[image: image1.jpg]



An Analysis of a Public-Private Sector-Partnership:
The Evergreen Park School,   Moncton, N.B.
Salim J. Loxley

A Report Prepared for the Canadian Union of Public Employees under the supervision of Professor John Loxley, Department of Economics, University of Manitoba, Winnipeg.
May 15, 1999

TABLE OF CONTENTS
I.
SUMMARY OF FINDINGS






Page 1

II.
INTRODUCTION







Page 3

III.
THE GROWING TREND TOWARD PPP’S



Page 4

IV.
TYPES OF PPP’S







Page 5

V.
BUILDING A NEW SCHOOL: 

THE TRADITIONAL APPROACH





Page 7 

VI.
BACKGROUND TO THE EVERGREEN PARK SCHOOL PROJECT
Page 8

VII.
THE EVERGREEN PARK SCHOOL LEASE AGREEMENT

Page 9

VIII.
EVALUATING THE EVERGREEN PARK SCHOOL PPP


Page 10

1.
EFFICIENCY AND COST SAVINGS



Page 11

2.
RISK TRANSFER






Page 19

3.
QUALITY OF SERVICE AND ACCOUNTABILITY

Page 25

4.
IMPACT FOR WORKERS AND THE COMMUNITY

Page 27

IX.
SUMMARY AND CONCLUSIONS





Page 28

X.
TABLES AND FIGURES






Page 31

XI.
BIBLIOGRAPHY







Page 38

I.



SUMMARY OF FINDINGS
The Evergreen Park School PPP

WHAT IS IT ABOUT?
· Evergreen park school is leased by the government from a private company, Greenarm corporation, of Fredericton.

WHAT KIND OF PPP?
· This is an example of a build-lease-operate-transfer PPP, with Greenarm financing its construction through the Mutual Life Assurance Company of Canada and entering into a lease agreement with the province through the minister of education. 

THE CLAIMS:
· The province claims Evergreen Park School project would deliver:

- considerable capital and operating savings

- capital financing to Greenarm at close to province’s borrowing rate

- substantial risk transfer

- long term flexibility to government

- improved level of service

THE REALITY
· Government exaggerated both generic capital and operating costs, thereby exaggerating savings from PPP

· Auditor general estimates that province could have built the building at a lower cost than Greenarm.  Province also transferred land at less than market value once lease costs allowed for.

· Auditor general estimates that operating costs would have been about the same 

(Both assume use of non-unionized labour for maintenance).

· Cost of private sector borrowing, at 9.065% was well in excess of province’s cost of 8.787%, raising effective capital costs again.  

· On balance, province estimated present value savings of $185,000.  Auditor general estimates additional present value costs of $900,000.

· Greenarm faces no risks for 25 years on either the lease or the maintenance side and all cost increases are provided for.

· Province can buy back after 25 years at $2.5 million or continue leasing at undisclosed rate for a further 10 years.

· Design risks borne by province, construction risks by Greenarm. No real risks after 25 years since most of capital cost already met and options for land and building.

· In long term, organized labour bears a huge risk from this type of lease arrangement

· No evidence of improved service level. 

· Loss of access to information by public.
· Greenarm takes 25% cut of payments for all after hours usages.

II.
INTRODUCTION
The Evergreen Park School Project in Moncton was one of the first public-private partnerships (PPP) undertaken in the Province of New Brunswick.  The two-story school, which opened in the fall of 1996, accommodates between 750 and 800 students from kindergarten to grade 8.  It was built and financed by the private sector which also maintains the school while leasing it to the Province.   

In selecting this route for the construction and operation of the school, the Province embraced an approach to doing business that is gaining popularity with governments around the world.  This incorporates a combination of both public and private responsibilities into various undertakings and is touted as being able to deliver infrastructure and services more efficiently and at a lower cost than traditional methods.   While the use of such PPP’s is gaining adherents in governments, it is also attracting criticism from groups who feel that these projects fall far short of their stated claims and impose more costs than benefits.

This case study will evaluate the Evergreen Park School project in order to determine the effectiveness of the PPP approach used in its realization.  Assessment of the PPP will be made on the basis of four criteria: 1) efficiency and cost savings; 2) risk transfer; 3) quality of service and accountability; and 4) the impact of the project on workers and the community.   It will draw on a number of sources, both published and unpublished, but particular emphasis will be placed on a report which was produced by the New Brunswick Auditor General at the request of the New Brunswick Legislative Standing Committee on Public Accounts.  The Committee instructed the Auditor General to review the financial terms of the Evergreen Park School lease and “compare the total cost under the private sector arrangements as compared to traditional methods”.
  This method of evaluation will be particularly helpful in arriving at a conclusion about the Evergreen Park School Project.   Before presenting the Evergreen Park School case study, a brief outline on the nature of PPP’s will be presented below.

III.
THE GROWING TREND TOWARDS PUBLIC / PRIVATE PARTNERSHIPS
Facing tighter budgets, public authorities at all levels, from federal and provincial governments, through civic government to schools boards, are increasingly looking toward partnerships with the private sector for the provision of infrastructure and services.  There are strong pressures from the political-right to do so as a means of reducing the scope of government and opening up the public sector to private profit.    The Canadian Council for Public Private Partnerships regularly publishes an inventory of major Canadian  PPPs that are being implemented or seriously considered for implementation.  In 1998 there were over 300 projects listed in the areas of transportation, waste water and the environment as well as in the broadly defined area of civic services and facilities.  This latter category covers arenas, museums, housing,  schools, civic halls, casinos, fire-fighting, police and correctional services.  All levels of government are represented in these projects which are found in all the Provinces and Territories. While many of these projects will not actually reach fruition the sheer number of these proposed PPP’s is indicative of the fact that the theory driving the PPP agenda is becoming increasingly popular in Canada.  

The growing popularity of PPPs is unlikely to be a passing fad.  One can expect see more of them, in greater variety, as pressures on public budgets persist and as the private sector begins to appreciate more fully the prospects of making profits through this type of cooperation.  It is important, therefore, that they are subject to close scrutiny so that a proper analysis can be made of their likely impact.
IV.
TYPES OF PUBLIC / PRIVATE PARTNERSHIPS
Conceptually, one can envisage a continuum of possibilities in terms of private / public sector cooperation in services delivery. <See Figure 1>.  At one extreme, the public can be fully responsible for all aspects of service delivery or infrastructure provision, while at the other, the private sector could assume these responsibilities.  In between, there are varying degrees to which the private sector can be allowed to contribute to services or infrastructure.  Proponents argue that the main goal of PPPs is to capitalize on the strengths of both parties while minimizing their weaknesses, so that the partnership is mutually beneficial.  The wide range of possible types of PPP indicate the perceived different strengths and weaknesses of the two sectors in different parts of the country though, of course, these perceptions are deeply political.

Some of the more common types of PPP are presented below.  While many PPP’s conform to these archetypes, a large number combine different aspects of the following:

A)
Design-Build-Operate-Transfer (D-B-O-T)
Under this arrangement, the private partner uses its own funds to design, build and operate the facility for a prearranged number of years before it is turned over to the public partner for a predetermined fee.  This arrangement is appealing to the public sector because it frees it from the need to borrow,  giving the impression that its financial position is better than it would have been had the public sector undertaken the project itself.  This, however, is merely a slight-of-hand since the public is still liable for its commitments made to future tolls or guaranteed returns to the private capital in the form of lease payments.

B)
Design-Build-Transfer-Operate  (D-B-T-O)
The difference between this arrangement and the previous one is that, upon completion of the project, legal ownership is transferred to the public sector.  The facility could then be leased back to the private partner who operates the facility thereby recovering its investment and profit margin through user fees and commercial enterprises.  Alternatively, the public sector themselves operate the facility and pay the private partner out of operating fees or general taxes.

While this method alleviates some of the legal and regulatory liability issues that could arise from private ownership of transportation infrastructure, the impact on tax payer remains essentially the same as expected under a B-O-T arrangement.  Therefore, the attractive component here again is the absence of the need to borrow and possibly lower construction costs.

C)
Lease-Purchase
In this instance, the private partner designs and builds the capital project and then leases it to the public partner for a predetermined period of time.  At the end of this period, ownership of the facility reverts to the public partner.  The difference between this method and the B-O-T method lies in the tax implications for the private partner.  With a lease agreement, the private firm is able to claim capital cost allowances from taxes which translates into the ability to write off in excess of 100% of the cost of the facility.  The taxpayers are then responsible for the differences in lease costs from what it would have been had the D-B-O-T method been used.

Another advantage to certain lease arrangements is that, if they can be classified as ‘operating leases’,  they do not need to be recorded as outstanding debt on financial statements.  This allows governments to continue to provide costly infrastructure and services while arguing that they have not taken on any additional debt- despite the fact that they are still liable for all outstanding lease payments.  The superficial reality of this approach is that it gives the impression of a healthier, less debt-burdened financial position than is otherwise the case.  While this may be a politically expedient strategy in today’s political environment, in actuality it ought not to fool most credit agencies.

A variation on this arrangement which seems to be gaining prominence is the purchase-lease arrangement, under which the private sector buys existing capital assets from the public sector and then leases them back.  This frees up capital for the public sector in return for subsequent annual payments.

The Evergreen School is an example of a Build-Lease-Operate and Transfer PPP.

V.
BUILDING A NEW SCHOOL: THE TRADITIONAL APPROACH 
When outmoded infrastructure or changes in demographics require the construction of a new school, the traditional development and implementation process is as follows.  Firstly, the Department of Education, through educational planning, establishes the need for the school and, once budget approval is obtained, commissions its construction.  The Department of Supply and Services designs, tenders and supervises its construction.  In turn the Department of Finance would make money, borrowed by the Province,  available to building contractors.  Maintenance of the school would also be the responsibility of the Department of Education, using unionized labour.

VI.
BACKGROUND TO THE EVERGREEN PARK SCHOOL PPP
In March 1994 the Government of New Brunswick announced that it planned to engage in a public-private partnership to build and operate the Evergreen Park School.  By this time the Department of Supply and Services had already retained a separate architectural firm to come up with a design for the building.  Rather than following the traditional tendering process, a two-stage evaluation process was used.  The first stage was an open call for proponents to submit their qualifications for consideration.  During the second stage, detailed proposals were submitted and evaluated by a public-private advisory committee composed of government and private sector representatives. 
Following the evaluation process, Greenarm Corporation of Fredericton was selected from amongst five competitors to negotiate a lease agreement with the Province.  Greenarm Corporation is a 20 year old real-estate development company which operates as an umbrella organization for a number of smaller companies.  In this capacity Greenarm manages, brokers, leases and develops commercial real-estate throughout Atlantic Canada with a combined staff of about 100 people.  For the purposes of this project, the Greenarm Corporation created an affiliated company called Greenarm Schools Limited which assumed responsibility for the Evergreen Park School project.  On May 18, 1995 Cabinet endorsed the decision of the public-private advisory committee and the agreement with Greenarm Schools was signed on October 5, 1995.

VII.
THE EVERGREEN PARK SCHOOL LEASE AGREEMENT
The agreement reached between the Province of New Brunswick and Greenarm Schools Limited is that of a 25 year lease-purchase arrangement with an option to buy in year 25 or renew the lease for a further 10 years.   Under the agreement, Greenarm Schools Limited assumes responsibility for constructing the school, insuring it as well as taking care of all building maintenance and operations for the duration of the lease.   Greenarm hired a private contractor to build the school according to the plans commissioned by the Department of Supply and Services.  They obtained financing at 9.065% per annum from the Mutual Life Assurance Company of Canada.  Greenarm’s maintenance duties include garbage collection, cleaning of the building and grounds maintenance including snow removal, painting and landscaping.  

The lease stipulates that Greenarm will contribute $15,000 each year to an interest bearing building maintenance account which will go towards “all expenses incurred for the upgrading and replacement of built-ins, maintenance and replacement of equipment (laboratory, cafeteria, stoves, refrigerators, etc.),  painting, flooring, ceilings, window coverings, alterations and additions”.  According to the terms of the lease, Greenarm Schools Limited is “not required to incur additional expenses for such upgrading, maintenance, alterations, additions and replacement beyond what is available from [this] account.”.
  Greenarm will also make a payment of $5,000 each year as an equipment replacement allowance.

In turn, the Province’s role in the agreement is basically that of a tenant.  Supplied with a 

school on a lease basis, the Department of Education simply imports it’s teaching staff, support staff, and of course, the students.  The Province’s responsibilities with regard to the lease consist of an obligation to pay yearly lease payments set at a level which would pay 1.05% above the Government of Canada Bond yield, whatever that happened to be on August 1, 1996.  The principal is reduced by equal amounts of $25,000 each month except on each 5 year anniversary when lump sums equal to $400,000 are paid.  The principal outstanding on the loan taken by the owner will be $2.5 million at the end of 25 years and this will be the cost to the Province of assuming ownership of the school. <See Table 1>.  

The Province assumes responsibility for all utility costs and increases, all taxes and tax increases relating to the land and building, as well as a yearly operating cost component  payable for each year of the agreement and increasing at a yearly rate of just over 1%. <See Table 2>.  This operating cost component is valued at $265,663 in year one of the lease and rises to $348,433 by the end of year 25.  Furthermore, the Province has agreed to assume responsibility for any unforseen increases in these operating costs.
VIII.
EVALUATING THE EVERGREEN PARK SCHOOL PPP 
The Evergreen Park School project was one of  New Brunswick’s first foray’s into the area of public private partnerships and as such the government had little experience to draw upon.  Nevertheless, their stated objectives indicated that they had very high expectations of the project.   Speaking at a 1995 conference on Commercialization and Privatization, the Executive Director of Budget Planning and Financial Services for the Department of Finance, commented that he expected to realize a number of objectives from the Evergreen Park School project.  Some of these included:
- considerable over-all cost savings; 

-capital financing to private partner at a rate very close to government’s long-term borrowing rate; 

-substantial risk transfer; 

-off-balance sheet accounting; 

-long term-flexibility and an improved level of service.   

Underlining these objectives was a statement made a year earlier by the New Brunswick Minister of Supply and Services.  At this time he noted the government’s intention to  “...only do private-public partnership projects if they turned out to be cheaper, in the long run and in the short run, than by building them themselves ”.   On the other hand, Paul Leger, President of Greenarm Corporation recently stated that his company’s ultimate objective as a partner in the PPP is “to make money”.  Confident of his company’s ability to increase efficiency and cut costs while maintaining quality standards, Leger stressed that Greenarm Schools Limited would “add value” to the PPP agreement.   

This section will evaluate the Evergreen Park School PPP using the aforementioned criteria of 1) efficiency and cost savings;  2) financial risk and accountability; 3) quality of service; and 4) impact on workers and the community.  Special reference will be made to the New Brunswick Auditor General’s report on the Evergreen School in order to determine the extent to which the objectives of the Province and Greenarm Schools were met by the PPP. 

1.
EFFICIENCY AND COST SAVINGS 

The debate over cost savings related to PPP’s has been quite fierce in New Brunswick.  As stated above, the Province put particular emphasis on the cost element of the project.  The selection of Greenarm Schools Limited to build, operate and maintain the Evergreen Park School was heralded as a way for the Province to save a considerable amount of tax payer’s money.  The following section will present some of the figures that the Province has released to support its claims.  It will juxtapose these against an alternative set of data produced by the Auditor General of New Brunswick.  In this report the Auditor General argues that the cost savings on the Evergreen School Project are grossly overstated thus casting doubt on the Provinces’ claims of having met their financial objectives.

In selecting Greenarm as a PPP partner the Province estimated the cost of building, financing and operating the school itself and compared these costs with a proposal submitted by Greenarm Schools Limited.  The Province’s cost model considered the same type of costs that the Greenarm Schools proposal had to incur in order to fulfil the ‘request for proposal’ requirements.   These costs are broken down into categories corresponding to capital costs, operating costs and finance costs. 

A)  CAPITAL COSTS
 The main capital costs involved in the pricing of this project were those related to land, construction, equipment and various soft costs such as professional fees and interim financing.  These are discussed individually below. <See Table 3>.

Land
As part of the final PPP agreement, the Province transferred a parcel of its own land to Greenarm School in return for $275,000.  The effect of this transaction was to provide the government with some immediate capital.

The Auditor General criticized this aspect of the PPP agreement as an uneconomic way for the Province to raise capital.  He added that “the effect of this transaction is to borrow $275,000 at Greenarm’s average interest rate of 9.065% and use the proceeds to reduce other government borrowing which would have incurred interest at approximately 8.787%”.  This difference in interest rates amounts to a nominal cost to the Province of $15, 670.33.  Another way to look at this transaction is to question the sale of the land in the first place.  Had the Province chosen to construct the Evergreen School on its own, it would not have had to pay for the land.  In leasing the land back at a rate of 9.065%, the Province is actually paying a nominal figure of $421, 015,38 in interest payments over 25 years.

In a rebuttal dated October 19, 1998, Deputy Minister of Finance, John Malory, responded to the Auditor General’s criticism by admitting that  “there was an additional cost borne by the Province in selling the land to the private sector...the reasoning behind this strategy considered a possible negative perception associated with transferring public property to the private sector for one dollar.”.  One wonders what kind of negative perception would be associated with the Province’s actually paying $15, 670.33 for the private sector to take the land off its hands.

Construction
The architectural firm which designed the school estimated its construction cost to be $6,874,712.   In coming up with an estimate for the school’s construction the Department of Supply and Services added on unverifiable extra costs based on its experience in building schools.  This brought the total to $7,354,835 which was apparently a reasonable amount by industry standards.  Greenarm Schools Limited submitted an amount of $7,299,018.

The Auditor General took issue with the Province’s model over a $210,000 construction contingency fee which he reduced in his own model to a much lower $80,000.  The $130,000 difference was added by the Province as a cost to cover any design changes given the fact that it was a new design.  However, given that Greenarm would have been constructing the school using the Province’s own plans, the Province would have been liable for such extra costs anyway.  The Ministry of Finance subsequently agreed with this criticism and modified its figures.  

Administration fee
The Province’s cost estimates included $50,000 for having a Department of Supply and Services employee on site to supervise construction.  The Auditor General took exception to this cost, arguing that unless the Department hired a new employee this would not constitute an incremental cost.  He therefore deducted this amount from his own cost model.  However, the Department of Finance subsequently argued in its rebuttal that the department of Supplies and Services would have hired a new employee and that the expense was valid.  The issue essentially boiled down to a disagreement over which costs could be absorbed by the government in constructing the school.  The two sides agreed to disagree on this issue.

Issuance cost
Had the Province built the Greenarm school on its own it would have issued bonds in order to finance the project.  In the Province’s generic model seven basis points were added to the Province’s long term borrowing rate to cover the cost of issuing bonds and the resulting rate was used as a discount rate.  The effect of this was to turn the cost of issuing bonds into an incremental cost.  Taking issue with this approach, the Auditor General’s report suggested that a better way to compare the two models would have been add an amount of $63,454 to the capital costs (approximately $.70 per hundred dollars of the amount borrowed) and reduce the discount rate accordingly.
  

The Province’s total capital cost estimate for building the Evergreen Park school was $9,388,289 compared to Greenarm’s more expensive estimate of $9,982,865 for a difference of $594,576..  The Auditor General’s capital cost estimate for the Province was $9,208,289 for an even greater difference of $774,576.  On the basis of the latter figures it is clear that the capital costs involved in building the Evergreen Park School were far greater under a PPP arrangement than if the Province had constructed the school itself. 

B)  OPERATING COSTS
While the Province recognized that it would incur smaller capital costs in constructing the school, it’s main cost-oriented rationalization for engaging in a PPP was their contention that Greenarm would be able to cut costs dramatically in the area of operations and maintenance.  According to the Province’s figures, assigning the operating costs to Greenarm would result in a first year saving of about $64,000 (compare the two proposals in the top half of Table 4, less utility and energy costs).  The Auditor General’s report, on the other hand, argues that costs would have been the same under either option.  Both sets of figures are considered below. <See Table 4>.

General Maintenance and Repairs
Under this heading there is a major difference between the Provincial and Greenarm models regarding the annual amount allocated to cleaning costs.  In its cost model the Province allocated $124,697 for cleaning while Greenarm allocated only $60,000. The Province’s cost figures take into consideration the cost of hiring unionized labour represented by CUPE Local 1253.  Greenarm, on the other hand, is able to cut its costs by using non-unionized labour and avoiding paying benefits.  Herein lies Greenarm’s claims to greater efficiency over the public sector.

Interestingly enough, the Auditor General argues in his report that the Province was not required to respect the collective agreement with cleaning staff and, as a result, it too could have contracted out labour at lower, non-unionized rates.  His estimate for the cost of hiring cleaning staff is $90,000.  The effect of this lower figure is to underline the argument that the Province could have maintained the school for much less than it initially said it could.  However, it is also clear that the Auditor General’s main concern is the financial bottom line and not the well being of the Province’s custodial employees.   

Even then, it is questionable whether the Auditor General is correct in arguing that the Province could have contracted out its custodial services like Greenarm.  In a May 1994 letter of agreement between the Province and CUPE Local 1253, the Province actually agreed to waive it’s right to contract out any new custodial services until March 31, 1998.  Nevertheless, in his rebuttal to the Auditor General’s report, John Malory, Deputy Finance Minister, argued that even if it could have hired non-unionized labour, the Province, at the time, felt a “moral obligation” to hire surplus custodial staff from within that particular school district.  This statement rings hollow when one considers that within the aforementioned letter of agreement the Province appended a clause outlining that  “this undertaking...does not affect...buildings which are or may be leased during the term of this agreement”.
  In other words, engaging in a PPP allowed the Province to avoid fulfilling its stated “moral obligation” thereby allowing Greenarm Schools to bring in non-unionized labour to maintain and operate the Evergreen Park School.

Administration
The Province’s model included an annual cost of $40,000 toward administrative costs related to opening the school to the public after hours.  This amount was seen as excessive by the Auditor General who subtracted $25,420 of this amount in his own model.  His argument was that the Province could have absorbed this cost rather than having to assume additional incremental costs related to after hours use of the building.  The Ministry of Finance disagreed with this analysis arguing that the school would be accommodating a high degree of community use and that there would definitely be additional costs as a result. 

C)  FINANCE COSTS
Related to it’s first objective of overall cost savings, the Province’s second objective was to engage in a PPP with a private partner whose capital financing rate would be very close to its own long term borrowing rate.  However, the difference in borrowing rates between the Province and Greenarm was considerable enough to warrant criticism by the Auditor General.  In the Auditor General’s words, cost savings to the Province 

“are substantially reduced as a result of the cash flow related to construction and the fact that Greenarm’s average borrowing rate is higher than the Province’s borrowing rate.  The Greenarm borrowing rate, as calculated under the agreement, and used in the analysis, was 9.065%.  The Province of New Brunswick bond rate was set at 8.787%.  This difference in rates has cost the Province approximately $400,000.”

It should be noted that the Ministry of Finance has taken issue with the figure of $400,000 arguing that it was not arrived at through present value analysis.  The Ministry has suggested that the true difference is closer to $205,584.  It is not clear whether or not one should infer that $205,584 is a more acceptable sum to lose through engaging in a PPP.  

On the basis of cost alone, the Evergreen School PPP project would appear to have been an unnecessarily costly project for New Brunswick taxpayers.  The Province’s final cost estimate for the project, in present value terms (i.e. all future costs discounted back to the present by the Province’s cost of borrowing) was $14,887,359.  Greenarm’s was $14,702,687 for a total savings to the Province of $184,672.   <See Table 5>.  The Auditor General’s figures, on the other hand, paint a completely different financial picture of what the Province’s cost would have been had it built the Evergreen Park School.  According to the Auditor General’s model, had the Province followed a traditional approach to building and operating the Evergreen Park School, it would have cost tax payers $13,803,048.  In other words, by engaging in the PPP with Greenarm Schools, the Province of New Brunswick is actually paying $899,639 more than it should have. The Auditor General’s numbers clearly show that from the criteria of cost savings, the Public-Private Partnership adopted in this instance was not cost-effective.

Indeed, the Province’s figures are so far removed from those of the Auditor General that one must ask whether or not the Province deliberately inflated its total costs to make the PPP option look more attractive.  When confronted with the Auditor General’s figures, most members of the Government naturally tried to downplay his criticisms.  Current Deputy Minister of Supply and Services, Stephenson Wheatley, argued that the Auditor General had broken down elements of the PPP which were put meant to be bundled together as a package.  “You can’t separate pieces of a project like that...it’s like buying a car, you don’t buy your wheels separately”.  The office of the Auditor General, however, maintains that traditional approaches are not only still less expensive but are every bit as feasible as the full package / bundle approach.  It is alarming that many government officials reacted to the Auditor General’s report by labelling him a  “knit-picker”.  Given the Province’s over-expense of nearly $900,000 -in present value terms - one wonders how many hundreds of thousands of dollars the Province would have had to lose before such criticism would be seen as legitimate.    

The poor cost-value of this project forces one to look for other reasons which explain the Province’s decision to engage in a PPP.  As mentioned above, one of the Province’s objectives was the achievement of off-balance sheet accounting.   Speaking on this matter, the Auditor General said he would be “very, very disappointed” if the government was engaged in public-private partnership deals simply to keep debt off its books.   It is very likely that this, in fact, was the case. 

2.
RISK TRANSFER

One of the strongest pro-PPP arguments being used by governments today is that they afford the transfer of certain risks to the private sector partner who may be more adequately equipped to take on this risk.  Prior to engaging in the PPP, the Province indicated that risk transfer was a definite objective of the project.  There are many types of risks inherent in a project such as the Evergreen Park School.  Some of these include :

A)  DESIGN RISK

This type of risk entails the costs and responsibilities that would accompany the design of a particular capital project. A faulty design can also complicate or delay construction and this usually has financial implications.  Usually the party who submits the design is liable for such eventualities.

B)  CONSTRUCTION / IMPLEMENTATION RISKS 

This category of risk generally involves additional costs related to the building and operating of a capital project such as equipment, labour, time delays and maintenance costs.

C)  FINANCING RISKS 

Financing risks can involve interest rate fluctuations, ownership liabilities as well as property and operating risks associated with inflation and / or maintenance.

The ability to transfer risks to another party is clearly an attractive feature in any arrangement.  In theory, this allows certain parties to concentrate on those things they are better at while passing off to other parties those tasks which they do not perform as well.   Such transfers are seen as one of the major objectives and benefits of PPP’s.  This section will examine some of these risks and will determine to what extent risk transfer actually occurred in the Evergreen School Project.

A)  DESIGN RISK

In the case of the Evergreen School Project, the Province assumed responsibility for design risk.  Had the design commissioned by the Department of Supply and Services been faulty, the Province would have had to pay Greenarm for any cost over-runs incurred as a consequence.  Moreover, had the Department of Education, as tenant, decided that it wanted particular design changes prior to completion, this, too, would have been the responsibility of the Province.  Indeed, due to poor planning and a heavier than expected student volume the Department of Education decided that it would be necessary to build a four room extension on the school.  The extension was built by Greenarm but the cost was borne by the Province.

B)  CONSTRUCTION / IMPLEMENTATION RISKS

Risks related to construction were borne by Greenarm Schools Limited who hired a contractor at a flat rate to construct the building.  There were apparently no notable extra costs in this area. 

C)  FINANCING RISKS 

Financing risks are very salient in all large capital projects.  The best way to explain these risks is to examine the Evergreen School Project directly.  In this project the Province had hoped to pass much of the financing risk on to Greenarm.  Proponents of the PPP argue that it was Greenarm that ultimately took out a loan from the Mutual Life Assurance Company and accepted financial risk in the form of  possible interest rate fluctuations.  They also point to the fact that Greenarm undertook the responsibility for operating and maintaining the Evergreen Park School.  Finally, since the Department of Education is not obligated to buy the school at the end of the lease period, PPP proponents also point out that the Province does not have to assume the burden of ownership, which for reasons that will be explained below can reduce flexibility and increase costs.

The supposed transfer of all the above risks to Greenarm would seem to imply that the Province has achieved its objective in this regard.  This would,  however,  be a very superficial conclusion to draw.  Upon closer inspection of the lease agreement between Greenarm and the Province it becomes clear that the Province is liable for much more than meets the eye.

Firstly, no evidence is available that Greenarm actually faces any risks of increasing interest rates i.e. it may well have borrowed at a fixed rate, we simply do not know.  Secondly,  there is reason to believe that the lease payments payable to Greenarm by the Province have been set at a rate which provides a considerable buffer to the property management company.  Moreover there are very likely tax incentives which also go a long way to reducing Greenarm’s vulnerability in this regard.

While Greenarm is in charge of all operations and maintenance costs for Evergreen Park School, the Province does pay a considerable amount per year to cover these costs.  Specifically, the lease agreement calls for annual operations cost payments beginning at $265,663 and increasing by just over 1% per year.  Thus, while Greenarm is ultimately responsible for performing the tasks related to operations and maintenance, one can assume that they are being compensated relatively well for their services. 

Not only is the Province responsible for covering Greenarm’s operations and maintenance costs but it is also liable for any increases in these costs resulting from inflation or other factors.  Furthermore, the lease agreement stipulates that the Province assumes all utility costs including heat, electricity and water and is responsible for all subsequent rate increases.  Finally, the lease stipulates that the Province is responsible for any and all taxes levied in respect of the land and building.  This dispels any notions that Greenarm had assumed the majority of the risk related to the operational side of project.

With the Province committed to the above payments in addition to its lease payments it is clear that it is providing Greenarm with a guarantee on its investment in the school.  It would be very difficult to ascertain the amount of revenue accruing to Greenarm as a result of this arrangement but given Greenarm’s cheap labour costs, freedom from taxes and cost increases, and given that Greenarm’s President has clearly stated that his objective is to make money, it would be surprising if Greenarm wasn’t making a considerable profit on the deal.  Even if worst came to worst and Greenarm were to go bankrupt the Province would still be responsible for carrying out the remainder of the lease.  Under the lease agreement Greenarm has the right to transfer ownership of the school to another company.  The Province would not be permitted to interfere in this transfer unless it felt that the new company was unable to fulfill its responsibilities under the lease.  In this event, the issue would go to arbitration.  Nevertheless, the Province would still be responsible for paying either the Mutual Life Assurance Company directly or the new owner of the school.  

Proponents of PPP’s say that it is difficult to quantify certain transferred risks.  This also holds with respect to the Evergreen Park School project.  People like the Deputy Minister for Supply and Services argue that while it is almost impossible to put a real value on the risks transferred, at the end of the day “Greenarm is going to maintain and operate that school- we don’t have to go near it for 25 years and that’s quite something.”.  Nevertheless, people like the  Auditor General have certainly indicated that the cost of this risk transfer is considerable to the Province.   

Risks relating to ownership are also very relevant in the context of the Evergreen School project.  Given the possibility of unknown factors which could result in the school’s obsolescence it can be said that the Department of Education has managed to buy itself some flexibility.  After 25 years it has the option of buying the school for $2.5 million or continuing the lease for another 10 years. The question remains, “at what cost has this flexibility been secured?” After a 25 and possibly 35 year lease period there is a chance that the building may be obsolete or in need of costly structural repairs.  There is also the possibility that demographics would have changed to the extent that the school would no longer be needed in that particular area.  These are all risks that the Department of Education needs to consider in any capital project.  This is why Deputy Minister of Education Dennis Cochrane stresses the advantages of being able to “walk away” from the building at the end of the lease period.  

This is all very well and good if in walking away the Province has not already covered the full cost of the building by virtue of its lease payments.  Such an eventuality would definitely signify a transfer of ownership risk to the private sector partner who would then have to recoup the balance of its investment in some other way. The private partner would also have to determine what to do with the building after it ceased functioning as a school.   However if the full cost of the building is already paid off by the end of the lease period, “walking away” at this point would be tantamount to giving the building away.  This may be cost effective in situations where the building has become decrepit but generally makes little financial sense where the Province has provided for full maintenance.  In fact, after 25 years, the present value of the lease payments are likely to be well in excess of the present value of the cost of the building, if the pro-forma schedule in Table 1 is anything to go by.  Discounting payments by Greenarm’s cost of borrowing shows that the Province will have paid off the full cost of the building, all the interest accrued to that date and over $200,000 more in present value terms.  This is just another way of showing that any flexibility in this project comes at a high price to tax payers.

It is interesting to note that both parties to the lease have different ideas about the other’s intentions at the end of the lease period.  Representatives of the Province have clearly indicated that they do not intend to exercise the purchase option of the lease.  On the other hand, Paul Leger, President of Greenarm has indicated that he expects the Province to buy the building after 25 years.  If the latter vision is realized it is clear that the Province’s attempt to transfer risk in this regard will have essentially been negated unless the school is in good shape and there is a need for the educational space.  Given the Auditor General’s criticism that the Province is paying too much for the school in the first place, one wonders whether or not this supposed flexibility is worth the price.

It should be emphasized that Greenarm is confident that there will be other profitable uses of the land and/or building should the Province choose not to exercise its option to buy.  These could involve tearing down the school and sub-dividing the land for new housing or refitting the building for conversion to a seniors’ home.

3.
QUALITY OF SERVICE AND ACCOUNTABILITY

In engaging in the Evergreen School project the Province indicated that it hoped to realize an improved level of service with regard to management and operations of the school.  Given that the school has only been open for short period of time it is unclear whether this objective is being met. This researcher came across rumours that the level of service was actually below Department of Education standards but these could not be substantiated.

Given that the school is privately run there has been some anxiety voiced about the degree to which questions, comments and concerns will be addressed, should they arise, by the management of Greenarm.  Traditional schools have a more familiar chain of command and a definite obligation to be accountable to the public.  It is not clear how transparent this chain of command is with Greenarm Schools.
  However, it is certain that as a private company Greenarm will not be particularly forthcoming about sensitive issues and information which may be related to the competitiveness of the company.  While information regarding the PPP is available through access to information legislation Greenarm was not willing to disclose its projected revenues stemming from its involvement in the PPP.  There is also a possibility that Greenarm might impose controls on information vis a vis the Province.  Indeed, the lease agreement stipulates that information concerning things such as operating costs will be made available to the Province “from time to time”and that this information “shall be used only by the Tenant for the purposes of this lease”.

One final point concerns the availability of the lease agreement itself.  While access to information inquiries have resulted in the acquisition of the agreement, the lease payment schedule included in this document is only a sample schedule.  It has not proven possible to obtain the actual lease payment schedule.  While the discrepancies between the two are not likely to be great, and while we do have the Auditor’s overall calculations, presumably based on the actual lease schedule,  this does underline the point that information regarding the project is hardly free-flowing.

4.
IMPACT FOR WORKERS AND THE COMMUNITY

An important series of questions about this particular PPP concern the extent of its impact on workers and members of the community in general.  It is clear that Greenarm hires non-unionized workers at low wages and uses them to carry out the day to day cleaning and operational tasks at the school.  Greenarm utilizes four to five people for these tasks which is similar to the number that would be used in a school run by the Department of Education according to its staffing formula.  Nevertheless it has come to the attention of this researcher that Greenarm is experiencing very high rates of turn-over at the Evergreen School- presumably as a result of their low pay scale. These rumours could not be substantiated and it has not been possible to determine Greenarm’s labour relations record.  Nevertheless, the existence of a PPP arrangement at the Evergreen Park School means that at least five CUPE custodial workers would not be hired for these positions.

On the community level, there is some question regarding the extent to which the school will be accessible to members of the community after hours.  Being a privately operated school there is the possibility that the community will have to pay higher rates to utilize the school’s facilities.  This may pose a financial problem to some people in the community.  Finally, it is not clear whether the fact that Evergreen is owned by a private company will result in a smaller community voice in how the school is run and how decisions are taken.  Presently, should any disagreement arise between Greenarm and the Province the lease stipulates that the only recourse for resolution would be through arbitration.  This means that on issues of interest to the community, such as Greenarm’s right to sell the school to another company, the ultimate decision would rest with an independent arbitrator and not the community itself.

IX.
SUMMARY AND CONCLUSIONS
Having evaluated the Evergreen Park School project on the basis of four criteria: efficiency and cost savings, risk transfer; quality of service and accountability; and impact on workers, it is clear that the PPP option is much more complicated and costly than the Province of New Brunswick has presented it.  When one also considers the Province’s objectives prior to the completion of the project it becomes obvious that many of these objectives have not been  met.  On the basis of cost savings alone the project promises meagre savings at best and nearly one million dollars in losses using the Auditor General’s “worst case” figures.  The latter scenario is in clear contravention of the Province’s announced intention of not engaging in PPP’s unless they are cheaper than traditional governmental approaches.   The drastic difference in the Auditor General’s figures also raises the question of the extent to which governments are deliberately inflating the costs of traditional approaches to the delivery of infrastructure and services in order to make  PPP options look more attractive.  If one accepts the Auditor General’s figures,  the obvious conclusion to draw in the case of the Evergreen Park School is that such exaggeration played an important role.

On the basis of risk transfer there were clearly some risks taken on by the private sector.  

However, these risks are being “covered” so to speak by the province which not only pays Greenarm a yearly maintenance sum but also assumes responsibility for any increases in Greenarm’s maintenance costs.  The Province also ensures that Greenarm is not responsible for any property taxes or utility payments and, of course, pays a monthly lease which is designed to cover Greenarm’s costs as well as providing it with a significant- yet undisclosed- profit margin.  One problem faced by governments engaging in PPP’s is how to accurately quantify the benefits of risk transfer.  This point will be considered below.  Nevertheless, it is safe to say that the Province has provided Greenarm with a very attractive incentive package while minimizing Greenarm’s risk to the greatest extent possible.  

While it will take some time before one can properly evaluate the level of service provided by the PPP, it seems probable that involving a private sector business in the provision of a public service will reduce public accountability.  Again, only time will tell.  However, with respect to the Province’s objectives of off-balance sheet accounting and long-term flexibility it would appear that these have been realized to a certain extent.  By setting up a lease agreement with Greenarm the Province has succeeded in keeping the debt related to the project off their books.  This has been done at a cost of nearly $900,000 of tax payer’s money in 1996 dollars.  In terms of realizing some flexibility, the Province will have the option of walking away from the school, but again, this flexibility comes at a price and the need to be able to quantify these benefits has yet to be perfected.  In the final analysis, the costs to the Province seem to out-weigh the benefits. 

The issue of accurate quantification of risk transfer and other benefits is one of a number of issues which were raised in a recent Government of New Brunswick publication entitled Public-Private Partnerships: Guidelines and Protocols
.  In this paper the Province proposes seven principles which are to be followed in any future PPP arrangements.  These relate to 1) properly defining the project; 2) ensuring a competitive selection process; 3) ensuring the deal is financially rewarding for both parties; 4) optimizing risk transfer; 5) ensuring a transparent procurement process; 6) securing signed contractual agreements
; and 7) ensuring the implementation of transparent lines of communication regarding PPP projects.  Given the fact that many of these principles were not followed in the Evergreen Park School PPP it is obvious that this new protocol stems from the many lessons the Province has learned through engaging in PPP projects.  The question is how much longer will governments continue to make the same mistakes?  

As a final note, it is disturbing that none of the points in the Province’s new protocol address the effect of PPP’s on workers and the community.  This is indicative of the attitude toward labour which is part of the ethos of the PPP approach- i.e. that such projects are geared toward procuring the lowest possible labour rates without regard to the livelihood of the workers involved.  As a result, unionized workers and collective agreements are bypassed in order to bring in non-union workers at minimum wages.  This is the greatest danger that PPP’s such as the Evergreen School Project pose for labour in Canada.  It is also interesting to note that no provision is made in the protocol for labour to be involved in any discussions concerning PPPs, even though they might well be adversely affected by them.
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TABLES AND FIGURES

FIGURE 1
TABLE 1
SAMPLE LEASE PAYMENT SCHEDULE

EVERGREEN PARK SCHOOL
TABLE 2
OPERATING COST COMPONENT OF MINIMUM RENT
TABLE 3
	CAPITAL COST OF CONSTRUCTION: EVERGREEN SCHOOL

	
	Government’s Generic Model
	Greenarm

	Land
	$                275,000
	$                   275,000

	Construction
	               7,354,835
	                  7,299,018

	Equipment
	                  600,000
	                     600,000

	Soft costs (professional fees, interim financing, etc.)
	               1,045,000
	                  1,808,847

	Administration Fee
	                    50,000
	                                  

	Issuance Cost
	                    63,454
	

	Total costs as determined by Department of Finance
	               9,388,289
	                  9,982,865

	
	
	

	Adjustments as a result of Auditor General’s report
	
	

	Construction contingency
	                (130,000)
	

	Administration fee
	                  (50,000)
	

	Total Capital Costs, as adjusted 
	               9,208,289
	                  9,982,865


TABLE 4
	ANNUAL OPERATING COSTS: EVERGREEN SCHOOL

	
	Government’s Generic Model
	Greenarm

	Utilities and Energy
	$                       90,000
	$               89,000

	Insurance
	                         10,000
	                   6,200

	Legal and Audit
	                           5,000
	

	General Maintenance and Repairs
	                       184,729
	

	Capital Reserve
	                         73,548
	

	Salaries and Benefits
	                         16,014
	    

	Administration
	                         40,000
	

	
	
	

	Total operating costs as determined by Dept of Finance
	                       419,291
	               354,663

	
	
	

	Adjustments as a result of Auditor General’s review:
	                                  
	

	Utilities and Energy
	                         (1,000)
	

	Legal and Audit
	                         (5,000)
	

	General Maintenance
	                       (34,697)
	

	Capital Reserve Adjustment
	                         (1,800)
	

	Administration
	                       (25,420)
	

	Total annual operating costs as adjusted
	                       351,374
	               354,663


TABLE 5
	TOTAL COST SUMMARY: EVERGREEN SCHOOL 

(present value basis)

	Analysis prepared by Department of Finance
	Government’s Generic Model
	Greenarm
	Potential (Cost) / Saving

	Capital Costs / Purchase Option
	$         9,324,835
	$  10,188,449
	$           (863,614)

	Operating Costs
	           5,562,524
	      4,514,238
	             1,048,286

	Total Costs as prepared by the Department of Finance
	         14,887,359 
	    14,702,687
	                184,672

	
	
	
	

	Analysis as a result of Auditor General’s Review
	Government’s Generic Model
	Greenarm
	Potential (Cost) / Saving

	Capital Costs / Purchase Option
	           9,144,835
	    10,188,449
	          (1,043,614)

	 Operating Costs
	           4,658,213
	      4,514,238
	                143,975

	Total costs as a result of Auditor General’s Review
	          13,803,048
	     14,702,687
	              (899,639)


XI.
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�  Lease between Greenarm Schools Limited and Her Majesty the Queen in right of the Province of New 		Brunswick, as represented by the Minister of Education.  Form A19, signed October 5, 1995.
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� Letter of Agreement between Her Majesty in right of the Province as represented by Board of Management and The Canadian Union of Public Employees, New Brunswick Council of School Board Unions, May 5, 1994.


�  Auditor General of New Brunswick, 1998, p. 9.  


�  Government of New Brunswick, Department of Finance.  Public-Private Partnerships: 				Guidelines and Protocols, Fredericton, 1999. P. 5.


�  Evergreen Park School is listed in the Moncton directory with two phone numbers.  One is for the school itself and the other is a number which connects you to a Greenarm Schools answering machine.


�  Government of New Brunswick, 1999.


�  Amazingly, a number of PPP’s in Nova Scotia have been initiated and completed without signed contracts between the parties.  This underscores the haphazard and poorly planned nature of many PPP projects in Canada.





