

23.1.9 on 16 April 2013, the Shareholder Minister wrote to the Minister of Finance,

requesting that Transnet be allowed to "conclude this procurement process

with exemptfon from the Instruction Note's re-fnstatement of the 90/10

provision of the PPPFA in SOC capital procurements".2? This letter refers to

a letter by the Minister of Finance received by the Shareholder Minister on

12 December 2012, which letter Werksmans has requested but has, to

date, not received. In relation to the 12 December 2012 letter, the

Shareholder Minister states:

"/ refer to your letter received on 12 December 2012 regarding the extension
of the PPPFA to State Owned Companies (SOC).

I would tike to assure you of my support for the stance taken by the NT on
the Issues related to the PPPFA contained In your letter. Your suggestion on
restricting exemptions to strategic projects which are to be addressed on a
case by case basis is a pragmatic approach which needs to be explored as
soon as possible. I am also of the view that a coherent, robust and transparent

27 See the Shareholder Minister's letter to the Minister of Finance, appendix 24.
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framework needs to be applied to these case by case assessments which wlft
create a level of certainty in a complex SOC procurement environment ..."

23.1.10 V SonI SC ("Sonl SC") provided Transnet with an opinion dated 19 April

2013,28 In relation to the implication of the Instruction Note on the

Transaction. This opinion concludes that Transnet complies with PPPFA

since the RFPs were Initially issued to the market on 23 July 2012, which

was at a time that the Exemption was still In place. According to SonI SC,

nothing turns on the fact that Part 2 of the RFPs were Issued at a time

when the exemption was no longer effective, being on 11 December 2012

(the exemption lapsed on 7 December 2012). This is so, as the argument

goes, because Parts 1 and 2 of the RFPs remain one and the same tender,

albeit split Into two parts. They should therefore fall to be considered under

the legislative provisions In force at the time of issue of Part 1 of the RFPs,

which was In fact Issued at the time that the Exemption was still

operational; and

23.1.11 on 26 April 2013 the Minister of Finance responded to the Shareholder

Minister's letter of 16 April 2013,29 in which response the following Is

stated:

J 23.2

On scrutiny of the tender document published In July 2012, it is noted that
the tender was structured In a manner that Is not In conflict with the National
Treasury's Instruction note Issued in July 2012.

In light of the above, I am of the view that Transnet should proceed with the
evaluation of the tender in terms of the criteria stipulated therein."

The Minister of Finance's letter of 26 April 2013 constitutes confirmation that

the tender document Issued In Juiy 2012 does not contravene the Instruction

Note. As regards this letter of 26 April 2013:

I
I
I
I
I
I

23.2.1 Werksmans requested confirmation from National Treasury of the

authenticity of the letter. This was pursuant to a meeting conducted at

National Treasury In September 2017, which office undertook to revert but

has yet to do so;

2 8 See Sonl SCs opinion, appendix 25.

2 9 See the tetter from the Minister of Finance, appendix 26.
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23.2.2 the Minister of Finance expressly states that he has had regard to the

"tender document issued in July" and verifies that the evaluation criteria

per this July document was not in conflict with the Instruction Note. Our

observation Is that this letter therefore addresses only Part 1 of the RFPs

of the transaction.

23.3 The PFMA, In particular section 92 thereof, provides for exemption to be

communicated by notice in the national Government Gazette, Werksmans has

not been provided with nor has It been able to obtain such notice In respect of

the exemption from the application of PPPFA, its Regulations and Practice Notes

In relation of the Transaction.

23.4 The PPPFA aspect of the Transaction requires further Investigation to verify that

the evaluation process based on the tender documents that were issued and

thus the subsequent award of the Transaction was in fact not In conflict with the

PPPFA. This Is required given that, as previously stated, failure to adhere to any

aspect of the PPPFA, its regulations and Instruction Notes could expose

Transnet's bid processes to legal challenges and constitutes irregular

expenditure should the contracts be found to have been awarded contrary to

the requirements of the PPPFA.

24 1064 Business Case

i

24.1 Having had regard to the evidence reviewed relating to the Transaction during

the period 2011 to 2014, Werksmans Identified that the BOD approved the

recommendation of the 1064 Business Case on 25 April 2013,30 at an estimated

total cost of R38.6 billion.

24.2 Werksmans have considered and analysed a plethora of written evidence

relating to the 1064 Business Case and during Interviews ascertained the notion

to replace the existing fleet at GFB gained traction around the period 2008/2009.

3 0 See appendix 12 above.
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24.3 — This culminated In a-TFR-fleet strategyT-whf ch was conceptualized in 2011 and

Transnet embarked upon a major project, which project included the

Transaction under consideration, in order to achieve an increase In GFB volumes

and to retire the existing fleet. To advance the TFR strategy and the resultant

fleet plan of the Transaction, the genesis of the 1064 Business Case, came into

being.31

i
i
i
i
i
i
i
i
i
i
i
i
i
i
i

24.4 An early version of the 1064 Business Case served before Transnet's various

governance structures/internal approval bodies throughout the period March

2012 to April 2013. Chapter 24 of the PPM details the functions of governing

structures and departments.32 This Is evidenced by, amongst others, excerpts

of minutes of Transnet Freight Rail Capital Investment Committee ("TRFIC")

and Group Capital Investment Committee ("CAPIC").33

24.5 On 21 May 2012 CAPIC, deliberated on the appointment of "an external party

to review the business case and provide a risk assessment1.34

24.6 On 22 August 2012, Molefe approved the appointment of the McKinsey

consortium for the complete advisory services set out In the memorandum

compiled by Yusuf Mahomed and recommended by Pfta and Singh.3S

24.7 Werksmans sought to initiate a meeting with McKJnsey in accordance with the

Mandate, and was subsequently advised by McKlnsey's attorneys of record to

communicate through the said attorneys. As a consequence, Werksmans wrote

the letter set out below to McKinsey's attorneys of record on 19 October 2017:

'Dear Sir

ACQUISITION OF 1064 LOCOMOTIVES FOR TRANSNET SOC UMITED'S
("TRANSNET") GENERAL FREIGHT BUSINESS ("TRANSACTION"): INQUIRY

1 W& refer to the above matter and your letter sent to us on Wednesday, ISOctober
2017 October ("your tetter"), on behalf McKinsey & Company ("your client").

3 1 See the 45 page business case, appendix 27.

3 2 See appendix 17 above.

3 3 See excerpts of minutes of TFBJC and CAPIC, appendices 28 and 29.

3 4 See excerpt of minutes of CAPIC, appendix 30.

3 5 See copy of memorandum, appendix 31 .
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2 IVe hereby express our gratitude for your client's willingness to assist with the
Inquiry aforesaid. We kindly request confirmation that it is In order for the proposed
meeting of 31 October 2017 from 13h30 with MrParbhoo (in your presence) to be
conducted at our offices.

3 As regards the request for advise on particular aspects to be canvassed during
the meeting, we note the matters to be discussed in relation to the Transaction
include:

3.1 Your client's exact relationship with Regiments (or any company in the
Regiments group and/or its predecessors) ("Regiments'1);

3.2 Splitting of work with Regiments and the extent of interaction In this regard;

3.3 Payments by your client to Regiments;

3.4 Your client's rote in the tender evaluation of the Transaction;

3.5 Your client's role in the reduced delivery time, reducing order quantities per
Original Equipment Manufacturers ("OEMs") and introduction of 2 further
suppliers in the Transaction;

3.6 Your client's role In the relocation of two of the OEMs to Durban;

3.7 Your client's role In the Business Case including:

3.7.1 Calculation of locomotive costs including escalation and hedging;
3.7.2 Forecast Volumes;
3.7.3 Forecast Tariff increases; and
3.7.4 Additional 38+95+100 locomotives being bought said to mitigate
risk of delays In contract award on MDS (without reduction of 1064);

3.8 We kindly request receipt of copies of the following
documentation/information prior to the envisaged meeting:

3.8.1 Alt contracts concluded and correspondence exchanged with
Regiments;
3.8.2 In so far as Transnet Is concerned:

3.8.2.1 copies of any Terms of Reference/mandate/letter of
appointment by Transnet to your client;
3.8.2.2 All deilverables produced by your client pursuant to paragraph
3.8.1, above;
3.8.2.3 All/any Invoices and confirmation of payments Issued to date;
and
3.8.2.4 Total fees billed and received by your client.

4. Kindly note we also intend to clarify and establish whether your client interacted
and/or was associated with any other third party advisor on the Transaction.

5. We note representatives of Werksmans as well as those of the Professional
Group, led by Professor Harvey Prof Walner, will be present

6. We look forward to your clients favourable response hereto and now await your
advise.

Yours sincerely"
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24.8 Pursuant to a scheduled meeting with McKinsey's attorneys of record,

Werksmans received the following:38

24.8.1 a document styled "Revised scope per request from Transnet

31 January, 2014" (emphasis added);

24.8.2 a document styled "Memorandum of withdrawal 04 February, 2014"

(emphasis added); and

24.8.3 a version of the 1064 Business Case comprising 102 pages, dated 18 April

2013.

24.9 The import of the appointment and withdrawal of McKinsey as set out In the

documentation stated above is dealt with below.

24.10 We have had regard to an abridged version of a "TOP SECRET minute of the

meeting of the BOD held on 25 April 2012, wherein it was resolved that a process

would be followed for the acquisition of the Transaction with reference to

'procurement strategy and process, Capital and Financial Risk, subject to PFMA

approvar.37

24.11 In a memorandum from Singh to Molefe dated 29 April 2013, it Is stated that

on 23 April 2013, the 1054 Business Case served before the BADC, and was

tabled for a special BOD meeting held on 25 April 2013. The memorandum of

29 April 2013, also records that an interactive session had been arranged with

representatives from the office of the Shareholder Minister for 25 April 2015.38

The memorandum further states:

"The business case has been amended to incorporate all changes and suggested
inclusions from the BADC meeting. The business case has also been updated to
incorporate certain changes and Informational requirements stemming from the
session with the DPE.

It is recommended that the GCE sign off the final business case for the Acquisition
of 1064 locomotives for GFB..."

3fiSee copies of documents from McKInsey's attorneys of record, appendices 32, 33 and 34.

3 7 See excerpt of meeting of the BOD, appendix 35.

3 8 See copy of the memorandum, appendix 36.
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24.12 Werksmans have requested a copy of the signed version of the 1064 Business

Case, this document has not been provided and could not be procured.

24.13 Email evidence of 26 April 2013, further shows that the Business Case was

supplemented.39 No evidence has been furnished that the final version of the

1064 Business Case, after supplementation and/or amendment post 25 April

2013, served before either the BADC or the BOD, as it should have.

24*14 On or about 30 April 2013, Transnet made an application In terms of section 54

of the PFMA to the Shareholder Minister and notified the Minister of Finance of

that application on the same date ("Section 54 Application"). The Section 54

Application refers to the 1064 Business Case as an annexure thereto.

Notwithstanding various requests from Werksmans to Transnet to provide a

copy of the actual version of the business case attached to the Section 54

Application, a copy thereof had not been provided at the time of preparing and

finalising this report.

24.15 The Shareholder Minister approved the Section 54 Application based on the 1064

Business Case submitted per a letter dated 3 August 2013.*°

24.16

24.17

Werksmans conducted interviews inter afia with Molefe (Group Chief Executive

at the relevant time), Gama (TFR Chief Executive at the relevant time), and

Thamsanqa Jlyane ("Jiyane", TFR Chief Procurement Officer ("CPO") at the

time). Considering the recommendations in the Forensic Audit Report and the

problems identified as to the extent of the financial commitment to which

Transnet would be exposing Itself, the conduct of the aforementioned executives

must be Investigated.

As Is evident from the Forensic Audit Report, the findings are seriously adverse,

and involve vast sums of money. He has identified inter alia that materially

misleading and Incorrect and inadequate Information was provided to the BOD,

and that there was a lack of application by the executives and the BOD to the

actual 1064 Business Case. In addition, the Forensic Audit Report provides that

part of the Increase over the originally approved ETC appears excessive, and he

39 See copy of email, appendix 37.
40 See Shareholder Minister's approval, appendix 38,
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1 identified instances of suspicious conduct suggesting bribery and/or at the very

least wasteful expenditure.

25 Section 54 Approval

25.1 From what can be gleaned from the evidence and considering the

communication amongst National Treasury, the Shareholder Minister and

Transnet, the following matrix Is relevant to the Transaction in relation to section

54(2) PFMA approval:

25.1.1 Transnet submitted the Section 54 Application to the Shareholder Minister

and the concomitant notification to National Treasury, through the

Chairperson of the BOD under documentation signed on 30 April 2013. It

is apparent that the documentation was in fact lodged with the respective

ministries on 3 May 2013;41

25.1.2 a due diligence process was undertaken by the office of the Shareholder

Minister. This process seemingly Included engagements with Transnet, on

at least two occasions, and guidance was provided to Transnet by this

office, ostensibly In relation to a PFMA questionnaire to be Included In the

Rolling Stock Acquisition Programme;42

25.1.3 the shareholder Minister responded to the Section 54 Application on 3

August 2013, granting approval subject to certain conditions. Transnet duly

provided a response the Shareholder Minister on 19 November 2013;43

25.1.4 the Minister of Finance addressed a letter to Transnet on or about 31

October 2013,44 noting the Section 54 Application and advising that

National Treasury looks forward to flnalisation of the project. The Minister

of Finance further requested quarterly feedback on the status of the

4 1 See copy or Transnet memorandurn of 21 February 2014, appendix 39.

4 2 See Internal memorandum circulated within the Department of Public Enterprises on 13 June 2013 and PFMA

Section 54 Questionnaire for Inclusion In Rolling Stock Acquisition Programme, appendices 40 and 41 .

4 3 See Transnefs letter addressing conditions, appendix 42.

4 4 See tetter from the Minister of Finance to Transnet, appendix 43.
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acquisition and mentioned other related issues, induding a further section

54(2) 'disclosure on ail relevant capital expenditure associated with the

project" having foreseen that the "success of the project entails further

capital expenditure";

25.1.5 the Minister of Finance's letter of 31 October 2013, was received by

Transnet's Group Capital Integration and Assurance on 14 January 2014,4S

which "request* was actioned immediately to Freight Rail for Input, which

was provided on 23 January 2014. Transnet responded to the Minister of

Finance's letter of 31 October 2013 on 11 March 2014.46

25.2 The PFMA, and its regulations (and/or other related legislative provisions)

provide the following In relation to approval:

25.2.1 section 5l(l)(c) of the PFMA provides that an Accounting Authority, as

defined, for a public entity is responsible for the management, including

safeguarding, of assets and for management of revenue, expenditure and

liabilities of the public entity. The BOD is the relevant Accounting Authority

in casu on the basis of 49(2)(a) of the PFMA;

25.2.2 section 54(2)(d) provides that before a public entity concludes a

transaction, which amounts to the acquisition or disposal of a significant

asset, the Accounting Authority for that public entity must promptly and in

writing Inform the relevant treasury of that transaction and submit relevant

particulars of the transaction to Its Executive Authority, as defined, for

approval of the transaction. The Transaction In question falls within the

ambit of this subsection;

25.2.3 In terms of section 54(3), a public entity "may assume that approval has

been given If it receives no response from the Executive Authority on a

submission within 30 days or within a longer period as may be agreed to

between itself and the executive authority";

4 5 See appendix 39.

4 6 See Transnef s response letter to the Minister of Finance, appendix 44.
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25.2.4 as foreshadowed, the PFMA works In tandem with other legislative

provisions Including the Treasury Regulations for departments, trading

entities, constitutional institutions and public entities as amended

("Regulations") and National Treasury's practice note on applications

under section 54 of the PFMA by public entitles ("Practice Note"). National

Treasury Issued the Regulations and the Practice Note In terms of section

76 of the PFMA and any amendment thereof or substitution therefor from

time to time. To this end:

25.2.4.1 clause 4 of Practice Note clarifies that applications In terms of Section

54(2) must be addressed to the public entity's own Executive

Authority (for approval) and to the Minister of Finance (for

concurrence) simultaneously;

25.2.4.2 the Practice Note provides guidance on determining whether a

particular transaction should be approved fn terms of section 54(2).

Clause 3.4 of Practice Note clarifies that a transaction is a significant

transaction, and thus subject to section 54(2)(d), if its rand value falls

within the parameters outlined In clause 3.7;

25.2.4.3 clause 3.7 contains the following statement:

"It should be noted that in terms of Treasury Regulation 28.3.1,
acceptable levels of significance must be agreed with the Executive
Authority. In arriving at acceptable levels of significance, the guiding
principles set out below should be applied.'

25.2.4.4 the above clause Is addressed In the Shareholder's Compact, being an

agreement entered into In terms of the Regulations between the

Shareholder Minister and the BOD, on an annual basis. The relevant

provisions of the Shareholder's Compact will be addressed below; and

25.2.4.5 the Practice Note also clarifies that the 30 day period referred to In

section 54(3) of the PFMA commences on the date of receipt by the

Executive Authority of the application and provides details on the

Information which public entities must submit to their Executive

Authorities In support of the said applications.
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25.3 Subject to validation of the observations at paragraph 4.24 of the Forensic Audit

Report, Transnet ostensibly adhered to section 54 of the PFMA insofar as the

original ETC of R38.6 billion Is concerned given that:

25.3.1 the Transaction In question was a significant transaction within the

meaning of the applicable provisions and was therefore subject to approval

In terms of section 54(2) of the PFMA. Such approval was accordingly

sought on 3 May 2013, and given on 3 August 2013, subject to certain

specified conditions which conditions appear to have been met regard being

had to Transnet's letter of 19 November 2013;47

25.3.2 as regards the content of the then Minister of Finance's fetter of 31 October

2013:

25.3.2.1 specific concerns are raised in relation to the already submitted

section 54 Application and further documents/Information are

required to be submitted;

25.3.2.2 Transnet Is directed that certain actions are to be undertaken during

the implementation and lifespan of the project; and

25.3.2.3 a further section 54(2) disclosure Is required to be made on further

capital expenditure associated with the project.

25.3.3 pursuant to an inquiry directed to Werksmans' forensic auditor relating to

the content of Transnet's response of 11 March 2014 to the Minister of

Rnance's letter of 31 October, the forensic auditor made the following

observations:

TRANSNET1064 LOCOMOTIVES INVESTIGATION

1. You requested a short comment on the pack of documents provided to
me on 25 October 2017, and In particular on the It March 2014 Transnet
letter in response to the National Treasury queries.

2. Leaving aside the fact that certain of the questions posed by Treasury
were not really directly addressed In the Transnet tetter, the most
pertinent Issues appear to be the following;

47 Sec appendix 42.
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2.1 para 3a of the Transnet fetter of 11 March 2014 says that:

n

\)
.7

"Capital cost outflows for the procured locomotives have been
structured with a payment strategy similar to previous locomotive
transactions. Basically 10 % advance payment...

The purchase price ... with minimum premium for localisation
capped at 2 % of the purchase price ..." (It Is evident that the
word 'minimum" was meant to be "minimal");

2.2 as regards the "payment strategy":

2.2.1 my understanding of the contracts is that these do not
evidence a 10 % advance payment, except for the GB
contract;

2.2.2 the CNR contract provides for10 % plus S % I.e. I5%before
any deliveries (thus being "advance payment"); the BT
contract provides for 9% + 9% + 9% I.e. 27 % before any
deliveries (thus being "advance payment'); the CSR contract
provides for 10 % plus 20 % I.e. 30 % before any deliveries
(thus being 'advance payment*);

2.2.3 accordingly the statement that the payment strategy was
"basically 10 % advance payment" appears to have been
clearly incorrect;

2.2.4 note that In the CSR and CNR tenders, the total payments
before locomotive acceptance (I.e. the prepayment element)
was 2% and 1% respectively, for which each scored the
maximum of 10 points in the CFBT process. During the
negotiation phase these terms improved significantly In
favour of these bidders to 30 % for CSR and 15 % for CNR;

2.3 as regards the localisation premium said to be capped at 2 %:

2.3.1

J

by the date of the Transnet letter of 11 March 2014, the so-
called clarification letters from the OEMs had been received In
which the OEMs Identified the premium that would be
required if they were obliged to use TE as their local
contractor instead of other local sub-contractors;

i
l
I
I
I
I

2.3.2

2.3.3

2.3.4

the amount of the premiums amounted to billions and thus
self-evldentiy were significantly beyond a cap of 2 % of the
overall purchase price;

as examples, based on the Information provided by the OEMs
In the "clarification" responses, the effect of using TB as the
local sub-contractor (Instead of another local sub-contractor)
added 12% to the price (CSR) and 6.6 % (Bombardier);

the above was based on the original TE scope, which
expanded later. Based on the final contract the effect of using
TE as the local sub-contractor (Instead of another local sub-
contractor) added 15.9 % to the price (CSR) and 11.4%
(Bombardier), [CSR R3.48m original TB scope + R1.113m
additional scope =• R4.S93m divide R28.890m. Bombardier
R1.905m original scope + R1.399m additional scope =»

5 5
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2.3.5

2.3.5

2.3.7

26 Post section 54 approval

R3.304m divide R29.049mJ; This is for Electric locomotives,
The TE premium Is not specified In Diesel costing schedules.

notably, this is not the total localisation premium - It Is only
the TE premium over and above another local supplier price.
There Is insufficient Information to calculate the total
localisation premium, but it was manifestly well above the
percentages above;

thus the statement that there would be a "minimum'
(meaning minimal) premium for localisation capped at 2% of
the purchase price appears to have been clearly factually
Incorrect;

tfie relocation cost of move to Durban of R1.2bilflon should
probably also be included in the calculations -which would
Increase the TE 'localisation'' percentages above. The
relocation costs would not have been known by
11 March 2014, but it is likely that the requirement for the
relocation (which would obviously come with a cost) would
have been known."

26.1 Having regard to what Is set out above the following matters warrant

Investigation:

26.1.1

26.1.2

whether the Transaction as approved by the Shareholder Minister requires

a de novo application as a consequence of the acceleration of the delivery

period and splitting of the batch size (discussed further below) which

fundamentally changed the nature of the Transaction and resulted in trie

attendant further Increase in ETC. These essentlalia are not covered In the

original application and require sanction and approval on their own merits

in terms of section 54(2) of the PFMA;

during or about September 2017 Werksmans Interviewed officials of

National Treasury. When these observations were brought to the attention

of National Treasury, It undertook to respond thereto. At the time of

preparing and finalising this report. National Treasury had still not

responded In terms of Its undertaking;

.r

26.1.3 the Forensic Audit Report opines that the truncation and splitting of the

batch size were fundamentally important changes, which had a material

effect on the Transaction and that the truncation and costs of splitting were

not explicitly or accurately addressed in any submission to the BOD. In
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addition, three of the six reasons provided In the submission to BADC

supporting the split were irrational and were furthermore omitted from

Molefe's May 2014 memorandum to the BOO;

the Corporate Plan, MDS, as well as submissions to the Shareholder

Minister and to National Treasury are all based on the Transaction rolling

out over a period of 7 years. There Is no documentation which has been

provided evidencing communication to either Ministries Involved in the

Transaction Identifying the increase of capital expenditure, having had

regard to the accelerated acquisition period;

as observed in the Forensic Audit Report In the section dealing with the

analysis of reasons for increase and on the assumption that no written

working papers or analyses exist for reasonableness of the conclusion of

the Transaction Agreements in March 2014 and furthermore without BOD

approval until 28 May 2014, then these are matters that justify an Inquiry,

As recorded In the Forensic Audit Report:

"5.14 The fundamental questions posed are whether the increases were
reasonable and justified, and whether the prices were fraudulently inflated
through corruption or other dishonest means I. e. whether the final prices and
the amount of R54.5m were falsely Inflated."

moreover, the Increase In ETC becomes a further point of inquiry having

regarb to National Treasury's advice that the Transaction, as notified, will

of necessity lead to further capital expenditure, and in respect of which

further expenditure the Minister of Finance expected a further section 54

request48

27 Shareholder's Compact and DoA

27.1 As stated above, the Shareholder's Compact Is an agreement concluded

between a SOE and Its Executive Authority on an annual basis. The

Shareholder's Compact effective as of 25 June 2013 ("Shareholder's Compact

2013/2014"), is applicable to the Transaction insofar as the Increase in ETC Is

4 8 See appendix 43.
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concerned.49 Its precursor (effective as of 26 April 2012) ("Shareholder's

Compact 2012/2013") ceased to be operational as at 25 June 2013, and it?

substitute became effective on 8 May 2014. The relevant provisions of the

Shareholder's Compact 2013/2014 Include:

: io
'1

"B. SIGNIFICANCE AND MATERIALITY
In accordance with the provisions of Treasury Regulations 28.3, the framework for
significance and materiality is set out In Annexure E.

9. PERIOD OF SHAREHOLDER'S COMPACT

9.1 This Shareholder's Compact is valid for period of one year.

9.2 The Parties hereby record and acknowledge that the they are required, in terms
of the Treasury Regulations, to annually conclude a shareholder's compact and
agree that this Shareholder's Compact shall remain In full force and effect until a
new Shareholder's Compact Is concluded as required by the Treasury Regulations.

9.3 The process for the annual conclusion of a new Shareholder's Compact may be
initiated by any one of the Parties through written notice. Upon receipt of such
notice by the other Party, the Shareholder's Representative and the Board shall
commence negotiation.

10, NO AMENDMENT

10.1 This Shareholder's Compact constitutes the whole agreement between the
Parties relating to the subject matter hereof and supersedes any other discussions,
agreements and/or understanding regarding the subject matter hereof.

ANNEXURE E: SIGNIFICANCE AND MATERIALITY FRAMEWORK

27.1.1

This appendix sets out the standing In terms of Sections 54 of the PFMA and
provides guidance for the determination of the materiality limit In terms of section
55 (2) of the PFMA

Exemption from Section 54 of the PFMA
554(2) (d)... Acquisition or disposal of a significant asset..
If acquisition does not exceed 2% of the 31 December 2012 audited asset base
value (which equates to R 3.9 billion), however the Department should receive a
detailed notification for all acquisition and disposal of assets above R 2 billion."

the Shareholder's Compact 2012/2013, effective 26 April 2012, Included

the following provision:

i

'Projects approved by the Shareholder In terms (sic) S 54(2)(d), will be
reported to the Shareholder, if the original cost Is exceeded by 15%".

4 9 See appendix 15.
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27.1.2 the Shareholder's Compact 2013/2014, does not contain a similar

provision. There is, '<n consequence, uncertainty whether to report to the

Shareholder Min.sU in cases where original costs exceed 15% particularly

having regard to th i provision of the DoA effective as at 1 June 2013,50

which Is applicable t > the Transaction and records:

"S.1.3 Increase in Estimated Total Cost (ETC) of Existing/Approved
Projects

I
I
I
I
I
I
I
I
I
I
I
I
I
I

Increase in ETC of projects already approved by the Shareholder Minister
must be repottec to the Shareholder Minister if the Increase is In excess of
15%.

Amounts indicat-d above exclude the capitalisation of borrowing costs.
Increases In ETC. fa project solely due to the capitalisation of borrowing costs
may be approve.' by the OD Exco/CE. Project costs and capitalisation of
borrowing costs e-etobe managed separately and may not be expended on
projects Intercha • geabty."

27.2 I t appears from the abo%3 extract that the percentage referenced therein is

measured without taking nto account Interest costs that might be capitalised.

The wording of any Shareholder's Compact must conform to the prescripts of

the PFMA and cannot drcumvent, contradict, or undermine legislation.

Paragraph 17 of Molefe's nemorandum of 23 May 2014, in which he contends

that the Shareholder Mirister need only be notified for the sake of good

governance, Is contrary tc legislation, the PFMA in particular having regard to

its preamble and objectivf s. The PFMA required a further application in terms

section 54, given the ex ent of the increase. Transnet's policy and/or the

shareholder's compact and 'or Molefe's assertions,51 all of which seem to suggest

that such further approval was not required is not In accordance with the

prevailing legal position. Farther, given the following deliberations of the BADC

on 26 February 2014, it rray be Inferred that Transnet already knew that the

provisions of the PFMA we: > being transgressed:

'5.1.8 Mr Mkwanaz sought clarity on the sum total of R37bn. Ms Nieke stated
that the total cost of the acquisition was not reflected for the Committee's
consideration, ther ;fore making the total costs unclear. She was concerned
that some costs * 'ements were missing from the presentation that was

5 0 See appendix 16.

5 1 See Molefe's memorandum of 23 May 2014 it paragraph 17, as quoted further below in chapter V, appendix
45.
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oresente i bv Management such as the Scope of Works for TB and the total
value. Ste requested that TE's scope value be stated. She sought clarity
whether t/ie Company reviewed tfte number of locomotives being procured as
it appea -ed that the Company had reached the target of 1066 locomotives.
She fun* er enquired if the Company was planning on using the R38bn in Uoht
of unce+alntv with future amounts. She stated that National Treasury
tolerateC uo to 11% on price differences. The Company's price difference
amounts 1 to 125% which far exceeded National Treasury's limit In response
to the Committee's request. Management submitted an undated schedule
regarding the R52bn for relocation purposes." (Own emphasis)

27.3 In light of the abcve and the commentary In the Forensic Audit Report,52 the

increase in ETC remained reportable to the Shareholder Minister. No evidence

has been made av siiabie evidencing the reporting of the increase norof a further

section 54approv:jf.

27.4 In addition as reg: rds the DoA, clauses 5.2.7 and 5.4 respectively provide:
*

*FX hedces to be hedged by external suppliers on their balance sheet
for goods/services to be delivered to Transnet in respect of Rand
agreements involving foreign content
... BusJne s Units must always obtain quotes on FX forward rates and liaise
with the Treasury Trading desk that will verify the rates to ensure it Is market
related. T ie Business Units can only enter into the FX hedges with the supplier
once the vtes are accepted by the Treasury Trading desk via e mail. Once
the above approvals are obtained, the Treasury Traders will provide sign off
on the ra s acceptance

Procurement
All procur *ment transactions (Including reverse logistics - selling of goods)
must Mi' comply with the approved Transnet Supply Chain Policy and
Procurem mt Procedures Manual (PPM)... Any commercial agreement (for the
purchase if goods or services) must be signed off by an authorised employee
of Suoolv Chain Management (Procurement) prior to signing of the contract
to tndicat that aft the steps as per clause 5.5 below have been followed and
that alt rocurement related governance has been adhered to." (Own
Emphasis

27.5 Despite several rec jests, Werksmans has not been provided with any evidence

that Treasury verif ed the rate submitted by the Bidders. On the information

presently available. Werksmans is unable to take the matter further. This

Transaction does n< t fully comply with the provisions of the PPM.

28 Splitting of batch size i and Implementing an aggressive delivery schedule

5 2 See the Forensic Audit Report, "Re isons for Increase In cost" from page 40.
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28.1 During t h i period September 2013 to May 2014, the following matters are

relevant tn determine the financial Impilcations of the splitting of batch sizes

and trunc-tfng the delivery period, which materially influenced the increase in

ETC:

28.1.1 during or about 31 October 2013, the former Minister of Finance penned a

letter to the Chairperson wherein the following Is recorded:

": have noted Transnet's Intention to acquire 1064 locomotives over the next
s*ven (7) years at an estimated costs of R38.6 billion. I am aware that the
s^ulsitfon afms to facilitate the ramp up in volumes transported from the
c Jirent80 million tons to 170 million tons as envisaged in the Market Demand
STBtegy (MDS) which forms the basis of Transnet's 2013/14 Corporate Plan.

however, I am concerned that the profitability of the project Is highly
cipendent on Transnefs Genera! Freight Business (GFB) being able to grow
tre volumes transported at amounts above GDP growth and tariffs charged
a: above CPL Failure to achieve these optimistic growth figures would have
a 7 adverse effect on tfte expected revenues and thus the profitability of the
p -eject Moreover, potential fluctuations In the operational costs could also
a Iversety affect the profitability of the project.

i :<

7 ;e success of the project entails further capital expenditure, including the
purchase of wagons and other expansionary expenditure Is Incurred.
V erefore, I will be expecting a further Section 54(2) disclosure on all relevant
capital expenditure associated with the project Furthermore, Transnet must
SL bmit a detailed Implementation plan demonstrating how the above GDP
grjwth volume Increases and the above inflation tariff increases anticipated
in the MDS will be achieved together with the possible mitigation strategies.
In addition, operational costs must be monitored and rigorously controlled
tfc -oughout the lifespan of the project to avoid any costs escalations.

Mi reover, I have noted that, whereas Transnet Is claiming that increasing
lo- omotive capacity and efficiency will lead to lower tariffs for customers; real
/n> reases In tariffs are in fact being projected to sustain the project. Transnet
m :st provide regular feedback to National Treasury on their initiatives to
at ract customers from the road to rait.

I iiok forward to the flnalisation of the project and request that Transnet
su )/n/t quarterly feedback to National Treasury on the status of the acquisition
an f the above mentioned related Issues.

/ f ust that you will find the above to be in order."

28.1.2 on 23 December 2013, a memorandum was circulated from the then CPO

and CFET Chairperson, Jiyane to Molefe, the then Group Chief Executive,

Singh, t i e then GCFO and Gama then Chief Executive of TFR, recording:
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"SUBJECT: REQUEST FOR APPROVAL TO REQUESTFO ft THE FINAL AND
BESTOFFER FOR THE SUPPLYOF465 NEW DIESEL LOCOMOTIVES FOR
THE GENERAL FREIGHT BUSINESS (GFB)

31) The delivery of these locomotives Is critical to TFR and the whole of
Transnetin terms of the MDS volumes. TFR prefers that the award of business
is split between 2 (two) tenderers in order to ensure that delivery is
accelerated.

32) the challenge with the split Is that price difference between the highest
scoring tender and the next bidder is more than 13% higher."

r. j 28,1.3 on 27 December 2013, a memorandum was circulated from Molefe, Singh

and Gama to "The Chairperson (Mr. Thamsanqa Jiyane) and the Cross

Functional Evaluation Team (CFET)" of the Transaction, wherein it Is

recorded:

"PURPOSE;
1) The purpose of this memo Is to;

l
l
I
I
I
l
l
l
I
•

i

•r

Authorize the CFET to issue a request for the best and final offer for both
the tenders for 599 New Dual Voltage Locomotives (to only the top 2
highest scoring tenderers while the rest will be informed that Transnet
will only engage them should negotiations with the top 2 be unsuccessful
and 465 New Diesel Locomotives (all the 4 bidders) for the GFB;
Note that the above actions are subject to the Board of Directors
approval;
Recommended to the Transnet Board of Directors to negotiate with 2
highest scoring tenderers and to award the business for the supply of
599 New Dual Voltage locomotives; and
Recommend to the Transnet Board of Directors to negotiate with the 2
highest scoring tenderers and to award the businesses for the supply of
465 New Diesel locomotives.

MOTIVATION

9) The tenders will be split between 2 tenderers each l.e there will be 2
tenderers awarded the 599 New Dual Voltage Locomotives and 2 tenderers
awarded the 465 New Diesel Locomotives.

10) The selection of 2 tenderers In our opinion reduces the delivery risk;
allows for locomotive standardization and reduced complexity from a TE build
perspective.

11) The request for the Final and Best offer on both tenders will be finalised
after the final and best offers are received but before submission to Board for
approval.

12) The Chairpersons of the BADC and Board of Directors of Transnet has
been briefed on the above process and the recommended way forward and
they are both in support of this process.
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13) TIA has also been has been (sic) briefed on the above process and the
recommended way forward and they In support of this process."

28.1.4 on 17 January 2014, a memorandum by Motefe was addressed to the

8ADC, recording:

"SUBJECT: REQUEST FOR APPROVAL TO NEGOTIATE AND AWARD OF
BUSINESS TO THE SHORT LISTED TENDERERS FOR THE SUPPLY OF
599 (COCO) NEW DUAL VOLTAGE LOCOMOTIVES FOR THE GENERAL
FREIGHT BUSINESS

PURPOSE:
1) The purpose of this memo Is to;

• Provide an update to Transnet Board Disposals and Acquisitions
Committee the progress on the tender evaluation process;

• Note and recommend the approval of the tender evaluation process
from step lupto step (sic) to the Transnet Board of Directors (BOD);

• Support the recommendation of the shortlist of tenderers as a result of
the tender evaluation process for the negotiations and award of business
to the BOD and

• Delegate all necessary powers to the Group Chief Executive to sign,
approve and conclude all necessary documents to give effect to the
above resolutions.

10) A sub-committee of the LSC was established to deaf with the very
confidential and detailed matters of the evaluation process (own emphasis
added; and this committee comprised the GCE, GCFO and CB TFR.

11) The CFET reported its finding to tft/s subcommittee for consideration.

37) However the pricing of the locomotives posed a commercial exposure for
Transnet (own emphasis added) and also the National Treasury concern of
not paying excessive premiums as outlined in the PPPFA guidelines of
premiums not being more than 11% by the use of the 90/10 evaluation. (See
letter penned by the Minister of Finance of 26 April 2013)

40) The outcomes of the best and final offer Is as follows:

• Tl offered to increase procurement to small businesses by R50 million
and technology transfer through skills development training and support
by RIO million. In addition they offered a R455 000 reduction In price
per locomotive based on a received foreign currency content
percentage.

• T2 offered a discount of 2.25 million per locomotive, Including a revised
foreign currency content amount, thus offering the best price.

The above process has almost eliminated the premium on the transaction."
(Own emphasis added).

MOTIVATION FOR SPLIT OF BUSINESS AWARDED

41) The original MDS volumes as promised In the corporate plan are
significantly at risk.
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in

28.1.5

28.1.6

42) This Is due to the lack of tr ctlve effort at TFR due to the delays In the
award of this tender mainly due o the PPPFA Issues experienced.

43) In order to not fur**-?- •'--- »se this risk it is suggested that more than
one supplier be used to suoatv tr »required locomotive to reduce delivery risk
and enhance our ability to mest IDS volume targets.

44) We recommended that two s
locomotives.

ppfiers be used to manufacture tfje required

45) This view Is supported by th-: following reasons:

* the locomotive fleet to ensure TCO is

d)

*)
f)

Promotes standardization c
minimized.
Allows for critical mass that v
and other critical commercia
Allows for - critical mass
programmatic procurement
Allows for flexibility In suppi
behaviour
Reduces the legal risk of the
Reduces the overall contrac
circumstances

ould enable successful negotiations on price
terms and conditions.
that would promote localization and

T options In future as it prevents monopoly

transaction and
risk of the transaction due to unforeseen

46) We further believe that the a ove will be achieved by a 60% allocation to
T2 and a 40% allocation to Tl of he contracted locomotives.

CONCLUSION

49) Short list the award of busine: s to Tl and T2 for the supply of 599 electric
locomotives subject to successful :ontract negotiations.

50) Split the award of Business t > Tl and T2 for the supply of 599 electric
locomotives subject to successful wntmct negotiations."

In "Excerpts from the Minutes of thi meeting of the Board Acquisitions and

Disposals Committee no 14/2 held n 26 February 2014", it Is recorded:

"5.1.9 Ms Forbes stated that ther=
scheduled and unscheduled m
quantlflcation of the schedul-
procurement. She stated that the
bidder, from the 48 locomotives pe
locomotives. She sought clarity i
growing budget Management stat
target (I.e. R37bn) In terms ofbas-
amounts Included hedging and ej
Treasury. Management Informed t:
budget regarding the 1054 locomc

was Inconsistency in the completion of the
Intenance. She sought clarity on the
s. She encouraged thoroughness In
s were now 12 locomotives produced per
• month tor 4 bidders on Diesel and Electric
the Committee would have a constantly
d that, the Company was below the R38bn
price and the approved budget Additional
station which wilt be reviewed by Croup
s Committee that the Company was within
ives. "

on page 10 of the draft report of the Finance Negotiation Team to the TFR

CE and the GCFO styled "Key out omes from the negotiations for the
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acquisition of 1064 new Locomotives concluded in March 2014", (upon

which limited reliance can be placed) It Is recorded:53

28.1.7

'Notes:

The forecasts were based on using historical trends of appropriate Indices as
calculated bv Regiments Capital, (own emphasis added,;
The calculations above are based on information available at a point in time
to Regiments, (own emphasis)
The above calculations were prepared to demonstrate the impact of reducing
the batch size and wilt not tfe UP to the final negotiated position.* (Own
emphasis)

on 23 May 2014, Molefe addressed a memorandum to the BOD, recording:

'SUBJECT: INCREASE IN ESTIMATED TOTAL COSTS (ETC) OF THE
ACQUISITION OF 1064 LOCOMOTIVE FOR TRANSNET FREIGHT RAIL'S
GENERAL FREIGHT BUSINESS (GFB)

PURPOSE:

1) The purpose of this memo Is:

g) For the BOD to note the reasons for the increase in ETC
h) To request that the BOD approve an Increase in the estimated total costs

for the acquisition of 1D54 Locomotives for the General Freight Business of
Transnet Freight Rail from 38.6 billion to 54.5 billion.

j[

l
i
I
l
I

28.1.8

17) Although the approval from the Minister was not subject to a final cost of
38.6 billion, for good governance and for information purposes a letter will be
sent to the DPE advising of the final ETC

37) A historical regression analysis conducted by Regiments Capital Indicates
that the ZAR currency Is on a trend of devaluation as indicated in Table S
above.

43) The costs to hedge this exposure was obtained from banks bv the
suppliers. This was then vetted bv Transnet Treasury and Regiments Capital
forreasonabilfty, They both found the rates and costs to be acceptable."

the author of the 1064 Business Case advised that TFR contested

Implementation of an aggressive delivery schedule intended for the

Transaction, on the basis that TFR did not have the ability to absorb the

accelerated number of locomotives to be delivered by the successful OEMs

s 3 See a copy of the draft key negotiations document, appendix 46,
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I
I
I
I
I
I
I
I

over the shorter period.54 The same author further confirmed that a

document styled "TFR Preliminary View on Expediting 1064 Locomotives"

was compiled at the Instance of Singh and was intended to merely outline

the risks associated with implementing the aggressive delivery schedule,

thus not to state whether Implementation of the aggressive delivery

schedule and not to recommend implementation of an aggressive delivery

schedule.

28.1.9 TFR in the correspondence below noted the following:

28.1.9-1 in the email from Francis Callard ("Callard") to Singh regarding "1064

delivery scenarios" of IS February at llhO4:

"H/Anoj

This is a challenge. fte_ our, paper on the accelerated delivery. The pest we qan,,
do Is 300 locos per annum averaging 25 oer month. We cannot get to peaks
of 40. SO or 60 per month. The constraints are technfcai commissioning staff,
yards and tines to perform the acceptance tests and customer volume reroo
up limitations^

Tried to call but It went Into voice malt.
Please advise.
Best

Francis" (own emphasis)

28.1.10 in the email from Callard to Singh et at regarding "1064 Aggressive

Schedule" of 26 February at I l h l 2 :

"Hi AnoJ /Mohammed

Apologies for the delay. My laptop joined the ranks of the unemployed and
this new one is still bedding down. Only really online last night. I am not sure
if you got the earlfer malt. It was in the outbox but disappeared and is not In
sent items.

The files attached refer. Also a PDF for tablet reading.
The calcs are high level and relate to the differences In revenue only. The
rand per NTK is from the 1064 business case. The locomotive productivity
ctosety matches that of the 100 plus 60. Extracting the detail from the
1064model Is more time consuming.

Three scenarios.
48 pm versus to Original
48 pm versus 300 per year

5 4 See appendices of emails In this regard and document styled 'TFR Preliminary View on Expediting 1064
toco/not/res', appendices 47 and 48.
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IO

300 per year versus original

Also factored In delivery to production.

Please note (NB) that we cannot absorb more than the 300 per year due to
market and commissioning constraints per the earlier note.

Best and regards

Francis" (Own emphasis)

28.1.11 In the email from Pragasen PHlay ("Plllay") to Natasia McMahon

("McMahon") et al regarding "064 Accelerated profiles 27 Feb 14" of 3

March 2014 at 08h48 AM:

"Hi Natasia In a meeting with Anoj on Friday It was made dear that there Is
an affordability issue on these locomotives based on extenuating
circumstances namely the Rand Dollar issue. Vie factor of Increase Is In the
order of Rl Ob from R38b to around R49b.

The situation Is one that requires TFR to seriously look at how to deal with
this, the factor of an accelerated delivery seems to be tf?e only option as the
costs is brought back to around what was put on the table originally. Note
that this project has a 30 year depreciated life and it Is a matter ofR30b or
R49b over 30 years. TFR may have a difficult year or 2 that needs to be
managed but It is about the RlOb overrun that is the Issue as stated by Anoj.

My view Is that we look at the 480 scenario It will have certain dependencies
but the MDS original ton numbers will be brought back Into play.

I have tasked my guys to get the tons that will talk to the original MDS."; and

28.1.12 in the email from McMahon to amongst others Pillay regarding "1064

Acceerated profiles 27 Feb 14" of 4 March 2014 at 22h24:

J

l
I
I

"HUD,

Thank you for the feedback.

I do however see major risks other than those mentioned In our meeting with
Mahomedy and team on Thursday, I.e. electricity, commissioning, resourcing,
mil network constraints etc. The most glaring being that TFR will be forced
to reduce the capital budget to accommodate the accelerated delivery. This
would likely mean that TFR may have to look at deferring some strategic
projects which would misalign the commissioning of the locomotives to the
Infrastructure ramp up where they are due to be deployed leading to idle
assets anyway.

Should TFR decide NOT to defer the strategic projects It would mean that
some harsh decisions will have to be made on whether to STOP projects
already in execution or cancel other upgrade and/or replacement
programmes.

We have constantly been cautioned by Croup that Transnet does not have
sufficient funds to accommodate the OD Capital budgets. Therefore if we are
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J{

I
I
I
I
I
I
I

28.2.1

28.2.2

28.2.3

28.2.4

to submit the 480 accelerated delivery we s: outd also pre-empt the foUow-up
request that will most definitely come forGJto eulf or cut projects.

Regards,

Natasia*

23.2 It appears from what (s set above that:

despite the fact that the Minister of Finance Ir the letter of 31 October 2013

required a further section 54 application eoproval, further capital was

expended without such application;

that one of the memoranda of 23 December !013 is the first document In

time (with which Werksmans has been brie^d) that makes reference to

the award being split between OEMS and als y refers to acceleration. We

further refer In this regard to the Forensic Aud t Report at paragraphs 40.38

and 4.40;

the view espoused In the Forensic Audit leport Is that the reasons

articulated In support of splitting in the me norandum of 27 December

2013, as outlined In paragraph 10 thereof, ar misleading;

• there Is no evidence which explains why Best and Final Offers ("BAFOs")

were requested from all 4 bidders for diesel Dcomotives, while only 2 of

the 6 bidders for the electric locomotives, v ho all made It through the

various evaluation stages, were requested to : rovlde BAFOs. In Interviews

with certain members of the CFET (Finance), \ /erksmans was advised that

the decision In question was taken without thef • Input and they were merely

Informed. In an interview with Gama, he ad*, sed that he had suggested

the split for the reasons outlined In the memorandum of 27 December

2013. This notwithstanding,55 save for the recc -dal In the BADC submission

which does not provide the costing, no evide ice whether In the form of

working papers and/or submissions to Interral governing structures or

otherwise which explains how or by whom the. decision to split the award

was taken has been provided. This requires f rther Investigation, having

5 5 We note in this regard a submission to the BADC or 17 January 2014, alOe without costing - see appendices
9 and 10.
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1

1

28.2.5

28.2.6

28.2.6.1

28.2.6.2

regard to the views per the Forensic Audit Report on the financial

impfications of splitting the award;

further, as regards the memorandum of 27 December 2013, the statement

regarding the report of the CFET of 23 December 2013 is misleading. The

CFET (Finance) has informed Werksmans that their final report is dated 10

December 2013, and was signed by all members of CFET (Finance).

Werksmans is in possession of two draft versions of this report.Sfi

Werksmans repeatedly requested a final version of this report as signed by

all members on various occasions, particularly from LJndlwe Mdletshe

("Mdletshe"). On 27 October 2017, Jiyane advised that Transnet is not In

possession of the signed version (nor a copy) of the CFET (Finance) final

report, as Singh had taken the signed version and given it to Regiments on

commencement of negotiations. This is an untenable explanation;

(the memorandum of 17 January 2014, requires further investigation:

the existence of the terms of reference of the subcommittee of the

Locomotive Steering Committee ("LSC") were established. The

current GCE sought to distance himself from any such committee.

Molefe, on the other hand, explained that he met both the then GCFO

and the TFR CE to engage with them. In interviews conducted, TFR

personnel and Transnet Internal Audit ("TIA") confirmed the

existence of such subcommittee, but neither could confirm the validity

of Its establishment nor its terms of reference;

the Forensic Audit Report provides that National Treasury's concern

regarding premiums not being more than 11% Is disregarded in this

Transaction, given than the actual premium is far greater than just

11%. The Forensic Audit Report further notes that 3 of the 6 reasons

advanced motivating the split to the BADC actually have the contrary,

and that these reasons were not included In the submission to the

BOD of 23 May 2014; and

I
I

5 6 See copies the draft reports received for both dieset and electric locomotives, appendices 49 and 50.
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28.2.6.3 no documentation was provided in relation to negotiations of the

Transaction desp.te numerous requests;

28.2.7 as set out above, Wer!<smans has analyzed and received evidence of TFR

personnel In relation t3 acceleration of the award of the Transaction. The

risks and recommendations were Ignored ^nd_acceleration__ was

Implemented notwithstanding TFR's advice that__an_ acceleration of that

nature was sirnply_not realistic. In emails exchanged,57 TFR's position on

the prospects and implications of the implementation of the envisaged

aggressive delivery schedule, as outlined above, appears to have been

excluded from the deliberations of the BADC in its meeting of 26 February

2014, per the excerpt i t paragraph 5.1.3. According to Gama he was not

even consulted in this regard^nd^ the truncated delivery schedule was

presented to him as a fait accompli;

28.2.8 / the Forensic Audit Repc rt deals with the financial Implication of the increase

in ETC, as supposedly addressed in Molefe's memorandum of 23 May 2014

to the BOD, and the materially misleading Information provided In Molefe's

memorandum aforesa d. Further to the financial Implications, Molefe

sought retrospective approval/ratification for the increase In ETC In

circumstances where tr~a Transaction Agreements were concluded some 2

months prior, In Marcn 2014. The PPM only permits or caters for the

concept of retrospective authority/ approval in the case on of an emergency

procedure as outlined h Chapter IV above. In this context, given that no

aspect of the Transaction constitutes an emergency procedure, what the

PPM allows is for a condonation process to be followed within 30 days of

breach of a procurement procedure. No evidence has been provided that a

condonation procedure was followed or that the BOD is entitled to ratify

unauthorised actions in this manner; and

28.2.9 In Molefe's memorandum of 23 May 2014, CFET (Finance) advised that

their calculations, be i1: In evaluations or negotiations, were based on

numbers given to them and they computed their calculations solely on such

numbers given, without questioning the veracity or reasonableness the said

numbers given. The Group Treasury representative in the CFET (Finance)

5 7 See Inter alia appendix A?.
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n

28.3

28.4

28.6

for both evaluation and negotia on stages, confirmed during interviews

that this was the position a- i that verifying the veracity and/or

reasonableness of the numbers ' olved In the Transaction w^no t part of

the scope and mandate to the C =T (Finance).

The matters Identified above require f rther Investigation. This Is so especially

having regand_toJhejactthat Transn t doesjiot seem to have independently

verifiecMhe accuracy, veracity and ^asonableness ofJhe numbers in the

Transaction, which omission const \ites a contravention of inter alia

procurement legislation. The Forensic «udit Report observes that the amounts

of the increase attributed to forex ^edging and escalation appear to be

excessive.

Further, such investigations are nece

contended that the decision to Implem-

made at Group level, despite TFR's re

even Gama, who was TFR CE at th

recommended the split In the award c

delivery period was imposed on him

genesis nor his input in any respect rels

he was then the Chief Executive of the

being acquired.

sary In light of TFR personnel having

i t the aggressive delivery schedule was

^mmendatlon to the contrary. Notably,

time, advised that although he had

business, the decision to truncate the

y Group without his knowledge of Its

?d to that decision, despite the fact that

usfness for which the locomotives were

28.5 The Forensic Audit Report determines t: ;t splitting of the award and truncation

delivery period had a materic impact on the Increase h ETC. In

addressing the reasons for the increase 3f the
Report further determines that Molefe'f memorandum of May 2014, is^neither

credible nor reasonable. In addition, the rorensic Audit Report records that the

size of the actual increase Is above tha which ̂ an be assessed as reasonable.

This is a matter that requires to be deal with in an appropriate forum.

Moreover, Werksmans has observed t. at the truncation and acceleration in.

question constitute actions, that fundc nentally changed the nature^of.tfre

Transaction, such thatji separate sectic i 54£FMA reguestjwas..wa wanted No

evidence has been provided that either t e Shareholder Minister or ths Minister

of Finance were appraised of the fundarr ?ntal changes discussed above.
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29 TE Scope

29.1 The Inclusion oftheTE scope r^-nains a controversial feature of the Transaction

In its obfuscatlon of the comrr »rcfal reality as observed In the Forensic Audit

Report.

29.2 The salient chronology is outlln- d below:

29.2,1 Part 2 of the RFPs, issue: on 11 December 2012, contain the following

provision In relation to TE: -

mTRE SUB-CONTRACT: tfC

Participation ofTREin tt s locomotive procurement process will be prescribed

and further details will f 'low after the Issuance of Part 2 ofRFP,";

29.2.2 on 3 August 2013, the Mir ;ter of Public Enterprise penned a letter to the

Chairman of the BOD wher In It was recorded:

"..I see Transnet t
strategic and Indus
so doing, TE Is ex?
the broader rail i.
position South Afrk.
In order to ach
programme should
rail duster is built.

igineering (TE) playing a critical role in developing
rial capabilities relevant to the rail supply chain. In
•cferf to systematically support the development of
dustrial duster involving the private sector and
i as a rail equipment manufacturing hub for Africa.
ve this, the current locomotive procurement
ye used to ensure that a world class enterprise and

29.2.3 notwithstanding the Shareh Ider Minister's intimation that TE could play a

critical role in developing strategy and capabilities as stated above,

Transnet had mandated Pv\ ; In or about 21 February 2014, to report on

TE's readiness to be inv.lved in the Transaction, PwC rendered a

presentation to Transnet,53 :he_ upshot of which was that uslngJI*E as a

subcontractor would be ver risky as TE was not ready. It Is recorded in

PwC's report:

'Reliance was placed on t. * written and verbal Information provided, most of

which could not be verifie ! due time constraints given the need to report in

time for the Original Equif, nent Manufacturer (OEM) negotiations process.

5a See PwCs report on TE readiness for the Transactic , appendix 51.
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i
, i

TE does not lave the required project management skills or experience to

manage the r imp up of 4 OEM assemble lines*

29.2.4 it transpired dur'ng the evaluation stage that some bidders submitted

proposals wlthou : using TE as the main subcontractor. To that end and on

2 December 201:, Gama addressed a memorandum to Molefe, requesting

approval for darl Ications to be issued to the bidders." Relevant portions

of this memorancum record:

"PURPOSE

1) The purpc se of the memo is to seek approval from the GCE to Issue step

6 (financL I) clarifications.

oiscussior
7) Whilst tht Cross Functional Evaluation Team (CFET) Is busy with the

evaluatlor s for step 6 financial, they (sic) were a number of challenges

around Tt wsnet Engineering being a subcontractor as prescribed the

Request ft r Proposal.

8) Challenge, around TE are as follows:

• ce tain tenderers did not reflect TEasa major subcontractor,

• te derers who used TE as a subcontractor did not Indicate a

separate price if another facility that Is owned by the private

se tor were to be used,

• th- other tenderers that used TE as the prescribed subcontractor

tht yatso provided a price if they also provided a price If they were

to jse other subcontractor (s\c).

9) Issuing els locations will assist In making sure the CFET compare all the

tenderers in the same basis and that the pricing information fs being

compared in the similar basis.";

29.2.5 annexure B to the -Memorandum of 27 December 2013 from Molefe, Singh

and Gama to 'Th ? Chairperson (Mr. Thamsanqa Jtyane) and the Cross

Functional Evaluat on Team (CFET)" records:

'Note: 1. The 14FO prices requested from bidders was without the use of TE
as a subcontra tor. Therefore the Impact of using TE as main subcontractor
Is already beim • factored Into the Initial BAFO price.";

See a copy memorandum, appendix 52
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29.2.6
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I
l
I
l
I
I
I
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pursuant to the clarification issued to bidders on 2 December 2013,

requesting the Rand impact and price per locomotive if TE was not used as

the local subcontractor, the bidders responded on 4 December 2013.60 "

On 9 January 2014, one bidder. Electro-Motive Diesel Africa (Pty) Ltd

("EMD"), wrote to Transnet raising the concern that the integrity of the

tender process could be jeopardized if the clarification of 2 December 2013

allows a bidder who previously did not offer "a non-Transnet Engineering

option to now amend their bid to Include a new "private sector" offer".62-

On 21 January 2014, Transnet addressed a tetter in response to this

concern In the following terms:

"Dear Sir,

REQUEST FOR BEST AND FINAL OFFER: TENDER No: TFRAC-HO-8609

1. The above matter, our letter dated 4 January 2014 and your letter in
response dated 9 January 2014 refers.

2. We wish to point out that the Request for Proposals In respect of the 455
Diesel Locomotives made it very dear that it is compulsory to use
Transnet Engineering (TE) as a subcontractor.

3. Based on the above requirement, bidders were not expected to submit a
proposal using any private sector company as a subcontractor and it
would be very unfair to even consider any offer which Included such an
option since TE was a compulsory option.

4. Should Transnet now consider a private sector option/offer. It will only be
fair to give alt bidders an opportunity to provide such an offer which our
request of 4 January 2014 has done.

5. We therefore wish to advise that all bidders have been asked to submit
an alternative private sector in their best and final offer In order to ensure
that the process Is fe/r to all bidders.

6. Based on what Is set out above, Transnet Is of the view that the Integrity
of the procurement process has not been jeopardised.

Yours faithfutly

Brian Molefe
Group Chief Executive
Date: 21.1.14."

6 0 See a copy of the darificatton sent to all bidders 2 December 2013, appendix 57.

6 1 See copies of responses to the 2 December 2013 received from certain of the bidders and provided to
Werksmans, appendix 54.

6 2 See letter from bidder along with Transnefs response thereto, appendix 55.
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29.2.7 It Is recorded In the 'Excerpts from the Minut 3 of the meeting of the Board

Acquisitions and Disposals Commits no 14, . held on 26 February 2014",

inter a/fa:

A

"5.1.3 Ms Mnxasana requested Managemer
Works as It was not induded in the original -
roUina of prices was extended to the additi
whether It had an impact on the outcome
Mkwanazie sought clarity on the hedging c
requested the Group Chief Financial Officer t
of R38,6bn. Management informed the

to elaborate on TE's Scope of
nount. She sought clarity if the
•?a/ non'Shartflsted bidders and
for the 2 existing bidders. Mr
•<d the price fixing. He further
explain final locomotives costs

Committee that the delivery-
tfmeframes were significantly shortened anc that 48 locomotives should be
delivered oer month. Management undertc k to provide detail on the TE
Scope of Works, In particular the metftodotoc
Office of the Croup Chief Executive for app
Committee that the warranties that could c
had to be agreed upon*

5.1.8 Mr MkwanazI sought clarity on the sum
that the total cost of the acquisition was nc

r which will be submitted to the
wal. Management advised the
'ceivably reduce the price still

otat ofR37bn. Ms Nleke stated
reflected for the Committee's

consideration, therefore rnafclnq the total co ms unclear. She was concerned
that some costs mefernen,t$ were missing fr m the presentation that,was
presented bv Management, such as the Scoc • of Works for TE and the total
value. She requested that TE's scope value
whether the Company reviewed the number c
it appeared that the Company had reached t
She further enquired If the Company was plan

be stated. She sought clarity
locomotives being procured as
s target of 1066 locomotives.
>na on using the R38bn In light

of uncertainty with future .amounts,, She, "afetf (hat National Treasury
tolerated uo to 11% on price differences. T e Company's price difference
amounted to 125% which far exceeded Natior ?/ Treasury's limit. In r&soonss
to the Committee's request. Management s emitted an updated schedule
regarding the R52bn for reloca tion purposes.

5.1.10 Management informed the Committee
agreed upon and signed off. Management stil
25% allocation for TE. Management wil
Management stated that In terms of TE's sec
the bidders with consistency. In relation to ts
Exchange batch pricing will be applied. The b-

fratTE 's Scope of Works was
needed to agree upon the 20-
negotiate with the OEMs.
e, the Company should treat
3 RFP, escalation and For&ion.
'ders were Informed that they

needed to form their expectations of TE. HOY, ver. the Company will Inform
the bidders of its view regarding TE's rol
Committee that the "rolling of prices" exclud
The 2 bidders were competing against each ot
amount ofR312bn (sic) was that the price of t
the devaluation of the Rand etc. Forex amoun:
currency for this transaction, causing it to be a-
ETC Including hedging and escalations costs L
the Committee that the ETC and locomotives
pending confirmation of final TE Scope of W
discount negotiations." (Own emphasis)

Management informed the
i the non-successful bidders.
er. The Impact of forex on the
a portfolio will be effected by
\d to 60% and 40% was local
zcted hence the Hedging. Tb$
R52bn. Management advised
pricing is subject to change
ks and any further potential
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29.3 Werksmans' observations in relation to the ab /e events Include;

29.3.1 the provisions of Part 2 of the RFPs as q- oted above merely provide that

TE (formerly referred to as TRE) 'will t prescribed" and details would

follow after date of issue. Werksmans not s that there is no evidence that

such details were sent to the bfdders. M: efe's statement at paragraph 2

of the letter of 21 January 2014, raises qut itions that require investigation.

In this regard, if indeed the RFPs rendered jseofTEas main subcontractor

compulsory, then the following must be further Investigated in light of

further provisions of the RFPs to the effect :hat any compulsory element of

the RFPs renders a bid disqualified if not a Ihered to:

29.3.1.1 the 599 Electric Locomotives CFET (f nance) dated 06/12/2013, on

page 11 of 40 states that bidder 3 ar d 7 "did not specif/ the use of

TE as a main subcontractor and th > could have a potential price

adjustment"; and

1 i
29.3.1.2 the 465 diesel locomotives CFET (Fin nee) report dated 09/12/2013,

on page 23 of 37, states that "bldde 1 has not quoted using TE as

the main subcontractor";

29.3.2

J\

29.3.3

if Molefe's above statement is correct, ther

tender and bidder 1 in the diesel tender sh

not having used TE as 3 main subcontract

that bidders 3 and 7 were effectively di:

requested from them in the electric tender,

Bidder 1 was, however, ultimately one or

Diesel tender. In any event, whether or not

the letter of 9 January 2014 from EMD que

process;63 and

bidders 3 and 7 in the electric

)uld have been disqualified for

. Werksmans further observes

qualified, as BAFOs were not

hough for no apparent reason.

the successful bidders In the

lolefe's statement was correct,

tioned the integrity of the bid

as regards TE scope and as foreshadowed, t ie PwC report Identified use of

TE as a risk due to it not being ready to ser ce the whole Transaction, yet

TE was nevertheless imposed on the OE is as a main subcontractor.

i
i
i

6 3 See appendix 55.
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\n.
29.4

Werksmans has further estab shed during the course of this Investigation

and through interviews with, : mongst others, TIA that some of the delays

experienced in the delivery f the locomotives in accordance with the

provisions of the Transaction ; greements is due to TE,H It Is evident from

the a foregoing thatTE's scops has remained unclear, notwithstanding that

the BADC on 26 February 2G 4, raised this concern In regard to the TE

scope of Works and value. Fu :her, no evidence has been provide to date

that "TE's Scope of Works wa: agreed upon and signed off" as submitted

by management at the BADC r '.eeting of 26 February 2014.

These aspects of the TE scope war mt further investigation, especially In light

of the observations in the Forensic \udlt Report that Moiefe's memorandum of

23 May 2014 at paragraphs 62 C- ".rateglcally It was decided that for specific

items within the build process wher» TE were within 10 % of the market price

then it would be acceptable to allc v TE to retain this scope") and 63 ("The

pricing as reflected above in Table : is inclusive of this additional scope for TE

based on this principle") (s inaccura: J insofar as:

"4.61.1 It is evident that what w-.» described as TE Scope' was not a frank or

proper description. The amount v is a premium demanded by the suppliers (I.e.

additional price payable to the 0E>* s by Transnet) for the suppliers using Transnet

Engineering as their subcontract instead of a local subcontractor of their own

choice;

4.61.2 it is manifest from the size of the premium of R2.6 billion relative to the

total subcontract prices agreed be veen the OEMs and TE that the premium was

dearly not "within 10 % of the rr. rket price* In South Africa - it was multiples

beyond 10% of the market price;

4.61.3 based on the TE premium of R2.6billion and the aggregate of the TE

subcontract prices with the OEMs c approximately R7.3 billion..., the TE premium

was over 35%;

4.61.4 if the TE Scope amount (the remium) ofR2.6 billion was to be within 10 %

of other local suppliers, then the sue wntract price would have to be approximately

R26 billion;

See In this regard a recent report by TIA (KPMG), apperi. x 56.
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4.61.5 moreover, the 12.6billion was understated as it excludes GE "original"

scope (R247m) and r'Nft 'original" scope (for which the Information is not

available)... Thus the J > % premium referred to above is understated."

30 Changes In evaluation criteria

30.1 As set out in Chapter VI above, the PPM prohibits change in RFPs, including

changes in evaluation criteria and/or framework contained In the RFPs, once

issued. In this regard, the aarticular provision of the PPM provides:

r.

n13.4 It Is important traf everything In relation to the determination of the bid
evaluation criteria per tl e PPM, should be carefully considered and Included in the
sourdng strategy, the FFX and RFX sign-off template prior to issuing the RFX to
the market, as neither tt 2 evaluation criteria, nor the weightings, nor the evaluation
methodology may be ch mged during the evaluation phase."

30.2 In the context of the provision quoted above, the following is noted:

30.2.1 on 23 December 201?, a memorandum was made available by Jlyane to

Molefe, Singh and Gana wherein it is recorded:

u

"SUBJECT: REQUiST FOR APPROVAL TO NEGOTIATE AND AWARD OF
BUSINESS TO THE SHORT LISTED TENDERERS FOR THE SUPPLY OF
S99 COCO NEW 0UAL VOLTAGE LOCOMOTIVES FOR THE GENERAL
FREIGHT BUSINE 5S (GFB)

23) The CFET (Fin ̂ nce) found numerous Inconsistencies In the manner In
which bidders chose to complete the scheduled and unscheduled maintenance
portions of the TCC model. The CFET (Finance) recommended that the CFET
(Technical) review he models for reasonability with the purpose of allowing
the CFET (Technical) to guide the CFET (finance) In making decisions to score
the TCO models submitted as well as to guide the CFET (Finance) In their
deliberations as to whether the models submitted would actually meet the
requirements to be scored fairly among bidders.
24) Four members of the technical team were made available to conduct a
review of the scheduled and unscheduled maintenance regimes as supplied
by bidders for reasc lability. It emerged that the models required normalising
and the CFET could not change the models on behalf of the bidders. The 3
scenarios show the difference if the subjective elements of the TCO are
removed from the e /aluatlons.

RECOMMENDATION

30) it Is recommend ?d that the CCE to:

• support the recommendation of scenario 3 where Total Cost of
Ownership (TCO) excluding unscheduled and excluding scheduled

78

0057-0363-0001-0079

TRANSNET-REF-BUNDLE-00135



I

1064 Report 7 Dee 2017_16h51_dn (0G2)/#S259273vl
26112017 w

: i
maintenance and excluding bonus point allocation whlci presented In
paragraph 26 Is to be used;

;j

.m

Approve the submission of the recommendation for award of: usfness to the
Transnet Board of Directors,"

30.2.2 the memorandum of 27 December 2013 from Molefe, Singh and Gama to

Jiyane records:

"PURPOSE:
1) The purpose of this memo Is to;

Approve that option 3 (excluding unscheduled and exclui <ng scheduled
maintenance and excluding bonus point allocation) for e 'aluations will
be considered for final evaluations Including the final recc imendations"

30.3 The memoranda of 23 December 2013 raise questions of non-cor pllance with

the provisions of the PPM. The request to Molefe that he approve option 3 to

enable the CFET (Finance) to conclude the evaluation stage constitL :es a change

In evaluation criteria, which is prohibited.

30.4 As a consequence of the a foregoing, the Transaction may be chalh nged on the

basis that the integrity of the tender process was jeopardirad through

implementation of the above recommendation and approval.

31 Relocation

) •
31.1 On or about 22 July 2015, the Acting Chief Executive of TFR recommended In a

memorandum the relocation of BT to TE's facilities !n Durbn, for the

manufacture of 240 23E electric locomotives.65

31.2 The ST memorandum requests the Acting Group Chief Executive ("AGCE") to:

'• j

i)

"a^ Note the final outcome of the negofitlon for the relocation tc Durban with
Bombadler Transportation SA (BT);
b) Approve variation order for the relocation to Durban to a maxin -jm value of
R618 457125.00 with BTand
c) Sign-off a fetter to be Issued to BT to accept their final proposal."'

6 S See copy of the BT memorandum, appendix 57.
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31.3 Werfcsmans has ateo had regard to a similar memorandum in respect of CNR,

by Ravi Nair to Gama,6S compiled by Mdletshe on 19 May 2015. The purpose of

the Memorandum is stated as:

"1. Request the Acting Croup Chief Executive (CCE) to approve the following:
a) The team to negotiate the relocation to Durban with CNR.
b) Variation order to finalise the relocation of the programme for the

construction of 233 Class 4SD locomotives to Durban to a maximum value
of R669 784 286. Separate submission has been prepared for BT.

c) Letter to be Issued CNR to commence negotiation for the relocation of the
programme."

31.4 In this regard, the following evidence has been procured during the course of

the investigation:

t

31.4.1 on 11 March 2014, a representative of the CNR, Rowen Von Gerlecke,

proposed a cost for relocation in the sum of approximately R.9 million;67

31.4.2 on or about 6 June 2014, BT addressed a letter to Transnet for the attention

of Jlyane, acknowledging receipt of a letter addressed by Molefe to Dr Lutz

Bertling dated 21 May 2014, In which the following is recorded:

•

ij

"RE: Allocation of Bombardier Transportation to the Transnet
Engineering Durban facility - letter of Mr. Brian Molefe to Dr. Lutz
Bertling dated 21,05.2014

Dear Mr Jlyane

Further to our Informal discussions. Bombardier has now received the letter
above mentioned from your Croup Chief Executive, Mr. Brian Molefe, via our
Chief Operating Officer, Or Lutz Bertfing; on the 26th of May, 2014. Mr. Molefe
officially Informed us that Transnet Engineering's Durban facility should host
our operations and asked Bombardier Transportation to agree. A response
letter was provided by Dr. Bertling 5th of June 2014, confirming that our
project team would contact TFR directly to confirm the next steps.

We understand the request of the South African Government and Transnet
SOC Ltd to widen the railway Industry hub from Gauteng to other regions of
South Africa and we intend support this approach as much as possible.
Obviously, this change of location represents a significant change to the
Locomotive Supply Agreement • the TE facility is currently defined as
Koedoespoort, Gauteng.

As you are aware. Bombardier has already made an initial visit of TE's Durban
facility on the 19th of May when we extended the presence of three of our
experts In South Africa following the kick-off meetings with Transnet
Engineering (TE) In Koedoespoort on the 23th and 14th of May. This site visit

6 6 See copy of the CNR memorandum, appendix 58.

6 7 See a copy of the proposal made on behalf of CNR, appendix 59.
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1.4.3

i

demonstrates our commitment to support Tra snet as much as possible and
to save time and money for all stakeholders.

Despite this Initial Informal visit, th°r? r»ms'i several significant activities
that must be completed to determine the full ir-pact of the requested change.
To kick off these activities, and to follow mor= dosely the formal process of
the Locomotive Supply Agreement, we would I; e to request that TFR send us
a Notice of Company Proposed Variation ('chedule 8, Pro Forma 14).
Although this process was not discussed previc is!yln detail, we would prefer
to receive the Pro Formas of Schedule 8 as wo. ^documents.

Once the Notice of Company Proposed Variatic 7 is received, Bombardier will
need to review not only the Infrastructure of th± Durban facility itself, but also
to determine the consequences for our entire supply and logistics chain as
well as the impact on our project team, lased on Bombardier's first
impression of TVs Durban site, It Is already c *ar tfiat the infrastructure In
Durban must be upgraded to enable TE to prc 'uce the bogle frames and to
perform the final assembly of the locomotive; as welt as the testing and
commissioning of the vehicles on schedule.

Given the expected impact of the requested cha ge, Bombardier proposes the
following two-stage process:

1. The detailed analysis of the Durban fac
logistics chain Impact will require a signi.
resources by Bombardier. This will definite
activities, due to the diversion of key ;
project responsibilities to this assessment
be an Immediate impact to the project,;
impact of the change of site. This first sta:
advance, between TFR and BT.
2. Once the detailed assessment Is comple
the final expected Increase or decrease
extension of time (if any), changes to Su
other related amendment to the Locomob'

tlty and potential supply and
zant Investment of time and
y Impact our ongoing project
ersonnef from their current
orocess. There wilt therefore
jst to calculate the ultimate
»Impact should be agreed in

ed, TFR and BT can agree on
•n cost (as applicable), the

. pller Development, and any
3 Supply Agreement

1.4.4

IVe are available to discuss this approach at a, / time, and look forward to
receiving your Notice of Company Proposed Var ition In the near future."

two separate variation orders for BTs re! cation to Durban are,

respectively, styled "Final Notice of Contractor Proposed Variation with

respect to Transnef request to move TE'i Facility location from

Koedoespoort to Durban", dated 26 Septemb r 2014, and "Notice of

Company Proposed Variation with respect to Trt isnet' request to change

TE's Facility location from Koedoespoort to Durbi n" dated April 2015.

the memorandum compiled on 19 May 2015 is Misleading. The reference

to a "Joint Quotation" (own emphasis) as stated Ir subparagraph 4 thereof,

to the knowledge of the author of the memoranc jm, was false given that

Jiyane confirmed during a meeting with Werksr ans held on 27 October

2017, that no such Joint quotation exits.

8 1
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31.5 Moreover:

31.5.1 no work was performed ty TIA d , ;; g the period 23 June 2015 to 16 July

2015. In this a regard, a memoran UTI from TIA records that "Wo work was

performed by TLA at this stage. 71- did not receive a request to review the

reasons for extension" ;6a

31.5.2 TIA has stated:69

"6. TIA was not Invited for zvbsequent negotiation meetings where
negotiations on relocation cos s were discussed with the bidders in
attendance, as required per the t VT methodology.

8. Basedon TIA's limitedInvolver enttn the process Indicated above, a formal
report to Indicate adequacy and/c • effectiveness of the processes undertaken
In the Durban Relocation negotls ons could not be produced."

31.5.3 this Is peculiar given that the reloc it'.on falls to be considered in terms of

the HVTP, which requires that TV be engaged In all aspects relating to

relocation from inception up to and including approval;

31.5.4 Thato Mahiamvu and Emma MoloL ane TIA (SKX) advised Werksmans at

an interview of 31 August 2017 th; t Transnet instructed them to conduct

a post review on Relocation. A draf* had at that stage been completed and

awaited Transnet management inp t, which according to them precluded

it being released to Werksmans at t at point. This report should have been

disclosed with a qualification to s y that management comments were

awaited. This notwithstanding, TIA SKX) informed Werksmans that there

are several "red-flag" items in the c -sft which are a cause of concern that

supports an inference that the Reloc tion process employed was not sound;

31.5.5 during October 2017, Werksma is met with the CNR's minority

shareholders, at the latter's requei:. During this interview the following

was established:

31.5.5.1 the existence of a report? olz Irregularity addressed to the

Independent Board of Auditors by the auditors to CNR. According to

6 8 See memorandum from TIA (SKX), appendix 60.

6 9 See appendix 60.
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31.5.5.2

31.5.5.3

31.6

• 4 I
31.7

information furnished to Werksmans, CNR's auditors have now

withdrawn;

the crux of the above reportable Irregularity Is that the proposal which

CNR prepared for TVsnsnet In relation to the relocation to Durban

"significantly m/srepr isented to Transnet the cost of the relocation of

a manufacturing fact: ty from Pretoria to Durban";70 and

Rowlen Von Gericke. being a minority shareholder and director of

CNR, Informed Wert< ;mans that the minority shareholders can, to

date, not explain hc« the amount of about R600 million for the

relocation was arrivec at.

All the executives of Transnet associated with any misleading and or false

recording as noted above, vv ilch gave rise to the decision to incur the

expenditure relating to relocati n of these OEMs, are required to be subjected

to appropriate proceedings to determine inter alia, their appropriateness to

continue to hold office. In addltl-- n, the reporting obligations contained in PreCCA

are to be considered. The ap iroval without any bill of material preceding

verification by Transnet validati lg the so-called negotiations to relocate two of

the four successful OEMs frorr Koedoespoort to Durban, amounting to the

aggregate of R1.2 billion in exp: nditure, Is a violation of provisions of the PPM,

PFMA and principles corporate g ivernance. As at end of July 2017, neither OEM

that relocated had produced a ly locomotives despite advance payments in

accordance with the Transaction \greements In an aggregating to approximately

R5.625 billion.71

As regards the 19 May 2015 memorandum, the compiler of the memorandum

misrepresented the position, tog ther with those who recommended its approval

by the AGCE of the variation ore ;r.

70 See a copy of a letter from Hogan Lovells to KPMG -e the reportable Irregularity, appendix 64.
7 1 See copy of schedule detailing amounts paid and I :omotives delivered by each OEM, appendix 62.
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31.8 As a further indicatk i of financial misconduct, Werksmans observed tha. views

of Yousuf Laher as -ecorded In his emails of 21 and 25 June 2015. were

ignored.72

Jo

31.9 Section 51 of the PR ^ provides that the Ace Hinting Authority of an entit / must

take effective and appropriate steps to prevent losses resulting from

unauthorized expenc :-jre.

32 Conflict of Interest - Ic )al Sharma

32.1 In accordance with th Mandate, Werksmans las advised Transnet of the •• snfllct

of Interest of Iqbal SI irma in relation to the "ransaction, on the basis of I draft

report prepared by P C ("draft report"). Th » PwC draft report to the BC O and

Werksmans1 advice a * appended hereto.73

32.2 PwC had been mand? ed to investigate the v ?racity of an article of 4 Jul. 2014

in the Mail and Guar :an pertaining to Iqba Sharma, who was at the im^ a

non-executive memb r of the BOD and the C lairman of the BADC.

32.3 PwC found that Iqba Sharma was confllcte i in relation to the award >f the

Transaction In as far s he had acquired a shSre In VR Laser Services (Pt/) Ltd

("VR Laser Services ) shortly prior to annou icement of winning bidders n the

Transaction under the "ollowing circumstance.:

32.3.1 he had at all rek ant times been a non- xecutive director of the BO ) and

the Chairperson f the BADC, the latter having considered the res-Its of

the adjudication rocess in respect of tru Transaction;

32.3.2 the successful t iders were required t i source 55% and 60% ce the

components for t 3 Transactions from th »South African market;

32.3.3 VR Laser Service manufactures such cor iponents;

7 2 See copies of both emails, appendices -3 and 64.

7 3 See copy of PwCs draft report and pr station, as well as Werksrr ns' advice, appendices 65 and 6£
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32.3.4 certain of the winning bidders h id performed a site visit at the premises of

VR Laser Services shortly prior o the award of the Transaction; and

32.3.5 Sharma failed to declare his in: srest In VR Laser Services and had not, at

any point, disclosed such Intere ;t in any of the meetings of the BADC. The

only explanation proffered for s :ch failure was an oversight on his part.

32.4 PwC found that there was Insufficie it evidence to make a deliberation as to

whether Sharma had disclosed cc ifidenttal Information In relation to the

Transaction. "

32.5 The lead author of the PwC draft re iort Informed Werksmans that the report

remained a draft as PwC had not be ;n afforded an opportunity to present the

report to the BOD.

32.6 Werksmans has separately presentei to the current Chairperson and delegated

steering committee of the BOD, its v sws on breaches of corporate governance

and detailed the provisions of the Cc npanles Act that had been transgressed.

The BOD has since 2014 failed to tal- $ appropriate action In terms of Inter alia

section 50(3) of the PFMA.

32.7 Werksmans has further established tr 3t Sharma refused to recuse himself from

the meeting where the draft PwC rep rt was to be discussed. It is Werksmans'

recommendation that this matter b ! further Investigated as recommended

herein, on the basis that Transnet's directors have failed to discharge their

fiduciary duty and to exercise their power in good faith, in the Interest of

Transnet.

33 100 Class 19E Electric Locomotives

33.1 Werksmans in an attempt to review a id validate the submissions made to the

BADC and the BOD relating to the Tra. saction, has independently and following

its Investigations as detailed herein, h= i regard to what follows below In relation

to procurement by way of conflnemen of a 100 class 19E Electric Locomotives.

33.2 On 30 August 2013, Molefe addressed \ memorandum styled "Mitigation of MDS

Volumes at Risk through the Investr ent and Procurement of 100 class 19E

• )
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Equivalent Dual Voltage Electric Locomotives an Class 43 Diesel Locomotives"

("August Memorandum").74

•i

\r

33.3 It Is Werksmans' understanding that the August

the basis of a business case authored in suppc

class 19E Electric Locomotives confinement by

Confinement Business Case"). Callard -

Memorandum recommended confinement to '

Solutions (PTY) LTD ("MARS"), given that it hat

Transnet previously and therefore already had a •

required for the coal line. The significance of hav;

months would not have had to have been spent

design. Callard further explained that the locor

offered Interoperability with the locomotives that

Callard pointed out that CSR had no design In p

were produced had no interoperability with th-

a dap ted, which came with an additional cost as s'

srrarandum was prepared on

of amongst others, the 100

^llard and his team ("Initial

<pleined that the August

tsLl & Co African Railway

Tiaiufactured locomotives to

;slcn in place for locomotives

3 a design in place Is that 12

"i p-eparation of the required

stives MARS would produce

era already on the coal line.

•ze and the locomotives that

effect that they had to be

tec! herein below.

33.4

7

The following are material portions of the August 11enorandum as regards the

confinement:

"PURPOSE
1. The purpose of this submission is to request
and Disposals Committee to recommend to the
following:

a) Note the risk to TFR MDS volumes th
resulting from the delay in the procure

b) Note the investment In and procureme,
43 Diesels will protect 24.5 nit of C
resulting from the delay in procuremer

c) the investment in and procurement of .
locomotives required for the Coal Expc
m (excluding borrowing costs): (Anne
never disclosed to Werksmans]

d) the confinement and award of the pro
equivalent electric locomotives to Mitst,
(PTY) LTD (MARS):

e) the investment in and procurement of 6
General Freight In the amount of Rl B2i

f) an extension of the current contract wl:
Technologies (GESAT) for 60 Class 43 c

g) The above awards will be conditional s,
and

?e Transnet Board Acquisitions
-arsnet Board of Directors the

jgh Insufficient traction power
*nt of the 1064 locomotives:
of 100 Class 19 Band 60 Class
ienl Freight volumes at risk
if tie 1064 locomotives.
0 Class 19£ equivalent electric

- Lire In the amount 0fR3 871
•jre A) [This annexure was

renent for the 100 Oass 19E
1 CD Afrfcan Railway Solutions

Cla ss 43 dlesel locomotives for
i (excluding borrowing costs):
Ge leral Electric South African

;se! locomotives:
'feet to paragraphs 78 and 79

74 See copy of the August Memorandum, appendix 67.
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h) The GCE be delegated the c wer to sign and conclude all relevant
documents to give effect to tht above resolutions

U

) I

EXECUTIVE SUMMARY
2. The TFR locomotive fleet plan wa.
Aprit 2011 and updated with the
proposed locomotive acquisitions are
budgeted for in the 7 Year Markt

first approved by the Transnet Board In
064 GFB locomotive submission. The
In line with the fleet plan and ha ve been
!• Demand Strategy (MDS) 2013/14 -

2Q1212Q, The delay In the 1064 fl.
Business (GFB) MDS volumes at risk
Class 43 diesef locomotives rec
locomotives. The Class 19E electric >
Export line which will enable the r-
General Freight This submission c
mitigate General Freight MDS volur
electric locomotives to MARS and e
with GESATby 60 locomotives. Ths
MDS shortfall by at least a year v
2014/15. The volumes mitigated In,
(16/17) and the cumulative Income,.
3. The Class 19Eduat voltage etectr.
In service and will improve service
reduced maintenance costs.
4. This accelerated acquisition doesr
1064 acquisition remain unaffected
current MDS. The delay in ths 1064
year period.
5. The proposed transactions do nc
tender process.
6. Socio-economic benefits will be re
and expectations.

GOVERNANCE PROCESSES
7. The following governance proce.
approving the business case. In each
dealt with.

a) The matter was tabled and
Investment Committee on 1

b) The matter was tabled e
Investment Committee (CA.

c) c) The matter was tabled a
21 August 2013.

et acquisition has put General Freight
The Class 19E dual voltage electric and
ntiy delivered are modem capable
xomotives will be deployed on the Coal
'ease (cascade) of 125 locomotives to
jposes an accelerated procurement to
es at risk by confining 100 Class 19E
tending the current Class 43 Contract
accelerated acquisition wilt mitigate the
th Its full effect realised commencing
-ease from 6.2 mt (14/15) to 15.1 mt
-otected Is R9 197 m (13/14 - 16/17).
• and Class 43 have proven themselves
uality through improved reliability and

it put the MDS cash flow at risk and the
The acquisitions are funded from the
till extend its funding to beyond the 7

increase the risk related to the 1064

Used In fine with existing commitments

>e$ were followed In developing and
ase the queries and amendments were

ecommended by Transnet Freight Rail
r July 2013
id recommend by Transnet Capital
rC) on 19 August 2013
i recommended by Transnet EXCO on

48. Par a, c and d are relied upon wit
described In this memo In detail. The

a) The one year delay betwe
fleet plan and the delivery a
for general freight, with its •
early delivery of these focoi
freight as outlined earlier an
material deliveries of the
anticipated shortfall in volun

b) The need for 60 Diesel locor
order to deliver upon comm
matter of extreme urgency.

49. In 2009, Transnet Freight Rail (TF
Co African Railway Solutions (PTY) L
new Oass 195 electric locomotives for
of the fast locomotive In August 2012.
locomotives for the Ore Export fine a
factory line In September 2013:

urgency (a) being the main reason as
rgency Is motivated on:
i the requirements of the locomotive
rd commissioning of 1064 locomotives
elated threat to the MDS volumes. The
otfves will release capacity to general
' provide a partial buffer until there are

1064 locomotives. It buffers the
?s as described eariler.
otfves and 100 Electric locomotives in
ted volumes In line with the MDS as a

) entered Into a contract with Mitsui &
0 (MARS for the procurement of 110
he Coal Export Line; TFR took delivery
1ARS are also delivering the Oass 15E
d the last one Is due to come of the
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a) Feedback from the. Technical Engineering team Is that the Oass 19B
and Oass 15B toe. votives are performing well and have proven to
be both efficient 3 d reliable.

50. The Class 19£ fe * mid
will be an extension of the
required conservatively sav

7} locomotive and the proposed 100 locomotives
urrent design. No prototyping or type testing is
g 12 months or more."

33.5

•1

Excerpts from the minute of the me ting of the BADC of 21 October 2013 record

the following in relation to the abo\ i August Memorandum:75

IO

"S.l.S Ms Tshepe sought clarity
submission from the current Age
tabled due to the urgency of the
was previously tabled to the Cor
request was based on a tender
confined In 2010. A request for fv
indicated that upon reflection, it
that when the initiatory (sic) cor
reports alleging that the Comp
procurement "secret deal" (that v-
the then Deputy President Motlan:
artfefe In relation to this matter v-
the view that the press reports an.
prior to the matter being tabled tc
submission was tabled on the bas-
volumes. Management statsd tha.
potential governance risk relating

5.1.6 Mr Mkwanazl was of the viev
with the Information prior to delibe
to adequately apply Its mind to
Information was not provided In
'caught on the back foot". Ms Tsh
was Issued and why the Board was
the Committee enquired about
confinement was requested. The
provided with a holistic picture s
Instances that may lead to a mate-
be brought to the attention of the

jehlnd the withdrawal of the 100 + 60 Diesel
da as the Committee had requested that It be
-ansaction. Management stated that the matter
mfttee; and certain concerns were raised. The
that was awarded In 2006 and subsequently
-her confinement was being made. Management
ipted to withdraw the matter after considering
Inement was made In 2010, there were press
•ny had entered Into aa RIAbn locomotive
>s concluded without being put to tender, which
le's special adviser was set to benefit from). An
is circulated In the meeting. Ms Tshepe was of
the confinement ought to have been considered
the Committee. She stated that the antecedent
• of urgency to alleviate the risk relating to MDS
the withdrawal of the Agenda Item was due to
a the transaction.

that the Committee should have been provided
ating on the transaction to allow the Committee
tfte matter. He further stated that the same
Oil and the communications Intelligence was
oe enquired If a response to the media reports
not Informed about the matter. She stated that
the possible governance issues when the
Chairperson stated that the Board was not
d Implored upon Management to ensure that
3t risk to the reputation of the Company should
ommlttee.'

33.6 On 22 January 2014, Molefe duly sic led a memorandum dated 21 January and

recommended Singh. The version of :hls memorandum provided to Werksmans

remained unsigned by Gama.76 The following are material extracts from this

memorandum:

i

"PURPOSE
1. The purpose of this si* mission is to request the Transnet Board
Acquisitions and Disposals Cc vmittee to recommend to the Transnet Board
of Directors the following:

7 5 See copy of the excerpts from the minute of the meetin , appendix 68.
7 6 See a copy of this memorandum, appendix 69.
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a) Note tr-s risk to TFR MDS volumes through Insufficient traction
power ssulting from the delay In the procurement of the 1064
bcomotfves:

b) To app'*ve the Investment in and procurement of 100 electric
locomotives required for the Coal Export Une In the amount of R3
871 m (excluding borrowing costs):

c) To approve the confinement and award of the procurement for the
100 electric locomotives,

d) To approve the investment and change In the fleet plan to procure
of 60 Clsss 43 diesel locomotives for General Freight In the amount
ofRl 825 m (excluding borrowing costs):

e) To approve an extension of the current Class 43 diesel locomotives
contract for 60 additional locomotives:

0 an exte-isfon of the current contract with General Electric South
African 'echnologles (GESAT) for 60 Class 43 diesel locomotives:- ...

g) The GCc be delegated the power to sign and conclude all relevant
documents to give effect to the above resolutions, Including the
award a -<d process approval.

EXECUTIVE SUMMARY
2. The TFR locomcVve fleet plan was first approved by the Transnet Board in
April 2011 and Lpiated with the 1064 GFB locomotive submission. The
proposed locomot'vi acquisitions are in line with the fleet plan and have been
budgeted for in :he 7 Year Market Demand Strategy (MDS) 2013/14 -
2019/20. The det3y In the 1064 fleet acquisition has put General Freight
Business (CFB) MJS volumes at risk.
3. This risk will be mitigated by the urgent acquisition of these locomotives.

a) The hea • y haul 100 Electric locomotives will be deployed In the Coal
Export Uns and will release 125 locomotives that will be used on
GFB pen ing delivery from the 1064 program. The 100 locomotives
form part of the already approved Fleet Plan

b) The 60 Class 43 diesel locomotives also fill the gap pending delivery
from the 1064 program. These 60 locomotives do not form part of
the approved Fleet Plan and this submission requests an
amendm snt to the Fleet Plan to include these 60 locomotives

5. This submission proposes an accelerated procurement to mitigate General
Freight MDS volumes at risk by confining 100 electric locomotives to CS%
(China South Rail) and extending the current Class 43 Contract with GESAT
(General Electric South Africa Technologies) by 80 locomotives. The
accelerated acquis *ion will mitigate the MRS shortfall by at least a year with
its full effect realised commencing 2014/15. The volumes mitigated increase
from 6.2mt(14/15) to 15.1 mt (16/17) and the cumulative Income protected
is R9 197 m (13/14 -16/17). (Own emphasis)
6. The confinement to CSR and extension of the GE contract Is motivated on
the basis ofurgenc/.
7. This accelerated acquisition does not put the MDS cash flow at risk and the
1064 acquisition remains unaffected. The acquisitions are funded from the
current MDS. The 'lelay In the 1064 wilt extend Its funding to beyond the 7
year period.
8. The 60 Oass 43 locomotives are In addition to the approved Locomotive
Fleet Plan but accord with the fleet strategy. With the year delay In the 1064
procurement, the 60 locomotives nil the gap of the first year. Post the 1064
procurement, the sustaining fleet requirements based on a 30 year life are
approximately 80 locomotives per annum and the last year of the 1064
procurement moves into tfie sustaining phase.

History and Status of the 1064 Procurement
29. The 1064 program has slipped by at least a year against original
expectations. The current RFP timelines are being reviewed by the Locomotive
Steering Committee to ensure a compressed timetable to further mitigate
volume risks to the MDC
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MOTIVATION
MDS Risk Mitigation

34. The prime motivators for tf: submission are to:
a) Protect General Freig t volumes through delivering diesel and

electric locomotives -iriier than is possible through the 1064
program.

b) Ensure delivery earlier han the 1064 progrBm by:
I. Confining the procur. vent of the electric locomotives
II. Extending the currer J diesel locomotive contract

40. The 100 Electric locomotives sill sustain the Coal line electric fleet for 81
million tons per annum capacity i id standardize the coat fleet on Electric type
locomotives with significant oper tional and cost advantages:

46. The 100 Electric locomotive uslness case articulates the benefits of the
earlier than previously planned c livery of the locomotives to the Coal Export
Une.

48. Other aspects more fully covered In the 100 Electric Locomotive
submission are:

a) Reliability and Operati; lal efficiency based on past experience of
electric locomotives of, milar design

b) Savings on operational expenditure and capitalised maintenance
c) Energy Savings.

PROCUREMENT STRA TEGY
Rationale for not being D.= -t of the 1064 process

58. The procurement process was
or part of the 1064 locomotive pr

a) Type: The 100 electrics
haul use to be deofc

carefully considered and was net taken Into
cess. Aspects considered were:
are 26 ton per axle locomotives for heavy
•ed on the coal Une. The 599 electric

locomotives In the 106^ tender are 22 ton per axle locomotives for
CFBuse

b) Delivery; The 60 diesei
motivation below for e,
overall delay in the 105'
does not address the de

are similar to the 465 of the 1064 but the
tension is one of urgency because of the
program. Including the diesels in the 1064
?y or urgency.

62. Confine / Extend contract: Th; addresses the urgency of the proposal but
has potential negative public imp cations. For the urgency already outlined
and the reasons below this Is not/ 5rt of the 1064 process and will not Impact
on that process.

c) The CSR facilities are av
result In significant dell,
the 95 loco processes
locomotives per annum.

liable for Immediate production which will
•ry acceleration based on the learnings of

CSR has capacity to produce 2000

Procurement of 100 El&ctr : Locomotives

69. The project is motivated on the basis of Para (a) where a genuine
unforeseeable urgency has arisen.

a) Item 13 etaf covering th
and the "History and Sta t
the reasonable and timec
run out of the current
required to address the *.

'History and Status of the TFR FleetPlan"
s of the 1064 Procurement" demonstrates
is steps taken to address to the Board the
fleet and the locomotive requirements
lume ramp up of GFB.
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b) Item lletat fjrther Indicates that the c *lay was not attributable to
a lack of prop-r planning as the GFB foe motive requirements have
remained cons 'stent throughout.

c) Considering ( ) and (b), no i,iJi*id«a. or group of individuals is
responsible for bad planning.

70. Complementing the urgency is ground (d):
a) Locomotives a e highly specialised with < mlted suppliers worldwide.
b) The locomotions would be largely Identical with those already

supplied and tJbe supplied and
c) Transnet woul I incur wasted time and noney In approaching the

market (b) and (c) are relevant due tot e tact that:
1. CSR has been adjudicated as the best t dder during the 95 electric
loco process as well as joint on the 1064, rocess. Both these tenders
include the Board approved proct ement methodology of
maximising supplier development whilst insuring highest standards
of quality and Test possible commercial offering. Transnet has just
spent a large amount of time, human zapital and money In the
recent tenders 3nd going through anothc • tender process would not
be efficient giv :n the urgency
il. Production c' the current MARS contra t has been completed and
was based on Previous procurement m thodology where supplier
development v<« not a key focus area tnd the Mitsui consortium
did not fare we! in the two most recent r nders Issued by Transnet
Therefore contnuatlon with Mitsui via confinement would pose
unnecessary m k to the organisation. FL thermore, reputation risk
exists, although subjective and plaos the company under
unnecessary ri:k if ft were to follow a c nfinement approach with
Mitsui. This rep 'tatlon risk involves speci ation In the media around
Mitsul's local partners and their political c filiations. Transnet would
never entertain awards based on politic? prowess of any business
partners to an OEM but the risk does nee I to be taken into account
from a reputathnal perspective.

71. TE is currently malnaining and repairing the Class 19E Electric Series
which means that they <. re accustomed to maint nance regimes are more
modern electric dual voltige locomotives. Limited additional training will be
required and optimum ut Hsatlon of the current mi ntenance facilities will be
met Simplified mainten; nee practises will result n shorter Mean Time to
Repair. Common practice- will be addressed throug i maintenance regimes of
the 95 loco series, 599 el 'jnents that CSR is short! ;ted for and this fleet

73. Considering the volumes at risk and the urgen requirement for the coal
line locomotives to cascac * the current fleet to Gen rat Freight, It Is proposed
that the procurement be confined to CSR.

t

RECOMMEND A TION:
13. It Is recommended tat the Transnet Board A
Committee recommends tithe Transnet Board of C

a) Note the risk t) TFR MDS volumes thr
power resulting from the delay in the p
locomotives:

b) To approve the Investment In and proc
locomotives reqi Ired for the COB! Export
871 m (exdudlm borrowing costs):

c) To approve the c onflnement and award or
100 Electric loco motives.

d) To approve the hvestmentand change In
of 60 Class 43 di isel locomotives for Gene
ofRl 826 m (excluding borrowing costs):

e) To approve an e> tension of the current Ci:
contract for 60 a Iditlonal locomotives:

:qulsitlons and Disposals
rectors the following:
ugh Insufficient traction
vcurement of the 1064

jrement of 100 Electric
ine In the amount of R3

the procurement for the

tte fleet plan to procure
•al Freight in the amount

JS 43 dlesel locomotives

,1
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f) The GCE be delegated the po^er to sign and conclude all relevant
documents to give effect to rte above resolutions, including the
award and process approval.

32.7 On or about 22 January 2014, Callard observed material changes to the initial

confinement business case for the 100 electric locomotives, as a consequence

of which Callard raised his concerns by way of an email of 23 January 2014 to

Gama and Jlyane, recording:

"Dear Slya and Thaml.

This is a difficult mail to write. In heiping to format a recent version of the 100 and
80 locomotive business case on Wednesday 22nd, I noticed that the case was
changed from that which I had submitted on Monday. This malt Is because of the
nature of those changes and the Implications. ~he implications are technical and in
the rationale for the acquisition which was speedy delivery to mitigate MD5
volumes at risk.

Project Shongofolo was predicated on 19 Equivalent locomotives. These
locomotives are 26 ton per axle, 311 kN at 34k m/h and are equipped with Toshiba
T'Ethernet Interoperability. It Is this equivalency of power and interoperability that
was at the heart of the business case.

The locomotives proposed are not explicitly spe tiffed but If a current and delivered
design is the criteria, then it Is the 20E. Th s locomotive Is a 22 ton per axle
locomotive, 279kN at 40 km/h (284knat 30 k v/h) and uses IEC61375 Standard
for fnteroperabl/ty. This was specified as a GF locomotive. The implications are that
the locomotive Is not a heavy haul locomotive, te not as powerful and the locomotive
calculations for Operation Shongololo no longer hold and the project and volume
targets may be at risk. Furthermore the locom Jtives cannot intemperate with the
current 19E locomotives adding further comple <ity to operations. To have the 20E
Interoperate with the 19E will require that ttey be fitted with wired DP at an
additional cost of around Rim per locomotive.

If the locomotives are of a new Co-Co design which will meet the power
requirements then alt the arguments relating to time saving using proven design
and eliminating type testing no longer hold.

The TE assembly line for the current 20E has yX to produce a locomotive. If local
assembly is the criteria then ramping up this the up to meet the 95 20E and this
100 delivery criteria is a risk that has not beei - in my humble opinion - been
visibly addressed. If Imported as complete units then focal content is problematic
though the delivery program is achieved.

Respectfully for your Information and considers uon."

33. £ The BOD approved the confinement and award to CSR at a special meeting of

24 January 2014." In an excerpt from the minuses of this Special BOD Meeting

it is recorded that:

j 77 Ss copy of excerpts of this special meeting of the BOD, appendix 70.
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"4.1.2 Mr Sharma stated that ths me ter was dealt with at the Beard Acquisitions
and Disposals Committee ("Committi»"). The request for a confinement had been
on the Committee's agenda for 3 months, and the matter was extensively
deliberated by the Gomm/ftee. The C vpany currently has a contract with General
Electric South Africa Technologies In terms of the Class 43 dlesels. The proposal
was to confine the 100 Electrics to Ctlna South Rait. There were adverse media
reports on the previous Mitsui confir zments processes. To manage reputations!
matters, the Company seeks to advai cetoa new supplier. Management Indicated
that the TFR Locomotive Fleet Plan w s first approved by the Board In April 2011,
and updated with the 1064 GFB Loco- lotlve submission. The proposed locomotive
acquisitions are In line with the Flee. Plan and were budgeted for the MDS. The
delay In the 1064 acquisition has p! ced GFB volumes at risk. The risk wilt be
mitigated by the urgent acquisition of: ie locomotives. The heavy haul 100 Electrics
will be deployed In the Coal Export li. <* and will release 125 locomotives that will
be used on GFB pending deliver from : he 1064 programme. The 100 Electrics form
part of the already approved Fleet F ?n. The 60 Diesel also fill the gap penning
delivery from the 1064 programme. T ie 60 Diesels were not part of the approved
Fleet Plan and the submission request d an amendment to the Fleet Plan ta include
the 60 Diesels.

4.1.3 Management Informed the Boa i that the 1064 Locomotives were delayed
due to the withdrawal of the PPPF; exemption. The submission proposed an
accelerated procurement to mitigate General Freight MDS volumes at risk by
confining 100 Electrics to China Soui Rail and extending the current Class 43
Contract with General Electric South \frlca Technologies by 80 locomotives. The
accelerated acquisition will mitigate th : MDS shortfall by at least a year with Its full
effect realised commencing 2014/15 Y. The volumes mitigated increases from
6.2mtfor the 2014/lSFYto IS.lmt fc * the 2016/17FYand the cumulative Income
protected will be R9.1 bn for the 2013/i 4FY to 2016/17FY. The confinement of China
South Rail and extension to General Eh ctrlc South Africa Technologies contract was
motivated on the basis of urgency. T, e accelerated acquisition does not put the
MDS cash flow at risk and the 1.64 acquisitions remains unaffected. The
acquisitions are funded from the cum it MDS. The delay in the 1064 locomotives
will extend its funding to beyond the •' tf?S period. The Diesels were In addition to
the approved Locomotive Fleet Plan bu accord with the fleet strategy. With a year's
delay In the 1064 procurement, the 6C Diesels will fill the gap of the first year.

4.1.4 Management stated that the 1
benefits of the earlier than previously
Coal Export line. TFR was in the p.
Locomotives from General Electric Sc
delivered over the past 2 years and ha\
the MDS volume shortfall, it was prop
mitigate the volume risk as the 1064
2015. The procurement process wa
considered articulated as follows;

JO Electrics business case articulated the
planned delivery of the locomotives to the
ocess of acquiring 143 Class 43 Diesels
jth Africa Technologies (which have been
«proven to be a capable locomotive). Given
>$ed that 60 Diesels be acquired to further
programme Is likely to come on stream In
• carefully considered, with the aspects

* Type: the 100 Electrics are '6 ton per axle locomotives for heavy haul
use to be deployed on the Coa Une. The 599 Electrics in the 1064 are 22
ton per axel locomotives for th - GFB use.

* Delivery: the 60 Diesels w-: -e similar to the 465 of the 1064, but the
motivation for the extension a: contained In the submission was urgency
due to an overall delay in the 1 64 programme. Including the 60 Diesels In
the 1064 will not address the c 'lay or urgency.

4.1.7 Mr Gazendam sought clarity If the recommendation from the Committee was
unanimous. He stated that the 60 and . 00 locomotives were being awarded to the
same entities recommended for the 10 4 transaction, and requested Management
to ensure that the matter is dealt with . snsitivefy In the media. Mr Skosana stated
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that the Committee extensively deliberated on the matter and requested the
Committee to share critical matters that were an impediment on the Transaction.
Mr Sharma informed that board that the Committee was of the view that the hit!*!
business case was not properly articulated (own emphasis). Further, the Committee
had considered the reputationaf risk linked to confinement processes. However, the
Committee was subsequently convinced by the revised business case and
comforted by the fact that the 160 locomotives were awarded to the same entitles
that were being recommended for the 1064 transaction. Management Informed the
Board that the Committee had also requested the Company to explore alternative
methods for acquisition eg teasing options for the locomotives. To this effect, the
Company will procure 23 second hand locomotives from Australia."

I
I
I
I
l
I
I
I
l
I
l
I
I

33.9 During interviews initially with Pillay and subsequently with Callard, Werksmans

was informed that the confinement of the 100 locomotives to CSR was not in

accordance with thefr submissions as contained In the Initial confinement

business case. Neither of the two Individuals was able to explain why the

governance processes In terms of the PPM had not been adhered to. Further,

Insofar as the award to CSR by BOD on 24 January 2014 was approved, they

could offer no satisfactory explanation as to why the BOD approved the

confinement to CSR and not Mitsui as recommended in the Initial Confinement

Business Case.

33.10 Werksmans has had regard to a letter from the Shareholder Minister of 23 May

2014, wherein It Is recorded:78

"7?ie significance and materiality framework agreed to in the 2013/2014
Shareholder Compact, clearly stipulates that Transnet should provide me with
notification on all acquisitions and disposal of assets above R2 billion..."

33.11 The Minister of Finance addressed a letter to Transnet on 29 September 2014

recording that:

"However, Transnets submission has limited information on the procurement
strategy to be adopted. The National Treasury requires reassurance that Transnet's
preferred accelerated confinement procurement method was the most appropriate
strategy given the circumstances. In order to establish this, Transnet must disclose
the alternate suppliers that were considered and evidence of how and why China
South Rail (CSR) was selected as the preferred supplier. In addition, the following
Information would be helpful to provide assurance that the proposed procurement
strategy compiles with all legislative requirements..."

: i

78 See copy of the letter from the Shareholder Minister, appendix 71.
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33.12

33.13

During or about 31 March 2015 Unda Mabaso, Chairperson of the BOD,

addressed a detailed response to the Minister of Finance and Courtesy copied

the Shareholder Minister.79 Werksmans, however, recommend that, amongst

others, the following explanation be Interrogated further:

"Confining the contract to Mitsui would result In them having a monopoly for the
supply of locomotives to the Coal Line. Transnet found this concentration risk
unacceptable as the downstream Impact In terms of cost of spares, strategic soares
and tooling would place Transnet in a vulnerable position."

A judicial inquiry should be convened by an entity which has the power to co npel

witnesses to give evidence and provide documentation. This Is espedal'y so

when one has regard to the fact that the confinement was concluded on the

same day as the Transaction Agreements, being 17 March 2014,80 and according

to Callard, CSR would need 12 months to complete designs, which detracts from

the motivation of urgency. There Is clearly a need for full exposure and

accountability.

34 Consultants

34.1 In the course of Werksmans' analysis of the Transaction documents and In

independent Interviews, Werksmans was advised that independent advisory

services" were secured In relation to the Transaction. The GCFO prepared a

memorandum to the GCE styled "Appointment for Transaction Advisor on the

1064 Locomotive Tender", approved and signed on 22 August 2012,81 which

records:

'PURPOSE
1. The purpose of tfi/s memorandum Is to request approval of the Group Chief
Executive for the appointment of the Mcklnsey consortium tor the complete
advisory services and Webber Wenztet for the legal advisory work as Transaction
advisors on the 1064 locomotive tender,

1.1 For the Group Chief Executive to note that McKinsey will be advised to partner
with another firm with equal or better credentials than Letsema, for the
procurement elements, due to the potential contact with Bartoworld and Letsena.

BACKGROUND

See copy of the 31 March 2015 letter, appendix 72.

See the update of tender transactions approved memorandum of 15 May 2014, appendix 73.

See copy of this memorandum, appendix 74.
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2. The GCE previously approved a confinement for transaction adv- -ors, dated 10th

May 2012, to KPMG, PWC, Aurecon, Letsema, McKInsey, Webber Wentzef, David
Potter, Ledwaba Mazwai and MAC Consulting for the advisory servi *s.

3. The objectives of this work is to assist Transnet In succes Ajlly awarding
contracts for the manufacture and supply of diesel arid electric b' omotlves while
maximising value for Transnet and securing localization and industrialization
benefits for South Africa.

DISCUSSION
4. The scope of the engagement for the transaction advisors indud f:

14. The Tender evaluation process was concluded whereby tfie McKinsey
consortium consisting of McKinsey, Letsema, Utho, Kolkanyang, Nee Dank, ENS-and
ART (David Potter) were the preferred bidder for four categories I) to (4), into
which the evaluation criteria was categorized. Webber Wentzel wa evaluated the
highest amongst all bidders/consortla from a technical perspecti1* ? and was the
preferred bidder for the legal advisory work.

15. The Transnet Acquisition Council (TAC) awarded the McKinsey :onsortlum the
complete advisory services and split tfie award regarding legal advi iry to Webber
Wenztel. Refer to attached TAC resolution.

16. As the Locomotive RFP's have been advertised and will be issi ?d In tranches
and It Is imperative that the RFP's be reviewed from all aspects by Je transaction
advisors before the supplementary RFPs are issued.

FINANCIAL IMPLICATIONS
The estimated value for locomotive advisory services required isR") million. The
%split of work Is anticipated to be as follows:
17.1. McKinsey -35%
17.2. Procurement partner - (Letsema replaced due to conflict with f srioworid* 2D
%
17.3. Utho and Nedbank-10%
17.4. Webber Wenztel - 20%
17.5. Advanced Rail technologies - 15%

BUDGET IMPLICATIONS
18. Although these costs were not explicitly budgeted For, sufflclen budget exists
in the Corporate Centre budget

RECOMMENDA TIONS
19. It is recommended that the Group Chief Executive approve the a :pointment of
the McKinsey consortium for the complete advisory services and W '5ber Wenztel
for the legal advisory work as Transaction advisors on the 1064 loco- -otive tender.

19.1. It Is recommended that the Group Chief Executive note that M Kinsey will be
advised to partner with another firm with equal or better credentials nan Letsema,
for the procurement elements, due to the potential conflict with B iriovrorid and
Letsema."

34.2 Approval of the memorandum of 22 August 2012 culminated In "ransnet and

McKinsey concluding an agreement during or about December 2012 ("LOI").82

The Introductory paragraph defines the mandate as follows:

8 2 See copy of the LOI, appendix 75.
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"Pursuant to our Request for Proposal (RFP Number 12/05/ 447), we wish to inform
you that your offer has been accepted and that your consc lum has been awarded
the contract for the provision of Advisory Services rela jrf to the Acquisition
of the 1064 Locomotives Tender (the Sersfccs) : J msnet, subject to the
condftfons precedent set out in section 1 below.

The Parties to this agreement are:

Transnet wishes to contract with the Supplier for the prov on of the Services as
outlined in clause 3.3 below, which, if mutually agreed ly the Parties, will be
documented and effected In accordance with a 9 (nine) me th Agreement between
the Parties..,

The purpose of this Letter of Intent (LOI) Is to document tt intention of the Parties
In respect of the required Services for the provision f Advisory Services
related to the Acquisition of the 1064 Locomotives Te der and it wifl remain in
effect until the Agreement Is sfaned bv both Parties, or until 90 < !netv) davs have elapsed
from date of issue of this LOI. whichever event should occur first" wm emphasis)

34.1 Werksmans received, with the assistance of the current SCFO, an execution

version of an agreement styled:

• • )

'FOR THE PROVISION OF SERVICES RELATED TO THE . ZQUISTTION OF 1064
LOCOMOTIVES TENDER

Agreement Number
Commencement Date
Expiry Date

GSM 12/05/0447
IS JANUARY 2013
31 MARCH 2014".

34.4 The agreement was signed by the parties on or about 21 F bruary 2014, David

Fine for McKInsey and Singh for Transnet. The 33 p je agreement was

ostensibly concluded pursuant to the LOI,83 which had ar uably lapsed on its

own terms.

34.5 Werksmans has ascertained that the appointment of ronsultants and/or

independent experts are deliberated on in a manner w ch contradicts the

express terms of the agreement above. In amplification of iis assertion:

34.5. the minutes of a meeting of the BADC held on 28 Jun-- 2013, record:

"Procurement of the 1064 locomotives for the TFR Ge;
The terms of reference for the appointment of an inde
formulated and finalised by the Board Steering Comm
Chairperson. Chairperson of Risk and Mr Sfnoh.
Committee will gauge the skills required and appoin
Going forward the expert will assist the Board. The me
Stnah will liaise with the Chairperson of the Board.": (c

?ra/ Freight Business:
indent expert will be
tee comprised of the
Tre Board Steering
a services provider.
:er is in progress. Mr
/n emphasis)

B3 See )py of the 33 page agreement, appendix 76.
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34.5.2 in the minutes of a meeting of the BADC held on 29 July 2013, the following

is recorded:

34.5.3

"8.8 Procurement of 1064 locarrotfves for the TFR General Freight
Business: The terms of reference for the appointment of an
independent expert will be formulated and finalised by the Board
Steeling Committee comprised of the Chairperson. Chairperson of
Risk and Mr Sinah. The Board Steering Committee will gauge the skills
required and appoint a service provider. Going forward the expert will
assist the Board. The matter Is In progress. The Board raised
concerns over and above the a jdit function. The GCFO will llafse with
the Chairperson and will flnalte*." f Own emphasis). ("Extract 2")

the minutes of a meeting of the BADC held on 20 August 2013 record:

34.5.4

"5.6 Procurement of 1064 locomotives for the TFR General Freight
Business: The terms of reference for the appointment of an
Independent expert will be fc -mutated and finalised by the Board
Steering Committee comprise 1 of the Chairperson. Chairperson of
RIskandMrSlnah. The Board 5 Bering Committee will gauge the skills
required and appoint a service provider. Going forward the expert wilt
assist the Board." (own emphe >is) ("Extract 3'); and

In the "Excerpts from the Minutes of the meeting of the Board Acquisitions

and Disposals Committee no 14/2 held o I 26 February 2014", it Is recorded

Inter alia;

8.1 Procurement of 1064 locomotives or the TFR General Freight Business:
the terms of reference for the aopointrr ent of an Independent expert will be
formulated and finalised bv the Board Steering Committee comprised of the
Committee Chairperson. Chairperson c f the Risk and Mr SInah. The Board
Steering Committee will aauae the skills required and appoint a service
provider^ Going forward the expert wi I assist the Board. Management will
finalise the process of appointing an In leoendent expert. A conversation on
how the matter will be finalised will be communicated with the Chairperson
(sic).

The matter was In-progress." (Own em. hasis)

34.6 The considerations as observed in 8*1 of the BADC quoted above, are misleading

as Regiments as a fact had been appointed as the Transaction adviser.
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34.7 Further in relation to Regiments and In "joining the dots",84 an explanation Is

required given the existence of a letter between Singh and McKInsey dated 19

November 2013, which records:

-19 November 2013

Dear Mr. Michael Kloss
Reference: LAI/GSM/12/05/0447

RE: LETTER CONFIRMING A CONFLICT OF INTEREST (NEDBANK CAPITAL)
AND THE RECOMMENDED ALTERNATIVE (REGIMENTS CAPITAL) IN REGARDS
TO ADVISORY SERVICES TO ACQUISITION OF THE 1064 LOCOMOTIVES
TENDER OVER A PERIOD OFS MONTHS. REFERENCE NO; GSM/12/05/0447

1. Mckinsey Incorporated (McKInsey) and other members of the consortfum was
awarded the business to provide advisory advice to Transnet for the Acquisition of the
1064 locomotives.

2. McKInsey was awarded the business and Nedbank Capital (Nedbank) was its partner
to provide financing, funding options and deal structures for the acquisition of the
1064 locomotives tender*

3. In May 2013 a potential conflict of Interest was raised with McKinsey concerning
Nedbank to whidi a response from McKinsey confirmed the conflict and an alternative
solution to provide the services to Transnet was proposed in terms of Regiments
Capital to provide the services.

4. The 1064 locomotives tender Is entering Phase 2 which will now Include the
funding and deal structuring work envisaged by Transnet for the Acquisition of
the 1064 Locomotives.

5. It Is thus In the best Interest of Transnet and McKinsey to confirm the proposed
alternative of Regimens Capital.

6. This letter serves to confirm Transnet's agreement to McKlnsey's request for
Regiments Capital to provide the required service's in place of Nedbank.

Anoj Singh
Group Chief Financial Officer
Date..."

84 We note that the Initial entrance of Regiments In the Transaction, through disqualification of Letsema from
the McKinsey Consortium In 2012, due to an apparent conflict of interest with Bartowortd, raises concern and
rails to be investigated. This Is more so given that the McKInsey consortium was selected as the Transaction
advisor on the basis or the make-up of the consortfum as was presented In the proposal submitted pursuant
to the RFP for advisory services. It Is Important to note that the decision to appoint the McKInsey consortium
would have been Influenced by the make-up of the consortium and the motivation/reasons given for why
particular entitles/ persons were Included as part of the consortium. Furthermore, we note that there Is no
evidence that show that the RFP went back on market once it was established that Letsema and Nedbank
Capital could no longer form part of the consortium. It would further seem that replacement of either one of
the parties aforementioned by Regiments did not serve before the requisite governance structures for
approval/recommendation. We note that this Instance Is remarkably similar In form to the aspect of the 100
electric locomotive confinement addressed herein, Insofar as MARS was replaced by CSR and the relevant
business case was Inexplicably amended without due procurement and other process being adhered to. These
aspects require further Investigation.
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34.8 Singh should be given the opportunity to explain, or be compelled to do sc

during the course of a Judicial Inquiry convened for Inter alia this purpose, the

content of and the existence of the agreement, in relation to the above stated

minutes and correspondence.

34.9 In further amplification of these observations is the conclusion of the agreement

between McKinsey and Transnet on 31 January 2014, which, agreement rather

curiously, was terminated within four days. Both this agreement and the

withdrawal from the provision of advisory services are appended hereto.85

34.10 A salient observation in the McKinsey withdrawal memorandum Is the

conclusion -

"CONCLUSION

The fate stage of the transaction, few terms open for negotiation and limited buyer
leverage suggests that McKinsey could not add significant value through this
engagement, As McKinsey strives to serve Transnet only on issues where we can
have an outslzed Impact, we must regretfully conclude that it is neither of our
Interests nor those of Transnet to continue this engagement."

34.11 In the course of the Interviews, more specifically with Jiyane, we were advised

that In early February 2014, In his presence there was a disagreement between

Vlkas Sagar ("Sagar") of McKinsey and Singh, which culminated in the

termination of McKinsey. The memorandum of withdrawal addressed above is

irreconcilable with Jiyane's explanation that McKinsey was openly fired.86

34.12 Additional documentation evidences the fact that McKinsey "ceded and/or

delegated to Regiment Capital" the mandate awarded to McKinsey, in

accordance with an alleged agreement, between McKinsey represented by Sagar

and Transnet represented by Singh. This Is evidenced by a letter penned by

Sagar on 16 April 2014, to Transnet addressed to Singh, wherein the following

is recorded:

'Date: IS April 2014

Dear Anoj Singh,

Reference: GSM/12/05/0447

8 5 See appendices 32 and 33.

8 S See appendix 33.
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34.13

R%: Transaction advisory services relate^ to the acquisition of the 1064 locomotives
("the mandate')

Pursuant to our discussions and agreement on February 5,2014 we hereby confirm
that the mandate awarded to Mcklnsey Incorporated and all rights and obligations
created thereby was, on February 5, 2014, ceded and/or delegated to Regiments
Capital In accordance with such discussion and agreement On account of, and
pursuant to, the aforementioned cession and delegation, alt work related to, and
in respect of, the mandate was conducted by Regiments Capital and not by
McKlnsey Incorporated.

Regards,

VikasSagar
Prindpar

in our further analysis and observation of the Regiments relationship with

Transnet, It emerged that Singh addressed a memorandum to Molefe, amongst

others, recommending an increase in the contract value.67 The motivation and

purpose for the Increase Is suspicious. See the observations in the Forensic Audit

Report relating to Regiments.

34.14 The memorandum from Singh to Molefe of 17 April 2014 records, inter alia:

'PURPOSE OF SUBMISSION
1. The purpose of this memorandum Is to request that the Group Chief Executive to:

1.1 Note the detfverables executed by the transaction adviser on the
locomotive transaction compared to the original scope per the Letter of Intent
(LOI);
1.2 Ratify the amendment In the allocation of scope of work from Mcklnsey
to Regiments Capital;
1.3 Ratify the amendment In the make-up In the transaction adviser consortium
from Nedbank Capital with Regiments Capital;
1.4 Approve a change In the remuneration model of the transaction adviser
compared to the original remuneration model;
1.5 Delegate power to the CCFO to give effect to the above approvals.

BACKGROUND

6. The entire scope of the engagement was allocated to Regiments with Mcklnsey
only responsible for the business case and limited technical optimisation aspects.
7. On 4 February 2014 the LOI scope for Regiments Capital was extended to reflect
the above and ensure better Implementation and management of risks
(Annexure D).

i

Value created by the Transaction advisor

10. Regiments assisted Transnetln computing the effects of hedging and escalation
based on the original delivery schedule compared to an accelerated/revised delivery

87See copy of the memorandum requesting the Increase in fees, appendix 77.
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schedule as well as optimising the foreign exchange hedge and guarantee bond
pricing."

34.15 "he current GCFO has made available an unsigned version of a memorandum

cated 23 April 2014 addressed to Singh, wherein it appears he takes issue with

t ie revised remuneration model per Singh's above memorandum approved on

17 April 2014 as appears from the extract below:

'PURPOSE:

I. The purpose of this submission to the Group Chief Financial Officer is to advise
Group iSCM and Transnet Corporate Centre Procurement's position regarding the
approval of the change of the remuneration model of 1064 Locomotive Transaction
Advisory Services, GSM 12/05/0447.

DISCUSSION:

9. On the IT* April the Group Chief Executive approved the various changes In
scope and consortium members as well approved a revised remuneration model.

10. This revised remuneration model that was approved Is a risk based mode! with
a success fee.

II. The benefits that Transnet obtained from the Transaction Advisor contract was
as a result of the contracted for dci/verables being provided in terms of the current
fixed fee agreement Transnet has with the service provider.

12. The fact that Regimens Capital operating model Is based on a risk sharing model
or success fee Is irrelevant Regimens Capital willingly accepted the rights and
obligations of an existing contract, whose fee Is a fixed fee for the delivery of the
detlverables. Regimens also agreed to an increased fixed fee for the detailed
dellverables that they delivered on.

13. Based on the above, notwithstanding the GCE's approval, we do not agree to
the Implementation of tfte change In remuneration model as the service provider
has been sufficiently remuneration for the services provided as per the agreement.'

34.16 Ft -thermore the fees of R267 750 000,00 as tabulated In an appendix hereto,

wi ;h the supporting invoices from Regiments rendered during the period

Fe Druary 2014 to June 2015,B8 are required to be Interrogated as to the

ju tificatlon and veracity of the expenditure In terms of the governance policies

an i relevant legislation. As indicated in the Forensic Audit Report, the approval

to oay Regiments was not In the Interests of Transnet and Justifiable on a proper

ba -is. It is commented In the Forensic Audit Report as follows:

'It would not be an overstatement to describe the Regiments calculations as

absurd, obviously wrong and grossly misleading.'

B8See table of f= 3 and supporting Invoices from Regiments, appendices 78.
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3: Tequesta

3 . 1 As regards the existence of a contract between Tequesta, signed by Essa and a

representative CSR Hong Kong, Werksmans met with representatives of SARB

on 26 September 2017, who advised that they have been looking into the affairs

off amongst others, CSR following allegations of corruption and fraud In relation

to the Transaction.

3^ 2 Pursuant to the meeting, SARB provided Werksmans with the full version of the

Tequesta Agreement (Werksmans had prior to that been In possession of only

the front page that was circulating in the media).89

I)
.1

35 3 Further to the observations In the Forensic Audit Report relating to the

agreement In question, Werksmans established from SARB that CSR (Hong

Kong) Is a subcontractor of CRRC SA Rolling Stock (Pty) Limited, the RSA CSR

entity formerly referred to and defined above as CSR.90 SARB further advised

that ft was unable to establish the veracity of the allegations of kickbacks paid

or to 'follow the money', to CSR (Hong Kong) as this is not a South African based

entity and Is therefore outside of Its Jurisdiction,

i

•J

35 i The summation and views per the Forensic Audit Report on the features of the

Tequesta/ CSR (Hong Kong) contract associated with "bribery aQd corruption",91

supports the Imperative of an Investigation as recommended In the Forensic

Audit Report. It Is Werksmans1 view that further Investigation Is necessary given

that the documentation obtained from SARB show that CSR (Honk Kong) is

indeed a subcontractor of CSR (SA), yet CSR (SA) has In writing denied any

knowledge and/or association with CSR (Hong Kong).92 The provisions of PreCCA

may well need to be invoked, In particular section 34.

36 Local Content ("LC")

8 9 s= i copy of the Tequesta Agreement, appendix 79.

9 0 St i a copy of a schedule detailing CSR's subcontractors, appendix 80.

9 1 S* : paragraph 5.3S of the Forensic Audit Report.

9 2 5? copies of both letters respectively from Transnet and from CSR appendix 81 .
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36.1 During the course of the investigation, Werksmans established that LC

commitments in relation to the Transaction are not being met, as explained by

Johan De La Rey and Jaco Hoon of TIA (KPMG) at meeting held on 31 August

2017. In this regard we have had regard to the following:

36.1.1 on 21 November 2014, the Shareholder Minister wrote a letter to

Transnet,83 wherein the following is recorded:

"The Department is aware that supplier development and localisation plans
should have been signed between each OEM and Transnet in September 2014.
I would like to receive details of what has been committed in this regard as
well as the delivery milestones. . —

The Department has been approached by the local Industry, which has
indicated that OEMs are not meeting local content requirements on historical
locomotive contracts with Transnet; and with specific reference to the 1064
locomotives, OEMs are planning to Import technologies and components
which would have been earmarked to be produced by local suppliers in South
Africa. This is a very serious matter and the Department would like to engage
Transnet thereon as a matter of urgency.

Whilst the DPE acknowledges that there has been a fair exchange of
Information between the Department and Transnet in relation to the fleet
procurement, there are a range of issues relating to implementation;
monitoring of the project; and supplier development commitments which
remain vague. In this regard, I think it is appropriate to schedule a one day
workshop between the DPE (chaired by myself) and Transnet, Including
Transnet Engineering and Transnet Freight Rail, whereby a comprehensive
presentation Is made to the Department on the entire procurement. My office
will be In contact with yours to set up this meeting in the coming weeks.

In preparing for this meeting, please find attached Annexure A which
provides a list of areas that the Department would tike Transnet to focus on
In responding to some of our concerns. *

36.1.2 In a report issued on 8 August 2017 covering a period of review from 1

April 2016 to 31 December 2016, authored by the Capital competency

Leader TTA Account Lead: KPMG,94 the following statement appears:

"No Local Content verification has been conducted to date on OEMs - Potential
reputatlonal risk to Transnet*; and

36.1.3 in discussions conducted on 31 August 2017 with a TTA member in this

regard, Werksmans was advised that the requirements to have local

93 See letter by the Shareholder Minister, appendix 82.
94 See appendix 56.
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D
f~\ content In a project o this nature are imposed by the Department of Trade

and Industry. These r ̂ quirements of local content are contractually agreed

pi to between the OEM and Transnet. Werksmans was also informed that

LJ certain OEMs are bei ind schedule whilst others have not achieved their

focal content requlrer ents at all.

ir
! \ 36.2 TTA informed Werksmans hat the finding quoted above constitutes a material

reputational risk, which ris was accordingly highlighted In a report circulated to

an executive committee c i or about 24 August 2017. TTA contends that on

presentation of this repor the committee In question insisted that the audit

L J finding be omitted from th i . report as It was "factually Incorrect".

11
36.3 We have been furnished i. ith no evidence that the Shareholder Minister was

engaged as requested In the letter mentioned above and TIA has further

informed Werksmans du ing interviews that. Transnet management has

prevented TIA from conduc ing a full audit on LC, this notwithstanding that such

J activity falls within TIA's sc 3pe and preparations were already in place.

36.4 Furthermore, PwC has cor Irmed during an Interview that they have recently

been mandated to provic? assurance In relation to LC compliance in the

( J Transaction. PwC confirme I that such assurance is to be done In an advisory

capacity, not as an audit. F j rsuant to Werksmans' request for clarity as to the

• -> role PwC Is to play In verifi ation of LC going forward, Werksmans was advised

that:

J \ 'The precise role (and t JS scope) is yet to be dearly defined between ourselves

\ * and Transnet. Transnet f 3ve used the word "Reasonable Assurance" in their tetter

I to suppliers (please fin. a copy of the letter to GE). We have assessed their

[J requirement against th implications of this terminology (from an assurance

perspective) and are of :he opinion that we are unable to provide "Reasonable

Assurance" but can pro: ie a high-level verification of the current and proposed

forecast of local content f r each OEM against the stipulated minimum local content

threshold. This would th s be a consulting assignment rather than an assurance

assignment,"

36.5 This aspect of the Transac 'on requires further investigation and clarification

| 1 with the assistance of a fore isle auditor. It Is to be borne-irrmfnd that not only

J 105
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f'j have the OEMs and ransnet committed •) LC through Transaction Agreements,

but It is also legislat vely required.
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CHAPTER VX: CON rLUSION

37 Although the ( /erksmans* investigation is incomplete for the reasons articulated

above, Werksrans subject to the qualification recorded herein is in a position to

make recomms idations, some of which have already been alluded to above,

38 In carrying out Werksmans' mandate in relation to the Transaction in the context of

the applicable :tatutory regimes and policies, there is support for a conclusion that

the Transactio i is cloaked in corrupt and reckless activity. An appropriately

empowered juciclal inquiry is required to be instigated by Transnet to properly

investigate the /arious suggestions of bribery and similar unlawful conduct.

0

a
Li
D

7

39 Minister Brown the current Shareholder Minister and Transnet's Executive Authority

for PFMA purpc es, is on recorded as having stated:

"unless the parliamentary Inquiry Into allegations of malfeasance at state owned
companies - ives those who have been accused of wrong doing the opportunity to explain
their action:, ft will serve no higher functions than advancing political agendas and further
undermining the economy."95

40 It is Werksmar.;' view that given the legislative provisions and regulations of the

PFMA, the Exeo. tive Authority should In addition institute an independent inquiry into

Transnet in rele tion to the Transaction, in order to prevent further undermining of

the entity.

41 Those members

their minds witf

must be held E

business enterp

would appear th

with the judgme

attitude may co

be drawn will

recommended e

of the BOD serving during the relevant period who failed to apply

regard to the Transaction In the discharge of their responsibilities

xountable. The BOD failed to exercise objective judgment of the

ise and on its corporate affairs, independent from management. I t

j t the BOD was supine In its deliberations at best and in accordance

i t In Howard vs Herrigt and another NNO 1992 2 (SA) 660 (A), such

stitute reckless conduct. Whether such an inference could properly

lepend on the facts to be established in terms of the process

)ove.

9 5 See a copy of Eskom, rr ilster Brown reject allegations by witnesses at the parliamentary Inquiry, the Citizen
14/11/17, appendix 86
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42 Ou- observations contained in Chapter V, read together with the recommendations

in .he Forensic Audit Report, require the BOD to commence disciplinary procedures

aglnst all those currently in the employ of the enterprise who were associated with

th= misleading representations, submissions and memoranda referred to above.

43 Re.ard being had to corporate governance and ethical standards as codified, the

sut missions to the BADC and subsequently to the BOD, in particular during the period

Ma / 2013 to May 2015, were clearly driven by an agenda other than the interests of

the entity. Accordingly, the BOD as the Accounting Authority should ensure that the

prc /isions of section 51 of the PFMA are adhered to. The matters reported on in

Chrpter V all fall to be determined through the effective and appropriate processes.

^ To he extent that this process is to be adopted, we recommend that the suspension

of ertafn executives should be considered In order to ensure that the investigation

anc disciplinary enquiry is allowed to proceed without Interference.

44 As 3 evident from the Forensic Audit Report to be read with this report, the findings

are seriously adverse to the interest of Transnet and involve vast sums of money. In

this context the HAWKS and NIA should be requested to investigate the Transaction.

In ddition, Transnet should Institute action to recover wasteful expenditure from

tho e responsible and/or unlawfully benefitting from the transactions.

45 We conclude with reference to the words of Ms Mathane Makgato, previous group

Tre surer in Transnet's treasury department during adjudication of the Transaction,

whc left within mere months of her employ and has stated: "I have arrived here with

Integrity, and I will leave with my integrity Intact."96 Besides the extent of media

arti les, the former Public Protector's report on 'State Capture1 and Budlender*s report

on i le Trillian Capital inquiry, the statement by Makgato gives first hand credence

and corroboration to our observations that the Transaction requires an investigation

as r 'commended herein above.

96 See http Vamabhungane.co.za/artlcle/2016-09-16-xhow-to-eat-a-parast3tal-like-transnet-chunk-by-r600m-
chunk.
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GLOSSARY OF TERMS

0

L]

ii
D
D
I,1

• • ]

AC

BADC

BAFOs

B-BBEE

BOD

BOM

CAPEX

CEO

CFO

CFET

CFST

CFT

COE(s)

CPO

DAC

DoA

DPE

DTI

EME

EOI

FRC Current

FRC Future

GCE

GCFO

GCSCO

HVTP

ISCM

LOA

LC

LOI

MDS

MOU

NDA

NGP

Acquisition Council

Board Acquisitions and Disposals Committee

Best and Final Offers

Broad-Based Black Economic Empowerment

Board of Directors

Bill of Materials

Capital Expenditure

Chief Executive Officer

Chief Financial Officer

Cross Functional Evaluation Team

Cross Functional Sourcing Team

Cross Functional Team

Centre(s) of Excellence

Chief Procurement Officer

Divisional Acquisition Council

Delegation of Authority

Department of Public Enterprise

Department of Trade and Industry

Exempted Micro Enterprises

Expression of Interest

Further Recognition Criteria Current

Further Recognition Criteria Future

Group Chief Executive

Group Chief Rnancial Officer

Group Chief Supply Chain Officer

High Value Tender Process

Integrated Supply Chain Management

Letter of Award

Local Content

Letter of Intent

Market Demand Strategy

Memorandum of Understanding

Non-Disclosure Agreement

The New Growth Plan strategy sets out critical enablers for
employment creation and growth and Identifies, where viable,
changes In the structure and character of production which can
generate a more Inclusive and greener economy over the medium
to long run. The NGP emphasises the role that the State Owned

114
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OD

OEM

OPEX

PFMA

PMO

PP

PPM

PPPFA

PTN

RFI

RFP

RFQ

RFX

SD

SDP

SLA

SOC

TAC

TCC

TCO

TCP

TEAR

TFR

TMPs

TRE

Companies should play in national deveiopment by ieveraging their
procurement spend.

Operating Division

Original Equipment Manufacturer

Operational Expenditure

The Public Finance Management Act (PFMA), 1 of 1999 as amended

Project Management Office

Preferential Procurement

The Procurement Procedures Manual, an internal Transnet
document stating the rules and procedures of procurement.

The Preferential Procurement Policy Framework Act (PPPFA),
effective 7 December 2011. Transnet has exemption for 12 months
for a majority of the Regulations.

Post Tender Negotiation

Request for Information

Request for Proposal

Request for Quotation

A generic term which can be used interchangeably with either RFI,
RFQ or RFP

Supplier Development

Supplier Development Plan

Service Level Agreement

State Owned Company, SOCs (such as Transnet) were previously
known as State Owned Enterprises (SOEs) before the Companies
Act of 2008 came Into May 2017

Transnet Acquisition Control

Transnet Corporate Centre - the Head Office of Transnet SOC
Limited

Total Cost of Ownership is a calculation designed to compute the
complete costs of goods/services from acquisition to disposal,
rather than just considering the purchase price, in order to facilitate
Informed financial decisions.

Transnet Capital Projects

Tender Evaluation and Recommendation Report

Transnet Freight Rail - an Operating Division of Transnet

Total Measured Procurement Spend

Transnet Rail Engineering - an Operating Division of Transnet (Now
Transnet Engineering ("TE")

115
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I .-, TRANSNET SOC LIMITED

• Ll PROCUREMENT OF 1064 LOCOMOTIVES

[ f REPORT

I n
1. Introduction

I.I Werksmans were appointed to investigate the procurement of 1064

I locomotivt s by Transnet SOC Limited ("Transnet").

I 1.2 I was engaged by Werksmans to assist Werksmans in relation o certain

I J
— financial aspects relevant to the matters under consideration.

• n
1.3 An extrac. from the mandate given to Werksmans by Transnet

ljJ (paragraph:- 3, 4 and 5) was provided to me, which identifies th specific

(' j matters wh..ch I was requested to address.
[J

i' t\*) 1-4 In summary, the matters to be addressed by me are an investiga? on1 of:

i
I i 1.4.1 the infcrmation provided to the Board of Transnet, and to t e Board

^J Acquis;tions and Disposals Committee relating to t 2 1064

t J locomo ive transaction; and

I - "I l The mandate to Werksmans uses t e words "review, verify andvalidate'\ but these are not used in th auditors'

| . J technical sense - what is intended U an investigation.

l
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n
^ 1.4.2 the reasons for the increase in the estimated total ccst, whether such

'"7 increases are reasonable and/or justifiable, and including a

,vj . consideration of allegations made in media reports of inflated prices

r i and corruption via an accelerated delivery schedule for the
transaction; and whether prices were inflated after hedging and

whether contingencies and escalations were added.

!~| 1.5 T; e increase under consideration is the increase in the estimated total cost

' fc the acquisition of 1064 locomotives of R38.6 billion approved by the

;-* B, ird in April 2013 to R54.5 billion approximately one year later.

I)
- r 2. Informal on

2.1 Fc purposes of the investigation, I was provided with various documents

inc uding inter alia the following:

2.1.1 a Report by Transnet Freight Rail ("TFR") to the Trinsnet Board of

i r(~*) Directors "Procurement of 1064 Locomotives for the General Freight

u Business - Final Version", dated 25 April 2013 ("the Business

Case");

n
I | 2.1.2 the electronic model of the workings relevant to the Business Case

(excel file "20130418 TRX model validation Fnal McKinsey

Model.xlsx"). which is the source of the R38.6 billion estimated totaln
L-' 2ost;

0057-0363-0001-0121
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-' 2. .3 two memoranda to the Transnet Board Acquisitions and Disposals

! j Committee dated 17 January 2014 requesting approval to negotiate

-»
H and award business to short listed tenderers for the supply of

LJ
n locomotives (one memorandum for electric locomotives, and one
11 memorandum for diesel locomotives) - signed as "Recommended"

by Thamsanqa Jiyane (then Chief Procurement Officer of TFR),

Lucky Mabokela (Transnet Internal Auditor), and as "Supported" by

J J', _ ) Siyabonga Gama (then TFR Chief Executive) and Anoj Singh (then

i Group Chief Financial Officer), and as "Approved" by Brian Molefe

-•, (then Group Chief Executive) ("the January 2014 Memoranda");

ri 2.1 4 costing sheets for the final pricing of locomotives, referred to as

"Diesels-Details" and "Electrics-Details" of 17 March 2014;

n 2.1 > a Memorandum to the Transnet Board of Directors in late May 20142

i J re "Increase in Estimated Total Cost (ETC) of the Acquisition of 1064

i I Q_) Locomotives for Transnet Freight Rail's General Freight Business",

J for the Board to note the reasons for an increase in estimated total cost,

; | and requesting the Board to approve an increase from R38.6 billion to

j K R54.5 billion - signed as Recommended to the Board by Messrs

'J
d Singh, Gama and Molefe ("the May 2014 Memorandum to the

Board");

D
r-1 2 Tfc document records that Mr Molefe signed on 23 May 2014, Mr Gama on 21 May 2014, and Mr Singh on

j y 22 My 2014.

?
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I
I
I
I

2.1.6 cer ain extracts from the minutes of the meetings of the Board

Ac [uisitions and Disposal Committee, and of the Board;

2.1.7 a p esentation of Regiments Capital "Transnet - Financial and risk

ant fysis for 1064 procurement negotiations", dated 4 March 2014

("tr 2 March 2014 Regiments presentation re accelerated delivery");

2.1.8 a nemorandum from Anoj Singh to Brian Molefe dated

17 . ipril20I4re "J 064 Locomotive Transaction-Advisory Services"

of : egiments Capital ("the April 2014 Memorandum re Regiments

Cap tal").

2.2 Discuss ons were held with various parties to obtain information and

explana ions relevant to the investigations, including Messrs Molefe,

Gama, J vane & Garry Pita (current Group Chief Financial Officer).

3. Limitations

3.1 This inv stigation was subject to a report date of end November 2017, and

accordir jly the extent of the work performed, and the report, were

confinec to meet that reporting date.

3.2 Certain = nportant information was not provided. I understand that this

issue wi! be covered in the Werksmans report, but this includes inter alia

the worl ngs for the May 2014 Memorandum to the Board and certain

I

0057-0363-0001-0123
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1
I factual data regarding the Transnet Engineering ("TE") subcontracts with

} the locomotive suppliers.

3.3 Werksmans have advised that certain of the relevant parties were

I apparently not willing to meet to discuss matters relating to the

I investigation, or whose attendance could not be arranged. I understand

. that this issue will be dealt with in the Werksmans report, but this includes
j —

inter alia Anoj Singh, SalimEssa, Regiments Capital, China South Rail

(CSR) and McKinsey & Company3.

3.4 To properly investigate certain matters relevant to potential corruption, it
I
' will be necessary to obtain certain bank statements and other information,

but the power to access such information and to question all the relevant

parties was not available in this investigation.

3.5 Having regard to the above, this report should be considered as limited

and subject to change based on better and more complete information-

O
4. Information provided to the Board, and to the Board Acquisitions and

Disposal Committee

4.1 Based on the documents examined, the information provided to the Board,

and to the Board Acquisitions and Disposal Committee included the

following:

3 I am advised that an attorney for McKinsey and Company met with Werksmans.
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n
• I 4.1.1 the Busir ;ss Case provided to the Board;

4.1.2 the May 014 Memorandum to the Board;

7
4.1.3 the Janua y 2014 Memoranda to the Board Acquisitions and Disposal

S Commith a, which was also provided to the Board4.

: I The Business Case

I \/^~\ 4.2 It would be e> oected that the senior executives of Transnet, and the Board,

ri would careful y and comprehensively critically examine and consider the

entire Busine s Case - and every aspect thereof. This is particularly so

considering tf ; vast sums of money involved and the risks.

4.3 In the "Purpo. 3" section5 of the Business Case, inter alia the following is

recorded:

J f "The risk • that are inherent in a procurement event of this nature

n have bee 1 identified and mitigation strategies are in place.

According *y, it is recommended that the 1064 Locomotives Business

\ j Case be t vproved with estimated total costs of the acquisition of

R38.6bill on as per the Corporate plan (excluding the potential

'••' effects fi m forex hedging, forex escalation and other price

\ \ escalation -)."

(1
D

4 This is discerned from the Board linutes of 24 January 2014, which include parts of the January 2014

D Memoranda.

3 Business Case, page 4.

J
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I
I

4.4 The Executive Summary6 within the Business Case records its

Recc mmendation as:

Transnet recommends to the Board of Directors for c; proval:

• The acquisition of 1064 locomotives for the Ge \eral Freight

Business.

• Estimated total costs of the acquisition ofR38.6 nllion as per

the Corporate Plan (excluding the potential effei ?s from forex

hedging, forex escalation and other price escala. :ons)."

4.5 For tl e sake of clarity:

4.5.1 th 3 "forex hedging" referred to in the Business Case is tl s cost of not

b ing exposed to exchange rate fluctuations over time - so that the

R snd amount to be paid in the future is fixed in adva ice, and not

af "ected by the exchange rate at the date when future pa\ nents are to

be made;

4.5.2 in :.ts simple and most common form7, the hedging of the , isk of future

ex ;hange rate fluctuations is normally dealt with by p jrchasing a

fo. ward exchange contract ("FEC") for delivery of forei m currency

at I future date;

6 Business Case, page 10.
r-j 7 Tliere are other financial in tmments that can be used to hedge foreign exchange risk, but it is nnecessary to
I J burden this report with the dc ill thereof.

0057-0363-0001-0126
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4.5.3 the exchange rate in an FEC is at a fixed rate e.g. if the current

exchange rate is say R14 : $1, an FEC for US Dollars deliverable in

one year would be say R14.90 : $1, and that would be the amount that

would be paid in Rand irrespective of what the actual exchange rate

in one year might be;

4.5.4 if a foreign supplier to Transnet is to price and be paid in Rand, then

by purchasing an FEC, the foreign supplier can obtain certainty

regarding the amount it will receive in Dollars (or other foreign

currency) when it converts the Rands received from Transnet into

Dollars;

4.5.5 FECs are priced based on the difference between the bank's Rand

borrow rate (as it buys in the Dollars immediately8 for which it pays

in Rand), less the interest that can be earned by the bank on the Dollars

up to the delivery date specified in the FEC;

4.5.6 the escalations referred to in the Business Case are the annual

increases in costs as a consequence of inflation;

* "1 ' In a FEC transactior, the bank does not take a risk on the future movements in the exchinge rate - it purchases
; J the Dollars and holds 'aese until the date it is required to deliver the Dollars in terms of the FEC.

0057-0363-0001-0127
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i J

n
I u 4.5.7 many contracts are structured so that the amount payable to the

n
•Tf supplier over the period of contract increases (escalates) based on

• ; \ annual inflation9;

I n
• , J 4.5.8 if a customer requires a fixed price (as Transnet did), then the supplier
• f ] will build into its fixed price its estimate of the inflation cost increases

I
! \ that it will incur over the period of the contract

n
\(~) ^ ^ e business Case records that it was based upon a delivery of 1064

* j l locomotives over a period of six years : 465 diesel locomotives and 599

I electric locomotives.1 D
I 4.7 The Business Case records that the purchase price assumed was R25m per

I *-* diesel locomotive and R34m per electric locomotive10. (This was based

j f on $2.6m and $3.5m per diesel and electric locomotive respectively, and

n

ID
IO

I
i

on an exchange rate of R9.59: $1).

I n
.• Jr j 4.8 The Business Case assumed a 50 % localisation component, with a 2 %
){

— I ; I localisation premium11.

Ll 4.9 For the sake of clarity:

•3

* Normally by reference to an appropriate index relevant to the contract
10 Business Case para 4.3.1 at page 34 and Exhibit 14 at page 29 which reflects the amount as R25.2m and R33.9m
per diesel and electric locomotive respectively.
11 Business Case para 4.3.1 at page 34 and para 4.32 at page 37.
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4.9.1 the localisation component refers to that part of the price payable to

the foreign Original Equipment Manufacturers (OEMs) i.e. the

locomotive suppliers, that would be subcontracted by the OEMs to

local suppliers in South Africa i.e. would be produced locally;

4.9.2 the localisation premium refers to a price payable to local suppliers

which is higher than the price that would be paid to a foreign entity;

4.93 what was being conveyed was that for the 50 % which it was assumed

would be produced locally by local subcontractors, the price of that

local supply would be 2 % higher than if that work had been done

outside of South Africa.

4.10 The Business Case assumed optimistic growth in volumes and tariffs -

assuming revenue growth over five years equating to approximately 20 %

per annum compound12 - i.e. a total increase in revenue of approximately

150 % over five years. A tariff increase of 6.7 % per annum compound

was assumed13.

4.11 The Business Case forecast a positive net present value of R2.7 billion

based on using a discount rate of 18.56 % (said to be the TFR hurdle rate).

12 Business Case, Exhibit 20 at page 34.
13 Business Case, Exhibit 19 at page 33.
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i
. Q
• ••J The Business Case forecast a positive net present value of R34.1 billion if

q
,; P a discount rate of 12.56 % was used (said to be TFR's cost of capital)14.

j 4.12 The Business Case reflects that the break-even for positive net present
y value arising from the 1064 acquisitions was15:
11

I
• ri 4.12.1 a compound annual growth rate in volume (everything else fixed) of

M
I U 11.7 % p.a. for five consecutive years i.e. a 74 % increase over fiven

y ! O years;

[ ) 4.12.2 a compound annual growth rate of 6.1 % p.a. in tariffs (everything else

* Pi fixed) for five consecutive years i.e. a 34 % increase over five years.

i
• j J 4.13.1 net present value is the net result after converting the projected future

I f ] inflows and outflows to their present value i.e. in present date money

( (at date when calculated);

I • O
- A 4.13.2 the projected inflows and outflows include the projected revenues to

11 be earned and costs to be incurred in the future, and also includes the

I
U
t j periodic payments to be made for the locomotives to be acquired;

R 4.13 For the sake of clarity;

ID

I
i

!* Business Case inter alia at page 4.
, ,- 13 Business Case para 4.4 at page 38.
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I ' J 4.13.3 it is only from the net present value that the financial viability of a

I J proposal can sensibly be evaluated, as the net present value takes into

I
• * J account inter alia the time value of money;

4.13.4 as an example, if a project estimates revenues of say RlOO receivable

in 5 years1 time, and an initial cost payable today of R80, the nominal

"profit*1 of R20 (RlOO - R80) is meaningless - as in present value

I \
U _-
7J terms there will be a large loss. At a discount rate of say 18.5 %, the

• ' loss is R37 (present value of RlOO revenue is R43 vs R80 cost = loss

I '1- J R37);

(• ̂  4.13.5 the present value depends upon the amount and timing of the projected

j J inflows and outflows (i.e. how far into the future), and the size of the

I '"I discount rate applied in converting those amounts to their present

i
I n 4.13.6 the further into the future a flow is projected, the lower will be its

ji present value - RlOO paid today is worth far more than RlOO paid in

I J

j | five year's time. Immediate flows, and flows in the short term have a

m LJ greater present value. For initial outflows e.g. for pre-payments to

\ J suppliers, the present value will be the same as the initial outflow, asno discounting is required - the payment is already at present value;

4.13.7 the higher the discount rate, the lower the present value - and

conversely, the lower the discount rate, the higher the present value;

i
i
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4.13.9

O

J
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4.14

4.15

4.15.1
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the "TFR hurdle rate" referred to in the Business Ĉ  se was the average

annual return required for TFR to invest in a proje :t i.e. 18.56 % p.a.

Thus, if the net present value when discounter at 18.56% was

negative, the project should not be accepted - being below the

required minimum return i.e. not having reached it 2 "hurdle";

the TFR cost of capital is a weighted average of T:"R's debt cost and

a notional theoretical cost of its equity. A hurdle r::e is always above

the cost of capital, otherwise the entity will go bad- wards financially.

The necessary premium over the cost of capital i: inter alia for the

risk of the project

It is clear inter alia from an examination of the actual w jrkings in relation

to the estimated total cost of R38.6 billion in the Busii ess Case that this

amount did take into account both cost escalations, anv the cost of forex

hedging16.

In addition, it is clear from the following in the Business Case that both

cost escalations and forex hedging cost were taken intt account (despite

what was said in the "Purpose" and "Executive Summa y" cited above):

the "Total cost of ownership" section in the Busir ess Case records

that:

16 The estimated fu: ire exchange rates ID the workings were derived by applying estimatec forex hedge rates.
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"... The USD price component was brecasted escalating at

USD inflation and converting back to ZAR using forward ZAR

/ USD hedge rates. The local price r mponent was escalated

at South African PPI17. ...

(Own emphasis added)

a... 4.15 2

D

a

4.16

the *'Forex risk mitigation*1 section in the Bus aess Case in relation to

"Transnet's hedging approach" records that: —

Transnet's preferred option is to e tier into Rand based

supplier agreements with OEMs, witi the hedges undertaken

by the OEMs themselves. However, even when hedging is

conducted by the OEM, Transnet ulti. atefy pays for the cost

of the hedging which is factored into t e purchase price. ...

... Transnet Treasury's view of ZAR / USD forward curve

including the cost of hedging, used in ie business case18. ... "

(Own emphasis added)

The fact that R38.6 billion could not have been or y the base capital cost

of the locomotives excluding other costs is also re. iily apparent from the

purchase price identified in the Business Case of R25m per diesel

locomotive and R34m per electric locomotive15. Tl ; simplest of exercises

reflects the following:

17 BusL ess Case para 4.3.1 at page 34.
" BusL- ess Case para 5.2 at page 41.
19 Bust ess Case inter alia at para 4.3.1 at page 34.
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4.17

4.18

4.19

• R25ra x 465 diesel locos = Rl 1.6 bn

• R34m x 599 electric locos = R20.4bn

• Total R11.6bn + R20.4bn = R32bn (notR38.6bn)

None of the net present values in the Business Case could have sensibly

been calculated (or relied upon) unless the future flows used in the

calculation included escalations and fu.ure forex effects. Net present

values would be meaningless unless the future projected costs included

cost escalations20 and future forex effects.

The statements in the Business Case as referred to above that the

R3 8.6 billion excluded forex hedging and escalations were clearly

incorrect.

In fact, the R38.6 billion estimated cost n the Business Case was made

up as follows:

Base cost of locomotives

Hedging and escalation cost

Contingency

Total estimated cost

R billion

32.0

4.4

2.2

R38.6bn

20 If flows were not escalated for inflation cost increases, a 'real' discount rate could be used, but that was not the
case in the matter under consideration.
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4.20

4.21

4.21.1

4.21.2

4.21.3
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If the Transnet exec atives (Messrs Molefe, Gam \ Singh and other

relevant parties) held t!ie belief that the R38.6 billion excluded the cost of

forex hedging and esc lations, then that amount coul I then not have been

considered as the estimated total cost - it would th n have had to have

been understood to be 'Jie partial cost.

If the Transnet execuives believed that the R38.6 l illion excluded the

cost of forex hedging a id escalations (i.e. that R3 8.61 illion was estimated

partial cost, not estim ited total cost), then it is rat! er unclear how the

executives could have jroperly applied their mind to he proposal and the

Business Case without at least:

identifying and en quiring into the obvious disc -nnect between the

R3 8.6 billion and t\ e stated price per locomotive i.. the Business Case,

which totalled R32 billion, not R38.6 billion (see ibove);

identifying the staements in the Business Case referred to above

which clearly indie ited that the R38.6 billion incl ided forex hedging

and escalations;

questioning the se lse of the net present valu: 5 provided in the

Business Case if hese excluded escalation ar i forex effects -

particularly consid :ring that the net present • alues are critical

information for dec^ion-making; .

0057-0363-0001-0135
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4.21.4

4.22

4.23

4.24

enquiring into and obtaining information regarding the estimated total

cost to Transnet for the 1064 transaction, in order to determine the

total cost that Transnet would be committing itself to over the

acquisition period - particularly important information, considering

the vast cash amounts involved, and their effect on Transnet

A consideration and recommendation of an amount excluding an

indication or estimation of the cost of forex hedging and escalations would

have been foolhardy, as then, there would have been no assessment at all

as to the total cost to Transnet, and the cash needed - and the extent of the

financial commitment to which Transnet would be exposing itself.

Moreover, the net present value calculations would have been

meaningless - and without proper net present value data, there could be

no sensible decision-making.

The problems identified above are exacerbated considering the vast size

of the transaction relative to the size of Transnet - and indeed the vast size

of the transaction in absolute terms.

If the executives were aware that the R3 8.6 billion estimated cost included

forex hedging and escalations, then they must have been aware that the

information provided to the Board that the R38.6 billion excluded these

costs was false.

0057-0363-0001-0136
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In interviews with Messrs Molefe (Group Chief Executive at the relevant

time), Gama (TFR Chief Executive at the relevant time), ar d Jiyane, each

said that they considered the R38.6 billion to be excludiig the cost of

forex hedging and escalations.

It appears from the interviews that Messrs Molefe, Gama ar. i Jiyane made

no enquiries as to the estimated cost of forex hedging and t scalations.

Messrs Molefe, Gama and Jiyane seemed remarkably unfa: liliar with the

Business Case.

The Board minutes of 25 April 2013 reflect that the Board approved the

transaction on the basis that the R38.6 billion excluded fore c hedging and

escalations. The comments above in relation to how the ex^ cutives could

have applied their minds to the proposal and the Busin ss Case also

applies to the Board.

An application in terms of section 54 of the Public Finance Management

Act was made by Transnet on 30 April 2013 for the acquisition of 1064

locomotives at an estimated total cost of R38.6 billion. Th s application

did not identify if the R38.6 billion was exclusive or inclusi 'e of the cost

of forex hedging and escalations. However, the application : ecords that it

attached the Business Case.

0057-0363-0001-0137
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n
W January 2014 Memoranda

•-* 4.30 There were two separate 17 January 2014 meirsranda to the Board

n
11 Acquisitions and Disposal Committee - a memorandum re electric
r l
'J locomotives and another re diesel locomotives. The content of the
l
;} memoranda is substantially similar.

II — 4.31 The 17 January 2014 Memorandum re diesel bcomotives included

inter alia the following:
i • — *

n
"35) ... National Treasury concern of not paying excessive

premiums as outlined in the PPPFA guideline of premiums not

being more that (sic) 11 % ...

) Motivation For Split Of Business Awarded

42) The original MDS volumes as promised in the corporate plan

n are significantly at risk due to lack of tractive effort at TFR.

\
11 43) This is due to the delays in the award of this tender mainly due
r\
t}( ^ to the PPPFA issues experiencedA
» J 44) In order to not further increase this risk it is suggested that

', more than one supplier be used to supply the required

f. locomotive to reduce delivery risk and enhance our ability to

[ ] meet MDS volume targets.

! V 45) We recommend that two supplier (sic) be used to manufacture

the required locomotives.

46) This view is supported by the following reasons:

n

i0057-0363-0001-0138
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a. Promotes standardizat m of the locomotive fleet to

f ensure TCO (Total Cos of Ownership) is minimised

ij
„* ] b. Allows for critical mas that would enable successful

LI negotiations on price <. id other critical commercial

D
' r' terms and conditions.

U c. Allows for critical iass that would promote

[ L localization andprogra imatic procurement.

d -
Allows for flexibility in upplier options in future as it

prevents monopoly behc lour.

n
- ' e. Reduces the legal risk q the transaction and

f Reduces the overall co tract risk of the transaction

sic) failure by any s pplier to fulfil its contractual

LJ obligations.

n Conclusion

lJ
Shortlist the award of busines to T4 (which was General7n

\ ^—' Electric) «/i^ 77 (which was Ch la North Rail)ybr r/ie supply

Li O / ^^5 diesel locomotives su 'ect to successful contract

j L negotiations.

LJ ^ Split the award of business to tl ? aiove suppliers on a 50%

(T4) and 50 % (Tl) basis subjec to performance clause in the

contract.

0057-0363-0001-0139
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4.32 The 17 January Memorandum re electric locomotives included all of the

above (either identically or very similarly), except for the following,

which was specific to the electric locomotives:

"46) We further believe that the above will be achieved by a 60%

allocation to T2 (which was China South Rail) and a 40%

allocation to Tl (which was Bombardier) of the contracted

locomotives.

47) This split is motivated by the following:

a. As mentioned above delivery risk is of paramount

importance due to MDS volumes.

b. T2 has demonstrated their ability to deliver on schedule

by delivering the first prototype on time and the next 10

locomotives are also on schedule. These locomotives

form part of the 95 locomotive contracts.

c. This provides comfort that T2 has the ability to delivery

and reduces delivery risk.

d Tl has not done work for Transnet in the recent past

and has no track record with Transnet...

Conclusion

49) Shortlist the award of business to Tl and T2for the supply of

599 electric locomotives subject to successful contract

negotiations.

i0057-0363-0001-0140
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50) Spt t the award of business to the above suppliers by a 60 %

allc nation to T2 and a 40% allocation to Tl of the contracted

lac motives subject to a performance clause in the confract. "

The "split" of i isiness referred to in the January 2014 Memoranda, was

to use two supp ers (instead of one) for the electric locomotives, and two

suppliers (inste i of one) for the diesel locomotives.

In the January 1014 Memoranda, the motivation for the split of the

business includ: i reasons which were said to support the split. However,

three of the six : masons provided as supposedly supporting the use of two

suppliers instead of one are directly contrary to an argument for splitting

of the business, iz.:

that the spli ing would promote "standardisation" of the fleet (see

reason "a" • bove). Self-evidently, exactly the opposite would be

achieved by plitting the contract between two different suppliers;

that the splitt ig allows for "critical mass" on price and terms, and that

the splitting vould promote localisation (see reasons "b" and "c"

above). Sel evidently, exactly the opposite would be achieved by

splitting, wh; h reduces the order size for each supplier and thus the

"critical mzsi', and can have no beneficial effect on localisation.

These nonsensica supposed reasons were not mentioned in the May 2014

Memorandum to he Board dealt with below - which said that the batch

0057-0363-0001-0141
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size was = )lit between suppliers "to mitigate locomotive delivery ? 'skand

reduce the MDS risk related to volumes"21.

In the inte views with Messrs Molefe and Gama, each agreed that s >Iitting

would res Jt in non-standardisation, and the loss of economies o:' scale,

and that th ;se issues were negatives (not positives) in relation to sp itting.

What was emarkably omitted from the January 2014 Memoranda .̂ -as the

estimated ost of splitting. Without an indication as to the cost of sp itting,

it is rather unclear how any proper or rational decision could hav; been

made by t l ; executives and the Board in relation to splitting.

Ultimately the cost of splitting exceeded R5.124 billion. This i dealt

with in the 'Reasons for increase" section below.

TheJanuar p2014Memorandadonotmentionashorteningofthere iuired

delivery pe iod for the 1064 locomotives from being delivered over a six-

year perioc in the Business Case to delivery over a three-year pe iod -

which wou i also mean cash payment of many billions of Rand over three

years inste; i of six years, and requirement for more suppliers.

This time s ortening was a fundamentally important change which lad a

material eft ;ct on matters. From the documents provided by Trans iet, it

31 Para67ofMay2014Memorand n to the Board.

0057-0363-0001-0142
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4.41

4.41.1

n

Q
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4.41.2

4.41.3

4.41.4

4.41.5

4.41.6

appears that this important matter was not explicit]" addressed in any

paper to the Board, or to the Board Acquisitions and D sposal Committee.

The rapid acceleration of the required delivery period c f 1064 locomotives

(halving the six-year period in the Business Case) n turally introduced

profound obvious risks for Transnet such as:

the logistical ability to actually receive and :ommission 1064

locomotives over three-years. (From interviews c inducted it seems

that this was unrealistic);

the financial ability to fund the acquisition over thr e years instead of

over six years - involving many billions of Rand e ctra that would be

required in each year;

the effect on supplier prices;

the very high growth rates in freight volumes ove • three years that

would be necessary;

significantly elevated sensitivity to market der and changes -

exacerbating the risk in relation to the already )ptimistic future

volume and tariff increases assumed in the Business Case;

the negative effect on net present value of the Busi ess Case (larger

payments to be paid out earlier, adversely affecting r_ t present value).

0057-0363-0001-0143
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4.42 For such an irrportant change to the Business Case, one would have

expected intens ve and extensive work, and very careful analysis by the

executives, and hat the result thereof would be provided to, and debated

by, the Board.

4.43 f1 According to M. Gama (who was then the Chief Executive of TFR-the

very business fo whom the locomotives were bebg acquired), he was not

consulted regarc ng the aggressive shortening of the delivery period and

it was decided i 3on without his input At its lc west, this situation was

extraordinary.

4.44 The effect of the shortening of the delivery period is dealt with below in

the section "Rea. ons for Increase**.

May 2014 Memc randum to the Board

4.45 The May 2014 V smorandum to the Board included the following:

"1. The f trpose of this memo is:

a) for the BOD (Board of Direct :rs) to note the reasons

for the increase in ETC.

b) to request that the BOD approve an increase in the

estimated total cost (ETC) for he acquisition of 1064

Locomotives for the Genera. Freight Business of

Transnet Freight Rail frcm R38.6 billion to

R54.5 billion.

I0057-0363-0001-0144
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Executive Summary:

1*

2. In summary the increase in ETC of

attributed to the following:

Update of business case for updated
economic factors

.Risk Mitigation -Forex and Escalation

TE Scope

Contingencies

Lower capital acquisition cost of the
locomotive obtained through the competitive
tender and negotiation process less the batch
pricing adjustment ofR2.7bn

R15.9 billion can be

R5Jbn

R9.5bn

R2.6bn

R4.9bn

R-6.5bn

34%

59%

16%

31%

-41%

3. 93 % of the ETC increase relates to changes in market

conditions and the risk tolerance level of the company. Whilst

16 % of the ETC increase relates to strategic factors such as

localisation and competition. These increases have been

offset by a competitive tender and negotiation process that

realised a benefit of 41 %.

4. On a like for like comparison the new price including TE

scope ofR40.09 billion (excluding hedging and escalation) is

only 3.89 % higher than the approved ETC ofR38.6 billion

The balance of the ETC increase relates to risk mitigation and

strategic concessions such as batch pricing.

Background:

•j

i0057-0363-0001-0145
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14. The acqu ntion of 1064 Locomotives was approved by the

Board of directors in April2013 at a cost of R38.6billion.

This exch fed the following costs:

a. Tlx cost of changes in economic conditions ffbrex and

inf ition) between approval of the business case and

aw rd of the contracts;

b. 77i cost of hedging for foreign exchange movements;

c. Th: cost of future inflationary escalations;

d. Th-. cost of additional scope for Transnet Engineering

o

4.46

18. I Four cont ids to acquire 1064 locomotives were concluded

on 17 Mar h 2014 at a cost ofR49.5 billion including the cost

of future e calations, including additional scope for TE and

including; reign exchange hedging costs thus resulting in an

increase it. ETC of approximately R15.9 billion (including a

10 % conti gency) ... "

(Underlining emp asis above is as it appears in the May 2014

Memorandum to th ; Board)

The approval sought fr m the board in the May 2014 Memorandum was

for contracts that had lready been signed on 17 March 2014 i.e. more

than two months earlie

I0057-0363-0001-0146
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As reflected a: ove, in para 2 of the May 2014 Memorandum to the Board

the explanatici for the R15.9 billion increase over R38.6 billion was

summarised th is:

Update )f business case for updated
economic factors

Risk Miti ;ation- Forex and Escalation

TE Scope

Continge: cies

Lower c lpital acquisition cost of the
locomoth ; obtained through the competitive
tender an- negotiation process less the batch
pricing aci ustment of R2.7bn

R5.4bn

R9.5bn

R2.6bn

R4.9bn

R-6.5bn

34%

59%

16%

3 1 %

- 4 1 %

Using the am unts in the May 2014 Memorandum to the Board, a

transparent am accurate summarised explanation for the R15.9 billion

should have be n:

Base cost

Hedging £ d
escalation ;osts

Contingen y

Total

Business
Case

Rbn

32.0

4.4

2.2

R38.6bn

Final

Rbn

40.1

9.5

4.9

R54.5bn

Difference

Rbn

+ 8.1

+ 5.1

+ 2.7

R15.9bn

%
Increase

+ 25 %

+116%

+123 %

+41 %

0057-0363-0001-0147
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I ach of the differences above should have been broken down into its

r ilevant elements, and explained inter alia with reference and comparison

t»the Business Case i.e. the source of the R38.6 billion.

I is clear that the amounts in para 2 of the Summary in the May 2014

f̂  Memorandum to the Board (see above) of R5.4bn, R9.5bn, R2.6bn and

F l.9bn were all sourced from Table 2 in that Memorandum.

Tible 2 in the May 2014 Memorandum to the Board reflects a

rr conciliation from the BAFO of R29.355 billion to R54.5 billion. (The

B \FO was that the "Best and Final Offer*1 solicited from selected

si ppliers by Transnet after the tender process.)

H nvever, para 2 of the May 2014 Memorandum to the Board purports to

e? plain the increase from the Business Case approved of R38.6 billion to

R 4.5 billion, not the increase from the BAFO of R29.3 billion to

R. 4.5 billion.

In explaining the difference between the R38.6 billion and the

R: 4.5 billion, the May 2014 Memorandum to the Board said that there

wrs "Lower capital acquisition cost of locomotives" (i.e. a decrease in

cc t) of R6.5 billion. The R6.5 billion was said to be a net amount after

tal ing into account an increase of R2.7 billion for "batch pricing

ad 'Astment" (a price increase due to splitting the business between

0057-0363-0001-0148
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4.54

4.54.1

4.54.2

4.54.3

4.54.4

suppliers) - suggesting that the decrease before the effect of splitting was

R9.2 billion.

It is obvious that the positive R6.5 billion "Lower capital acquisition

cost" reflected in para 2 of the May 2014 Memorandum to the Board was

an expedient balancing figure to force-balance 13 R38.6m - and must have

been (or should have been) known to be wrong:

every other amount in para 2 of the May 1014 Memorandum to the

Board came directly from Table 2;

Table 2 reflects the starting amount as R2>.3 billion, and thus there

could never be sense in using figures from that point knowing that the

Business Case start point was R38.6 billion;

if the base cost reduction from "Competitive tender and negotiation

process" was R9.2 billion (which is what pira 2 asserted), then, as a

result of tenders and negotiations the price .greed would have had to

have been 29 % lower than the estimates of base cost in the Business

Case (R9.2 billion on Business Case base ccst of R32 billion)];

such a large reduction could not realistically have been considered to

be credible or realistic by anyone who a;plied their mind to the

May 2014 Memorandum to the Board and tie Business Case.

J
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The assertions in the May 2014 Memorandum to the Board that the

R38.6 billion excluded the cost of inflation escalations and forex hedging

(which assertion was repeated, and repeatedly emphasised) was used as

the main explanation for the increase from R38.6 billion to R54.5 billion.

As dealt with above re the Business Case, the R3 8.6 billion estimated total

cost approved by the Board in April 2013 already included the cost of

forex hedging and escalations, and contingency- Consequently, in the

May 2014 Memorandum to the Board inter alia:

the increase attributed to "Risk Mitigation - Forex and Escalation" of

R9.5 billion was materially overstated. The increase in this item was

in fact R5.1 billion, as the R38.6 billion already included forex

hedging and escalation cost of R4.4 billion;

the increase attributed to "Contingencies" of R4.9 billion was

materially overstated. The increase in this item was in fact

R2.7 billion, as the R3 8.6 billion already included a contingency

amount of R2.2 billion.

The R6.5 billion supposed decrease in the base cost of the locomotives

was said to be after the "batch pricing adjustment ofR2.7 billion " (which

was the supposed cost of splitting). There was thus an implied decrease

of R9.2 billion before increase due to splitting. The R6.5 billion (and the

implied R9.2 billion) were materially misstated:

i0057-0363-0001-0150
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4.57.1

o

4.57.2

4.58

even if one were to simply exclude the increases in the locomotive

cost said to be attributable to "Update of business case for updated

economic factors" i.e. for the period up to early 2014 (dealt with in

the "Reasons for increase" section below), the basic cost of the

locomotives was approximately the same as in the Business Case i.e.

R32 billion22 - there was no lower acquisition cost;

the supposed decrease in the cost of locomotives of R6.5 billion per

the May 2014 Memorandum to the Board was derived by overstating

in the same document the cost increase attributable to forex hedging

and escalations by R4.4 billion and overstating the increase in the

contingency amount by R2.2 billion (see above).

1 le amount attributed to the cost of splitting of R2.7 billion (described as

ti e "batch pricing adjustment") was vastly understated. The R2.7 billion

/ v. is calculated based on the price differentials for lower volumes

ic citified by each of the four ultimate suppliers. That is incorrect and

ir isleading, as the proper calculation of the cost of splitting would be to

c> mpare what the cost would have been with two suppliers (instead of

fc JT), compared to the ultimate cost with four suppliers.

72 Per Table 2 in the N' ly 2014 Memorandum to the Board : BAFO R29.3 billion + R2.7 billion Batch pricing
adjustment" R32 billio .

0057-0363-0001-0151
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4.61

4.61.1

4.61.2

The actual cost of splitting, properly calculated, is approximately

R5.124 billion.

The May 2014 Memorandum to the Board attributed R2.6 billion of the

increase of R38.6 • illion to "TE Scope", and in this regard, included the

following:

"62. Strategically it was decided that for specific items within the

buildp ocess where TEwere within JO % of the market price

then it tould be acceptable to allow TE to retain this scope.

63. The pn :ing as reflected above in Table 2 is inclusive of this

additio '.al scope for TE based on this principle."

The above was not accurate: •

it is evident thrt what was described as "TE Scope" was not a frank

or proper descr ption. The amount was a premium demanded by the

suppliers (i.e. a lditional price payable to the OEMs by Transnet) for

the suppliers ising Transnet Engineering as their subcontractor

instead of a ]oc:l subcontractor of their own choice;

it is manifest fhm the size of the premium of R2.6 billion relative to

the total subcon ract prices agreed between the OEMs and TE that the

premium was learly not "within 20 % of the market price" in

\ South Africa - i: was multiples beyond 10 % of the market price;

0057-0363-0001-0152
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ba ed on the TE premium of R2.6 billion and the aggregate of th i TE

su' contract prices with the OEMs of approximately R7.3 billion2 , the

TE premium was over 35 %;

if t le TE Scope amount (the premium) of R2.6 billion was to be v. -Jiin

10 Vo of other local suppliers, then the subcontract price would ave

to I e approximately R26 billion;

I me eover, the R2.6 billion was understated as it excludes GE

I
."or guiaT scope (R247m) and CNR "original** scope (for which the

inf rmation is not available)24. Thus the 35 % premium referre 1 to

i
abc /e is understated.

Notabh, there was no link between the amount added to each suppL :r's

BAFO or TE premium in deriving their locomotive price, and the ac ual

subcont -acts concluded between each of the suppliers and TE. Thus,t are

was no issurance that the TE premium to be paid to the suppliers (as art

of thei price) would ever be recovered via TE profit on v >rk

subcont acted to TE by the suppliers.

23 From information provided '
prices are approximately R3 b
R1.3 billion with General Elect
24 T h e "original T E scope" o f :
o f B T (R0.457 billion) + CSR
R0.247 billion was excluded fr
C N R as the information was nc
"Additional TE Scope" of R 0 . 8 '
+ R44m (CNR).

y PriceWaterhouseCoopers and from the subcontracts examined, the subcon act
llion with CSR + R0.8 billion with Bombardier + R2.2 billion with CK . +

.1.706 billion in Table 2 of the May 2014 Memorandum to the Board is the - tal
(Rl.249 billion). For unknown reasons, the GE "original scope" amour of
m the R1.706 billion. The "original TE scope" of Rl.706 billion also excl les
provided. The R2.6 billion is the sum of the "original scope" of R1.706 billi I +
3 billion in Table 2, The R883m is R336m (BT) + R400m (CSR) + R103m f E)

I0057-0363-0001-0153
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4.66

If TE's profit on the subcontracted work was less than the T. premium,

Transnet was obviously prejudiced by the TE premium. The T I premium

is only neutral for Transnet if Transnet were to recover the enti ; premium

as a profit on the subcontracted work.

This issue in relation to TE is dealt with in more detail in the "F masons for

increase" section below.

The May 2014 Memorandum to the Board failed to bring to th ; attention

of the Board that

the 2 % localisation premium referred to in the Business C ise would

be vastly exceeded. The localisation premium would be w II beyond

35 %;

the TE subcontracts alone would account for a 35 % prem* m above

other local supplier prices - which themselves may have air ady been

at a premium to foreign suppliers;

the above was contrary to the Business Case which had been .pproved

by the Board.

the May 2014 Memorandum to the Board said that:

0057-0363-0001-0154
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"70. Although the cost per locomotive has increased, an overall

saving is realised due to splitting the batch, because of the

saving made on future escalations and hedging costs as a

result of a shorter delivery period This has been quantified

to be R4.08 billion."

The (supposed) saving made on future escalations and hedging costs as a

result of a shorter delivery period (as referred to above) was misleading .

and at best, a half-truth. This is dealt with below in the "Reasons for

increase" and "Other matters" sections below.

The May 2014 Memorandum to the Board records that

"73. In order to stimulate development in other parts of

South Africa, Transnet have decided that it would be more

strategic to have two OEM's manufacture the locomotives in

Durban."

This relocation of two of the OEMs is dealt with in the "Reasons for

increase" section below.

The May 2014 Memorandum to the Board says as regards a "larger

advance payment" to be made to the suppliers of R4.844 billion that:

"87. As confirmed by a letter received from the suppliers this was

required by the suppliers in order to cover costs to ensure

quicker delivery. The rationale as explained by the supplier

(sic) way confirmed reasonable by Transnet's external

0057-0363-0001-0155
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auditors and was capitalised accordingly in the Financial

Statements at 31 March 2014."

4.71

4.71.1

4.71.2

4.71.3

4.71.4

In this regard:

no confirmation as referred to above could be obtained from the

external auditors, and no documents in support of this assertion were

provided;

the paragraph above indicates that because the rationale for a larger

advance payment was (supposedly) confirmed as reasonable by the

external auditors, that somehow, the consequence thereof was that the

advance payment could be capitalised : "... rationale ... was

confirmed reasonable ... and was capitalised accordingly ... ";

in fact, there can be, and is, no link between whether the larger

advance payment was reasonable or not and whether the advance

payment should be capitalised. Advance payment is a cash flow issue;

in any event, irrespective of the accounting treatment of capitalisation

of the advance payment, a larger advance payment to be made by

Transnet would clearly have (and had) adverse financial consequences

for Transnet This is dealt with below in the "Reasons for increase"

and the "Other matters" sections below;

0057-0363-0001-0156
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4.71.5 the R4.844 billion larger advance payment was not the full picture in

relation to pre-payments. The R4.844 billion is only in respect of the

initial amount which was payable within days of contract signature in

March 2014. However, an additional R5.3 billion was payable within

six months, and another Rl.l billion a year later. AJ1 of these

amounts, totalling Rl 1.2 billion were payable before any deliveries

from the specific OEMs making up this amount i.e. about 23 % of the

total contracted price of R49.5 billion was payable before delivery of

any locomotives.

Conclusion on information provided to the Board, and to the Board

Acquisitions and Disposal Committee

4.72 / As is evident from the above, certain important information provided to

the Board, and to the Board Acquisitions and Disposal Committee was

significantly misstated, significantly inadequate (by omission of material

information), and was misleading in material respects.

5. Reasons for increase in cost and whether prices were inflated

Estimated cost vs. final cost

5.1 The estimated total cost of R38.6 billion in the Business Case created in

early 2013 would be expected to be different to the final total cost for the

locomotive acquisitions in early 2014 - actual costs inevitably being

different (higher pi lower) to estimates made earlier.

0057-0363-0001-0157
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The tenders and tender evaluation process was used to identify the

suppliers to be used, but then the actual final prices agreed were the

product of negotiations. (This is discussed in the "Other matters" section

below).

The suppliers were required to provide a fixed price which was to be

denominated in Rand. As indicated above, the final price was a negotiated

price. Thus, absent possible malfeasance, the final total price (total cost

to Transnet) would have been expected to be the product of the

negotiations between Transnet and each of the suppliers - having due

regard inter alia to:

the bids from suppliers (received 30 April 2013) and the best and final

offers ("BAFO") solicited from certain of the suppliers (received

10 January 2014); and

the effect on the costs of the suppliers (and thus their price) of changes

in the exchange rate, inflation, and FEC costs, up to the final

negotiation period.

The R38.6 billion in the Business Case was derived from estimates made

at the date of preparation of Business Case in early 2013 inter alia for:

the base cost of the diesel and electric locomotives;

0057-0363-0001-0158
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5.4.3
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5.5.1
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the cost of forex he iging over the six-year payment period (affecting

inter alia the calcu1 -lion of the amounts to be paid in Rand);

the inflationary esc* Iations over the six year manufacturing period on

the costs i.e. on that part of the manufacture to be undertaken locally

(affected by local in lation), and on that part of the manufacture to be

undertaken abroad (affected by foreign inflation rates) - which

escalations would ir, crease the price payable by Transnet

As would be expected, sach of these factors estimated in the Business

Case prepared in early 2( 13 was different in early 2014 when the contracts

were finalised. The differences would have been expected to increase the

cost due to:

the exchange rate a» early 2014 being higher than that used in the

Business Case - affe ting the base cost in the Business Case; and

the inflation up to es ly 2014 affecting the base cost in the Business

Case;

the consequential eff- ct of higher base cost on future escalations and

hedging costs - these sosts being a function of base cost;

the effect on hedging :osts of changes in the exchange rate up to early

2014 (and of interest rate change up to early 2014 - interest rates

affecting the price of I-TiCs - as explained above).
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' The shortening of the delivery and payment )eriod to three25 years instead

of five / six years26 used in the B'-isinass C se and using more suppliers

(referred to as splitting) would also affect tt i total cost

It should have been expected that Transnet v 5uld have compared the bids,

the BAFO, and prices (and underlyics factors) advanced during

negotiations to the estimated total cost i f R38.6 billion previously

approved by the Board (and the factors undr lying the R38.6 billion), and

established the reasons for the differences - to assist in assessing the

reasonableness of the prices, and to provid meaningful explanations to

the Board for the differences. There is no ir ication that this was done.

Considering the vast amounts involved, it v. ild have been expected that

there would be extensive workings and ana!; ;es in relation to each of the

elements building up the price to the final pr .e agreed.

Without documents, proper calculations and omprehensive analysis, it is

rather unclear how Transnet would have bee in a position to sensibly or

responsibly negotiate with each separate sup Her the vast increases over

the BAFO, including inter alia:

the significant amounts which the supplie i added to their BAFO base

price for the locomotives to cover future t calations in manufacturing

u For electric and diesel: receivable in financial years 2016/2017/2018.
26 For electric: receivable in financial years 2015/2016/2017/2018/2019; for d ;el: in financial years 2014/2015/
2OI6/20I7/2OI8.
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costs, and forex hedging costs - both to be borne by t le suppliers, as

this was a fixed price contract;

the significant amounts for the T 5 premium.

Remarkably, no papers, workings or nalyses performed b; Transnet have

been provided at all in relation to hese critical elemer. s which were

excluded from the bids and the BAJ D - and said to be a product of the

negotiations with each of the supplie J.

Notably, the percentage increases r lated inter alia to e calations and

hedging in getting to the final prices re inconsistent as be ,veen the four

suppliers. As examples:

the amount added to the BAFO f r escalation to date . f contract (in

reaching the final price) as a perce :tage of the BAFO w. 5 7 % for BT,

11 % for CSR, 13 % for CNR anc 2 % for GE;

the amount added for the cost of 2 edging (in reaching tl 5 final price)

as a percentage of the total cost l efore hedging and e salation was

7%forBT,4%forCSRandl2c .forCNR8nd6%fc-GE27 .

11 These percentages are in nominal terms. If calculated based oa the c ning of contract cash Cow the equivalent
annual escalation rates are approximately 5.8 % (BT), 4 % (CSR), 8 °- (CNR) and 5.2 % (GE).
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High-level analysis of reasons for increase

5.12 As indicated above, there are no written workings or analyses (or indeed

any documents) relating to the negotiation phase with each supplier that

can be assessed and tested for reasonableness.

5.13 / At a high-level, absent possible malfeasance, and leaving aside specific

amounts, in principle the reasons for the increase from R38.6 billion to

R54.5 billion can be identified as attributable to:

5.13.1 the matters identified above (inflation, exchange rate, FEC costs,

shortening/splitting); and

5.13.2 the premium for the suppliers using TE (identified as R2.6 billion but

actually higher - see below); and

5.13.3 the increase for contingencies (increase of R2.7 billion : R4.9 billion

contingency in the R54.5 billion vs. R2.2 billion contingency in the

R38.6 billion).

5.14 The fundamental questions posed are whether the increases were

reasonable and justified, and whether the prices were fraudulently inflated

through corruption or other dishonest means Le. whether the final prices

and the amount of R54.5m were falsely inflated.

5.15 The expected reasonable increase over the R38.6 billion estimated in the

Business Case can be broadly assessed based upon the known factors
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which ' ould reasonably have been expected to increase the pri es, is

i t' dealt w; h above.I
I ; I 5.16 As rega. is the base cost of R32 billion in the Business Case (the .arge.' t

• \

j J element )f the R38.6 billion estimated total cost):

rY 5.16.1 the e cchange rate in March 2014 was approximately 12 % high: r than

I i I the e xhange rate used to determine the base price of the locorr. itive i

I •-<••] f) in th Business Case (which was R9.59: J1). In addition, it we dd b-:

' \ reas'. lable to anticipate a small increase in the locomotive J)olla.

1 ' '
price i due to foreign inflation between the date when the Bu ines.-n

^ l J Case was prepared, early 2013, and early 2014 when contracts were

; I cone ided;
: i

* : J 5.16.2 as a t suit of these factors, an increase to the R32 billion base pr ce in

I J the B isiness Case of approximately 14 % could reasonably have been

, i antic: jated i.e. to roughly R36.5 billion. (This assumes that the base

I ; O cost i . the Business Case was reasonably accurate);

• ; I 5.16.3 note t iat, as dealt with above, the BAFO plus the increase iden' tfied

I ; | for " batch pricing adjustment™ amounts to approxirr itely

R32 b llion i.e. the same as in the Business Case;

i
i
I : J 2 l In the May 2014 Memorandum 3 the Board

I 1

I
I0057-0363-0001-0163
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5.19.1

Transnet re 1064 ] ocos Page 47
Report

note that but for the splitting, the base cost wou have been well

below R32 billion - and the overall find price _,uld have been

approximately R5.1 billion lower than the actua final price. See

"Splitting of orders" section below.

. .dded to the base cost are the TE premium and the esi .1 ition and forex

r edging costs. - . • - ""

.- s regards the TE premium:

the additional price required by the suppliers if the; vere compelled

to use TE as their subcontractor (instead c another local

subcontractor) was identified at R2.6 billion (see ab e);

the TE premium was not built into the Business Cas

the amount of the TE premium appears to be unjusti i\. See "Effect

on cost of TE Scope" section below.

/ A regards the escalations and forex hedging costs:

in deriving the R3 8.6 billion in the Business < -se, the costs

attributable to future cost escalations over the manu xturing period

and forex hedging (to be bome by the suppliers and p ssd on in price

increase to Transnet) were taken into account, in an amount of

R4.4 billion;

0057-0363-0001-0164
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the R4.4 billion included in the Business Ct e would be expected to

increase as a consequence of the increased t" *e cost referred to above

(as these amounts were calculated with refere ce to the base cost), and

the forex hedge element would further also b •• affected by the change

in the exchange rate from that assumed in the Business Case;

the cost escalation is the major element with, n escalations and forex

hedging costs. The cost escalation is a unction of base cost,

anticipated future local inflation (for th local element), and

anticipated future foreign inflation (for the breign element). This

would only apply to the amounts not pre-p A and the period over

which costs would be incurred i.e. not simply applied to the full cost;

the shortening of the delivery period from 6 ye rs in the Business Case

to 3 years would reduce the amount in le Business Case for

escalations and forex hedging costs (reduction n nominal, but not real

terms), as these costs in years 4, 5 and 6 woul be eliminated;

leaving aside that the base cost would have fc en significantly lower

but for splitting, and simply assuming that the fE premium should be

included, the escalations and forex hedging osts could have been

expected to be no more than roughly R5 billio w.

29 Derived tc ir.g into account the base cos^ and that payments and escalations are ipread over the period, and
applying a L al inflation factor of 6% p.a. to the local content in the contract, and ipplymg a foreign inflation
factor of 2% a. to the foreign content in the cootract; and applying an established'. EC cost for the period.

0057-0363-0001-0165

TRANSNET-REF-BUNDLE-00221



Tra snet re 1064 Locos Page 49
Rep »rt

5.20

5.21

5.22

5.23

/ On th s basis, the total cost would have t >en expected to be approximately

R44 T illion30 (excluding contingency), hich is R5.5 billion less than the

actua price (excluding contingency) of U9.5 billion. (The R54.5 billion

is R4 '.5 billion plus contingency of R4 ? billion).

Howe yer, ifthe nonsensical TE premiun is eliminated, and the saving that

could have been obtained if there was r ) splitting is taken into account,

the tc al cost would have been expected to be approximately R36 billion

(befo; 3 contingency), which is R13.5 b- lion lower than the actual price

of R4 '.5 billion (before contingency).

It is r cognised that, in determining the ncrease to their price for future

cost e icalations, the suppliers may ha\ •. sought to build in a premium

over-r id-above anticipated inflation in S iuth Africa and abroad-in order

to de. 1 with the risk that the actual i flation in the future might be

signif. ;antly higher than that estimate^ for purposes of their costing.

Howe er, considering that this risk would mainly apply to the

South Vfrican based element of the cr ;ts, the overall difference still

appea: s beyond what could reasonably h ve been anticipated.

The al sence of records and analysis in ;lation to the negotiation phase

prevei .s any further analysis. Ontbeinf- rmation available at present, the

matter cannot be taken further.

1 R36.5bn adjusted base cos? 1- R2.6bn TE premium + R5bn escalations md forex hedging cost = R44.1bn
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m ' ' 5.24 In addition to the broad rea onability assessment, as there were different

I - M1 < suppliers, the relative pos::. n between suppliers should be assessed:

» jI »j 5.24.1 for electric locomotives by comparing the price of Bombardier (BT)
n

I) with the price of China South Rail (CSR) - taking into account that

• , } j CSR was contracted i • supply a significantly larger number of

• ' • I . locomotives than BT (CSR to supply 50 % more locomotives than

b BT), and thus CSR's pri e would be expected to be lower than BT;

' I 5.24.2 for diesel locomotives, iy comparing the price of General Electric

I [ • J
j (GE) with the price of C tuna North Rail (CNR), to supply an equal
f J

I ; ' number of locomotives;

; )
_ 5.24.3 considering other feature \ in relation to each of the suppliers.

; ;

'• ' 5.25.1 the BT total price per elec ric locomotive is 7.7 % higher than the CSR

j U price31;
. 1
I , I 5.25.2 the electric locomotive business was split 60% to CSR (359

I ; locomotives) and 40 % t > BT (240 locomotives) i.e. 50 % greater

! I
• } number of locomotives f >r CSR. This split was said to have been

i
i

' I 3 I Based on the different payment terms and the contract d livery dates, the difference in net present value terms
• ! * was about 3.4 %.

I

I
II0057-0363-0001-0167
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done on the b sis that CSR had demonstrated ability to produce for

nft, b\itr T had no track record with Transnet;

'the CSR bid p: ivided for a 1.6 % pre-payment before deliveries, but

the CSR contr ct was for 30 % pre-payment The BT bid was for

24 % pre-payn mt and the final position was for 27 % pre-payment.

(Note that in t 3 bid scoring system used by Transnet, points were

allocated for p. /merit terms - and in the bid evaluation process CSR

was attributed laximum points for its payment terms reflected in its

bid).

For diesel locomoti es:

the CNR total • rice per diesel locomotive is 18.5 % higher than the

GE price32;

this difference i price is well beyond the 11 % maximum referred to

in the January 2 14 Memoranda - see above;

notwithstanding -NR's significantly higher price, the diesel business

was split 50 / 5C between CNR and GE;

as appears abov- in relation to the electric business, the business split

of 60 % to CSR ind 40 % to BT was explained as being due to CSR

32 Based on the different payment terms and tt contract delivery dates, the difference in net present value terms
was about 14.4 %.
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havbg a track record of supply to Transnet (which BT did not).

Although GE had a track record of supply to Tr?n^*t which CNR

did not), the diesel locomotive split was 50 / 50;

the CNR bid provided for a 1.1 % pre-payment before d liveries, but

the final CNR. contract was for 15 % pre-payment. The GE bid

provided for a 10 % pre-payment and that was also the fi lal position.

(Note that in the bid sharing system used by Transnet, points -were

allocated for payment terms - and in the bid evaluation p rocess CNR

was attributed maximum points for its payment terms re Iected in its

bid).

Included in the leaked documents in the public domain re; iting to the

Guptas, is a "Business Development Services Agreement" -eflected as

entered into between CSR (Hong Kong) Co Limited and Teq esta Group

Limited (a company said to be incorporated in Hong K)ng)f dated

1S May 2015 ("the Tequesta contract").

The Tequesta contract includes the following notable feature?

the contract is signed by Salim Essa as director of Te juesta, and

signed by a representative of CSR;

each paragraph in the agreement is recorded in English ar; i Chinese;

0057-0363-0001-0169
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•' 5.28.3 the contract concerns "Project 359", which is defined to mean "refers
: ]

i»' to any portion of the Tender for the supply of 359 Electric

• j Locomotives (22E) to Transnet SOC Limited, South Africa

(hereinafter "the Client")";

5.28.4 the contract records that:

I "The Company33 has advised Tequesta that a previous

I ^-v Agreement had been signed between CSR Zhuzhou Electric

' Locomotive Co Ltd and JJ Trading FZE34 (hereinafter

] referred to as the "JJT") ... "

• 1

< ( 5.28.5 the contract records the duties and responsibilities of Tequesta

• including the following:

• J

• 7 "Tequesta shall provide advisory services in respect of the

• * Project...

1
v j Tequesta shall provide advice and assistance to the

I . Company on the process of the Contract and normal

I performance by the Company to ensure the smooth execution

'. and the success of the project.
1 * And especially, undertakes support and assist the Company

'j for the timely payments and/or return of bank guarantees

released by the client (i. e. Transnet) until the fulfilment of all

J J rights and obligations of the finished contract."

" Defined as CSR (Hong Kong) Co Ltd.
M This is Ac suEx of companies in Dubai, United Arab Emirates.
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5.28.6

1
'I

o 5.29

•

;i

in relation to remuneration, the contract provides that:

"... For the Project-related Advisory Services provided by

Tequesta, as detailed in Amexure "A ", Tequesta shall be

entitled to an Advisory Fee of 21 % (Twenty per cent) (sic)

of the Contract value of Project 359 awarded to the

Company, based on 2 % (Two percent) of the Contract value

as the success fee and 19 % (Nineteen percent) ofpro-rata~

to the milestone-based payments received by the Company

from the Client

The Company has already paid 3.9 % of the Contract value

(R706,770,480.00) to JJT up to the Agreement date.

The total payable amount to Tequesta under this Agreement

is 17.1 % of the Contract value (R3.098.916,720.00).

19 % of each payment to be made by the Client (Transnet) to

the Company shall be due and payable to Tequesta when the

company receives the payment... "

Annexure "A" to the agreement records the "Advisory Services to be

provided by Tequesta to the Company in respect of the Project", and

includes the following:

"2. Identify the various opportunities of participation in various

Government and Private projects, leading to the short listing

and focus on the current Project as contemplated in this

agreement; ...

0057-0363-0001-0171
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4. Provide consultancy on participating in the Tenders and

bidding processes relating to the Project on an ongoing basis;

5. Assist the Company in negotiating with the Client on pricing

levels in relation to the Project;

6. Assist the Company in increasing their footprint in

Government and Private Projects in South Africa.

J It is hereby noted and agreed between the parties that the above

, I services are provided as a pre-Project service ... The Company will

• ' — not require any proof of delivery of the above services since it is

I understood that the Project would not have materialized without the

active efforts of Tequesta to provide the Services listed above."

5.30 Notably, the layout, style and format of the Tequesta contract is the same

: i as the BEX contract dealt with below in relation to relocation costs (which

I agreement is also questionable). Indeed, the cover pages appear to be

identical (just different names inserted). The BEX contract is dated

28 April 2015 i.e. about three weeks prior to the date of the Tequesta

contract.

5.31 On the face of it, the Tequesta contract, if it is genuine, suggests bribery

i by payments made, and to be made by CSR in relation to the award of

business on the 1064 contract, and related to the pricing thereof.

5.32 As appears from the above, the Tequesta contract records that an amount

; J of R706 770 480 had been paid for the supposed "services" rendered, and

• ] that this amount was 3.9 % of the "Contract value". Based on the actual

i1

iO
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CSR contract value of • .18.122 billion, the R706 770 480 recorded as

having been paid Is ' deed exactly 3.9 % of the contract value

770480^R18l2 320 000 = 3.9%).

,' On the face of it, the Te uesta contract suggests that the contract price

between CSR and Tram iet for the electric locomotives was inflated.

Indeed, the price/s woul - have to be significantly inflated in order to

afford to pay 21 % of the sceipts away.

On the face of it, the Fequesta contract could potentially explain

apparently curious feature :

the split of 60 % of t te electric locomotives business in favour of

CSR;

the 30 % agreed pre-p: /ment to CSR before any deliveries, compared

to the CSR bid which was for 1.6 % pre-payment (for which CSR

received maximum po its in the bid scoring process);

the size of the TE pr aiium per locomotive for CSR of R4.593m

relative to the TE prerr um per locomotive for BT of R3.304m;

the curious unsolicited discount proffered by CSR during the bid

evaluation process (ajfte bids had been submitted), and that, curiously,

the discounted price th a became the lowest bid, but by the smallest

of margins. (SeeM0thc matters" section below).
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In addition, cc isidering that CSR and CNR are related parties, the

Tequest» con'-!- -t could potentially explain apparently curious features in

relation to CNR

why CNR i; paid 18.5 % more than GE per diesel locomotive;

why, notwi istanding the CNR materially higher price, the diesel

business \va split 50/50 between CNR and GE;

why, notwi- .standing that GE had a track record with Transnet and

CNR did no , the diesel business was split 50 / 50;

the 15 % ag: ;ed pre-payment to CNR, compared to its bid which was

forl . l%pr -payment;

the curiousl. large reduction of the bid price of CNR in its BAFO.

(See the "Ot er matters" section below);

the increase n the differentia] to the GE price : at the BAFO stage,

CNR was 1 .5 % higher than GE, but the final price was 18.5 %

higher than C E.

In response to a etter from Transnet dated 8 June 2017, CRRC E-Loco

Supply (Pry) Lin ited (the local CSR representative company) advised in

a letter dated 14 . .me 2017 that

0057-0363-0001-0174
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"... We have never had any engagement and/or dealings with the

Gupta Family and/or its associates in relation to the agreement

Project 359.

We have never had any engagement in/with Mr Salim Essa, any

previous or current Transnet employee or previous or current

Transnet board member and we have never been approached by Mr

Salim Essa, any previous or current Transnet employee or previous

or current Transnet board member for external assistance with our

bidding process or negotiations which gave rise to the agreement

Project 359.

But with regard to Mr Salim Essa you mentioned in the letter, we

Mould like to give you more details as following; When we signed the

locomotive Supply Agreement with Transnet for the Project 100 and

159, there were a lot of local companies approached CSR and

liscussed the localization plan with us, including a company named
r/R Laser. In August 2015 CSR supplier evaluation team visited

/R Laser facility in Boksburg where we met with Mr Salim Essa, who

dleged that VR Laser was his company and shown high interest of

wilding a partnership with CSR for the localization. Finally we could

v > \otproceed due to some unacceptable terms and condition, especially

heir instance on sharing at least 30 % of our local content

ommitment in the Locomotive Supply Agreement because most of the

cope they were capable to supply had been subcontracted to Transnet

Engineering (TE) as per the requirements of Transnet during the

egotiation ...

7e confirm that we have no association with or have not ceded the

i iterest we hold in Project 359 to any companies mentioned in the
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recent medic allegations and have nc knowledge of any other

agreements entered into ... "

It is not clear fnm the letter from the loc d CSR company whether

assertions of no k lowledge of the Tcquesta cc itract (presumably covered

by the statement t .at it has no knowledge of "c iy other agreements ") also

applies to ths CS R group - or only the kn wledge of the local CSR

company.

On the informatan available at present, if the Tequesta contract is

genuine, there is : clear indication of bribery md corruption. However,

at present, this cai not be verified, and the rele- ant individuals (other than

the signatories t the Tequesta agreement noted above) cannot be

identified at prese .t

Notably, if one \v re to simply "follow the me iey", it should be capable

of being establish d if, and how much others were paid, which entities

were paid, to who. I the money was ultimately distributed — and who was

behind each comp ny.

The names of cert- in of the recipients of onwai i transfers from Tequesta,

and the banks invc ved, are already in the pub! c domain (and apparently

the subject of inv; stigations by the UK autiV rities). This information

could be verified a id the facts above could be iisccmed using the power

to subpoena docunents and compel evident j in South Africa (from
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inter alia Salim Essa, local banks, anc local CSR company). If the Police,

Prosecuting and Security authorities n South Africa were to use the co-

operation of their international cc nterparts, information outside of

South Africa could be obtained. Hov sver, this all requires the will to do

so.

From direct experience, it is note , that it is also possible for an

investigation in South Africa to obtai i information from foreign entities

using legal procedures in foreign juris iictions.

Explanation of increases in the Mav 2 t!4 Memorandum to the Board

As indicated above, in the May 201 Memorandum to the Board, the

amounts of each of the items reflec zd in para 2 as explained in the

difference between the R38.6 billior. and the R54.5 billion, were all

materially misstated - as were the pert jntages reflected for each factor.

As indicated above, but for the suppose 1 "Lower capital acquisition cost"

of locomotives in para 2 of the May 2i 14 Memorandum to the Board, all

of the other amounts in para 2 we -e drawn from Table 2 of that

Memorandum.

As discussed above, Table 2 in the Ma; 2014 Memorandum to the Board

provides a reconciliation between the BAFO in an amount of

R29.355 billion, and the final total cost fR54.502 billion. TheMay20I4

Memorandum to the Board includes ex,: lanations for each of the amounts

/
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increasing the R29.3 bilion to R54.5 billion - which explanations were

intended to justify each of the increases.

The explanations for he increases in Table 2 are divided into two

categories viz. "backward looking1* and "forward looking". TTie

"backward looking" fac:ors deal with the increases in the base price, and

the "forward looking" "actors deal inter alia with escalations and forex

hedging.

As regards the "backward looking" economic factors:

the "backward look ng" matters are described as "Escalation up to

signature date ffron close offender to Mar 14)" in an amount of

R2.362 billion and ' 7orex adjustment to spotrate at17'March 2014"

in an amount of R3.f 30 billion. In aggregate the "backward looking"

factors amount to Rf .4 billion;

the May 2014 Menorandum to the Board includes comments

intended to justify t! .e amounts of the "backward looking*' factors.

Many of these comrr :nts are misguided and incorrect - in particular,

erroneously applying local inflation to the full contract value instead

of only to the 50 % Ic :al element of the contract, erroneously applying

a percentage for ex< hange rate change to the lull contract value

instead of only the Si % foreign element, calculating the percentage

0057-0363-0001-0178
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change in e <change rate using Rand / Dollar rates lower than those

used in the Justness Case (thus overstating the percentage change);

notwithstan ling the above, as the overall amount attributed to the

"backward i coking" factors is not significantly different to the amount

that could r ;asonably have been anticipated from a proper analysis

and applica: on of the known economic factors, there is little purpose

in dealing w th the detail of the incorrect explanations proffered in the

May 2014 r [emorandum to the Board in relation to the "backward

looking" ec<- nomic factors.

As regards the " brward looking1* economic factors:

in the May 2 )14 Memorandum to the Board "RiskMitigation-Forex

and Escalac onn was said to explain R9.5 billion of the increase

between the 138.6 billion and R54.5 billion;

as indicated ibove, this amount was significantly overstated, as the

R38.6 billior already included R4.4 billion for forex hedging and

escalation;

in Table 2 ir the May 2014 Memorandum to the Board "Cost to fix

escalation to znd of contract* is reflected at R6.725 billion and "Cost

of hedging1 is reflected at R2.729 billion. (R6.725 billion +

R2.729 billio \ ~ R9.454 billion for escalation and forcx hedging);
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5.47.4 as regards the future escalations of R6.725 billion (16.8 i of the

B *•* FO after increasing it by backward looking eccncarJc L ;ors, TE

prs nium and batch pricing adjustment) in Table 2 in the h ay 2014

M ; norandum to the Board, the May 2014 Memorandum to f e Board

inc jdes the following of relevance in relation to escalation rf input

co; s - said to account for R6.725 billion increase (16.S z.» of the

inc :asedBAFO):3S

"52. The contractor has also built a risk premium i to their

pricing for forward looking inflation, to cate for the

unpredictable nature of the labour environme? i within

South Africa and the risk associated with TE < irrying

out this additional new scope of work. ...

56. The high level of local content (60 %) mak s local

indices more applicable to assess the ost of

escalations going forward

57. Applying the relevant proportion of each of the abour,

material and other input costs which make up the

basket of items required for the manufac are of

locomotives, would result in the net increase in the

locomotive price of 9.2 % for electrics and 6. %for

diesels increase.

58. Hence a CPI of 6% escalated for 35 month • on a

compound basis (excluding a premium for risk) •esults

11 See Table 2 in the May 2014 lemorandum to the Board.
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in a 18.54 % increase, thus the > zt 16.8 % per E in

Table 2 above is reasonable.

59. Escalations of input costs hav-. been verified by

Transnet by using publicly ova: able data and by

Regiments Capital using their r iellectual property

methodology and techniques."

[the ultimate apparent rationale in the May 2014 I femorandum to the

Board that athree-year compounded CPI of 6 % p i indicates that the

16.8% escalation factor was reasonable, wti misleading and

incorrect;

the compound three year cost escalation of 18.5- %36 referred to in

para 58 could simply not be sensibly applied to cc ts in year 1, year 2

and year 3 of the manufacturing period - the 18.54% being a

compound cumulative increase in total over three ears;

for example, if annual costs at current prices now : re R100 p.a., then,

at 6 % increase p.a., costs of roughly R106 in yea 1, Rl 12.4 in year

2 and Rl 19.1 could be expected i.e. total escalatio: cost of R6 + R6.4

+ R6.7 = R19.1, not R300x 18.54 % = R56;

moreover, the CPI factor (and indeed the other fa tors referred to in

relation to escalation of input costs) were South t frican based, and

J
" This was calculate based oo 35 months i.e. 2.92 years.
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thus, whatever percentage was consid red, that should have been

applied only to the South African eter Tit of the costs - and a far

lower inflation escalation rate applied tc he foreign clement;

the 18.54% inflation escalation factor referred to in para 58 was

misleading, and there was also no appli ition of that to restrict it to

the local element within the contract; ——

having regard to the matters above, it ap{ jars that the 16.8 % applied

to the total price was excessive;

the comment in the May 2014 Memora dum to the Board that the

contractor would build in risk premiums t T forward looking inflation

is appropriate, as the suppliers were like ' to require (and build into

their prices) a premium over the estime. id future inflationary cost

increases - in order to cover the supp ers for the risks of mis-

estimation of the future inflation costs th y would have to bear over

the contract period;

the comment in relation to cost escalation in the 2014 Memorandum

to the Board that there was a risk associat i with TE carrying out the

additional new scope of work is odd. This tplanation was being used

as a justification for a high escalation rate whereas a large premium

had already been added to the supplier pr zc for using TE. (This is

dealt with above);
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as regards the forex hedging cost of R2.729 billion (6.8 % of BAFO

after increasing it by backward looking economic factors, TE

premium and batch pricing adjustment) in Table 2 in the May 2014

Memorandum to the Board, the May 2014 Memorandum to the Board

says in relation to the forex hedging cost that the "cost to hedge this

exposure was obtained from banks by the suppliers. This was then

vetted by Transnet Treasury and Regiments Capital for reasonability.

They both found the rates and cost to be acceptable ... Consequently

the net 6.8 % per F in Table 2 above (which is R2.7 billion) is

reasonable"37;

it is necessary to take into account two fundamental issues affecting

the cost of forex hedging viz. that the period over which the hedging

was required was reduced from six years in the Business Case to three

years, and that the hedging cost only applies to the foreign element;

although the 6.8 % attributed to cost of hedging may appear within

the bounds of broad reasonability, that should only have been applied

to the foreign element Consequently 6.8 % relative to the total price

appears excessive.

37 Table 2 and para 43 and 44.
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Effect on cost of "TE Scope"

The May 2014 Memorandum to the Board attrib ited R2.6 billion of the

increase over the R38.6 billion as being attributab! 2 to "TE Scope" (which

appears in Table 2 as "original" and "additional" TE Scope).

As indicated above, this description is a misnomer and really should have

been described as a TE premium.

In December 2013 prior to the negotiation phase, certain (but not all) of

the bidders were requested to "clarify" what the impact on their price

would be, and what their price would be, if the si pplier "did not use TE

as a local subcontractor, but used an alternate s local private sector

subcontractor". The same information was also s >ught in the request for

BAFO on 4 January 2014.

In response to these requests, the OEMs ultimately selected identified

their additional price if they had to use TE instea. of a local supplier of

their own choice38.

It was thus clear that the amounts were premiums d manded by the OEMs

(i.e. increased price to be paid to the OEMs by Trai snet) if the OEMs had

to use TB as their local subcontractor, insteid of another local

I
I
I

n
31 The relevant suppliers identified the amounts a s : R1.905m per loco (BT); R3.480: i per loco (CSR); RI.046ra
per loco (GE). No "clarification" was provided by CNR as it advised tiat it had inc]. Jed TE as subcontractor in
its bid price and could not readily obtain alternative quotes.
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subcontractor of their own choice. These amounts are thus clearly

indicated as being for higher costs to be incurred by the OEMs from using

TE, which the OEMs would not have incurred had they used other local

suppliers.

The sheer size of the premiums should have been the cause for much

investigation and consternation, as it points to a very large difference in -

price between what TE would charge compared to what other local

subcontractors would charge.

From a financial perspective, insisting that the OEMs contract with TE on

such a basis would appear to be anti-competitive (particularly having

regard to the large premiums), but that is ultimately a legal matter.

From a financial perspective, in the absence of malfeasance in the amount

attributed to this factor (i.e. fraudulent inflation of the amounts), the

premium would encourage gross inefficiency at TE.

Compelling the OEMs to use TE as the subcontractor also carried with it

significant delivery risk for the whole project, as it then created a situation

for a ready excuse for non or late delivery by the OEMs, who could

attribute non or late delivery to inadequate performance by TE. If TE was

not the local subcontractor, this would not be of any relevance to Transnet

The agreed increase in the price payable to the OEMs for them to use TE

as the local supplier made nonsense of the localisation premium, which

0057-0363-0001-0185
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was supposed to be approximately 2 % as per the approve i Business Case

(see above).

Based on the contracts actually concluded between the C iMs and TE (as

subcontractor for part of the work), the aggregate subcc rtracted amount

to TE is R7.3 billion (CSR R3.045 billion + GE R1.33 billion + CNR

R2.219bUUon + BTR0.757billion==TotaIR7.3 billion)

The premium (i.e. the increase in the price payable to he OEMs as a

consequence of using TE) of R2.8 billion39 (see above) •, at least 38 %*

of the subcontract prices - which is simply remarkable, er supplier, the

TE premium as a percentage of the subcontract amount i 105 % for BT,

54 % for CSR and 26 % for GE. (*This excludes any ' E premium for

CNR, as that was not separately identified - thus the 3 8 °/ i 3 understated).

According to Mr Pita (the current Group Chief Financi. 1 Officer), who

was involved in the negotiations between the OEMs nd TE for the

subcontracted work, every effort was made to reduce the rE prices to be

as competitive as possible - even to offer prices which v Duld simply be

at a break-even level for TE.

If that is so, either TE is grossly inefficient in terms of ;ost and/or the

OEMs exploited the situation by obtaining additional a. tounts with an

39 R2.6 billion + R200m for GE apparently erroneously omitted from the TE Scope caption - ;ee above.
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excuse that these were attributable to TE's invo ement and/or there was

a dishonest inflation of the amount - simp'y 'sS. I g the prices.

In light of Mr Pita's assertions, he was requested 3 comment upon the TE

premium demanded by the suppliers, as identi 'ei by the suppliers in

response to the question as to the effect on their .rice if they did not use

TE as a local subcontractor, but instead used an iltemative local private

sector subcontractor. To date hereof, no reply -.33 been received from

Mr Pita.

Remarkably, no papers have been provided refl-: .ting any detailed work

or analysis performed by Transnet to establi h why the premiums

demanded by the suppliers to use TE instead of o .e: local subcontractors

would be so large i.e. why the OEMs considers there would be such a

large difference between the price that TE wov i charge to the OEMs

versus the price that another local supplier would h arge to the OEMs for

the same work?

According to Mr Gama, the amount payable for T ; Scope was considered

to be simply an out-and-in, i.e. that.the money wo 'd flow out of Transnet

to the OEMs, but flow back into Transnet via TE.

This would only be the case if the premium is eqi ll to a profit which TE

will make on the subcontracted work.
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We were advised that there were twD entirely separate Transnet

negotiating teams with the OEMs : one t am negotiating re the price of

locomotives, and a separate team negotiating for subcontracting work to

be performed for the OEMs.

It appears clear from the information provided regarding TE*s pricing for

the subcontracts that TE will may simply break-even or make very small

profits on the subcontracts with the suppliers. However, to recover the

TE premiums, the TE subcontracting work would have to be super-

profitable. To recover the TE premium, the profit on the subcontracted

work would have to be 105 % on the BT subcontract, 54 % on the CSR

subcontract and 26 % on the GE subcontra;L

As the subcontracts will apparently not generate profits remotely in this

range, the TE premium was not simply an out-and-in for Transnet — and

is significantly prejudicial to Transnet

The Business Case did not include any premium for the suppliers using

TE as subcontractor. Thus leaving aside the quantum, the TE premium of

R2.6 billion (really R2.8 billion+) is a necessary reconciling item

explaining the increase over the R38.6 billion.

Relocation cost

The May 2014 Memorandum to the Board identified under the topic of

Contingencies that Transnet decided that two of the OEMs would be
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relocated from Koedoespoort to Durban and that these costs had not yet

been quantified but "this cost is included in the additional 10%" i.e.

included in the contingency factor of R4.9 billion40.

It was agreed through negotiation between Transnet and CNR, and

between Transnet and BT, that a total amount of approximately

R1.2 billion would be paid to the OEMs for the relocation.

In a letter dated 23 July 2015 from MrGama (then acting Group Chief

Executive) to the CNR local entity (CNR Rolling Stock South Africa (Pty)

Limited) it was confirmed that there would be a "variation order'* for an

amount of R647.181m, and that 50 % (R323.590m) would be payable

within 14 days and the balance would be payable over 24 equal

instalments.

On the same day, a similar "variation order" letter was sent to BT

regarding the relocation, for an amount of R618.457m, however, that

recorded that 18 % of that amount would be invoiced by BT following

upon the variation of order. The balance would be paid to BT over the

period of locomotive supply.

;

J Such a vast cost for relocation should have been the subject of detailed

J investigation and verification and consideration by Transnet

Para 73 to 75.
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Remarkably, it appears that no independent verification or investigation

of the costs was undertaken by Transnet.

The relocation carried with it significant delivery risk for the 1064 proj ect,

as it created a ready excuse for non or late delivery by the affected OEMs.

^The absence of:

any verification work in relation to such a vast sum of money;

a cogent reason for the 50 % advance payment to CNR of about

R324m (compared to 18 % for BT);

any investigation and consideration as to alternatives to avoid

spending such a vast amount of money; and

consideration of the risk of putting locomotive deliveries at risk,

are all peculiar features - and appear inexplicable.

Various queries on the relocation costs for both CNR and BT were raised

by TFR Finance in emails sent to Lindiwe Mdletshe at TFR and copied to

Messrs Singh, Pita, Jiyane and Ndiphiwe Silinga. It appears that the

queries were not answered, and none of the recipients of the emails took

i any action in regard thereto.

The auditors to the local CNR entity issued a report on 12 June 2017 to

the Independent Regulatory Board for Auditors (a statutory body) and to

0057-0363-0001-0190
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5.81

the company that the auditors believed that a reportable irre jularity as

defined in the Auditing Profession Act had taken placs.

In summary, a reportable irregularity is defined in the Auditing Profession

Act as an unlawful act or omission committed by management that

inter alia has caused (or is likely to cause) material financial los to certain

categories of persons, or is fraudulent, or amounts to theft41.

The auditor's reportable irregularity report provided the following

particulars of the reportable irregularity:

"L i According to information that we have received th proposal

by CNR Rolling Stock South Africa (Pty) Limited t Transnet

SOC Limited ("Transnet") for the "Analysis ofco:' increase

for locomotive delivery and locomotive factory he. tionfrom

Pretoria, Gauteng to Durban, KwaZulu-Natal ir terms of

Manufacturing Facility Relocation for Clas 45 D

Locomotives Supply Project" significantly misrepre ented the

cost to Transnet. Transnet issued a variation jrder on

23 July 2015 accepting the proposal.

2. CNR entered into a Business Development Services

Agreement with Business Expansion Structured Products

(Pty) Limited ... on 25 April 2015 relating to the vroposal

mentioned in L above and made payments to B, X which

appear to lack sound commercial substance andpu. oose."

41 See section 1 of the Auditing Profession Act

0057-0363-0001-0191
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n

5.S2 The Auditing Profession Act requires that within 3C days after the first

i, J report, representations (if any) be obtained frc.T. e directors of the

company and a second report be sent by the auditor tc he IRBA to advise

the IRBA of the status of the reportable irregular^' reported42. This

second report has not been seen.

5.83 In a letter dated 4 September 2017 (approximately 3 rr jnths afterthe date

] of the reportable irregularity letter) attorneys for CHI responded to the

CNR auditors. In the attorney's letter, explanation from CNR were

' ] proffered, inter alia that:

"BEX offered to assist our client (CNR) in p.. ting together the

required proposal and a cost breakdown v tick would meet

Transnet's requirements. Our client was of the vie > that if BEX could

provide the skill and expertise required to put a sa sfactory proposal

together for Transnet, our client was prepared to t igage with them.

... as our clientwas unable to provide a proposal it the form required

by Transnet, it required BEX's services in order tc be able to do so.

... BEX then analysed the project ... and confirm d with our client

that the estimated breakeven cost of the Project we tld be R580m ...
: J
| As our client needed BEX's services in order to pr tperly respond to

' Transnet's request for proposal, our client agre d a risk-sharing

I arrangement with BEX... that inter alia:

f n Seesecti I 45(3X0 of the Auditing Profession Act

0057-0363-0001-0192
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(a) BEX would assisl our client in negc dating the "best possible

price" with Transnet...

(b) BEX would be entitled to an "agency commission " equal to the

difference between the price cwart'ed by Transnet and the

project benchmark cost; ...

... BEX issued an invoice for its "fee" to O.T client."

The following of relevance emerges from 'Orrcspondence from the

minority shareholders in CNR Rolling Stock Sc uth Africa (Pty) Limited:

in June 2016, the minority shareholders wrote to the company

regarding the appointment of Business Expc ision Structured Products

(Pty) Limited by the company;

their letter says that m April 2015, a dnft BEX Agreement was

received from the company which provided for an "Agency

commission" for BEX equivalent to the difference between the price

awarded to the company by TFR (for the rel ̂ cation) and a benchmark

of R280 million, providing an example that if the price awarded was

R650 million, BEX would be entitled to ai agency commission of

R370 million;

the letter says that a partially signed rouid robin resolution was

circulated "in order to enter into the Agency A %reement in relation to

the relocation of the manufacturing facility .. ";

0057-0363-0001-0193
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the letter says that BEX is an exempted micro enterprise and had not

traded before 30 April 2015, and its sole director was Vark Shaw,

appointed 15 April 2015;

the letter records that BEX subsequently proceeded to represent the

company in discussions with Transnet, and the company ultimately

concluded an agreement with Transnet so that the company would

receive an amount close to the R650 million referred to shove (the

actual about being R647 181 454);

the letter says that based on an invoice from BEX, the benchmark was

"somehow increased from R280 million recorded in the signed

Business Service Agreement dated 23 April 2015 to an cmount of

R580 million, although this was never presented to the Board. ...

Consequently BEX earned a fee ofR57181 494, excluding VAT".

The overall circumstances suggest the inflation of the price aad a payoff

to (or via) BEX.

As recorded above in relation to the Tequesta contract, the agreement

between CNR Rolling Stock South Africa (Pty) Limited and BEX has the

same format and style and layout as the Tequesta contract dealt with above

- and the cover pages appear identical (just different names inserted).

This investigation does not include the power to subpoena and compel

evidence. Such powers would enable the detection of the above by simply

0057-0363-0001-0194
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following-the-money i South AJfrica to establish exictly which entities

were paid, how much /as paid and who is behind eac i company - and to

whom the money was ultimately distributed. With tie power to compel

evidence in SA this could be discerned, and coild also readily be

ascertained by the P lice and Prosecuting Author ties. However, it

I requires the will to do -o.

In a meeting with Sek la Xabiso (who perform part >f the internal audit

for Transnet, on an c tsourced basis) it emerged it it an internal audit

report had been prepar :d in 2017 in relation to the re ocation agreements

(concluded in 2015). a d had been presented to Trans let management for

comment The intern?! auditors would not provide t, e report to us until

management had resp inded thereto, notwithstandin; an invitation that

this be provided on the basis that it was provisional p-: nding management

comments.

Shortening of delivery jeriod

A fundamental part of • le Business Case was the peric i over which it was

projected that the loco: otives would be delivered and said for, which was

six-years. Thisaffecte . many matters fundamentally, Deluding inter alia

the calculations of net r resent value and the supplier p icing (and the need

for using additional sû  pliers i.e. splitting of the busir JSS).
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There is a notable dearth of documents reflecting any detailed assessment

by Transnet jf the shortening of the delivery period and all the

consequences hereof3.

In the April 2014 Memorandum re Regiments Capital, Anoj Singh

requested approval from Brian Molefe inter alia for a change in the

remuneration model for Regiments Capital as the transaction advisor in

relation to the 1064 locomotive transaction. (This is dealt with in the

"Other matters'1 section below).

The April 2014 Memorandum re Regiments Capital says in regard to

"Value created" by Regiments Capital in the 1064 transaction inter alia

that:

"16. As a result of the work done by Regiments the delivery

scf edule was accelerated thereby ensuring that the

locomotives arrive earlier, resulting in savings in future

infation related escalation costs and savings in foreign

ext hange hedging costs of approximately R20 billion (before

break costs). The overall cost of the transaction reduced from

-RCB billion to R50 billion,"

(Own undc rlining)

4J The only documents seen are the Mardi 2014 Regiments presentation re accelerated delivery, and a TFR paper
on "aggressive delivery".
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5.93 Thi comment above followed immediately after tables effecting the

' suf posed saving on a "Per loco" basis - which exaccrbuie j h& criticisms

•I below. If the "Per loco" amounts are multiplied by tf s number of

1 locomotives, the supposed saving is R4billion (a rir cry from

\ R23 billion). See below.

5.94 It i$ apparent that the (supposed) savings from acceleration )f R20 billion

t was based on the March 2014 Regiments presentation r; accelerated

. deivery.

5.95 Ths March 2014 Regiments presentation re accelerated de ivery reflects

ca'culations which show the supposed escalation and for x cost on the

original locomotive delivery schedule versus the accele ated delivery

schedule, and the purported savings from the acceleration.

5.96 Ths total (supposed) savings reflected in the March 20 .4 Regiments

presentation re accelerated delivery exceeds Rl 8.7 billion. It appears that

th;.3 document is the source of the "approximately R20 billi n" referred to

in the April 2014 Memorandum re Regiments Capital.

5.97 It ;s also apparent that the amount of R68 billion referred to is the "overall

cost" in the extract from the April 2014 Memorandum re Regiments

0057-0363-0001-0197
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Capital above was also sourced from the March 2014 Regiments

presentation re acce. irated delivery44.

It would not be an c /erstatement to describe the Regiments calculations

as absurd, obviously wrong and grossly misleading:

in deriving the SL pposed vast saving of approximately R20 billion, the

amounts compar :d were the escalation and forex costs based on 465

diesel locomotr ;s and 599 electric locomotives per the original

delivery schedul i - but in each case this cost was compared to the

"Accelerated dt.ivery schedule" cost on a smaller number of

locomotives;

thus for the ele trie locomotives, the supposed total cost for the

Original deliver; schedule for 592 locomotives is compared to the

Accelerated del: /ery schedule for CSR 252 locomotives and a

supposed saving if R5.806 billion derived. Similarly, in a calculation

for the Bombarlier contract, the Original delivery schedule is

calculated based n £99 locomotives and the escalation and forex cost

is then compare,; to Bombardier for 240 locomotives, in order to

derive a suppose^ saving of R8.382 billion;

44 The aggreg :e total cost derived from ihe 4arch 2014 Regiments presentation re accelerated delivery is
R67.4 billion: am the "Original delivery" Tot 1 cost reflected for each of the suppliers and applying the 60 / 40
and the 50 / 50 slit between the relevant suppli ra.
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; .98.3 the result of the absurd comparison vas to grossly overstate the

s^ . osed savings from acceleration.

5.99 J In any ivent, the sheer size of the suppc ;ed saving of approximately

R20 bil on should have been considered .s manifestly unrealistic and

absurd i \ relation to the transaction value.

5 100 Notabl} Regiments Capital hold them? lves out to be, and were

appoint: d as, financial experts.

5 101 Leaving aside the absurd quantum of tl s supposed saving, from a

financfe perspective it is obvious that t e shortening of the period

requirin ; payment over years 1 to 3 instea I of over years 1 to 6 would

result in i negative net present value, notwit standing avoiding escalation

and hed.. ing costs in years 4,5 and 6.

5 102 The fon c hedging costs and escalations sâ  ngs (which are a percentage

of the be e price involved) would be in yearr 4,5 and 6, whereas the same

entire b; ;e price payable to the suppliers (c :tuallv more) would then be

compres ed to be paid in years 1, 2 and 3 ix rtead of spread over 6 years.

The effe t on the net present value is manii st - realistically, it can only

be adver e. The saving in nominal terms i t years 4, 5 and 6 would be

eliminat: i entirely when measured in ree terms with the far larger

negative iffect of accelerated payments.

0057-0363-0001-0199
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( rf 5.103 If deliveries are acceler ited to occur over 3 years instead of over 6 years

| 'tf t s (to avoid forex. hedgin and escalation costs in years 4, 5 and 6), it is

• 3n r^ risible to ignore the fac that obviously payments in years 1 to 3 have to

J "v increase significantly (a id have to be xmdt years earlier than these would

na vt} have been) - and that wi 1 have naturally a major adverse net present value

I P se effect at the TFR discou .t rate (or indeed at any reasonable discount rate).

» -" "

1 5.104 Exacerbating the peculu -ity of the above was the conclusion that, not only

1 cti ^)

would there be a savin by shortening the delivery (and obviously the

I l t a" payment) period from s: c years to three years, but that the saving was so

_ aD • vast that it would excee '. the higher price demanded by the supplier as a

> consequence of the sho tening of the period (linked with the necessary

I introduction of furthers- ppliers).
ti n r r

I e£ 5.105 Whatever escalation p rcentages might have been assumed for the

. exercise (i.e. a rate for >outh Africa inflation rate applied to the local

, ") element and a foreign i: lation rate applied to the foreign element), and

I whatever reasonable cos of forward cover was used for the calculation,
e; ci

the benefit of the costs a- oided in years 4,5 and 6 from shortening of the

period will be overwheir ed by the effect of making far bigger payments
I far earlier - when assess d in net present value terms, which is essential

J> id
in any sensible assessme L

0057-0363-0001-0200
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How (and why) Regiments Capital, appointed as expert financial

consultants, couk1 have missed these obvious issues and asserted a

position which w:-; so manifestly wrong and peculiar is rather unclear.

This is difficult to scribe to an innocent mistake. It is also rather unclear

how and why Regi lents Capital failed to consider and highlight the effect

on net present valu:. It is evident that Regiments Capital was alive to the

importance and re evance of net present value as, in presentations for

other aspects, this ' 'as considered, calculated and presented.

Even at a layman 1: vel, the conclusion was peculiar, and the amounts not

believable.

At the sophistical on of the Chief Financial Officer and the Chief

Executive, it is rat1 er difficult to discern how the above matters could

have been legitimat ;ly asserted or accepted.

It is unknown whetl ;r there is a link between a curious additional payment

made to Regiments Capital on the 1064 transaction (dealt with below),

and the peculiar ad ice from Regiments Capital given in relation to the

shortening of the elivery period. The additional payment made to

Regiments Capital i dealt with in the "Other matters" section below.

Not only did the she tening of the period lead to an increase in the actual

price to be paid to th: supplier, and not only did that additional price have

to be paid over the period of three years instead of six years, but in

i0057-0363-0001-0201
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addition the shortening also led to a demand by the suppliers for f r larger

advance jayments.

The lar er advance payment was referred to in the M y2014

Memora. dum to the Board at paragraphs 86 and 87 as being an mount

of R4.8^ I billion*. That would obviously have a significant r ;gative

effect or the net present value - and obviously also place strair on the

general c sh flows. (*As indicated above, the total pre-payment before

deliverie was in fact Rl 1.2 billion).

The strai on cash flows of Transnet, and the shift of risk to Tra: snet in

making s ch vast pre-payments are manifest.

/' Fortuitou ly, none of the suppliers supplied on the contractual da: s, and

are years >ehmd schedule. If the suppliers had provided the loco: otives

as per the contract, then Transnet would have had faced a major cas i crisis

- it woul simply not have been able to pay the tens of billions c "Rand

that woul have been required in each year.

The April 2014 Memorandum re Regiments Capital includes tables eflect

what is s: d to be the "Summary of Impact of reducing Batch Si 2" for

each of G •; CNR, BT and CSR.

The "Sur mary" reflects the savings on escalation and hedg ng -

comparing "original delivery schedule*1 with "revised delivery scru lule".

0057-0363-0001-0202
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n
11 5.116 As dealt with above, the "Summary" reflects the saving! etc. on a "Per

* J oco" basis, and does not quantify the total effect in tr.; table - which

--J -equires simply multiplying the" Per loco" amounts by the number of

ocomotives. This appears to have been expedient, as i the "Per loco"

avings are multiplied by the number of locomotives for e ch supplier, the

otal saving is R4.084 billion - which obviously makes onsense of the

- ' upposed R20 billion saving referred to elsewhere in he April 2014
< (

j (^_) Memorandum re Regiments Capital (see above).

n

' 5.117 The R4.08 billion saving on future escalations and hed: ing costs from

, I ;hortening is referred to in the May 2014 Memoranda v to the Board

r •-, { rigned by both Mr Singh and Mr Molefe), but no mention is made of the
i i

5 opposed R20 billion saving referred to in the April 201* Memorandum

; j r ? Regiments Capital.

• 1
, I 5 olitting of the orders5.118 / s indicated above, a decision was made to split the busine s between two

] s :ppliers for the diesel locomotives and two suppliers >r the electric

I
• ' 1< comotives. A shortening of the period would also neces itate this.

i
5.119 Although some of the reasons advanced for the split \v;re manifestly

- J n insensical (and in fact militated against the introductio: of more than

• j o:e supplier), certain of the reasons did have commerc al merit - in

- , p. rticular not being exposed to a single supplier.

i0057-0363-0001-0203
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1 ' 5.120 The decision to split the business (which is linked to shortening ti 3

: J delivery period) was identified in the May 2< 14 Memorandum to tr ;

• I Board as having a cost of R2.754 billion - bei: g an increase in price t /

i
i
i
i
i
i
i
i
i
i
i
i
i
• p • J economic matters affecting price - which were >. ifferent to those used ir

i
i
i
i
i
i
i

"i the suppliers, having to recover their cap: al outlay over small:r

I quantities.

I
\ - 5.121 As dealt with above in the section relating to the May 2014 Memoranduri

*] to the Board, the actual cost of splitting vastly ixceeded R2.754 billio:.

But for the splitting, the overall cost would hav been R5.1 billion low-: •

* than the actual cost

Summary- Reasons for increase

5.122 The reasons for the increase in the estimated t. tal cost of R38.6 billio

have been explained above.

5.123 An increase over the R38.6 billion was to be ex scted considering that i

•) ("\ was an estimate, and that there had been a ch mge in certain relevar.

deriving the R38.6 billion estimate. However, the size of the actua

' | increase is above what can be assessed as reason bly attributable to thesr

factors.
1

5.124 To the extent possible, there has also been i consideration of the

' ' allegations made in the media reports of inflated : rices and corruption via

• J an accelerated delivery schedule.

!
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There are certain indicators of potential corruption and malfeasance, but

at present, without investigative powers, this cannot be verified and the

relevant individuals cannot be identified (other than as signatories to the

documents). With the powers in a Commission of enquiry and/or the

powers available to the Police and Prosecuting authorities, and following-

the-money» the facts could be determined in this regard. Proper asset and

lifestyle audits of the relevant parties would also be productive in relation

to the above.

Although changes in economic factors can explain some of the increases

over the R38.6 billion (and over the BAPO), the extent of the increases,

particularly in relation to escalations, appears excessive.

The explanations provided in the May 2014 Memorandum to the Board to

attempt to justify the increases in relation to these matters were

misleading, and in general not credible or reasonable. It appears that the

explanations were thought of ex post facto and intended to convince the

Board that the increases were justifiable.

The increase attributed to *TE Scope" is peculiar. The description was not

candid and the increase appears nonsensical.

The accelerated delivery caused an increases in price of some billions. The

drastic shortening of the delivery period (acceleration), was curious

having regard inter alia to the absence of detailed work and consultations,

0057-0363-0001-0205
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I 1' -JO
•

™ • * the half-truth regar ing a saving from shortening, the absurd supposed

R20 billicn raving rom shortening (based on an obviously nonsensical

. , computation), the 1: ;k of consideration of the profound effect on actual

* r* cash flows require to fund the R54.5 billion in five years and the

I 11 inevitable negative; ;t present value effect

M \ 'i . 5.130 The accelerated deli'ery can be linked to splitting, as more suppliers were

needed to accelerate delivery of 1064 locomotives to be received over a

three-year period h jtead of over a six-year period. Curious features

fl • J include inter alia th: percentage split between suppliers.

• ' ' 5,131 The true cost of split ing was materially understated and no evaluation of

! ) the financial conseqv mces of the splitting appear to have been undertaken

,-"i at the time -remark: ?le, considering the vast sums involved.

I ') 6. Other matters

• (~~) 6.1 During the course of he investigation certain important matters emerged,

' ] which I am duty bou: i to cover in this report.

6.2 As indicated in the Reasons for increase" section above, Regiments

I • } Capital appear to hav played a central role in the supposed justification

I : \ for the acceleration i.e shortening the period from six years to three years.

i
i {
i
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TRANSNET-REF-BUNDLE-00262



I
I Transnet re 1064 Locos Page 90

' \ Report

I n
1J 6.3 Financial ar. i business consultants McKinsey and Co. had been appointee

I n
-'' by Trar.sne to render expert financial services in relation to the 106-

_ ;' ] transaction.

n
• J 6.4 In a "Reviss 1 scope" document from 31 January 2014, McKinsey was tc

* • ] provide rurtl er assistance in relation to the 1064 transaction at a fee for t

I f j

.\ - - - - - - four week project of Rl 0.23 m.
I ) - lO ^ *n a t t M e m c r a n^u m of withdrawal" dated 4February2014 McKinse>

'*', advised that : was withdrawing from the assignment on the basis that they

I
• were not "ab! 3 to add significant value", and a fee of Rl .65m was rendered

M " to Transnet I: is not clear what new facts came to light within a week that

; J led to their withdrawal and whether the explanation given for the

I ; ] withdrawal u complete and accurate. McKinsey were not agreeable to an

• r , interview wi' i the relevant personnel which was requested inter alia to
obtain infonr ation re their exact role in the Business Case and to discuss

I ' j „
f () their sudden • /ithdrawal from the 1064 assignment.

if'
• I 6.6 As indicated lbove, the April 2014 Memorandum re Regiments Capital

• k ! includes a sec ion "Value created by Transaction advisor" (i.e. Regiments

J Capital) whiv ti lists what is said to be benefits attributable to work

: \ performed by Regiments Capital, the largest of which is said to be:

i
i
i
i
i0057-0363-0001-0207
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4s a result of the work done by Regiments the delivery schedule was

. xeierated ... resulting in savings in future inflation related

t valation costs and savings in foreign exchange hedging costs of

t iproximately R20 billion (before break costs) ...M

6.7 As e plained in the "Reasons for increase" section above, the R20 billion

supp sed saving was bogus. Moreover, the (significantly smaller) actual

savir ; from shortening was a half-truth, as the negative effect in net

prese it value terms was, rather curiously, not referred to at all - and means

that i . reality there was no saving from shortening.

6.8 As c alt with above, in the April 2014 Memorandum re Regiments

Capi J, Anoj Singh requested approval from Brian Molefe for a change

in th remuneration model for Regiments Capital, the motivation for

whic: included the following:

"16. As a result of the work done by Regiments the delivery

schedule was accelerated... resulting in savings ... of

approximately R20 billion ... The overall cost of the

transaction reduced from ~R68 billion to RSQ billion.

17, In addition, Transnet through Regiments efforts

achieved a total savings of approximately R2,8 billion

for the performance based foreign exchange and

guarantee bond

18. Regiments also achieved direct benefit to Transnet of

R219m and indirect savings of over R500m. ...

0057-0363-0001-0208
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6.9

6.10

6.11

2/. The Regiments operating model fc such engagements

is usually based a (sic) risk $h?-n+- - morfe/ success fee

(25 % of value created / saved).

22. In this case, Regiments was transfe red a mandate and

remuneration model already accep ed by McKinsey.

23. Regiments initial indications wer i that they would

have preferred to be engaged on i model consistent

with para 21 above.

24. This initial request was rejected lowever based on

the significant value created/ sav d as well as risks

mitigated as noted above, a reqi zst to amend the

remuneration model was submitted

25. Consequently an additional fee of R78.4m excluding

VAT is recommended to Regim nts, representing

0.042 % of the total savings."

Tlie recommendation was approved by Mr Molefe on * 7 April 2014.

The situation is rather peculiar inter alia as it seems tha, notwithstanding

an agreed contractual relationship, it was supposedly c Den to Regiments

Capital to request (and be paid) further significant amo nts.

Notably, in an (unsigned) memorandum dated 23 A; ril 2014 to Anoj

Singh reflected as having been compiled by Edv ard Thomas and

approved by Garry Pita (then the Group Chief Supply ^hain Officer), it

was recorded that:

J

0057-0363-0001-0209

TRANSNET-REF-BUNDLE-00265



I
I
I
I
1
1
1

1
1
1
1
1

;/
n
il
» J

! ' '

M

! t

/
1 i

J

'I
Vo

I
I
I
I
I
I
I
I

Transnet re 1064 Locos Page 93
Report

1 "... notwithstanding the GCE's (Group Chief Executive) approval,
r- i

; j we do not agree to the implementation of the change in the

remuneration model as the service provider has been sufficiently

remuneration (sic) for the services provided as per the agreement"

6.12 On the face of it, approval to pay Regiments another R78.4m was rather

peculiar. It is difficult to understand how this could have been in the

interests of Transnet and justifiable on a proper basis.

6.13 For completeness, it is noted that in the April 2014 Memorandum re

Regiments Capital, the supposed savings/benefits identified and attributed

to work done by Regiments Capital are remarkably vague, and do not

appear to be credible. Indeed, by far the largest of the supposed savings

is the bogus R20 billion dealt with above. Even leaving aside the fact that

the R20 billion amount is artificial, in reality there was no saving at all of

any amount from the acceleration. In real terms, the acceleration had a

negative effect on Transnet, directly contrary to the statement in the

April 2014 Memorandum re Regiments Capital that "as a result of the

work done by Regiments the delivery schedule was accelerated ...

\ ] resulting in savings ... of approximately R20 billion".

1 ' 6.14 As dealt with above it is rather unclear how (and why) Regiments Capital,

-' 1 appointed as expert financial consultants, could have presented the

; \ manifestly wrong and peculiar R20 billion as a saving. It is difficult to
; ,;

ascribe this to an innocent mistake.

0057-0363-0001-0210
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I 6.15 It is unknown whether t lere is any link between the peculiar payment to

' ' Regiments of R73.-Im (. nd its further lucrative work from Transnet) and

/"] their central role which - /as used to justify the shortening.

' } 6.16 It is noted that in the Ap il 2014 Memorandum re Regiments:

6.16.1 the comment in para 22 does not provide the full picture. Inparticular,

no mention is made . f the fact that when the mandate was transferred

from McKinsey to R. giments Capital, Regiments Capital secured fees

11 of R15m45;

I" \ 6.16.2 the percentage of sup posed savings of 0.042 % in para 25 is incorrect

On the bogus saving of RI8 billion referred to in para 16, the fee of
'• 1

< i R78.4m would be approximately 0.42 % (not 0.042 % ) .

1 ' 6.17 Notwithstanding Mr Pita 's objection to the R78m additional payment to

j be made to Regiments Capital, in May 2015 M r Pita (with Mr Singh)

// j addressed a memorandum to MrGarna as the then acting Group Chief

| Executive to obtain apprc val for fees of R166m payable to Regiments for

some other work which v. as said to be necessary.

6.18 As indicated above, this : westigation does not carry with it the power of

subpoena or the power tc compel evidence. It would be appropriate to

interrogate the relevant R ;giments personnel and to access and examine

I ** R6m for an increase in the McKinsey contract vah. % plus R9ra for other work re-scoped.

1

1

0057-0363-0001-0211
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1 its accounting book and records and bank statements in order to discern

Transnet As noted above, the Police and Prosecuting authorities could

I ' ' exactly whn! has b ;ome of the amounts paid to Regiments Capital by

i
i

r , readily obtain the in ormation.

The process for the • squisition
J

• ; i 6.19 The process for the c iquisition of the 1064 locomotives involved a formal

I \ I (~*) tender process, folio ved by an evaluation and comparison of the tenders

H received. Thereafter Transnet requested some (but not all) of the bidders

I to provide their best ind final offer. Thereafter, the final selection of the

M E -J suppliers was made nd negotiations were entered into with the suppliers

\ 1 for the final contract

i •;
: ,' 6.20 A negotiation phase vould be expected as necessary and practical to tie

/ ) up the exact details r r the deals to be done with the suppliers, including

|
r I a potential fine-tunin ; of prices,

•to
I

-^J , I 6.21 However, in this tra isaction, there was a vast difference between the

- i BAFO of approxim tely R29.3 billion and the finally agreed prices

I ' !
r J totalling approxima sly R49.5 billion. (The difference between

— l R49.5 billion and R5^ .5 billion is the contingency of R4.9 billion).

I S'I
6.22 In total, the finally c ntracted price was some R20.2 billion higher than

• * ^ the BAFO, and the er ire increase of 69 % over BAFO was simply from

I • | negotiations-for eac: separate factor increasing the BAFO (as dealt with

i i
i v
i0057-0363-0001-0212
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i

6.23

6.24

6.24.1

6.24.2

6.24.3

above). By supplier, the negotiated increase over the BAFO was 87 % for

BT, 75 % for CSR, 57 % for CNR and 49 % for GE.

The amount of the final price which was dependent upon negotiations

appears to be significantly disproportionate, and appear to materially

undermine (if not negate entirely) the purpose of a tender process - and

also created an environment which was far more susceptible to price

manipulation.

Other aspects of the process which also warrant comment are the

following:

certain of the OEMs did not comply with the tender requirements - in

particular in relation to maintenance (a material and important

feature);

the manner in which this was dealt with was to simply deduct the

maintenance in order to get a rump of the bid for comparison.

However, this could naturally create the potential for prejudice, as

OEMs may have weighted their profit differently between basic

construction and maintenance.;

the BAFO process was not made open to all of the bidders and thus

may have undermined the tender process.

0057-0363-0001-0213
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ff R bid variations

6.25 ws dealt with above, Yansnet requested certain of the bidders to provide

; clarification" regardi ig their price if the supplier did not use TE as a local

s ibcontractor, but i. stead used an alternative local private sector

s abcontractor.

6.26 11 response to this req est, CSR indicated the TE premiim recorded what

i s price would be if it id not use TE as the local subcontractor. The price

irdicates it was R28." 90m per locomotive, which was R2.010m lower

t: an CSR's original bi 1 price46.

6.27 Tie report of the Tr nsnet Cross Financial Evaluation Team (which

e- aluated the bids) re ords that it was decided to obtain clarity on this

a: pect from CSR and £ at in a telephonic discussion, CSR advised that the

d! Terence related to a Discount" offered on the original price that CSR

h; d included in its bidJ .

6.28 Tt e effect of this "Disc >unt" was that the CSR bid price .hen became the

ch :apest of all the bidd rs - as the discounted price was n arginally below

th price offered by BT -less thanhalfapercent lower48.

*• See page 12 of the C oss Financial Evaluation Team report dated 6 December 2013 re electric locomotives
("the CFET electric locc report").
" CFET electric loco re ortpagel2.
'* CFET electric loco re ortpage40.

0057-0363-0001-0214
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6.29 The introducti nofa "Discount" after h ving made a bid, and the fact that

• ^ e discounts:' price now became the I st price of all bidders - but was

_ f] only marginal.y under what had prev lusly been the best price from

bidders - is ra ler curious. It is difncu ; to understand what could have

I j

• I led to that un olicited discount and s ggests the possibility of inside

_ ' [ information. I is difficult not to be su: >icious that the discounted price

• ' then became t e best price, but was c.ly fractionally below what had

I ,~" ' lv_) previously bee:, the best price from bide rs.
I ' J CNR bid

ft ' ' 6.30 The Cross Fin?, icial Evaluation Team re jort evaluated the CNR price as

the highest oft e four bidders49.

i
,' 6.31 Notwithstandir.; this, CNR still receive i the second highest number of

r J points in the ev Uuation, because, other : lan GE (the lowest price), none

m i ] of the other thr e bidders received any. p jints in relation to price50. The

. | ^ three other bide jrs were attributed zero oints for price because none of

these bidders w re within 13 % of the GI bid51.

that was based Dn its bid requiring on! a 1.1 % deposit of the price.

I J

• : | 6.32 In the evaluatio -., CNR scored the full K points for payment terms52, but

i
I ;J " CFETreportdatedlODecember2013 -e diescl locomotives ("the CF T diesel loco report") page 37.

50 CFET diesel loco report page 27.

|

f j SI Working papers to CFET diesellocor port.

J " CFET diesel loco report page 27.

I '•}

I
I0057-0363-0001-0215
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- '* However, notably, the ultima : contract with CNR was done on the basis

' 1 of a 10 % down payment an^ a further 5 % before any deliveries i.e. an

t ] advance payment of 15 %.

: I 6.33 In response to the 4 January Z )14 letter from Transnet requesting a best

| and final offer, CNR responde and reduced its base price by a remarkable

,' I 31 % from R39.735m per locc uotive to R27.360m per locomotive.""

• [ (^) 6.34 Notably, the CNR letter provic *A no reasons for the dramatic reduction in

\ J the price.
. 1

; \ 6.35 Ultimately, the final price agn sd with CNR was still 18.5 % higher thanu
the GE price.n

t J

, . 6.36 The CNR response did not r, My to the request in relation to the TE

\ 1
•' premium, but in a letter dated 5 January 2014, CNR advised that it had

" I

used prices from TE and that would not be possible to get quotations

f "") from alternative subcontractors >y 10 January 2014 (the date by which the

BAFO was to be submitted).

I
Localisation verification

'-' 6.37 The contracts were concludec with the suppliers on the basis of a

>. j minimum localisation element To date, it appears that Transnet has

r \ undertaken no work in relation o the actual localisation by the suppliers

0057-0363-0001-0216
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U 6.38 Tlie consulting division c f PriceWaterhouseCoopers has been engaged to

I • ' perform some worl: IT. : ation to this aspect, but their mandate is rather

I
;' ] unclear. In any event, e: lanating from the consulting division of P WC,

. i this certainly could not pr vide any assurance at all - assurance could only

i emanate from the PWC a idit division.

I t L _ - - 6 . 3 9 In any event, it is not clea.-why Transnet Internal Audit was not permitted

[ | to perform the necessary xercises in this regard.

«7 HA

6.40 The Transnet internal a ditors (really being the outsourced internal

auditors) attended certair. of the negotiations between Transnet and the

m ' ' suppliers.

1
 J

g *' 6.41 The role of Internal Auc :t was limited to entirely routine procedural

matters, which really shou d have been handled by the Transnet company

I • I /*> secretarial department i.e. simply to ensure that all attendees signed the

_ -^J I attendance register and th register of interests, that those who declared

I interests did not participat , and that minutes were kept

i '
• i 'i 6.42 Transnet has outsourced r .ost of its internal audit functions to external

• ]

I : 1 parties. It is recommend d that a review of the qualifications of the

• ' 1
outsourced auditors (dire tors and staff) be performed in relation to

' - - internal auditing.

i
i
i
i0057-0363-0001-0217

TRANSNET-REF-BUNDLE-00273



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

- J

1 1

•3

:7

'IO

• j O

i
J

1

6.43

6.44

6.45

6.45.1

Transnet re 1064 Locos Page 101
Report

Actual performs ice to date

Up to 25 Septerr )er 2017 payments have been made to:

CSR

BT

GE

CNR

Total

R9.394 billion

R3.523 billion

R6.014 billion

R1.492 billion

R20.424 billion

Up to 25 Septer ber20I7 (approximately two and half years into the

contract), deliver • performance has been as follows:

CSR

BT

GE

CNR

Locos to be
supplied per

contract

Up to Sept 17

302

215

228

179

Actual delivery
and acceptance

oflocos

Up to Sept 17

124

0

162

0

Under
performance

At Sept 17

59%

100 %

29%

100 %

Revised delivery < ;hedules have apparently been agreed:

as regards CSI, in June 2016 a revised delivery schedule was agreed,

withnochang in price;

0057-0363-0001-0218
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]
• i 6.45.2 a= regards BT, a revised delivery schedule was accepts I by Transnet
r l
• ' d ring October 2017;
t J

r.]
[ I 6.45.3 as regards GE, in August 2017 a revised delivery schedt e was agreed

• I w :h no change in price;

6.45.4 as regards CNR, apparently due to the relocation, a re- Ised delivery

schedule is required and has been provided.

6A6 The c erall project completion is now planned for 2020 i.e. z >proximately

, I double the length contemplated in the contracts - and app oximately at

^1 the d? e originally contemplated in the Business Case i. . a six year

delivery period.

n
; j

6.47 There ocation costs paid to date amount to R586 million: C MRhasbeen

*- J paid R -99 million and BT has been paid Rl 87 million.

lJ 6.48 The vc lumes actually enjoyed by TFR have not grown at c e optimistic

I V-> rate in the Business Case. In fact, there has been almost o growth in

)

volume s.

. | 7. Recomraenda ions

Li
r j 7.1 It wou'l be appropriate and prudent to procure a properlv empowered

ij
investi> ation into at least the following matters:

0057-0363-0001-0219
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7.1.1

7.1.2

7.1.3

7.1.4

7.1.5

7.1.6

7.1.7

7.2

the Tequesta cor tract;

theBEXcontrac:;

the TE premium, agreed;

the splitting of th 2 total production between CSR and BT (for electric

locomotives), an i between CNR and GE (for diesel locomotives); ..

the "voluntary" p lyment of over R78m to Regiments Capital;

other payments r ade to Regiments Capital;

the circumstance, relating to McKinsey's withdrawal,

A review of the pr messes and controls within Transnet should be

undertaken, particular ly relating to the nature and limits of negotiations of

prices, and related go -ernance and approvals.

PROFHEWAINER

Chartered Accountant CA (SA)

24 November 2017
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