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In response to the nsing concems of a growing debt-to-income ratio, govemments
have begun to shift or re-define their priorities. It is becoming increasingfy dificult for

govemments to continue to use traditional financing methods, such as deficit financing or
tas increases. to pay for public services. Consequently, the challenge facinç governments
is to find new methods that would allow for the completion of these projects as eficiently
as possible, without jeopardizing their credit ratings any funher. This challenge has lead
governments to the use of Public Pnvate Partnerships (PPP's).
More ofien than not. those who are seeking to promote the use of PPP's take the
superiority of the private sector over the public sector for granted. A decision to use a

PPP because of unsubstantiated claims could have disastrous consequences for governing

bodies and taxpayers alike. Therefore, a complete analysis of the economic and financial
sffects associated with PPP's must be done to check the uninformed usage of PPPts.
In this thesis an effort will be made to gain insight into the economic and financial

implications of PPP's. This will be done by first examining the different types of PPP's
and the reasons for their increased acceptance. This is followed by an explanation of the

relevant economic theory in an effort to understand the economic consequences of
increased PPP usage and the budgetary entanglements and the differences in borrowing
costs when using a PPP instead of the more conventional financing approaches. Finally,
two case studies wvill be examined to delineate the fundamental differences inherent in

every PPP and the resulting afier-effects.
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1.0

tNTRODUCTION
Public-private pamienhips, or PPPys, are a relatively new means of providing

public infrastructure. PPP's are agreements between the public and pnvate sectors to

allow for private provision of a good or service, which has, or would have been publicly
provided in the past. PPP's split the obligations faced by the public and private secton in
the fumishing of traditionally public responsibilities. PPP's have becorne an instrument

capable of circumventing the constraints faced by both the public and pnvate sectors.
Govemments have begun to shiA or redetine their priorities in response to the
rising concems of a growing debt-to-income ratio. They are atternpting to redirect h d s

fiorn renewing (or creating) infiastructure to other more pressing concems, such as the
provision of public services and incumd tax tinancing (Colman, 1989, pg.6). ï h e mult
is that much of the needed infiastructure development, such as the construction,
replacement, or rehabilitation of roads, bridges, sewage treatrnent plants, libranes,
schools, and so on, is simpiy not k i n g realized. It is becoming increasingiy difficult for
govemments to continue to use traditional financing methods, such as deticit financing or
tau increases, to pay for public services. Consequently, the challenge facing govemments

is to fmd new methods that would allow for the completion of these projects as
efficiently as possible. without jeopardizing their credit ratings any further.
Concurrently, there have been tough restrictions piaced on private fimis who are
seeking to develop new growth oppoftunities (Colman, 1989, pg.6). For example, the
availability of ample public facilities will detemine the number of development pemiu
ganted. The challenge facing private institutions is to find a means of cultivating new

development possibilities, whether they are private or public projects. PPPys seem to
offer both secton a solution to their respective challenges.
Accordingly, there is increased wvillingness on the part of govemrnents to utilize

PPP's for an expanding array of projects. As a result, PPP7s have become the most
popular alternative to the conventional financial approach of providing various foms of
infrastructure. They are k i n g viewed by the public and private secton alike as the
vehicle that \Ml1 rescue them From the deteriorating status of roads, bridges, correctional
institutions, and other public facilities and the costly and doubtful status of current public
wvorks projects. PPP's are aiso k i n g used in the building or maintenance of bridges,
buildings, utilities, treatment plants, conectional facilities, airports, and so on.

I. 1

Historicaf Perspective

The rem "pnvatization" is a relatively new economic tem. It was introduced in
1968 by Peter Drucker and popularized in 1972 when Anthony Pascal presented a piiper

on the private provision of public services to a conference in Nonh Carolina (Hirsch,
199 1. pg. 4). Since then, the t e m has become a household word, being used consistently

in rnost European and Nonh Amencan countries. There has never, however, k e n a clear
dichotomy benveen the public and private secton.' The director of the pnvatization
division of the Rothschilds merchant bank in London, Oliver Letwin, aff?rmed that
"Economies have.. .been mixed since time out of mind. The 'public sector' and the
'pnvate sector', in many ways different and ofien hazily distinguished fonns, have been

'

For the purposes of this papa, "private enterprise" or "private sector" shdl refer to both profit and
nonprofit organizations and individuals acting in a private. nongovernmemal capacity ( O ' l o o ~ .1996).

present together throughout history*' (Martin, 1993, pg. 2 1). This dichotorny has become
even less distinct with the introduction of privatization, and more recently, PPP7s.

With the tremendous desire of most countries m u n d the world to quel1 the rising
tide of govemmental involvement in the marketplace, pnvatization has corne to be seen
as the new tenet in public sector econornics. Indeed, Colman (1989) asserts that "it is not

only logical but inevitable that in a democratic system governmentally and a capitalist,
free enterprise system economically, the general goals and interests of public and private

sectors be compatible and mutually supportive most of the time" (pg. 174).
Govenments from around the world have begun to redetine their responsibilities
within the market place. By modifying their policies on privatization and dereylation, it
seems that govemments have attempted to remove themselves entirely from the

rnarketplace. This shifi in pnonties is mainly the result of advice given by experts, such
as economists, accountants, the Worid Bank, the International Monetary Fun4 and the
like, who share the same basic outlook. "Their.. .outlook is that the fiee market knows
best and the private sector dws best, that the state's main task in economic and social
development is to rninimize impedirnents and maximize inducements to private capital
accumulation" (Martin, 1993, pg.6). The expem believe that the structure of markets
allows for greater revenue generation, the creation of incentives, and the maxi-mization of

eficiency, and that these benefits that accrue from market operation are reduced if or
when, govemments intervene in the marketpace.

While most first-world country govemments wvere considering the implications of
privatization as early as 1959, when West Germany arranged the sale, to the public, of a
block of shares in a mining and electncity Company called Preussag, they took no

definitive action until the late 1970's (Letwin, 1988, pg.8). in 1975, a pamphlet entitled
Whv Britain Needs a Social Market Economv delineated the opinion that rvas to become

the benchmark for mass-privatization: "There is now abundant evidence that state
enterprises in the UK have not served well either their customers, or their employees, or
the tax payers. For when the state owns, nobody owns; and when nobody owns, nobody
cares" (Letwin, 1988, pg. 10).
The act of privatization really gained acceptance when? in the early 19803,
Margaret Thatcher, then the leader of the goveming Conservative Party, sold several
corporations held by the British government, such as British Telecom, British Ainvays,
British Gas, Jaguar, and part or al1 of its shares in British Sugar? British Aerospace,
British Steel, and British Petroleum to private interests (Hirsch, 1991, pg. 2). Spumng
this increase in privatization of public corporations was a growing acceptance of private
enterprise. Conservatives began to expound the benefits of the private provision of goods
and services. T.E. Borcherding argued t hat

The literature seems to indicate that private production is
cheaper than production in publicly owned and managed
finns... The public choice approach not only recognizes
the differences in behavior between publicly owned and
managed firms and private ones [which result from] limited
transferability of ownership. It also considen the likely
oveaupply of public services due to the lack of
cornpetition in their provision and production (Hirsch,
1991, pg. 5).

In addition to this, the need was, and is, king felt for a reduction in govemment
spending. In many first-world countries, business people and govermental officiais
alike came to believe that current govemment spending levels were unsustainable. and as
such were the pnmary contributor to ever-increasing federal deficits, the financial strain

on al1 levels of govemments, and a sustained taxpayer revolt. William T. Gonnley, Ir.
( 1991) M t e s , " m e r the end of World War

4 govemments al1 over the worid assumed

increasing responsibilities for the welfare of their populations, thereby affecting the lives
of more and more people- In this process, govemments may have overreached and afier

more than forty yean ofactivist govemment, a reaction was to be expected" (p. 26).
Gomley believes the motivation behind the trend to privatize public corporations
onginares from government's over-involvement in social welfare programs. This resulted
in continuously escalating tax levels a n 4 accordingiy, people's desire to quel1 the rising
tide of govertmental involvement, both within and outside, of the market place.
By the late 1980's, many countries had followed Britain-s lead and had begun to
seil off crown corporations. Japan privatized Japan airlines, Nippon Telemph and

Telephone, and many other public corporations. M y sold Alpha Romeo, Turkey sold
the Bosporus Bridge, France pnvatized Saint-Gobain and the Paribus bank, and

Singapore, Mexico, Argentina. Brazil, and Spain al1 sold impoflant public enterpdses
(Hirsch, 1991 ).
Collaboration behveen the public and private sectors toward a common, public
objective had intensified. By the mid 1WO's, govemments began to seek altematives to
the mass privatization of national companies, typical in the 1980's and early 1990's.

They began instead, to search for innovative financial techniques that wodd SuPPon

pnvate involvement in typically public domains. This search led to the creation of PPP's.

PPP's afford both govemments and private firms the means of overcoming their
respective obstacles.

The public sector kgan to realize the psibilities that existed

an alternative

monetary source, available to them through public-private partnenhips. At the same

time, the private sector was excited by the development opportunities that a partneahip
would bring them.

The public sector has begun to utilize PPP's as a new interpretation of

pnvatization. When govemments privatize companies or senices, they usually receive a
one-tirne, lump s u m pay-off for the ownership rights of the good or service in question.
PPP's allow govemments to extract more capital for a longer period of time. By the

same token? most private firms are experiencing " a crisis in productive capital" which
has led them on a search for profits (Marshall, pg.4). Through the use of PPP's, private
firms seem to have found a source for those profits in the provision of public services.
These collaborative efforts, or PPP's as they came to be called, encompassed

everything fiom the provision of sector-to-sector advice, to the relinquishent of public
responsibilities to the private sector ( O'Looney, 1996).

2

A Growing Trend

During the past tifteen years, public services have corne to be associated with

deficit financing and tax increases due to the fiscal repercussions of persistent high
unemployment, high interest rates on the debt, and pervasive stagnation in the
macroeconomic arena (CAW, 1995). Consequently, the social programs and services.

which were introduced dun'ng the pst-WWIl era, seem unaffordable. Contray to
political propaganda, however, this was not due to the expansion of the social safety net.

In fact, over the pst fifieen years, these prograrns and senices

have faced continuous

cutbacks (CAW, 1995).
There has been a sizable amount of political indoctrination that bas lead many

people to believe that the scope of the public sector has reached some form of intrinsic
limit and continued expansion of public seMces will only add to the already heaw
burden carriedby the govemment. This has been the rationale used by govemments and

private f i m s aiike, to support the increased use of PPP's. Their rationalization, however,
is simply untrue. As explained above, there has been a contraction, rather than an
expansion in revenue reserved for public services. ï h e constraint on our finances cornes
not from the deterioration in society's economic ability to maintain our public sewices.
but instead from the control and distribution of ow wealth.
"Rather, it was because of the terrible impact of chronic
recession, and the high interest rates which have largely
caused that recession, on govemment finances. Tax
revenues declined, expenses on income security programs
exploded, and
worst of all
huge amounts of public
revenue were transfemed into the pockets of well-off
bondholders and financiers, thanks to the ciramatic and
permanent rise in real interest rates. For the provincial
govemment, fiscal dumping in the form of cutbacks in
transfers from the federal Ievel has exacerbated the
problem" (CAW, 1995, pg.3).

-

-

It is for these and other reasons that our govemment has been experiencing fiscal

difficulties.

"Some of the public sector's failings can be attributed to outmoded

structures and rnethods, some to chronic underfhding and some to govemment decisions
to cut them or prepare public opinion for privatization" (Mariin, 1993, pg. 6).
Govemments seem willing to allow the citizens to believe that the reason PPP's bave
become so important and utilized is because the fun& no longer exist to suppon the

established social programs and infrastructure. In reality, however, the truth may be that
the people within governments chose to follow the agenda's of private finns, and as
such, look for ways in which to limit governrnent involvement in areas deemed marketbased.

This c m be seen if one examines the attempts by the govemment to increase
taxes, apparently as a means to increase available revenue. The implementation of tax

increases. however, has not typically been used to fwrd new programs. hstead, they have
been implemented to maintain the same level of existing services and to pay for
increasing dollar costs (CAW, 1995).
Of particular relevance to this thesis is the trend of public infrastructure

investment relative to the gross domestic product (GDP).This compa"son delineates the
amount of funding allocated to public infrastructure as a proportion of GDP thereby

giving us an idea of how govemment spending on public infrastructure has changed in
recent years. It is evident that the trend in govemrnent spending on infrastructure as a

whole has decreased steadily during the past nventy yean. This can be seen in the P P ~
below. While spending levels have fallen, however, the amounts r-uired

to maintain

infrastructure Ievels, have not. This is one of the most obvious reasons why the use of
PPP's has become so popular. The government must find new sources of revenue to

maintain existing infrastructure levels, in addition to creating new infiastmcture projects,
and hence, has tumed to PPP's for a seemingly economical source of revenue.

Pu bfic Infrastructure Investment Relative to GNP

Percent

O Yemly Investment
Yearly
Investment

Source: Price Waterhouse, 1993

Most of the goods that are cunently provided publicly could dso be provided
privately.

With the advancement of technology, even goods that were previously

considered pure public goods can now be provided privately. There has also been a
convergence of the interests of local and provincial govemments and the private sector,

which has acted to increase the usage of PPP's. These emerging common interests are

summarized in a 1982 Cornmittee for Econornic Development (CED) report:
Arnerica's urban communities possess the resources
of an advanced and affluent society: highly educated and
skilled individuals, productive social and economic
institutions,
sophisticated
technology,
physical
infiastructure,
transportation
and
communications
networks and access to capital. Developing this potential
will require cooperation.
Local govemrnents ~ i l need
l
to detine their role
and manage their operations in new ways. They will
require active assistance and appropriate legal, financial,
and administrative tools frorn their state govemments. To
make full use of the private sector's potential, local

govemments will ne& to adopt an entreprenewial
approach that anticipates needs, seeks out opportunities,
and encourages an effective coalition of public and private
efforts (Colman, 1989, pg. 127).
Many govemments see privatization as an omnipotent tool that ~ i l relieve
l
their
financial distress. By privatizing crown corporations or service provisions, govemments
believe they can relieve some of the associated financial strain. in reality, however, the
actual act of pnvatizing a business or industry is extremeiy difficult to carry out.
Privatization is different than employing a PPP since, in this case,the government simply
sells its interests, and al1 resulting responsibilities, to the private fim. With a PPP, the
government would retaïn some fom of responsibility. As described below, the problems
associated with privatization led to the further appeal of utilizing PPP's.
The definition of privatization is the "transfer of an enterprise from public to
private ownenhip, either partially or totally" (Bos, 1986, pg-31). Any given group of
individuals in that area, however, may repudiate this 'msfer'. As with the privatization
of the Manitoba Telephone System (MTS)in Manitoba, Canada, in 1996, the New

Democratic Party obstructed the sale for many months by utilizing political loapholes in
the Legislature. They were convinced that the sale of MTS wodd result in increased user

costs for consumers. Moreover, they believed that any financial benefits gained from the
sale of MTS would oniy be temporary, since it was a one-time m e n t . Consequently,
the province would be adversely affected by the sale since they would no longer be in a

position to collect profits from the Company.
Once the decision is made to privatize, many public obstacles, such as concems
about distributional effects of the kind described above in the case of MTS, must be

overcome. It is important to understand that the reasoning behind the push to *vatize is
the ideology that private mechanisms more readily achieve cost minimization and protit

maximization, and are therefore more efficient, and hence, more desirable, than public
sector delivery of the same goods or services.

As such, governments and private

industriesalike are increasingly suggesting that the public sector concentrate on altering
their mandates so as to increase profits and, more impomtly, decrease costs. Hence, the
developrnent of PPPs is an attempt to capitalize on the strengths of both the public and
the pnvate sector, without experiencing the dificulties, such as undesirable distibutional
rffects, associated wîth complete privatization.
Underlying the transfer of infiastnicture provision fiom public to pnvate through
the creation of PPP's, are three key assurnptions. These assumptions provide the basis
and rationale for the actions of governments across Canada and the United States. They
are:
Governments believe that they are sirnply no longer able to fwid social
services using traditional financing mechanisms such as deficit financing or
tax i ncreases.
Governments believe that PPP's have the potential to create new economic
opportunities.
Govemments believe that PPP's have the potential to improve service delivey
to the public (Nova Scotia Deputies' Cornittee, 1995).
Underpinning these assumptions is the belief that the creation of a private market for the
provision of public goods is a feasible and desirable substitute for their public provision
(Fosler, 1 990).
Until recently, the traditional method for implementing such projects was that the

govemment would contract out the design and construction portion of the project and
finance it through a combination of initial capital payments taken from tax revenues,

borrowed funds, and the assumption of debt-load by govemment. Upon completion of
the project, the govemment would assume responsibility for al1 operating and

maintenance tasks. Under the alternative PPP delivery approach, the implementation
rnethod usual Iy diffen dramatically from this traditional method.

1.4

Current Situutions

The governent has been the traditional supplier of infiastructure and its
development for many reasons (Hodgson, 1996, pg.3). Firstly, the planning required to
establish something of this magnitude must be carried out at the macro level. Secondly,
the economic scale of these types of projects necessitates the availability of vast financial

resources. Thirdly, the degree of risk experienced requires a long-term cornmitment
from the project sponsor. Finally, infrastructure developrnent can be classified as a
public good in that it indirectly benefits every mernber of society. As such, it is
impossible to rxclude some penons h m enjoying these benefits. Traditionaily, this
meant that private firms were extremely reluctant to provide these types of infrastructure.
However. with the advent of PPP's, a system has been developed that allows private

firms to reap some form of financial reward in exchange for providing certain traditional
public goods. This system is comprised of many different forms of PPP's and will be

explained in depth in section 2.3.
Public and private enterprises are becoming increasingly interested in the private
provision of infiastructure.

"The Bush Administration's proposed fiscal year 1991

budget document, for example, touted a proposed private toll road in Virginia as an
example of the kind of creative publidprivate partnenhip needed to address the nation's

nansponation problems. The Environmental Protection Agency (EPA) has launched a

major initiative designed to foster pubiic/private partnerships in environmental
infrastructure, such as water and wastewater treamient plants" (Gomez-hanez et. al.,
1990, pg. 143).

Currently, most infiastructure funding d l 1 cornes fiom public sources. This,
however, is quickly changing. Every province in Cam& has at least some form of PPP
already operational.' Lt seems evident that the trend towards PPP usage wiil only get
stronger. It is important to note, however, that the concept of PPP7shas "more to do with
efficiency, pricing, technology, and shifting burdens among usen, taxpayen, and wage
earners and arnong economic and financiai secton', than with the total quantity of
infiastmcture provided (Fosler, 1990, pg. 179).

1.5

Thesis Motivafion and Ovemieu
More ofien than not, those who are seeking to promote the use of PPP's take the

supenority of the private sector over the public sector for granted A decision to use a
PPP because of unsubstantiated claims could have disastrous consequences for goveming

bodies and tavpayen alike. Therefore?a cornplete analysis of the economic and financial
effects associated with PPP's m u t be done to check the uninfonned usage of PPP' S.
In this thesis an effort will be made to gain insight into the economic and

financial implications of PPP's. Chapter 1 will provide an introduction to PPP7s. [t wiii
also examine the growing trend of PPP usage. Of particular interest are the current
situations facing governrnents and private businesses.
See Appendix

D for a comptete listing of PPP's within Canada.

Chapter 2 ~ i l examine
l
the

different s p e s of PPP's and the reasons for their increased acceptance. It will also
provide a description of the characteristics associated with PPP's as well as the
advantages and disadvantages that go along with this fom of privatization. Chapter 3
will address the economic theory in an eflort to undentand the economic conseqwnces

of increased PPP usage. Everything from their impact on efficiency to environmentai

implications will be covered This will be followed in Chapter 4 by a financial analysis
of PPP's.

Most important are the budgetq entanglements and the differences in

borrowing costs when using a PPP instead of the more conventional financing
approaches. Chapter 5 presents two case studies of PPP's found in Canada. This chapter
w i l l attempt to delineate the fundamental differences inherent in every

resulting after-effects.

PPP and the

The final chapter, Chapter 6, is a concfuding summaq that

includes some viable alternatives ?O the widespread use of PPP's.

2.0

DESCRIPTION OF PPP'S

2. l

Types of PIlbIic-Pn'vate Pa~nemhips
The tem public-pnvate pamiership (PPP) describes a project in which there is a

mixture of public and private responsibilities. What the responsibilities of each rnember

of the paruienhip entail is unique to each project and depends on the terms agreed upon
by the parties. PPP's inclwle a wîde range of ciiffirent projects

- everything fkom the

restoration and maintenance of old building and prisons to building and operating new
highways and water treatment plants.

PPP's can encornpass the entire spectrum of levels of public and private
involvement, as shown in diagram 1 below.

DIAGRAM 1

F d l y Public

Fully Private

Service
Contract

Turnkey
Contract

LeaseBack

Build-

Divestiture

Own-

OperateTransfer

On the extreme lefi, the govemment assumes sole responsibility for ali aspects of
service delivery and infrastructure provision.

The other extreme sees al1 of these

responsibilities delegated to the private sector. Between these two extremes, there lie
vatying degrees of public and private responsibility, which are explained beiow.

The key to understanding the many foms of PPPTsis to understand that any PPP

has many characteristics that could change, thereby changing the PPP itself The variable

characteristics of a PPP are:
Design Methodohgy (Who does it and how is it done? Eg. 3: Are new
technologies employed in the design process and which parnier is
responsible?)
Consrnrcrion Responsibifity (Which partner is responsible for this aspect
of the project?)
Financing Arrangement (Which parnier secures the financing? How are
payment scheàules set up? What interest rates will be useci?)
Operuting Responsibility (Which piutner is mponsible for the operation
of the facility or project?)
Maintenance Resp0nsibil-y (Which parmer is responsible for the
maintenance of the facility or project?)
Revenue Source (Which partner will provide the required revenue? 1s it
provided jointly or only by one partnef?)
Uwnership:
- Privaie (1s the facility privately owned and leased to the
public sector?)
- Public (1s it publicly owned and leased to the private sector?)
Orher (1s it publicly owned but 'on loan' to the private sector
who collects its profits through user fees?)

-

A change in any one, or several, of these characteristics changes the nature and form of
the

PPP. Therefore, the nine types of PPP's explained below represent only a sample of

ail of the different combinations of variable chacteristics that make up PPP's.
Accordingly, it can be very dificult to categorize PPP's into a finite and manageable

nurnber of types.

One of the main problems encountered throughout the research of this thesis was
the lack of information available describing the differing types of PPP's. Consequently, 1
was forced to develop explanations of some of the different foms a PPP can take.

Service Conrraçrs

Begiming on the extreme lefi-hand side of diagram 1, there are operations and
maintenance semice contract.. This is the most fully public type of PPP and the most
common area in which PPP's have k e n used to date. The operation and maintenance of
infrastmcture is typically contracted out by the public entity to private interests. This
form of service contract is also referred to as outsourcing. Typically, a pnvate tirm is
hired to operate a publicly owned facality as specified in a preamged contract.
Contracting, however, can also be applied to governments that work with each other and
voluntary and nonprofit organizations (Bish, 1986).
Outsourcing occurs for many reasons, the main one k i n g cost savings. Most
governments believe it is more efficient to contract out operation and maintenance

s e ~ k e than
s
it is to have them done in-house. This is usually the case because when a
project is outsourced, typically non-unionized labour is used which translates into a
savings in the production costs incurred by the contractor. The services provided can

include anything from road and bridge repain to solid waste and/or snow rernoval.
Municipal governments throughout Canada have a long histov of mntracting out

those types of projects that do not occur on a regular basis (Kitchen, 1994). For instance,
the construction of buildings, construction, maintenance and operation of water and

sewer lines and treatment plants, and the enlismient of professional services such as
structural design and legal advice have been among the traditionally outsourced services.
Subsequently, this list has grown to include such project headings as waste management,
persona1 and property protection, social and cultural services, transportation services, and

administrative services (McDavid, 1988).

7'he ideology behind the use of outsourcing is that it improves the competitive
arena, thereby generating iower operating costs per unit produced (Kitchen, 1994). The

increased competitive environment also c m e s positive incentives for contracton to
become more escient and penalties if they do not.
Ordinari1y, contracts are judged using a competitive t e n d e ~ gsystem where
pnvate firms or other govemrnents ay to out-bid each oîber, each attempting to present
the lowest bid. In addition, some municipaiities have developed a system of dividing

regions into subdivisions (Kitchen, 1994). SeMces for which economies of scale do not
exist are then contracted out in an attempt to encourage the participation of smaller fimis
to bid on contracts, which would othenvise not have occurred if the contracts were too
large.

User Fees

The level of private involvement increases as we move towards w r fees. User
fee emplo-ment, also known as user-based tinancing (UBF), is steadily growinç in

frequency because it enables the public entity to transfer some of the operation costs io
the consumer. Moreover, user fees are typically able to generate an amount of funds

suffkient not only to recover the capital costs of the project, but also to funiish, most, if
not al1 of the project costs associated with operation and maintenance (Colman, 1989,

pg. 134).
Theoreticall y, user fees can be applied to almost any pub1ic service. Tuition fees
for schools and universities, charges to use libraries, public swimming pools or national
parks are al1 common examples of user fees.

There has been a lot of opposition to the application of user fees because they
essentially limit the nurnber of people who are financiaily able to take advantage of the
services offered. For instance, in Canada, pay-for-service medical support has been
vehemently opposed but is k i n g increasingly utilized by provincial govemments who are
looking for an easy means of confionting rising debt levels. Toll roads are a more
cornmon and l e s controversial way to decrease the costs incuned by govemments.

Design Build

Designhuild or himkey arrangements follow wïth even p a t e r levels of private
involvement. These types of projects can encompass varying degrees of involvement
from the basic design and build contract to the much more complex finance, design,
build, own, and operate model.

Each of these has varying components and

consequences.

In the pas, when public entities have made the decision to initiate an
infrastructure program, they have used a more conventional systern than those associated
with PPP's.

Initiafly, a consultant was hired to design the structure given certain

parameters, draw up tender documents based on the design and to monitor construction.
Contracton wvould then be invited to submit proposais for the work and the successful
bidder would acquire the responsibilities associated wvith the construction of the project
in question. In tum, the contractor would usuaily hire subcontracton who would obtain
the necessary labour, typically but not exclusively u n i o n i d This process is s h o w in

the diagram betow.

CO-\i'SlZTANT

CONTRACTOR

The advantage of this approach is that the design is completed in advance so the

budget is reasonably fixed through the process of cornpetitive bidding. The engineering
consultant is responsible to the owner and maintains an independent quality control over
the contractor. In turn, the contractor bids on a reasonably fixed design.
The disadvantage of this approach is that it stifles creativity in the sense that the
contractor is not involved in the design process and simply bids on a given design. Both
the consultant and the public entity tend to be wedded to the design because it may be
inconvenient or risky to change any given element once approval has been secured.
Often, consultants and contractors find themselves at odds over specifications, quality,
method or timing of work. This might lead to lengthy, timeconsuming conflicts that
rnight end up costing the public entity money in time los and conflict resolution
agreements. Finally, the public entity has little control over factors which may lead to
cost over-nuis in the conventional approach.

PPPyshave the potential to overcome these problems by addressing those factors
thar engender the dificulties expenenced with the conventional approach There are,

however, many different kinds of PPP's and the suitability of each PPP for individual
projects must be decided ahead of time to ensure the best result possible.
The term design/build, or tumkey arrangements, is w d to classify projects in

which a single private tirm is contracted to design and construct a facility for a
guaranteed price, according to specifications required by the public entity. The private
firm then hires consultants as well as subcontractors, at its own discretion.

The

contractor parantees a specified level of performance, is responsible for scheduling and
coordination and becornes the single point of mponsibility.

In this instance,

construction and completion risks are borne by the private firm while ownership and
operations are the responsibility of the public entity.

One of the largest turnkey

operations awarded occurred in 1993 in Bangkok, Thailand, where a British Company
won a S260 million design/build contract for the city's wastewater treatment plant and

the infrastructure associated with it.

Many proponents of PPP's believe that this method wifl assure a better quality
facility at a lower price than could be accomplished in-house. It encourages creativity in
the design process since the design need not be completed when building begins, but

rather can proceed along with construction. This allows for fast tracking of construction

and for cost-saving innovation. Incentives can be built into the arrangement so that any

cost savings can be shared. If the contractor provides financing tao, then the possibility
may exist for the project to start eariier than othenvise.

The disadvantage of the design-build approach is that the owner loses some
control over quality since there is no longer an independent consultant to reiy upon.
Contracton and consultants also cornplain that they must do considerable up front work
at their own risk developing proposais for preliminaiy design with no guarantee of

getting the business. From the point of view of transparency and democracy, the PPP

arrangement shifts much information, which would otherwise be in the public realm, into
the realm of confidentiality on the ground Mt the private sector must retain

competitiveness. The Charleswood Bridge in Winnipeg, Manitoba is an exampie of this

form of PPP.

Design*RuildOperute
With the design-build-operate (D-B-O) arrangement, the private partner uses its
own fun& to build and operate the facility for a prearranged nurnber of yean before it is
tumed over to the public partner for a predetermined fee. Ownership of the facility

remains in the public entity's hands. In effect, then, the private partner is sirnply hired to
build and operate the facility in place of the public partner. This is the mode] for the

fixed link behveen Prince Edward Island and New Brunswick. It was designed and built
by a pnvate fin. The pnvate firm will retain ownenhip and operate the bridge for a

penod of 35 years, after which ownership, and al1 related operations, will be transferred
to the Province of Prince Edward Island.

Design Budd 'TransferOperate

Another arrangement is design-build-transfer-operate(DB-T-O). The difference
between this arrangement and the previous one is that, upon completion of the project,

legal ownenhip is transferred to the public sector. The facility is then leased back to the

private partnet who takes over operations, thereby recovering its investment and profit
margin through user fees and commercial enterprises. Altematively, the public sector

themselves could operate the facility and pay the pnvate partner out of operating fees or
general taxes. The California Deparment of Transportation employed this PPP mode1 in
its partnenhip development with pnvate toI1 r

d operators (Price Waterhow, 1993,

pg-5 )-

hase

Develop .Operare

in the instance of leasedevelopoperate (Lm), the private partner designs and
builds the capital project and then leases it to the public parnier for a predetermined
penod of time. This fom of PPP may also be applied to existing facilities in which case

the private partner wouid operate and expand a pre-existing facility under a long-tem

lease agreement. At the end of this period, ownership of the facility reverts to the public

partner.

The difference between this method and the D-B-O method lies in the ta..
implications for the private parmer. With a lease agreement, the private fim is able to
daim capital cost allowances corn 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

differencein lease costs from what it would have been had the D-B-Omethod been used.

In addition, this method alleviates the legai difficulties associated with pnvate-ownenhip

of a publicly financed faciiity. Under this fonn of PPP, Johnson Controts has operated
and made improvements to Teterboro Airpon in New Jersey (Pnce Waterhouse. 1993,
pg.4).

Suie Lease Back
A comparable PPP is the saie-Iease back method in which the public sector sells

the assets to the private sector and then leases them back. This arrangement can apply to

almost any form of asset, including Iibraries, swimming pools, arenas, etc. The public
sector gives up ownenhip of a fixed asset in return for an immediate cash payment and
then incurs an annual lease charge to have ongoing access to those assets. The pnvate

sector usually borrows to purchase the asset and finances its borrowing and profit margin
out of the lease payrnents, in the process depreciating the asset for tax purposes.
The attraction to the public sector is the access to cash, which can be used to
finance new capital projects or to reduce outstanding debts. The disadvantage to the

public sector is that lease payments then become contractual obligations on the budget
and usually at implicitly high borrowing costs. Federal and provincial govenunents may,
however, end up 'subsidizing' lease payments through asset depreciation provisions of

income tax arrangements.

Bur id Own,Operate, Trunsfer

Bui Id-own-operate-tram fer (B-O-O-T) arrangements are one of the most hl 1y
pnvate forms of PPP's. In this case, a private entity is selected by the public sector to

build and own said facility. The pnvate finn will also be responsible for operating the
f'cility for a specified length of time (generally 25 to 30 y-),

after which ownership

will be transferred to the public sector. The private firm will usually provide the

financing for this fonn of PPP,which separates it fiom a more conventional fom of PPP
in which the financing cornes fiom the public sector. This is done in an attempt to
remove some of the risk and burden associated with borrowing tremendous sums of

money. However, this method is not always beneficial for the public partnec, as shown in
Case Study 1 . The pub1ic entity wuld end up paying more for the facility through higher
interest charges and may not experience the tax relief conelated with removing the debt

charge fiom the balance sheet as it may not be completely nmovable and could be
represented as annual iease or subsidy payments. Terminal 3 Ailport Development
Corporation at the Pearson International Aiipon is a B-O-O-T model.

Vulue Capture

The last typical form of PPP is called value capture and can apply to almost al1 of
the aforementioned PPP's. Under this arrangement, the public sector attempts to profit

from the benefits derived by the private partner because of the public investment in
in frastnicture.

This would occur if development possibilities arose due to the

construction of a new bridge or rnad or if private land increased in value.

Each of these fonns show the differences that can exist within PPP's. nere are
numerous characteristics of PPP's which cannot be neatly bound into specific categories.

Each arrangement has ifs own se! of amibutes that can Vary, oflen in many directions.

Consequently, it is hard to type any PPP. The nine types discussed can be used as a
guideline to the development of a PPP,which best suites the project at hand They can

be manipulated and combineci according to the needs and specifications of the parties
i nvolved.

2.2

are hbik-îWvotc PortnetshQ's ued?

It is often argued that the 'infrastructure crisis' most governments face today is
the direct result of the expansion of public programs and seMces (CAW, 1995, pg.3). In

addition, it has been implicitly suggested that an inainsic limit on the size of the public
sector has k e n reached (Hinch, 199 1, pg. 9). What must be stressed is that as a result of
the economic situation we find ourselves in today, new and more creative means of the

provision of these services m u t be developed. This should be done, however, in
conjunction with a search for the solution to the deeper economic problems that gave rise
to Our current economic situation. That said,

PPP's are cleady one of the possible

creative approaches to take in providing services and infiastructure. Moreover, they are
being fonned with increasing frequency. As of 1996, there were 219 major PPPYs

undertaken, king developeà, or under serious deliberation within Canada. The reason's

for the use of PPP's include the lack of revenue available to governments to finance new
or renewing infrastructure programs, the increasing public acceptance of user fees in

place of taxes, and the ideology that private sector businesses are more efficient, and

therefore more desirable, than the public sector.
The view inherent in any PPP that the private sector can help in the provision of
what were historically cowidered public goods cornes from the precarious situation of

eovemment finances. Many first-world governments have found themselves at their

Ci

financial 1irnits (Martin, 1993, pg.35). Moreover, the traditional methods of tinancing
infrastructure, such as deficit financing and tax increases, are no longer viable options for
governments given the high debt and tax levels of most first-worid countries. Thus,
governments must seek new ways of raising the necessary revenues. Many cities and
counûies are finding that there is a widening gap between available public h d i n g and
their infrastructure needs (Jardine, 1993, pg.2). The consequences of this growing gap

can be seen in collapsing bridges, increased traffic congestion, unrepaired roads, and

ruptured water mains. PPP' s are k i n g considered increasingly fkequently as the solution
to the broadening insuficiency in infrastructure, decreasing opportunities for private

businesses, and problematic public endeavon (Hodgson, 1 996, pg.3). PPP's can offer a
new revenue Stream, which was previously mavailable to the public sector, to invest in

repairs or new infiastructure developrnent.
There has also been an increase in public acquiescence of direct user fees in lieu
of taxes. This can be attested to through the increased number of toi1 roads and bridges
as well as the introduction of pay-for-service medical clinics. Traditionally, governments
have used tax revenues to support many facilities, such as hospitals and roadworks.

M e n the monies do not exist to continue to fùnd these services, people seem to become

increasingly willingto pay user fees to support the infiastructure. Most cities are lookinç
to creative development strategies which would allow for a financial arrangement that

would not put additional stress on already constricted public budgets and that would not
add to the weight camied by the taxpayen.

There has been considerable pressure fiom the politicai 'right' to move toward

less govemment responsibility for the supply of goods and seMces since it sees PPP7sas
a way of allowing the public sector to be inciuded in the profits enjoyed in the pnvate
sector. Conservatives also argue that it has been empirically proven that the same level
of output could be achieved at a fraction of the cost if it were produced by the private
sector instead of the public sector (World Development Report, 1994, pg. 89).

The private sector is also pushing governments into PPP's as a means of securing
municipal works projects which bring with them a guaranteed revenue Stream from either
lease payments or user fees (Hardin, 1989, pg. 1 18).
There seems to be a general consensus that it is unlikely that PPP's will simply be

a passing fad. The Canadian Council for Public Private Partnerships has released a
collection of 219 distinguished PPP's which are either k i n g implemented or carefully
considered for implementation. The areas that PPP7scan be found range fiom energy
and the environment, waste disposal services, and transportation needs, to hospital

services, correctional facilities, arenas and museums (Canadian Council for Public
Private Partnerships, 1996). The reasons behind this belief are three-fold.

Firstly,

govemments are no longer able to use conventional financing methods such as deficit
financing andor tax increases to tùnd the sewices people anticipate. Secondly. it is
believed that PPPys wiil open the door to new development possibiiities. Finally, the
proponents of PPP7sbelieve that public-private parmering ~ i l lead
l
to improved service
delive- to the public (Public-Private Partnering Discwion Paper, pg. 1)Moreover, there seems to be a growing acceptance of the idea that less
govemment is better. Proponents of PPP's beiieve that the public sector is simply not as

qualified as the private sector to undertake the role of provider. In addition, there is a
pervading atmosphere of distnist that surrounds pub1ic figures and their motivations.
Many PPP advocates believe ail ievels of governments are interested in shifking the

burden for public services fiom the generai tax-base unto the shoulden of individuals.

2.3

Fe~tllresanâ Goah of PPP's
To be precise, PPP's are unique, cooprative arrangements between govemments

and the pnvate sector, which serve to develop or irnprove public seMces or
in fiastructure projects (Hodgson, 1996, Pg.1 ). niere are three features that can identify
PPP's from other fonns of partrterships or cooperative arrangements.

The fint is risk sbaring between the public and private secton. Traditionally, the
public sector was the sole provider of the good or senice in question. Consequently,

only the public sector bore the risk associated with the initiated projects. Likewise, the
private sector was generally the one to bear the risk of projects initiated and developed

intemally, although this was not necessarily aiways the case. With the collaboration of
the public and private secton, the degree of risk borne by each of the sectoa is now less
because of the dual responsibility generated by the PPP.

The second common feature of PPP arrangements is the amalgamation of

multidisciplinary tearns. With a pamienhip of this kind, each sector is able to use its
expertise to the best of its ability while simultaneousfy taking advantage of the expertise
of the other sector. Traditionally, there was no fom of expertise sharing between the

govemment and pnvate firms.

The final f-e

is the long-term contractual agreements that exist between the

partners. Due in most part to the magnitude of the projects initiated, the agreement will
have to be laid out over a long priod of tirne. in other words, because most of the PPP's

involve a great deal of money and responsibility on both sectors parts, the terms of the
agreement usually stipulate a long-tem payment schedule in addition to the long-terni
responsibilities procured by the private sectore
Ideally, the main goal of using PPP's should be to capitalize on the strengths of
both parties while minimizing their weaknesses.

2.4

Potertn'ai Advontoges

There appear to be many potential benefits to be gained from adopting a PPPThey can be both ideological and economic. For instance, by increasing the use of PPP's,

the role of government becomes smaller, thereby moving towards a more market oriented
economy. Conservatives have long argued the advantages of

an economic system based

on the market namely the presence of competition, in contrast to one that is heavily

reliant on government services. They also believe that the more capitalkt the economy,
the more democratic it is because of the wider ownership of shares. Since pnvate firms

are not concerned with the issue of incorne redistribution or economic stabilization, there
will be less interference with microefticiency (Bos, pg.32, 1986).

Econornically, there seerns to be the potential for many advantages to be gained
from PPP's. These benefits stem from the emergence of competition into the bidding

process to provide the good or seNice. The presence of comptition in PPP's brings

many, potentially advantageous, consequences.

Competition introduces the possibility of choice.

When PPP's are utilized,

designers of the program have options afforded them by the presence of competition,
such as new developrnent techniques or production methodologies, not available to

public entities that lack any form of competition. in other words, by introducing choice,
competition provides a means of reducing the inefficiencies identified with public
enterprises (Hirschman, 1970).
Competition also introduces an incentive structure. "Competing finns, in their
attempt to aîtract clients [or win a contract], try to find a mixture of s e ~ k e that
s best
meets customer needs. More generally, competition provides a busis for cornparison"

( S t i g l i ~1988, pg.200).

When there is only one agency involved in designing or

providing public infiastructure, or anythng else for that matter, it may be difficdt to
determine whether that agency is providing the most efficient and efficacious good or
service. Conversely, if there is more than one agency involved, a basis for cornparison

exists that will help determine efficiency leveis.
The above are two general ways in which cornpetition adds to the advantages of
utiiizing PPP's.

Competition also provides the basis for more specific advanwes

associated with PPP's.
Firstly, PPP's are assurned to reduce the c o s of production.3 This can occur
because of the innovation resulting fiom multi-disciplinary teams who are assurned to

employ better management techniques, greater access to leading-edge technology, which
anticipates better and more productive equipment, and fast-tmck construction (Hilke,
1993, pg. 15). Likewise, PPP's promise to offer a more efficient deployment of labour.

the inclination to use more part-time and temporary employees, and the increased
scheduling of off-peak work hours. This is due to the fact that private finns have more
flexibility to use new technologies, such as a fast-track design process, which allows
them to build the facility more quickly than the public sector (Gomu-lbanez, 1990,

pg. 154).

Secondly, greater efficiency may follow fiom private sector motivation to
mavirnize profits, which necessitates keeping costs to a minimum. This will only benefit

usen, however, if the private owners of a facility are forced to pass those cost swings on

In addition, the mantra of emphasizing revenues usually translates into a better quality
facility or service, which will decrease fiiture expenditures.
Thirdly, there is a reduced level of public sector risk because, typically,
development and market risk is asswned by the private sector. Moreover, it is assumed
that assessments of the projects are no longer politically motivated but rather, are based
on the market. Furthemore, PPP's can be arrangeci in such a way as to create risk
protection for the public sector in areas where there had been none in the pst. For

instance, a PPP can be negotiated so that all construction and design risks becorne the
responsibi lity of the private fimi, thereby eliminating risk traditionally sustained by the
public entity.
There is also the possibility of an improved financial position for the govenunent
due to its neotenc access to "private" sources of capital, the potential to move the cost of

such services or projects off its balance sheet, and the more efficacious use of public
sector resources.
S a A p p d i i B for a compilation of various findings.

Finally, there are the benefits received by wnsumers in the fom of lower out-ofpocket expenses

This can occw because of shorter construction times, newer

technology, andlor the ability of private fimis to take advantage of economies of scaie, as
explained in the following chapter. There are aiso a host of other benefits such as an

increased tax base, new job and career opportunjties, the transfer of information and
knowiedge, and the creation of new businesses, which can be the direct result of PPP's.

2.5

PofentiolDhâvuntages
While there seem to be a plethora of potential knefits originating fiom PPP's, we

must not negiect the fact that there are also many potentiai disaûvantages. "First, while

the private sector may be able to build facilities faster and operate them at a lower wst,

particularly when cornpetition is present or potentiaily available, cost is neither the only
important barrier to infiastnicture provision nor the only consideration in the choice

benveen public & private providers. Local neighbohood and environmental opposition
to the siting of new roads or solid waste facilities, for example, is oAen as much of a bar
to infrastructure investment as cost" (Gomez-Ibanez, 1990, pg. 144).

Moreover, by delegating certain private fims to supply public goods and/or
services, the public sector r u s the nsk of creating a monopoly if the PPP is not regulated
and with the appropriate incentives in place. There may be serious economic and social

repercussions if the PPP is not structured properiy.

PPP's may

also be met with a great

deal of raistance fiom different sources-

People may not relish the idea of having to pay a user fee for a sewice that was
previously free, or at least heavily subsidized. Public employees codd undemtmdably

fear pay cuts and job loss because of the teadency for privatefims to use non-union
labour or cut workers' wages and/or bewfits in order to decrease production wsts.

There are many difficulties comsponding to establishing the process of
accountability. PPP's can threaten the accountebility generally present in traditionally
hinded infrastnicture programs by limiting the ability of the public to hold the providers

of that semice responsible (CUPERcsearch, September 29, 1995). "Privatization m a k a
it easier to tire people, to hire for les, or cbarge more, to elevate the interest of profit

over the interest of consumers And it cuts the ties of political accountability; once
privatized, public cornplaints are refemed to a private bureaucracy, even more faceless
and unresponsive than the public one, a bureaucracy without fear of political oversight

for intervention" (Dalton Camp, Toronto Star, August 9, 1995)- If decision-making is
taken out of the han& of the government and given to private enterprises, how can the
government ensure that public policy objectives and delivery standards are met? In
addition, the absence of accountability genedly results in higher provision costs for the

consumer (CUPEResearch, September 29, 1995).
Facility users eould be harmed by the implementation of a PPP in two ways.

First, if the nominal coa of public sector financing were less than the nominal cost of
private sector financing, the user will likely make up the difference by paying increased

user fees. Secondly, private owners may be able to charge user fees that are greuter than
the operating and building costs incurred by the private company. Private finns are able

to do this because PPP's increase the opportunity to exploit any monopoly or market
share (Gomez-Ibanez, 1990, pg. 170).

Of course, the real cost to the taxpayer may not be evident at the onset, or even
many years

the project Rivate firmscanwt usually bomw money as cheaply as the

public sector can, which intnnsically raises the cost of capital prajezis. Furthemore, the

public sector will most likely be unable to remove the monetary cornitrnent to the
projeçt from their balance sheets, even where a poject is tinanced by the private sector.
For example, in a lease arrangement, the fuhue lease liabiliîy ought, popnly, to be

capitalized and shown as a liability on the balance sbeet, in much tbe same way as
borrowing to financeprojects by more conventional means, would k mted.

PPP's also present the problem of disregarded public policy requirements. The
widespread use of PPP7smay not expedite the commiuioning of public policy objectives.
PPP's are also likely to sacrifice the public interest for the exhaustive pursuit of profits
because pnvate firrns are facing limited profit levels in the more traditionai pn'vate

arenas. Conventionally, public services and infia;stnicture had to meet the criteria of

accessibility, univedity and quality. With private provision, there is a good chance
these criteria will simply be disregarded in the search for higher profit margins.

3.0

ECONOMIC ANALYSIS
As illustrated in chapters 1 and 2, the main perceived difference ben~eenthe

public provision of goods and seMces and the private provision of those same goods and
seMces is cost. It is believed by the proponents of PPP's that the private sector can

produce these goods and seMces at the same, or greater, measure of quality but with
decreased cost levels. In view of this, we need to use economic theory to study the
behavior of the producen to establish how fims organize their production efficiently and

how they are able to change their costs of production as their input prices and levels of

output change. In so doing, we should be able to detennine whether one firm or sector is

more efficient than another.
During the production process, firms take inputs, or factors of production, and
tum them into outputs or products. The main inputs in any production process are labour,
materials, and capital. The cost of acquiring and using these inputs converts into the cost
of production. An input combination is economically efficient when "it has the lowest
opponunity cost of those input combinations that can be used to produce the desired
output" (Katz and Rosen, 1994, pg. 78 1 ). That i s a production process is efficient, in

economic terms, it if produces the desired output (at the desired level) at minimum cost.

Economics is the study of how people and societies fope with scarce resources.
Each society must detemine the most effective and efficient way to utilize the finite
resources available to them. The gowing consensus in North America and parts of

Europe is that the private provision of traditionaily publicly supplied goods and services
is now the more efficient means of production.

This belief is supported by the

assumption that the private sector is both economically and financially superior to public

sector provision. Occasionally, this assurnption is supported by the evaluation of certain
projects that delineate this superiority by measunhg its performance. More ofien than not,
however, this belief in the superiority of private provision is taken for granted by

advocates of PPP's, a daim that is most o k n made on the grounds of efficiency. This
practice could result in the perpetuation of incomplete information thereby resulting in
ineffective conclusions. To remedy this, practical assessments of project performance

need to be conducted in such a way as to measure the entire range of economic and
financial effects of PPP7s.

This chapter presents an economic foundation fiom which these assessments

should be considered It illustrates the economic theory required for understanding the
various implications of PPP's.

In order to understand these implications using economic

theory, it is important to explore some components of microeconomic theory. These
include production and efficiency, economies of scale, and economies of scope. Each of
these areas w i I I give greater insights into the theoretical pros and cons of PPP's,
particulariy from the standpoint of the emciency claims on which are based arguments in
favour of further proliferation of PPP's.

Throughout this and the next chapter, key questions wiil be raised that will be
applied to the two case studies that follow in chapter 5. These questions will be the

determining factors in the desirability of a PPP. ï h e y will be asked of each PPP to

detemine is potential benefit or harrn.

3.1

Impact on Efficiency
The purpose of this p p e r is to determine whether the incr~asedusage of PPP's is

providing the purported gains in efficiency. It is therefore important to assess exactly
what a gain in efficiency consisis of and whether PPP7s actually create a situation in

which these gains c m occur. This section details the measurernent process of a gain in
efliciency by examining cost minimization, econornies of scope and economies of scale.
When assessing the impact PPP's may have on efficiency, the first step in that

decision-making process is to establish parameten on the set of socially acceptable
choices for i n f m c t u r e , service delivery, and maintenance. Measuring efficiency can

provide information on whether the desired output is king produced at a minimum cost.
However, eficiency can tell society nothing about wvhether cost minimization is socially

acceptable or not, given the resuiting consequences. For instance, a PPP project may be
deemed eficient because it utilizes non-unionized labour, which is considered to lower
overall labour costs for the production Company. This 'cost savings', however, rnay lead
to higher economic costs, (such as a decrease in consumer expenditures, increased
savings levels, and other drains on the econorny) in the hiture. Therefore, before
deciding conclusively whether PPP's have a positive or negative impact on eficiency,
boundaries must be set for defining society's choice set-

Once this choice set has been defined, the second step in the decision process is to
measure a PPP's impact on efficiency by examining its ability to minimize costs. As
previously mentioned, costs minimization is affected by the production inputs, labour,

matenais, and capital. The relationship behveen these inputs and the production process
is described by the production fiinction. The production function denotes the output (Q)
that a firm would produce for each designated combination of inputs and a given
technology. Production functions are usually expressed using two inputs, capital (K)and

labour (L) for simplicity and is written as
Q=F(K,L).

From this equation, we can define two partial derivatives, dQ/dK (or QK) and

aQ/i?L (or QL). The partial derivative QK represents the rates of change in output with
respect to infinitesimal changes in capital, while labor input is held constant (Chiang,
1984, pg. 176). QKis also referred to as the marginal physical product of capital (MPPr),

or the additional output obtained by employing one more unit of capital. Similarly, the
partial denvative QLrepresents the rates of change in output with respect to infinitesimal

changes in labour, while capital is held constant, and is referred to as the MPPL or the
additional output obtained by employing one more unit of labour.
If we wish to know how the MPP for a factor behaves as we increase the amount

of that factor, while holding the amounts of the other factors constant, we take the
derivative of the

MPP. The production function exhibits increaring marginaf refums to

labour if the MPPL increases as the arnount of labour employed increases:

dMPPL/aL> 0.

Likewise, it exhibits constunt murginal refunrr if dMPPL/dL

=

0, and dirninislring

murgind refurrrî if ôMPPL/aLc O.

The marginal rate of technical substitution (MRTS)indicates how much more of

one factor the firm needs if it is to produce a constant quantity of output as it reduces its
use of another factor- The MRTS is calculated by taking the ratio of MPP

MRTS = MPPL/MPPK.

Finally, the degree of returns to scale is the rate at which the amount of output

increases as the firm increases al1 factors proportionately.

The r e m to scale is

detemined by seeing what happens to output when the firm increases al1 inputs in the
same proportion. Let B be a constant greater than 1. Then retums to scale are increasing,

constant, or decreasing depending on whether

mL,BK) is greater than, less than, or

equal to BAL,.K).'

The production h c t i o n is designed to indicate the differences resulting fiom
varying combinations of labour andfor capital. As technology changes, so too does the

production function for each firm.
It stands to reason, then, that in order to detennine whether the private sector is

indeed economically superior to the public sector, in the provision of goods and services,
we must first examine the production functions of both sectors for a given project and

gîven technology level. A cornparison must be made of the varying inputs and the

resulting outputs to determine exactly how output levels and the ensuing production costs

are being anived at. Subsequently, it must be detemined whether the differing levels of
inputs are really what we, as a society, want In other words, if production costs are

dropping due to a capital intensive, labour minimiring production function, society must

determine if that combination of inputs, and its consequences, is acceptable. Of course, it
is entirely possible that one sector, presurnably the private sector given the vast amounts
of dollars spent in research and development, would have a technoiogical edge over the

other sector, and that must also be taken into consideration.
To illustrate, PPP's might affect eficiency by rnaking labour more productive,
t hrough increased training prognuns, by altenng the production technique, by rearranging

the organization of the production or delivery process, or simply by becoming more

4

This section also applies to economies of scaie thaz is explaincd lai- in this section.

innovative over time. Due to budget constraints or other k t o a fsing the public sector,
the pnvate sector may also be in a beîter position to ameliorate labour with speciai

training prograrns and/or introducing newver technology not readily available to the public

sector. Unlike the private sector, public enterprises are commonly bound by unionized
labour and civil services provisions, which can affect both labour quality and wages.

These provisions estabiished methods that were âesigned to help eliminate politicai
sponsorship, instead, affi~rmingand remunerating the workers productive enhancement
rather than their racial, political, or other non-financial m e e Yet, by the very act of
establ ishing equal treatment for al1 workers, these guidelines have, in some instances, led

to increased wages and lower caliber workers.

The private sector may also be able to use more effective organizational methods
(i. e. production technologies) unavai lable to the pub1ic sector because of constraints

imposed by these bureaucratie procedures or civil seMce. A change in the organizational

structure resulting from the implementation of a PPP may affect the level of eficiency

(Bos, 1986, pg.32). To illustrate, a PPP could increase cornpetition within the market for
inputs and/or outputs. In tum, this may lower the consumes purchase prices thus giving
them greater buying power and, consequently, a higher utility range from a given level of

income. Economists believe this characterizes an improvement in eficiency in the
consumer market. Aitematively, the introduction of a PPP could lead to cheaper input
prices and therefore, greater production eficiency. This means that more inputs can be

purchased with the same amount of money, or the sarne number of inputs could be
purchased with a lesser outiay of capital, thereby increasing efficiency as defined by
economists.

The management of public fims are often uaable to make the appropriate
technological defisions because they are fettered by public unions, prevailing wage laws,
residence laws which unnaturally contract the labour supply, andor limitations set fonh
by civil service prerequisites that do not constrain private enterprises to the yune extent.
A PPP may have the effect of increasing organizaiional eficiency if it allows

management to retain greater wntrol over the worken than would othenvise be the case.
By not being bound by unionized labour, management would be able to rnove labour

from job to job or city to city without having to compensate labour for its
inconveniences; it might be able to lwsen its cornmitment to on-the-job safety or health
benetits; it might be able to intensiw the pressure on workers to increase the produaion
effon. However, most empirical midies have shown that the redctions

faced by public

enterprise, on the decision making process, do not inhibit productivity (Hirsch, 1991,
pg.83). This may be because public unions rnay generate rnany benefits, including more

organized budgetary processes, the centralizaîion of authority, and superior personnel
practices.

Efficiency levels tend to increase with the adoption of tahnological
improvements. In tum, innovation tends to increase proporîionately with the nurnber of
firms competing within a given arena Moreover, the greater amount of creative control a

fim retains over its ow production technologies, the more original it is inclined to bePublic sector enterprises generally experience less fieedom of control over their
production systems due to high levels of bureaucracy, in addition to insignificant or nonexistent cornpetition. Over time, this could lead to lower levels of technological
innovations.

Cosr &iinimzzarion

Cost minimization is an important aspect of PPP's for more than the obvious
reasons. While it is mie that one of the most crucial components of efficiency is reducing
production costs, by studying the behavior of a cost-minimizing firm, we are able to
mode1 the production response by a firm which does not faoe cornpetitive output markets.

This is a key feature of PPP's and, as sucb, rnust be given the appmpriate consideration-5
Moreover, it allows us to examine the long rua input decisions of a private firmFor the purposes of this paper, only the basic components of algebraîc appmich to
cost minimization wiil be examuied6 Suppose that there are two factors of production, L
and K. The prices of these are w and r, respectively. The objective is to detemine the
most inexpensive way to produce a given level of output, y. If the production function of
a firm is AL, K), then this objective can be expressed mathematically as:

Min wL + rK such thatAL, K) =y.
W J

The firm minimizes its factor expenditures, wL + rK, subject to the requirement
that it produce y units of output. The fim minimizes cost by producin where MRTS

equals the ratio of the factor phces

MRTS = w/r.

5

It is important to note that although profit maximization and cost minimization go hand in han4 for the
purposes of this papa, I wiil discuss only cost minimization. 1 do this because I believe that although cost
minimization is extremely i m p o ~ wbcn
t
arranging any infiastructure project. 1 am not convinceci that
profit maximization should also be an objective. Gramed, for private finns, this objective is paramoum.
however, 1 think that when arranging a public infiastructure projcct specifically, profit maximization shodd
a d o m the list of priorities.
fa11 f
6
The topic of cost minimization contains many components and conditions. To explain everything would
fa11 out of the scope of this paper and, as such, 1 will confine this disaission to the necessary elernents.

By substituthg the fimi's wrresponding MRTS into this equation and solving for

either K or L, we find the cost-minimizing level of either capital or quantity of labour to
employ. As we would expect, the cost-minirnizing quantity of labour decreases as the
wage rate nses, and increases as the cost of capital or amount of output rises. Similarly,

an increase in either of the factor prices raises total cost.
One necessay condition is that the cost of the obseked choice of inputs is no
greater than the cost of any other level of inputs that would poduce at least as much
output. This condition is lcnown as the "Weak Axiom of Cost Minimization" (WACM)
(Varian, 1992, pg.6 1).
The minimum costs necessary to achieve the desired level of output will depend

on wt, w2, and y. In view of this, we can write the solution to the tirrns cost rninimization
objective as:
ç(W, W, Y).

This fwiction is known as the cost function, or the unit cost function, and it

measures the minimal costs of producing y uni& of output when factor prices are (wi,
wz). In generai, the derivative of the cost function with respect to a factor pnce is the

cost-rninimizing quantity of that factor.
When examining whether a private tirm can provide an infiastructure project at a
lower cost than the public sector could, this method of determining the combination of
factors, and their respective prices, to corne up with the lowest cost, is crucial. What
makes the difference between private and public finns is the ability of each to obtain
those factors that are instrumental in making up the wst function. By way of illustration,

let's assume there is a private finn that has access to a new technology, which would

lower costs significantly, that it has gaineci through its own research and development

program. The public sector, on the other han4 does not have a research and development
program for infiastnicture development and so must reiy on second-hand news. This

situation translates into a cost fiinction that is lower for the private fim than the one that
characterizes the public sector, uniil the public sector learns about and a d o p the wstlowering technology. Ln the meantirne, the private firm would be said to be more
efficient than the public sector firm.

Another way to reduce the fost of producing a given output levei would k to
reduce workers' wages and benefits.

This could happen if the PPP replaces or

undemines any existing collective agreements. if the PPP took the form of contracting
out or transfemng work fiom unionized public workers to non-unionized workers or

those with lower-paying agreements, the PPP, in achieving lower costs (and thus higher
efficiency), effectively becornes a tool for the government to use to 'open up' public
sector agreements without facing the opposition ievels they otherwise would have had to
contend with.
If the quantity and quality of the output has not been reduced when wages and/or

benetits are cut, thcn 'orthodox economists7 would consider the PPP to have increased
efficiency. Input costs were reduced relative to output. However, reduced wages and

benefits may have the effect of reducing the quantity of the work perfonned, thereby
generating less eficiency gains than expected.

Moreover, if the quality of output

declines, efliciency gains rnay simply be illusory, with wnsumers paying the same pnce

for a product of inferior quality, even thougb production costs may appear to have

decreased. The eaming of profits by a pnvate supplier of previously publicly supplied

goods is not, in and of itself, proof of increased efficiency in sen&

delivery. In

actualim, consumen rnight be receiving a different semice than the one they received
prior to the creation of the PPP.

Economies of Scale

The increases in eficiency poshilated by the advocates of PPP's can also occur

because of the ability of private firms to take advantage of economies of scale. A fim
enjoys economies of sale when they are able to double their output for l e s than double
the cost. In other words, it is the cost-saving benefits resulting h m a larger volume of

output or of a purchase of supplies in bulk.

Economies of scale occur when the long-run average wsts fa11 as output rises. It
on& occurs in the long run, howvever, because that is the only time period in which a fimi

can change the scde of its production. This can be clearly seen in the graph below.

Dollars per
unit of output

Units of Output

Since there is the potential for private fims to take advantage of economies of

scale, the idea for centralizing services is fiequently proposed The rationale i s that
instead of each school or hospital having its own laundry or kitchen, these seMces could
be centralized in larger production units owned and operated by the public sector with no

private sector involvement. Many PPP's are based on the notion of econom.es of scde,
but in units owned and operated by the private sector.

In contrast to private firms, public enterprise is frequently held back from

reaching a peak scale because of the differing senices, each with their individual optimal
Ievel. Moreover, few, if any, of these services have the ability to perform at their optima
within the conscraints of the political juridiction. For the private sector, the scale of each
firm are dekrmined by economic criteria Conversely, however, the scale of the public

corporations is based on the proportions of the politid domain.

Thus, unless

govemment industries are characterized by constant retums to scale, it is unlikely these
indusmaes will reach their optimum size in ternis of realizing economies of scale.
Municipalities are typically either too small to enjoy the advantages associated with d e
economies or are too large and wnsequently encounter diseconornies of scale, in which a
doubling of output will require more than twice the cost. This could occur if only one
hospital, bridge, or school in a network was built, owned and operated by a pn'vate
Company iwtead of king constructeci by a public enterprise. In this instance, society

does not gain the benefits they would othenvise have enjoyed had the entity been part of
a much larger public sector. This rneans that it may well be more efficient to maintain

schools when supplies and expertise are purchased in bulk, as with the case of a
centralized service, than when a pnvate firm wntrols just a few schwfs.
However, private cornpanies tend to possess a cornpetitive advantage over public
firms because of their innate flexibility to alter plant size according to established
production technologies. The actual configuration of the cost function and the variance
between the optimum scale and the existing size of the municipality will detemine the

importance of that advantage. For instance, if the shape of the cost function is U-shaped,
the government may experience significant losses in eficiency. When this type of con

fùnction is encountered, diseconornies of scde are occurring, whch means that the longm average costs are increasing as output increases. For many private firms, economies
of scale exist so they are able to take advantage of decreasing long run average costs as
they increase output levels. It therefore becomes very important to determine the shape
of the cost fknction when deterrnining the applicability of PPP's. if a public firm is

subject to a U-shaped cost fwiction while the pnvate fim expexiences a decreasing long
run cost curve as output levels increase, it is most likely more efficient to institute a PPP -

than to have the g d or s e ~ k provided
e
by the public entity.

Economies of Scope

ln addition to cost minimization and economies of scale, economies of scope aiso

impact eficiency conditions. In contrast to the previously mentioned factors, however,
economies of scope cm impact efficiency both positively and negatively.
Many firms produce more than one product.

Occasionally, the production

techniques of these products are closely linked - an automobile manufacturer produces

cars and trucks or a cerarnic Company creates dimerware and omaments. Converseiy, a
firm could produce two products that are visibly unrelated. In either case, however, a
fim is likely to expenence cost or production benefits from the production of more than

one product. In other words, economies of scope occur when the collective output of a
single finn is p a t e r than the potential output of two distinct firms, if each were

producing a single product.

On the other han4 the production process involves

diseconomies of scope if the joint output is Iess than the output generated by a single
fim. This woufd be the case if the production process of one output in some way
contradicted the production process of the second output.
The magnitude of the existence of economies of s a p e can be calculated by the

examination of a firm's cos&. It would cost less for a single finn to produce two
products than for two separate firms ta produce those products if the combination of

outputs used by the single tim generated a larger output level than did the production
process used by the two independent finns. Thus, to gauge the extent to which there are
economies of scope, we must detemine what percentage of the w a of production will be
saved if the two products are produced jointly as opposed to individually. To measure

this, we must use the equation for the degree of erowmies of scope (SC):

C(Q 1) represents the cost of producing output Q1. C(Q2) represents the cost of
producing output Q2. C(Q1 ,Q2) is the joint cost of producing both outputs. When a fim
is experiencing economies of scope, SC is greater than zero because the joint cost is less
than the sum of the individual costs. Generally, the larger the value of SC, the greater the
economies of scope.

If, on the other hanci, SC is negative, the firm would be

experiencing diseconomies of scope.
Economies of scope may be the impetus behind some of the losses in efficiency
associated with PPP's.

It is often cheaper to centralize the supply of complementary

services, such as emergency assistance, because of the economies of scope which result
from the coordination of these services. For instance, d ~ n agcnsis such as a shooting,

policemen and ambulances need to be at the same location at the same time.

[t

is

logically more efficient to have the supply of these services coordinated from under one

roof. If one of these s e ~ k e is
s conaacted out, efficiency gains will undoubtedly be lost
due to the additional con of reconciling the various senrices. Thus, the joint supply of

these services could increase the efficiency level of their provision, which would be Iost
if only one of the services was supplied by a PPP.
However, PPP's may possess the ability to generate econornies of scope where
none existed beforehand. If the pnvate partner were already supplying one or more of
these complirnentary services, it would make economic sense to integrate the two
senfices. More generally, if complernentary seMces were already divided between
providers, it may make economic sense (on econmies of scope grounds) to consolidate
their provision to a single firm, either private or public.

T~mrr~g

In addition to cost minimization, economies of scaie and scope, timing can also

impact efficiency conditions. One of the contentions for the increase in PPP's is that they
facilitate a shorter completion time. The argument is that design-build projects are less
time-consuming than the more traditional means of product delivery, which would be
repulated by the public sector. The assumption underlying this argument is the belief that
time is money and the savings in time would translate into a savings in money. This
occurs when, for example, delays in construction increase the costs of the final product.

However, the savings may be less apparent when the value of the product is questionable

and then, the taxpayen find themselves begiming payments earlier than anticipated for a
product that may be uncalled for.

Monitoring Costs

The cos& of monitoring, particulariy with regards to shirking, can greatly affect
the organizaticnd eficiency of a firm's production p r w s s . This is because the different
incentive structures within private and public firms cause a difference in the costs
associated with monitoring and shirking.

Within the public sector, ownership is

dispened, voters are unable to exercise any significant level of control, and compensation
is not al-s

directly linked with effort in private firms, on the other hana ownership is

much more concentrated, production more obviously âriven by profit levels and

rernuceration more closely associated with effort. It is precisely this difference, suggests

a new institutional economics, that wvould give workers more of an incentive to shirk
within the public sector, thereby increasing the monitoring and, more specifically, the

shirking costs. If more services were to be contracted out, it would be expected that
monitoring costs would fa11 since monitoring will become more optimal. Of course,
public sector workers might find fault with this rationalization, believing instead that
lower monitoring costs are simply a euphemism for the intensification of the production
process at the expense of labour.
It has also k e n suggested by new institutional economics that once PPP7sbecome

more common-place, the public sector might experience new forms of moniton'ng COS~S
as private partners endeavor to avoid or distort contractual obligations as a means for

raising their profit levels over those predicted in the PPP agreement.

C'omperit ion

When the govemment is the sole provider of relevant goods and services,
competition does not exist and some abuses consistent with monopolies are probable.
Accordingly, PPPs attempt to alleviate this hegernony by introducing a new component,
namely the private sector.

The introduction of the private sector iniroduces competition into an arena that
was primarily monopoly-based. The private sector is able to initiate cornpetition through

the bidding process, which initiates most PPP's. A cal1 for proposais is given to selected
oganizations who then must submit a high-end estimate on final production costs and
techniques. Immediately, competition is establ ished. These finns m u t try to out-bid

each other, ideally by using new technolo@esand innovative financing techniques.
These methods for lowenng costs make up the secondary means through which
competition is estaMished The private firms that are endeavouring to find the mosr

efficient way to complete the project must look at the matenal and building costs and the
time interval necessary to complete the job. Anything that decreases these factors is of
particular importance to the bidder. Consequently, competition comes into play here

since the bidder is looking for lower labour costs, newver technology, shoner tirne penods,
etc. Al1 of these originate from competition of one sort or another.

The presence of competition is viewed as essential for the efficient production and
provision of most goods or services to occur. As mentioned earlier in this chapier,

efficiency is one of the most important economic considerations when making decisions

on the 'best' provision method. Consequently, introducing cornpetition into the equation

throuçh the use of a PPP can have an immediate impact on the eficiency level.

Throughout this section, the focus has k e n on how the various economic aspects
of PPPYsc m affect efficiency conditions. For instance, production technologies and

management techniques *in help improve efliciency levels by reducing input costs. Cost
minimization is the main determinant of efficiency. Economically, achieving the lowest
input cost means the fim is operating eficiently. By examining the production fumions
of each alternative, society may be able to choose the most suitable provision type, gben
a defined set of socially acceptable parameten for infiastructure, service delivery, and

maintenance. if a fim is able to take advantage of economies of scale and scope.
efficiency levels can generally be lowered. More over, if a PPP introduces the element of
corn petit ion, the efficiency level of the project implicitly increases.
If it can be dernonstrated that the utilization of a PPP, over a more conventional

means of product or service delivery, will lower costs and experience economies of scak
and scope, the PPP would then become a more eficient rneans of provision. However, as

mentioned before, socieiy must initially make decisions on how the PPP will affect the
ievels of production inputs, such as labour and capital. These decisions \vil1 then provide
the measuring sticks against which the PPP's wil1 be gauged.

This discussion suggests the following questions about any PPP that is under
consideration:
1. Has society defined a set of sociaily acceptable choices?

2. 1s the production function defined? If so, what are the input levels of labour

and capital?
3. Does each firm (both public and private) experience economies of scale

and/or scope?
4. Does the PPP promote competition?

in chapter 5, these questions will be asked of each of the 2 case studies presented.
The following sections will examine the impact PPP's may have on distribution,

economic development, information flows, nsk, competition, and the environment.

3.2

Impact on Distn'bution

PPP's can have significant impilications for the distribution of income and weaith.
Distributional issues involve a more delicate examination since they involve the
placement of value judgements on the gains and losses experienced by different groups
within society when eficiency changes occur. However, if eficiency changes are to be
evaluated completely, it is important not to neglect the distributional effects resulting
from those changes. For the evaluation of PPPs to be accurate, it is important that the

potential impact on consumen be examined in its entireiy, both before and afier
implementation, as plans and expectations are not always realized. Essentially, there are
three groups within a society, consumen, workers, and private partners. who are

infhenced by these changes. It is necessary to explore the changes experienced by each
of these groups frorn their perspectives.

Consumers

The adoption of PPP's can affect consumen in many ways. With increased

private sector participation, consumers may find that the purchase price of seMces has
gone up or dom, the quality level of that service has incteased or fallen, a d o r the range
of services available has expanded or contracted. They may experience greater or lesser

convenience in the frequency, timing, or location of the service. In al1 l i k e l i h d
consumers will experience a change in the arnount of taxes that they pay, either
immediately or at some time in the firture. They may also be affected by variations in the
availability of information, the degree of risk they will face, and in the quality of the
natural environment.

I,uhozir

Whilz the repercussions felt by consumen are broad, it is the impact on labour

that has the greatest distributive impact. The private -en

are most concemed with

the bottom-line when instituting a project and, as such, use any means possible to reduce
the cost of production, thereby increasing potential profit levels. Many of the described

eficiency gains corne at the expense of labour. By using PPPs, private partners can

increase rfficiency by reducing the workforce or the wages a d o r benefits received by
workers. The pnvate sector can also increase efticiency by using non-unionimd labour,
which is generally less costly than unionized labour, or by diluting existing collective
ageements. In addition, efftciency gains can be achieved through a reduction in health
and safety standards, an increase in the vigor of the production process. or a change in the

location of the work. In some instances, a switch fiom public provision to a PPP may

serve to protect unionization if strong successor rights legislation exists. Moreover, there
may be situations in which the implementation of a PPP will acrually benefit labour.
Thus, if the community stands to lose the commission of a good or service, a PPP may be

considered a next-best solution.

Privute Partners
As rnentioned above, the motivating factor of the private sector for their

involvement in PPPs is secwing a protit This profit can occur immediately or at a point
in the future and, as such, it is important to look at both the short and long terni
implications when evaluating a PPP. If expected future profit levels are high enough, it
may be remunerative for the private partner to offer generous, possibly even loss-making

terms to the public sector. Private capital benefits in the short or long run, fiom contracts
which gjve them a share of public b d s spent on the seMce in retum for delivering that
service at a lower cost to the public sector. The lower cost can be in ternis of operating
costs or it can take the form of a reduced need to bor~owfor capital spending by the

pub1ic sector.

Pnvate sector protits can originate fiom efficiency improvements in the
deliverance of the service or from charging the public sector a margin on bonowed fun&
used to replace public sector debt. If higher debt charges are the source. profits may

accrue not only to the private sector partner but also to banks doing business with the
PPP.
As previously mentioned, PPP's can have a distributional impact on consumers,

workers, and the pnvate parniers. In order to understand the complete impact a PPP will

have if implemented, these effects must be acknowledged. The question "What is the
potential distributional impact on consurners, worken, and private partnen before and
afier the implementation of a PPP?" will be addressed in the case studies in chapter 5.

3.3

I'ct on Ec011om'c DeveIopmm
Each PPP agreement will have a different impact on economic development. The

concem here is that the shift fiom one degree of public sector involvement in service
delivery to another changes the impact of the project on economic development. In these
tenns, the implementation of a PPP could possibly offer enhanced opportunities for the
city, neighborhd or work force. By bringing in other aspects of the private firms
business or by promising expansion of the company7s operations at some time in the
future, the PPP could generate more jobs in the particular locality. It may a h offer more
job opportunities by changing the way in which inputs are derived, or by creating new
fonvard linkages, in which the product is funher processed, transponed or handled within

the locality. In addition, the presence of one pnvate firm may act as an inducement to
other private firms to establish themselves within that district. The introduction of a PPP
could also have the effect of lunng more skilled labour into the region through the use of
improved training programs or the introduction of new production processes.
Conceivably, it is also possible for the PPP to result in decreased input frorn the
public sector into t h e operations of the service. Consequently, local linkages and derived

economic activities could be reduced and subsequently transferred to other municipalities
where the pnvate partner's center of operations is based The efficiency gains realized by
PPPs. however, have potentially dichotomous repercwions. The improved efficiency

could result in lower wvages and decreased supplies purchased locally, neutralized entirely
by increased private secior profits that are remitted outside the çeographic a r a These

impacts on economic development will be exarnined in the case studies in chapter 5.

3.4

hfonnation ffuws

M e n a good or service is publicly provided, there exists a certain degree of
accountability to the people, usually in the form of access to information. It is important
to preserve this access to information, inadequate though it may be, to maintain
accountability. Of coune, in theory, the right to obtain information is also considered
fundamental to the efficient woking of private markets, although, in practice, access is
ofien denied on the basis that it might threaten the commercial profitability of individual
companies. Consequently, the substitution of a PPP for public provision could result in a
loss of information to the public.

Naturally, this couid severely impede effom to

determine the comprehensive applicability of PPPs or assess their performanceAltematively, the deliberate act of negotiations and arrangements between the pnvate and
public sectors necessary for the realization of a PPP could have the eflect of bnnging

more information into the public domain than previously existed.
In the case studies in chapter 5, the question -IAre the information flows king

maintained with the PPP?" will be posed.

3.5

impact on Risk

When convening from an entirely public sector provision system to provision

through a PPP, the nsks perceived by the public, in the environment occupations, and/or

finances, could implicitly change. The new level of risk must be properly identified and
assessed. For instance, some financial nsks could be covered by insurance, so it is
important to know beforehand who will maintain the normal insurance costs associated
with each project. If the PPP is such that the private partner is consmicting the capital

project, it should be clearly specified who would bear the financial risk of construction
cost o v e m s . In addition, it must be detenined which methoci of delivery will be the
most beneticial for the public in ternis of nsk If the asset were to reven to public
ormenhip upon termination of the agreement, as is typical in build-lease-transfer
agreements, the financial interests of the public would need to be safeguarded throughout

the life of the lease. New financial nsks emerge for the public sector with the initiation
of a PPP due to the possibiiity that the private partner cannot deliver the service at the

~ ~ e price.
e d The private partner, for instance, may threaten to declare bankniptcy, or
defaults on the loan, which financed buildings, infrastructure, or other fixed assets.

In other cases, though, PPPs could transfer nsk to the private firms. Such is the
case of interest rates.

Both secton would require borrowed fun& from a financiai

institution to construct the capital project. With the introduction of a PPP, the public
sector could effectively transfer the risk of rising interest rates to the private fim.
A key consideration for assessing each case study is whether the risk level has

changed and if so, has the public been infomed of this change and has it been approved

as acceptable?

3.6

Edronmentaî ImpIicaiions

While it is becoming an increasingly important component, environmental

considerations are not always taken into account. Here again, as with the impact on
am~omicdevebpment, the concem is whether the progressive stimulation of moving
fiom one type of service provision to another \vil1 change the environmental impact of the

project. Choosing a PPP over the more conventionai method of public delivery could
either increase or decrease the use of environmentaily hrYardous inputs, depending on the
project at hand. It codd reinforce, undennine or even maintain regdations or controls
designed to safeguard the environment. It could, again, either extend or dirninish the risk
of consumen king exposed to environmental or public health hazards. It could alter the

occupational heaith and safety conditions to which people are exposed on a daily basis.
Naturally, these concems will be more relevant in some situations than in others
and, as such, it must

be remembered that each PPP must be evaluated and assessed on its

own merits and implications. In this instance, it is important to establish to what extent
the private firm will be held liable for the resulting negative environmental impacts and
what provisions will be made to tackle the problerns.
This section brings to the table the question of whether the PPP impacts the

environment in any way. If it does then, is society aware of thk impact and do the^ find
it acceptable? These questions \vil1 be asked of the two case studies in chapter 5.

3.7

Summary

This chapter has used microeconomic theory to analyse the various impacts a PPP

could have on the economy.

The most important impact is eficiency and more

specifically, how a PPP will affect economic efticiency. The tint step in the decision
process is to set bounds on a set of socially acceptable choices for infrastructure, service

deliveiy, and maintenance. The second step is to examine the abiiity of a PPP to
minimize costs, take advantage of economies of scale and scope, decrease timing and
monitoring costs, and introduce cornpetition.

Other considerations include a PPP's impact on distribution, econornic
development, information flows, nsk, and the environment.

For any PPP under

consideration, each one of these impacts should be identified and assessed.
The next ciqter

focus on the financial analysis of PPP's and the benefits and

drawbacks that result from the partial privaîization of govemment services. This wiii be

followed by chapter 5 of case studies in which the issues raised here and in the financial
analysis chapter will be examined.

4.0

FINANCIAL ANALYSE OF PPP'S

The previous chapter presented the economic impacts that a PPP may have on the

rconomy. In addition to these impacts, a PPP may also have tinancial consequences that
couid affect the final decision on the suitability of a pmcular PPP. This chapter will
examine the financial impact(s) on the private provision of public go&

and services.

The financial analysis of PPP's is crucial to understanding the advantages and
disadvantages that result from the partial privatization of many governent services.

Financing rnechanisms have become contributon to the fearning process as pnvate
interests take a more active role in infrastructure provisions and as governrnental
responsibilities move from financiers to facilitators.

Underpinning the increased

responsibilities of the pnvate sector rnust be appropriate actions to reform existing iegal
and financial institutions.
At present, govemments provide or broker roughly 90% of al1 infrastructure
financing and bear almost all project risks (World Development Report, 1994). Tax

revenues and borrowing are the predominant sources of these monies. With the increase

in PPP's. new financinp techniques are needed to accommodate necess-

changes. If

PPP's are to prosper, the future challenge facing financial and developmental institutions

is to tïnd new ways in which to facilitate the transfer of private savings directly to pnvate
i nvestors to provide the rneans for the financing of long-tem infrastructure projects-

Once this is resolved, there is another obstacle that must be overcome before
PPP's can be used efficaciously. Govemments of al1 levels have required precisely
detailed budget and accounting reports each year, for the Iife of the project (O'Looney,
1996). This relies on departments to realize multifarious, oAen contradicto~.objectives.

Altematively, pnvate institutions have a relatively uncomplicated, straightforward
measure of achievement - profit levels. This standard provides a continuous Stream of

information regarding al1 expenditures. The only justification needcd for expenditures is
the concurrence with maintainhg or expanding profit levels (O'Looney, 1996). The

challenge, then, is to reconcile these two paradoxical mandates into one hannonious
objective.
The present system of inhtrucnire provision puts considerable pressure on

govemrnent purse strings. It is rarely less than 30% and occasionally over 70% of total
pub1 ic expenditures (World Development Report, 1994). Moreover, maintenance and

operating costs add considerably to this total. As supplien and financiers, govemments
must bear most, if not dl, of the associated rislis.
Governments rely heavily on tax revenues and deficit tinancing to support the
various infrastructure projects. In addition to this, foreign dollars have been used to
finance everything fiom municipal construction to the import of necessary equipment
(Worid Bank, 1994).

This importation occurs mainly because most infrastructure

sewices cannot produce the foreign currency required to indemnie foreig loans (World

Bank, 1994).

Governments have been forced to create new and i~ovativefinancing techniques
that will enable them, at Ieast partially, to deliver rnost of the services that have
tndi tionai l y been their responsibility.

Govemments believe PPP7s to be the most

effective and efficient way of doing this. As with any solution, there are both good and
bad elements that must be considered before making a sweeping judgement on the

viabi l ity of PPP's. These elements are described in the following sections.

4. I

Advantug9~and Linzrtonbrn

From the govemmem's perspective, the advantages afTorded by PPP's are clear
and numerous. From a more antilytical perspective,however, these advantages also bring

with them some limitations. In the final analysis, the advantages must be weighed
against the limitations in order to get a complete understanding of the repercussions of
the PPP. Ideally, PPP's are employed to capitalize on the strengths of both partnen while
minimizing their weaknesses, so that the partnership is mutually beneficial and represents
a net gain for sociew. In reality, however, this partnership does not al-s

effect such an

apparent net gain. This section wvill consider both the advantages pined by PPP's and
the limitations PPP's could impose on both the public and the private sector.

The financial implications of PPP's Vary greatly. This is because each new
variable added \MI1 change the financial repercussions of implementing that PPP. To
reiterate, variables are inputs, or characteristics, that are added to an equation that may
V a r y over time. As with the economic considerations, it is important to keep in mind

exactly what the expectations of the community are. 1s the comrnunity more interested in

rnaintaining social policies, or is

it

concemed with 'the bottom line'? Are these goals

mutually exclusive, or can they be achieved simultaneously? Since the main goal of a

PPP is to utilize the strengths of both partnen in order to effect a net gain for srnie-.

these are questions that reall y must be answered before assessing the worth of the PPP.
One way a PPP could capitalize on the strengths of both partnen is for the public
partner to take advantage of a revenue Stream that wouid othewise be mavailable to it,

while the private firm could use the better credit rating of the public pmier to obtain a
lower interest rate, which it othenvise would be unable to secure. In this instance, society

would seem to benefit overall because both parniers have brought a benefit to the
collaboration that would not have otherwise been obtainable. At wvorst. however, a PPP
can encourage the degradation of labour quality, destroy the intent of the project it has
implemented, and end up costing the taxpayers a great deal more than conventional
provision.
PPP's tend to illicit many differing opinions as to the extent to which they should
be utilized. Those who support the concept that many govemment-nin enterprises should
be privatized do so because they bel ieve that ". ..private operators are more efficient than

their public counterparts and thus fan offer services at a lower rate7' (The Toronto Star,

October 13, 1993). In response to this, those who are weary of private enterpnse in a
conventionally public domain ask
"Finally, who picks up the pieces if and when the private
operator of a public facility faces financial trouble?
Ontario taxpayers are already saddled with the debt of the
SkyDome afier that grand stadium failed to meet the
financial expectations of its private ownen. The entire
history of Canadian railways is one of govemments bailing
out failed private enterprises. Should Ive expect a different
resuit fiom privatized highways or airports" (The Toronto
Star, October 13, 1993).
One of the prima- benefits associated with the present financing system of public
good and service provision is the low borrowing costs, due to AA or AAA credit ratine,

enjoyed by most govenunents. Private entrepreneurs are rarely, if ever, &en

these

forms of leverage. If a PPP is instituted and financing becomes a private responsibility,
the l ikelihood is that the interest rates associated with that project will be higher than if it
were pub1 icly funded. Moreover, the lower interest rates may mean the difference in the

financial viability of a given project.

If, however, fùnding was left as a public

responsibility, this limitation could be overcome. On the other han4 though, public
funding negates the advantage(s) of private financing, such as d a r e m risk and/or
lower financial responsibilities.

Conseqwntly, the advantages and limitations of

financial responsibility for any PPP must be weighed carefully before a decision is made.
Most of the advantages that private finns have over public entities in the
provision of infrasmicture corne, basically, from three sources (Gomez-Me5 1990).

The first is the incentives created by the pursuit of profits. The second is the abil ity of
private firms to avoid the political bureaucracy encountered by public entities. The third
is the potential to achieve economies of s a l e and scope, which may be inaccessible for
pub1ic administraton, as discussed in the preceding chapter.

Public operators, for

instance, may not have the same flexibility or incentive to use resources, such as labour
and capital, as efficiently as private operators. Or, by building and operating numerous
facilities in a variew of locations, private firms are better able to utilize the benefits of
specialized labour, in both managerial or technical areas, while smaller public
orçanizations are usually forced to hire generalists to oversee a number of such areas
(Gomez-ibaner, IWO). These are al! strong motivaton for the implementation of a PPPAs mentioned previously, one of the most common arguments for the

privatization of govenunent services is the belief that private involvement is the best
treatment for the shortfail in capital available for infrastructure projects, since it will
increase both total investment in infrastructure and the quality of the finished product-

There is one consequence, however, which is rarely discussed arnongst PPP supponen.
To illustrate, let's go back to a basic economic principle: capital resources are finite. In
other words, there is not an endless supply of capital. It stands to reason, then, that if

there are only limited amounts o f W i n g available for al1 f o m s of investment and if a
given level of capital is used for one project, less capital will remain available for any

future projects.

Thetefore, there is concern that "While private involvement might

increase total infiastructure spending, privatiration does nothing (at least directly) to

increase the pool of private swings fiom which private capital markets must draw,
therefore privateiy financed infrastructure is likely to displace some other investments"
(Gomez-binez, et- Al-, 1990).
By contrast, it is possible for fùnded infrastructure to increase the total investment
made by society a v e n many public projects are funded through taxes o r user fees instead

of debt financing, as is done in rnost pn'vately funded projects.
-'Privatization would offer an advantage then, only if there
were little chance of increasing public fwiding and if the
additional in fiastructure investrnent were more worthwhile
that the investment's it displaced" (Gomez-Ibanez, 1990,
pg. 151).
A major disadvantage associated with govemrnent provision is the constraint

imposed on public expenditures, resulting frorn the high debt-to-income ratio and the
interest rates applied to those debts faced by many governments. Since infrastructure
provision necessitates such a large share of total government revenue. public
expenditures receive fewer resources as debt levels gow. In addition to increasing debt
levels, a high level of borrowed fùnds, at any given time, decreases the arnount that can
be borrowed at a later date. This situation lirnits govemrnent liquidity and, hence, leads

to a search for new methods of secunng necessary resources. Undoubtedly, the populace
wvould benefit fiom a combination of greater provisional efficiency and lower interest

rates, which the private sector and rnany govemments believe will be the result of
expanding the use of PPP's in the future.
The use of private resources to fund a public infrastncture project does not
guarantee an economically sound project, even though a private fimis first concem is for
the "bottom-line".

In fact, private investon may be perfectly witling to invest in an

unsound project if they could benefit financially from explicit or implicit public subsides
or guarantees (Gomez-ibanez, 1990). What this means is that, typically, private finns or
investors are concemed only with increasing protit levels, and have little or no regard for
ensuring that public objectives are met. Therefore, it becomes the responsibility of the
public sector to insure that the proper precautions are taken to safeguard society from any
negative extemalities resulting fiom any proposed agreement between the public and
pnvate sectors. These precautions should mandate that

any project, whether funded

pub1icly or pnvately, be econornically, environmental ly, and social1y sound and that the

expected benefits outweigh the expected costs.

Another advantage of PPP's that is commonly cited is that a private firm c m build
and operate a facility using fewer resources that its public sector cornterparts (Gomez-

ibanez, 1990). This belief is supported by numerous studies of the relative costs of
private versus' public services. The key comportent, which seems to be missing in public
sector services, is cornpetition and it is this variable which seems to constitute the
difference between the two sectors.

This cost advantage, however, can become a matter of 'opt~cs'. In other words.
while it may appear that there are considerable cost swings resulting from the private
provision and operation of typically public infiastructure, upon closer inspection, this

may net be the case-

If the funding for a new project uses some form of PPP,

govemments may encourage the idea that th-

have become freed up from the need to

borrow capital, thereby deceptively creating the illusion that their fiscal position is better

than it actually is. Govemments, however, will still have to pay for the project in one
form or another and may at times even assume the risk for the private parnier by
guaranteeing the financial arrangements. To finance these projects, governments have
b e y n to shift the burden of payment away from the general tax hase towards individual

users, through the employment of user fees (CUPE Research, September 29, 1995). So,
instead of enjoying the benefits of transfemng the risk to the private sector. many
govenunents have assumed the nsk themselves, even while compensating the pnvate

sector for that same responsibility.

rn addition to this, the cost advantages touted by proponents of PPPYscan be
nothing more than transfers fiom one group to another (Gomez-Ibanez, 1990). As
mentioned previously, since private firms are generally not bound by unionized h b u r or
social responsibilities, they are able to pay lower wages than public authonties- These
lower wages, while reducing the overall cost of the project, may also d u c e the quality
of the finished project. On the other hand, the lower wages rnay be closer to free market

prices and, as such, would then make up a more efficient combination of inputs than the
public sector could accomplish.

1.2

Summov

This chapter explored the financial advantages and disadvantages associated with
the implementation of a PPP.

The advantages resulting from a PPP, then. can be

summarized as : ( 1) an ability to capitalize on the lower bonowing cos& enjoyed by most
govemments; (2) the incentives created by the pursuit of profits by private firms; (3) the
avoidance of the political bureaucracy associated with most government endeavours; (4)
the alleviation of the constraint imposed on public expendmires due to the high debt-to-

incorne ratio faced by many govemments; and (5) the efficiency gains (such as fewer
resources required, f ower costs, decreased time 1ines) experienced by private provision.
The disadvantages that may be experienced with the implementation of a PPP are:
( 1 ) the ability of a private fim to become insolvent; (2) the absences of a guararitee that a

project wil l be either economically sound andor socially acceptable; (3) the possibility
that a PPP will not increase the accumulation of private resources from which private
fimis \Ml1 draw their capital and so, consequently, a PPP may displace other private

investments; (4) the cost advantage associated with PPP's may be a matter of optics and
rnay compound the risk experienced by the govemment; and (5) the cost savings may be

on1y transfers from one group to another.
In the following chapter' two case studies will be presented that
assess

describe and

practical examples of actual partnenhips. The focus of these, is to address the

economic and financial considerations examined throughout the p s t two chapten-

5.0

CASE STUDlES

One of the best ways to study a policy or procedure is to look at any exarnples
that might exist that correspond with what is k i n g studied. An example of the policy or

procedure will enable one to comprehend, hopefully, how theory translates into reality.
In this chapter, two case studies will be examined in hopes of suppomng either the

advantages of PPP's proclairned by privatization enthwiasts or the limitations brought
fonvard by those concemed with privatizing typically public domains. The fint is a case
study of the Charleswood Bridge, built and owned by a private firm in Winnipeg,
Manitoba. 'ïhe second is a case study of the Miramichi Youth Centre in New Brunswick.
Both of these cases were chosen because the? represent good examples of how PPP's can
be applied to two different but conventionally public domains.

Both of these case studies have been examined rvhile Iieeping the questions that

were raised in the previous two chapten, with regard to measuring both economic and
financial efficiency gains, in rnind. These questions are:

Is there a defined set of choices?
1s the production function defined?

What are the organizational methodologies?

Does the PPP prornote competition?
What is the potential distributional impact on consumers, workers, and
private partners?

Has the impact on economic development been defined, and if so,
what is it?

Are the information flows being maintained with the PPP?

8) Has the risk levels changed? If so, is the public aware of this change

and has it been approved as acceptable?
9) Does the PPP impact the environment? If so, is society aware of this

and do they find this impact acceptable?
Ideally, the questions raised in chapters 3 and 4 would be applied to each PPP
when a preliminary study was conducted For the puiposes of this report, however, there
does not exist enough information on these two case studies to find answers for al1 of the

questions raised. The reason for this is that the policy maken did not consider these
quesrions when the decisions to proceed with these PPP's were made. Therefore, the
case studies presented below will answer the aforementioned questions, when possible.
and will be discussed to show iwo examples of some current PPP's.

5.1

The CharIeswood Bridge - Wînn@eg, Maniloba
When deciding to build a bridge to span the Assiniboine River, fiom Roblin Blvd.

to Portage Ave., the City of Winnipeg wvas contemplating new and innovative methods

for infrastructure development and management. The City of Winnipq decided that the
PPP approach to doing business, which is gaining acceptance by govemments around the
worl& would help them meet al1 of their objectives. These objectives were to "develop a

strategic pannershi p with the private sector; to provide Winnipeg-based companies with
exponable expertise in bridge and road design: and to establish benchmarks for future
cost reductions" (Construction Manitoba, December 1994). Conseqwntly, the City of

Winnipeg put out a formal request for proposais in early 1994.
The City decided this project would be built on a B-O-Tbais or, more precisely,

on a build-finance-operate and transfer basis. The fint step the City took was to approve
that a Request for Qualifications be sent out to

prospective bidding companies. From the

seven tearns who submitted their qualifications, three were selected to bring fonvard
proposais. Of these. DBF Ltd-, a Company created by Ernst Hansch Construction Ltd.,
was awarded the contract. In tum, the design and engineering of the project was awarded

to Wardrop Engineering Inc. to DBF. In the final agreement, DBF was responsible for

designinç, constructing, and financing Parts I (long-terni financing) and II (short-term
financing) of the project. However, the City retained the option of taking control of the
financine at any time before the contract was signed.
The building of the Charleswood Bridge has turned out to be a very important
project for the City of Winnipeg and its residents. The Charleswood Bridge is being
regarded as a learning experience in the effectiveness and applicability of PPP's.
To detemine whether the Charleswd Bridge was a beneficial undertaking for
the City of Winnipeg and its residents, key components of the project must be examined.

More specifically, what were the City's objectives? How \vas the bridge built and
financed? Can ive compare the building of the Charleswood Bridge to the building of a
bridge done in a more conventional method? The answers tu these questions will give us

a much better understanding of PPP's and their future applicability across Canada.

C T i yclf Winnipeg Ohjecfives

The City of Winnipeg's objectives in building the Charleswood Bridge and its
choice of financing anangements are important because they are the measuring stick with
which to judge the eficacy of the use of PPP's in the future. The objective include:

To arrange for the private sector to design and build a high quality project
which at least meets but preferably exceeds current design and safety

standards.
2.

To arrange for the private sector to finance the project on tenns
advantageous to the City with Part I to be financed on a long-term fixed
rate basis and Part II to be financed on a short-tem basis.

3.

To complete the project at a reduced cost and in a shorter period than
would othewise be possible if the City were to retain consultants to
design the project and cal1 tenders for contractors to constnict the project.

4.

To minimize the City's tinancial cornmitment to the project.

-C.

To develop a 's$rategic partnenhip' behveen the City and the pnvate
sector with respect to the project.

6.

To encourage the developrnent of exportable expertise for Winnipeg-based
companies in the areas of bridge and road design and consmiction, project
management and project financing.

7.

To establish benchmarks for cost reductions that may be applicable to
other City road and bridge projects.

8.

To rehirn Part I of the project to the City at the end of the term of the
project in a good state of repair and presewation, at no cost to the City,
free and clear of al1 liens, charges. and encurnbrances.

It is important ro remember that each PPP has its own set of objectives that w i I I
govem the conclusions drawn about its eficacy and the applicability of future partnenhip

projects. Each case study must be analyzed according to its individual objectives in
addition to its ability to mold to different situations. Those basics will allow

US

to

determine the econornic and financial applicability of PPP's as an alternative to
conventional public provision.

DBF was chosen because it met and at times surpassed the evaluation criteria set
forth by the City of Winnipeg. Its total bid was cheaper than the other two by between
$1.3 million and 51.5 million. It also came in cheaper than the City's own estimate and

was the oniy one of the three to do so. The table below shows the difference between a

hiçh-end estimate of what it would have cost the City of Winnipeg to build and finance
the bridge in a more conventional way and the guaranteed highest cost for DBF to build

the bridge.

Nominal Cost

Nominal Cost +
interest Charges

City Estimate

S 14,926?600

$15,523,649

DBF Ltd.

$13,882.325

S 14-437.61 8

Di fference

$

1,044,275

S 1,086,031

DBF owns and is responsible for Part I and this part is leased back to the City for

a term of thirty years after which the legal ownenhip wvill be transferred to the C,.i

who

wi il pay a residual arnount of $2,500,000 in the 3 0 year,
~ over and above its final lease

payment of S7,305,000. During this time, DBF is responsible for any major repairs that
might be needed. The minor maintenance and general upkeep is the responsibility of the
City of Winnipeg.

The City is also responsible for a maximum of $4.5 million in

maintenance fees over the 30 year term, which are payable in addition to its lease
payments. Any maintenance costs over and above this amount are the respowibility of

DBF. At the end ofthe 30 yean, the City is guaranteed a bridge free ofprobtems.
The City of Winnipeg owns Part II of the project that \vas constructed by DBF for

which the city paid û lump surn payrneot of $5,064,302. This portion of the bridge was
built and financed by the more conventional method and therefore not included in the

PPP agreement.

The City also incurred costs connected with the overall project

arnounting to some $14 million, so the total cost of the project was some $30 million, of
which about S 10 million are diredy associated with the PPP.

/;r,un,1ng
It was decided that DBF would provide the financing for the construction of the

bridge and the City wvould make yearly payments, which would increase incrementally.
Since DBF was a private Company, it was unable to take advantage of the City's higher
AA credit rating when arranging its financing. Therefore, DBF was forced to finance the

project using a higher interest rate than the City wvould have received. Traditionally, the
City uses a 20-year period when it arranges tinancing on bridges, buildings, etc. With
DBF arranging the financing, the City wvas liable for lease payrnents for 30 years, which

ueatly increases the interest charges incurred by the City. In nominal dollars. the City

CI

will pay DBF a total of $41 million over 30 yean, excluding maintenance payments.

Conventional financing would have cost $23 million over 20 years at the interest rates
prevailing in September 1994.
These nominal payments are misleading, however, and a more accurate valuation
of the costs of the deal require that the sums to be paid be discounted back to present
value terms. Discounting these nominal amounts by the City's cost of financing as of

Septernber 1994 of 9.5%. reduces the lease payments to a present value of S 1 1 -6 million
and the conventional financing payments to $10.2 million. Thus, using present value

calculations. the City ~ i l pay
l 51.4 million in today's dollars over and above what it
would have paid for the bridge had the City financed it itself using conventional means.

In addition to the 1.5% ciifference in spread between conventional tems and the

DBF lease terms, from the time the agreement was arranged to the time DBF actually
arranged the loan. interest rates dropped by at least one fùil percent and possible more.

'

Since the agreement was made before this drop, the City could not benefit from it and
attempts to reneçotiate the lease agreement with DBF were not successfiil. Therefore,
without intending to do so, DBF is now in the position to generate revenue not only on
the bridge itself but also on the financing

If the drop in rates were only 1%, the

additional benefit to DBF could be as much and S3 million in nominal tems over the life

of the agreement or as much as S 160,000 in present value terms.

(.70nclu.sion.c.

The use of a PPP to build the Charleswood Bridge was primarily intended to be
leamin- experience. The City of Winnipeg was hoping to take advantage of a Stream of
revenue which it itself did not possess. The City was hoping to have a bridge that was
buil t better. faster. and cheaper than it could have been had the City built the bridge using

more conventional methods. in addition, the use of a PPP allowed the City to effectively
transfer the risks associated with the construction, design and operation of the bridge. On
the construction side. t h e PPP seems to have been highly successful and the bridge was

indeed built quicker and more cheaply than it would have been using conventional

methods.

I

Interviews 1 conducted were inconsistent on this point and i was repeatediy denied access to the actual
lease agreement. Therefore. I was never able to veritj. the exact figures.

Since the financing was lefi to DBF, who was unable to receive an interest rate
comparable to the one the City could get, interest charges are higher than they would
have been if the City had financed the project in a more conventional way Moreover,
since the lease payments made by the City are still considered fiscal liabilities and must
therefore be reported in the financial statements, the City receives no direct or indirect

benetit by allowing DBF to finance the project.
Traditionally, the City borrows fùnds on a 20-year terrn. Because they must now
make lease pa-ments for a period of 30 years, the debt charges wili be on the books 10
years longer than they othenvise would have k e n .

Furthemore, interest rates were

higher at the time the pamienhip was negotiated and signed than they were when
construction actually began, one year later. However, the City was unable to take
advantage of this decrease because it \vas locked into its agreement with DBF. While it

is tme that interest rates could have increased and DBF was the one who bore the nsk, it
still stands that the City, by leaving the financing to DBF, lost its flexibility in arranging
its financial ternis and, therefore, the possibility of taking full advantage of declining

interest rates.
Overall, the project cvould have been better rnanaged if the City had retained
control over the financial arrangements whiie hiring DBF to design and build the bridge.

5.2

Miramkhi Youtlt Ceme

- Tlie Province of New Brunswick

This PPP began as a proposal submitîed by the Wackenhut Corrections
Corporation, a US based Company, to the Province of New Brunswick to builâ, finance,
operate, and then transfer the Miramichi Youth Centre. Wackenhut's proposal had been

chosen as the more preferred of the three received proposais. In the ensuing period, it
was decided diat the operations elernent was to

be maintained by the public sector but

with the option of friture privatization.

Under the agreement, Wackenhut as the executor of the New Brunswick Youth
Centre Trust,will design, build, and finance the facility. The Trust arranged for the sum
of S19,425,000 fiom Sun Life Assurance Co. of Canada by offering as diateral a

mortgage on the building and the assignent of rents.
For a period of twenty-five years, beginning on January 1, 1998, Wackenhut will
maintain the Centre and lease it back to the Province for a monthly base rent of S 154,636.
Upon the completion of this period, the lease can either be renegotiated at a cost
detemined by a formula tied to market interest rates, or teminated on receipt of a
$5,827,500 payment by the Province. This amount was anived at by depreciating the

asset at a pre-amged rate. in addition to this, Wackenhut receives a monthly payment
of S32,083.33 for maintenance costs, adjusted for increases in inflation, a monthly
refurbishing allowance of S52,750 p.a., which increases by 3% p.a., for fumishings and
non-building items, and a â 10,000 p.a trust payment.

Anaiysis

This PPP only offers two foms of eficiency savings; i) the design and building
of the Centre and ii) the maintenance. These savings are experienced for the many

different reasons mentioned earlier, such as fast-track designs and access to newer, more
productive technologies. Similady, maintenance CON could be l e s becaw of labour
cost savings. However, these believed efficiency gains are dificult to assess becaw of

the absence of data h m sUnilar institutions maintained by public sector employees.
The distribuiional impact of this PPP is also difficult to observe. Wackenhut will
presumably benefit fiom the design, construction and maintenance contract, but the size
of those benefits is not kwwn. Their long-term interest may be to use this experience as

a stepping stone to operating comectional institutions. in this case, Wackenhut may be

modemting its profits so as to gain more business later.
It is difficult to know whether any gains in employment and economic
development, as a result of this project, would have emerged had this facility not been a
PPP. in other words, there is no way to predict the level of job creation or economic

development this project would have spawned had it been more conventionally tendered
If the project would not have k e n tackled at d l , then the ernployment and development

opportunities generated will be satisfactory. Between 1998 and 2002, Wackenhut has
committed i t d f to ccreting the quivalent of 40 full time jobs, or 5520 person weeks of
employment It guarantees salaries for these jobs of at lest E24,000 p.&, adjusted for the
cost of living. Failing that, it \vil1 contribute 61 1,500 for each full-time equivalent job not
delivered into a Job Development Fund to be administered by the Province, with a

maximum hability of $460,000. In addition, Wackenhut promises to invest a minimum
of $2.6 million in New Brunswick over that five year period.

Fiscally, this PPP allows for the reduction of $19.4 million in govemment
borrowing to be replaced by the monthly lease payments and a finai lumpsum payment
in the event the govemment wishes to assume ownership of the facility following the

termination of the agreement. One can reasonably assume that the actual building of the
facility might take two years and, if we assume that the loan is drawn in four equal

installments over those years with the nnt lease payment commencing at the end of the
hvo year p-riocl, then the implicit cost of the lease and final transfer payment is just over

8% per annum. Since this is about 0.3 - 0.5% p.a over the yield in Iune 1996 on bonds
rnatun'ng in 2022, this implicit cost means that the province is paying somewhere

between S0.6m and f1m more than it would have paid had it financed the facility itself
Furthemore, it is improbable that the more conventional method of financing wodd have
had a negative effect on the Provinces' bond rating, and as such, anticipated costs

correlated with a fa11 in those ratine are irrelevant.
Wackenhut is required to meet al1 normal health and environmental standards,
with respect to air, mechanics and water, in the maintenance of the building and is
stipulated as such in the PPP agreement. In addition, normal innirance risks are to be
borne entirely by Wackenhut.
The PPP does create a reduction in the flow of information relative to alternative
fundinç arrangements as documents are not readily available and crucial information on
debt costs and the share of rents between the lender and Wackenhut is not forthcoming.

C'oncltrsions

This partnership does not seem to pose much of a threat to public sector
employees in New Brunswick. Correspondingly, taxpayen do not appear to incur any
tremendous additional borrowing costs, although there is the probability some wil l exist.
Again. there may also be additional costs involved in maintenance but 1 do not have

sufflcient infonnation to make that assessrnent.
This PPP holds Wackenhut responsible for the creation of a number of jobs and to

bring some capital into New Brunswick. However, these arnounts are not large and it is
unclear whether or not they wvould be recouped out of profits made on the design
finance, build and maintenance portions of the Youth Facility. The investment and job

promises certainly cannot be considered large when compared with the possible profits
Wackenhut would make if they are awarded responsibility for actually controlling the
operations of New Brunswick's correctional facilities, which is in al1 probability, the
principal long term objective of this particuiar PPP.

6.0

CONCLUSIONS
Throughout this paper, the focus has been on identieing whether PPP's

expenence any eficiency gains over more traditional financing and provisional means.
To do this, we have exarnined the different types of PPP's, the advantages and

disadvantages of PPP's, the economic and financial considerations regarding PPP's, and
finally looked at two case studies. These issues suggested the necessity of certain key
questions required when determining the economic feasibility and efficiency gain, if any,

for a PPP. The questions raised in Chapter 3 are:
1 ) Is there a defined set of choices?

2) 1s the production fmction defined?
3) What are the organizational methodologies?
4) Does the PPP promote cornpetition?

5) What is the potential distributional impact on consumen, worken, and

private partners?
6) Has the impact on economic development been defined, and if so,

what is it?
7) Are the information flows k i n g maintained with the PPP?

8) Has the risk levels changed? If so, is the public aware of this change

and has it been approved as acceptable?
9) Does the PPP impact the environment? If so, is society aware of this

and do they find this impact acceptable?

Ideally, these questions should be asked of every PPP under consideration. By

answenng these questions, and othen like hem, policy makea will have a better
understanding of the efiïciency gains, or possibly losses, of implementinç a PPP. This
chapter will provide a brief overview of this papa offer some alternatives and will
conciude with sorne general observations and recommendations.
Governrnents were originally established as an overseer of society.

They

provided services because they had an obligation to fültill public policies. Sornewhere

along the way, presumably in most part due to the characteristics of public goods,
govemments have become involved in the economic supply of many goods and sewices.
Also, because of its ability to cross-subsidize projects, the govenunent became a natural
choice for the provision of these public goods and services. This has evolved over the
course of many hundreds of years and for many different reasons. This may not,
however, be the most effective and efficient role for the govemrnent to play.

If

govemment responsibilities reverted to replation, of the environment, the money supply,
interest rates, etc., we may begin to see a more harmonious and efficacious marketplace.
Governrnents should limit their roles to the provision of purely public goods, such as the
milita-,

and regulate the actions of the market in such a way as to ensure the best

possible outcomes for the whole of society.
1 say this because of the ovenvhelming evidence that the private sector can indeed

provide goods and services at a lower cost than the public sector. This ability to lower
the cost of production comes frorn many different factors associated with pn'vate
businesses. For instance, as mentioned previously, pnvate fims have access to newer,
more productive technologies, more efficacious management systems, fast-track design
strategies, multidisciplinary design teams, and so on. In addition to this, pnvate Enns

are ofien not bound by commitments made to unionized labour, nor are they concemed

wit h the redistribution of income.
Govemments, on the other hand, as a representative of ail memben of society,
must take into consideration the effects of the various work standards and beneflt
packages. 1 believe govemments should not forgo ths duty, even with the institution of a

PPP. If the government took on the role of authorizer and reylator, a sort of watchdog, 1
believe many of the problems associated with the irnplernentation of PPP's could be
overcome. For instance, let's say a public entity decided a new bridge needed to be builtConventionally, they would hire a contractor who would then design the bridge to the
speci fications of the municipality. The municipality would then, in essence, become the
provider and producer of that bridge. On the other hanci, if a PPP is developed the
private finn would then take over the traditional role of provider and producer and the
govemment is then free to becorne the facilitator and reylator.

Their new

responsibilities could be to ensure quality labour. or unionized labour, was used and
benetit packages and workplace safety would not be compromised. Granted this may
diminish some of the cost savings usually enjoyed by private firms, but it would rnsure
that public mandates were not compromised.

This role of overseer could also be extended to areas such as the ecologtcal
environment or income redistribution. Governments could also require the use of proper
training prograrns and ensure consumen would not be negatively affected. In other
words, whiie it may be tme that the private sector can lower the cost of production on

many infrastructure prograrns, it is not always tme that those lower costs are in the best
interests of society. The role the government can and should play is one of authonzer,

overseer, reylator, and facilitator. It is this dichotomy of roles between the public and
private sector that I feel would best meet the requirements of both equity and eficiency;
two economic concepts that are often at odds with each other, but do not have to be an
inevitable feature of future growth.
There are certain key factors that are crucial in the success of PPP's. The tira is
project definition. For the use of a PPP to be considered worthwhile, the project must
address a true "societal" need. Performance objectives must be clearly defined in the

beginning stages of the PPP development. Finally, innovative ideas m u t be promoted
and considered.
Through the process of PPP development, every effort must be made to attract the
private sector with a selection process that respects the investment required to prepare a

proposai. Ofien, assembling the requirements for a proposa1 involves a great deal of time
and money and, as such, the request for proposais should bear in mind the associated
costs. The govemments' cornmitment to the project m u t be demonstrated by keeping
the process open and ingenuous. Stakeholders in the PPP should be consulted throughout

the process and employees and unions should be invited to partalte in the process.

The evaluation of the PPP must include an assessrnent of the projected risk
involved with t h e PPP in addition to demonstrating the anticipated savings. There should

be a multi-disci pl inary team to conduct the evaluation.
The stnicturing of the PPP is also important in establishing a workable

parmenhip. The govemment's financial cornmitment should be minimized. This could

be done in one of two ways, depending on the objective of the public sector. Fint, the
financing of the project could be done by the private finn, thereby freeing the

govenunent from borrowing the vast arnount of capital required for moa infiastructure
progams. The government would then simply pay an annual payment, either as a lease
or a pre-arranged, agreed upon amount. Conversely, the government could finance the
project itself, thereby reducing the interest charges incuned and generally, shortening the

length of time payments would be made on the structure. As mentioned previously, it
can not be stated with any certainty which of these two methods will minimize the
eovernment's financial cornmimient because eveq situation is different and the pros and

Y

cons must be weighed accordingly.
A successful PPP should have well illustrated penalties for non-performance to

safeguard the public from an iniquity.

Moreover, there should be contingencies made to

allow the public sector to benefit from any monetary gains directly resulting fiom the
project. This could be in the form of profit sharhg or as payments made by the private
firm as value increases because of new development possibilities.
It is true that governrnents have to find new and innovative ways to secure

financing for sorely lacking infrastructure programs. Due to the self-defined debt crisis,
governments are becoming less likely to initiate new infrastructure provision with
traditional means of financing. Most public entities are counting on PPP's to be their
knight in shining amor.

Throughout Canada. the United States, and Europe,

governments are seeking partnenhips in hopes of continuing those services people in
society have corne to expect. Sirniiarly, private firms have b e y n looking to new sources

for profit generation because traditional areas are no longer capable of producing
profitable rems. Accordingly, these two secton have corne together, one with the
possibilities but not the means, the other with means but no possibilities.

6.1

Alternatives fo PPP's

As should be quite evident by now, there is no unambiguous answer as to the
desirability of extensive PPP usage. For each individual project, the pros and cons must
be carefully weighed and considered.

It is precisely because of this reason that

alternatives to PPP's are so significant. It is important to know that there are options to
simply remaining at the status quo or establishing a PPP, which may yield some
undesirable outcornes. A viable alternative should address some of the concems that give
rise to the popdan-ty of the PPP option but that are less threatening to the public sector
workers and public policies.
It is often argued that PPP's are beneficial because they allow the public sector to
reduce its level of borrowing or its capital cons through way of private sector tinancing.
In reality, however, the public entity is typicaily able to bomow money more cheaply than
a private firm. Even if this were not the case, the public sector could effkctively reduce

their own borrowing costs by organizing the coalition of smaller authorities who would
pool and jointly guarantee their debt requirements. The Municipal Finance Authority of
British Coiurnbia (MFABC) is a good illustration of this. This authority enables smaller

municipalities, through a system of collective bond issues, to pool "the secunty of their
tax bases", which will constitute a comprehensive accumulation of assets (CUPE

Research, September 19, 1995). This collection of assets can then be used as collateral
against future long-terni investments. MFABC has been in existence since 1971. has a
triple A bond rating, and at the end of 1993, had $1.7 billion in assets (CUPE Research,
November 1994). This principle of collaboration between srnaller public sector entities

could be extended to non-financial areas, such as construction or s e ~ c delivery,
e
which

would mean that economies of scale, and jobs, are preserved within the public sector.
Another alternative to PPP's is to contract work back into bargaining units.
(Marshall, pg.5) While this is typically a difficult tas4 there has been some measure of
success within the pst few years. The Hamilton Public School Board, CUPE Local 1344
is a good case in point. Using the various mechanisrns at its' disposal, the local was able
to secure access to the invoices for untendered contracts They were able to utilize this

information by creating a data bank, which delineated the trends effectively enough to
prove that a vast majority of the work should remain as in-house work. This method has
not only saved the jobs of many hundreds of employees by bringing work back into the
bargaininç unit, it has also created new job potentials as well as saving money for the
employer.
PPP's have the potential to expose the area of public services to many new
possibilities. They have the capacity to lower production costs while simultanesouly
producing a betîer quality output. They also have the ability, however, to erode the
public policies, which most memben of society do not want to dissolve. Labour \MI1 be
the worst casualty, with lower salaries and benefits and less emphasis on safety in the

workplace. This does not need to be the case, though. PPP's could be fomulated in such
a way as to address these drawbacks and still reap the benefits that make these

partnerships so appeal inç.
1 believe that the best alternative to PPP's may not be an alternative at all, merely

a change in the definition of a PPP. What I mean is that there seem to be many benefits
from the tradition method of infrastructure and service provision as well as many benefits

to private provision. I believe there must be a ~vayto hamess both of these without losing
the benefits of each. For instance, the government could play the role of oveneer, to

ensure rquitable treatment of workea, a standard of quality, etc., as well as to give
private business the oppominity to create opportunjties for new jobs and lower cost
facilities. I beiieve that instead of continuing to use PPP7sas a cmtch, the govemment of
Canada should look at better ways to enjoy the benefits of lower cost facilities without
gîving up the services and standards that we, as Canadians, have corne to expect.

APPENDCX A
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PUBLIC GOQDS

A public good is so classified because of its characteristics. In other words, it is

non-rival and non-excludable in consumption. A non-rival good is one, which if itos
benefits are consumed by one person, the same arnount is still available for another to
enjoy. The benefits enjoyed by the consumers do not diminish with consumption. In
more theoretical terms, ". ..once a pub1ic good is provided, the marginal cost of another
person's consuming it is zero." (Stiglitz, 1988, pg-630) This c m apply to goods such as
roads, bridges, national defense, etc.
A non-excludable good is one in which consumption cannot be prevented. either

because of prohibitively high costs or simply impossibility To better describe this, let's

examine national defense, which is considered a non-excludable good or service. It
would be virtually impossible for a member of society to be excluded from the benefits of
this service. Let's assume that national defense was provided privately in a city called
Armyville and the citizens had to pay a fee for this senice. Now let's pretend that a war
has been declared on Armyville. A missile is launched from one of its' enemy countries.
This missile is found to be heading directly for the homestead of a family that had
decided not to pay for the national defense service. The providers of national defense
cannot v e q well allow this bomb to land, even though that family had not paid for its
services because, naturally, the bomb would destroy the houses of the residents who had
paid for their services. This problem is refened to as the 'free rider problem'. Free
ridinç occun when "...a person refrains from takin~a costly action because he or she
knows that someone else w i l l undertakg it (which allows the free rider to reap the benefits
without bearing the costs". (Katz and Rosen, 1994, pg. 134)

A pure public good is one that is both non-rival and non-excludable. Of course, a

eood
"

could be non-rival but excludable as in the case of a toll road. However, a toll road

could become rival if it is overused becaw heavy usage could wvear out the road over
tirne and so, it is important to clarifjr each instance because many different conditions
could exist. A good could also be rival, but non-excludable as is the case when a public
school classroom has too many students, which effectively lowers the level of benefits
received by the students from the teaching. This kind of good is referred to as an impure
public good, or simply public good, because it is lacking one of the characteristics
necessary for the classification of pure public good.
To eficiently provide a public good, certain conditions must be met. T'hese
conditions are represented in the equation below.

MRS,,"
(v). MRs$

is person A's marginal rate of substitution benveen gardens (g) and wine

is person B's marginal rate of substitution benveen gardens and wine. The

surn of these two is the marginal rate of technical substitution between gardens and wine.

The MRS is the quantity of one good a penon is willinç to give up in exchange for

another good.

Every point on an individual's demand curve represents a tradeoff

between hvo commodities, that is, that person's MRS at that instance. The marginal rate
of transformation can be defined as 'Yhe rate at which the econorny can transform one

output into another by shifting its resources". (Katz and Rosen, 1994, pg.408) It can also
be thought of as the marginal cost of the efficient production level, in this case, G*. This

rquation tells us that at G*, the marginal cost is equal to the surn of what person A is
willing to pay and what person B is willing to pay. This can be connaned wvith the
conditions necessary for the efficient provision of private goods.

In this instance,

eficiency requires that each individual have the same MM's and that this value exactly
equals the MRT.

Lkumpfe:

Suppose we have two people, Albert and Beîîy who both enjoy vegetable gardens.

Alben's enjoyment of the garden does not dirninish the enjoyment Betty receives from
the garden, and vice versa. Therefore, we can say that this garden is a public good
because it is non-rival. Both individuals prefer a larger garden to a smaller one, ceteris
panbus- Suppose that the garden is presently 100 square feet and can be enlarged at the

cost of $7 per square foot. Albert is wvilling to pay $6 to expand the garden while Betty is

only willing to spend S5.50. The question that must be answered is. 1s it eficient to
enlarge the size of the garden by a square fwt? To examine this, we m u t compare the
marginal benefit to the marginal cost. It must be noted that the consumption of the
garden is non-rival, which means that the additional square foot can be consurned by bath
Alben and Be-.

Consequently, in order to calculate the marginal benefits, we must take

the szm of what they are willing to pay, which is $1 1.50. Since the marginal cost is only
$7, it pays to add the additional foot to the garden. More generally, if the surn of the

individual's willingness to pay is greater than the marginal cost of providinç an
additional unit, efficiency dictates that that unit should be purchased. If the opposite is
true. then efficiency dictates that that unit should nur be purchased. Therefore, efficient

provision o f a public good requires that the sum of each person's marginal valuahon of
the last unit exactly equal the marginal cost (Katz and Rosen, 1994, pg.63 1 )

More typically, though, public goods are provided to a group of people and so
g o u p willingness to pay must be found to detemine the eficiency of provision. This is

found by the vertical summation o f individual demand c w e s , as s h o w below.

Square feet of garden

Ga Ci*

Square feet of garden

Dollars

Ga G*

Square feet of garden

As explained above, these graphs represent the vertical summation of the
individuals respective demand curves. At the efficient level of provision, G*, the sum of
the marginal rates of substitution equals the marginal rate of transformation. This is

different from the derivation of a group dernand curve for a private good. In that case.
the demand cuwes are summed hor~~onruii'y,
which allows for each person to consume a

different quantity of the good at the same price. This diffen from public goods because it
would make no sense to try to surn the quantities of a public good that the individuals

would consume rit a given price because public goods are non-rival. Hence, we find the
moup willinçness to pay for gardens by summing the prices each would be willing to pay

Y

for a given quantity. It should be noted that although the conswnption of public goods is
non-rival, there will most likely be diffenng values placed on the good.
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PRIVATIZATION COST SAVINGS

UPDATED COST SAVINGS RESEARCH FINDINGS
Arranged Alphabetically by Service Category

!

SOURCE

COMPAJUSON

F~NDINGS

Kitchen (1976)

In-house versus private h s
in fony-eight Canadian Cities.

Municipal suppliers were more
costly than proprietay fms.

Petrovic and Jaffee
(1977)

in-house versus private contraaing
in Midwestem cities.

Cost of city collection was 15%
higher than the price of pnvate
contract collectors.

Pier. Vernon and

in-house versus private firms in
Montana.

Municipal supplim appear to be
more efficient, not wntrolling for
q d i t y and community
characteristics.

In-house versus private firms in
Minneapolis.

No significant con differences if
suppliers compete through tight
c o n m l of municipal costs imposed
by legislature using private costs
as a cornparison.

l

1

l

l

*kkS ('974)

I

Savas (1981)

/ Spann (1977)
i

/

In-house and fknchise contractors
in a single district jurisdiction versus
contractors and in-house in a multidistrict setting.

The average number of bids per
area increases when cities are

divided into srndl districts.
Competitive bidding leads to Iower
costs for contractor service. Cities
that actively monitor municipal
agencies using pnvate contractor
costs have lower average costs. No
benefits are obtained without these
policies.

In-house versus private firms.
(Survey of literature.)

Public firms were 45% more
costly.

In-house versus private contractoroperated public schools.

Private contracting prornpted s m l l
gains in math and reading and
losses in other subjects. No cost
savings.

SCHOOLS
Peterson ( 198 1 )

l

!

SECURITY SERVICES (geaeml maintenance of public buildings)
Private security services save
Hanke ( 1985a)
In-house versus pnvate security guards.
50% o r more.

I

SEWERAGE/WASTEWAïXR TREATMENT
Hanke ( 198%)

In- house versus contractor-built
and operated treatment faciiities

Contractor costs averaged 20% to
50% less due to lower çonstniaion
costs and shorter construction lags.

UPDATED COST SAVINGS RESEAIICH FINDINGS
Arrrrnged Alphabetically by Serviœ Category

Cornpetition also reduces operatin8
Costs 20% to 50%.

1 STREET CLEANING (refuse collection)

j Stevens (1984)

In-house versus wrnpetitiveiy

Contract cities have 43% lower
costs after accounting for qwlity
and 0th- fictors.

WATER UTTLITIES
Crain and Zardkoohi
( 1 978)

In-house versus private suppliers;
cornparisons of t 12 firms and
detailed case study of 2 firms that
switched type o f ownership.

Public firms wcrc 4û% less
productive- Private firrns had 25%
lower costs. Public h s going
private had 25% increase in output
per emptoyee. Private firm ooing
public had an output pcr employee
decrease o f W ! ' .

Feigenbaum and
Teeples ( 1982)

In-house versus private water
companies.

No cost differences were found
afier controlling for other cost
factors.

Mann and Mikeseil

In-house versus private suppliers.

Found public modes were 20%
more expensive afkr adjuning for
input prices.

In-house pnvate suppliers coverïng
143 firrns in six States.

Costs 15% higher for public firms.

( 1976)

Morgan ( 1977)

Source:

Cost Savings From Privatization: A Compilation o f Study Findings
By John Hilke, The Reason Foundation, How-to Guide #6,
March 1993.

* Note:

This is only a sample of the many different studies that have been done in
this area. To list them al1 wvould take up many, many pages and the'
would be redundant as the findings were similar throughout the studies.
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APPENDIX C CALCULATING TEIE PV OF FUTURE LEASE PAYiMENTS
To calculaie the present value of money to be collected (or given out) in the

future. it must be discounted by some amount. For instance, a dollar today is wonh less
than a dollar in the future. Similady, if a dollar is to be earned (or paid) sometime in the

future, it is wvorth more today by the amount of interest gained (or forgone) by having to
wait. The longer the waiting p e n d and the higher the interest rate, the less the present

value (PV) will be in cornparison to the fùture value (FV). The formula used for this

Where 'r' represents the interest rate and 'n' represents the number of yean into the

future dollars are to be paid or received.
In a standard PPP lease agreement, the public parnier pays an annual lease
payment for the use of some capital asset built and owned by the private partner. For
instance, if a lease agreement is drawn up so that the govemment must pay $100,000 per
year for the next 20 yean and their incurred interest costs are 7% per annum. the PV of

the paynent for year I will be
5 100,000 * ( l/l+0.06)

=

approx. $93,458

The PV amount for the second payment paid at the end of year 2 will be
S 100,000

* [ 1 /( 1+0.06)'] = approx. $89,000

This amount is wonh less than the amount received in the previous year because
the çovemment has one year longer in which to collect that money and as such, "saves"
another o r ' s interest and the interest accrued on the interest. By the time the final
p a p e n t is due, in year 20, the discount factor is just 0.3 12 which means that one dollar

~ is wonh only 3 1.2 cents.
paid in the 2 0 year
The PV arnount of the total payments to the PPP wouid equal the s m of each
year's lease payments. in PV tenns, PLUS the discounted value of any terminal payment
to be made, if so stipulated, if the asset is to revert to public ownenhip at the termination

of the lease agreement.

In addition to this, it may be useful to calculate how much the PPP \MI1 eam
implicitly on its investment by financing the project and then leasing it back. This value
is found by usin%a trial and error method to pick a discount rate and then discounting the
annual Iease payments until the PV of the lease v e n t s is the same as the PV of the
investment. At this point, the net present value (IWV) is zero because the PV of the
benefits rsactly equals the PV of the costs. The interest rate at this point is referred to as
the internai rate of retum (IRR)on the agreement. If this is less than the govemments
borrowing cost, it will be beneticial for the public sector if the project is financed as

stipulated in the PPP. If, on the other hand, the R R is greater, it would be advisable for
the project to be financed by the public sector.

APPENDIX

D

- PPP'S WlTHIN CANADA

ALBERTA

TRANSPORTATION
Aiberta Transportation and Utilities Highways Privatization Program
Country Hills Bridge. Calgary
Douglesdale Pedesuian Bridge, Calgan
Edmonton Master Transportation Plan
Edmonton Ring Road
ENVIRONMENTAL
Alberta Special Waste Treatment Centre
Banff Wastewater Treatment Plant
Calgary Utility Privatization
CU Water Highway 14 Project
Edmonton Regional Co-Compostinç Facility
Edmonton Water Privatization - AquaAlta
Edmonton Wastewater Operating Contracts
Kananaskis Wastewater Treatment Plant
CMC
Alberta Petroleum Marketing Commission
Alberta Public Works Outsourcing and Privatization Initiatives
Calgary Aquatic Centre
Calgary Golf Course
Calgary Hockey Rinks
Edmonton Telephone Corp. Privatization
ISM (Alberta)
Provincial Campgrounds in Al berta
Privatization of Liquor Stores
BRITISHCOLUMBIA
TRANSPORTATION
Air Care Program
BC Govemment Air Services
BC Highway Maintenance
BC Rail Privatization
Capital Regional District, Victoria
Chilliwack Municipal Airport
Fort Langley Toll Bridge
Johnson Mariner Way Overpass, Coquitlam
Lions Gate Bridge
Mt. Washington Ski Reson Roadway
National Airport Policy. Pnvate Involvement in BC Airports
Okanagan Lake Floating Bridge
Port Mann Bridge Bypass

Prince Rupert Bridge
South Fraser Perimeter Road
Trans Canada Highway Westview Interchange
Vancouver Internaitonal Airport Expansion
Vancouver Island Highway
Vancouver Pon Container Cranes
Vancouver port Corporation Privatization
Westcoast Express Commuter Rail
Whalley's Gateway Skytrain Station
ENVERONMENTAL
British Columbia Solid Waste Hauling
Bumaby Waste Recycling Plant
Chilliwack Facility Privatization Program
Cowichan Regional District Septage Handl ing Faci 1ity
GVRD Wastewater Treatment Plant Upgrade
Kelowna Water Metering Project
Seymour Water Filtration Project
Victoria Composting Project
CMC
Bumaby Ice Sports Centre
Bumaby Secondary School
Citygate Mixed Income Housing Redevelopment
Coquitlam Arena - Rocket Ice
Coquitlam City Halt/Police Building
Cypress Bowl Recreation Facility
GM Place - Vancouver
Kelowna Multi-Purpose Facil ity
Langley Arena
Maple Ridge Ice Arena
Maple Ridge Wildemess Program
Nanai rno Theatreff arkade Cornplex
Qualicum Beach Town Centre
Richmond Aquatic Centre
Richmond Ice Centre
Seaport Centre Casino Complex
Selkirk Waterfrunt Office Building
Stetson Bowl Stadium
Surrey Firefighter Training Program
Tskeil-Waututh Ice Rink
University of British Columbia Expansion
Vancouver Convention Centre
Vernon Recreational Complex
VLC Properties Ltd. Social Housing
Walnut Grove Community Aquatic Centre
--Woodwards Building", Mixed Income

MANITOBA
TRANSPORTATION
Winnipeg Charles~voodBridge
EW~RONMENTAL
North End Water Pollution Control Centre
WINGRO Biosolids Reclamation Initiative
Winnipeg Regional Water Supply and Treatment Facility
Winnipeg Water Supply and Treatment Facility
Cartier Water System
Crvrc
Manitoba Satellite Facility
Winnipeg City Hall Executive Policy Cornmittee (EPC)
Winnipeg's Fork Development
Downtown Winnipeg YMCA Building Revitalization
YEW BRUNsWlCK

TRANSPORTATION
Highway 14
Moncton Airport Privatization
Toll Road System
E~~/IRO~~ENTAL

Canadian Forces Base Gagetown Heating Plant
Moncton Water Treatment Plant
Moncton Utility Distribution System
CMC

Da1housie Correctional Facility
Electronic Service Delivery Program
Integrated Justice System
Miramachi Youth Centre
Moncton School
New Brunswîck Correctional Facility
New Brunswick 91 1
New Brunswick Reformatory
New Brunswick Tire Recycling
Revenue Management System
NEWFOUNDMND
T~WNSPORTA~ON
Hibernia Management and Development Co.
Newfoundland Deparmient of Works, Services and Transportation
ENVIROrniENTAL

Marble Ski Resort
CMC

Operation O N L M

NOVASCOTIA
TRANSFORTATION
Cape Breton Reet Operations/Central Vehicle Maintenance Facility
Cape Breton Regional Municipality - Central Dispatch Facility
Cape Breton Regionai Municiplity - Handi Dart Privatization
Highway 104 Western Alignment
Municipality of the County of Kings - Local Road Maintenance
Sydney Airport
ENVIRONMENTAL
Annapolis County Wastewater Collection and Treatment
Dartmouth Water Treatment Plant
Halifax MSW Processing Project
Lunenberg Wastewater Treatment Plant

Crwc
Antigonish Hospital Program
Atlantic Land Management Technology
Cape Breton Regional Municipality Arena Operations
Cape Breton Regional Municipality Centre 200 Project
Cape Breton Regional Municipality - Civic Centre
Cape Breton Regional Municiplity - Information System
Dartmouth District School Board - Prince Andrew High School
Auditorium Project
Grain & Forage Commission
Halifax CityMalifax County/ Beford/ Dartmouth School Board
Service Privatization
Halifax Regional Municiplity - Recreation Facilities
Nova Scotia Corrections
Porters Lake School System
Sydney School System
Wide Area Network System
Wolfiille School System

ONTARIO
TRANSPORTATION
Hami l ton - Wentwonh Airport
Highway 407 Project
Highway 407 Extensions
Highway 4 16
Lackner and Fainvay Roads
Ontario Airport Transfers
Ontario Turnpike
Oshawa Airport
St. Lawrence Seaway
Teminal I and Terminal 2 - Toronto Airport
Terminal 3, Toronto Airport
Waterloo Region Roads, Pnvate Financing

ENVIRONMENTAL
Grand Bend Wastewater Expansion
Hamilton - Wentworth Wastewater Plant
Listowel, Ontario Wastewater Operations and Maintenance
Metropolitan Toronto Solid Waste
Petrolia Wastewater Operations and Maintenance
Plimpton in Larnbton County Wastewater Operation and Maintenance
Region of Halton Waterworks System
Region of Niagara Water and Wastewater
OCWA Privatization
Region of Ottawa - Carleton Wastewater Treatrnent
Sarnia Wastewater Expansion
Strathroy Wastewater Extension
Town of Lucan Wastewater
Town of Rockland Wastewater Faci 1ity
Regional Municipality of Waterloo Wastewater Operations &
Maintenance
Wyoming Wastewater
York Region Waterworks System

Cwrc
Barrie Molson Centre
City of Brampton Entertainment/Sports Complex
City of Glouchester City Hall
City of Mississauga Spectator Arena & Entertainment Sports Complex
City of Orillia - Multi-use Recreation Complex
City of Windsor Casino
Hospital Ambulatory Care in SW Ontario
Niagara Casino Project
Niagara Gateway Project
Ministry of Tourism Highway Sign Project
National Defence Area Training Centre
Ottawa PaIIadium
Rama First Nation Casino
Sarnia Arena
Scarborough Ligrary - Private Funding
School Accommodation in Peel - Pnvate Funding
SD Laboratory Services
Teranet Land Information Services Inc.
Windsor Police Headquarters
Windsor Police Radio Dispatch
Windsor Sportsplex
PRINCE EDWARDISLAND

TRANSP~RTATION

Fixed Link Bridge Involving Prince Edward Island and New Brunswick
Georgetown Shipyard

CMC

The Prince Edward Island Govemrnent's Food Technology Centre
Prince Edward Island Tourism Information
QUEBEC

TRA~~SPORTA~ON
Aeroports de Montreal (AGM)
MIL Davie Shipyard
Montreal H ~ M
Bourassa Roadway
Montreal Parking Meten Project
Quebec City - Windsor, Ontario High Speed Rail
Transport Quebec
ENVIRONMENTAL
Laval Waste Management
Sainte-Mariede-Beauce Water Treatrnerrt Operations
CMC
Canadian Museum of Civiiization (CMC)
La Societe Irnmobiliere du Patrimoine Architectural de Montreal (SIMPA)
Mont Saint-Anne Ski Resort
Municipal M a i n Public-Pnvate Partnership Framework
Proviniciai Privatization Program
Prevost Car sold to Volvo by Societe Generale de Financement (SGF)
Societe d'economies Mixtes (SEM)
Sidbec-Dosco
Unibord and Panneaux Chambord Corporation
SASKATCHEWAN
TRANSPORTATION
Saskatchewan Transportation Partnerships Program
ENVIRONMENTAL

Melfort Regional Water Supply System
Saskatchewan Water (Sask Water)
Waka-Humboldt Regional Supply System

Crvrc
Saskatchewan Casino Complex
Crown Corporation Privatization Program
YUKONand NORTHWESTTERRITORIES
T~SPORTATION
Dawson Bridge
ENVTRONMENTAL

Whitehorse General Hospital Energy Centre
CMC

Niven Lake Subdivision, Yellowknife

CROSS
- CANADAP ~ O m c r s

TRANSPORTA~ON
Air Navigation Privatization (NAVCAN)
Canadian Nation Rail Pnvatization
Radarsat
CNIC
Canadian Armed Forces Privatization
Canada Mortgage and Housing
Canada Post Property Management
Federal Buildings Initiative
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