December 2, 2005

Governor David A. Dodge

Bank of Canada 
234 Wellington Street
Ottawa, Ontario, Canada
K1A 0G9
Dear Governor Dodge:

I commend you for recognizing the significant public infrastructure deficit in Canada in your recent speech to the Canadian Council for Public Private Partnerships.

That deficit started to develop significantly in the early 1990s when the federal government drastically reduced provincial transfers.  Many of these cuts were also downloaded to the municipalities.  These cuts were ostensibly made to reduce the federal government’s deficit, but they created a severe deficit in public infrastructure and in health and social spending.   

We are paying for those deficits now and, as you noted, this deficit could harm Canada’s productivity growth and standard of living unless we take steps to correct it.

Unfortunately, policy makers 10 years ago did not have the foresight to recognize the implications of their actions. We are glad that you and others now understand the severity of this problem. However, your proposals for addressing it are flawed today, just as they were a decade ago.

In your speech you said that it is “generally acknowledged that the (public infrastructure deficit) gap will not be reduced solely through government financing.”  

We see no reason why the gap could not be financed directly through government financing.  In his recent Economic and Fiscal Update, the federal Finance Minister projected $96.4 billion in underlying surpluses between now and 2010/11.  Most provinces, and particularly Alberta, are also running significant surpluses.  

Governments in Canada have more than enough in projected surpluses to reduce and eliminate the public infrastructure deficit within a generation, even without further debt financing of their own, let alone private sector financing.
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As you know, financing costs for private sector borrowing are much higher than for public sector borrowing.  Given that the Bank of Canada operates as the federal government’s fiscal agent, I am surprised that you did not even mention this point in your CCPPP speech.  

Not only does government sector financing provide the lowest cost of funds, but it does not require a cost premium for private sector profit, nor the additional higher transaction costs required to monitor private sector projects, nor for the occasional kickbacks to politicians that have been involved in P3 projects ranging from the Canadian Pacific Railway to the recent sponsorship scandal.

Your speech made little distinction between the issues of private sector design, private sector build, private sector financing and private sector operation of public infrastructure and public services.   

What your speech conveyed is that private sector design, building, operation and financing is all-good, because the private sector has a profit incentive that applies to “decisions on what to build and to decisions regarding how to operate the infrastructure once it is in place.”

Public infrastructure is public and not private for particular reasons.  The public sector rather than the private sector provides these services because there are large social benefits.  As a society, we chose not to exclude people from these benefits and recognize that exclusion is difficult and economically inefficient.  

It is inappropriate to suggest that the private sector profit incentive is superior to the broader set of public sector objectives and incentives.

I am certainly not suggesting that governments should directly build all public infrastructures.  We have a long and successful history of the public sector contracting competitively with the private sector to build public infrastructure. 

Many of the concerns that spurred interest in private financing of public infrastructure a decade ago are less of a concern.  Most governments in Canada are now in healthy surplus positions and can easily afford to invest in public infrastructure.  Public sector accounting rules have improved and now allow the amortization of direct capital investments rather than as a lump sum so they better reflect private sector accounting rules.  However, transfer payments to other levels of government, even for public infrastructure, are still accounted for as a lump sum.  But transfers of public investments in infrastructure could also be effectively amortized in a number of ways, such as through a public capital-financing agency or through other mechanisms.

The issue of using public-private partnerships in the operation of public infrastructure and services raises a number of theoretical issues in terms of the principal-agent problem and public choice theory in economics.  But we believe that public services are best operated, delivered and financed by the public sector and that this is supported not just by theory, but also by evidence.

Here are three prominent examples, including the two you mentioned in your speech.

The federal Auditor General found that the Confederation Bridge to Prince Edward Island cost $45 million more than it would if it had been built publicly.  The Auditor General also found that the financial risks were bourne by the public and the public sector price comparator was inflated, making the P3 seem more cost effective than it was.  In the first year, tolls increased by $8 per car.

In the case of the Highway 407 project in Ontario, a P3 actually had to originally resort to public financing because the cost of private financing was too high.  Despite this, it has been plagued with legal disputes over toll increases, which have increased by up to 350 per cent since 1997.

You also mentioned the Canadian Pacific Railway.  The original project involved political bribes and kickbacks that led to the defeat of John A. Macdonald’s government in 1873.  The subsequent project also involved massive public subsidies, cost overruns, delays and cost cutting.  While not properly a P3, this project also suggests that the private sector does not always do a good job of assessing the risks. In matters of critical public infrastructure, it is too often the public that bears the cost of the risks while the private sector reaps the rewards. 

It is completely understandable why private companies are such strong advocates of public-private partnerships: they generally provide guaranteed revenues and profits with little downside risk.  

What is less clear is why certain governments have become such proponents.  Public-private partnerships cost more and lock future governments and citizens into expensive deals with compromised levels of service and higher fees. In addition, commercial confidentiality clauses reduce transparency and accountability. 

Public-private partnerships are not the solution to the public infrastructure deficit. What will solve the crisis is a long-term, stable funding commitment to public infrastructure, assets and services.
Sincerely,

PAUL MOIST

National President

Canadian Union of Public Employees
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