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EXECUTIVE SUMMARY

INTRODUCTION

In July 1993 a multi-disci ﬂlinary review team was appointed to perform a preliminary review of the
Province's privatized highway maintenance program.

The review was intended to address the operational, human resource and financial implications of
the privatization of road and bridge maintenance activities in British Columbia

The results of the review were intended to include recommendations about whether a public inquiry
into the matter was required. Also, the review was intended to identify what ot her  service delivery
options should be considered for the future.

OVERVIEWSF THE ORIGINAL HIGHWAY MAINTENANCE PROGRAM

The origina highway maintenance program of the Ministry of Transportation and Highways
tcr(])ns%)srteol_ of a de-centralized work force managed out of 37 District Highway Offices throughout
e Province.

Ministry owned machinerh/, equipment, vehicles and supplies were used by the District road and
bridge crews to perform the necessary maintenance services. The Ministry also operated machine
maintenance facilities at each District, to maintain the vehicles and equipment.

In total, highway maintenance cost about $219 million in 1987/88, depending on the accounting
approach taken, in the last year before privatization.

Prior to the privatization initiative, no significant issues had been raised to suggest that the origina
program was deficient or inordinately expensive.

THE MEANING OF PRIVATIZATION

The privatization initiative was imlgl emented by creating 28 contract areas throughout the Province,
in place of the origind 37 Highways Districts.  Substantialy all of the responsibilities for
maintenance work managed at the District level were then incorporated into separate contracts for
each new contract area.

Individual contractors were retained through a tendering process and the original work force of the
Ministry was dismantled and re-constituted as employees of the new contractors.

Substantialy al of the Ministry’s equipment was aso transferred to the control or ownership of the

contractors. Similarly, yards belonging to the British Columbia Buildings Corporation were leased
directly to contractors.

THE RESULTS OF PRIVATIZATION TO DECEMBER 1993
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To date, continuity of maintenance services has been achieved as the result of privatization. New
results-oriented standards have been implemented and the Ministry has been down-sized
dramatically by the removal of the highway maintenance work force at the District |evel.

THE OPERATIONAL | MPACT OF PRI VATI ZATI ON

There is little consensus on the issue of whether the Province's highway infrastructure is bein
protected adequately under the privatized program or whether overall levels of mission critic
services are being obtained in @ manner which is reasonably comparable with the outcomes of the
Ministry’s origina program.

Notwithstanding the new results oriented standards for highway maintenance, inconsistencies in
administration, service delivery and priorities appear to be significant issues. There are important
suggestions from the Ministry that some mission critical activities are not being performed to an
appropriate standard while more visible work activities are being over emphasized.

Ministry officials agree that increased levels of highway ‘rehabilitation’ are definitely required,
irrespective of the outcome of privatized highway maintenance.

Modifications to the new standards may be required to properly reflect priorities, eliminate
unnecessary work, identify quantities of mission critical work required, enable proper contract
administration procedures and permit greater flexibility.

Condtraints built into the privatired maintenance contracts for employment and conmuni ty
development purposes work to prevent the contractors and the program from achieving cost
savings. The remova of these constraints would likely have serious, undesirable consequences
for sub-contractors and local communities. This conundrum must be addressed for the program to
be considered sustainable.

Resolution of these issues is required at no net cost to the Province in relation to the original cost
profile of the Ministry and the current fiscal requirements of the government

Stakeholders will have to co-operate and innovate to address these issues.

THE HuveN RESQOURCE | MPLI CATIONS OF PRI VATI ZATI ON

The current policy of guarantesing employment offers to existing empl oKee groups appears to limit
contractors abilities to manage their affairsin a way which contradicts the notion that free
enterprise is a feature of the contracted highway maintenance program.

However, the review team considers this policy to be essential in maintaining the necessary
standard of continuity and quality of service on the Province's highways.

Also, the review team considers this policy to be essential for maintenance workers, their families
and thelr communities to have a reasonable standard of social and economic stability.

This conundrum must be addressed for the privatized program to be considered sustainable.

Be?/ond this, there is no evidence that proper training is being done to assure a future supply of
skilled maintenance workers.

Also, Province wide bargaining might be requited to ensure a balanced bargaining structure.

J
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Resolution of these issues is required at no net cost to the Province in relation to the original cost
profile of the Ministry and the current fiscal requirements of the government.

Stakeholders will have to co-operate and innovate to address these issues.
THE FINANCIAL AND EcoNOoMIC IMPLICATIONS OF PRIVATIZATION

There are strong indications that the cost of the Ministry’s privatized highway maintenance
program has exceeded the cost profile of the Ministry's original program by significant amounts in
every year since inception.

Although claims about cost savings resulting from the program have been made in the past, these
claims stemmed from projections and estimates about the future and were not based on a detailed
accounting for, or review of actual costs incurred.

The increased costs described above are not readily quantifiable in precise terms. However, it
appears that increased costs averaging $15 million per year measured in 1988/89 constant dollars,
or $ 19 million per year measured in 1992/93 constant dollars may have been incurred since
inception. These increased costs could possibly have totaled more than $100 million to date, and
may continue to accumulate unless changes are made.

Excess costs of this magnitude are not justifiable in relation to the results which were possible with
the Ministry’s original program. Indeed, if as much effort and financial resources had been
invested in"simply improving the Ministry’s original program instead of 'privatizing' it in its
current form, it is very likely that significantly different outcomes and costs would have been the
result. The actual costs do not therefore appear to be consistent with due regard for efficiency,
economy and effectiveness in the public sector.

Since the privatized program is based on fixed Pric_e contracts for three year terms, the program
also appears to impair the government’s overall abiity to exercise annua fiscal control over
Ministry expenditures.

Insofar as the cost of highway maintenance contracts now approaches $1 billion for each
successive three year term before considering the cost of necessary administrative infrastructure,
the Ministry must now undertake whatever research, planning and financial analyses are required
to properly establish an appropriate benchmark for highway maintenance costs in the future.

In so doing, the cost of achieving long-standing e_mplo%ment and community development
objectives will also have to be addressed along with other current government priorities.

The Ministry must then take whatever steps are necessary to limit the full cost of the program to no
more than the benchmark level, by employing whatever service del iverY models are needed to
conaol costs properly while achieving the overall set of objectives set for the program. At that
time, undue reliance should not be placed on one service delivery model aver another.

As well, the Ministry should establish a process of public accountability for these steps and the

program as a whole, so that the public has valid assurances about the value for money achieved in
the Province's highway maintenance program.

THE FINAL OuTLOOK OF THE REVIEW TEAM

-
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A full public review of the Province's privatized highway maintenance program is not necessary
because it seems clear that the program is not cost efficient in relation to the Ministry’s original
program. Further inquiry may be necessary to assess the operational suengths and weaknesses of
the current program In specific areas and communities.

Privatization was a politically mandated program which would not have been implemented in its
current form if adequate research, impartial analysis of alternatives and careful re-engineering of
mgid ntenance processes had been performed before the decision to privatize the program had been
made.

Notwithstanding this, the review team does not support the option of smply reversing the
privatization initiative by returning to the Ministry's origind method of operation because this
smple reaction would likely give rise to yet another round of excess expenditures. Aiso,
continuation of the existi nP program is essential in the short term to maintain continuity of service
and treat stakeholders fairly.

Before making any changes, the Province must first establish appropriate budgetary levels for
highway maintenance by taking into account the full cost of service delivery and administration, the
Province's original cost profile for the same, best practicesin the industry today and an integrated
a&%ﬁgyo planning and obtaining the essentia levels of both highway maintenance and
rehabilitation.

Once the apFropri ate budgetary levels are set, changes and improvements to the privatized model
must be |mﬁ emented to contain the level of relevant costs within these budgetary levels while
achieving the essential levels of service delivery.

The changes and improvements must not be based on smple philosophical arguments about the

public or private sectors, but must be based instead on valid analyses and persuasive evidence that

;[Re (I\:/r|1ar_lgsgtes will actually achieve real cost reductions in relation to the current expenditure profile of
e Minigtry.

Once these changes have been made, the effectiveness of the results should be evaluated,
quantified and reported in @ manner which is susceptible to independent verification.

In summary, @ deliberate strategy of innovation, process improvement and cost reduction must be
explored within the parameters of the existing program because verifiable cost reductions must be
achieved to overcome the financial and other difficulties identified in this report

If these objectives cannot be achieved within the privatized model, then more extensive
interventions will have to be undertaken to return the relative cost and operational stability of the
Province's highway maintenance program to sustainable levels.

In these circumstances, the first set of interventions which should be taken would be the steps
necessary to dramatically increase the Ministry's direct and immediate control over both the nature
and extent of individua highway maintenance activities a the local level, and the costs being
incurred. Then, the Ministry would have to move agressively to contain costs within the budgetary
levels described above, while achieving the appropriate levels of service delivery.

In any option, monitoring and accountability for the cost and effectiveness of the Province's
highway maintenance program will be essential on an ongoing basis to ensure that the trends
described in this report are reversed and highway maintenance services are delivered in the

Province with due regard for efficiency, economy and effectiveness.
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INTRODUCTION

BACKGROUND

In November 1991, the then Minigter of Transportation and Highways, the Honorable Art
Charbonncau announced his intention to undertake. “a thorough review of the privatized road and
bridge maintenance program to ensure that the taxpayers of British Columbia are getting good
value for their dollars and that high standards of service are maintained.”

In July 1993, a multi-disciplinary review group was struck by the Minister to conduct a _
preliminary review of the road and bridge maintenance program. The purpose of this first review
was to provide the Minister with an independent perspective on the cost effectiveness of the
program and to assist him in determining if a further expanded public review was necessary or if
the government should proceed with renewal and re-tendering of the Phase 3 contracts.

THE REVIEW TEAM

The review team consisted of five individuals brought together to address various aspects of the
review.

The Team Leader for the review was Mr. Peter Burton. Mr. Burton recently completed an
assignment as Counsdl to the 1993 Commission of Inquiry into the Public Service and the Public
Sector.

Mr. Burton assumed responsibility for reviewing many of the human resource issues stemming
from the privatization initiative.

To assist with the operational review, Mr. Robert G. Harvey was approached and agreed to
articipate. Mr. Harvey had spent much of hisworking career as an official in the Ministry of
ransportation and Highways. Mr. Harvey had retired as the Deputy Minister of the Ministry well

before the privatization of maintenance services began.

The firm of Ernst & Y oung was retained to conduct financial analyses of the privatization program.
Ron Parks, a Forensic Accountant from the Vancouver office of Ernst & Young and Kelvin
McCulloch, a Principal in the public sector audit and advisory services practice of the Victoria
office undertook the management of responsibilities. Sarah White Harvey, a Senior Staff
Accountant in the Victoria office of Ernst & Y oung also assisted.

The results of Ernst & Young's financial analyses are reported in the section of this report entitled
The Financial and Economic Impact of Privatization’.

Finalty, Robert Whitelaw was assigned to the engagement at the request of Peter Burton, to assist
with some of the research requirements. Mr Whitelaw was employed by the Office of the
Comptroller General of the Province of British Columbia and had assisted Mr. Burton with

research assignmenu in connection with the Commission of Inquiry into the Public Service and the
Public Sector.

TERVS OF REFERENCE

GENERAL OBJECTIVE OF THE REVIEW
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The general objective of the review was to analyze the operational, financial and human resource
implications Of privatization within a limited time frame using Ministry resources and with Limited
contact with contractors and others having a direct interest in road and bridge maintenance.

The Minister indicated a desire to discuss the results of the preliminary review with the

stakeholders before deciding on a continuation of the status quo or on a further comprehensive
review.

ST& YOUNG

To assist with the general review objective set out above, specific terms of reference were
established for the Ernst & Young team members, as follows;

1. The, Contractor will provide financial analysis as part of ateam conducting a
preliminary review of the financial, technical maintenance, and human resource
consequences of the decision in 1987/88 to contract with private companies for the
provision of highways road and bridge maintenance services. This will include an
evaluation of the costs associated with alternative service delivery models.

2. Asamajor part of this preliminary review team, the Contractor will perform a financial
anadysis of the following:

(@) the cost of highway road and bridge maintenance services prior to 1988
compared to the provision of these services post-1988, including the costs
associated with the privatization process;

(b) the estimated cost of providing these services from 1994 and thereafter by a
continuation of contracting compared to the estimated Cost of providing these
services through a public agency such as the Ministry of  Transportation and
Highways; and

(c) the cost benefits, if any, to be achieved through ateration of the current
contract areas and through changes in the contracting methodology, including
an extension in the terms of contracts.

3. The Contractor, as part of the team, will make recommendations to the Minister of
Transportation and Highways respecting the continuation of the use of contracted road
and bridge maintenance services, and, where appropriate, changes to the current
method of contracting.

4. As part of this review, tbe Contractor will develop information that will assist the
Minister in undertaking a public and stakeholder review of the provision of contracted
road and bridge maintenance services.

Over the course of the engagement, the focus of the review team narrowed because there were
early indications that the financial results of the program contradicted general expectations about
cost savings to date. The review team therefore concentrated on estimating whether the
privatization program had achieved any real cost savings relative to the Ministry's original
program.

The review would not therefore report in detail on the estimated cost of providing the services in

1994 and future years, nor would the issue of atering contract areas or methodologies be
considered in significant detail.
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THe PHI LOSOPHY OF THE REVIEW TEAM

The review was to be conducted in an unbiased and impartial manner.

The review team maintained one strict philasophy throughout the engagement. On behalf of the
taxpayers and the citizens of the Province of British Columbia, the team would seek to evaluate the

outcome of the privatization of road and bridge maintenance services without reference to any
particular belief system or predisposition.

To do 0, the review team rejected any particular philosophy about one sector of the economy
being more capable of providing government services than another and set out to fairly anayze the
outcomes of the 'privatized’ maintenance program critically, using proper analytic methods,
appropriate evidence and sound judgment

In conducting the review the team sought to consider proper standards of financial management,
stewardship of public assets and public sector accountability.

The team had only one overriding concern, to form a fair and balanced set of opinions about the
operational, human resource and financial |mPI|cat|ons of privatized road and bridge maintenance
services, to be able to advise the Minister of Transportation and Highways on the matter of a public
inquiry and the future of the program.

THE REVIEW PROCESS

The review was divided into three broad topics, operational issues, human resource issues and
financial issues. Except in the financial area, the team had neither the resources nor the time to
fully evauate the positive and adverse aspects of privatization. In the operational and human
resource areas, the team attempted to determine it there were any issues that appeared to be
sufficiently compelling to direct the Minister to a particular conclusion.

In the financia area, the review team undertook a more detailed analysis of the consequences of
privatization on government expenditures. The accountants from Ernst & Young evaluated the
Ministry’s original projections against the actua experience of government since privatization.
This evaluation was conducted in the context of overall Ministry expenditure for maintenance and
rehabilitadon and not only against contractor expenditure.

The review team had access to Ministry and government files relating to privatization. The team
interviewed a number of Ministry employees at various levels of the Ministry hierarchy with
respect to the issues that were raised.

The team met with representatives of the B.C. Roadbuilders Association on behalf of the
contractors and with representatives of the B.C. Government Employees’ Union, which represents
employeesin 24 of 28 contract areas.

LI M TATI ONS OF THE REVIEW

In relation to the immense sii of the Province’s highway maintenance program, both befere and
after privatization, the scope and depth of analysis planned for this preliminary review were very
limited. Although every effort was made during the review to identify al the key considerations
which needed to be addressed, and substantial progress was made, the extent of the resources
actually needed to do so fully far exceeded the budgets of time and other resources available.
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Some aspects of the review smply had to be de-emphasized in favour of others.  Also, the quality
of information and evidence brought to bear on particular issues did not always meet the review
team'’s normal standards for research or analysis. These limitations Were to be expected. This

was. after alf, a preliminary review from which recommendations about further inquiry were
intended to be developed.

The review team deliberately narrowed its focus over the course of the review, to allocate more

reseurces in certain areas. This was done on the basis that the most pervasive, relevant and
significant issues had to be looked a more carefully.

The team determined very quickly that the most significant considerations to be addressed stemmed
from the need tg assess the financial and economic outcomes of privatization. Early in the review,
some of the preliminary cost analyses performed by the team yielded unanticipated results which
suggested that the overall cost for highway maintenance was actually much higher after
privanzation. Although the team had a mandate to address the operational and human resource
outcomes as well, these considerations became secondary to the issue of reviewing the overall cost
to the Province of highway maintenance after privatization.

Even though the team narrowed its focus to the financial outcomes of privatization, the research
and analysis in this area was still limited in comparison with what would be appropriate for a full
review. The Ministry of Transportation and Highways had not implemented an accounting or
racking system to enable direct comparisons of the annual cost of the newly privatized program
and the Ministry’s original program. The work required to perform such comparisons validly was
therefore very difficult and not fully achievable within the limitations of a preliminary review.

Also, the Ministry had not undertaken any trend analyses or other internal studies to criticaly
evaluate the actual cost of highway maintenance after privatization. Although a substantial amount
of work had been done on estimating pre-privatization costs and projecting future savings, virtually
no work had been done to critically analyze or explain in detail the actual cost outcomes a the
Disnict office level, or at other [evels in the Ministry, year by year. Therefore, the difficulties in
making valid comparisons and avoiding ‘apples vs. oranges problems had not been addressed by
the Ministry prior to the review and relevant information was not readily available to the team

Lacking these items, the preliminary review team attempted to obtain the appropriate information to
make ‘apples to apples’ comparisons possible. This was time consuming and, to be fully
successful, would have required a more intense effort on the Ipart of the Ministry. As itwas,
Ministry officials co-operated fully in meeting the requests of the review team, These requests
were limited to what would be consistent with a preliminary review, not an exhaustive inquiry.  as
aresult, a degree of uncertainty necessarily remains with respect to the financial outcomes.

A third factor also confounded the comparative analysis of pre- and post- privatization highway
maintenance costs. Simply put, the Ministry had undertaken a number of other mgjor chanaes in
the period of privatization and afterwards. Significant down-sizing had occurred in connection
with the Ministry’s ERIP, or early retirement program. More importantly, the Ministry had re-
organized at the Headquarters and Regional levels, to shift resources to the six Regions in the
province. This ‘regionalization’ was, In some sense, a natural extension of the privatization
Initiative, reflecting an overal snategic re-alignment of the Ministry as a de-centralized, consensus-
oriented, client service driven organization. Unfortunately, the regionalization effort also made
trend and comparative cost analyses at the Headquarters and Regional levels virtually impossible.

Changes also occurred in the period of privatization at the District level. In particniar. the Districts'
responsibilities for administering ‘development approvals' increased, in part %the result of
significant increases in development activity, and In part because of the de-centralization of
decision-making inherent in the Ministry’s overall program of regionalization. Asaresult, some
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cost increases did occur at the District level which were not attributable to privatization. These and
other factors made direct comparisons much more difficult.

The extent to which the preliminary review team had to limit its inc1ui ry or deal with intractable
research problems was not so great that the observations and conclusions brought forward in this
report should be considered unsupported or unbalanced in their perspective. Indeed, the review
team is confident that the basic research, analysis, key observations and recommendations set out
in this report can serve effectively as the basis for change and bona fide improvement in the
administration of highway maintenance in the Province of British Columbia.
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THE OPERATIONAL IMPACT OF PRIVATIZATION

INTRODUCTION

The province of British Columbia's highway infrastructure exceeds $12 billion in value and
consists of more than 42,000 kilomenes of roads and 2,600 bridges.

The standard to which the province's highway infrastructure is maintained has very significant
consequences for British Columbia taxpayers and individual road users.

B.C. taxpayers are af f ect ed because the cost of highway maintenance is very substantial. Highway
maintenance expenditures now exceed $300 million each year. Taxpayers should therefore have
assurances that these expenditures reflect due regard for efficiency, economy and effectiveness.

Road users are affected directly because the cost of highway transportation to them varies with the
quality of the |orovi_nce’s highway infrastructure. Poor highways can cost B.C. road users
millions of dollars in unnecessary wear and tear, parts, fuel and so on. Unsafe highways can
result in higher costs to road users, measured in tarms of accidents, injury and even death.

The individua items comprising the province's highway infrastructure, such as particular stretches
of highway and specific bridges, have characteristic patterns of usefulness and characteristic life
cycles. The usefulness of the items varies as the result of natural conditions including weather and
other naturally occurring factors. The useful lives of the items can be shortened, maintained or
extended depending on the nature, extent and timing of maintenance activities performed. Asthe
result of these and other variables, the overall, combined cost of constructing and maintaining the
province's highway infrastructure can be materially higher or lower over time, for the same level
of transportation capacity.

Left unattended, the province's highway infrastructure will deteriorate rapidly, to the point where it
is of no further use to road users. If this were to happen, extensive expenditures would be
required to restore the infrastructure,

If the province's highway infrastructure Was improperly maintained, it would deteriorate at a rate
which would result in undue cost to keep it in operation.

With proper maintenance, the useful life of B.C.'s highway infrastructure can be extended
opti mall;l/, such that an appropriate level of service quantity and quality is provided to B.C. road
users at least cost.

Finding optimum |evels ofegidqhway maintenance activities is an ongoing problem Theselevelsare
not inherently obvious or readily susceptible to codification or quantification.

An obvious example sterns from maintenance requirements created by annual snowfall. While the
obvious maintenance solution to snowfall may be snow clearance, it is not always obvious how
quickly snow clearance activities should be undertaken or to what degree they are actually required,
given other factors such as weather, geography, road utilization and so on.

Moreover, one maintenance activity may not be the best or only solution to a particular maintenance
requirement. In the case of snowfall, sanding and salting may be a more cost effective solution
than snow clearance in certain circumstances, or they may be required in conjunction with snow
clearance. in others.
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To make matters more difficult, many highway maintenance activities are contradictory in that they
serve to achieve one objective while working against another.

In the snow clearance example, sanding and salting may serve the immediate objective of dealing
with snowfdl, but may work against the objective of preserving the road surface aslong as
possible, insofar as the sand and salt might actually cause road surfaces to break down.

Given these complexities, highway maintenance has been characterized as bath a science and an
at. On the one hand, much is known of a systematic and formulated nature so that maintenance
activities can be performed according to a set of guiding principles with reliable results.

On the other hand, the degree of variahility, complexity and uncertainty inherent in the life cycles

of individual highway maintenance infrastructure items makes the maintenance function sufficienty
subtle and unpredictable that it must be approached as an art in which the appropriate design of the
maintenance activities themselves becomes the object

OBJECTIVES OF THE REVIEW TEAM

In examining the operationa implications of the Province’s privatized highway maintenance
program, the objectives of the review team were:

to understand the operational outcomes which occurred as a result of privatization;

based on this understanding, to identify whether there were any significant issues requiring
remedial action;

+ if possible to develop conclusions and recommendations to deal with the issues, and

to consider the need for a public review and advise the Minister accordingly.

THE REVIEW APPROACH

The approach taken by the review team was to perform a preliminary review of readily available
information about the operational impact of privatization. This included a review of existing
documentation, materials prepared by the Ministry, interviews with Ministry officials and
interviews with representatives of the Road Builders Association of B.C. and the British Columbia
Government Employees’ Union.

LIMITATIONS OF THE REVIEW

The review team did not have a mandate to perform a full program evauation of the Province's
privatized highway maintenance program. Instead, the team had very limited resources and could
only conduct a preliminary review by reference to readily available information.

In many instances, credible information on operational outcomes was not available. Indeed, much
of the information presented to the review team was ‘anecdota’, in that it reflected the personal
views of individuas and not the results of a technicaly valid research methodology.
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Many operational considerations were not easily considered or fully addressed in the preliminary
review. For example, it would not be possible to definitively assess the long term impact of the
new privatized program in comparison with the Ministry’s approach to highway maintenance, even
though this was considered a very important issue.

As the result of these limitations, the review team was reluctant to draw firm conclusions about the
overall impact of privatization. However, the review team did identify a number of concerns
which are set out below.

A CONCEPTUAL FRAMEWORK FOR THE OPERATIONAL REVIEW

For purposes of this report the term *highway maintenance’ is used to describe both road and
bridge maintenance activities.

In the case of road maintenance, these activities include highway pavement patching, highway
surface treatment, pavement crack sealing, gravel surface grading, highway snow remova and so
on. In the case of bridge maintenance, these activities include bridge deck maintenance, bridge
joint maintenance, bridge bearing maintenance, steel structure maintenance and so on.

Maintenance activities in both areas included inspection procedures and decision making with
respect to what maintenance activities should be performed.

Larger works which involve extensive reconstruction or improvement of existing roads and
bridges are called ‘ capital betterments’ or ‘rehabilitation’ work, Prior to privatization, these.
activities were often performed under separate contracts by private contractors who supplied
equipment, materials and expertise needed to complete the projects. These projects were funded
separately from the maintenance activities described above. Management of these projects might
involve staff at the District Office level or at the Regional Office level, depending upon the nature
and extent of the work to be performed.

For the purpose of this review, the review team came to accept that sound management of the
Province's hiﬁhway in&structure required that highway maintenance’ activities be fully co-
ordinated with properly planned, appropriately timed ‘betterments’ or ‘rehabilitation’ projects.
Indeed, these two levels of activity should be considered to%ether, in determining how t0 maximize
the useful life of the Province's highway infrastructure. A 1988 study prepared for the Ministry of
Transportation and Highways by Lea Associates (see Appendix A) h vised that significantly
higher expenditures on highway ‘rehabilitation” were required immediately to avoid inordinately
high costs of maintenance in the near future.

B.C.'s ApPROACH TO HIGHWAY MAINTENANCE PRIOR TO PRIVATIZATION

Prior to privatization in 1988/89, the Province of British Columbia performed the mgjority of
It\}ilgh\é\t/ay maintenance activities directly, using resources which were owned or controlled by the
Inigtry.

According to this method of operation, road and bridge crews under the direct control of District
Highway Managers used machi ne(;?/, equipment, vehicles and supplies which belonged to the
Ministry to perform substantially all highway maintenance responsibilities in the 37 Highways
Districts covering the province at that time. A significant amount of work was contracted to private
contractors at tQﬁt time. However, the Province maintained direct control of highway maintenance
activities, overall.

-12-
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Mai nt enance crews were organized, funded, administered and accounted for at the District
Highway Office level. They performed substantially all the activities necessary to keep the
Province' s roads and bridges operationa on a day to day basis.

In addition to the maintenance activities mentioned above, ‘capital betterment’ projects were also
undertaken by the Ministry to improve or extend the useful life of existing infrastructure items.
The objective of these *befterment’ projects was to ‘improve’ the infrastructure such that future
construction or maintenance costs which would otherwise have to be incurred would either be
minimixed or avoided altogether.

'Capital betterments' (also Known as ‘minor betterments' projects) were also funded at the District
Offll) ce level. They were usually performed under contract by third parties, not by mad and_ bridge
crews responsible for ‘maintenance’ activities. These contracts were also known as‘day labour’
or ‘equipment’ contracts, depending on the particular requirements and resources involved.

To?_ether, the Ministry's ‘ maintenance’ and ‘ capital betterments’ activities performed at the District
Office level encompassed all the main activities required to maintain and improve the Province's
existing road and bridge infrastructure on an ongoing basis.

A DESCRIPTION OF THE OPERATI ONS BEFORE PRI vATI ZATI ON

Prior to privatization, road and bridge maintenance was performed by road and bridge crews
organized at 37 Digtricts. Over the course of each year, funds for highway maintenance were
alocated to each District so that the crews were able to undertake routine maintenance processes
such as ditching, patching, snow clearing and so on, as required.

The road and bridge crews were supported in each District with an extensive complement of
machinery, gui pment, trucks, a radio system, offices, yards, stockpiles of materiel and supplies,
afully staffed and equipped machinery maintenance facility, machinery and vehicle parts,
outburldings, gravel stockpiles and so on.

At the time of privatization, these physical assets were conservatively vaued at $100 million,
excluding al yards, offices, buildings and gravel stockpiles.

These assets were accumulated over several years, through separate, annual, Headquarters
appropriations to replace old items and to add to the various inventories, as required.

The maintenance requirements varied at each District, depending on the nature and extent of
highway infrastructure involved. Also, the day to day and seasonal requirements varied depending
on the weather and other natural factors, The approach taken and the activities performed also
varied from one area to another depending on the methods and approaches adopted by the local
District Highways Manager and the individual road and bridge crews.

Overal, the individual activities comprising ‘highway maintenance’ were not uniform from area to
area, due to the factors described above. There was an extensive and detailed set of policies and
procedures governing ‘highway maintenance’ but these were defined in terms of ‘processes’, not
results-oriented’  standards.

Each year, the road and bridge crews in each area traveled extensively and inspected the roads and
bridges to determine what maintenance work was required. There were no other routine
inspections and no one monitored their work closely.

-13-
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Given g particular quantity of highway infrastructure, the single most important factor in
determining the nature and extent of maintenance work performed each year was the winter
weather. Each Highways District regularly reserved up to 52% of its annual budget to dedl with
winter road and bridge conditions. In good years, very little of the winter allowance would be
expended and the unexpended funds would be available for spring maintenance work. In bad
years, al| of the winter allowance would be utilized and more funding might be required to meet
essential requirements through to the end of the fiscal year.

The second significant factor which affected the nature and extent of highway maintenance work
performed in each area was the budget monitoring and maintenance activity of the Ministry and the
Treasury Board. Each year, there was uncertainty at the District Highway Office [evel about
whether gppropriated funds would actually be available or whether the local maintenance budgets
would be cut back in response to ministerial or Treasury Board directives. Budget reductions were
aregular occurrence which usualy affected local maintenance activities because many of the
activities were regarded as discretionary, in the short term. This factor would often result in
planned activities being canceled because appropriated funds were no longer available.

The postponements and cancellations described above may or may not have made sense from the
perspective of the District Highway Managers and highways crews which were affected.

’\Ie\éerthel ess, fisca control often took precedence over highway maintenance, at the District Office
evel.

The third significant factor which affected highway maintenance activities each year was the direct
or indirect influence of elected representatives. Often, a politician at the provincial level or
elsawhere would exert influence to obtain various activities or works in alocal area, such that the
origina plans for the area had to be revised to accommodate the transfer of funding to the desired
project. This was a pervasive factor from time to time, in one area or another.

In summary, highway maintenance was conducted throughout the Province in the manner
described above, with significant variations from areato area.  This method of operation evolved
over a number of years. It was stable and highly developed, with a very large inventory of
specialized assets on hand at the time privatization was implemented.

After privatization, all of the public service positions of the road and bridge crews described above
were eliminated. Contracts which were created to procure highway maintenance services from
independent suppliers required that al the employees whose positions had been eliminated be
offered employment by the contractors who succeeded in winning the contract competitions.
Accordingly, most of the original government employees became contractor ema?l oyees. In certain
cases, the employees actually formed their own companies and were given asmall price advantage
in the contract competition. Ultimately, the entire road and bridge work force at the District Office
level ceased to exist and about 90% of the employees went to work in contractor firms.

At the same time, inventories of machinery, auipme_nt_, parts, vehicles, materiel, suppliesand
machinery maintenance facilities were prepared by Ministry employees for the purpose of enabling
a complete disposition of the items, through sale or lease, to the private contractors.

Contractors acquired many of the items through purchase agreements established at the time the
overall contracts were let Larger items of machinery which the Province had re-financed under a
Sl‘?le Ieaselback (zj:lgreement were In turn leased to con& actors with aright of first refusal to purchase
them at alater aate.

To further implement the privatization initiative, the Ministry turned over the offices. yards and
other facilities used to deliver maintenance services to private contractors under individual lease
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a?reements negotiated with British Columbia Buildings Corporation. Accordingly, control and use
of these facilities transferred to the contractors in exchange for building and occupancy charges
paid by the contractors to the Corporation.

B.C.'S APPROACH TO Hi a&way M NTENANCE AFTER PRI VATI ZATI ON

On October 23.1987, the government announced its intention to privatize the provision of road
and bridge maintenance services on British Columbia's provincia highways. In the subsequent 18
months, the Ministry of Transportation and Highways entered into three year service contracts with
20 firms. Originaly, the total value of these contracts was $755,962,000 over three years.

With this initiative, the government retained overall respons bilig for maintenance and
rehabilitation of more than 42,000 kilometers of road and over 2,600 bridges on B.C.’s highways
but transferred responsbility for carrying out the physical work to the private contractors.

Over the course of the privatization process, 2339 regular government employees left the public
service and became employees of 20 private firms. Another 268 regular employees chose to
remain as government employees and were eventually offered placement in other public service
positions.

Moveable assets owned by the Province were sold or sublet to the private contractors and the
entire infrasuucture of the Ministry of Transportation and Highways was reorganized.  All aspects
of Ministry operations were affected by privatization and by the concurrent initiative of the
government to regiondiie its remaining operations.

In 1991 and 1992, the private contracts were offered for public tender in Phase 2 of the
privatization process. Fifteen of the origina firms and three new firms were successful bidders for
contracts that varied in length from 2.13 years to 3.05 years. In al, 15 contracts changed hands.

The total value of Phase 2 conaacts was $741,064,158 over a shorter period than in Phase |. The
government required new contractors to offer jobs to employees of the former contractors on the
same terms and conditions under which they had previoudly been employed.

The annual cost of the Phase | contracts was $251,987,333.33. The annual cost of the Phase 2
contracts was $289,777,373, an increase of 14.99% on an average contract length of 2.49 years.

These Phase 2 contracts began to expire on March 7, 1994. Before deciding to tender the contracts
for athird time, the government determined that it was essential to have an independent evaluation
of the costs and benefits to the Province of this dramatic change in the way road and bridge
maintenance services were provided.

THE OPERATIONAL Ourcove

THE NEW STANDARDS

One of the key components of the privatized approach to highway maintenance was the new,
results-oriented output standards for road maintenance. These standards were devised by the
Ministry to ensure that contract language could be written which would direct road maintenance
contractors to achieve certain road and bridge maintenance outcomes.
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For example, standards were set which required contractors to keep roadside grass cut to a

particutar height. Also, snow clearance standards and response times were written to require

(é)na(?ctgrs to respond with snow clearing services in a specified time frame, to a particular
andard.

In this way, all the highway maintenance outcomes required by the Ministry were codified. Based
on the language, the Ministry could then administer the contracts, ascertain whether outcomes had
been achieved and certify that payments to contractors were appropriate given the work performed.

From the outset of the review, the review team heard numerous representations about these
standards. A frquent suggestion was that the standards were an improvement over the previous,
process-oriented standards of the Ministry.

The Ministry’s previous standards had been defined in terms of processes and procedures to be
followed by road and bridge crews, rather than in terms of specific outcomesto be achieved. The
Mini_strk/ had focused on training road and bridge «ws in recognizing maintenance requirements
and in knowing how to perform the applicable maintenance techniques. The Ministry had aso
focused on training the crews in the classic public sector concept of *public service', to develop
their judgment about what work to do and how to do it

The new standards for contractors focused on what outcomes had to be achieved, with little or no
emphasis on how to achieve them. Moreover, the Ministry’s training role came to an end with
privatization.

For the review team, the application of new standards for road and bridge maintenance a.mougoted

te a significant change, even without considering the move to contracting for the services, =0me

8& the significant issues which arose in connection with the new program standards are discussed
ow.

OMPARABILITY OF PRIVATIZED MAINTENANCE WITH THE MINISTRY'S PROGRAM

During the review, the review team was presented with a number of assertions about the
comparability of the privatized program with the Minisuy’s origina road and bridge maintenance
program. The key argument brought forward was that it was unreasonable to compare the cost of
the new, privatized program with the Ministry’s original program because the new standards
_caudseg significant program changes which made cost comparisons between the two programs
invaid.

A variation of this argument was that in creating the new standards for highway maintenance., the
M inistg?/ actually raised the overal highway maintenance requirements in comparison with the
origina program, such that Contractors were faced with unreasonable or unrealistic demandsin
comparison with what the Ministry’s origina road and bridge crews faced. This argument was
often presented in connection with discussions about the potentially higher cost of the privarized
program.

A third issue was raised about the extent to which the new standards were actually being achieved.

A fourth issue concerned the extent to which the new standards were being applied consistently
from one District to another.

Another issue arose concerning the appropriateness of the standards and the extent to which the
standards promoted a proper recognition of priorities and an optimal allocation of resources.
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Due to the preliminary nature of the review, the review team was unable to exhaustively review the
issues described above. Indeed, it is unclear whether extensive empirical studies could ever
provide irrefutable conclusions about some of the issues. Nevertheless, the review team devel oped
a number of impressions about these issues based on discussions with Minisay and contractor
representatives. These impressions are set out below. Some of them might réasonably be the
subject of more detailed inquiry stemming from this review.

THE ISSUE OF COST COMPARABILITY

The review team rejected any notion that it was inappropriate to compare the cost of the Ministry's
original highway maintenance program with the cost of the new, privatized program.
Notwithstanding the differences in standards, approaches, outcomes, philosophies or anythin
else, the review team considered the comparison of cost to be essential and perfectly valid for the
following reasons.

Fiist, notwithstanding the differences between the two programs, the review team realized that the
public had a right to know whether more or less tax dollars were being spent for highwaK
maintenance after privatization. This would then serve as the basis for explanations of why the
differences would arise.

The privatized highway maintenance program was introduced to the public as a cost saving
measure intended to achieve the same or similar level of highway maintenance at lower cost It
was not presented as an enriched program, either in terms of results to be achieved, or in terms of
tax dollars to be spent To the extent that the program changed, it would be desirable to be able to
isolate the differences so that a clearer cost comparison could take place. Unfortunately, this was
not possible in an empirical manner.

In any case, the review team considered the comparison essential, given the basic premise for the
program at the outset. The results of the cost comparison are reported in alater section of this
report.

THE QUESTION OF IMPROVED STANDARDS

The next question the review team considered was whether the new standards represented an
improvement over the Ministry's original approach

In this instance, the review team was constrained in its ability to explore this issue because the
Ministry’s original approach was quite different from the privatized approach and an extensive
a?alﬁ/ss of the strengths and weaknesses of the two approaches was beyond the terms of reference
of the review team.

Nevertheless, the team felt that a consensus of opinion amongst those interviewed was that the new
standards were indeed an improvement. At the same time, the review team was not persuaded that
this was altogether significant. The existence of improved standards did not in any way guarantee
that highway maintenance was improved at the level of the road. It simply meant that the parties to
the higd way maintenance program might be starting with improved definitions of what was
required.

THE COMPARABILITY OF REQUIRED QPERATIONAL QUTCOMES

Next the review team considered whether the new standards actually led to improved operational
requirements in comparison with the original process oriented standards of the Ministry.

Again, the review team would not be able to resolve this issue through empirical study or analysis.
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However, the team was willing to accept that by simply codifying the required highway
mamntenance results, the Ministry more than likely raised the overall standard insofar as the
standards for results would no longer be as much a matter of interpretation. Once again however,
the team was uncertain about how significant thisimprovement would really be because the critical
issues would be how the standards were applied at the level of the road and how favorably the
results compared with those of the Ministry’s original program.

On this topic, there was no consensus amongst the parties interviewed by the review team.
Representatives of the contractors stated categorically that more work was being done at the level
of the road than ever before, due in part to the new standards, and in part to the corm-actors
concerns for retaining their contracts and preserving the privatized program.

On the other hand, others asserted that, were it not for close monitoring and constant pressure by
Ministry officials, far less work would be performed by contractors than was the case when the
Ministry delivered the services directly.

Another assertion was that the more visible, cosmetic work such as mowing was being done more
extensively than before, but the more demanding and less visible preventative maintenance work
such as proper patching and culvert cleaning was being |eft to an extent that the highway
infrastructure was at risk over the longer term.

The review team could not adjudicate these issues. With the resources available to the team, none
of the above assertions could be supported or refuted by reference to proper empirica evidence.

In response to the competing assertions, the review team concluded that there was no consensus
amongst the parties to the privatized program on the issue of whether preventative maintenance was
being performed at an appropriate level. The review team Was concerned with the degree of
contradiction between the views of contractors and the views of Ministry employees charged with
administering the new standards at the level of the road.

The review team concluded that these issues should be given detailed consideration in a separate
and focused case study review of highway maintenance results achieved. This could involve either
ahistorical anaysis or areview of processes to determine how standards are set, measured,
performance is monitored and deficiencies are corrected.

The review team also concluded that more work would likely be required on the part of the
Ministry and some or all of the contractors to establish a team oriented approach to the management
of the work, in place of the adversaria relationship which seemed to have developed in some
areas.

CONSISTENCY. IN OPERATIONA|.QUTCOMES

Next, the review team considered the issue of consistency from one Disdtrict to another. Both the
contractor representatives and Ministry officials pointed out that there were significant
inconsistencies between the way in which contractors approached their work and Ministry officials
enforced the standards, from District to District and area to area.  As a consequence, there were
perceived inequities at the contractor level and variationsin value for money at the Ministry level.

Again, the review team could only listen to these representations. There was no scope to conduct
further research to resolve the issues.

In response to these concerns, the review team first noted that one of the disadvantages mentioned
in connection with the Ministry's original program was the issue of inconsistency of performance
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from District to District Now, the review team was finding that such inconsistencies were a
feaﬂcjiredOf the new program as well, nohvithstanding the existence of the new results oriented
standards.

Indeed, strong and consistent representations from the various parties to the contracts identified
red friction between some contractors and Ministry contract administrators on the meaning Of the
standards in practice, the quantity of work actually required, and the unfairness inherent 1
administrative variations from one area to another. In particular the review team was very
concerned with several specific representations described below.

First, some Ministry representatives very carefully described situations where, in Seeking to
prepare reports of contractor non-compliance, they would actually overlook a host of munor
deficiencies because they were too numerous to report and little would come of the T€pOrts jn any
case, given the overall ability of the Ministry to control contractors and the likelihood of achieving
any meaningful outcome. Other Ministry officials Stated that they did not try to administer the
contracts according to the letter of the standards any more because the amount of the work which
would be required was actualy unreasonable in relation to the amount of work the contractors were

dready doing.

On the other hand, contractors complained that a Ministry contract administrator with one particular
perspective would give a contractor a very bad rating for results which would earn a satisfactory
rating from another administrator with a different perspective in another area As a consequence,
the process of contract administration and contractor performance appraisal was somewhat
arbitrary and unfair in a manner which placed undesirable stresses on day to day working
relationships, undermined the fairness and legitimacy of the tendering process and compromised
the overall effectiveness of the program.

The review team accepted that a certain amount of friction should exist between contractors and
Ministry administrators insofar as they are at arm's length from one another and come at the issues
of standards interpretation and service delivery from separate perspectives. However, the review
team also felt that the extent of differences described above was indicative of a gap in standards
specification which |eft the parties to the contracts applying their own interpretations of the real .
requirements at the level of the road. Specifically, the team was concerned that required quantities
of work were not adequately eﬁaecified ?ﬁrough the standards, such that disputes over necessary
quantities could not be avoided. Moreover, the team was also concerned that the standards and
cqntr_?_cts currently in use did not adequately guide the contractors to make proper decisions about
priorities.

OF SUB-

Extensive subcontracting of various maintenance activities had been a feature of the Ministry's
original highway maintenance program. Through sub-contracting, the Ministry supplemented its
machinery and work force inventories, increased its discretionary ability to deploy resources and
increased its discretionary ability to vary costs. Of equal importance, sub-contracting was used to
achieve local employment and community development objectives.

When highway maintenance was privatized, the Ministry chose to continue the subcontracting
component of the maintenance program to ensure that the original flexibility and employment
objectives continued to be met To do so, the Ministry incorporated Specific terms into the new
hi %hway maintenance contracts which required contractors to enter into pre-deterrnined levels of
subcontracting.  To prevent abuses and ensure that the employment objectives were met, rules
requiring ‘arm’s length’ contracting and ‘fair contracting’ practices were implemented.
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The review team discussed the sub-contracting jprovisions of the maintenance contracts with
Ministry officials, contractors and other stakeholders.

The team concluded that the sub-contracting provisions should be continued as long as the
underlying employment and communltg development objectives of the Ministry continued to be
re%uwed, unless other measures could be implemented at no net cost increase, to achieve the same
ends.

The team also concluded that improvements were required to prevent abuses such as inappropriate
non-sin-is length contracting and inappropriate shifting of contractors obligations to sub-
contractors.

Finally, the team concluded that notwithstanding the importance of the objectives served by the
subcontracting requirements, these requirements probably restricted contractors abilities to
manage their affairs and contradicted the notion that private contractors could achieve efficiencies
not otherwise possible in Ministry operations.

The team therefore recommends that the future of the dprivatizcd program be determined, in part, on
the basis of whether the program can successfully address government program objectives such as
local employment and community development to the desired degree, while maintaining or
reducing the cost of highway maintenance in comparison with the Ministry’s original cost profile.

THEISSUEOF HIGHWAY INFRASTRUCTUREPROTECTION

From the outset of the review, the review team was advised by officials a al levels of the Ministry
that the Province's highway infrastructure might not actually be protected to an appropriate degree,
through an appropriaie level of preventative maintenance work by contractors.

It was unclear to the review team whether this concern stemmed from a concern that contract
standards did not address the right priorities, or a concern that contractors were simply not
perfgrrrg| ng the right amount of preventative maintenance work otherwise required by the
standards.

At one point during the review, the team examined an internad memorandum detailing what
appeared to be a significant reduction in ditching work after privatization, notwithstanding contract
standards which might require more ditching. ‘1bis reinforced the team’s concern that preventative
maintenance work might be suffering under the current system

The team went on to note that there are certain critical success' factorsin hL?hW maintenance
from amacro perspective. In particular, preventative maintenance is critical to the preservation of
the highway infrastructure. Such preservation has a major impact on the overall cost of highways
to government and the taxpayers.

Therefore, the review team agreed that the Ministry must take stops to ensure that preventative
maintenance is accomplished at the appropriate time and in the appropriate anounts,
notwithstanding the current system of results oriented standards for contracted highway
maintenance.

Unless the appropriate amount of preventative maintenance can be embedded in the privati
program and overall service delivery_can be assured ' Vi

comoared with the original cost profile of the the Ministrv_will have to undertake other
approaches to achieve these ends,
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SUMMARY

In operational terms, there have been both positive and negative outcomes from the privatization Of
highway maintenance.

The review team regards the establishment of the new results oriented standards for highway
maintenance as a positive first step in the process of establishing a contract approach to highway
maintenance. |ndeed, positive outcomes were achieved as follows.

. the privatization initiative was successful in securing a level of highway maintenance
service from private contractors which was probably similar to, but not the same as the
level originaly provided by Ministry employees,

« little interruption of highway maintenance services occurred in the aansition from the
Ministry's origina program to the privatized approach, and

a completely new set of ‘results oriented” maintenance standards was successfully
developed and implemented in such a manner that consistency in maintenance outcomes
from District to District may have been promoted.

On the other hand, the standards and administrative infrastracture governing contract hi 3hway
maintenance require substantia improvement for the program to be considered stable an
sustainable from an operational perspective. In particular, steps must be taken immediately to
guarantee that essential preventative maintenance is achieved as a priority and all maintenance
activities are performed in appropriate quantities.

Secondly, substantial improvements are required to establish a teamn approach between contractors
and Ministry officials, so that inappropriate levels of friction, arbitrariness, inequity and mistrust
which are compromising the future of the program are eliminated and a Br_op_er client service
perspective consistent with the needs and expectations of the traveling public is adopted.

In the pursuit of the above objectives, the patties to the privatized highway maintenance program
must reassess the contract terms and results oriented standards currently in use, with a view to
identifying and implementing improvements and innovations, such that the needs of all parties are
better served, to the ultimate benefit of the traveling public.

Other contentious operational issues which were raised as the result of the review were:

. the privatization initiative was a very high risk endeavor because no actual evidence had
been gathered to support the notion that there was an(}/thi ng inherently wrong with the
Ministry's origina maintenance program and no valid research had been performed to
E;sfl#py%ort the notion that the privatized approach would actualy be more efficient or

ective;

to the extent that the Ministry's original road and bridge crews had the capecity to do
other work besides maintenance’ activities from time to time, the Ministry would lose
this abiity after privatization. As aresult, it is possible that additional costs may be
incurred to deliver ‘rehabilitation’ and other ‘non-maintenance’ programs in
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circumstances where the Ministry’s original maintenance crews had been able to
perform the work at no additional cost before privatization;

in the course of privatizing the Province's maintenance program, the Ministry
eliminated its management information system (the Maintenance Management System)
which tracked the cost of individual maintenance activities. Asaresult, the Ministry
lost the ability to estimate or monitor the actual cost of specific maintenance jobs for
future management purposes, and

as the result of privatization, the Ministry's extensive training program which assured
that maintenance crews had the technical knowledge and expertise to identify and
respond to maintenance requirements appropriately, was dismantled. At present an
adequate training and apprenticeship program does not exist on a Province-wide basis
and this deficiency is likely to impair the effectiveness of the Province's maintenance:
program in the future, particularly in the area of bridge maintenance.

The nature and extent of these issues should be examined in greater detail, with a view to assessing
their overall significance and possible remedial actions.

Notwithstanding the need for the improvements set out above, al remedial actions must be
accomplished without any net cost increase compared with the original cost profile of the Ministry
and the current fisca requirements of the Province.

Finally, the review team was left with an unresolved concern that the views of the traveling public
as to the saengths and weaknesses of the maintenance services currently received in their areas had
not been abtained in connection with any review performed to date.

THE NEED FOR A PUBLIC ReEVIEW

While many of the issues associated with assessing the Province’s highway maintenance program
are technical or financial, requiring rigorous research methodologies and extensive data to deal with
properly, the review team continued to believe that the public should be consulted as well, to
ensure that key observations and concerns of those who traveled the highways and ultimately paid
for them were understood and fully addressed.

Therefore, the team suggests that an informa mechanism be implemented to obtain these views,
such that members of the public have the opportunity to make their views and concerns known.
This mechanism need not be congtituted as a formal public review of the overall program.
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INTRODUCTION

Perhaps the most fundamental and profound change which occurred in connection with
privatization of the province's road and bridge maintenance program was the elimination of some

2,200 public service positions and the transfer of 90% of the incumbent employess into the hands
of private sector employers.

As a result, substantialy all the local knowledge, experience, technica skiil and competency in
highway mantenance service delivery was removed from the public service of the Province of
British"Columbia, permanently.

The elimination of the province's highway maintenance work force was dramatic and yet it was not
altogether risky because the contractors who took over the road and bridge maintenance tasks were
required, as a condition of their contracts, to offer enployment to all the highway maintenance
employees whose public service positions had been eliminated. The contractors would aso be
required to recognize the British Columbia Government Employees Union as the bargaining agent
for their new employees. In this way, the original public service employee group, with its
accumulated training, knowledge and experience in local road conditions, equipment operation,
techniques and requirements was wansformed into the new work force in the employ of private
sector conaactors.

Much of the operationa success of the province's privatization initiative is attributable to the efforts
of the origina employees whose public service positions were eliminated. Through the mechanism
of guaranteed employment offers, the continuity of highway maintenance services was assured
despite the complete re-organization of the service delivery mechanism And in this way, the
province’s highway maintenance requirements continued to be met as new contractors were
required to offer employment to the employees of previous contractors Who failed to obtain
contract renewals in their areas.

The rationale and reasonableness of these arrayements, together with a number of other issues
became the subject of consideration for me preliminary review team

In summary, the key issues were:
what are the human resource implications of the contracting arrangements
underlying privatization, in relation to the province’s permanent requirement for
efficient, effective and economical highway maintenance services,

should contractors continue to be required by the Ministry to offer employment to
the employees of previous contractors,

if contractors are required to offer employment to incumbent employee groups,

what are the implications for the employées and the overall ability of the work force
to meet the province’s ongoing maintenance requirements over time.

BACKGROUND

Road and bridge maintenance is not like building or road construction.  |n construction, personnel,
equipment and materials combine to create something that did not previously exist. Once the job is
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done, the workers move on to another task and do not return to the original project Thisis

because the project has finite requirements and a clear and identifiable point of substantial
completion.

In contrast, maintenance is a collection of tasks or activities which are performed repetitively on the
same facilities to ensure that these facilities, in this case roads and bridges, are safe and economical
over their useful lives, for the users and owners of the facilities.

In a meeting with the preliminary review team, representatives of the Road Builders' Association
identified the skills, ability and dedication of the employees of the various contractors as the
fundamental reason for the success of the privatized highways maintenance program in meeting the
objectives of safe roads within the contract prices.

The great majority of the employees of contractors were government employees until the
privetization initiative was undertaken in 1987/88.

Employee relations or human resource issues are an important secondary feature of the evaluation
of options regarding road and bridge maintenance in British Columbia

To characterize the status of employees as secondary is not to diminish their importance. Asthe
Road Builders noted, the employees are the key to the success of any road and bridge maintenance
system. Regardless of the kind of organization that is undertaken, the same people are likely to
provide the core maintenance services for some time to come.

It is the employees who have the knowledge of the roads and bridges throughout the Province and
under any set of circumstances, the same group of workers is likely to be employed to undertake
the functions necessary for road and bridge maintenance.

THE MANAGEMENT OF THE WORK FORCE IN ROUND 1(]987-1991)

When privatization was announced on October 23.1987, the government took the position that al

government employees affected by privatization should be offered employment with the new

glr_i vate egr;pl oyers and would have no rights against government after their positions were
iminated.

All direct employees were members of the public service hired under the Public Service Act  The
majority were members of the B.C. Government Employees Union (BCGEU) but there was a

large group of excluded managers who were a vital part of the structure of government-provided
road and bridge maintenance.

At the time of the privatization announcement, the government’s legal position regarding employee
rights was incorrect Shorgg after the announcement, the Industriadd Relations Commission:
issued a decision which made the government'’s position legally appropriate. That decision itself
was overturned by the B.C. Supreme Court and the B.C. Court of Appeal.

By the time that the mgjority of {yrivatizations occurred, an employee whose job disappeared as the
result of a government decision to divest itself of the operation where the employee worked had a
legal right to remain as a government employee or to go to work for the new employer.

This legal result was cedified into the collective agreement between the BCGEU and the
govemment in collective bargaining in 1988.

In October 1987, the government also took the position that the BCGEU would not be guaranteed
legal status for continuation of union representation of privatized government employees. The
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government position was that., under the mmﬂmaggﬁmL any determination of successor
status would be between the new contractor employer and the BCGEU.

During the course of collective bargaining in 1988, the government agreed, without formall
reversing its position on union successorship, to require each new contractor to recognize the
BCGEU as bargaining agent for its new employees.

All Phase 1 contractors recognized the BCGEU as bargaining agent for their new employees, all of
whom initially were former government employees. Employees started work for the new
contractors on essentially the same terms and conditions as they had received as government
employees, including a 5.5% wage increase that was effective for purposes of highways
conuactors in September of 1988. (The first privatized contractor had commenced operations on
September 1.1988 and negotiated a separate arrangement with the BCGEU).

Government also made an agreement with the BCGEU in 1988, to recognize that it had a continued
obligation to its former employees for severance pay for their years as government employees and
for banked sick leave entitlement of some employees. That contingent [iability was never reflected
in government’s accounting of the costs and benefits of highways privatization.

In s}um{nary government made the following arrangements in relation to employees in Phase 1
contracting:

- each employee whose job was ?xivatized had a choice to remain a government
employee or to become an employee of the new contractor

- the new contractors were required to offer jobs to all government employees, excluded
and |un|on|zed, and to recognize the BCGEU as bargaining agent on behaf of its
employees

- employees who chose to remain government employees were offered other jobs within
government

- employeesin four contract areas exercised their legal right to decertify the BCGEU
following a recognition by the IRC that the employer was a successor employer

- these conditions were the same whether the contractor was an employee-owned
company in whole or in part or a company without employees as equity participants.

Regardless of these results, there is agreement among the Ministry, conuactors and the BCGEU
that the process of privatization was a very painful period for the mgority of highways
maintenance employees. The relatively secure working experience they had as government
employees was threatened and disrupted. The experience caused a great deal of emotiona anxiety
for these employees and their families.

THE MANAGEMENT OF THE.WORK FORCE N ROUND 2

When the Phase 1 contracts were expiring, the government went to open tender for the second
round of contracts. One of the decisions that it faced was whether or not to ensure the continued
employment of the existing work force where contracts changed. The tendering occurred in
1990191.

In its Request For Proposal (RFP), the government stipulated that any new contractor would be
required to offer employment to al regular, non-supervisory employees of the predecessor
contractor.
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The RFP did not require a new contractor to hire employees on the same terms and conditions as
they had enjoyed under the predecessor contractor or to recognize a union bargaining agent or to

honclnxr any collective agreement that was in place between the predecessor contractor and any
employee.

In mid-1991 however, government directed ail new corm-actors to offer employment to employees
of the predecessor contractor on the same terms and conditions as they had previously. This

effectively led all new contractors to recognize any union that represented its new employees as the
bargaining agent for those employees.

In summary, the Phase 2 results for employees were:

- regular non-supervisory employees were continued on the same terms and conditions
as they had enjoyed under the predecessor contractor where a contractor changed in a
contract area;

- the BCGEU continued its prior representation for employeesin 24 contract areas,

- employees of one contractor who had decertified in 1989 chose representation by the
Operating Engineers, Local 115 when a new contractor successfully took over and their
employer changed;

SiX excluded supervisory employees were not retained b&/ the new contractor and the
government was required to pay approximately $150,000 to honour its 1988
commitment to pay Severance pay.

Employees were surprised at the number of contractors that changed and this increased their
insecurity about employment continuity.

CURRENT STATUS

Employeesin 3 contract areas are not represented by any union.  Employees in 24 contract areas
are represented by the BCGEU. Employees in one contract area are represented by the Operating
Engineers.

Wages for employees in the 24 contract areas where the BCGEU is the bargaining agent are
approximately 10% higher than government wage rates for the same types of work It is difficult
to make an exact comparison because the BCGEU and individua contractors have negotiated
significant changes in classification descriptions.

Benefits remain very similar to those of government employees. Contractor pension or RRSP
contributions are probably lower than notional government” Superannuation contributions.

Five years after privatization, the net result is that increases in average salaries and benefitsin the
private sector exceed comparative increases in government over the same period.

Cor_\nactogéegppear to have a different pattern of employee utilization than that of government in the

period preceding privatization. Itisnot clear if thisis because of efficiencies that contractors have

gtchi gveg or whether it is a function of the different emphasis resulting from the use of homogenous
andards.

Approximately one-half of contractor employees remain on the 35 hour average work week that is
standard in government The remainder work either a 37.5 or a 40 hour average work week
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| MPACT OF CHANGE OF CONTRACTOR UPON EMPLOYEES
Two significant questions emerge in regard to employees:

should a new contractor be required to offer employment to employees of a former
contractor, and

should the government offer employees of contractors jobs with government in the
event that government resumes direct operation of highway maintenance services.

T TO OFFER EMPL OYMENT OF A PREVIOUSCONTRACTOR

The theory that was used to justify privatization (contractinc%) of road and bridge maintenance
services was that contractors in a competitive market would achieve efficiencies that government
could not achieve. This would result in lower costs for the same service. However, the _
I’ﬁgUl rhement that a new contractor hire the employees of the former contractor is inconsistent with
this theory.

If contracting continues to be the choice of I:%)vernment for the delivery of road and bridge
maintenance services, should a Phase 3 or Phase 4 contractor be required to offer employment to
its competitors: employees.

There are severa consequences to a policy that would allow new contractors to take the contract
free of the employment obligations of its predecessors:

« the new bidder can see the Iabour costs of its incumbent competitor and has a more
favourable bidding position. The savings that it would purport to bring to government
In its contract would be achieved through lower labour costs at the expense of the
workers currently providing the service;

. the workers would not change in any event Regardless of any requirement, it was the
position of the Roadbuilders that no contractor could deliver the service effectively
without using the existing employees. To alow a contractor to change employees
could compromise safety and service delivery;

+ most road and bridge maintenance employees reside in smaller communities throughout

B.C. Disruption in their employment every two to four years, real or potential, would
have negative financial and socia impacts upon those communities;

. government would absorb significant costs for any employees who were discontinued
ecause of the commitments it made in 1988 at the time of privatization;

+ the predecessor contractor would absorb costs for employee severance at a time when it
was going out of the specific business for the contract area that it had beenin before the
contract changed,

. the Roadbuilders advised this preliminary review team that any new contractor should
be required to offer employment to its predecessor’s employees.

it is reasonable to anticipate that workers and their unions would resist any adverse
impact upon employment security. This would have disruptive effects upon
communities where such adverse changes occurred and could threaten services,
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v+ the premise for cost savingsiis that a new contractor can reduce labour costs because it
is not encumbered with the employment obligations and costs of its predecessor and
can reduce workers' wages and benefits. However, if the workers are not satisfied
with these new terms, and assuming that they are non-union, they have aright to
organize and bargain collectively. The results of this process can increase the labour
costs Of the new contractor, disrupt services, or create other inefficiencies pecause Of
the potentia for conflict.

We wish to make it clear that reducing labour costs through a reduction of workers
wages and benefits is a different matter than reducing labour costs through more
effective management of human resources.

CONCLUSIONS AND RECOMMENDATIONS

In conclusion, we are of the view that the policy established by the former government in Phase 1
and Phase 2 should be continued in any subsequent Phases. Any new contractor should be
requited to offer employment to the employees of its predecessor contractor.

A more difficult aspect of that recommendation is whether this requirement for a new contractor to
offer employment to employees of the former employer should continue to be limited to “regular.
non-supervisory” employees of the predecessor.

This can be rephrased as a question of whether the taxpayers should continue to absorb any portion
of the severance costs where a management employee of a predecessor contractor is not taken into
employment by a replacement or new contractor. “Alternatively, does it enhance or diminish
competition between contractors if there are employment obligations in regard to management
employees who otherwise would not be offered employment by the new employer.

We do not see any reason why the taxpayer should continue to absorb the cost of management's
decision regarding excluded managers unless such an obligation is consistent with commitments
made to individuas at the time of privatization.

However, we recognize that management employees of contractors who were transferred from
government with Phase | |privati zation tend to be long service maintenance workers residing in
smaller and non-metropolitan communities. Should they lose employment, they face difficult
prospects for future employment.

Our recommendation below attempts to balance the competing interests of government,
management employees and contractors.

We recommend that the policy established by the former government in Phase 1 and Phase 2
contracti n? be continued in any subsequent phases. Any new contractor should be required to
offer eggﬁoymmt to non-supervisory employees. From their discussions with us, it appears that
the Roadbuilders agree with this recommendation.

Further, we recommend that government require new contractors to offer employment to
supervisory employees if government continues to have a lega obligation for severance payments
or has made commitments to former employees in 1987/88 independent of any legal obligations to
make severance payments. Such a policy does not obligate the taxpayer to pay for someone who is
not working at the choice of employer.

If government does not have any legdl obligation, then it must determine if it hasamoral obligation
to these former employees. We make no comment or recommendation in such an event
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DE-PRIVATIZATION AND THE TREATMENT OF FORMER GOVERNMENT EMPLOYEES

All of the reasons outlined above for requiring a new conuactor to offer employment to the
employees of a predecessor contractor apply to government in the event that the decision is made to
de-privatize.

In the event that government decides to resume direct provision of road and bridge maintenance
services, government should offer employment to all former government employees who are
employees of the contractors.

A more difficult issue arises in relation to employees of contractors who were never government
employees. This matter would undoubtedly be the subject of discussion between the BCGEU and
government The rights of contractor employees who were never government employees may
stand against the rights of current government employees who were previously employed in road
and bridge maintenance. We note this fact only and make no recommendation.

CoLLECTI VE BARGAINING IN THE ROAD AND BRIDGE MAINTENANCE SECTOR

A number of difficult questions arise when one considers the topic of collective bargaining in the
road and bridge maintenance sector.

SAME TERMS AND CONDITIONS WHERE A CONTRACTOR CHANGES

In the initial privatization, government rquired the new contractors to hire former government
employees and to recognize the BCGEU. The |atter rggtuircmcm made the transition to
privatization easier but practicaly speaking, only replicated the eventual legal result of
successorship under the existing labour laws.

In Phase 2, the same government required a new contractor to hire the employees of its

predecessor contractor on the same terms and conditions. This effectively rquired the contractor
to accept the collective agreement in place between its predecessor and the BCGEU, for 24 contract
areas.

The legal question that arises is whether the collective bargaining rights and obligations of a
successful conuactor would be inherited from its competitor and predecessor conuactor. The |abor
relations implication of a transfer of a business from one employer to another where the employees
are unionized is currently regulated by s. 35 of the Labotir}ds Code and was previously
regulated by s. 53 of the Industrial Relations Act and before it, the-Labour-€ode. For the purpose
of this discussion, there would not appear to be any significant difference between s. 35 of the
current Code and s. 53 of either of the previous statutes.

The labour relations obligations, and hence the general employment obligations, of new contractors
are far less clear than the obligations of the origina contractors in 1988.

If acontract areais a“business’ which the government has contracted, it is unlikely that a
subsequent contractor who got the contract through a competitive bidding system against the
preceding contractor is a successor to that very competitor. The preceding contractor has not
“sold” the business.

The Roadbuilders, in their oral submissions to this preliminary review team, agreed that a new
contractor should be rquired to offer employment to employees of the former contractor. They
did not believe that this requirement should extend to terms and conditions of employment.
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There appear to be several reasons why the government imposed these empl c;%_ment obligations
upon contractors in phase 2 notwithstanding the legal ambiguity of successorship of ¢ollective
bargaining rights and obligations.

oy The government recognized that the employees were a vital feature to the ability of the contractors
to meet the demands under its contract. The importance of the ability of the contractors to fulfill the
government’s need for safe traveling conditions would be compromised without the employees.

Economic stability was also a factor. Road and bridge maintenance employment is concentrated in
non-metropolitan communities. If anew contractor attempted to make significant changes in terms
and conditions, there would be more possibilities of industrial unrest with negative impact on the
communities where the incumbent employees resided and on the delivery of services.

In addition, a new contractor who attempted to revise labour cors downward to accommodate its
successful hid price, would face substantial opposition from employees and their union(s). This
resistance could threaten a new contractor’s ability to meet its contractual service requirements and
undermine the financial viability of its bid price.

It is amost inevitable that a new contractor who attempted to revise wages downwards would find
that its employees were soon unionized and ready to fight to protect their standard of living.

This continuation of employment and of consequent union representation does not compromise the
freedom of employees. Employees have a right under the Laboyr Relations Code to be non-union
or to change unions.

Continuation of employment and union recognition for unionized employees will have no impact
upon the current wages, benefits, hours of work and pension arrangements of current contractor
employees. These terms of employment are, however, subject to amendment through normal
collective bargaining and other employment changes.

Therefor. it is our recommendation that any new Request For proposal in subsequent contracting
phases stipulate that a successful bidder must offer employment to employees on the same terms
and conditions as wutilized by its predecessor.

Under the current arrangement, collective agreements expire from time to time. To add the
possibility of further conflict resulting when new contractors seek to negotiate first agreements

yvitth (%rtganized labour would create more potentia disharmony and would not be in the public
interest.

COLLECTIVE BARGAINING GENERALLY

The effect of privatization was to create the same random and fragmented structure of collective
bargaining for the private sector that typifies the public sector and that was commented upon by the
Commission of Inquiry into the Public Service and Public Sector.

The contractors complain, through the Roadbuilders, that this places them in an untenable
Situation.

The former government required contractors to hire the employees of its competitor, the former
contractor, and effectively to recognize a trade union as collective bargaining agent on behalf of
those employees. This was done for sound reasons of socia and public policy and we have
recommended that this policy be continued by future governments if this method of delivering
services is continued.
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At the same time, government requires contractors t0 perform Up to standards in the event of a
labour dispute, whether or not there has been a change of contractors. Contract expiry dates with
government are variable and the reality of B.C.’s weather conditions increase the vulnerability of
any contractor during many months of the year. The contractor would have difficulty availing

vy itself of the essentid service provisions of the Labour Relations Code. This combination places the
contractors in a very weak bargaining situation and may be one explanation for why private sector
contractor total compensation rates appear to exceed those of government.

Government could contract with another contractor to provide the service affected by the labour
dispute or require adjacent contractors to provide essentia services. That would place the striking
or locked out union and the contractor on a more balanced footing. We do not recommend this
course of action however.

We recommend that government require contractors and all of the unions representing highways
maintenance workers to enter into atwo tiered bargaining arrangement for wages and conditions.
Classifications, wages and benefits would be established on a provincia basis. Hours of work
and other local conditions could be negotiated at alocal level.

This system should be developed through consultation with affected unions and the Roadbuilders
Associ ?tion. Participation as a signatory to the collective agreement would be required by any new
conaactor.

This system would transform the competitive process. Contractors would compete on the basis of
their management efficiency and equipment and labour utilization, not cheaper labour rates. It
would also reduce the potentia for labour disruption.

However, the unions and the contractors should also be required to agree to essentia service
designations as part of the agreement, in exchange for recognition and standardization of
bargaining results.

If the parties do not agree to the essentia service aspect of this agreement, the government’s ability
to ensure core safety services would be compromised.

The existing non-union contractors would remain non-union. Should their employees become
certified however, the employer would be required contractually by government to become a
signatory to the standard agreement Likewise, if employees of an employer decertified, they
would be released from the standard agreement

If the decision is taken to return road and bridge maintenance services to govemment, a number of
problems would arise.

Contractor employees have wage rates and hours of work that are at significant variance from those
in government. Although the wage rates of contractor employees are generallv higher,
government has a great deal of experience integrating employeesinto public service employment
and it is not an insurmountable task.

However, the integration of such a large group of employees could represent a significant cost, put
not as the result of adding new employees at higher rates. The government is alrea%/ paying these
rates. On the other hand, it is likely that the existing government work force would demand
comparable rates and this would produce a dual cost push on government wages. First, jt would
push general government wages to a higher level than those negotiated by the BCGEU in its
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Master agreement With government Second, as most highways maintenance workers are male, it
would also increase the wage disparity and increase pay equity COSts to government.

It would be necessary for government to evaluate the actual costs of reintegration, including the
features noted here, before any decision to de-privatize could be undertaken.

There are other features of de-privatization that would be difficult. These include seniority
entitlements, pension attribution and hours of work variances. Again these are not insurmountable
Issues, but they do require serious evauation before any de-privatization is undertaken.

All of these features taken together may make de-privatization prohibitive. They support our
overal conclusion that government must return the cost of road and bridge maintenance to where it

}{/vo(ljjld have been but for privatization, but must laok at al of the alternative mechanisms available
0 do 0.
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THE FINANCIAL AND EconNnomic IMPACT OF
PRIVATIZATION

INTRODUCTION

According to all accounts, the original rationale for the privatization of the Province's road and
bridge maintenance services was entirely financial, with the intention being to produce material cost
savings through private contracting instead of government service delivery.

In a very short period of time, the Ministry of Transportation and Highways maintenance
infrastructure was almost completely dismantled and a new productive capacity to meet the road
and bridge maintenance requirements of the Province was assembled in the hands of private
contractors.

The transition from the use of a Ministry productive caf)aci ty to the use of a private sector capacity
occurred when the Ministry transferred substantially all of the Province's highway maintenance
resources to the ownership or control of private contractors.

In this way, contractors acquired some of the resources to provide for the Province's highway
maintenance requirements and the Province obtained recoveries in the form of cash payments for
those resources which were sold or leased.

To effect the transition and achieve appropriate standards of stewardship over public money and
resources,_Minisu-% officials took steps to ensure that the transfer of highway maintenance
resources into the hands of private contractors did not result in a loss to the Province or an
inappropriate conferral of benefits in favour of contractors or others.

Ministry officials also took steps to ensure that the normal financial cost of the Ministry’s _
productive capacity to perform highway maintenance services was identified and not exceeded in
acquiring the same services through private contracting.

In short, the Ministry tried to ensure that it did not have to spend any more money to obtain the
same level of highway maintenance services as it had been able to provide before privatization. It
also t1;n'cd to ensure that it received fair compensation from the sale or disposition of government
assets.

For the review team, the events described above raised fundamental issues about the financial and
economic implications of privatization. Indeed, the review team felt that by the very nature of the
privatization scheme, it would be very difficult to ensure that costs did not actually increase. For
example, the rquirements imposed on contractors such as having to offer empl %ment to al the
origina work force of the Ministry, and later, the incumbent contractors, at established rates of
remuneration, would severely constrain contractors' normal abilities to control input costs and
obtain efficiencies.

Moreover, the use of fixed price contracts involving twelve monthly payments not strictly tied to
services delivered in guantified amounts would mean that any efficiencies achieved by contractors
would automatically and immediately accrue to the benefit of the contractors, but not necessarily
flow to the Province in later tendering processes. Therefore the review team was concerned to
examine the financial results of the privatization as closely as possible, given available resources.

The issues which were identified are described below.
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ISSUES STEMMING FROM RELIANCE ON THE PRIVATE SECTOR

After privatization of the ﬁrovi nce' s highway maintenance services, the province became almost

v completely dependent on the private sector for the necessary capacity to perform highway
mai ntenarice Services.

Insofar as this gpproach to highway maintenance was taken in order to obtain efficiencies and
reduce costs, the review team determined that the following issues needed to be addressed:

first, would private contractors be able to maintain and develop an adequate productive
capacity to perform highway maintenance services, such that the province would be
able to obtain the necessary level of services over the long run;

second, would the market for highway maintenance contracts operate freely and
openly, such that contract prices for the services would be determined competitively,
market efficiencies and associated market flexibility would be obtained and contracts
would be awarded to the best contractors at least cost to the Province; and

+  third, would the full cost of privatized highway maintenance services be less than the
cost of the Ministry’s origina program, such that the transition to a privatized approach
would be cost justified over the long run.

ISSUES STEMMING FROM DISPOSAL QF THE MINISTRY'S PRODUCTIVE CAPACITY.

To implement privatization of the province’s highway maintenance services, the Ministry of
Transportation and Highways dismantled its productive capacity to perform maintenance work by
disposing of amost all of the necessary resources including an entire work force, machinery,
equipment, vehicles, supplies, parts, tools, buildings, yards and so on.

These resources were varioudly transferred to the ownership or control of private contractors who

WOIEIj|_d assume responsibility for maintenance services according to contractual terms and
conditions.

Insofar as public sector resources were disposed of, the review team determined that the following
Issues needed to be addressed:

firgt, did the Ministry dispose of the correct resources, and only those resources which
were required to create a productive capacity for highway maintenance servicesin the
private sector,

second, did the Ministry receive fair value for all the resources which were transferred
through sale, lease or otherwise, to private contractors;

third, did the disposal of the Ministry’s capacity to perform highway maintenance
services have other financial or economic implications for Ministry operations such as
highway rehabilitation or construction, and if so, were these effects properly
considered in the financia plan for the privatization initiative and the projections of
overall costs and henefits; and

fourth, did the disposal of the Ministry’s capacity to perform highway maintenance
services have other financial or economic implications, such that the economy of the
Province was affected in ways which should have been taken into account in the
evaluation of privatization.
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With these issues in mind, the review team proceeded to review the financial outcomeof
ﬁnvatlzatlon to obtain an answer to the most important overall question of whether cost savings
ad actualy been achieved.

To address the issue of whether the full cost of highway maintenance services gbtained from
private contractors was the same or |ess than the full cost of the same services if the Ministry had
continued to perform them, the review team took the following steps:.

atrend analysis of the cost of operations at the District office level of the Ministry Was
performed;

issues of cost comparability from year to year were addressed;
the Ministry’s financial plans for privatization were examined:

the rend analysis described above was expanded to serve as a comparative analysis of
the cost of highway maintenance services before and after privatization, and

+  based on the quantitative outcome of these steps, preliminary conclusions were drawn
about the relative cost of the privatized program.

The results of these steps are described below.
ReviEw OF THE FINANCIAL OuTcOME OF PRIVATIZATION

INTRODUCTION

Before privatization, substantialy all of the maintenance work performed on the Province's roads
and bridges was organized and resourced at the Ditrict office level of the Ministry of
Trangportation and Highways. Most of the cost of the Province's road and bridge maintenance
work was incurred and accounted for at this level of the Ministry. Each District office had its own
set of accounts for recording the cost of maintenance work The cost of salaries, wages, materials

and supplies consumed in the process of performing the necessary services was recorded directly
in these accounts.

Although the costs of machinery, equipment and vehicle purchases were incurred at the
Headquarters level, these costs were re-allocated to the District offices using a standard costing
system known as the Maintenance Management System With this system, the standard cost of
machinery, equipment and vehicles was recorded on ajob by job basis in the District office
accounts. These charges covered the operati nﬂ and capital cost of the machinery and equipment,
such that all recorded costs were reflected in the accounts of the Districts.

IEND ANALY SIS OF DISTRICT ORI

- a s~ AT

The review team performed a preliminary trend analysis of District office costs in order to
determine what changes in cost levels had occurred year by year, before and after privatization, and
to obtain a preliminary understanding of the cost outcome of privatization at this, the most directly
affected level of the Ministry.

Notwithstanding the difficulties involved in comparing the cost of highway maintenance after

Brivatizati on, in years when organizational and accounting changes had occurred (as discussed
elow), the team held the view that no better evidence about the cost of privatization could be

obtained than by looking at historic cost information recorded in the District offices' accounts.
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SUMMARY OF DISTRICT RESPONSIBILITY CENTRE COSTS

Ha

(Unaudited)
1986 1987 1988 1989 1990 1991 1992 1993
Unallocated Employee Costs 0 0 ] 2503817 0 0 0 0
Road Maintenance - District 159,394 481 | 167,871,170 | 174,940,487 | 111,855417 | 29,892,232 35,272,772 | 46,328,127 | 45,146912
Road Maintenance - Contractors 0 0 0 } 109,167,155 } 254,721,286 § 250,711,190 | 265,275,009 285.378', 871
Bridge Maintenance 7,604,581 8,593,993 9,460,335 5,646,223 0 0 0 ‘ 0
Ferry maintenance 21,193,518 9,654 801 9,678,558 0f 10,507,650 ] 12434934 | 12,785310 13,271,496
Machine Maintenance 44,583,593 | 44574518 | 44046706 | 22,061,840 0 0 0 0
Intra-Ministry Credit (48,808,199)] (52,815,563)] (53,152,281) 0 0 0 0
Flood Damage 0 0 99,542 0
Secondary Highway Maintenance 0 0 0 0 0 0 0 1,600
Administration 0 0 0 199,259 0 0 0 ' 0
Total Highway Maintenance 183,967,974 | 178,278,919 | 184,973,805 | 251,433,711 | 295,121,168 298,418,896 | 324,487,988 | 343,798 879
¥ . LN,
Adjusted Highway Maintenance | 162.774456 | 168,624,118 | 175,295,247 | 248,929,894 | 284.613518 ; 285.983962 | 31 1,702,678 330,527,383
I
Day Labour - Roads 65,693,088 | 46,130,784 | 35,344,023 | 43,184,573 | 66,470,784 | 42420224 52,799,109 | 31.681~86
Day Labour - Bridge 3.253062) 50281341 6.176218| 51457441 11862557, 9,466325| 7311479 | 15852248 |
Ferry 497,943 101,000 866,884 547461 664 4R1 107,413 172.445
Safet.y Projects 114,045 1064981 1,829,779 1,905,799
Fencing 952,727 1,275,238 1835.94 1
[ T4 NOH t Rrcole n Nes Rre

Guardrail and median installation
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If significant cost comparability problems existed, the team would make every effort to overcome
them in a proper manner. |f this was not possible, the team would state the outstanding problems
and estimate the impact of the issues on the overall anayss.

THE RESULTS OF THE PRELIMINARY TREND ANALXSIS

The table on the facing page shows the financial results of operations of al the District offices in
the Province, in consolidated form, from 1986 to 1993.

The line items set out in the table correspond (with minor changes for consistency) with specific
line items in the Ministry’ s accounts, except for the * Adjusted Highway Maintenance’ line item.
This line item was created by the review team to represent the cost of road and bridge maintenance,
ﬂus District office administrative overhead. It is exactly the same as the Ministry's "Total

ighway Maintenance’ line item except the cost of ‘ Ferry maintenance’ has been removed.

The ‘Adjusted Highway Maintenance’ line item represents a combination of severa significant
changes described below.

First, the financial effects of the privatization initiative which began in 1989 are reflected in the
amounts, along with other changes. The Miitry changed its accounting system in 1989 to
accumulate a number of highway maintenance costs in the District office accounts. These costs
had aways been incurred but had not been recorded there before.

For example, British Columbia Buildings Corporation charges for District office premises which
had been recorded at the headquarters level before, were recorded at the District office level after
privatization. Also, employee benefits costs for District employees were reallocated to the District
accounts after privatization.

Similarly, some activities which had not been considered maintenance’ in previous years were
included in the new maintenance contracts for the first time. The cost of these activities also
contributed to the increases in recorded cost of ‘ Adjusted Highway Maintenance’ after
privatization, but should not be considered red increases insofar as the activities were belig
performed and the costs were beiig recorded elsewhere, before.

Given the accounting changes described above, the review team could not draw conclusions about
whether privatization had actually cost the Province more or less, based on a simple anaysis of the
trend in *Adjusted Highway Maintenance’ costs shown in this table. Before any conclusions could
be made, the chantges_des_cribed above would have to be factored out, to more closely isolate the
real cost effects of privatization separately. Then, a more detailed analysis would be required to
ad_dg?_ss afthe issue of whether these cost effects represented real cost increases attributable to
privatization.

THE FINANCIAL PLAN FOR PRIVATIZATION

To help explain the increases in ‘Adjusted Highway Maintenance’ costs described above, the
review team turned its attention to the original financia planning which the Ministry had
undertaken to implement privatization in 1988 and 1989.

After the public announcement that the Province's highway maintenance services were to be
privatized, Ministry officials began the financial planning process to ensure that highway
maintenance services were obtained at the same or lower cost than before, and assets belonging to
the Province were disposed of at fair market value.
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It is important to emphasize that the decision to privatize the. Province's highway maintenance
services was made before any real financial planning for the project had been performed. Minis

officials had to undertake the financial Planning afterwards and produce finaricial plans which wﬁ.{
intended to make privatization a success.

The review team examined the financial planning work carried out by Ministry officials and

independent consultants to obtain a more thorough understanding of the costs described above.
The. profile which emerged is set out below.

By July, 1988, the Ministry of Transportation and Highways had received and evaluated the first
round of hids from all the contractors seeking to provide highway maintenance services in the 28
new contract areas covering the Province. Indeed, one contract had aready been signed. By this
time, Ministry officials were therefore well informed of how much the new ‘privatized' services
would cost for the first three year contract period.

At the same time, Ministry officias had started to determine approximately how much the Ministry
had spent to provide the same services in the 1988 fiscal year. The Ministry's first preliminary
estimate showed that the province had spent approximately $208 million at the District office level,
without considering the cost of any other related activities at the Regional or Headquarers levels of
the Ministry (see Appendix B). '

In contrast, a preliminary analysis dated July, 1988 showed that most of the contractor bids
exceeded what the Ministry was estimating it had spent in each contract area, even after factoring in
Disnict and Ministry overhead costs, and inflation for three years (see Appendix C).

This was a matter of serious concern to Ministry officials. Although the privatization initiative was
supposed to produce cost savings, the Ministry’s preliminary analyses suggested otherwise. At
that time, Ministry officials expressed concern that contracts not be signed until appropriate cost
levels were assured.

The Ministry then turned to outside consultants and commissioned an independent study to identify
and quantfy all the cost components of the highway maintenance services to be privatized.

Fist, an independent firm of consultants was retained and a report was prepared which set out a
number of cost components not previoudy considered by Ministry officials. By August, 1988 the
consultant advised that the Ministry had understated its annual cost of road and %ri dge maintenance
prior to privatization, by $24 million {see Appendix D).

Ministry officials then conferred with Treasury Board Staff on the technical merits of some of the
consultants work, particularly certain interest cost components addressed in the report (see
Appendix D). Ultimately, the consultants arguments were accepted. However. additional
assurance about the validity of the arguments and the accuracy of the amounts was also sought by
the Ministry in the form of an audit by afirm of externa auditors.

The Ministry then retained the services of an independent firm of chartered accountants to perform
an audit of the 1988 cost of highway maintenance services to be privatized.

In the audit, all the issues raised in the Previous round of consulting, in which the additional $24
million in highway maintenance expenditures had been identified, were addressed again, this time
in the context of an external audit which resulted in the expression of an opinien as to the validity
of the costing methodology and the fairness of the amounts disclosed.

The auditors produced a report in which the amount of $229 million was identified as the 1988 cost
of maintenance related expenditures’ to be privatized (see Appendix E). This amount exceeded the
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Ministry's prel i ni nary estimate of $208 miHiong)?/ approximately the same amount as the previous
consultant had reported. More importantly, the total also approximated the amount required
(before inflation) to justify accepting the first round of bids from private contractors.

On this basis, together with projections about cost recoveries (see Appendix F), the Ministry
gained confidence that the new contracts for highway maintenance services could be signed and the
cost of highway maintenance services under the privatized approach would be the same or less,
over time, than if the Ministry continued to provide the services.

Ef forts to verify whether privatization had actually produced cost savings, by reference to the
books and records of the Province, were never made until this review, however. Even though the
Ministry required a substantial increasein its 1989/90 budget to deal with the cost of privatization
(see Appendix G), the 1989 annual report would advise...'% the last 12 months, Ministry
staff...achieved cost savings and benefits of more than $100 million over the next three years.” (in
connection with the newly privatized road and bridge maintenance services.)

For the review team, the profile described above was very significant First, it was clear that the
financial planning for ﬁrivati zation had taken place after the decision to implement the program had
been made, such that there would be a need to obtain financial estimates and projections which
would support the origina decision.

Second, it was clear that a tremendous amount of effort went into ensuring that there was financial
justification for entering into the new highway maintenance contracts at the prices which had
emerged from the tendering process. These prices had exceeded the Ministry’s origina
projections.

Given these circumstances, the review team could not overlook the possibility that the need to
rationalize contract prices in relation to Ministry costs had overshadowed the need for conservative
fmancia projections and plans.

Third, it was clear that the financia outcome of privatization had never actually been analyzed and,
up until the announcement of the Minister's decision to review the program, there had been little
impetus within the Ministry to undertake such analyses.

Fourth, it was clear that the matter of analyzing the financial outcome of privatization would be
very difficult because there had been many changes since privatization and little had been done to
ensure that such analyses could actually be performed properly.

With these considerations in mind, the review team turned its attention to the studies and
projections from 1988 and 1989, to assess the accurgcoP/ of some of the prgljecti onsin light of what
actualy happened. Aswell, the review team revisited some of the original technical arguments, to
consider whether other views might be appropriate given the passage of time and the actual events
which occurred since privatization.

THE PEAT MARWICK STUDY OFHIGHWAY MAINTENANCE COSTS

The first round of consulting described above was performed by Peat Marwick Stevenson and
Kellogg (see T. Ridley Bestwick documents in Appendix D).

In that study , two key components were added to the Ministry's original estimates of what it spent
in 1988 for highway maintenance activities to be privatized.
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First, the consultants pointed out that the estimates should be increased to account for certain
;ccapltal betterments costs which would be included as part of the contractors' responsihilities, in
uture.

Second, the consultants advised that *holding costs' (or ‘opportunity costs') in the amount of
aoei:qrom mately $12 million should also be included in the Ministry’s estimate of what it cost to
iver the services in 1988.

The review team did not have any difficulty accepting the ‘ capital betterments’ component of the
consultants work. The amount would change slightly by the time the Ministry completed its final
estimation.

However, the review team had some difficulty understanding the concept of ‘holding costs' or

‘opportunity costs. More will be said about this in the sections below which dea with audited
costs in thé ‘benchmark study’.

As discussed above, the Ministry reviewed the concepts brought forward by the consultant from
Peat Marwick and consulted with officias in the Treasury Board Staff to confii the validity of the
concepts. (see G. Hogg memorandum attached as Appendix D.)

The Ministry then went on to engage the services of external auditors to examine and express an
opinion on the overal estimate of the Ministry's 1988 costs, including the new components set out
by the Peat Mar-wick consultant

Backmound

For the review team, the next step in the process of evaluating changesin the cost of ‘Adjusted
Highway Maintenance’ at the District level was to review the audited report on the 1988 cost of
highway maintenance (before privatization) which had been prepared by Coopers & Lybrand at the
request of the Ministry of Transportation and Highways.

This study (actualy two related reports) is set out in Appendix E to this report)

It was this audit which established the amount of $229 million (before inflation) as the annual cost
of the Ministry’s highway maintenance services.

Working with Ministry officials, the auditors had analyzed the maintenance related expenditures
of the Ministry in the last year before privatization, and determined the highway maintenance costs
to be privatized. The auditors expressed an unqualified opinion on the methodology and the cost
amounts set out in the report Their opinion was dated January 8, 1989.

Effectively, the Coopers & Lybrand study was an attempt to set a ‘benchmark’ for the cost of
highway maintenance services before privatization. However, the firm had made it clear that the
audited result for the year in question was not necessarily representative of any other year.

The Ministry then used this ‘benchmark’ to serve as a price ceiling for the cash cost of the new,
privatized highway maintenance program. In theory, if the Ministry spent no more on contractors
than 1t spent according to the ‘benchmark’, it could not possibly inCur more cost for maintenance
services as the result of privatization, on the assumption that al other conditions remained the
same.




The Benchmark

District Costs,

Road and Bridge Maintenance
Direct¢ost ofroad/bridge maintenance
Administration
Yard overhead.all

Capital Maintenance
Stabilization

seal Coat

Total = District RC's

Emploves bens, @ 19, % (Headguarters Account)

B.CB.C. Charges (Headguarters Account)
Occupancy Charges
Utilities

Miscellaneous (Headquarters Accounts)
Damage to infrastructure
Telecommunications
Driver training, safety
Litigation scttlements
Postal Branch Charges
Information systems
Office supplies

Imputed financing costs
Equipment
Materials

1987/38
§

163.730599
4,816,187
1.604562

172,151348

3.836.162
3.247306
7,084,068

179,235,416

14,341,331

13,284,102
8,060,192
21344.294

824,803
720,000
685,302
366,061
134.841
280,000
280,000

3291507

6,826,050
4,028,904
10.854334

29.067.502
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The analysis underlying the study set out all the components of the Ministry's origginal rogram
which were to be privatized and 1dentified how much each component cost in the 1987/88 fiscal
year, the last year before privatization.

The analysis encompassed the ‘ Adjusted Highway Maintenance’ costs discussed earlier in this
report, plus al the other components which had been accounted for elsewhere in the Ministry and
the government. The study also included the holding cost, or opportunity cost amounts suggested
by the previous consultant from Peat Marwick. In the Coopers & Lybrand reports, these amounts
were called ‘financing costs .

Insofar as certain of the amounts in the study could be reconciled directly with the amountsin the
‘Adjusted Highway Maintenance’ line items discussed earlier, the study actually provided me
review team with the basis for a much more complete evaluation of the trends described earlier.
Thiswould later become the key to determining whether privatization had cost the government
more or less than before.

An analysis of the costs included in the benchmark study of 1987/88 is shown in the table on the
facing page.

This schedule shows individual benchmark amounts analyzed according to the level of the Ministry
where the original costs were incurred. The schedule was prepared by the review team using the
information contained in the original benchmark reports in Appendix E. The breakdown is
explained below.

Benchmark Costs at the District Level

At the Didtrict level, the total of the individual amounts for ‘Direct costs of road/bridge
maintenance’, plus ‘Administration’ and * Yard overhead - al’ amounted to $172.15 million, an
amount which was dightly lower than the actua ‘Adjusted Highway Maintenance’ costs of
$175.30 million in 1987/88.

The reason for the variation was that some of the District office administration costs which were
included in the ‘ Adjusted Highway Maintenance' line item were expected to continue after
priveti zgtgI on. These amounts were not therefore included in the benchmark as amounts to be
privatized.

In addition to the amounts described above, costs to be privatized at the District level included
$3.84 million for “stabilization and $3.25 million for ‘seal coat’ activities. These were the ‘ capital
betterment’ costs referred to in the Peat Marwick report. They were based on estimated unit costs
for these activities and actua quantities required in the maintenance contracts.

These activities had not been considered part of road maintenance’ in previous years and had not

been accounted for as part of ‘ Adjusted Highway Maintenance’ costs prior to privatization, They
would congtitute part of the explanation for the increased cost of ‘Adjusted Highway Maintenance
in the years after privatization.

Benchmark Costs at the Headquarters L evel

Two large cost amounts, ‘ Employee Benefits and *British Columbia Buildings Corporation’
(BCBC) charges, rel atln%t_o highway maintenance requirements at the District |evel were recorded
at headquarters, not the Districts, before privatization. As well, a number of other smaller cost
amounts refating to various headquarters overhead costs to be privatized were also recorded in this
manner.
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The benchmark included these costs. They amounted to $21.34 million in ‘BCBC charges,

$1¢Sit.34 million in ‘employee benefits’ costs as well as approximately $3.3 million in miscellaneous
costs.

All of these costs were to be eliminated when the Ministry’s privatized program was implemented.
Since these amounts would be built into contractor payments after privatization, they Would
contribute to the higher level of ‘Adjusted Highway Maintenance’ costs at the District level but they

would not represent any actual cost increases because they should have been incurred elsewhere in
the Ministry, before privatization.

I {Fi ine C
The last amount included in the coopers & Lybrand benchmark study was the ‘financing costs'

amount referred to above. This amount was intended to reflect the cost of capital which the

Ministry incurred in connection with the purchase of machinery, equipment, vehicles, parts and
other endunhg assets held in inventory.

More will be said about this later.

Overview of the Implications of the Benchmark Study

The benchmark analysis identified a total of $229.07 million in 1987/88 ‘ maintenance related
expenditures’ to be privatized.

This amount exceeded tbe 1988 level of ‘Adjusted Highway Maintenance’ costs recorded in the
District office accounts, by $53.77 million. It alSo exceeded the Ministry's preliminary analysis of
the cost of highway maintenance to be privatized, by $21 million, an amount which was consistent
with the previous consultant’s report.

All of tbe amounts set out in the ‘benchmark study’ were to have been actual costs to government,
before privatization. All of the amounts were assumed to have been eliminated by privatization.
Equivalent amounts would in fact be paid to contractors on the assumption that the benchmark
amounts would either cease to be incurred by the Ministry after privatization, or would be incurred
by contractors.

A RE-EXAMINATION OF THE BENCHMARK STUDY

The review team determined that it was necessary tore-examine the benchmark study in connection
with the review of the financial implications of privatization, for three fundamental reasons.

Fist, the team needed an in-depth understanding of the rationale underlying the amounts Set out in
the study,. to be able to make proper comparisons with the cost of highway maintenance after
privatization.

Second, since several of the material amounts in the study were based on specific assumptions
about the future after 1988, the team determined that it would be appropriate to review € amounts
in relation to what had actually happened. If any of the assumptions had not been correct, the cost
amounts might also be incorrect such that the financial outcome of privatization would Vary from
Ministry projections.

Third, the review team was aware that the benchmark study had been prepared &fter the Ministry
had received the first round of contract bids and found that the total of the bids substantially
exceeded the Ministry's preliminary estimate. of how much could be spent  Under these
circumstances, the review team wanted to obtain assurance that the higher amounts set out in the
benchmark study reflected duly conservative estimates o €ost,

a1




1987/88 Benchmark « Sensitlvity Analysls

196181 Most Conservatlve Least Conservative Most Likely
Eathusatod Esthmaied Eatinealed
District Costs Anditad 1933 Estlanate Dhmrings 1993 Fatlegste Dismvings 1M Esthmats | Diemving
H 1) s s

Road aad Bridge Mulntenancs
Thiract costs ~ fovarnan wress 14510598 162,153 %% 2576308 166,730,309 -1, 008,908 143,150,799 1,576,008
Administrstion 45607 21512 1924473 28312 LYMET5 1990912 Laers
Yaed overtuead - all L0 587 1,604,362 [ 1604363 [ 1,604,362 [)

17215034 16,6987 5501473 mM,22641 74,678 167,64857) 4,301,478
Caplisl Matntensnee
Subilization 39M.162 3,836,162 » 18%,162 [] 304 ]
Seal Cont — LA — 3y —aeeee 0y datws 0 g

TR 1T 3 T,084,060 P— ) I
Total Bhsirict Cots DN M — 111 R R 1 %) o N /: X 1/ I 430140
Hestpuemmiog:

B.CA.C. Charges
Occupancy Charges 12384,102 123,57 »,52) 12885379 »asn 108,579 1m0
Thititles 0060197 13 241,808 2000 241,004 2018388 241,006

21,3444 20,1963 0,329 20,701,043 “,m 0,793,963 “o.xs
Other Headqueriers Cosls
Postal Branch Charges 134ML et [] et . jATE ] [}
Litigation seudements 4,01 Wi M1 [} 364,041 [] 344,041 [}
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The review of the benchmark was not intended as a criticism of the original study. Rather, it was
intended to be an update, taking into account actual events since the study was performed.

Overview of the Analysis

The essentia feature of the benchmark study was that the amounts set out in it were intended to
represent two things at the same rime. First,, each amount should have represented a real cost
which was actually incurred in connection with the Ministry’s highway maintenance program
before privatization. Second, each cost shown was supposed to have been avoided after
privatization.

Using this approach, the cost of the new, privatized program was to have been pegged, with
additional increments for annual inflation and service. adjustments, so that the Ministry could
control ége cost of the program and not exceed what the original program would have cost, had it
continued.

The underlying assumption was that conditions and level of service would continue unchanged, in
relation to the circumstances in place before privatization.

In order for the Ministry to achieve its objective of cqualizin% program costs at the outset of the
privatized program, it was essential for the Ministry to actuazliﬁ/ stop incurring the origina program
costs set out in the benchmark. Indeed, since there was virtually no cushion between the anount s
pegged in the benchmark study and the total cost of the first round of contracts, the original
estimates contained in the benchmark would have to be followed very closely for the privatized
program to be delivered at the same cost as the Ministry’s original program.

For this reason, the review team undertook a comparison of the projections and assumptions which
served as the basis for the benchmark study, in view of what the team could discover about what
had actualy happened.

If the changes assumed in the benchmark study actually occurred, the review team would have had
some basis for considering that the privatixed program actually achieved the Ministry’s overal cost
management objective.

On the other hand, if the changes did not actually occur, or if something else happened which had
not been taken into account in the origina planning, it would be important for the review team to
examine the financial implications of these outcomes and estimate what effect they had on the cost
management objective of privatization.

The considerations which the review team addressed in this manner are discussed below. The
estimated financial implications of these considerations are also discussed below, and are set out in
the senditivity analysis shown on the facing page.

The Sensitivity Analysis

The column on the far |eft of the sengttivity analysis on the facing page shows the amounts
included in the origina benchmark study audited by Coopers & Lybrand.

The two columns under the heading ‘Most Conservative' address the review team’s most
conservative, or lowest estimate of cost which should have been included, given the review team’s
understanding of what actually happened after privatization. The column headed ‘1993 Estimate
lists the amount of the review team’s cost estimate in 1987/88 dollars. The column headed
‘Estimated Dissavings' lists the review team’s preliminary estimate of the financia impact of the
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varian(%e from the cost savings originaly projected by the Ministry using the original benchmark
amounts,

put another way, the Dissavings' amounts reflect the estimated amounts of expenditure which
should have been avoided due to privatization, but may not have been because the acmal

op?ratiogdal outcomes differed from the plans and assumptions used at the time the study was
performed.

The columns under the heading ‘Least Conservative' represent the highest cost estimates which the
review team would accept, given actual operational outcomes..

The final heading, ‘Most Likely', identifies the ‘' Estimates’ and ‘ Estimated Dissavings' amounts
which the review team considers most appropriate, given the information received during the
review.

The Issue of ‘Normal Cost’for Highway Maintenance

Before turning to the results of the sengitivity anaysis, several additional concepts need to be
considered. Fist, it should be realized that the benchmark study was intended to reflect the 1988
cost of maintenance related expenditures to be privatized and the total amount would be used as the
benchmark for how much to pay contractors in the future.

|deally, any amount used in this manner should have been determined on the basis that it was fairly
representative of highway maintenance costs in a representative year, that is, the cost should have
been ‘normal’ for a ‘normal year'. The Coopers notes clearly stated that the 1987/88 numbers
were not necessarily representative of any other year. Accordingly, in going forward it would
have béaéan necessary to consider operational changes and the degree to which events actually
occurred.

With respect to this issue, the review team heard contradictory claims during the review. One
assertion was that the costs were actually lower than normal in 1987/88 because the Ministry was
deferring equipment purchases that year. Another view was that the costs were actualy higher
than normal because the equipment was being over-maintained in the last year to ensure the items
would be in excellent conaition to transfer to the contractors.

The Ministry’s annual report identified varying weather and road conditions from district to district
in 1988, such that it was not possible to assess whether the year had been representative of likely
conditions and cost levels in the future.

The review team was reluctant to accept any particular representations about this issue during the
review. The representations described above were used to construct some of the estimates in the
sengitivity analysis, to present the possible effects of potential variations.

Results of the Review Team's Analysis

The Direct Costs - Foreman Areas

This component of the benchmark was intended to reflect the direct costs of road and bridge crews,
including machinery costs, which would be eliminated through privatization.

These costs were taken directly from the Ministry’s accounts of road and bridge crew activities and
would be expected to be relatively accurate, assuming the crews and all equipment ceased to be
used by the Ministry after privatization.
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However, the review team determined that equipment costs recorded at this level were the pesylt of
a standard costing system which routinely allocated the purchase cost of equipment to the Districts.
Therefore, the review team inquired to determine whether cost variances due to over or under
allocations might be reflected in the 1988 amounts.

The team found that the headquarters equipment account showed a credit balance of $3.221 million
at the end of 1988, indicating that equipment costs had been over-allocated to various cost centres
in this amount Approximately 80% of this amount, or $2.58 million would have been recorded In
the ‘Direct costs-foreman areas’ amount used in the benchmark study.

The review team discussed this issue at length with Ministry officials and concluded that an
adjustment should be made to the costs recorded for 1988, to correct the over-dlocation. Ministry
officials were unsure about this issue. With the passage of time and changes in personnel,
Minisay officias could not be certain that the team’s interpretation was correct. However,
Ministry officials accepted that the approach taken by the review team was reasonable in relation to
the evidence that an over allocation had occurred.

In constructing the sengitivity analysis table shown earlier, the review team agreed that an
adjustment for the over-allocation described above should be included, plus an arbitrary amount of
$1 million dollars to reflect the possible over-maintaining of equipment discussed during the
review. This produced a potentia overstatement of benchmark costs of $3.58 million.

In the least conservative scenario, the review team estimated that a similar, arbitrary $1 million
amount might reasonably reflect the cost of equipment purchases which were deferred, and would
otherwise be included in the benchmark

The least conservative amount did not include the adjustment for the $2.58 million potential error
described above, on the basis that there was some possibility that the review team had overlooked
som_etgtijng or the Ministry might find new information, such that no adjustment was actually
required.

Taking all these considerations together, the review team estimated that in all likelihood, this cost
component was overstated by the estimated amount which the standard costing system had over-
dlocated to the Districts in 1988, that is, $2.58 million. Therefore, the review team concluded that
amore accurate estimate of direct costs for road and bridge crew activities would have been
$163,153,799 for 1988.

The Administration Component

This component of the benchmark was intended to reflect how much the cost of administration at
the District office level would be reduced when the road and bridge crews employed by the
Province transferred to the employ of private contractors.

At the time, the Ministry estimated that the cost of administration relating to highway maintenance
crews at the Disuict office level would be reduced by 50%. Also, the cost of nine sub-of fices was
to have been reduced by 75% when the number of Districts was reduced from 37 to 28.  The
administrative costs in the original benchmark reflected these assumptions.

To assess the actual outcomes, the review team inquired of Ministry officials to determine whether
the staff reductions described above had actually occurred. Ministry officials advised that some of
the planned reductions had occurred, but not to the extent of the privatization plan.
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The review team inquired as to why the reductions might have fallen short of the origindl pians and

was advised that the original plans may have been too ambitious given the real requirements at the
District Office level.

To further address this issue, the review team assembled lists of staff complements for four District

offices from the 1988 year and compared them with current staff complements. The Ministry
Performed additional research and analysis for the review team, to show which administrative
positions were at issue, which positions had been eliminated and which had not.

The Positions which were eliminated were primarily accounts payable and payroll clerical functions
no longer required after the road and bridge crews |€ft the employ of the Minitry.

In each District, the reductions in staff complements did not meet the planned reductions of 50%.

The review team estimated that administrative Staff reductions had occurred in the order of 30% of
the administrative staff complement originally involved with highway maintenance.

The 30% reduction was therefore reflected in all the review team’s sensitivity analysis estimates.
The Yard Overhead Component

The yard overhead component of the benchmark reflected 100% of the cost of the ‘stock keeping'
function performed by yard employees prior to privatization.

During the review, the review team was advised that al of the positions involved in this function
had indeed been eliminated as the result of privatization. No adjustments were made in any of the
review team’s estimates of the benchmark amount.

The Stabilization and Sea! Coat Cost Components

The stabilization and seal coat cost components of the benchmark study were also estimates insofar
as the unit costs for these activities had been estimated by the Ministry, for benchmark purposes.

The review team was unable to assess whether these costs reflected actual cost outcomes at any
time, although it was clear that the amounts of work required from private contractors were
established In the terms of their contracts.

Therefor, the review team did not consider it appropriate to adjust any of the estimates of what the
costs should have been.

The British Columbia Buildings Corporation (BCBC) Cost Component.

The review team examined working papers supporting the BCBC ¢ost. It consisted of amounts the

Ministry had paid to BCBC before privatization, for properties held for road and bridge
maintenance purposes, which were leased to pnvate contractors after privatization.

Several issues were identified as the result of this review. First, approximately 3% of the property
costs were found to be for properties which did not actually transfer to private contractors. The
discrepancies occurred primarily with some facilities at District office premises.

Therefore, the review team reduced this cost component by 3% in its estimates of what the cost
amounts should have been for BCBC occupancy and utilities charges.
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The more important issue arising out of the review of BCBC! char?es stemmed from the fact that
the rates which private contractors were charged for occupancy of the properties were Up t0 70%
lower than the rates charged to the Ministry before privatization.

Essentally, the, rates were negotiated down to the lower levels in the first round of contract
negotiations.  Even though the contract prices had been retionalized using the Ministry's original,
higher rates. contractors paid much less. Indeed, the discrepancy between what BCBC received
from contractors and what had been recelved before privatization was so significant that BCBC
demanded and received compensation for the foregone revenue.

Ulimately, the province paid BCBC a settlement of $12.5 million to compensate the corporation
for foregone income to the corporation for the next 10 years, resulting from privatization.

Formal documents referring to this issue are attached in Appendix H to this report.
This issue will be discussed in greater detail, in later sections of this report

The Miscellaneous Cost Components
A number of other miscellaneous cost components were included in the benchmark study.

The largest item was the amount for employee benefits. Supporting documentation for this item
was examined by the review team. No adjustment to the benchmark amount was rquired.

Minor adjustments were required for three of the smaller cost components. First, the cost of
repairs to the highway infrastructure Was found to be overstated because contractors were able to
obtain amendments to their contracts which took away this respongbility if the individuals
responsible for the damage could be found and they were insured by the Insurance Corporation of
E;itiggogglo%mbia The review team estimated that this benchmark amount was therefore overstated

Next, the Telecommunications cost component was modified in the analysis because the original
cost estimate for benchmark purposes was based on the projection that a substantial portion of the
telephone system at the District office level would be eliminated when the of fi ces  Were down-sized.
Insofar as the offices remained the same, or grew in size with the addition of the new Area
Managers, the review team estimated that this cost component was overstated by $100,000.

Finaly, the benchmark estimate for driver training and safety program costs to be eliminated after
privatization was also adjusted because, ;al_thou%h the driver training positions had been eliminated
after privatization, the safety officer positions had not. This benchmark cost was therefare reduced
by $171,451 to reflect the ongoing costs of the Ministry’s safety program after privatization.

The Imputed Financing Cost Component

The final component in the benchmark study was an amount called ‘imputed financing codts . This
benchmark component was one of the most important insofar as it would be used by the Ministry
to justify increases in the Ministry’s annual cash cost for highway maintenance in the amount of
approximately $ 11 million dollars, adjusted for inflation, in every year after privatization.

As far as the review team was able to determine, the imputed financigg cost component of the
benchmark study was intended to reflect the ‘opportunity cost’ incurred by the province in
purchasing and holding a base stock of machinery, equipment, vehicles, supplies and small tools
required in the Ministry’s origina highway maintenance program
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The theory was that a 'cost Of Capita’ was incurred asthe. result of holding the Ministry's base
stock of machinery and equipment and, insofar as no base stock was required after privatization,

no 'cost of capital’ was incurred and eguivalent amounts could be paid to contractors a po net cost
ncrease to the Ministry  or government.

The review team fully accepted that the capital cost of machinery and equipment gave rise to an
opporturuty cost to government. This opportunity cost could be termgg ‘cost of capital’ and could
reasonably be calculated in the manner set out in?’he benchmark study. But for the review team,
the fundamental question was whether additional cash costs should have been paid out by the
Ministry after privatization, in respect of non-cash, imputed financing costs incurred before.

To address this issue, the review team first observed that after privatization, contractors would be
paid the equivalent of what the Ministry had spent before, plus an increment for inflation, before
considering the imputed financing costS described above. The review team also understood that
the Ministry's actual cash costs before csorivati zation had included the cost of all necessary
equipment purchases, maintenance and replacement of fleet items.

The review team then considered that the privatization program had enabled the Ministry to convert
its base stock of maintenance machinery, equipment and S0 on into cash, through the sdle or lease
Of many of the items. This cash could in turn be used to pay down the indebtedness of
government, fund new programs, earn interest or fund the privatized highway maintenance
program at higher levels of expenditure than before.

The latter option was chosen by the Ministry and higher levels of expenditure were funded to meet
the combined contract prices of all the contractors.

With respect to the question of whether the privatized program cost more, the review team could
therefor draw two conclusions. First, the cash cost of the privatized program most certainly
exceeded the cash cost of the Ministry’s original program in every year since inception. before
considering the economic effect of recoveries. Second, funding some of the additiona cash cost of
highway maintenance after privatization may have been justifiable from an economic standpoint, to
the extent that cash recoveries from the disposal of the Ministry’s base stock were actually obtained
and economic benefits from the recoveries were realized.

Next, the review team faced the task of trying to assess how much should be included in the
updated benchmark for this component Indeed, if $100 million had been recovered from the
disposition of Ministry equipment in the first year of privatization, then in economic terms, an
amount such as $11 million, calculated by reference to this amount and the government’s
borrowing rate could reasonably have been incurred in additional cash costs after privatization and
the Ministry and the province would have been no worse off. However, if the province obtained
less than $100 million in recoveries, then a lesser amount should have been spent to ensure that the
province was no worse off.

To address this issue further, the review team noted that proceeds to the Privatization Benefits
Fund would enty amount to $84.7 million dollars, accumulated over the five year period ended
March 31, 1993. The team conferred with officials involved in the administration of the fund and
estimated that up to $2 million would be received in 1994, bringing the total to about $86.7
million.

These amounts were very substantially less than the theoretical $100 million amount Which was set
out in the benchmark from the outset of privatization. For the review team, this therefore
suggested that some of the increased cash costs were not offset by the economic benefits of
recoveries.
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The complexity of this issue and the degree of difficulty inherent in accurately quantifying the
actual recovenes exceeded the review team’s resources in the context of a preliminary review. To
resolve the issue on a preliminary basis, the team estimated that the recoveries over the period

might have yielded about two thirds of the economic benefits required to fund the increased cash
Costs of the privatized program.

The review team also estimated that the appropriate amount might vary by 10 % either way, since it
was unclear to what extent recoveries outside the Privatization Benefits Fund had occurred. |t was
also unclear to what extent equipment which contractors had used under lease agreements had been
returned to the Ministry and to what extent the value of the equipment had been impaired.  Asan
additional consideration, the review team noted that the higher cash costs of the new program
would continue to increase with inflation while the economic benefits from recoveries would not
likely keep pace with the resulting higher costs.

In summary, the review team agreed that up to 87.38 million dollars in economic benefits from the
proceeds of equipment could conceivably have been available on an average annual basis to offset
the increased cash costs of the new privatized program. This was reflected in the review team'’s
best estimate in the sengitivity anadysis. The other two estimates were prepared using the 10%
variance described above.

Summgry Comments Concerning the Benchmark Analysis and the Financial Impact of
Privatization

In summary, the review team determined that the benchmark study of 1988 costs of maintenance
related expenditures’ presented an estimate of the cost of activities to be privatized which was
higher than what could be eliminated once the #rogram was fully implemented. The review team

estimated that the most likely amount of the difference between the original estimate and the actual
costs was $9.47 million.

The sensitivity analysis of the benchmark costs set out above therefore provided the review team
with a basis for estimating that the financial impact of privatization was, for program costs
accounted for in the benchmark that the overall cost of highway maintenance increased over pre-

privatization levels by as much as the $9.47 million in 1988 dollars described above, for each year
after the initiative was implemented.

Given this estimate,, the review team would have to perform the additional analyses described
below, before drawing any conclusions about the overall impact of the program.

R UNGO ¥ CURRED 10 IMPLEMENT FRIVATIZAT IO

In the process of implementing the privatization initiative, the Ministry of Transportation and
Highways made a substantial number of additional changes to the way it administered “highway
maintenance,. beyond the ones described above. In this section, these changes are addressed and
the financial implications are discussed.

Before proceeding with the discussion, it is important to realize that none of the changes discussed
below were factored into the Ministry’s benchmark study of highway maintenance costs. ftI's
unclear that these changes were fully evident at the time.

In any case, the review team inquired about them and, on the basis of the information obtained,
estimated the financial implications of the changes.

The Cost of the Area Manager System
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In previous Sections of this report, the review team pointed out that in implementing the
privatzation initiaive, the Ministry of Transportation and Highways planned to down-size the
administrative staff component at the Disuict office level by 50%. As noted previoudly, a portion
of these staff reductions did actualy occur.

On the other hand, the Ministry then found it necessary to add new Area Manager positions to the
Distict office staff complements, specifically so that the new, private contracts for highway
matntenance services could be administered properly. Varyier;%] numbers of new Area Manager
positions were reported to the review team. Overdl, afair esiimate of the number of new positions
would be 150, including trainees.

These new positions caused the staff complements at the District office level to increase well
beyond pre-privatization levels, more than offsetting both the actual reductions in administrative
staff levels, and the originally projected reductions.

The salaries for Area Managers were estimated to exceed $7 million each year. In addition,
emﬂl o%/ee benefits were estimated at approximately $2 million. Other costs arising in connection
with the new staff complement totaled approximately $3.5 million annually, such that Ministry
of_f|||p|als estimated that, in total, the new Area Manager system cost the Province as much as $12.5
million a year.

In reviewing the issue of new Area Manager positions, Ministry officials agreed that these
posinons had been created solely for the purpose of implementing the new, privatized program.
The cost of these new positions had never been incurred before privatization. For greater certanty,
these costs were not addressed in the benchmark study described above, nor would one expect
them to have been insofar as they had never been incurred in connection with the Ministry's
original program.

The review team aso noted that these costs had not apparently been taken into account in any of the
public disclosures about projected cost savings. If these costs had been factored into the original
cost saving projections attributed to privatization, they would have completely.offset the ‘direct
savings component projected in the first and subsequent round of contracts.

To give a balanced perspective to the issue of the new Area Manager positions, the review team
considered whether some portion of these costs might have been incurred in the Ministry's original
program, if it had continued. It is conceivable that positions resembling the new Area Manager
positions might have been created in the Ministry’s original program, if the Ministry determined
that a quality control program like the one implemented in the privatized program was needed. In
this case, new costs would have been incurred such that it would be unfarr to suggest that the Area
Manager costs under consideration in the review pertained strictly to privatization.

Notwithstanding the reasonableness of this argument, the review team found no evidence to

support the suggestion that the Mitt-y’s original program had to be administered in this manner,
or that new positions were essentia in the Ministry’s program. Indeed, the review team was very
confident that the new Area Manager positions were absolutely essential to the administration Of the
contracts under the privatized program. The only real issue that the team was aware of wasthe
existence Of some level of inconsistency between the way in which Area Managers performed their
duties. All of the evidence heard by the team suggested that these positions had to be created for
the Ministry to administer the maintenance contracts properly and the team therefore concluded that
al of the costs should be accounted for as the direct result of essential requirements in the new,
privatized program
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A ggnificant anomaly was noted in connection with the costs associated with the new Area
Manager system.

Area Managers use their own personal vehicle-sto travel throughout the Province and attend to
contract administration dudes In their contract areas. The Managers are reimbursed for their travel
at $0.34 per kilometer.

Some Area Mangers are paid tens of thousands of dollars each year, above and beyond their
normal salaries and benefits, for the use of their own personal vehicles on government business.

The review team questioned whether this practice was cost effective or whether it would be more
appropriate and effective to use government vehicles for this purpose. Alternatively, the mileage
rate could be scaled so that after a certain threshold level of claims, the rate would be reduced to
ensure that total amounts claimed are reasonable.

The Shortfall in British Colwnbia Buildings Corporation (BCBC) Revenues

Earlier in this rc?ort, the problem of the shortfall in BCBC revenues due to lower building and
occupancy costs for private contractors was Set out In that text, a one time settlement was
described, wherein the Province paid BCBC $12.5 miillion for the foregone income it would
experience after private contractors were allowed materialty lower rates for real properties than had
been the case when the Ministry delivered highway maintenance services directly.

The financial implications of this issue are ongoing. First, the one time settlement was intended to
cover the first ten year period of privatization, with no solution FL])ut forward to deal with later years.
Presumably, the contract tendering process will never result in higher rates for government
properties in future years. Therefore, BCBC's shortfall could become an issue again in the future.

Secondly, the excess cost incurred as the result of the $12.5 million should be reflected in some
manner in the Ministry's analysis of cost of the privatized program. To ded with this issue
properly, the additional annua cost should have been taken into account. If 11% was the interest
rate used, the one time payment would have been the equivalent of approximately $2 million in
additional costsin each year of the ten year period.

A second problem was noted by the review team During the review, the team was advised that in
recent years, the Ministry had begun to lease portions of certain yards back from the contractors
because the facilities were required by the Ministry to deliver its overall set of programs.

This issue might be investigated further, in follow-up activities to this study.
The Cost of Machinery and Equipment Maintenance

Anocther area Where the privatization initiative had an effect was in the machinery and equipment
maintenance area.

Before privatization, the Ministry had operated its own shops for servicing and maintaining
vehicles and quipment All of these facilities were transferred to the custody o private contractors
with privatization, such that the productive capacity of the Ministry to maintain its own vehicles
and quipment was eliminated.

Afterwards, the Ministry had to turn to outside suppliers for the necessary maintenance services on
vehicles and quipment remaining in inventory.
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The review team heard representations that the Ministry’s cost of machinery maintenance services
increased as the result of this change.

The review team was Unable to verify this assertion or quantify the actual effects. However, the
review team was persuaded that cost increases had occurred.

Summary Comments Concernjng Other Ongoing Costs

It should be realized that the changes and ongoing costs described above were, in the opinion of
the review team, the direct result of the privatization initiative, as originaly designed and
implemented.

The review team could not find where any of these costs had been addressed in the Ministry’s

ogglnal estimates of the overall cost of privatization. Neither could the team see where these costs

E been factored into any of the cost savings projections made public at the time the program first
egan.

Therefore, the review team concluded that these costs had to be accounted for in determining
whether the privatized highway maintenance program cost more or |ess than the Ministry's origina
program.

In the final analysis, the review team concluded that the combined results of the sensitivity analysis
of the benchmark, together with the other cost factors described above, had exceeded the projected
cost of the Ministry’s origina program by approximately $15 million annually, in 1987/88 dollars,
determined as follows.

Qéa_rpximately $9.47 million per year was identified in the benchmark sensitivity analysis. Also,
itional costs were incurred in the amounts of $12.5 million per year for the Area Manager
system. As well, the shortfall in B.C. Buildings Corporation revenue which required a one time
settlement amounting to the equivalent of $2 million per year had to be taken into account. These
amounts were then offset by an estimate of $9 million for new tax revenues and other indirect
benefits identified by the Ministry as resulting from privatization, on an annua basis.

In 1992/93 dollars, this would mean that excess costs in the order of $19 million may have been
incurred in that fiscal year. The review team acknowledged that these estimates should be the
subject of much more accurate estimation procedures. Nevertheless, the team concluded that
excess cost were being incurred each year as the result of privatization, in this order of magnitude.

CowARATI VE ANALYSI S OF THE CosT oOF HIGHWAY M NTENANCE BEFORE
AND AFTER PRIVATIZATION

INTRODUCTION

In the sections which follow, a comparative analysis of the cost of highway maintenance before
and after privatization is developed. The purpose of thisanalysisisto further illustrate whether the
privatized highway maintenance program of the Province cost more or less than the original
program administered by the Ministry of Transportation and Highways.

A graph illustrating the analysis described below is set out on the facing page. The method used to
construct the graph is described below.

Clearly, the analysis should be regarded as limited in precision and accuracy. It is based on
estimates and projections which cannot be made precisely, or verified readily.
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Nevertheless, the review team made every effort to ensure that the information reflected iN the
ar?_alyscs wsrsels_uff_icxcnﬂy compl %te, tec#nlf carJ] ly corrc_%lt and [)%gse%nable ]3 all aspects. However
this was a Preliminary review and much of the material was upon ISCUSSON writh Mird
officials and limited znalyss of data pon with Ministry

It is also essential to realize that the review team had Jimited time and resources for performine th
research. | Also, Ministry accounting records had not been set up to produce the specﬁfc m%al :
information directly, Therefore, the analyses which follow should be treated a5 estimates. Further
work might reasonably be performed to refine the overal] analyses set out below.

THEPROJECTED COST OF THEMINISTRY'S ORIGINAL PROGRAM

In an earlier section of this report, the cost of *Adjusted Highway Maintenance’ was described.
This was the direct cost of road and bridge maintenance services at the District office level of the
Ministry, before privatization.

The amounts used in this earlier analysis were taken directty from the accounts of the Ministry, net
of “Ferry maintenance’ costs. Theyallxgl ude% aﬁalﬂ]e &"rrée((::t gostsrlnncurred Pn rt]we performance Xf

road and bridge maintenance in the Province, except for employee benefits costs, building
occupancy charges, certain ‘rehabilitation’ costs and some headquarters overhead costs.

To project the cost of the Ministry's Brogram after 1988, the review team used the historical trend

from asix year period immediately before privatization. Over the period 1983 to 1988, the annua
cash cost of highway maintenance and administration at the District office level had increased from

$130.2 million to $175.3 million. The annua expenditure increases ranged from a low of 1.23 %
in 1984 to a high of 14.15% in 1985. In the last two years before privatization, the annua
increases were 3.59 % and 3.96%. The average annual increase over the entire period from 1983
to 1988 was 6.23% .

To construct the projection of District costs under the assumption that privatization never occurred,
the average annual increase of 6.23% described above was applied to the expenditure level in

1988, the last year before privatization, and each year thereafter, to create projected annual costs of
the Ministry's origina program at the District level year by year, to 1993.

Although the inflation rate (4.42%) was actualy lower than 6.23% in this period, the 6.23% rate
was used because it reflected historic costs. As such the review team assumed that the rate also
reflected reasonable rates for infrastructure increases, increases in development approval activities
at the District office level and other accounting changes for which actual amounts were not readily
available during the review.

The cost curve described above was then ‘normalized’ to reflect the full cost of highway
maintenance, against which the actual cost of highway maintenance after privatization could be
compared.

The ‘normalized’ curve was required to reflect the District office costs and all the other Ministry
costs which would be accounted for at the District office level after privatization. These amounts
were taken from the review team’s sensitivity analysis of the original benchmark study set out in
earlier sections of this report. Essentially, all the cost components of the benchmark which the
review team considered appropriate given actual outcomes since 1988 were simply added to the
District level costs described above. These amounts totaled $51, 945,068, representing the
necessary employee benefits, BCBC charges, *rehabilitation’ and other miscellaneous costs set out
in the review team'’s updated estimate of the origina 1988 benchmark.
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For subsequent years, the same $52 million amount was inflated by 6.23% each year and added to
the projected District office costs for those years. In previous years, it was deflated by the same
factor and added to the actua costs in those years.

In this way, asecond cost curve was constructed to represent the review team’s estimate of what
the privatized program might reasonably have cost, had it continued.

THE ACTUAL COSTS

In the next part of the analysis, the review team added a third component to the graphic analysis of
the comparative cost of highway maintenance services before and after privatization.

This component reflected the actua cost of highway maintenance plus office administration at the
Digtrict office level after privatization, from 1989 to 1993.

This cost curve is shown superimposed on top of the two cost curves described previoudly.

The graph now shows that, even after giving consideration to the effect of recoveries and other
relevant offsetting factors described below, the gross cost of the newédprivatizcd rogram exceeded
the review team'’s projections of costs which would have been incurred had the Ministry’s original
program  continued.

In the original financial planning for the privatixed highway maintenance program, estimates of
‘indirect benefits were prepared which advised that certain amounts paid to contractors would be
recovered in the form of School Taxes, Motor Vehicle License Fees, Social Services Tax,
Corporation Income Tax and other miscellaneous ‘benefits'.

These amounts were projected to be incremental, net increases in overal recoveries, compared with
amounts received in the past in connection with the Ministry’s original program. ~ These items were
accounted for as ‘indirect benefits' in the Ministry's original cost savings projections

The graph described previously shows the net cost of the new, privatixed program from 1988
onward, after factoring in the Ministry’s original projection of recoveries described above.

The graph was prepared using the amounts set out in the ori?i nal public statements about indirect
benefits. The amount projected for the 1992 year was doubled, because the ori gi nal amount was
estimated for a part year only. This doubled amount was then inflated by 6.23% for all subsequent
years.

The graph shows that, even after taking into account the projected ‘indirect benefits of
privatization using the Ministry's original projections, the cost of the program still exceeded the
review team’s estimate of how much the new program should have cost, compared with the
Ministry’s original program.

While considering the effect of the projected recoveries, the review also noted that no real evidence
was available to verify that net, incremental recoveries had actually occurred in the amounts
estimated by the Ministry.

The review team felt that it would be virtually impossible to compare the overall recoveries with the
amounts which occurred in connection with the Ministry’s original program, to determine the
amount of any net indirect benefits which had actually been realized. The team was also led to
understand that some of the estimates were very thinly sum)orted, particularly the estimate of cost
savings from reduced pay-roll processing activities in the Ministry of Finance.
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Lacking better information, the review team included these ‘indirect benefit’ amountsin its
comparative anaysis of the cost of privatization, to retain the integrity of the previous model. Tpe

review égam was not confident that these benefits had actually occurred in the amounts eriginally
estimateq.

SUMMARY AND CONCLUSIONS
In summary, the review team’s research into the cost of the Ministry's original program and the

cost of the privatized Program has Yielded the conclusion that the privatized program has cost more
than would have been the case had the Ministry’s original program continned, unchanged.

The reasons for this are summarized below.

First, the, review team's research into the original financial plans for privatization showed that
certain components of these plans did not actually occur in the manner originally projected, such
that costs which were to have been avoided such’as a portion of the cost of administration a the

District office level, were not actually avoided.

Other costs which were not “dealt with in the origina plans and which had not been factored into the

projections of cost savings from privatization, such as the cost of Area Managers, occurred in very
significant amounts.

Also, projected economic benefits such as the results of disposition of the Ministry’s base stock,
did not occur to the extent projected and otherwise required to offset increased cash costs of the
new program.

Takgg these factors together, the review team concluded that District level costs must have
exceeded levels which would have occurred had the Ministry’s original program continued.

Second, by reviewing the actual costs incurred at the District office |level before and after
privatization, the review team could clearly identify increases in gross costs which did not appear
to befully justified by reference to accounting changes, new recoveries or other factors whicl
occurred after privatization. After factoring in afl the relevant recoveries and ao estimate of the
economic benefit resulting from sale of the Ministry's base stock of machinery and equipment,
significant increases which appeared to be unexplained still remained. These amounts, shown
graphicaly in the previous section, served to corroborate the review team'’s earlier estimate that the
program could not have achieved the cost savings projected.

On these bases, the review team concluded that the cost of highway maintenance under the
privatized program has increased since 1988, over and above what the Ministry' § original program
would have cost if it had continued unchanged, even after factoring in al known material

recoveries.

Notwithstanding the conclusion set out above, the review team recommends that further detailed
analyses be conducted to corroborate and refine these findings. The review team'’ s analyses were
performed at the macro level, on a preliminary basis. Additiond, detailed research should be
undertaken in greater detail and to the extent required, to confirm beyond a reasonable doubt, that
costs have in fact increased beyond appropriate levels.

At that time, work should also be performed to identify an appropriate medium term cost profile for
highway maintenance, for the future. This ﬁroﬁle should serve as the basis for an ongomg
program of cost management, such that highway maintenance costs are centained within gn
appropriate level given the Ministry’s overal| set of responsibilities and the relative levels of

acﬁl evement the Ministry was capable of before privatization.
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THEISSUE OF BUDGETARY CONTROL

Another issue arose out of the Province’s privatization of highway maintenance services, stemming
specifically from the use of multi-year, fixed price contracts. By setting fixed prices for highway
maintenance in contracts spanning more than one budget year, the Ministry would find that the cost
of highway maintenance had become a tied cost, at least’ within single terms of contractors, and
realistically, aslong as such fixed price contracts were employed.

This fixing of the cost Of highway maintenance represented a sigrificant change from when the
Ministry had delivered the services directly. At that time, the Ministry had some ability to control
or limit the cost of highway maintenance within a relevant range, depending on the budget
maintenance requirements of the government as awhole.

In practical terms, budget cuts were frquent features of the annual fiscal cycle and the Minister had

been able to respond by cutting discretionary projects in highway maintenance, before
privatization.

With the advent of privatization, the entire cost of highway maintenance was converted to a
constant, fixed cost over the three year terms of contractors and the discretionary ability to control
costs annually was thereby eliminated.

This outcome may have produced a number of effects. Firs, it isfair to say that funding for
highway maintenance is now protected from annual budget cutting so that highway maintenance
plans and activities are no longer affected when restraint measures are implemented. This can be
viewed as a positive outcome, to the extent that these plans and activities need to be preserved.

On the other hand, when the Ministry is required to respond to periodic restraint measures, it must
do so by changing other plans and activities which, in total, amount to a smaller fundiig base to
work with than was available to the Ministry before privatization. Asaresult, the Ministry may
have to cut deeper into those other plans and activities since little can be accomplished with the
funds committed to fixed price maintenance contracts. This has the effect of holding the
maintenance work at a higher funding priority, even though the work itself may not qudify in
comparison with some of the other rquirements of the Ministry.

For the review team, this issue took on serious proportions. Road and bridge ‘rehabilitation’ work
is an essential part of the Ministry’s overall responsibilities. This work was essential in the long
term preservation of the highway infrastructure and gpparently has a profound effect on the long
term cost of the infrastructure.

In contrast, the review team noted that funding for * rehabilitation work was not protected from
budgetary resuaint measures the way highway maintenance funding was as the result of multi-
year, fixed price contracts. Aswell, it appeared that the amount of ‘rehabilitation” work being
performed in the Province might have shrunk in comparison with previous periods. The review
team wondered whether this was due, in any part, to fixed price contracting of highway

ma nétenange a/vgtyk and the apparent increased cost of highway maintenance within arelatively static
ministry - budg

The concern that rehabilitation work was not being performed in adequate amounts and the related
concern about fixing the cost of hi%hway maintenance in fixed price, multi-year contracts were
considered significant enough by the review team and a number of Ministry officials, that the

review team concluded these issues should be looked a more closely in any follow-up work to this
preliminary review.

55~




b

REVIEW OF THE PRIVATIZED HiGHWAY MAINTENANCE PROGRAM
THE FINANCIAL AND ECONOMIC IMPACT OF PRIVATIZATION

THE ISSUE OF STEWARDSHIP OVER MINISTRY ASSETS

The plan for privatization of the province’s highway maintenance services called for a transfer of
substantially all of the province’s highway maintenance machinery, equipment, vehicles, small
tools, parts and supplies to the ownership or control of private contractors, under sale or lease
agreements.

Many of the items were sold or leased in the first round of contracting. The lease arrangements
contained rights of first refusal which permitted contractors to purchase the equipment at
predetermined prices.

Worki ngdpapers cxamjnedota/ the review team indicated that the value of the items to be transferred
amounted to more than $100 million. Inventories of the items had been prepared by the Ministry.
The 1tems were also valued by the Ministry, by reference to historic cost information and a formula
which adjusted historic cost values to ‘ depreciated book values'.

:Fhf: original disposal plan called for depositing the proceeds of the sales and leases to the
privatization penefits fund. The proceeds were to be accounted for as ‘revenues’ in the fund.
The Projected revenues had been used by the Ministry to project whether ‘savings had resulted
from the privatization initiative.

For the review team, the disposition of the province's highway maintenance machinery,
equipment, and other physical assets gave rise to a number of specific issues, as follows:

+ firgt, were the accounting records of items to be transferred complete and accurate in
gacj)mparllson with the number and nature of physical items actually transferred through
e or lease

+ second, was fair value received for the physical assets which were transferred;
+ third, were ‘savings’ actually realized in the amounts predicted;
+ fourth, were ‘privatization benefits' actualy realized in the amounts predicted;

+  fifth, what were the most significant financial and economic implications resulting from
the disposition of the province's highway maintenance machinery, equipment, etc.

In order for the review team to answer these questions accurately and confidently, extensive
accounting information and anal?;ses would have been required. In particular, audited inventories
of items to be transferred would have been needed, as well as extensive appraisals to support the
values assigned to the items. Detailed records of proceeds of dispositions would have been needed
to determine whether gains or losses on sales and leases had occurred. Summaries of these

transactions would have been needed to determine whether, in overal terms, the province had
gamed or lost from the dispositions.

Much of the information described above was either not available in the form required, or not
available at all, during the review. Most importantly, the vehicles, machinery and equipment to be
sold or leased to private contractors had not been appraised, in advance, by reference to fair market
values. Although the Ministry had retained the services of a consultant to determine whether
equipment had been valued fairly (see Appendix I), the review team was not altogether assured by
the conclusions of the consultants insofar as the work did not include a comparison of Ministry
valuation amounts with actual market values. Moreover, the number of assets reviewed by the
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consultants was not statistically significant and the consultants went on to advise *...the Sample
results may not be reflective of the entire equipment population” (see Appendix | . Conclusions),

In view of these findings, the review team was unable to draw firm conclusions about several of
the 1ssues described above. The review team noted that, insofar as audited inventories of
equipment were never prepared and fair market values for the equipment were never determined by
reference to actual sales values, it might never be possible to determine whether fair value had
actually been received by the Province for the Ministry's highway maintenance assets.  Certainly,

rsg(/:iré?/n analysis was beyond the scope of the review team, working in the context of a preliminary

The review team considered this matter carefully insofar as the estimated vaue of inventory to be
disposed of was very substantia, in the order of $100 million The teem also considered that
when assets are disposed of, it is essential to have strong internal controls to ensure that fair value
Is recelved and it was unclear during the review whether controls were adquate for this purpose.
Similarly, it was unclear that in all material respects, fair value was actually received for the assets.

At the same time. the review team could not overlook the fact that much time had passed since the
inventories had been prepared and the items had variously been transferred to, and in some cases,
to and from contractors. The review team therefore had to consider what practical
recommendations to make, to follow-up this issue.

In the final analysis, the review team agreed that a minimal amount of follow-up work should be
done on a case study basis at the District office level, to document at least in qualitative terms how
examples of the Ministry's base stock of machinery, ecl;n pment and so on were handled through
the privatization process. Also, it would be useful for the Ministry to attemﬁt an overall accounting
for the proceeds since inception of the privatized program, to better assess the economic benefits
resulting from the dispositions. This information might reasonably be useful in the process of
setting a new cost prorile for the future.

By undertaking these follow-up procedures, a greater level of public accountability concerning the
disposition and stewardship of the Ministry’s origina base stock could be achieved .

Aswell, the review team thou%ht that comprehensive information about the extent of assets still on
hand in Ministry yards should be assembled and maintained at &l times, to assist with safeguarding
the assets and enabling informed consideration of what options might be available for the future.
Congderation should also be given to having significant assets appraised.

Beyond this, the review team did not think that further efforts to address the issues described
above would produce anything of value to the Ministry or the public, even though the review team
had heard anecdotal evidence about some potential problems or lost value in the past.
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THE OVERALL PERSPECTIVE

CONCLUSIONS AND RECOMMENDATIONS

At the outset Of this preliminary review, the review team was given the task of analyzing the
operationd, financial and human resources outcomes of the privatized highway maintenance
program of the Province of British Columbia.

As well, the team was charged with the responsibility of making recommendations concerning the
need for a public review. Also, the team was requested to explore the costs and benefits of other
options for highway maintenance service delivery.

These objectives were to be accomplished on a ‘preliminary review’ basis.

Having conducted the preliminary analyses and presented the individual observations, conclusions
and recommendations concerning the anallxed program in prior sections of this report, the review
team now provides an overview set of conclusions and recommendations taking into account the
entire set of findings at once.

Fist, the review team came to regard the Province's ‘privatization’ of highway maintenance as just
one approach to the privatization of road and bridge maintenance, and not the only approach.  This
matter should be given serious consideration because there may be other forms of private sector
service delivery that would produce better benefits that are worthy of consideration.

The current privatized approach is essentially a mirror image of the Ministry of Transportation and
Highways original program in which one discrete work force per Highways Disuict has
responsibility for al the maintenance functions throughout the District at al times during the year.

Accordingly, this work force must acquire and maintain the knowledge, experience and technicel
ability to perform all maintenance activities using al the relevant equipment, inventory, materiel
and yard tacilities, as well as the management ability to allocate these resources properly
throughout the year.

This was the basic method of operation of the Ministry. The Ministry was able to operate this way
successfully because it employed a stable work force and had the ability to develop the necessary
expertise, knowledge, base stock of assets, and supervisory systems over many years.

Responsihility for this same approach was transferred to private sector contractors under short term
contracts. Results oriented standards and monitoring mechanisms then had to be developed to
ensure the contractors complied with the terms of their contracts and achieved desired objectives.
Other systems had to be developed to ensure contractors managed properly.

These new systems gave rise to new costs not previously incurred under the Ministry's original
approach. As well, the contractors were largely forced to adopt many of the same résources and

methods as the Ministry had employed previously, thereby constraining their ability to control
costs and obtain red efficiencies.

Even after six years of the privatixed program, the Ministry till requires new contractors to offer
employment to the incumbent work forces in each area. INdeed, contractors still appeared to rely to
asignificant degree on the incumbent work forces in each area to have the necessary know how to
perform all the seasonal and technical requirements for those aress.
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Although there were some suggestions during the review that employment guarantee requirements
could be relaxed in the future, there was no consensus that this could be changed without causing
undesirable disruptionsin smaller communities and unacceptable losses of intellectual capital,
particuiarly with respect to bridge maintenance and other highly technical maintenance activities.

Indeed, there was more consensus around the notion of Province wide bargaining for the
contractors work forces, even amongst some contractors, such that while better management of
labour inputs might be achieved, alevel of homogeneity in the human resource component of the
program would also emerge.

This would increase the resemblance of the privatized program to the Ministry's original program
in which there was Province wide bargaining, while further contradicting the notion that the
contractors are actually competing in fair and open markets for the labour component of their costs.

In addition. the contractors continue to use some of the same yards and gravel stockpiles belonging
to the Province. They must conform to the results, quality and management standards of the

Ministry. They must also maintain prescribed levels of subcontracting. One is left wondering

what exactly the contractors can do besides make equipment lease decisions and set staff
schedules.

Given these considerations, the review team could not subscribe to the notion that a full
‘privatization’ had actaally occurred wherein market forces were the primary determinant of cost
and competition to succeed was the primary motivation for meeting client requirements. Instead,
the team came to re%ard the program as a somewhat uncomfortable collaboration between
successful contract bidders and the Ministry, such that highway maintenance objectives were being
achieved in a highly controlled and rigid manner.

As such, the team felt uneasy with the existing model.

Turning now to the financia issues, the review team concluded that the taxpayers of the Province
of British Columbia are entitled to a cost efficient and effective highway maintenance program
without being subjected to political arguments about whether one sector of the economy is more
capable of delivering the services than another.

In reality, the cost of delivering highway maintenance services is a matter of fact, notwithstanding
what approach is taken. It is these facts which should be presented to the public, not phil osophi cal
arguments which set the public sector off against private interests.

To be cost efficient and effective, any program must have effective management controls to ensure
that requirements are clearly identified and met within appropriate budgetary constraints.

To serve taxpayers properly, the program must also be closely integrated with the Province’s
highway planning, construction and rehabilitation programs to obtain the greatest possible value
for taxpayers' dollars.

Management of the activities in the program must be flexible enough to meet changing
requirements due to natural factors such as weather. Management of the activities must also feature

Brocedures and controls which respond appropriately to changing economic factors and varying
udgetary constraints.

In the final analysis, the highway maintenance program of the Province must aways achieve
certain outcomes which assure Safe, uninterrupted highway transportation services to the public.
These outcomes are non-negotiable and permanent requirements which the taxpayers are due
insofar as their obligation to pay tax has been legislated on a permanent and non-negotiable basis.
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There are clear indications that the Province has incurred excess costs in comparison with the cost
profile of the predecessor program of the Ministry of Transpartation and Highways. Cost
Increases may have amounted to $15 to $20 million annually. Total cost increasas SINCE inception
of the program might be as high as $100 million, to date.

The reason these excess costs have occurred is simple.  The privatized program was implemented
in such amanner that in all likelihood, it would cost at least 28 mlich 2s the Ministry's original

program, from the outset. Unfortunately, a pilot project was not imPI emented to test the efficiency
and effectiveness of the privatized model. Had this been done, a different approach to privatization

might have been implemented. Indeed, Ministry officials estimated that onty about sixty per cent
of the Province's highway maintenance work would have been contracted and the Province would

have maintained a substantial and strategic role in the service delivery function, had this option
been considered at the time.

In contrast, the decision to privatize highway maintenance services was made before a valid
analysis of the financial implications had been performed. Once the decision to privatiae the
program was made, al the Minim-y’s financial analyses were necessarily performed in the context
of a need to rationdize the privatization decision.

Of the cost increases estimated in this report, more than half of the amounts were incurred directly
by the Ministry to administer contract maintenance work at the District level.  Much of the success
of the privatized program has depended in some measure on these administrative activities and
related costs. These costs did not appear to have been accounted for in any of the projections of
cost savings released to the public.

The balance of excess costs incurred are the result of ongoing circumstances which were not
supposed to give rise to ongoing codts after privatization, but did so in fact,

In summary, the review team concluded that thereisstrong evidenceto indicate
that the privatized highway maintenance program of British Columbia has cost
substantially more than the predecessor program and a cost reduction Program
should be explored forthwith.

How TO PROCEED

In earlier sections of this report, the review team provided numerous individual recommendations
for follow-up work and necessary improvements to the Province’s existing highway maintenance
program. These recommendations will not be repeated here.

Instead, the review team will offer its comments on the pervasive question of whether the Province
should end the privatization initiative and take back its responsibility for direct delivery of the
services.

In short, the review team does not recommend any such wholesale changes to the current method
of highway maintenance service delivery, a this time. Notwithstanding the t eami s concerns about
projected costs, any wholesale changes could have more counter productive consequences
compared with the status quo, unless appropriate levels of research, analysis, planning and re-
engineering are first undertaken.

Next, the team advises that further reference to intractable issues such as the notion of public sector
versus private sector efficiency will not serve in any way to advance the current highway
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mai nt enance service del i verycase. Indeed, the review team regrets that this appeared to have been
the main impetus for the wholesale changes which occurred in 1989.

cost savings in any context as large as the Province's highway maintenance program cannot be
assured without prior case study analysis, pilot runs, testing of preliminary results, re-engineering,
research and development, and independent verification by skilled and qualified program analysts:
Simple philosophical views should not be the main basis on which such measures are taken.

Next, the review team recommends that the contractors be incorporated into the process of
designing and implementing remedial action for this program. Contractors should be consulted
with resEect to all perceived problems and proposed changes, in advance, to maximize the benefit
of their knowledge and experience and minimize the risks inherent in any remedial actions
contemplated by the province.

In the final analysis, contractors should not have to bear undue costs of wholesale or remedial
changes affecting this program, insofar as they aready face substantial business risks on the
reasonable assumption that the program will continue'in its current form.

Having said this, a gradua process of assessment, measurement, improvement, innovation and
Process m-engineering must be undertaken, in the opinion of the review team, to drive towards a
ﬁ_redefmed, ‘time constrained goal of cost containment and service improvement, so that the cost of

ighway maintenance is returned to appropriate levels within an appropriately balanced portfolio of
highway infrastructure expenditures.

Only in the event that this goal cannot be achieved, or that a critical combination of the problems
described in this report cannot be resolved, should radical measures such as a complete reversa of
the privatization initiative be contemplated.

At the same time, the review team agreed that the Ministry should always be in a state of readiness
to step in and deliver highway maintenance services directly, in areas where the service delivery
mechanism has failed.

Indeed the review team speculated that there might be important advantages for the Province as a
whole if the Ministry undertook to deliver or directly control highway maintenance services in one
or two suategic areas.

In this way, the Ministry could maintain its knowledge about input costs in relation to outputs,
technologies, human resource issues and so on, to serve as the basis for administering the overall
program as delivered by private contractors.

Next, the review team recommends that specific steps be taken to ensure that financial accounting
information pertaining specificaly to the full cost of the highway maintenance program be
maintained to a higher standard than was evident in years gone by, so that the full cost of the
service delivery mechanism can be monitored more closely at the District, Regional and
Headquarters levels, separately from other aspects of the Ministry’s operations.

Accurate financial information will be essential for the purpose of supporting management
decisions directed towards the achievement of the goals described above.

Finally, the review team advises that the issue of highway maintenance service delivery
mechanisms appears to be taking a higher profile, in both funding and policy terms, than highway
construction and rehabilitation. This Situation contradicts the review team’s understanding of the
red priorities. This situation should be corrected, possibly through changes in funding and
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|orogrammi ng, such that proper emphasis is placed on the right goals, objectives and funding
evels, in the right combination on behalf of the public.

This then raises the final question of whether a public review is required. Asindicated earlier, the
review team regarded the public’s concerns about service delivery in loca areas to be an essential
matter of inquiry which was not addressed in this preliminary review. Also, the team continues to
be concerned about some of the human resource issues described earlier, and particularly the
problem of maintaining a constant work force in the face of periodic corm-actor changes.

Some limited public inquiry might reasonably be undertaken to obtain critical information on these
issues. However, the review team did not consider this adequate justification for a full public
review.

Instead, the overall concerns identified in this report serve to underscore the need for concerted and
co-operative efforts by Ministry management and maintenance contractors, to overcome the
unsustainable costs and operationa problems inherent in the contracted highway maintenance
program of the Province of British Columbia
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APROVI NCEOFOPPORTUNI TY

British Columbia-a giant on the Pacific Rim. Nearly one million square kilomctres of rugged, mountainous
terrain, a wilderness of majestic green laced with mighty rivers, blue lakes and countless inlets and idands.

British Columbia-bigger than the states of Washington, Oregon and California combined,
A province of unlimited opportunity.
"Home for three million people.

The trangportation network of British Columbia is a complex infrastructure of rail, trangit, marine and
highway systems.

Since the days of the fur traders, British Columbia has relied heavily on its transportation systems to
develop and prosper.

Highways are the lifelines between our communities.

There are 45,000 kilometres of provincia roads and highways, of which 21,000 are paved, and 2,500 bridges.
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PRIVATIZATION OF HIGHWAYS AND BRIDGES MAINTENANCE
DETERMINATION OF COST
EXECUTIVE SUMMARY

Qutiined below is g revised estimate of Highways and Bridges maintenance casts.

»  increase of $30,019,000 over previously established amount (§707,331,148)
to new three-year Bottom Line ot $737,350,143.

Employee benefits. $ 2,735,000 7_31000
Additional  work. 1\

- Stabilization 5,082,000 ‘

- Seal coat 3,450,000

. Holding costs.

932.000

-

Annual increase §25.125.000
three year inflated increase $20,019,000

° Bottom Line is conservative estimate.
Includes tangible casts.
Excludes "saft* costs.

No additional changes to overheads

Estimated procaeds from equipment and asset disposal of $45,000,000
ignored {privatization pool).

Reviewed and agreed new figures with MOTH and Treasury Board stafi

» Seven bids are under Bottom Line.

North ¥ancouver (4} 39%
Salmon Arm/{Verncn (#13) 97%
Penticton/Kelowna (f8) 16%
Nelson/Creston/New Denver (710} 943%
Grand Forks/Rasland (#9) 98%
Terrace {/F26) 94%
Courmey (#3) 95%

Eleven bids are within 10% of Bottom Line.

000
Class A equipment 5,530,000 gg g,
Class B equipment 2,203,000 },7,.
Inventory 4,121,000
Payroll
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APPENDI X A

“GOOD ROADS COST LESS

(see attached)
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BUT. ..

British Columbia’s highways arc aging. They arc in critical need of rehabilitation,

Engineering specialists place the value, and therefore the replacement cost of the provincial highways
system at $12 billion.

45,000 kilometres of roads and highways and 2,500 bridges constitute a $12 billion investment by British
Columbians.

The economicand social value of this investment? Immeasurable!
There is an opportunity to protect and guarantee the life of this investment.

In aword:

Rehabilitation

L5 1Y
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REHABI LI TATI ON- AWORDOFEXPLANATI ON

There are three mgor budget categories for highways and bridges:
1. CAPITAL: This provides for new construction of roads, highways and bridges.

2. MAINTENANCE: This provides for the day to day repairing and the general upkeep of roads and
bridges.

3. REHABILITATION: When roads, highways and bridges deteriorate, rehabilitation restores them to
their former efficiency and prolongs the life of the investment. Rehabilitation
includes the strengthening and treatment of secondary roads. This is necessary
to improve the carrying capacity of the roads to handle heavy vehicles and
higher loads, and to meet the increasing demand of recreation users, tourists
and the growing number of rurd residents.

Da f' }nqc‘ b 1a
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THEARGUMVENTFORGOODROADS

Ninety per cent of all personal travel in Canadais by road. Our roads and highways are critical communication
channels for daily commuters. Roads provide for the transportation of manufactured and raw goods.
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Roads handle our buses, fire trucks, police cars, ambulances and general service vehicles,
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Roads provide land access and act as a spur or catalyst for economic dcvclopment.
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Secondary roads are critical for recreation, tourism and regional development.
When roads and highways start to age and deteriorate, the users pay with:

Greater wear and tear on motor vehicles;

Longer travel times to get to work or a destination;

Increased time for the delivery of commercial goods, therefore products become more expensive.

Longer travel times result in additional waste of gasoline or motor fuels;

o Incrcascd response times for ambulances, police and fire trucks;

Declining road safety.

o When roads are alowed to deteriorate beyond a critical point in their life, agency costs to restore
them skyrocket.

In csscncec:

Poor roads mean higher costs for everyone.

[ I . RN BN AT (o] -
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BRI TI SHCOLUMBI Al SNOTALONE

Engineering speciaists agree that most modern roads and highways start to deteriorate about the 16 year
mark, and if they are not restored through a highways rehabilitation program, deterioration accelerates as

the years go by.

This is an internationa problem. Many well established countries and most of the new, emerging nations
of the post-war era, built modem roads and highways in the1950s, and the1960s.

Very few countries have embarked on extensive road rehabilitation programs. When existing roads are
alowed to deteriorate everyone suffers. Many roads and highways around the world are literaly faling
apart. New York's public roads and highways have reached such a state that it will require billions of
dollars merely to render the system safe.

Canada's roads and highways are the backbone of this country’s transportation infrastructure. However,
many Canadian roads and highways are in dire need of rehabilitation.

The Canadian Automobile Association zeroed in on the growing crisis when it recently published a specia
“Public Policy” document entitled: “Canada’s Roads-A $100 Billion Investment At Risk.” It said:

“Lessand lessmoney is being spent to maintain existing, heavily used roads and to construct badly
needed highways. This grave situation deeply concerns the 2.7 million member Canadian Automobile
Association!’

[t should be noted that 515,000 or amost 20% of CAA members are British Columbians.

Pape6  Good Roads Cost Less




&Ha

POORROADSMEANHI GHERUSERCOSTS

International studies have shown that if smoother running surfaces can be provided by regular rehabilitation,

there is a direct benefit to road users through savings in fuel consumption, reduction in tire wear and
replacement of parts. This reduces vehicle operating costs for everyone, and these savings can be substantial.

However, rough roads can be expensive Extensive research conducted by the World Bank shows that road
surface roughness has a direct effect on vehicle openting costs. It says poor roads, alowed to continue R
deteriorating, increase operating costs by six per cent each and every year.

Road roughness can also cause increased cargo damage, the costs of which are passed to the consumer. This
adds a burden to BC producers competing on a regional, national or international level. [n effect, BC's road
system competes with the US road system when business competes for export markets.

The Indian and Brazilian governments aong with the World Bank have conducted extensive studies showing
the direct correlation between vehicle operating costs and highway maintenance. Vehicle operating costs
depend on road conditions, which in turn depend on the amount of highway maintenance.

A study in Costa Rica showed vehicle operating costs for a small car on a “fair” road were increased by iy
per cent more than on a“good” road, and were increased by 14 t0 26% on a“poor” road. Other examples
of vehicle opcnting cost increases on “poor” roads were: Bus-9 to 16% increase; Light diesel truck-24 to
38% increase; Heavy truck-29 to 46% increase; and an Articulated truck-27 to 44% increase.

Another study by The Road Information Prognm (TRIP) showed U.S. highways and bridges are wearing
out faster than they can be repaired. For instance, Colorado highways and bridges are typica of this

dilemma and 58% of that state’s roads need resurfacing or repair. "As a result,” said the study, “Colorado
motorists waste an estimated $234 million ayear-or $101 per driver-in wasted fuel, excessivetire wear

and extra vehicle repairs.”

The International Message:

Poor roads mean higher costs for everyone!

Good Roads Cost Less  Pape 7
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POORROADSVAYPCOSESAFETYHAZARDS

Poor roads can cause accidents. Of the total socia costs incurred by highway users, road accidents and
bodily injuries represent the highest impact. Many countries and organizations have attempted to quantify
these costs, but no uniform method of evaluation exists.

This is because it's generally impossible to place a value on human life, the loss of life's amenities, plus the
physical and menta suffering.

What can bc measured are property damage, hospital costs and medical benefits, loss of output, legal costs,
incidentals, along with government “fixed costs’ such as road safety research and promotion programs,
policing and road accident data collection.

Conclusion:

Good roads are safe roads.

TI MELYREHABI LI TATI ONSAVESMONEY

An asphalt road will generally last for 16 years before it starts to fall.

Once deterioration sets in, the condition accelerates quickly, and the costs of remedia action accelerate at
an alarming-rate. At the same time, the increased roughness of the roads results in considerable increased
cost to vehicle operators.

Good Roads Cost Less  Page 9
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For instance, surveys state Ontario drivers each pay over $100 annually in additional car maintenance due
to the poor condition of Ontario roads.

The rate of deterioration is relative to the highway’'s exposure to the environment, plus increased vehicle use
and increased axle loads. Over the past few years, traffic in British Columbia has become much heavier than
expected, and axle loads have often exceeded the design capacity of the pavements.

The number of registered vehicles in British Columbia has grown by 1.1 million over the past five years to
3.9 million-an increase of 39%.

For two thirds of the design life of a highway-about 12 years, and with routine maintenance, thehighway's
surface normally remains in “good to fair” condition. At about 16 years it will deteriorate into a
“poor”  condition.

If the surface is dlowed to deteriorate to that “poor” condition, restoration costs to the Ministry will be
$1 million per 10 kilometres.

If dlowed to deteriorate further, reconstruction is required, costing the Ministry $3 million per 10 kilometres.
In addition, the routine maintenance costs on the deteriorating road increase rapidly with time.

If action had been taken while the road was in “fair” condition, restoration costs would have been  $600,000
per 10 kilomctres,

The important conclusion:

Good roads cost less-if they arerehabilitated intime.

Page10  Good Roads Cost Less
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Rehabilitation
Cost Comparison
Per 10 Kilometres
of Highway

Amount of Rework

$ 600,000

$ 1 Million

[

$ 3 Million

T

VERY POOR
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HOWNOL DAREOURHI GHWAYS?

A 6,000 kilometre sampling or athird of the total paved roads and highways in the province showed that

the average age of surfacesin 1981 was 12.8 years, By 1988 the average age had increased to 14.5 years. But
“average age” does not give the complete figure. Older highway sections, for instance, those over 16  years,
change rapidly from a“fair” to a“poor” condition.

A recent study has shown:

There is a need to repave about 1, 000 kilometres of highway every year over the foreseeable fisture,
if we are to reduce the amount of our “poor” highways.

Repairing 750 kilometres a year would only maintain the existing conditions. Anything less than
750 kilometres and the pavements will get progressively older, and the costs for government and road-users
dike will get progressively higher.

Repairing 1,000 kilometres a year will progressively reduce the amount of older roads, giving them a renewed
lifespan. The Ministry’s added cost to raise the length from 750 kilometres to 1,000 kilometres would be
about $25 million, while the saving to road users in reduced vehicle operating costs would be  $365 million.
That results in a net saving to British Columbians of $140 million per year. That's an investment that

makes sense.

Page12 Good Roads Cost Less
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FREEDOMI OMOVEONSECONDARYRQADS

British Columbia has about 24,000 kilometres of gravel and earth roads, many of them a heritage from our
pioneering resource and forest industries.

With the expanding public demand for tourism and recreationa access, these secondary roads are becoming
an increasingly valuable public asset. They provide the freedom to move from the urban areas. Tourism and

regiona development follow.

But the public demands safe and dust-free roads. If neglected, gravel and earth roads deteriorate faster than
seded roads. Timely rehabilitation and upgrading will preserve this asset and open the way to future

growth.

As more of British Columbia is discovered by visitors and tourists alike, increasing demands are made to
the Ministry of Transportation and Highways to upgrade these secondary roads. widening, surface sedls,
al-weather access, better bridges, strengthening for increasing volumes of commercia traffic, realignment

for safety and more efficient speeds.

The upgrading and strengthening of British Columbia's secondary roads is a significant opportunity to
invest in the future of tourism, recreation and regiona development.

It's an established fact:

Good roads promote growth.
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HOWNOL DAREOURBRI DGES?

British Columbia has 2,620 bridge structures. Some 1,500 of our bridges are either made of wood or are over
40 years old. Of these, 600 should be replaced in the next 10 years.

In 1987, there were 113 bridges posted with load limits. These represent a significant restriction to the
economic movement of goods within the Province.

Rehabilitation and replacement, together with modification and strengthening of load-restricted bridges will
cost approximately 5640 million over 10 years.

In addition, there are bridges on B.Cls primary highway systems which were built before modern earthquake-
resistant design specifications were in place. These structures require retrofitting to ensure that critical emergency
services have the freedom to move following a major natural disaster. A 10 year program of updating

to modern earthquake standards is estimated to cost $110 million.

The total rcquircdfor a 10 year program of Bridge Rehabilitation is $750 million or $75 million a year for
the next 10 years.

Good Roads Cost Less Pape 15




ANCPPORTUNI TYTOENHANCEOURI NVESTMENT

While many countries around the world are attempting to cope with the problems brought about by
deteriorating roads and the critical need for rehabilitation, British Columbia has the opportunity to avoid this
problem and enhance our $12 hillion investment.

The opportunities are substantid. An immediate action program to rehabilitate and revitalize our roads will:

Reduce the costs of rebuilding;

Assist road users by lowering costs of gasoline, tire wear and vehicle costs;
Improve traffic flows,

Improve road safety;

Lower the costs of doing business;

Provide incentives for economic growth and mobility;

Gain public support:

Satisfy public demand for improvements to the secondary road system:
Improve the image of the Provincial Government;

Guarantee the “Freedom to Move!’

British Columbiais very fortunate that we have time to act, and the opportunity of proceeding in acost-
effective way. As guardians of a $12 hillion investment, we arc at the crossroads with an opportunity to
head off the growing crisis of deteriorating roads and bridges.

Rehabilitation is an inevitable fact of life, yet the longer we wait, the greater the cost, for government, for
business, and for the people of British Columbia. As trustees of our roads, highways and bridges, it's our
task to ensure continued economic growth and mobility, while getting the most for our transportation

dollar.
( 1T MAKES SENSE: GOOD ROADS COST LESS j
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The Ministry of Transportation and Highways, recognizing the economic importance of British Columbia s
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highways and bridges, and further, the economic wisdom of prompt and timely rehabilitation of the : ’;"
highways system, requests additional funds be made available to the Rehabilitation Budget. i }j“

o EG

The 1989 budget is $150.6 million.

PSRN a D ¥

To properly rehabilitate our highway system requires the following expenditures now and for the next
10 years.

Primary Roads. 1,000 kilometres @ $100,000 per kilometre $100 million
Bridges: $ 75 million
Secondary  Roads:. $ 75 million
TOTAL: $250 million

Good Roads Cost Less  Page17?
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APPENDI X B

ROAD AND BRIDGE MAINTENANCE COSTS FOR 1987/88

(see attached)
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o SAMPLE VALUES
Current
Number Estimated CCL ——m-ﬁmg—-—u Tof
of Original Repl acement Present Sal es Estimated Sal es
Units Price Value Val ue —Dbiscount Val ue Val ue Val ue
$ $ $ $ t S $ $ a
Total wvalues 80 3,591,122 6,941,000 2,215,263 31,814 1.44 2,183,449 2,179,500 3,949 .18
Ttems sold 23 567,773 1,531,000 212,710 31,614  14.96 160, 896 337,000  (156,104)  (86.29)
! “:i W .'i'::l.'
Leased items 57 3,003,349 5,410,000 2,002,55) 2,002,553 1,842,500 160, 053 7.99
1981 models and
older 51 2,372,694 5,099,000 951,094 29,692 3.1 921,202 1,351,000 (429,798)  (46.66)
1982 Models and
newer 23 1,218,428 1,842,000 1,264,169 1,922 0.2 1,262,247 628, 500 433, 747 34 31
Over val uat | one 28 1,414,742 2,199,000 1,353,736 1,922 0.14 1,351,824 904, 750 447, 064 33 07
Under valuations 52 2,176,381 4,742,000 661,527 29,892 3.47 631,635 1,274,750 (443,115)  (53.28)
Contract Area 6 18 533,531 1,026,000 499, 263 5,817 1.17 493, 446 362 250 111 196 29 53
E— Contract Area 17 27 1,564,024 2,944,000 974.472 13,645 1.4 960, 826 691, 000 69, 826
a

1.27
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Although there ate a number of individual variances between our Estimate of
Value and the Ministry's valuation, the net effect of the Ministry's sales
Value/Present Value calculations compared tg our Estimates of Value is an
overvaluation of $3,949 in aggregate (less than 0.24 on Sales/Present Values)
for the sample of $2,183,449. While we believe our selection of items is
representative Of the equipment population, the number of assets reviewed is
not statistically significant and therefore the sample results may not be
reflective of the entire equipment population.
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First Offer

Supply Post

Truck & Trailer

Machi nery  Trader

Rock and Dirt

The Last Bid

The Last Bid

The Last Bid

Data Quest Equipment Value Cuide

February 1989
March 1989
March 1989
April 21, 1989
April 1989
February 1989
June 1988

April 1988
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HIGHWAY MAINTENANCE

SUMURY OF 28 CONTRACT AREAS:
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Estimated Direct & Indirect

contract Area
North Yarcowssr
Glbeors
New Westminater
chillivack
Eamiocps
Salmon Arm / Yernon
Penticton / Kelowna
Warrity
100 Mile / Liltooet
Nelson / Creston / New Derwver
Grand Forks / Rossland
Cranbwook / Fernie
Kevalstoks / Golden
Prince Gedrge
Suesnel
Dawson Crask
Fort $t. John
Yercerhoof
HeBride
Yilliams Lake
Prince Rupert
Terrace
Cease Lake
Salthers
Burre Lake
Naraimo 7 Port Alberni
Saanich
Courtenay

TOTAL CONTRACT AREAS:

Costs Mot Allocated To Contract Areas:

1) HQ / Regioral #ridge Maintenance
2} HG /7 Regioral Roed Mainterence
3) 00 Technical & Avalanche

4) Ferry Maintermnce & Oparation

5) MWachinery Maintenance Credits

SUN-TOTAL:

TOTAL:

1987/88 Actusl Experditures Total Maintsrance

WOTE 1:

pifference =

Parcontage =

Coats in 1987/88 .
54,877,383
2,312,826
31,673,843
10,541,169
7,468,367
10,257,269
10,251,492
7,578,049
2,018,570
10,988,970
7,739,770
7,962,828
4,555,381
9,599,399
5,953,153
9,822,954
8,185, k64
5,033,304
4,619,292
7,860,123
2,091,077
3,267,761
4,197,871
7,840,766
&, 221,853
6,826,688
9,098,173
7,870,555
$208,434, 884

83,745,610
13,793,952
26,547,738
11,306,414
(3,221,023)

72,172,691

$280,507,555

8230,395.328\./

Emussaszmwil

212,227

0,08%

In sddition to the sbove coats, 8 contractor will need to consider
tha tollowing coste which are AT {ncluded in the "sllocated" eogts.

WOTE 23

= Regional & Neadquurters Costs

= Cantral Agency Coats - Legsl, Provincial Treasury, OCG

= Gost Of Borrowing To Contractor
« Insurance Costs

* Fostal Costs

- Queen's Printer Costs

= Allowance For Risk & Profit

In addition to the bide from contractors, the ministry will need to
comsider the cost of 145 Contrect Managers which {3 estimated to be
37 million,

Sew Wchedule 1 For Datailed Casts

Ses Notes 1 and 2 Below

See Schadule 2 For Detaila

Sae Scheduie 3 For Detsils

Kot Part OFf the “Business Opportunity® Package
Not Part Of the “Business Opportunity™ Packede
Sew Note 3

NOTE 3:

This snont (¢ the sccual fizcal 1987 yesrcend
balance remtining in the Machinery Kaintenance
sccount. [n theory, the sccount should end up with
& zero balance at yesr end, howsver, sfficiexy
savings and reduced expenditures in the final quarter
of 1987/88 created tower then expected costs.

The rental charges wers not reduced accordingly
and therefore s credit balance remained st year-end.
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SCHEMAE 2

severirery

The following hesdquarters and regional office bridge mintenance costs in 1987/83
wece not sticcated to the 28 contract sress:

Director Maintenance Services « For Mridge Maintenance, Clearing, Painting, &ridge Damage
and Bailey Bridging

Directer Flrancial Services - Employes Benefits For WQ Staff

Regional Directers » As per the Regional Office Galance Shests

Total

SCHEDULE 3

The following headquarters and regional office fosd maintenance costs in 1987/83
weres not sliocsted to the 28 contract aress:

3765,615
250,357
2,728,624

$3,745,610°

Birector Maintenance Services - Forest Service Access Rd. Ntce. Pruchas Of Mats, Supplies & Utilities

Traffic Section « Street Lighting, Traffic Signals, Administration

Senfor Avalsnche Coordinater « Avalanche Control

Director Equipment Services « Intra-Ministry Rental Credit

Director Financial Services - -Erployss Benafits, Legal Expenses, Taxes, Sundry Projects
Director Building Services + Jasae Occupancy, Terwnt Improvement Charges

p°  -tor Informetion Systems - bataford Processing Supplies, Administration
¥ & Information Office

TOTAL HEADQUARTER COSTS
Region Y (Burnaby)

Reglon 2 (Kealoops)
Region 3 (Nelison)

Reglon & (Pr. George)

fegion § (Terrace)
Reglon & (Nenaimo)

Regional Costs = As per the Regional Cffice Balance Sheets

TOTAL ROAD MAINTEMANCE COSTS - HEADQUARTERS T REGIONS

2,728,771
2,851,163
2,068,873
2,320,057
1,528,184
1,748,675

£3,392,353
3,669,685
343,666

228,133
7,615,133
1,957,801
3,578,452
191

$20,350,279

....... Fp—




{Millions)

Amount

G

5 YEAR EXPENDIT 'RE ANALYSI S

ROAD k HRIDGE MAINTENANCE *

:¢%%%%

Y

ear ‘
[7Z] Roads (NN Bridges

e MNote: These fipures include direce casts of H.Q, and fleld operations.
Tadirect and overhead costs have been excluded.

Source o f Informazion: 1983784, 1984/85, 1985/86 ~ Annual Reports
19086/87, 1987/82 - Trans, 6 {lwvs, fencral Ledger Syscem Reports.
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APPENDIX C

V(’

PRELIMINARY ANALYSIS OF CONTRACTOR BIDS

(see attached)
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‘ON GROUP YIC/356~8339

EMPLOYEE GRJUP 3
OPENING BID
&, 180
Merritt (127 -1 170
Smithers (162) - 160
Burns Lake {157} -
150
Chillfwack (141} -
149
Cawson Crask (134)
Vanderhoof (13}) - 13
MeSride (128) -
Gibsans (128) -
120
Williams Lake (119) ==
Prince Georgs (118)
Now Westningter (118) =
110
100
3 YEAR INFLATION
—_——]
90 MINISTRY OVERMEAD
DISTRICY
"’ OVERHEAD
” )
&0 HIGHWAYS AND
BRIDGE MAIMTEMANCE
80 DIRECT COSTS
do
30
20
10

o OPEXING RIDS vs. M.0.T.H, COST .

CO87R - B2
July 25/89
RW/3¢

180
17
164

150

140

130

120

110

1

70

60

b ]
20

10

FRIVATE
CPENING 21D

r= Rovaistoke/Golden (129)
= Cranbrook {122}

p= 100 M114 Heuss/Lillooet (117)
b Quewned {116)

e Kanigops (118)

== Fort St. John (114)

b= Cantral Vancouver [sland
(112
o Prince Rupert (111)

L- Salnen Armm/Varnon (107)
peee HaY20n (T07)

@rang Forks (108.9)

North Vancouver leland (104}
e Terrace (103)

b South Vancouver lsland (58)

e Panticton/Kelowna (92)
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APPENDIX D

'(’

BESTWICK ANALYSIS OF ROAD AND BRIDGE MAINTENANCE COSTS

(see attached)
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Ministry of

o Sumora v s MEMORANDUM
DCPUTY MINISTER

! Mr. Philip G. Halkett August lo, 1988
Secretary, Treasury Board
Ministry of Finance and
Corporate Relations
Room 109. 617 Government Street
Victoria, B.C. V8V 1x4

STRICTLY  CONFIDENTIAL

RE: Road and Bridge Maintenance Costs.

As you are aware, the Government is actively negotiating with a number of
firms relative to the privatization of road and bridge maintenance. One
contract has been signed, for Contract Area #1, and a number of contracts are
in the final stages of negotiation.

To ensure that the comparison of the bids received from the proponents were
directly comparable to the cost of road and bridge maintenance, an outside
accounting firm- was brought in to do an evaluation and verification of all
costs.

The accounting firm brought in, namely, Stevenson Kellogg Ernst and Whinney,
has determined that the Ministry understated the annual cost of road and
bridge maintenance by $24,125,000.

Of this $24,125,000, $12,838,000 relate to “soft costs" which are not costs
attributable to road and bridge maintenance directly but are the cost of
carrying equipment and inventory. To be fair to the proponents for the
contracts, they determined that the Government purchases inventory and
equipment and warehouses it. and that inventory has a value in inventory costs

or interest, and should be considered as a true cost of doing road and bridge
maintenance. Accordingly, they have revised our figures for the road and
bridge maintenance upward to reflect this amount. This amount 1 must
reiterate, Is not paid by Government but 1s considered as a cost to Government
for comparison purposes only.

The amount of $il,287.000 relates to costs borne by the Ministry but not shown
as a cost of "maintenance". This was a cost absorbed by "capital maintenance"

but will now be performed by the contractor. Therefore, for comparison
purposes, it should be added to regular maintenance.

oK 10
=
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PAGE TWO August lo, 1988
Mr. Philip G. Halkett

Secretary, Treasury Board

Ministry of Finance and Corporate Relations

RE: Road and Bridae Maintenance Costs.

In view of the fact that this $12,838,000 is not provided for in the Ministry
of Transportation and Highways estimates and considering that when the
estimates are published for 198%/90, the estimates will reflect what is in the
Ministry estimate for 1988/89 compared against the new estimates for 1989/90,
there will be an increase if the contract bids are accepted at a price based
on what the accountants deemed to be the actual cost to Government.

This information provided by the accounting firm was reviewed by
Mr. Michael Grist, Treasury Board Staff Analyst, and he concurs with and
supports their assumptions.

My Deputy Minister has indicated that he iIs not prepared to enter into any
contracts that are compared against a Tfigure which iIs not accurate and,
therefore, 1 have been requested to receive your concurrence that these
additional amounts should be considered as a true cost of doing business and
will be reflected as a footnote in the estimates for 1989/80 to enable the
estimates process to have a true comparison of the actual costs.

I have attached for your information, information received by. me from
Mr. T. Ridley Bestwick of Stevenson Kellogg Ernst and Whlnney, where he
substantiates his findings.

IT you concur with this assumption and are prepared to make the disclosure in
the estimates for 1989/90, then I will recommend to my Deputy Minister that he
recommend to the Minister, that further contracts be signed.

There 1is some urgency to this approval by you, as 1 am told by the
Implementation Committee that there are a couple of contracts that are hanging
at this moment on the fact that the figure used for comparison will be higher
and, therefore, the bid price would be acceptable.

I will be in Vancouver on Thursday and Friday, but Mr. Norm Mogenson of your
office is available for comment as well as Mr. T. Ridley Bestwick.

Your 1immediate concurrence to this assumption is requested.

Gordon S. Hogg,
Assistant Deputy Minister,
Administrative Services.

GSH:nlh
Encl.




Road and Bridge Maintenance Costs

Ministrv of Transoortation and Hiahwavs

Precared bv T. Ridlev Bestwick

August 10, 1988

Outlined below is an explanation of the components that make up the cost
estimate of highways and bridge maintenance.

1. Direct costs (labour, material, equipment, hired equipment, base occupancy
and utilities).

- Direct maintenance costs as reported.
-= B.C.B.C. rent charges.
-- B.C.B.C. operating and utilities charges.

2. District overhead (labour, material, hired, equipment system and damage,
and employee benefits).

-~ Overhead labour is 100 percent of District stockkeeping plus 50
percent of labour administration as reported.

Overhead material is 100 percent of District stockkeeping plus 50
percent of material administration as reported.

-= Overhead equipment is 100 percent of District stockkeeping plus 50
percent of equipment administration as reported.

-- Overhead hired 1is 100 percent of District stockkeeping plus 50
percent of overhead hired administration as reported.

-= System and damage is $10.000 per contract area covering District
computer charges and residence in damage allowance on uninsured

highway maintenance assets at District level as reported.

--  Employee benefits 19.3 percent of labour and overhead labour per
"1988/89 Estimates”.

3. Additional costs (stabilization and seal coat).

- Activities Included in the proposal call either previously funded
through minor betterment/capital maintenance budget or not performed.

4. Additional costs (Ministry overhead).

-- Unallocated Ministry of Transportation and Highways costs borne by
Headquarters on behalf of Districts expected to be carried by future
contractors.

-- Includes telecommunications, postage, systems, insurance claims.

legal costs, workers compensation 1liabilities, etc. 1




Road and Bridge Maintenance Costs

Ministrv_of Transportation and Highways

Preoared bv T. Ridlev Bestwick
August 10. 1988

5. Holding costs (opportunity costs).

a.

Class A Equipment

Heavy road maintenance equipment to be leased to the future
contractors.

Lease rate includes interest recovery on capital investment at
11 percent per annum plus principal recovery representing normal
depreciation charge.

Holding cost represents cost to Government on investment in
Class A equipment (excluding depreciation) calculated as follows:

Class A Interest Government Holding Cost

$50.715.647 X 11 Percent = $5,579,821 Per Annum
(This interest will be recovered from each contract area in
regular monthly payments and will be offset against monthly lump
sum contract payments to the contractor).

Depreciation (principal) payments left untouched.

A tangible cost (saving) to both the Ministry of Transportation
and Highways and the Government.

Henceforth, the Government will not be replacing the Class A
heavy equipment fleet involving a  capital investment/
expenditure each year.

Class B

Class B includes light mobile equipment being sold to the future
contractors.

Ministry of Transportation and Highways/Government no longer
required to finance the Class B asset valued at approximately
$20,044,000.

Hold cost represents the cost to Government of investment in
Class B equipment (excluding depreciation) calculated as follows:

Class B Interest Government Holding Cost

$20,044,000 X 11 Percent = $2,204,809 Per Annum
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Road and Bridge Maintenance Costs

Ministrv_of Transoortation and Hiahwavs

Precared bv T. Ridlev Bestwick
August 10, 1988

b. Class B (continued)
- Future contractors will bear this cost.

-- Henceforth, the Government will not be required to finance this
asset pool.

C. Inventory

-- Includes maintenance materials (i.e. culverts, catch basins,
salt/sand mix etc.), small tools, equipment parts and light
vehicles) being sold to the future contractors and general
public.

-- Ministry of Transportation and Highways/Government no longer
required to hold these inventories valued at approximately
$37,465,000.

-- Holding costs represent annual cost to Government of investment
in inventories calculated as follows:
Inventories Interest Government Holding Cost
$37,465,000 X 11 Percent = $4,121,252
-- Future contractors will bear this cost.

-= Henceforth, the Government will not be required to fund this
asset base.

d. Payroll
-- Represents the iInterest saving on the six week lag between the
existing bimonthly pa:y periods and the two month payment date
schedule under the fixed price contract.

- Calculated as follows:

Labour + Labour Overhead Pay Lag Interest Saving
(Estimate) 8 Weeks w 2 Weeks
$73,425,392 X 6_ X 11 Percent = $931,938
52

-- Tangible benefit to Government through deferral of wage

equivalent payments.
3
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NOTE:

Road and Bridde Maintenance Costs

Ministrv_of Ttansoortation and Highways

Precared bv T. Ridlev Bestwick

August 10, 1988

Under normal Government accounting practise, the costs
associated above in 5(a), 5(b}, 5(¢) and 5(d), would not be
reflected in the Ministry of Transportation and Highways budget.

Nevertheless, these costs are _tanaible real costs incurred by
the Government above Ministry of Transportation and Highways.

These costs are a part of the total cost to the Government of
providing highway and bridge maintenance services which will be
reduced/eliminated through contracting out this function.

6. Inflation

-

Inflation is assumed at 4.1 percent per annum.

Figure of 6.15 percent in year one represents the period
March 31, 1988 (basis for historical cost comparison) to
October 1, 1989 - the assumed Tirst anniversary date of the
contracts. Hence 18 X 4.10 = 6.15 inflation over the first

18 months. 12
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ASSUMPTIONS
AND EXPLANATI ONS

DIRECT  COSTS:
LABOUR
MATERIAL
EQUIPMENT
BIRED EQUI PNENT
BASE OCCUPANCY
UTILI TIES

DISTRICT  OVERBEAD:
OVERBEAD LABOUR
OVERBEAD "ATERI AL
OVERHEAD EQOIPMENT
OVERBEAD HIRED
SYSTEM+DAMAGE

EMPLOYEE BENEFYTS

ADDI TIONAL ~ CCSTS:
STABI LI ZATI ON
SEAL  COAT
MINISTRY OVEREEAD

OPPORTUNITY  COST:
CLASS A EQUI PMENT
CLASS B EQUIPMENT
| NVENTORY

PAYROLL

[ NPLATI ON

PRIVATIZATION OF BIGHWAYS AND BRI DGES MAINTENANCE
1987/88 RIGHWAY MNTENANCE COSTS {UNAUDITED)
ALLOCATED BY CONTRACT AREAS

Dl RECT MATNTENANCE LABOUR COST

DI RECT MAI NTENANCE MATERI AL COST

D RECT MAINTENANCE EQUIPMENT COST

Dl RECT MAINTENANCE HIRED EQUIPMENT COST
BCBC RENT CHANGES

BCBC UTI LI TIES CHARGES

LABOUR OF 100% STOCKKEEPING PLUS 50% ADMINISTRATION

MATERTAL OF 100% STOCKKEEPING PLUS 50% ADMINISTRATION

MINISTRY EQUIPMENT OF 1008 STOCKKEEPING PLUS 508 ADMINISTRATION

HIRED EQUIPMENT OF 100% STOCKXEEPING PLUS 50V ADMINISTRATION

510,000 PER DISTRICT FOR COMPUTER CHARGES PLUS DAMAGE TO GOVERNMENT PRoPERTY

19. 34 oF LABQUR AND OVERHEAD LABOUR

ADDI TI ONAL STABI LI ZATI ON AT $3500 PER KLM LESS 28% REDUCTION | N OTHER ACTI VI TI ES
ADDI TI ONAL SW COAT ®ORK AT 52.20 PER SQUARE METER
HINISTRY REDUCTIONS (POSTAL,TELECOM,SYSTEMS, INSURANCE CLAIMS,PENSION & BENEFITS)

CLASS A EQUIPHENT INVESTMENT COST AT 11% PA

CLASS B EQUIPMENT | - COST AT 118 PA

INVENTORY (MATERIALS,TOOLS,PARTS AND LIGHT VEHICLES) INVESTHENT COST AT 11% PA
PAYROLL DEFERRAL OP 6 WEEKS INTEREST SAVING AT 11t PER ANNUY

INFLATION COMPOUNDED AT 4.1% -PER ANNUM (YEAR | AT 1.5 TIMES 4.141

&
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COOPERS & LYBRAND REPORT . JANUARY 8, 1989

(see attached)
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Coopers
- &Lybrand |

chariered accountants l a memper firm of
! Goopers § Lybrana (lnternarranai)
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To Mr. vinece Collins
Deputy Minister

of Transportation and Highways
Province of British Columbia

AUDI TORS' REPGRT

We have examined the summary schedule of road and bridge maintenance costs,
totalling $229,067,502, as defined in the accompanying note 1, and the
methodology used in preparation of the schedule, as described in note 2, fqor
the fiscal year ended March 31, 1988, as prepared by the Ministry of
Transportation and Highways. Our examination was made in accordance with

generally accepted auditing standards, and accordingly included such tests
and other procedures as we considered necessary in the circumstances.

In our opinion, this schedule and methodology present fairly the road and
bridge maintenance costs, as defined, for the fiscal year ended March 31,
1988, in accordance with the accompanying notes to the schedule.

Doopiss Lo

Vancouver, B. C.
January 8, 1989 CHARTERED ACCQUNTANTS
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MIKISTRY OF TRANSPORTATION AND HIGHWAYS
FROVINCE QF BRIYISH COLUMBIA

SUMMARY SCHEDULE OF ROAD AND BRIDGE

MAIRTERARCE COSTS, as defined in note 1, FOR PRIVATIZATION

FOR THE FISCAL YEAR ENDNED MARCH 31, 1988

DIRECT COSTS (note 3)
DISTRICT OVERHEAD (note 4)
ADDITIOMAL COSTS (not.? §)

PINANCING COSTS (note 6)

187,074,893
22,146,883

8,990,772

0,854,954

229.067.502
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MINISTRY QF TRANSPORTATION AND HIGEWAYS °
FROVIRCE OF BRRITISH COLUMBIA

SUMMARY SCHEDULE OF ROAD ARD BRIDGE

MATRTEHARCE COSTS, as defined in note 1, POR PRIVATIIATION
FOR ¥EE FISCAL YEAR ENDED MARCH 31, 1988

RATURE OF THE SCERDOLE

For the purposes of this schedule, the costs included

in these notes are the costs described in the Briefing Notes for
Tendering Firms, as amended.

The summary schedul e conprises costs, as defined below,related to -
operations which have been or are in the processof being privatized,
The maintenance costs that will continue to be incurred by the Ministry
after privatization are excluded. Costs included conprise the follow ng:
a. actual mai nt enance costs expended:

b. depreciation of equipnent;

c. price-level adjustnent forequipnent;

d. imputed financing cost to reflect the cost of capital for equipment
and inventories: and

e. other inputed ampunts relevant to road and bridge naintenance, not
all of which resulted in dollar outlays by the Mnistry during the
fiscal year ended March 31, 1988 (the base year).

Because of conditions that cannot be anticipated, primarily weathez-

related, these nmintenance costs may not necessarily be representative
of costs incurred in another year.

BASIS OF ACCOUNTIRG AND METEODOLOGY
a. Accrual Basis

The accrual basis of accounting was used in preparing the schedul e.
b. Inventories of Mterials

Inventories Of stockpiled materials are accounted for: on a wmoving
average cost nethod using actual costs,




2. BASIS OF ACCOUNTING ARD METEODOLOGY (continued)

C.

Equi prent Costs

Equi pnment  costs include:

B actual costs expended in operating:

. depreciation O capitalized equipment, which is provided gn

historical cost, net of salvage value,using t he straight-line
method and the follow ng useful |ives:

Rumber of
years
Automobiles 5
Sand  equipment, trucks and truck attachment s 7-10
Earthmoving equipnent, forklifts, cranes,  and
asphalt equi pment 10-13
Trailers, screens, crushers and compressors 15

Purchases of equipment in excess of 5500 are capitalized: and

iii. a price-level adjustment, which is Mnistry practice to provide
funding for the replacenent ofthe cost of the equipnent,
determned bymul tiplying the individual equipment depreciation
anmount by the increase in the Vancouver Consumer Price |ndex
fromthe asset acquisition date to1988.

Occupancy and Utilities

Al charges for rent, operations and mintenance services are from
British Col umbia Buildings Corporation in accordance with its market
pricing policy as described in the 1987-88 Acconmodati on Manual .

District Admnistration Overhead

The spreadsheet includes 50 percent of actual labour, materials,
equipmentand | eased equi pnent of district administration overhead
based on the assunption that the remaining S0 percent will continue
to be incurred by the Mnistry and, accordingly. this portion is
excl uded.
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2, BASIS OF ACCOUNTING AND METEODOLOGY (continued)

f.

District Yard Overhead

One hundred pezcent of actual labour, materials, equipment and
leased equipment Of district yard overhead is included.

Office Supplies, Information Systems and
Damage to Government Property

These are amounts incurred by the Ministry to purchase office
supplies, maintain the information system and repair damage to
government property. Office supplies and information system gpsts
were each estimated at $10,000 per provincial district.

Employee Benefits

The cost of employee benefits for actual direct, district
stockpiling and administrative overhead 3labour is based on a

19.3 percent of budgeted labour cost charge by Treasury Board for
the account of the Superannuation and Pension funds.

Imputed Financing Cost

Inclyded in the schedule of costs is an 11 percent annual financing
charge to reflect the cost of capital for:

i. equipment, based on an estimated current realizable value
aggregating $62,055,000; and

ii. inventories of materials, based on an estimated current
realizable value aggregating $§36,626,400,

Other Imputed Costs

Amounts relevant to road and bridge maintenance, not all of which
resulted in dollar outlays by the Ministry during the base vyear,
include:

i, stabilization, based on $3,000 per kilometre Of road less $840
per kilometre of road to take imte account cost reductions in
other c¢ost classifications as a result of stabilization;

it. seal coat, based on an all-inclusive $1.60 per square metre of
road;

| Coapers
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BASIS OF ACCOURTIRG AND METHODQLOGY (continued)

j. Other Imputed Costs (continued)

iii. Ministry overhead consisting of telecommunications

postal service costs and insurance claims:

charges,

iv, driver training and safety costs incurred by the Ministry to
provide training courses for road and bridge maintenance

employees.

DIRECT COSTS

Direct costs comprise the following:

Labour, materials, equipment (including
depreciation of $15,124,304 and price-level

adjustment of $8,738,340) and leased equipment
Rent

Operations and maintenance services

DISTRICT OVERHEAD

District overhead costs comprise the following:

District administration overhead (note 2(e))

District yard overhead (note 2(£)}

Office supplies, information systems and
damage to government property (note 2(g))

Employee benefits for all actual direct,
district stockpiling and administrative
overhead labour (note 2(h))

165,730,599
13,284,102

87,074,893

S

4,816,187
1,604,562

1,384,803

14,342,331
22,146,883

! Cooners
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ADDITIONAL COSTS
Additional Costs conprise the follow ng

$
Stabilization (note Z(j)(i)) 3,836,162
Seal coat (note 2{j)(ii)) 3,247,906
Mnistry overhead (note 2¢j)(iii)) 1,220,902
Driver training and safety (note 2¢jy(ivy) 555'592
£.390.772
FINANCING COSTS
Financing costs conprise the following:
$
For equi pnent (note 2 (i)(i)) 6,826,050
For inventories (Note 2(i)(1i)) -4.028,904
10,854,954

RELATED PARTY TRANSACTIONS

a. Insurance costs are not included except for certain equipnment which
I's insured through the Insurance Corporation ofBritish Col unbia,

b. Certain equipnent included in determning the financing costs (notes
2¢i)(i) and 6) is equipnent which was sold in the base year and is
being | eased back fremthe third party purchaser. The base year
| ease payments for this equipnent aggregating approximtely
$1,100,800 are the responsibility of the Mnistry of Finance on
behalf of the Mnistry of Transportation and H ghways.

¢. The cestsinclude applicable social service tax and fuel tax renmtted
to the Mnistry of Finance.

d. Certain of the w“otkher inputed amounts- include dollar outlays of the
Provincial Governnent that are external to the Mnistry of

Transportation and H ghways (note 1(e)).

e. The other related party transactions are described elsewnere in these
not es.

l PMnow-
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' &Lybrand

TO Mr. vince Collins
Deputy Minister

of Transportation and H ghways
Province of British Columbia

AIDDITARS' REPORT

W have examned the summary spreadsheet schedule of road and bridge

mai ntenance costs, totalling $229,067,502, as defined in the acconpanying
note 1, and the methodol ogy used in preparation ot the schedule, as described
in note 2, for the fiscal year ended March 31, 1988, as prepared by the

Mnistry of Transportation and H ghways. Qur exam nation was made in
accordance with generally accepted audi ting standards, and accordingly
included such tests and other procedures as we considered necessary in the

ci rcumst ances.

In our opinion, this schedule and methodol ogy present fairly the road ana
bridge maintenance costs, as defined, forthe fiscal year ended March 31,
1988, and the cost apportionment to each contract area, in accordance wth
the acconpanying notes to the schedule.

40/%«.4 g Ldadl

Vancouver,

January 8, 1989 CEARTERED ACCOUNTANTS
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MIRIETRY OF TRARS. ATATIL. AND I1GHWAYS
PROVINCE OF BRITISA COLUMBIA

BUMMARY SPREADSHEET SCHEDULE OF ROAD ARD BRIDGE
MAINTENANCE COSTS, as defined in note 1, FOR PRIVATIZIATION
FOR TR FI SCAL YRAR ERDED MARCH 31, 1988

Cont r act Direct District Additional PFinancing
area COB ta over head costs costs
(Note 3) (Note 4) (Note 5) (Note 6)
$ $ $ $

Bouth Island 7,783,599 912, 987 741, 478 415, 527
Hanaimo/Port Alberni 6,510,785 781, 505 264, 041 400, 168
Court enay 7,210,706 793, 426 417,635 343, 156
North Vancouver 5,805,562 865, 020 78,611 327, 868
G bson8 2,006,113 278,468 24,767 165, 766
Nev Westminster 9,904,690 1,448,118 100, 951 565, 046
Chilliwack 9,699,012 1,139,320 259,308 600, 618
Penticton-Kelowna 9,117,811 1,108,661 509, 550 452, 896
G and Forkes-Roasland 6,591,294 821, 137 199, 450 466, 039
Nelson-Creston-New Denver 9,968,793 1,288,377 323,732 591, 086
Cranbrook-Fernie 7,087,710 945, 819 268, 333 539, 100
Revelstoke-Golden 5,811,773 749, 688 191, 286 399, 230
Vernon-Sal mon  Arm 9,345,542 1,015,414 777,309 523, 856
Marritt 7,249,507 844,036 172,987 428, 456
Kamloops 6,928,778 901, 174 558, 369 495, 603
100 Mile House-Lillooet 8,293,655 928, 038 733, 502 500, 307
Williama Lake 7,016,116 612, 566 544, 069 388, 169
Quesnel 6,245,963 702, 719 234, 300 363, 051
Prince Ceorge 9,272,175 934, 566 221, 093 482,385
McBride 3,971,912 445, 378 313, 950 258,861
Dawson Creak 8,408,673 817, 703 446, 304 354, 769
Fort B8t. John 7,051,757 745, 723 482,293 353, 865
Vanderhoot 4,644,064 455, 339 312, 859 239, 330
Burns Lake 3,848,515 413, 343 61, 407 233, 823
6,970,679 877, 650 208, 602 344,810

g::::::. 2,933,314 439, 806 76,218 159, 765
Prince Rupert 1,851,780 290, 131 42,643 155, 553
Dease lake 5,522,395 589,711 _ 425,645 —. 305,051
187,074,893 22,146,883 8,990,772 10,854,954

tre

Tot al

$

9,853,591
7,976,489
8,764,923
7,077,061
2,475,114

12,019,605
11,698,258
11,189,918

8,077,920

12,171,988

8,840,962
7,151,977

11,662,261

8,694,986
8,883,924

10,455,502

8,561,120
7,546,033

10,910,219

¢,990,121

10,027,449

8,635,638
5,651,592
4,557,088
8,401,741
3,609,103
2,340,107

— 6,842,802

223,067,502
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MINISTRY OF TRANSPORTAYION AND HIGHWAYS .
PROWIBCE QF HRITISH COLIMBYA

SUMMARY SPREADSHERT SCHEDULE OF ROAD AND ERIDGE

MATNPENARCE COSTS, as defined in note 1, FOR PRIVATIZATION
FOR THE FISCAL YEAR ENDED MARCH 31, 1988

NATORE OF THE SCHEIXILE

Por the purposes of this schedule, the costs included

in these notes are the costs described in the Briefing Notesfor
Tendering Firms, as anended.

The summary schedule conprises costs, as defined below, related to
operations which have been ©r are in the process of being privatized,
The maintenance costs that will continue to be incurred by the Ministry
after privatization are excluded. Costs included conprise the follow ng:
a. actual nmaintenance costs expended:

h. depreciation of equipnent;

c. price-level adjustment for equipment:

d. imputed financing cost to reflect the cost of capital for equipnent
and inventories: and

e. other inputed amounts relevant to road and bridge maintenance, not
all of which resulted in dollar outlays by the Mnistry during the
fiscal year ended March 31, 1988 (the base year).

Because of conditions that cannot be anticipated, primarily weather=
related, these mmintenance costs may not necessarily be representative
of costs incurred in another year.

BASIS OF ACCOUNTING AND MEIHODOLOGY

a. Accrual Basis
The accrual basis ofaccounting was usedin preparing the schedule.
b. Inventories of Materials

Inventories of stockpiled materials are accounted for on a moving
average cost nethod using actual costs.

| §popees.
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BASIS OF ACCOURTING AND METHDDOLOGY (continued)

¢. Equipment costs

Equi pment  costs include:

i. actual costs expended in operating;

ii. depreci ation Of capitalized equipment, which i s provi ded gn
historical cost, net of salvage value, using the straight-line

method and the followi ng useful [ives:
Number  of
years
Aut omobi | es 5
Sand equipnent, trucks and truck attachments 7-10
Earthnmoving equiprent, forklifts, cranes, and
asphalt  equi pnent 1C-13
Trailers, screens, crushers and conpressors 15

Purchases of equipment in excess of $500 are capitalized;, and

iii. a price-level adjustment, which is Mnistry practice to provide
fundi ng for the replacenent of the cost of the equipment,
determined by nultiplying the individual equipment depreciation
amount by the increase in the Vancouver Consumer Price |ndex
from the asset acquisition date to 1988.

Occupancy and Uilities

Al charges for rent, operations and mai ntenance services are from
British Colunmbia Buildings Corporation in accordance with its  market
pricing policy as described in the 1987-88 Accommbdati on Manual.

D strict Administration Over head

The spreadsheet i ncl udes 50 percent of actual labour, materials,
equi prent and leased equi prent of di strict admnistrati on overhead

based ¢n the assumption that the remaining 50 percent will continue
to be incurred by the Ministry and, accordingly, this portion is

excluded. Allocations to areas are actual, exceptfor equipment

costs of district admnistrative overhead which was allocated based
on the ratio ofdirect labour cost by foreman area.

{ D ammar




BASTS OF ACCOURTING AND METEODOLOGY (continued)

f.

S.

District Yard Overhead

one hundred percent of actual labour, materials, equipment ang
leased equipment of  district yard overhead is included.

Office Supplies, Information Systems and
Damage to Govermment Property

These are amounts incurred by the Ministry to purchase office
supplies, maintain the information system and repair damage to
government property. Office supplies and information system costs
were each estimated at $10,000 per provincial district and then
allocated to areas on a simple average basis. Repair damage to
government property was allocated to areas directly.

h. Employee Benefits

The cost of employee benefits for actual direct, district
stockpiling and administrative overhead labour is based on a

19.3 percent of budgeted labour cost charge by Treasury Board for
the account of the Superannuation and Pension funds.

Imputed Financing Cost

Included in the schedule of costs is an 11 percent annual financing
charge to reflect the cost of capital for:

1. equipment, based ¢n an estimated current realizable value
aggregating $62,055,000, allocated on the ratio of direct costs
by contract area; and

ii. inventories of materials, based on an estimated current
realizable value aggregating $36,626,400, allocated on the
ratio of direct costs by contract area.

Other Imputed Costs

Amounts relevant to road and bridge maintenance, not all of which
resulted in dollar outlays by the Ministry during the base vyear,
include:

i. stabilization, based on $3,000 per kilometre of road less. $840
per kilometre of road to take into account cost reductions in

other cost classifications as a result of stabhilizatiom;

ii. seal coat, based em an all-inclusive $1.60 per square metre of
mad:
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2.

BASTS OF ACCOUNTING ARD METHODOLOGY ( cont i nued)
j. other Inputed Costs (continued)

iii. Mnistry overhead consisting of telecommunications charges,
postal service costs and insurance clains, allocated oh the
ratio of direct costs bycontract area; and

iv. driver training anésafety costsincurred by the #inistry tO
provide training courses for road and _briﬂge’ maintenance
enpl oyees, allocated en the ratio of direct costs by contract
ar ea.

DIRBCT COSTS

Direct costs conprise the follow ng:

S
Labour, materials, equipnent  (including
depreciation of §15,124,304 and price-|evel
adj ustment of $8,738,340) and | eased equi pnent 165,730,599
Rent . . 13,284,102
Qperations and naintenance services 8,060,192
187.074.893
DISTRICT OVERHREAD
District overhead costs conprise the follow ng:
S
Di strict administration overhead (note 2(e)) 4,816,187
District yard overhead (note 2(f) 1,604,562
Ofice supplies, information systens and
damage to governnent property (note 2(g)) 1,384,803
Employee benefits for all actual direct,
district stockpiling andadmnistrative
overhead labour (note 2¢h)) 14,341,331
22,146,883

| Geopes.
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5. ADDITIOHAL COSTS

Additional costs comprise the following:

$
Stabilization (note 2{(3j)(i}} 3,836,162
Seal coat (note 2(j)(ii)) 3,247,906
Ministry Overhead (note 2(3j)(iii)) 1,220,902
Driver training and safety (note 2(j)(iv)) 685,802
£.990,772

6 . FIEANCING COSTS
Financing costs comprise the following:

$
For equipment (note 2 (i)(i)) 6,826,050
Por inventories (note 2¢{i)(ii)) _4.028,904
10,854,954

7. RELATED PARTY TRANSACTIONS

a. Insurance costs are not included except for certain equipment which
is insured through the Insurance Corporation of British Columbia.

b. Certain equipment included in determining the financing costs (notes
Z(i)(i) and 6) is equipment which was sold in the base year and is
being leased back from the third party purchaser. The base year
lease payments for this equipment aggregating approximately
$1,100,800 are the responsibility of the Ministry of Finance on
behalf of the Ministry of Transportation and Highways.

¢. The Costs include applicable social service tax and fuel tar remitted
to the Ministry of Finance.

d. Certain of the ‘other imputed amounts®™ include dollar Outlays of the
Provincial Government that are external to the Ministry of
Transportation and Highways {note I(e)).

e, The other related party transactions are described elsewhere in these
notes.

! Crnamna
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C + Lnanereda accsuntants z memper hrm of
?_Ogers | Soapers & Lybrand {tnternationai}

February 3, 1989

nr. Vinee Collins,
Deputy Minister

of Transportation and Righways
Province of British Columbia,
940 Blanshard Street,
Victoria, B. C.
vaw 3E§

Dear M. Collins:

By agreement dated November 14, 1988 and further referenced in the Briefing
Notes for Tendering Firms, as amended, we have undertaken to report upen the
impact that privatization of road and bridge maintenance will have gn
Provincial revenues.

Our auditors’ report, dated January 8, 1989, on the examination of the
Summary Schedule of Road and Bridge Maintenance Costs, as defined, for the
fiscal year ended March 31, 1988, has been provided separately. costs
referred to in this report as ‘Benchmark Costs* are the costs reflected in
the Summary Spreadsheet Schedule of Costs.

Our report on the impact on Provincial revenues is summarized below and is
presented in detail in three appendices as follows:

1. cost savings resulting from direct revenues from contractors that
offset Government expenditures, “cost affsets* (Appendix A);

ii. additional savings which may accrue to other agencies and ministries
of Government, "impact on other agencies and minlstries* (Appendix
B); and

iil, new sources or additional amounts of revenue arising from the
privatization of road and bridge maintenance,
“new sources of revenue® (Appendix C).

For purposes of the report we have assumed that the privatizaticn of all 28
contract areas is completed and the agreements were effected simultaneously,




Mr., Vince Collins
February 3, 1989
Page 2

"One-time* revenues and costssuch as proceeds fromthe sale Of equipment tO
the contractorsand the costof the privatization process itself re not
addressed in this report, nor is the impacton employeesand space that ¢he
organi zational restructuring of the Mnistry wll ﬁave. Further, the tinme
val ue of money i s not considered.

Asummary of the impactthat privatization of road andbridge maintenance
wi |l have on Provincial revenues is asfollows:

. Net inc_rerrent al revenue in excess of SO1 mllion
associ at ed  Government costs
| mpact on other agencies and ministries a Potential net reduction of
16 to 17.5 full-time employee
equi val ents
. New soureces of annual revenue 55.2 mllion

In the preparation of this report we have obtained information from a nunber
of individuals within the Mnistry, from other agencies and ninistries of
Government (Appendix D) and f£remother organizations. Although we have not
verified t hi s information, based on our review, nothing has cone to our
attention that causes us tobelieve that the information is notappropriate,
in all material respects.

Yours very truly,

Cropna s Aol

COOPERS & LIERAND
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APPENDIX A
FINARCIAL IMPACT OF PRIVATIZATION

COST Qrrsers

Thi s section docunents findings on costoffsets. There are five such

categori es: equipment | eases; radio system leases, gTravel revenues:
property rent and enployee benefits.

EQUIPMENT LEASES

Contractors make lease payments to the Mnistry of Transportation and
Eighways (the Mnistry) for certain equipment (e.g., graders, |oaders).
The Hnistry |eases its own equi pnment to the contractor, as well as
sublets equi prent it |leases froma third party.

« Pre-privatization

As well as equipment operating costs, Benchmark Costs include a price-
| evel adjustnent and en inputed financing cost for equipment. The
price-level adj ustrment is Ministry practice to provide funding for the
replacement of the cost of the equipnment. The inputed financing cost
is toreflect the cost of capital for equipmenmt (hol ding cost). Per
Ministry-owned equiprent, the financing cost is inputed at 11 percent
per annum, and for equipment| eased by the winistry,t he financing

cost 4s equal to the interest conponent of the |ease payments.

+ Privatization
Contractors are charged a nonthly rate for equi pment |eased £zem the

Mnistry.  The lease anount is calculated to coyer the original cost

ofthe equi pnent, a capital coat recovery amouat,and a hol ding coat.
The CcOontractor is responsible for all operating costs,

| Goopers,
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The | ease revenue received by the Mnistry fromthe contractors has a
direct offset on the cost side because the Government of sritish
Columbia (the Goveranment) Will continue to bear the cost of ownership.
Accordingly, base revenues and associated costs of fset each other and ypq
net inpact is zero.

RADID SYSTEM LEASE

Contractors make |ease paynments to the Mnistry for radio systems,which
include individual radios and basestations. All of£the equipnent is
owned by the Mnistry.

Pre-privatization

Benchmark Costs include radio charges which cover the original cest
of the equipnent, all operating costs, and an inputed holding gost.
As formaintenance operations equi pnent, the inputed holding cost is
11 percent per annum

Privatization

Contractors are charged a monthly lease for the radio system which
covers the original cost of the equipnent and all normal naintenance
costs. However, the lease amount does not reeover any financing er
hol ding costs.

assuming an annual financingcost of 11 percent, and given the
Ministry*s approximation for the realizable value of radio equipment,
the extent Of the cost offset shortfall has been calculated at $440,000

per year.
GRAVEL REVENUE
Under privatization, contractors are requiredto pay the Ministry for

gravel obtained from Kinistry gravel pits situated throughout the

Province.




V{’

page 3 Of 6
+ Pre-privatization
Benchmark costs include usage charges for crushed gravel, which cover
the Mnistry's costs of processing and stockpiling. The average

charge for gravel processed and stockpiled by the Mnistry was ap
approxi nate §5 per cubi c metre. *Pit run* (i.e., unprocessed gravel)
did not have a charge. Benchmark Costs do not include the Ministry's

costs for acquiring, developing, and/or rehabilitating gravel pits, or
the costs of | easi ng certain pits.

« Privatization

The gravel prices established for the contractors are calculated to
recover pit acquisition, developnent, rehabilitation, and |[easing
costs, as well as processing and stockpiling costs. Prices for
processed and stockpiled gravel have been set approximately 10

percent higher than the pre-privatization charges to recover these
costs. Furthermore, "pit zun* now has a price of $§l per cubic metre,
also to recover these costs.

The Mnistry will continue to incur the costs of pit acquisition,

devel opnent, rehabilitation, and leasing after privatization. However,
given that these costs are excluded from Benchmark Costs, the portion of
the gravel revenues relating to pitacquisition, devel oprent,
rehabilitation, and | easi ng should betreated as net new revenues with no
of fsetting costs.

Based on Ministry approxi mati ons for gravel usage for maintenance
purposes and for the i ncremental gravel chazge for recouping the above
noted costs, this incremental revenue is estimated at $2.7 million.

PROPERTY RENT

The contractors make payments to British Col unbia Buildings Corporation
for highway yard facilities they use.
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Pre-privatization

Benchmark Costs include BCBC base occupancy and utility charges ggor
hi ghway yard facilities. These charges cover all property-rel ated
expenses Such as rent, taxes, utilities, operating, and maintenance
expenses, as Well as a BCBC administrative fee. The rent is based on
a formulaset outby BCBC to all its tenants.

« Privatization

BCBC charges the c¢ontractors rent and an asset nmaintenance charge.
The contractors are responsible far all other property-related
expenses. After adjusting the rent amount under privatization to
account for the qceupancycosts now paid directly by the tenants, the
rent amount being charged to the private contractors is still less
than the amount previously charged to the Mnistry (apparently

because of contractor resistance to paying a "replacement-cost-
driven' rent).

The lover revenues BCBC now receives under privatization from the
contractors (forthe sanme facilities) conpared with the rental amountsg

contained in the Benchmark Costs, result in a shortfall in cost offsets.
BCBC estimates the shortfall is g2 mllion per year for the estimated 152
hi ghway yardsto be used bythe Contractors.

EMPLOYEE BENEFITS

Wi |l e the paynent of enpl oyee benefits does not involve a gevenue flow
to the Government, this cost category nust be addressed in the context
of the cost offset framework because of an anonaly in the way ministries
are charged for enpl oyee benefit costs.

« Pte-privatization

At the beginning of eaeh fiscal year, the Superannuation Commission

[ o PR
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charges the Ministry for employee benefit costs bated on budgeted
sal ari es. If budgeted salaries are not achieved at year end, pe
adj ust nent oft he superannuation charge is made. 1In fiscal 1987/88,
actual salary costsfor the Mnistry came in under budget, put the
Ministry still incurred enpl oyee benefit costs at theoriginally
budget ed | evel .

Privatization

Contractor enployee benefit costs will be paid only on the basis of
actual labour costs.

Benchmark Costs include the full amount @£ the originally budgeted

enpl oyee benefit costs. From a Mnistry cost point of view, inclusion of
these costs in the Benchmark Costs is justified because the Mnistry
actually paid this anmount. However, in that actual labour costs forthe
year were below budget, the Mnistry in effect *overpaid* benefits to the
Super annuat i on Commi ssi on by approximately $170,000, Accordingly, this

over paynent anount has a negative impact on cost offsets.
SUMMARY OF COST  OFFSETS

Te summarize the area of cost of fsets, one of the items identified and
reported upon represents a cost-saving under privatization (gravel
revenue), and three represent cost add-ons (radio system lease, property
rent, and employee benefits). The fifth item considered has revenues
which offset direct costs on the Government side (equipment lease), so
€or this item the net dollar impact is zete, A summary of the analysis
of there five items 18 provided in Table 1.
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Equipment lease
Radio system |ease
Gravel revenue
Property rent

Employee benefits

TOTAL

TABLE 1
SUMMARY QF COST OFFSETS
(MIlions of dollars)
(Rounded tothe nearest 0.1 nmillion]
Incremental Associated costs

 revenue i N excess
in excess Of of incremental

associated costs __ revenne = impact

{0.4)
2.7

{2.0)
— (9.2)
2.7 (2.6)

No

Page 6 of §

Annual
net

(0.4)
2.1
(2.Q)

(0.2)
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| COO ers chartered accounants Coopers & Lybrand Building 2 member firm of
! 111 West Hastings Street Coopers & Lybrand (Internancnai)

&Lybrand o ve g

telephone (604) 661-5700
cable Colybrand
telecaprer (604) 682-4626
telex 04-507630

March 31, 1989

M. MV. Collins

Deputy Mnister

Mnistry of Transportation and H ghways
940 Blanshard Street

Victoria, B.C

Vaw 3Es§

Dear wmr. Collins:

Enclosed is our report on the reasonableness and fairness of the methods
utilized by the Mnistry, to value the mobile/rolling stock assets sold
or leased to contractors, as part of the privatization of the road and
bridge maintenance operations. W& have reviewed our findings and
conclusions with Mz, J.L. Thornton.

The terns of reference forthis review are as outlined in the Contract
and under "Phase 1* ofour March 9, 1989 letter to mr. G Hogg. In
summary, we have evaluated the follow ng:

the factors taken into consideration in deternining values;
the nethods usedin determ ning val ues;
how these methods were arrived at: and

how the nethods used were nodified for changing conditions.

During our review, we drew uponour understanding of the asset valuation
met hods we gai ned during our previous assi gnment with the Mnistry.
Further interviews were conducted with wmr.J.L. Thornton and reviews of
supporting docunentation were nade.

W do not deal with the sales values ofindividual itens of equipment or
with equipment lease rates as this falls outside the scope of the Phase |
assi gnnent .

In our opinion, the methods utilized by the Mnistry to value, as at
March 1988, the nobile/rolling stock assets sold oz leased t0
contractors, while not absolutely accurate are reasonable and fair. In
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Mr. MV. Collins
March 31, 1989

Page 2

general the methods wused in determning equipnent values, appear to have

resulted in an overstatement of value for the never equipment
dependi ng on the type ofequi pnent, equi pnent manufacturer,
condition, resulted in an undervaluation of sonme of the ol der

Should you wish to discuss this report e@r require any further
information please let us know

Yours very truly,

COCPERS & LYBRAND

ot

J.P.Fairchild/A.R. Drinkwater/P.Lotz
JPF/ARD/PL:cy

cc. M. GS Hogg
Assistant Deputy Mnister
Adm nistrative  Services

Mr. F.G. Hepburn, C A
Executive Director, Internal Audit Division

Mnistry of Finance and Corporate Relations

, and
and equi pnent
itens.

et
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A¥FENDIX B
FIRARCIAL IMPACT OF PRIVATIZATION

IMPACTS ON OTHER AGERCIES AND MIRISTRIES

Wth regard to the inpact on other agencies and ninistries, we are not able
to conclude that privatization will autonatically lead to surplus employees
in all cases. For exanple, batch conputerized processing requires
essentially the sane amount of work regardl ess ofthe nunber of enpl oyee
transactions being processed. In another exanple, savings within an agency
may be in the formof small "chunks" of tinme across many employees rat her
than the "freeing-up" of specific identifiable enployees. In the extrene,
however, if all Government services were privatized, there would no longer be
a need for support services other than a group to admipister contracts. The
chal l enge therefore is to determne the threshold pointwhere privatization
is extensive enough to effect savings.

The Mnistry estimates that privatization of highway maintenance will shift
approxi mately 2,600 jobs out Of Governnent and inte the private sector,
representing approximately 8 percent of the total Provincial Government

payrol | . This is a significant reduction and is within the realm of the
threshol d point where real savings in support services (both enpl oyee payroll
costs and associated overhead costs) should be possible in some or all of the
areas noted. Some support services areprovided to the Mnistry by other
Government agencies, Thus, if the Mnistry's total operation is downsized
through the privatization of mintenance, it is reasonable to assume that the

Ministry's requirenent for these centralized support Services could decline.

An assessment was made of t he potential inpact of pzivatization of the

hi ghways mai ntenance function e’ the major agenci es providing suppert to the
Mnistry's maintenance operations: Office of the Couptroller Generals
Government Personnel Services Division; Purchasing Commission; Superannuation
Commission; and Government Agents Branch. These agencles account for the
majority of resources committed to centralized ® ctioitier performedin
support of the Ministry's maintenance operations., While additional support
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activities di sper sed throughout the Government are difficult to identify ang
measure, they would, in total, likely account for Only a minor portion of ¢he
total resource commitment provided through centralized service agencies.
Potential cost savings in support services provided from within the Ministry
itself were not addressed as part of this study.

Recogni zing the labour intensiveness of support services, potential impacts
were assessed in ternms of the conmitment of Full Tine Equivalent (FTE)

enployment to the activity in question. FTEs were estimted by one of &we
approaches depending on the activity. If the aetivity invol ves high-volume,
repetitive document processing, estimates were developed for both the nunber
of docunments processed per year and the processing tinme per document. These
estimates were conbined to arriveat a total hours requirement per year,

which was then converted to PTES,

If, on the other hand, the activity involves providing a range of commen
services generally nade available to all ministries within the Governnent
(e.g., personnel services) a different approach was used. Inthis case, the
FTE estimate was set as a pro-rata share O the total FTEs involved in
providing the service Government-w de. Based on total Government enpl oynent
of approximtely 31,000 FTEs and the estimated 2,600 enployees being
privatized, the share allocated to support highways mai ntenance was set at
a.4 percent.

Estimates of FTE enpl oynment in the agencies mostaffected that can be |inked

to the mai ntenance activity being privatized are provided in t he par agraphs
bel ow.

Payrol | Prorms

The Office of the Conptroller General (OCG} processes four types of forms
to caleulate enpl oyee payrolls. Twenty-one FTEs arc involved in
providing this activity Governnent-wide. Based on the 2,600 employees
targeted for privatization (4.e., a pro-rata allocation), the resousce
commtnment to processing the payroll forthe jobs being privatized
appears { O be ® | cxiaately 2 PTEs, This FPTE estimate is al so supported
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by using the Ministry's estimates of a reduction of 58,100 payroll forms
as a result of highways nmaintenance privatization and by using their

estimate of the average processing time per form.

Supplier Paynents

Payments to outside suppliers involved in maintenance operations are made
through two agencies: the CCG and the Governnent Agents Branch. oThe
CGover nnent Agents issue cheques to local suppliers ofsmall purchases
(i.e., up to $500). Their involvenent ensures local suppliers are paid
promptly. Even when the Goverament Agent i ssues the cheque, docunentation
is forwarded to the QOCG for verification. Hence, elininating the need for
Government Agents to issue cheques to local suppliers has an inpact on

both agencies (the OCG and GCovernnent Agents).

The OCG has 19 ¥TEs involved in processing cheque vouchers and issuing
cheques. The Ministry estimates a total reduction of 125,000 supplier

i nvoi ces. Assuming a seduction of 42,000 cheques (i.e., an average of
one cheque for every three invoices) and based on the 0¢G's estimate of
the average processing tine for cheques/documentation, this reduction in
i nvoi ces represents a resource commtment of between 0.5 and 1 PTE at the

0CG.

Based on data received from the Covernment Agents Branch, the Braneh
processes an average of 350 cheques per agency per year for the highway
mai ntenance operation, with an average processing time of nine minutes per
cheque., Under privatization, the Government Agents wi Il no | onger be
involved in paying suppliers. The estimated impact is 1.5 to 2 ¥IEs,
Therefore, the total impact for supplier payments appears to be between 2
and 3 FTEs.

Personnel Setrvices
The Government Personnel Services Division (GPSD}'provides labour

relations services whieh include handling grievances, contract
negotiations, ete. Based on a five-gear history, GPSD processes an
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average of 40 grievances per year for naintenance operations, which
translates into an estinmated resource commitment of 0.5 FTEs t0 handle
grievances (based on GPSD's estimate of average processing tine per
grievance). Except for the handling of grievances, privatization wjl1
likely have a wmimimal inpact on other labour relations activities.

The GPSD also provides a range Of nore gemeral personnel Services
including policy development, joOb postings, development of staff manuais,
and advisory services. There are 70 F¥FTEs involved in this activity.

Based e@pn a pro-rata allocation, the resource commitment that cM be 1lipked
to the 2,600 employees being privatized is 6 FIEs,

The total impaect for personnel services, therefore, appears to be
approximtely 6.5 FTEs,

Pur chasi ng

The Purchasi ng Commission provi des a bundl e of services including
processing requisitions, negotiatipg standing offers and contracts, and
advisory services. There are 38 ¥rEs involved in this activity. Based on
a pro-rata allocation, 3 ¥®TEs can be linked to the Mnistry's maintenance
activity.

Benefit Prograns

The Superannuation Commission adninisters benefit prograns and pension
plans. The Commission has a staff of 9 FrBe for administering the basic
benefit programs provided by the Government on am ongoi ng basis.
Additional staff of approximately 25 FIEs administer the Public Service
Pension Plan in which the Ministry maintenance employees participate.
Hence, there is a staffing of 34 PIEs to provide the basic services for
the Ministry employees, amang others.

Based on the 2,600 employees targeted f or privatization, the resource

commitment to administering benefit programs amd pension plans for the
jobs being privatized ig 3 PTBs, According to the terms and conditions

| Prmnar
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of the privatization process, the privatized employees.will still be able
to apply for banked sick time benefits, pension benefits, and long-term
service awards for sonme time after the specific date of privatization,
Thus, notionally, the Comission nust retain some staffing for handling
these types of applications in the future. The Staffing required gor
this, however, is anticipated to besmall: likely less than 0.5 PrEs pez
year. overall, therefore, the net potential inpact ofprivatization on
the Comm ssion could be between25and 3 FTEs.

In total, therefore, 16 to 17.5 FTEs were identified as representing the
resource conmmitnent within five groups that can be linked to supporting the
mai ntenance activity being privatized. Table 2 provides a summary ofthese
resource commitments in terms of FTEs. Using an average annual salary per
FTE of $21,800 (i.e., Clerk3 salary before benefits), this §TE total can be
converted into total direct salary costs in the range O $360,000 per vyear.
In addition to direct saay costs, each FTE attracts a range of other costs,
including enployee benefits, rent for their office space, computer tineg,
paper costs and other overhead itens. Hence, total potential savings of FTE
positions elimnated can translate into savings well in excess of the direct
salary costs alone.

TABLE 2

IMPACT ON OTHER MINISTRIES ARD AGENCIES

Item Agency EIR Commitgent
Payrol | forms ocG 2
Supplier payments 0CG/Government Agents 2to 3
Personnel services GPSD 6.5
Purchasi ng Pur chasi ng 3
Cozmmission
Benefit programs Superannuation Commission 2.5 %03
TOTAL POTENTIAL REDUCTION 16 %2 .17.5

| Cocpers
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AFFENDYX C
FIRANCIAL IMPACT CF PRIVATIZATION

HEW SOURCES OQF REVENUE

This section docurments findings on revenues received from the econtractors

whi ch do not have any direct costs tO Government associated Vith it.
A.  SOCIAL SERVICE TAX

Contractors pay Social Service Tax (often referred to as Provincial Sales
Tax) on certain goods and services they purchase. This tax is collected
by the Government.

Pre-privatization

The Ministry is treated the sane as a private sector conpany to
determ ne Social Service Tax payable. That is, the Mnistry pays the
tax on all purchases where the tax is applicable.

Privatization

Privatization does not trigger any mnew Social Service Tax revenues,
with two exceptions. Under privatization, the Mnistry is |easing
certain mai nt enance equi pnent and radio systems to t he private
contractors. Also, contractors will purchase gravel (pit run and
crushed gravel) provided through Mnistry gravel pits. The |ease
paynments and gravel purchases trigger Social Service Tax, This is tar
revenue thatwould not have beenpaid to the Covernnment had highway
mai nt enance acti vity notheen privatized.

The Ministry has estimated t he nagnitude of tax revenue appli cablg to

the equi pment and radio leases on t he basis of thore leases .a-lr'c”ady
negotiated,and estimates for the | ease amounts For three contzacts yet
to be negoti ated. psinga 6 percent tax rate, the estimated new Social
Service Tax triggered by the | euee 4is $920,000 per yeaz. As for the

1 MAammne—
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estimated tax revenue £rom gravel sales, it is assuned the annual

quantity Of gravel purchased from the Mnistry equals the quantity uged
by the Mnistry £or maintenance C(perations in fiscal 1987/88, Based gn
the Mnistry's approxinmations for gravel usage in fiscal 1887/88 and for

gravel prices, applying the 6% tax rate yields an estimated new Soecial

Service Tax from gravel sales of $625,000 per year. In total, therefore,

privatization results in approximately $1.5 nillion of new Social Service
Taxes.

CORPCRATE | NCOME TAX

Contractors foez the 28 contract agreas will pay income taxes on any
taxable incone earned as a result of these contracts, to both the

Provincial and Federal Governments.
Pre-privatization
The Government does not pay income tax.

L] BEOX+SexRRDeXOm

The contractors engaged for the 28 Contract areas will be treated
lixe other private sector businesses forthe purposes of cal cul ating
and col | ecti ng corporate income taxes,

New income tax from the prine contractors has been estimated based on
the following assumptions:

the original contract sire does not change over. the coutrse Of the
contract term;

contractor profit margin is 2 percent of gross revenues before tax,
wvhich represents average profitability or .similar typesof -~ = "7 -
contractors in the Provinceprior to the recession of the mid-
elghties;
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all contractors qualify for the Canadian Controlled Private
Corporation rate of 21 percent on the first $200,000 of taxable
i ncone:

the tax rate applied to taxable income in excess of $200,000 jg
42 percent; and

. no other factors affect taxes payable (e.g., |oss carryforwards,
other incone).

On the basis O the projected contractor revenues provided by the
Mnistry, application of these assunptions translates into a projection

of $1.1 mllion per year in total incone taxes. O this anount, §475,000
is Provincial income tax.

PROPERTY TAX

The contractors will pay property taxes to |ocal govermments t hr oughout
the Province.

o« Pre-privatization

Property rents included in the Benchmark Costs include recovery of
Qants in Lieu of Tar paid by BCBC forthe 172 hi ghway yard

facilities used by the Mnistry. Eowevar, Gants in Lieu of Tax pai d
by BCBC cover only a portion of the property taxes otherwi se payable
on such facilities, effectively excluding the value of schoal taxes.

BCBC does not provide grants for facilities in unorganized areas.
Privatization

Private coptractors will pay the property tax liability direetly {O
the | ocal Government authority, andwil| also pay school taxes to the
province (including on property they arc leasing from BCBC). BCBC
will di scontinue providing Grants in Lieu Of Tax on these yazds.

f Mammn—
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CGovernment will receive nore property tax as a result. of privatization,
essentially equivalent to the school tax component. BCBE has estimat ed
the new revenue based on the fol |l owi ng assumptions:

t he contractors “se 152 of the 172 hi ghways yards:

t he assessment base consists of the market val ue of the | and and
BCBL's depreci ated replacementval ue for inmprovenents; and

the average tax rate for all purposes is 3 percent of assessed value.

The new revenue is estimated by BCBC to be $2.3 nillion per year.

MOTOR VEHICLE LICENCE FEES

The contractors will pay nmotor vehicle licence fees to the Province's
Motor Vehicle Departnent.

Pre-privatization

Vehicles used by the Mnistry in maintenance operations are exempt

from licence fees.
Privatization
Private contractors must pay licence fees oa all “"on-road* vehicles in

their fl eets, regardl ess of whether the vehicles are leased or
purchased from the Mnistry.

Licence fees paid bythe contractors on vehicles | eased or puzchased
fromthe Mnistry represent new revenue to the Government, The Minist:ry
used the fol | owi ng assumptions to estinmate new |icensing fees:

the vehicle fleet provided by the Ministry to the contractors
represents the total £leet uicd_by the contractors;

I [ s
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vehicles fall into five categories forthe purpose? of calculating
licence fees:
Yehicle tvpe Average fee

Milti-axle trucks $450

Loaders 5150

Graders $342

Light vehicles s 80

Heavy vehicles 5% of fees payable for nulti-axle

trucks, | oaders and graders.

(The licence fee assunption for heavy Vehicles, that is, 5% of fees
payabl e forthe other vehicles, is “softer” than the assunptions for
the other vehicles.)

On the basis of these assumptions, the Mnistry estimates newlicence
fees to be 5530,000 per year.

FUEL TAX

Contractors pay fuel taxes to the Province.

s Pre-privatization
Provi nci al governnent ninistries and agencies are treated the sane as
the private sector regardi ng paynent of fuel taxes. That is, they pay
the normal tax wherever applicable.

. Privatization
Contractors will also Pay fuel taresWherever applicable.

Hence, privatization doesnot trigger any new fuel tax reveaues,

INSURANCE CORPORATION OF BRITISH COLUMBIA

The contractors will pajr vehi cl e ipsurance premiums to the Insurance
Corporation of British Col unbia (ICBC).
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The equi pnent charges in the Benchnark Costs i ncl ude 1cse Premiums

incurred forlicensed vehicles. The Mnistry receives a premium

discount of &0 percent from full rates.

. Privatization

The private contractors are eligible for a 45 percent discount rpate

for an initial two-year period, which is 15 basis points less than

the discount received by the Mnistry.

ICBC is also introducing a new discount of up to an additional

12.5 percentage points based on  performance,

The new discount

program (i.e., the 12.5 percent) is being phased in gradually,

starting in 1989 with large fleet owners only

(i.e., more than 500

vehi cl es). At best, only one of the contractors nay have a fleet

large enough to qualify for participation in
initial stages.

this program during the

ICBC will collect additional premum revenue under privatization as a

result ofthe lesser discount forthe private cantractors. Itis

reasonable to assune that the contractors’ accident record wll be

simlar to the Ministry*s historical record and that ICBC's claim costs

will, therefore, be sinmlar as well, Based on Ministry estimates for

ICBC premiums for the maintenance function, the increnental premiums ace

estimated at $330,000 par year (assumes none of
for the extra 12.5 percentage points discount).

WORKERS' COMPENSATION BOARD

the contractors qualify

The contractors will pay insurance premiumsto the Wrkers' Compersation

Board (WCB).
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s Pre-privatization

The Governnment incurs WCB costs based on actual e¢laims paid by the
WweB on behalf of the Governnent.  The Superannuation Commission aects
as the Covernment's clearing house in this regard. It makes payments
to the WCB and charges each ministry a pro-rata share of budgeted
claims at the beginning O each fiscal year. These charges are built
into the cost of the employee benefit packages, which are included in
the Mnistry's Benchmark Costs.

+ Privatization

Contractors pay nornal premuns to WCBR based on rates fortheir

industry and their own accident experience.

Over time, contractor insurance premiuns paid t0 WB arerepresentative
of actual cl ai mcosts incurred by WB on behal f of all of the insureds.
Hence, w¢B premuns paid by the Government (as reflected in the
Mnistry's Benchmark Costs) are conparable to premuns pad by the
contractors. At the same time, there is no reason to assume that

acci dent experience under privatization wll be any better or worse t hen
it was pre-privatization, accordingly the net inpact is zero.

INSURANCE PREMIUMS TAX

| nsurance conpanies pay a tax of 3% on insurance premiums witten in

British Colunbia (the rate rises to 48 for fire coverage premiums).
Pre-privatization
The maintenance activity isself-insuredW th the excepticn of
vehicle insurance (purchased t hr ough ICBC) end BCBC property

insurance (purchased through private insurers)., Hence, premium taxes
are paid only for vehicle end BCBC property insurance.

| Cocpers
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privatization

The Ministry requires contractors to obtain comprehensive liability
insurance, a performance bond, a material and labour bond, vehicle
insurance and insurance on other types of equipment. 8¢BC will
continue to purchase insurance for property leased to the

contractors.

Hence, privatization triggers additional insurance premium taxes (i.e.,
taxes payable on premiums paid for comprehensive liability insurance,

performance bonds, material and labour bonds, and equipment insurance).
New premium taxes have been estimated using the following assumptions:

» required comprehensive liabi.lity insurance is $10 million per contract

area,

required bonding is 50 percent of contract value up to a maximum of
s3 million per contract area: and

. insurance coverage »oo equipment is $2 million per area.

Using these assumptions, an independent insurance agent was contacted to
estimate average total premiums per area. The agent estimated these
costs at 575,000, hence applying a blend of the 3% base tax and the 4%
fire premium tax yields estimated new insurance premium taxes of $65,800

for all areas.

SUMMARY OF NEW SOURCES OF REVENUE

A summary of the analysis on new sources of revenue is provided in
Table 3. Two of the items do not trigger any new revenue (i.e., fuel tax
and WCB).

| Cocoers
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social service tax
Corporate incone tax
Property tax

Vehi cl e licence fee
Fuelt a x

| CBC

WB

TABLE 3

SUMMRY OF KEW SOURCES OF REVERUE

(MIlions of dollars)

(Rounded 10 the nearest

Insurance premunms tax

TOTAL

0.1 mllion)

Page 9 Of 9
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APFEEDIX D
PINANCIAL IMPACT OF PRIVATIZATION

INFORMATION SOURCES

MINISTRY OF TRANSPORTATION AND HIGHWAYS

Bob Buckingham Director, Financial Services Branch
Jon Buckl e, A/Regional Director, Eighways

Marc Daubner, Assistant Insurance and Cains Officer
Cordon Hogg, Assistant Deputy Mnister, Adninistrative
Mel Ritson, Office Manager

James Lee, Miintenance Staff Engineer

Sandy Luki nuk, Personnel Programs Branch

Earl Lund, Chief H ghway Engi neer

Al Moir, Senior Manager

Betty N chol son, Public Affairs

Dougl as Rhodes, Director, Information Services Branch
Garth Shearing, Conmunications Engineer

Jerry Stevenson, Senior Manager, Financial Qperations
Gary Tronrud, Headquarters Paving Engineer

Lawren Wager, Mintenance Programs Engi neer

OTEER MINISTRIES AND AGENCIES OF COVERRMENT

Attorney  Ceneral
« Legal Services Branch

B.C. Purchasing Commi ssion

B.C. Systenms Corporation

British Colunbia Assessment Authority
British Colunbia Buildings Corporation

Energy, M nes and Petrol eum Resources
= Governnent Personnel Services D vision

I nsurance Corporation of British Col unbia

Mnistry of Finance and Corporate Relations

= Consumer Taxation Branch

= Financial Services and Administration Branch
= INncome Taxation Branch

= Office of the Conptroller General

» Treasury Board Staff
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OTHFR MINISTRIES AND AGENCIES OF GOVERMMERT (continued)

Provincial Secretary and Governnment Services
~ Government Agent s Branch

- Post al servicer Branch

- Risk Managenment Branch

- Super annuati on Commission

Solicitor Gener al
- Motor Vehicle Braneh

t Workers' Compensation Board
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1989/90 BUDGET Rit
DEPUTY MINISTERS® REVIEW
MINISTRY OF TRANSPORTATION AND HIGHWAYS

HIGCHWAY MAINTENANCE FPROGERAM

ISSUE PAPER NUMBER 1

TITLE: Highway Maintenance Program (Privatizacion of the Road and Bridge .
Maintenance Activicies) . L

FINANCIAL IMPACT: "

Projected <o
Request = = --cean- lmpact -~-ax-- —
3989/90 -1930/91 1991/92
Funding Requirement $62,612,338 $(4,181,385) To be botamine&.' -_‘-__
as 3 year '

agreesments expires
during this period

FTIE "Savings": 1989/90 Requast 741.18 {estimated)
Less 1988/89 Request f3.241.181 (escimaced)
FTE Savings a . a

Result of Privatizacion (2.500.00) (estimaced)

(Due to eh. privacization of the road/bridge QO aine.n.nc. function., 144 FTEs
for Contract Area Managers h.“. now bheen providad for in the base FIE
allecation for this program. These positfons were not praviously required).

PRICRITY:

High

DESCRIPTION:

"Funding Required to Meet Contractual Commitments Related to the -
Privatization of the Road and Bridge Maintenance Functions* ST

FINANCIAL AND STAFFING IMPACT:

At aresult of the decision to privatize eh. road and bridge maintenance
function.. the ministry is nov required to fund contract costs which includa
opportunity costs asgoclated with carrying equipment gnd inventory, together
with inflationary costs and B.C.G.E.U. negotiated salary increases, (With the
exception of the B.C.G.E.U, increase, such costs ha”. not been provided for in
the Ministry's annual estimates). While these costs are truly . part o f road
and bridge maintenance, past budgeting and accounting practices have been to
ignore them. Conrractor's bid pricer. however, have recognized ‘11 of these
costs and gg such. thay wusc be reflected when determining the tius cost of
road and bridge maintanance.

An additional influencing component relative te this request is th. faet thac
sontractors have anticipated substantial start up costs, hence the need for
inereased funding in the ®  .rLy stages of tha contract process and diminishing
requirements toward the expiracion o f the 3 year agreements. The overall
savings in terms of comparing the existing total cosc of road and bridge
maintenance over a 3 year period to the 28 bids, 1s estimated to b. $25.03
million.
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FINANGIAL AND STAFFING IMPACT CONT'D

Attached, 13 a detailed analysis of the Ministry's road and bridgs maintenance
funding requirements for tha 1989/90 fiscal year, together with a summary of
gross payments to road and bridge maintenance contractors by fiscal year.

This information is based on a tentative concract schedule, together with the
known or anticipated concracc amounct.

Privacization initiatives will result in significant revenues to the Ministry
for leassd equipment. In all contract areas, monchly or anmual payments for
equipment and gravel are proposed. Given that most contracts have yet to be
finalizad and avardsd, providing a revenus estimate would be premature. Basad
on information to dats, it is estimated that the Ministry will recaiva
spproximately $6 million this year and $12 million in 1989/90, but che actual
revenues will depend on timing of awards and finalized concract terms.

As previously stated in the Budger overview, the environment relative to these
activities i{s constantly changing as contracts are signed and employees
consider their employment options, The budgecary requirements and FIE's will
become more quantiffable by the end of November.
ALTERRATIVES :

None

LEGISIATIVE IMPACT:

Nil

IMPACT IF NOT AI?RDVED:

Unabla to meet contractual cosmitments to private sactor contractors
performing road and bridge maintenance services.
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Reconciliation of the Highway Maintepance Issue Paper

The following ameunts will need to be sdded to the Highway Maintenance "
sub-vote as . result OF Privacizstion: o
Millions %

Employee Benefics (Nete 1)

Hol ding Cost - €lass A Equi pment (P, Halkett decision)(Note 2)
Hol ding Cosc « Inventory (P, Halkett decision) (Not. 2)

Hol ding Cost » Payroll (P, Halkett dacision) (Hots 2)
Inflacion Costs (Note 3)

Contract Managers - 144 new posicions

BECGEU increesss in contraztor's bid (Note &)

Start up Costs (Note §)

Total Issue Paper
ate 1:

During the budget devel opnent process. enployee benefits are excluded frem
the funding level, however, the price frem the contractor includes thasze

costs. To get a trua comparison, the T.F.L. must b. inereased by §14.171 "g‘%&
mllion or the contract price must be discounted eo exclude the,. costs for st

comparison purposes.

o .
F% ding costs totalling $9.6 million are COSt, previously ineurrad by
another Mnistry (Finance) Of Gevermment Qgenerally. Thege h.". not heem
T vl but now bscome . ¢eat in our

new contraccs. .
1) ¢lass A Equipment: These arc lease costs paid Dy Finance to Royleasa for
heavy equipment. The costs become . pass through as the contractor will
now pay the government out Of OUr payments to then. .
Jiovencory: These COStS are "l 0St opportunity™ costs or holding costs
(interest) for inventory carried by Miniscry of Transportation and
H ghways to date. Coverrment accounting praccices expense items on
purchase; the contractor however h., real in cests of carrying imvenrery
and as such. their bid price reflectsthe,. costs,
3) Payrell Costg: This is . direst saving t0 government (consolidated
revenue fund) as we paid enployees bi-weekly but now will pay th. LA
contractor Mnthly in arrears. Ye calculated that the government will
retain payroll costs (interest) fOr an average of Si X weeks.

e 3
The bid from the. contractor was compared ro our actual for87/88
(inflated), 7S the first full ye.= of the contract is 89%/%0 for comparison
purposes we have inflacted our actual 87/88 by 4.1t in each of two yesrs, The
caleulation Of inflactdion is 19.6 nmillion. Ourbase therefore. mustbe

increased by thig amount.. [Calculation: 4.1% of $234.3 million (1588/39
:osts)@g.: 4.1% of $243)9 million (estimated lwf‘lﬂ\casu)]‘

Note 4: 227

Contractors Var. permitted to included the costs of the recent B.C.G.E.U,
settlement in their DidS: The Mnistry will require additional funding to pay s
this cost either through this issue paper or by . base adjustmant prior to the L

Blue Book approval.

Contractors have O .d. bids which require higher payments in the f£irst year
than in subsequent years,!o cover start up costs,




Original 1989/90 Base Funding as Provided by T.B.S. 255,711, 693

b J
Plug:
"Cpportunicy Costcs®
- Class "A" Equipment 4.621.243
oL - Inventory - r ..., %Jl21,232, . L e
27, » - Payxell o 220338 . 9,674,433
Inflation Costs Paid to Concrastor . ‘
{4.1% compounded for 1988/89 and .
1989/90 fisesl years) ‘0 s
Employee Benefits Paid by Contractor ] . ia__171.101__'
144 Contract Area Manager Positions 7‘.-000',000 ‘
not previously in Miniscry
B.C.G.E.U. Wage Increase in Contractor's Bid 4,292 792
"Adjusted® 1989/90 Base Funding 310,457,472

Lass: Total 1989/90 Road/Bridge i
Maintenance Funding Requirements 218,324,031

Start up Coscs of Contractor Bids - {$7,866 559}




APPENDIX H
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IMPACT OF ROAD AND BRIDGE MAINTENANCE PRIVATIZATION ON

B.C. BUILDINGS CORPORATION

(see attached)
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H .. British Columbia Buildings Corporation

3350 Dougtas Street, Box 1112, Victoria, B.C. VBW 2T4 (604) 387-7211 Telex 049-7439

Sept enber 19, 1998

M. R Hopp /U/U""‘Q

Treasury Board Staff

Mnistry of Finance and jf?
Corporate Relations

617 Governnment St

Victoria, B.C. Vv8v 1X4

Dear Ri ck:
Road and Bridge Maintenance Privatization

Further to our neeting with Brian Xennedy of August 31, we have
now conpl eted an analysis of the estinmated inpact ofthe Road
and Bridge Mintenance Privatization program on the B.C
Bui | di ngs Corporation, based on current known information

As we discussed at our neeting, any financial projections nade
at this tine have to be very speculative as only one of the
twenty-eight contract areas has culmnated with a signed |icense
of occupation. W have had discussions wth the Project
Directors and potential contractors in nmany of the other

contract areas but these deals have not yet been signed and
could, therefore, still change as we have |earned through recent
experi ence.

Al so, those areas where we have a reasonably good idea of the

potential rents were probably the easier areas in which to get
an agreenment. As negotiations continue they w |l undoubtedly
becone nore difficult.

Based on the bestinformation available to us at the present
time, in 21 of 28 areas, the probable negotiated rents are
approximately 73% of the normal special purpose prices payable
by the mnistry. This shortfall ©f 27%is a conbination of
yards not taken at all, partial takings and reductions resulting
from a conversion to prices based on available market
information for conparable facilities. Applying this genera
shortfall to the balance of the inventory, could result in a
potential revenue shortfall exceeding $3,500,000 per annum

This total does, however, include the rental shortfal
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Sept enber 18, 1988
M. R Hopp
Page 2

associated with potentially surplus properties of $1,853,728
which would not continue if the properties were declared surpius
to future mnistry needs and the early termnation penalty yas
paid by the mnistry in respect of each yard.

If the nornal early termnation provisions of the Corporation's
Accommodation Manual are inplenented, an early termnation
penalty of $8,172,000 (representing the current net book value
of the inprovenents) |ess any proceeds of sale attributable to
the inprovenents woul d be chargeable to the Mnistry of
Transportation and H ghways. 'thout the benefit of current
market appraisals, it is inpossible to say at this time Wwhat the
proceeds of sale attributable to these inprovenents woul d be

We have identified a list of 28 yards with a total depreciated
repl acement cost of $22,028,000 which we have either been told
are definitely not required or told may not be required by the
contractors. ~ Conservatively, we estimate that if these yards
were declared surplus by the mnistry and put up for sale they
coul d result -in a loss to governnent (ie. ignoring the

i ndividual responsibilities ofthe mnistry and the Corporation)
of $3,900,000 IN 14 of the 28 yards. |f potential gains of
$2,600,000 in the other 14 yards were to be offset against the
| osses the net loss to governnent would be in the order of
$1,300,000.

| realize that the above numbers are global in nature, and |
aﬁologize for the delay in getting them to you, but considering
the current constantly changing state of the negotiations, they
represent our best estimate of the potential shortfalls which

'00/3




Septenber 18, 1988

M. R Hopp
Page 3
wey
will result. | woul d recommend that once you have had the

opportunity to review these numbers we sit down and discuss the
possible alternative solutions that mght be available in this
I nstance.

Yours truly,

w.H. (Bill) Blair
Manager, Pricing

c.c. D. Truss
B. Kennedy
J. Robi nson
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MINRISTRY OF TRANSPORTATION AND EIGHWAYS
VALUATION OF MOBILE/ROLLING STOCK ASSETS
SOLD OR LEASED TO CURTRACTCRS

PHASE I REPCRT

Following is our report on Phase | of gur review ofthe val uati on nmet hods
and asset values used by the Mnistry in its privatization activities.
During this phase, we evaluated the reasonableness and fairness of the
met hods used by the Mnistry.

Qur report is organized under the follow ng headings:

Section Page

DEFI NI TI ONS 1

SCOPE  OF  ASSI GNKENT 2

FACTORS USED |IN DETERM NING VALUES 2

METHODS USED |IN DETERM NING VALUES a

CONCLUSI ONS 5
DEFINITIONS

For the purposes of this report we define:

The Base Year = 1987, the date from which equipment age is \
cal cul at ed; 3

Valuation Date = Mirch 31, 1988, the date on which the equipnment
values are deemed to have been nmade;

« Present Value = the Mnistry's estinate of equipment val ues as at
March 31, 1988, arrived at by using an inflation adjusted,
decreasing value formila;

« Residual Value = the calculated depreciated vajue that a item of
equi pnent i s expected to have at the end of ItSecononic life with

the Mnistry. Used in lease rate calculations and potentially in

establishing the val ue of equi prent which reach the -end of their
economic usefulness during the currency of any lease agreesents

with contractors; ~

. Qurrent Estimated Replacement Value-'The price at which the
Ministry buys ® quipment;plus an:adjustment ‘for :inflation -and the
value of attachments to be fitted. This is used in determining
Present Value. :

| Coopers




SCOPE OF ASSIGRMENT

During our evaluation of the Ministry’'s methodology/assumptions e have
performed the following:

* held discussions with Mr. J.L. Thornton p,Eang. Manager of
Equipment and Materials with the Ministry in Victoria:

¢ reviewed the methods of establishing:

i = Present Value (Pv),

‘ = Residual Value (XV),

= Current Estimated Replacement Value (CErv), and
; = Equipment Lease Rates;

¢« discussed the method of calculating pv's using the Ministry’s
“1.22 formula” (the Formula);

« discussed factors taken into consideration in establishing the
values:

« prepared PV calculations using the Formula for various classes of
equipment and compared these values with values published in
pricing guides;

« reviewed equipment classification and sub-codes:
» used data obtained from personal attendance at auction sales to

compare the Ministry's calculated P¥'s with auction sale values Of
the Ministry's vehicles: and

» compared the Ministry’'s actual sales values with sales values
calculated by the use of t he Formula.

PACTORS OSED 1?7 D-G VALUES

The Ministry used the following factors in determining equipment values
its at March 1988:

. Equipment Age
The model year was generally used to determine equi pment age; some
exceptions were found where the year that the equipment was taken into
service was used i nstead.

1987 was taken as the base year for calculation purposes. Accordingly
equi pment W th a model year of 1987 s treated as being =g® years ol d.

. Equi pnent O assification

‘Iln S:rEﬂ'
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The equi pment is classified according to an "Equipment Cl ass Tabl e’
which fornms an integral part of the Equipment Managenent System used by
the Mnistry.

The equipment is classed by type, such as autonobiles, snow plows,
conmpressors, forklifts, trucksand trailers. Each type is further
classified to indicate certain common characteristics such as body type,
engine type, capacity, gross weight, accessories fitted etc.

. Current Estimated Replacement Val ues (CERV)

The CERV ofMnistry equi pment is based on recent equi pment purchases by
the B.C. Governnent Purchasing Conmission, plus the value of attachments
fitted and an inflation adjustment.

In those instances where no recent purchases were nmade, we have been
informed that price trends basedon previous years were taken into

consi deration. Were this was considered unreliable, prices were checked
with the suppliers.

From a cursory inspection of the replacenent values used, the actual

values entered in the Mnistry records and the explanations given, it f
appears that the CERV's are representative of the replacenent cost of
items within a class. '

METHODS USED | N pereErMINI NG VALUES

I'n calculating t he Present value (PV) and residual value (RV) of the
equi pment the following formula is used:

PV = CERV
n
{1.22)

VWere n is the age of the equipment in years.
Using as an exanple amotor grader (Cl ass Type Code L) with rated engine

power of 135-180 KW (Cl assification Sub-Code 3020), a CERY of $150, 000
woul d have the follow ng PV forthe nodel year indicated.

Model CERV Age PV

Iear S . Years —_
1987 150, 000 0 150, 000
1986 1 122,951 : ..
1985 2 100,779 .7
1984 3 82,606 ...
1983 4 67,710
1982 5 55,500 .. >
1981 6 45,492 .

' ?I.E.—-—r‘
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Model CERV Age PV
lear S Years —s
1980 7 37,288
1979 8 30,564
1978 9 25,053
1977 10 20,535
1976 11 16,832
1975 12 13,797
1974 13 11,309
1973 14 9,269
1972 15 7,598

The Formula was found by Mr. Thornton, who is also Chairman of the rnter
Ministry Rental Rate Committee which produces the B.C. Government, B,C
Eydro and B.C. Rail Equipment Rental Rate Guide. t

!
The exact Source of the formula is not known, however we are advised it [1
was found in a trade journal published in 1980 or 1981 which dealt with -
equipment costs and residual values.

The Formula has since been modified by Mr. Thornton to more accurately
comply with Ministry of Highways experience and auction sale prices of
equipment sold.

Mt. Thornton was unable to obtain a copy of the article for us and we
cannot comment therefore on t he scientific accuracy upon which the
formula was based and any prerequisites for its use. We are not aware of
the existence of any generally accepted formula which has been devised
for the determination of equipment values.

As 1987 is taken as the base year in establishing PV and as the values
ware calculated in March 1988 there are certain errors inherent in the
calculations, e.g.:

equipment purchased or put into service in 1988 would be
classified as being the same value as equipment acquired in

1987:

equipment acquired in 1907 is classified as being "p* years old

whereas factually the equipment may al ready be one or more years
Old. This error is continued throughout the PV caleculations,

we consider that the result of the base year/age calculation error

results {n the equipmentage bei ng understated and the PV's for some of
the years being overstated. Accordingly, .the estimated replacenent
value should be adjusted annually to assure continued PY acecuracy as any
residual values calculated at this stage would not otherwise comply with
the basic premise of the fornula.

| Coopers




General Comment

In our view, the range of equipnent included in the Unit Type Tabl e under
cl asses Ato 2z appears too broad to allow for an accurate assessnent of
unit life exi)ectancy and estimated replacement values. Further, the
estimated replacement value increase from one classification sub-code to
the next appears to betoo broad. For exanple:

Gass Type CERV
Code Description Sub-Code s
C Compressors
To 7 €M, /M 1500 14,700
Over 7 C.M/M 1502 100, 000
D Forklifts and Cranes
Forklifts ¢(2,000-3,600kg) 1612 40, 000
Forklifts (3,600-5,000kg) 1613 70, 000
Cranes (10 to 30 t) 1623 42,000
Cranes (over 30 t.) 1624 400, 000

The effect of these apparently inconsistent increases in CERV nay be
attributable to the fact that only one type of wunit is bought wthin the
sub-code cl ass.

However, ifnore than one type is purchased and the cerv is based on the
average value for the sub-code, the values calculated forthe nore
expensive units may be understated.

W have not determned hwmanyitens are affected in this manner or the
net result of the potential undervaluation.

The Mnistry does not take into consideration any mjor overhauls or
betterment of equipment in calculating pv's, Wile in the Mnistry's use
the equipnent is well mintained, butwhen it approaches replacenent age

no major repair expenditures are incurred. Equi pment usage hours and
general condition are simlarly not specifically taken into
consideration in establishing values. The engine hours and general

condition of equipment are assumed to be average.

CORCLUSIONS

In our opinion, the nmethods utilized by the Ministry to value, as at
March 1988, the nobile/rolling stock assets sold or leased to .
contractors, while not absolutely accurate, are reasonable and fair. In
general the methods used in determining equipment walues appear to have
resulted in an overstatement of value for the newer equipment, and
depending on the type oOf equipment, equipment manufacturer, and equipment
condi ti on, resulted in an undervaluation of some of the older items.
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In addition to the factors used by the Mnistry, values are also
dependent on:

+ mnufacturer:

. model;

+ dealer backup;

' usage;

« condition:

+  mintenance;

+  appearance;

* nejor repairs;

+ physical location ofthe equipnment: and

+ mrket conditions at the time and place of sale.
These factors do not appear to have been considered in the Mnistry's
cal cul ations. However, in those instances where the equipment is
obtained from one manufacturer and usage and condition are the sane, the
value of all items in the group are Iikelr to be the same. In many
instances the Mnistry's equipment did fall into such groups.

Wiere there is nore than one supplier, and/or equipment condition
varies, the possibility of errors, resulting in lower values being
cal culated, may have occurred. Wthout checking sales values of
individual items of equipment, we are ualeto comment on the effect
this mght have had on the overall sales value of equipment.

In general we found that the Mnistry's py's for later nodels of
equi pment  were higher than the values published in equipnent price
gui des.

As equi pment age increases sonme of the factors not taken into
consideration in the Mnistry's calculation become increasingly

i nportant and sone of the values might therefore be understated, The
time that this occurs varies with the typeof equipnent.

The apparent error in the base year age classification results in an
increased value in the initial stages but the effect thereof dimnishes
with equipnent age.

It appears that greater accuracy could have been achieved had the sane
formul as not been used for all types and classes of equi pment. The net
effect in the short term appears to have been an overstatement of val ues
for the mgjority of the nunber of itens considered. Hwever, without
checking the age and val ue of the equipment sold in terms of the - , X
Privatization contracts we are unable to provide a definitive answec- on *::
the effect this mght have an the overall valuation.

P
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MINISTRY OF TRARSPCRTATION AND mcums_
Valuation Of Mobile/Rolling Stock Assets
Sold or Leased to Contractors
Phase |1 Report

Following is our report on Phase Il of ourreview of the valuation nethods
and asset values used by the Mimistry in its privatization activities.

During this phase, we conpared as at March 31, 1999, the nobile/rolling stock
asset values included in the *asset sale" agreenents and the *closing
documents® With estimated fair market value and the value of assets as
calculated by the Mnistry. This review included both assets sold and assets
| eased to contractors.

Qur report is organized under the follow ng headings:

Section

Contract Selection

Equi pment Cl ass Sel ection
Equi pment Unit Sel ection
Definitions

Revi ew Procedures
Observations

Val uation Assunptions
Leased Equi prent

Equi pnent  Sol d

Fi ndi ngs and Concl usi ons

OO OO UITOUOT B~LWwND PN E

Contract Selection

Twenty-ei ght contracts for the privatization of highways maintenance were
entered into by the Mnistry. W were provided with copies of all the
contracts to assist us to select the contract areas to be reviewed.

W identified six contract areas (1,4,6,7,10 and 17) forour initial review
W endeavoured t0 select contracts which had:

the highest value of equipnent sold;
the |argest value of equipnent |eased;

the hi ghest contract val ue;
and after the initial review

different contract negotiators.

Area 1 was elimnated as it was the basis of the Auditor General of British
Columbia‘'s Report on H ghways Privatization; areas 4 and 7 were eliminated as
they had the same contract negotiator as area 6. The contract areas finally
sel ected were6, 10 and 17.




Bquipment Class Selection

W selected seven classes of equipnent to be reviewed based upon their value
as a percentage of the total val ue of equipment owned by the Mnistry.

Col l ectively they represent approximately 548 of the total value of

mobi | e/rolling stock equipment used by the Mnistry as at Mirch 31, 1999.

The equi pnent cl asses selected were:

o Oass
Val ue
as s of
t ot al
Ministry Number Val ue of
o Equi pment in sampl e
G ass Descri ption ——%  sample 5 Million
3020 Mot or graders (135kw-180kw) 12 12 0.43
4410 Light-loaders 4 x 4 (under 2 cubic
metre cap.) 5 19 0.33
4430 Loaders (2 = 3 cubic netre capacity) 1 1 0.03
5030 Craw er tractors/l|oaders and
wheel ed- dozers over gokw, 1 1 0.04
9040 Di esel dunp-trucks (11,000kg-
14,000kg) 24 24 0.97
9080 Di esel dunp-trucks (over 14,000kg)
6 x 4 and 6 x 2 diesel 7 13 0.46
9410 Gasol i ne pick-ups (4 x 2) A 10 0.02
24 80 2,18

« The percentages are approximate and are based on equi pnent popul ati on and
val ues previously calculated by us based on information obtained fromthe
M nistry.

Bquipment Unit Selection

VW exam ned purchase agreements and | ease docunments entered into between the
contractors and the Mnistry and randonmy selected equipnent items in the
classes noted above.

Sel ection of the equipnent items t0 be reviewed was at our sol e discretion.
W attenpted to select as broad a range of equi pment by age and manufacturer
as possible, to more accurately reflect the diversity ofthe equipment held
by the Ministry.

Definitions

For the purposes of this report we define:

e The Base Year as = 1987, the date from Whi ch equipment age was cal cul at ed
by the Ministry.

Jiriet®
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Valuation Date = March 31, 1988, the date on which the ‘equipment Values
are deemed to have been made.

. Original Price = the price at which the equipment is reflected in the
records of the Ministry of Highways.

Present Value (Fv) = the Ministry’'s estimate of equipment values as at
March 31, 1988, arrived at by using an inflation-adjusted,
decreasing value formula.

* sales value (sv) - the calculated net price at which individual items of

equipment were sold to contractors, being the Present Value less any
discounts: for leased items, the Sales Value equals Present Value.

. Estimated Value (Bv) = our estimate of the fair market value of the
equipment as at March 31, 1988. This is the price at which the
equipment, in the same condition and location as they are at present,
could have been sold by a willing seller to a willing purchaser, who
would continue to use the equipment for road maintenance purposes.

Selling costs and any extraneous matters which may have influenced the
selling prices actually arrived at by the Ministry’s negotiators have not
been deducted from our values.

Current Estimated Replacement Values {cerv) - the price at which the
Ministry buys equipment plus an adjustment for inflation and the value of
attachments to he fitted. This is used by the Ministry in determining
Present Value.

+ casualty value (cv) - the value at which the Ministry is to be reimbursed
for an item of equipment if it is totally destroyed during the lease
contract. It is based on the -unit's Present Value in the Base Year less a
depreciation factor of approximately 188 per annum.

Review Procedures

Documents Revjewed

we reviewed contract documents to determine equipment values, discounts
given to contractors on the purchase of equipment and which equipment items
would form part of our sanple. Other documentation reviewed by us included:

. documents obtained from the Ministry showing sales of Ministry equipment
at auctions;

. published auction sales values orf contractors' equipment and trucks as
well as advertised prices of similar equipment being advertised for sale
iN Canada and the U.S. (see Appendix);

. equipment sales value information obtained at auctions we have attended
and on equipment we have sold;

| &b
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Interviews

We held discussions with:

. Mr, J.L, Thornton, P.Eng., Manager of Equipnent and Materials with the
Mnistry in Victoria,

. M. Alex Mackie, C. A, Project Minager, |nternal Audit Division; and

« M. s Cark, who headed up the Privatization Conm ssion negotiation
team

Site Inspections

W selected contract area 17, WIlianms Lake, to do our physical inspection of
equi pment because it provided the broadest coverage of the selected equi pnent
classes.

As part O our inspection and review we:

. inspected 14 itens of equipnent within Contract Area 17 ip the williams
Lake, Alexis Creek and Bella Coola areas;

hel d discussions with equi pment operators, the mechanical foreman and the
general nanager of the contracting conpany;

reviewed the | ogbooks of the equipment physically inspected;
. inspected equipnent attachments;
t ook photographs of the equi pnent inspected

made a summary of the general appearance and condition of the equipment,
their operating hours and/or mleage; and

checked serial numbers of the equipnment inspected for identification
pur poses.

Observations
Discrepancies in Contract Detalls

W found certain di screpancies in the classification of equipment and a
possible error in either equipment age or serial number,

One Caterpillar 1406 grader is shown _in the Ministry's records asbeingin
class 3020 end another in class 3010. The one in class 3010 with serial

nunber 81v339 is shown as being a 1977 nodel and the one in claszjspzo;vith,
serial number 81VS33 (a later one) is shown a8 being a 1976 model. . * *

I&L rand




For the purpeses of OUr review we have considered them both to be in class
3020 and having the model years given in the Ministry’s records.

Equipment Condition
. We consider that the equipment inspected was in good operating condition ana
¥ that it had been well maintained. Operating hours were generally lower and

condition generally better than average for equipment of the same age.

Various accessories have been fitted, or are available-to be fitted, to the
equipment to allow for multiple use.

val uation Assumptions

In arriving at our estimate of value of the equipment, we have assumed per
our definition of Estimated Value, that the equipment would be sold for its
intrinsic value and that extraneous factors would have ne bearing on the

determination of value.

We are therefore unable to determine to what extent factors such as volume
purchase, contract area, number of bidders, contract value or other factors
may have influenced the negotiators in arriving at the final equipment
values.

Assumptions
For the purposes of our Estimate o Value we have assumed that:

all trucks in classes 9040 and gggq (diesel dump-trucks) are equipped
with a dump box, a sanding box, an under-body plow and a front-mounted
snow plow, as well as a sand/salt spreader with el ect roni ¢ controls
similar to those we inspected:

all crawler tractors are fitted with a winch, snow blade and regular
blade and regular and ice tracks similar to those we inspected;

all equipment not physically inspected by us are in the same or similar
condition to the equipment we have inspected,;

. the equipment would be purchased by someone who is involved in road
maintenance in the area in which the equipment is located; and

the equipment would be sold for its intrinsic value and that no
extraneous matters would influence its selling price.

Leased Bquipment

We have valued the | eased equi pment and compared cur estimates Wi th the
Ministry’s Present Val ue cal cul ations as at March 31,1988, However,.in the
case of leased equi pnent, the Present Value caleculaticns:do not necessarily
reflect the value at which the equi pment was subsequently sold or nay
eventual ly be sold. TEE
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Contractors have the right of first refusal to purchase |eased equipment
fromthe Mnistry when it reaches theend ofits expected useful economc

life during the term of the contract, hut there is no formulated price at
whi ch the equi pnent may he purchased.

A"Casualty Value', based on the Mnistry's Present Value cal cul ations and
discounted annually, is included in the contracts. The contractg do not
state that equipnent may bepurchased at the Casualty Value anount.
However, there appears to be some confusion over whether the equipment will
be sold at this Price, and sone contractors may assune that it wll be.

As the Casualty Values do not make provision for adjustnents based on
Current Estimated Replacenment Values in ensuing years, an elenent essential

to the Fornula, there 5s apossibility, that unless it 5s rectified, in any
subsequent sale of |eased itens the equi pnment nmay be underval ued.

Equi prent  Sol d

In general the equipment sold to contractors werepi ckups or ol der itens of
light equipment. The contractors had the right to decide which itenms they
wished to purchase and, in some instances, were able to negotiate a discount
on the Present Value amounts.  Wthin our sanple, discounts anounted to
approxi mtely 154 O the Present Value of equipnent itens sold.

Fi ndi ngs and Concl usi ons

As reported in Phase | of our report to the Mnistry, we found that later
nmodel s of equi pment were generally valued higher than our estinmate of vale.
The inflated values in the earlier stage of the equipment |ife 5s due in part
to the Base Year age classification error and the inflation adjustment in
determning the replacement value.

As the equi pment becones ol der the effect of the overvaluation di m nishes
rapidly, due to the Formula's high rate of depreciation, resulting in the
equi pment becom ng underval ued after approxinmately six years; i.e., in the
present case using March 31, 1999 as the valuation date, nodels earlier than
1992.

. Gven the large nunber and diversity of equipment itens, the valuation
approach the Mnistry adopted (e.g. defining classes and cErvs therefor:

Z applying a formula) was reasonable. Geater accuracy, however, could have
been achi eved by defining nore classes where appropriate and by conparing the
formula results with actual sale values and adjusting as required before

( assets were sold or | ease rates finalized.

N

The determination of 1997 as the Ease Year for Present Value calculations
resulted jp an apparent overstatenent of values for the equipmeat by making
the vehicles in effect appear to be ONe year newer than they were, This
resulted in certain itens having Present Values higher than their original
purchase price.
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In the ease of ol der equipnment, the high rate of depreciation applied by the
Present Value formula without amy ON %3502 for ® guipeent condition, operating
hours, mleage, major repair, manufacturer and nodel appears to have resulted
o in an understatenment of val ue.
Although there are a number of individual variances between our Estinmate of
Value and the Mnistry's valuation, the net effect ofthe Mnistry's Sales
Val ue/ Present Value calculations conpared toour Estimates of Value is an
overval uation of $3,949 in aggregate (less than 0,2% on Sal es/Present Val ues)
for the sanple of $2,183,449, While we believe our selection ofitens is
representative of the equipment population, the nunber of assets reviewed is
not statistically significant and therefore the sample results may not be
reflective of the entire equi pnent popul ation.
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MINISTRY OF TRARSPORTATION AND HIGHWAYS .
valuation Of Mobile/Rolling St ock Assets
Sold or Leased to Contractors
Phase II Detailed Report
v Following is our report on Phase Il of our review ofthe valuation methods
and asset values used by the Mnistry in its privatization activities,
During this p&se, we conpared as at March 31, 1988, the nobile/rolling stock
asset values included in the "asset sale. agreements and the ®closing
documents® Wi th estimated fair market value and the val ue of assets as
calculated by the Mnistry. This review included both assets sold and assets
leased to contractors.

Qur report is organized under the follow ng headings:

Section Page

Contract Selection

Equi prent Cl ass Sel ection
Equi prent Unit Sel ection
Definitions

Revi ew Procedur es
Observations

Val uation Assunptions
Leased Equi pnent

Equi pment  Sol d

Fi ndi ngs and Concl usi ons

ool WN NN

Contract Selection

Twenty-eight contracts for the privatization of highways maintenance were
entered into by the Mnistry. W were provided with copiesofal | the
contracts to assist us to select the contract areas to be reviewed.

we identified six contract areas {1,4,6,7,10 and 17) for our initial review,
We endeavoured t0 Select contracts which had:

the highest val ue of egquipment sol d:
the largest value of equi pment |eased:

the highest contract value
and after the initial review

different contract negotiators.
Area 1 was eliminated as it was the basis of the Auditor General of . British

Colunbia's Report on Bighways Privatization; areas 4 and 7 wereelimnated as

they had the sane contract negotiator as area 6. The contract areas:£finally
sel ected vere6,10 and 17.
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Bgquipment Class Selection

We selected seven classes of equipment to be reviewed based upon their value
as a percentage of the total value of equipment owned by the Ministry.
Collectively they represent approximately 548 of the total value of

mobile/rolling stock equipment used by the Ministry as at March 31, 1999.

The equipment classes selected were:

e Class
Value
as § of
total
Ministry  :eoqno Value of
Equipment i n sample
Class Description - - S_Million
3020 Motor graders (135kw - 180kw) 12 12 0.43
4410 Light-loaders 4 % 4 (under 2 cubic
metre cap.) 5 19 0.33
4430 Loaders (2 - 3 cubic metre capacity) | | 0.03
5030 Crawler tractors/loaders and
wheeled-dozers over 80kw, | | 0.04
9040 Diesel dump-trucks (11,000kg -
14,000kg) 24 24 0.97
9000 Diesel dump-trucks (over 14,000kg)
6 x4 and 6 x 2 diesel 7 13 0.46
9410 Gasoline pick-ups (4 x 2) A 10 0.02
5¢ g0 2,18

« The percentages are approximate and are based on equipment population and
values previously calculated by us based on information obtained from the
Ministry.

Equipment Unit Selection

We examined purchase agreements and lease documents entered into between the
contractors and the Ministry and randomly selected equipment items in the
classes noted above.

Selection of the equipment items to be reviewed was at our sole discretion.
We attempted to select as broad a r ange of equipment by age and manufacturer
as possible, to more accurately reflect the diversity of the equipment held
by the Ministry.

Definitions

For the purposes of this report we define:

o sxn :owm Year o = 1987, the date from which equipment age was calculated
by the Ministry.
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* Valuation Date - March 31, 1988, the date en which the equipment yalues
are deemed to have been made.

+ Original Price « the price at which the equipment is reflected in the
records of the Ministry of Highways.

* Present Value {(PV} = the Ministry’s estimate of equipment values as at
March 31, 1998, arrived at by using an inflation-adjusted,
decreasing value formula.

¢+ Sales Value (SV) = the calculated net price at which individual items of

equipment were sold to contractors, peing the Present Value less any
discounts: for leased items, the Sales Value equals Present Value.

« Estimated Value (B¥) - our estimate of the fair market value of the
equipment as at March 31, 1989. This is the price at which the
equipment, in the same condition and location as they are at present,
could have been sold by a willing seller to a willing purchaser, who
would continue to use the equipment for road maintenance purposes.

Selling costs and any extraneous matters which may have influenced the
selling prices actually arrived at by the Ministry's negotiators have not
been deducted from our values.

e (Current Estimated Replacement Values (CBRV) - the price at which the
‘Ministry buys equipment plus an adjustment for inflation and the vaiue of
attachments to be fitted. This is used by the Ministry in determining
Present Value.

o+ Casualty Value (CV) = the value at which the Ministry is to be reimbursed
for an item of equipment if it is totally destroyed during the lease
contract. It is based on the unit’'s Present Value in the Base Tear less a
depreciation factor of approximately 18% Per annum.

Review  Procedures

Documents Reviewed

We reviewed contract documents to determine equipment values, discounts
given to contractors on the purchase of equipment and which equipment items

would form part of our sample. Other documentation reviewed by us included:

documents obtained from the Ministry showing sales of Ministry equipment
at auctions;

published auction sales values of contractors’ equipment and trucks as
well as advertised prices of similar equipment being advertised for sale
in Canada and the U.S. (see Appendix};

equipment sales value information obtained at auctions we have attended
and on equipment we have solds
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Interviews

We hel d discussions wth:

M. J.L. Thornton, p.eng., Manager O Equipment ana Materials with the
Mnistry in Victoria;

« Mr. Alex Mackie, :«.-- Project Minager, Internal Audit Division; and

« M. Peter Cark, who headed up the Privatization Commi ssion negotiation
team

Site Inspections
Ve selected contract area 17, WIllians Lake, to do our physical inspection of

equi pnent because it provided the broadest coverage of the selected equipment
cl asses.

As part of our inspection and review we:

inspected 14 itenms of equipment within Contract Area 17 in the WIIlians
Lake, Alexis Creek and Bella Coola areas:

hel d di scussions with equi pment operators, the mechanical foreman and the
general manager of the contracting conpany:

reviewed the |ogbooks of the equipnent physically inspected;
. . inspected equi pnent attachments;

took phot ographs of the equi pment inspected;

. made a summary of the general appearance and condition of the equipnent,
their operating hours and/or mleage: and

checked serial number6 of the equipnent inspected for identification
purposes.

(bservat i on6

Riscrepancies in Contract Details

W found certain discrepancies in the classification of equipment and a
possible error in either equipnent age or serial nunber.

One Caterpillar 1406 grader isshown inthe Mnistry's recordsas being in
class 3020 and another in class 3010. The one in class 3010 with serial
nunber 619339 is shown as beinga 1977 nodel and the one in class 3020 with
serial number81v533 (a | ater one) isshown a6 being a 1976 nodel .
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Por the purposes of gur review ywe have considered then both to be in class
3020 and having the model years given in the Ministry’s records.

Equipment Condition

We consider that the equipment inspected was in good operating condition and
that it had been well maintained. Operating hours were generally lower and
condition generally better than average for equipment of the same age.

Various accessories have been fitted, or are available to be fitted, to the
equipment to allow for multiple use.

valuation Assumptions

In arriving at our estimate of value of the equipment, we have assumed per
our definition of Estimated Value, that the equipment would be sold for its
intrinsic value and that extraneous factors would have no bearing on the
determination of value.

We are therefore unable to determine to what extent factors such as volume
purchase, contract area, number of bidders, contract value er other factors
may have influenced the negotiators in arriving at the final equipment
values.

Assymptjons

For the purposes of our Estimate of Value we have assumed that:
all trucks in classes 9040 and 9080 (diesel dump-trucks) are equipped
with a dump box, a sanding box, an under-body plew and a front-mounted

snow plow, as well as a sand/salt spreader with electronic controls
similar to those we Iinspected,;

all crawler tractors are fitted with a winch, snow blade and regular
blade and regular and ice tracks similar to those we inspected,

all equipment not physically inspected by us are in the same or similar
condition to the equipment we have inspected,;

the equipment would be purchased by someone vho is involved in road
maintenance in the area in which the equipment is located; and

the equipment would be sold for its intrinsic value and that no
extraneous matters would influence its selling price.

Leased Equipment

We have valued the leased equipment and compared our estimates with the
Ministry's Present Value calculations as at March 31, 1988. Eowever, in the
case of leased equipment, the Present Value calculations do not necessarily
reflect the value at which the equipment was subsequently sold or may
eventually be sold.
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Contractors have the right of first refusal to purchase leased equipment
fromthe Mnistry when it reaches the end ofits expected useful economie

life during the term ofthe contract, but there is no formulated price at
whi ch the equi pment may be purchased.

A "Casualty Value", based on the Mnistry's Present Value cal cul ations ana
di scounted annually, is included in the contracts. The contracts do not
state that equipment may be purchased at the Casualty Value amount.

However, there appears to be sone confusion over whether the equipnent wll
be sold at this price, and sone contractors nay assunme that it will be.

As the Casualty Values do notmake provision for adjustnents based on
Current Estimated Replacenent Values in ensuing years, an element essentia
to the Fornula, there is a possibility, that unless it is rectified, in any
subsequent sale ofl eased itenms the equipnent may be underval ued.

Bquipment Sol d

In general the equipment soldto contractors were pickups or older i tens of
l'ight equipment. The centractors had the right to decide which itens they
wi shed to purchase and, in some instances, wre able to negotiate a discount
on the Present Value amobunts. Wthin our sanple, discounts amounted to
approxi mately 1s% of the Present Value of equipnent itens sold.

Fi ndings and Concl usi ons

As reported in Phase | of our report to the Mnistry, we found that |ater
model s of equi pment were general |y valued higher than ourestimate of value
The inflated values in the earlier stage of the equipnent life is due in part
to the Bage Year age classification error and the inflation adjustnent in
determining the replacenment val ue.

as the equipnent becomes ol der the effect of the overval uation dimnishes
rapidly, due to the Fornula's high rae Of depreciation, resultingin the
equipment becoming undervalued after approxinmately six years: i.e., im the
present case using March 31, 1998 as the valuation date, nodels earlier than

1982,

Differences between Present Values and our Estimate of Value range from an
overvaluation of $62,950 (51% error) for a 1986 Chanpi on grader to an
undervaluation of $54,465 (265% error) for a 1977 Caterpillar 14G grader,

| 5emnd




Yariances

W found the follow ng range of variances between our Estimates of Value and
the Mnistry's Present Values/Sales Val ue.

.(’

Vari ances Nunber of Itens Per cent age
L ]
>  -50% 16 20
-50% to -25% 15 19
-25% to oa 21 26
0a to +25% 15 19
+25% to +50% 12 15
>  +50% 1 17

Approximately 39% of the sanple had negative variances greater than -25% and
16% had positive variances greater than +25%,

A table summarizing our findings and schedul es giving unit-by-unit valuations
and differences may befound in the Appendi x.

The five items reflecting the greatest undervaluation were manufactured by
Caterpillar. As it is outside the scope of this assignment, we have not
determ ned what percentage ofthe fleet was manufactured by Caterpillar and
other mnufacturers.  Nor have we attenpted toextrapolate the results of our
findings to the Mnistry's fleet, as this is also considered to beoutside
the scope of our Phase 2 assignnent.

The difference between original prices and Current Estinmated Repl acenent
Val ues appears to be too high in many cases. It may be that the original

purchase prices do not reflect the value of attachments subsequently added
or the cerv is too high.

Exampl es where Pvexceed the Original Price were found in 13 of the 80 items
in the sanple. Exanples af undervaluations and overvaluations were found in
| eased and purchased equi pment.  Of the 57 leased i tens, 34 were underval ued
and 23 overval ued. In the case of equipment sold, 1g itens were underval ued
and 5 itenms overval ued.

The information may be summarized as foll ows:

Leased Equi pnent
No, D fference PV Dif
$ $ L}

Items with Present Value < estinated value 3§  (264,876) 724,140 (37)
Items with Present Value > estimated value 23 424,929 1,278.413 33

3] 160,053 2,002,553 _8
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Scld Equipment

_ Sales
NO. D fference Val ue D f

$ S 3

Items Vith a sales value < estimted value 18 (158,239) 166, 511 (95)
Itenms vith a sales value » estimated value _5 2.135 14.38B% _15

21 (156.104) _ 180,896 .86

Total 3.949 2,183,449

IS

0,28
Qlder Units

Qur sample of 80 units included, 57 vith nodel years prior to 1982 of
which 51 vere underval ued.

of 23 units with nodel years from 1992-1987, only one unit, a 1992 Ford A64
| oader vith a Present Value of $29,600, and a difference of s400, vas
consi dered to he underval ued.

The results may he illustrated as follovs.

Sal es
NO. Difference or PV D f
S $ )
Units vith model years 1981 and ol der 57 (429,798) 921, 202 (47)
Units with model years 1982 and never 23 433,747 1.262,247 _34
80 3.949 2,183,449 0,2

Conclusions

G ven the large nunmber and diversity of equipment items, the valuation
approach the Mnistry adopted (e.g. defining classes and CERVs therefor:
applying a formula) vas reasonable. Greater accuracy, however, could have
been achi eved by defining more classes vhere appropriate and by comparing t he
formula results with actual sale values and adjusting as required hbefore
assets were gold or lease rates finalized.

The determnation of 1987 as the Base Year for Present Val ue cal cul ations
resulted in au apparent overstatement of val ues for t he equi pment by making
the wvehicles in effect appear to be one year newer than they were. This
resulted in certain items having Present Values higher .than their original
purchase price.

In the case of ol der equipnent, the highrate of depreciationappli ed by the
Present Value fornula wthout any regard for equi pment-condition, operating
hour s, mileage, major repair, manuf act ur er and model appears to have resulted
I n an understatement ofval ue.

| &8 and




