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Contracting Public
Services: Results
Are Mostly Positive

Summary

Portland and other cities buy a variety of goods and ser-
vices from private businesses. In addition to items such as
office supplies and equipment, many governments buy ser-
vices from the private sector that were traditionally provided
by public employees. Two common examples are garbage
pickup and street repairs. Last year alone the City of
Portland contracted over $100 million of construction, en-
gineering, and other professional services.

We evaluated competitive contracting in Portland and
other city governments to assess successes and failures and
to identify factors that lead to effective contracting. We
conducted an extensive literature search and tested the
soundness of a cost comparison methodology recently devel-
oped by Portland’s Water Bureau.

We found that municipal governments use private vendors
to provide almost any type of service. Public works and
business services are most commonly contracted out but
some cities have used private companies to provide fire
protection, libraries, and personnel services. Cities con-
tract services for several major reasons:

= to gain cost savings
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Contracting Also Has

Risks

= to add flexibility to changing workload de-
mands

= to gain specialized skills and equipment
= to acquire higher quality products or services

As more governments begin to compare the cost and
qguality of services provided by public employees to those
provided by private firms, public managers are finding
benefits other than cost reduction. Specifically, public
services subjected to market competition become more in-
novative and productive, and public employee morale
improves as employees learn to succeed in a competitive
environment. The cities of Phoenix, Indianapolis, and
Philadelphia all report that public employees learned how
to compete effectively against private providers, offering
guality services at a lower cost. Here in Portland, too,
public employees in the Water Bureau are finding ways to
do things more economically in order to compete with pri-
vate firms for specific construction projects.

We also found that privatization experiences are not al-
ways successful. Portland and other cities and states report
that contracting public services sometimes results in higher
costs, poorer services, missed deadlines, and significant
corruption and waste. For example, New York City con-
tracted parking citation collections to a company which
sought to ensure their business by bribing city officials to
award contracts without competitive bidding. Also, a com-
pany hired by Washington, D.C. to haul and dispose waste-
water sludge failed to obtain business permits and equip-
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Key Steps to Success

ment financing, causing the city to incur an additional $6
million in expenses to remove the waste. Moreover, two of
our nation’s biggest government programs, Medicare and
military weapons procurement, are provided largely by the
private sector and have been reported to have run up
billions of dollars in waste and fraud.

Our research shows that significant opportunities exist to
introduce the benefits of public-private competition to the
City of Portland. However, a number of specific conditions
need to be in place to provide some assurance of success. In
particular, the City should pursue a systematic approach to
competitive contracting that includes the following prin-
ciples:

Broad and open competition

The benefits of the market place are achieved by competi-
tion rather than by whether the service is delivered by
public or private employees. Public providers should com-
pete fairly and openly with private firms to reduce the
inefficiencies of monopolies, public or private. Adequate
competition between a sufficient number of rivals is needed
to produce innovation.

Thoughtful selection of services to bid

A number of real barriers exist to successful contracting:
lack of competitors, political resistance, a high risk of fail-
ure, unclear or unmeasurable performance requirements,
need for government control, and adverse impact on public
employees. If real barriers cannot be removed or miti-
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Recommendations

gated, competitive contracting may not be feasible or advis-
able.

Credible cost comparison and selection process

Private and public competitors must believe they will be
treated fairly. The methods for comparing costs should be
clear, reasonable, and unambiguous. Bid review and selec-
tion should be managed by an independent third party.

Effective contract management

The contract must contain clear performance standards,
measurable success targets, and incentives and/or penal-
ties to reduce poor performance. It must be monitored
carefully and enforced fairly to ensure that providers meet
desired expectations. Periodic audits should check results.

We believe Portland citizens would benefit if all appro-
priate services in the City of Portland are subjected to a
meaningful test in the competitive market. Obviously,
some services are not well suited for contracting, for ex-
ample, policy making, regulation, and oversight.
Nevertheless, many services provided by public employees
in Portland offer likely opportunities for competitive con-
tracting. Portland bureau managers have identified several
candidates. Other cities report good track records in ser-
vices Portland should consider competitively contracting.

We recommend that bureaus throughout the City test the
quality and cost competitiveness of services. After the
determination that a service is a good prospect for competi-
tive contracting, initiation of a formal bidding process may
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be the best way for larger programs to proceed. Smaller
services may benefit from informal bidding or by comparing
costs with private and other public providers.

To help the City of Portland improve competitive con-
tracting, we present several tools and models in this report.
A simplified cost comparison methodology is summarized
from a detailed and rigorous method developed by the
Water Services Partnership Group for Improvement. The
competitive contracting process flowchart was developed
with assistance from the Purchasing Agent and Water
Bureau staff. We also use feasibility analysis worksheets
from the State of Colorado.
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Audit Objectives

Background
Information

Introduction

Governments around the country are actively exploring
ways to provide public services more effectively and effi-
ciently. Contracting for services is one method used by
many. We conducted this audit because competition ap-
pears to offer opportunities to improve service delivery and
lower costs. The audit had four objectives:

m assess the extent to which Portland and other
cities contract for services

= find out whether there are additional opportu-
nities for Portland to contract for services

= identify and evaluate contracting benefits and
problems by reviewing research and literature
and interviewing managers about their experi-
ences

= identify methods and procedures that hold
promise for improving contracting practices in
the City of Portland

As citizens grow more concerned with the cost and quality
of government services, finding ways to control spending
has become an important focus of all government officials.
When government services are public monopolies, they
lack market incentives to control costs and promote qual-
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ity. The solution advocated by some is to introduce private
businesses into government service delivery.

Over the past twenty years all levels of government
have involved private sector providers in service delivery.
President Ronald Reagan created the Grace Commission in
the 1980s to explore government efficiencies and
privatization efforts in the federal government. More re-
cently, Vice President Gore’s National Performance Review
advocated contracting for government services as one
method to help reinvent government so that it would work
better and cost less. The states of Colorado, Texas, and
Massachusetts report a number of successful experiences
with service contracting.

Local governments have also been active in introducing
private sector competition to government service delivery.
Phoenix, Indianapolis, Philadelphia and Cincinnati report
millions of dollars saved by introducing private sector com-
petition.

As governments experiment with private sector con-
tracting and learn more about competition in government
service delivery, it is clear that there are a number of ways
to involve the private sector in service delivery. The three
basic approaches are to privatize, to contract out, and to
introduce public-private competition.

Privatize

With this approach, governments give up responsibility for
the service. Responsibility is transferred to the free-enter-
prise marketplace and service becomes a private matter.
Although this approach is common in Europe and in coun-
tries with a history of nationally owned industries,
governments in the United States rarely use this method



Chapter 1

Scope and
Methodology

because America has generally kept enterprises and assets
private to begin with.

Contract out

This approach is the most commonly used method for intro-
ducing the private sector into government. Government
retains responsibility for the performance of services but
selects a private company or another agency to carry out
the function. Service performance is usually defined in
contract specifications and monitored by a good project/
contract manager. If a contractor fails to satisfy the terms
of the agreement, legal remedies are available to redress
the problem.

Public-private competition

This new approach takes the idea of competition beyond
the usual private versus public terms. It allows govern-
ments to compete against private sector firms for the right
to provide services. This approach seeks to maximize com-
petition without making prior judgements about which
sector, private or public, should provide the service. Gov-
ernment retains responsibility for the service but partici-
pates in a competitive market to help lower costs and
iImprove services.

To address our audit objectives, we researched the litera-
ture and current studies, interviewed managers, union
representatives and private-sector vendors, and reviewed
contracting efforts in Portland and other cities. Our com-
prehensive literature review identified the most relevant
and current studies, articles, and reports on the topics of
government contracting, privatization, and public-private
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competition. We used the Internet to access information
from federal, state, and local governments and non-profit
and academic institutions. We also worked with the Inter-
national City/County Managers Association (ICMA) to ob-
tain data from their 1992 survey of contracting practices in
850 cities. Appendix A lists the most relevant information
we reviewed.

To identify opportunities for additional contracting in
Portland, we interviewed more than 30 managers from
nine different City of Portland Bureaus in the fall of 1994.
We also met with representatives from employee unions
and from private construction contractors to identify spe-
cific concerns and obtain their ideas regarding contracting
for government services.

We also reviewed three specific contracting and
privatization efforts carried out in Portland over the past
few years. Both the Office of Transportation and the Bu-
reau of General Services analyzed the feasibility and cost
of contracting out several services currently provided by
public employees. We also reviewed a current major effort
underway at the Water Bureau. We contracted with Dr.
Lawrence Martin from Columbia University to evaluate
the reasonableness of the cost comparison methodology
developed by the Water Bureau Labor-Management Com-
mittee to compare public employee project costs to project
costs bid by private vendors. Finally, we met with the
Bureau of Purchases, the Office of Finance and Adminis-
tration, and representatives from the Mayor's and Com-
missioners’ offices to obtain input on administrative, man-
agement, and policy issues.

We conducted our review in accordance with generally
accepted government auditing standards.



Cities Use Private Vendors to
Provide a Wide Variety of
Services

Our literature research and interviews with City of Port-
land managers indicates that Portland and other cities use
the private sector to provide a great number and variety of
services. A 1992 study issued by the ICMA surveyed over
850 cities regarding their contracting practices. The ICMA
found that all cities reported at least some service contract-
ing. Twenty cities comparable in size to Portland (250,000
to 500,000 population) reported significant use of contract-
ing and other service delivery alternatives.

Donald Kettl of the Brookings Institute, in his recently
published book, Sharing Power: Public Governance and
Private Markets, concluded that almost everything can be
and has been contracted out, that almost everyone con-
tracts out something, and that everyone contracts out
different things. Tables 1 and 2 show the services most and
least frequently contracted, at least in part, in cities simi-
lar in size to Portland, according to the ICMA 1992 survey.
Some categories of service that are significant sources of
contracting were not included in the ICMA survey includ-
INng engineering, construction, and printing services.
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Table 1  Most Frequently Contracted Public Services

Service % of Cities
responding *

Operation of homeless shelters 100
Disposal of Hazardous waste 100
Drug/Alcohol Treatment 100
Mental Health Programs 100
Transit Operations/Maintenance 92
Public Health Programs 90
Commercial Solid Waste Collection 90
Vehicle Towing/Storage 89
Operation of Cultural/Arts Programs 89
Ambulance Service 86
Child Welfare Programs 86
Tree Trimming/Planting 85
Street Repair 79
Solid Waste Disposal 79
Building Security 78
Daycare Facility Operation 75
Parking Lot/Garage Operation 74
Elder Programs 73
Prisons/Jails 71
Heavy Equipment Maintenance 70

*  Twenty cities surveyed, 250,000 to 500,000 population

SOURCE: Alternative Service Delivery in Local Government 1982-92, ICMA
Municipal Yearbook (1994).
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Table 2  Least Frequently Contracted Public Services

Service % of Cities
responding *

Payroll 0
Traffic Control/Parking Enforcement 5
Personnel Services 10
Fire Prevention/Suppression 10
Data Processing 15
Water Treatment 15
Inspection/Enforcement of Buildings 15
Insect/Rodent Control 15
Sanitary Inspection 15
Crime Prevention/Patrol 20
Police/Fire Communication 20
Parking Meter Maintenance/Collection 24
Water Distribution 25
Library Operation 25
Secretarial Service 30
Recreation Facility Operation/Maintenance 32
Public Relations 32
Utility Meter Reading 33
Traffic Sign/Signal Installation/Maintenance 35
Park Landscaping/Maintenance 37

*  Twenty cities surveyed, 250,000 to 500,000 population

SOURCE: Alternative Service Delivery in Local Government 1982-92, ICMA
Municipal Yearbook (1994).
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The Mercer Group, a consulting firm from Atlanta,
Georgia, found in their “1990 Privatization Survey” that
most local governments contract for engineering, manage-
ment consulting, major construction, food services, legal
services, and architectural services. More than a quarter
of 120 cities contacted by Mercer reported contracting for
janitorial services, solid waste collection, building mainte-
nance, security, towing, and landscape and park mainte-
nance. The largest contract amounts were for construction,
fire protection, transportation services, data processing,
landfill operations, and street maintenance and repair.

Portland’s contracting practices are similar to other
cities of Portland’s size. Portland provides a full range of
municipal services, and many services are provided fully or
partially by the private sector in accordance with various
contracts and agreements. In FY 1993-94 the City hired
private contractors for $88 million of construction, includ-
Ing street repairs, water lines, sewers, and buildings. In
addition to construction, the city spent over $16 million on
various professional consultants including engineers, law-
yers, architects, telecommunications experts, and auditors.
Some of the major municipal services provided either fully
or partially by private contractors in Portland are shown in
Table 3.
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Table 3  Examples of services provided by private contractors in
the City of Portland

Partially Fully

Health/Life Insurance Parking Lot Management
Computer Programming Garbage/Recycling

Fleet Maintenance Building Janitors

Insurance Claims Handling Parking Meter Coin Collection
Parks Recreation Classes Tennis Center Management
Street/Road Maintenance Building Security

SOURCE: City Auditor interviews with Portland bureau managers in 1994.

In addition to large service contracts, the City pur-
chases a significant amount of smaller goods and services,
including temporary secretarial help, banking and finan-
cial services, and graphic arts and communications. The
remaining contract areas, equipment and supplies, are
satisfied through purchase orders.
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Audit Results

Managers Believe
Opportunities Exist to
Compare Public and Private
Service Costs

Portland managers we interviewed believe there are addi-
tional opportunities for competitive contracting of services,
and several bureaus have compared public and private
costs. In the fall of 1994 we interviewed 30 managers and
staff members representing nine different bureaus. We
asked managers four basic questions:

=  What are the major activities/services your
bureau provides through contracts with private
vendors/companies?

= Are there other activities/tasks/services that
you conduct with public employees that could
be performed by private companies -- competi-
tively bid?

= What do you believe are the major barriers to
competitively bidding activities that are cur-
rently provided by public employees?

= Any ideas/suggestions for helping overcome
barriers to competitive contracting?

A number of factors were barriers to more experimenta-
tion. Table 4 shows that most managers we talked to
believe there are opportunities to contract for services cur-
rently provided by public employees. However, managers
also identified significant barriers to contracting out.

11
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Opportunities and Barriers to Competitive Contracting:
City Bureau Managers’ Opinions

Opportunities Major
Interviewed Bureaus to Contract? Identified Barrier
Yes No
Office of Finance and O Managers are threatened
Administration
Water Bureau O Employees are threatened
Bureau of Environmental O Policy issues require in-
Services house control
Parks and Recreation O Lack of actual costs/
sufficient program
descriptions
Transportation O Lack of a consistent cost
comparison methodology
Police O ORS restriction on
delegating police powers
General Services O Union restrictions
Bureau of Buildings O Shortage of qualified labor
Fire, Rescue & O Union restrictions
Emergency Services

SOURCE: City Auditor interviews with Bureau Managers in 1994.

Table 5 lists some of the services currently provided by
public employees which were mentioned most frequently as
likely candidates for cost comparison with private provid-
ers. In addition to specific services, managers also identi-
fied situations which provide opportunities for contracting.
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Table 5

Use of expert or specialty skills could be expanded. Sea-
sonal or temporary work opportunities exist to level the
workload or respond to short-term labor requirements.

Portland City Services Offering the Most Potential for
Competitive Contracting

Landscape & Grounds Mainten. Mail Presorting

Telephone System Maintenance Construction

Recruitment and Selection Ambulance Service
Golf Course Maintenance Horticultural Services
Engineering Services Personnel Arbitration
Traffic Signal Maintenance Urban Forestry

Adult Athletics Recreation Classes

SOURCE: City Auditor interviews with Portland bureau managers in 1994.

Several bureaus have studied competitive contracting
as a means of reducing costs. The Office of Transportation
compared in-house costs to private vendor costs for asphalt
overlay projects and for engineering inspection. In the
paving comparison it was found that private and City crews
were able to accomplish a similar amount of work but the
City crew paving density was better. A disagreement over
cost savings focused on how costs were allocated. The
Office of Transportation report also concluded that con-

13
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tracting a significant portion of the resurfacing program
would negatively impact a variety of bureau programs and
other bureaus which rely on Bureau of Maintenance ser-
vices.

The second Office of Transportation study examined the
costs of filling seasonal peak demand for street inspection
services. The demand had been met by hiring part-time
construction inspectors, but qualified personnel were diffi-
cult to locate and retain. Eighteen projects were contracted
out. Analysis of the projects showed that both private and
City inspectors performed acceptably in terms of cost and
quality of performance. All projects were completed on
time and on budget but the consultant-supplied private
inspectors saved approximately $78,000 in salaries over
the cost of hiring permanent staff.

Parks and Recreation examined contracting opportuni-
ties in two programs in 1993. The study looked at City and
contractor concerns raised by contracting services provided
by the Horticulture and Forestry departments. Each func-
tion was assessed against a technical factors model. A test
competition was conducted with bids developed for services
found appropriate for contracting. Private contractor bids
were solicited and compared to Bureau bids by an indepen-
dent committee. City costs were lower than the contractor
bids for the services studied.

The most comprehensive and thorough evaluation of
public and private service costs in the City of Portland has
been conducted by the Bureau of Water Works using a
group of representatives from a labor, management, and
elected officials called the Water Service Partnership Group
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for Improvement (WSPGI). The WSPGI was established in
1993 to study ways to improve the quality and lower the
costs of Water Bureau services. Over an 12-month period,
a subcommittee of WSPGI studied and developed a meth-
odology to compare in-house costs with private sector costs
for selected Water Bureau construction projects. Compar-
ing City crew costs with bids from seven other private
vendors showed public services could be competitive.

Because we believe the cost comparison methodology
developed by the Water Bureau's WSPGI holds great po-
tential for application City-wide, we hired an independent
expert to evaluate the soundness of the methodology. A
more complete description of the methodology and results
of our independent assessment is contained in the next
section of this report (pages 29-33) and in appendices C
and D.

15
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Contracting Produces Good
Results, But Not All
Experiences are Positive

Research shows that the contracting of services offers gov-
ernments significant benefits. The most comprehensive
and empirical research efforts have been conducted by the
following groups: U. S. Department of Housing and Urban
Development (1984), Touche Ross (1987), and the Interna-
tional City/County Managers Association (1982, 1988 &
1992). In addition, a number of academicians around the
country have written books and articles that provide evi-
dence of the value of contracting and the conditions needed
to ensure success. However, we also found some govern-
ments efforts to contract services did not succeed. Experts
believe certain conditions in place provide assurance that
contracting will be successful.

Many studies and researchers found that contracting
with the private sector saved money. An extensive study
of cities in the Los Angeles area, conducted in 1984 by
Ecodata, Inc., for the federal Department of Housing and
Urban Development (HUD) found cost advantages when
private contractors were used. This study looked at eight
services in 20 different cities and found that for every
service except for payroll preparation, using private con-
tractors provided a statistically reliable cost advantage. As

17
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Table 6

Percent Municipal Costs Exceed Private Contractor
Costs

Service Percent Over Private Costs
Asphalt Overlay 96%
Janitorial 73

Traffic Signal Maintenance 56

Street Cleaning 43

Turf Maintenance 40

Trash Collection 28-42

Tree Maintenance 37

Payroll 0

SOURCE: "Delivering Municipal Services Efficiently: A Comparison of Municipal and
Private Service Delivery" Ecodata, Inc., for U.S. Dept. of Housing and
Urban Development, 1984.

shown in Table 6, the excess cost of municipal delivery
ranged from 37 percent higher for tree maintenance to 96
percent for asphalt laying.

A survey of 1,086 American cities and counties in 1987
by Touche Ross found similar results. Cost savings was the
major motivation for contracting specific services. Most
reported savings of 10 percent to 30 percent. Ten percent
of respondents reported savings of 40 percent or more.

The reasons most frequently cited for contracting for
services are identified in research done by Harry Hatry of
the Urban Institute. These objectives are to:
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Success stories

reduce service delivery costs
provide a higher-quality product or service

compare costs between in-house and outside
service delivery

gain access to specialized skills and equipment
avoid high start-up costs

provide flexibility in adjusting the size of a
government program, service, or activity

The literature we reviewed provided a number of examples
of specific successes with contracting for services. Here are
four of the most impressive.

Indianapolis opened 150 services to competitive
contracting. The competition achieved a re-
ported annual savings of $28 million. Six of
the contracts were awarded to existing public
work groups. These groups averaged savings
of 25 percent over the previous services costs.

Massachusetts reported savings of $273 million
in 1993 from opening services to competition.
Savings came from reduced operating costs,
avoided capital costs and more revenues. Mas-
sachusetts also saw quality improvements
through accreditation of previously
unaccredited hospitals, improved hospital bed
utilization, and recreation service expansion.

In the early 1980's the City of Gresham, Or-
egon expanded and improved its wastewater
treatment plant. However, because existing
city employees lacked expertise to operate the

19
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Risks and Failures

new equipment, a private firm was hired to
operate the plant. Over the past ten years, the
city has rebid the operating contract twice,
selecting private operators each time. Accord-
Ing to management, plant operating costs and
guality compare very favorably to other pub-
licly operated plants in the state.

= Phoenix opened a variety of services to compe-
tition. Refuse collection costs were reduced by
$13.8 million over a fourteen-year period dur-
ing which city and private contractors each
won the contract three times. The City won a
competition for emergency transportation ser-
vices, producing savings of $2.9 million over 10
years and improving response times.

Contracting for services does not always result in cost
savings or improved performance. Several of the federal
government’s largest programs, including medicare and
military weapons procurement, are provided largely by the
private sector and have reported billions of dollars of waste
and abuse. We found numerous examples of failures and
unsuccessful contracting. For example:

= New York City parking citation collections
were contracted out in the mid-1970s. Con-
tractors earning $15 million annually, sought
to ensure renewal of contracts by bribing city
officials to award the contracts without com-
petitive bidding and by hiring former city
officials to lobby the Parking Violations Bureau
to influence contract awards. In 1986 more
than a dozen federal indictments resulted in
several convictions related to bribery and influ-
ence.
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In 1980 the District of Columbia entered a five-
year, $20 million sludge hauling contract. The
private contractor had no experience in the
sludge hauling business and was unable to
secure the necessary permits and equipment.
Thus, unable to perform, the contractor de-
faulted on the contract. The District was then
saddled with an additional $6 million expense
to ensure that the sludge was properly dis-
posed of.

In 1990 the City of Portland hired a private
firm to repair and maintain four new street
sweeping machines under a three year con-
tract. Although street sweepers had been
previously maintained by City fleet mainte-
nance staff, maintenance managers hoped to
lower costs by using a private contractor.
However, after the first year when the ma-
chines were under warranty, the contractor
continually claimed that repairs were neces-
sary because of operator negligence and not
covered by the contract. After the second year,
the company went bankrupt and walked away
from the contract. City attempts to sue were
fruitless because the company had few assets.
Subsequent requests for bids produced no
bidders and the City once again maintains the
sweepers.

Alameda County, California awarded a hospital
management contract to a private firm in 1978
after passage of the Proposition 13 tax limita-
tion. The firm made a number of cuts in
administrative costs but fell behind in collect-
ing bills due the hospital. At the end of the
two-year contract, the county did not renew it

21
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because the company had lost $6 to $8 million
in charges due the hospital that were not
collected on time.

The City of Fairfax, Virginia looked at con-
tracting pre- and post- school daycare services
for children in kindergarten through sixth
grade. Parents of these children strongly
objected to the change in service. The plan
was cancelled before implementation.
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Competition

Systematic Competitive
Contracting Offers Best
Chance for Success

Our research indicates that the benefits of private sector
delivery of public services can be enhanced, and the risks
reduced, by pursuing a process that includes:

= broad competition

s thoughtful analysis of which services to submit
to competition

m credible cost comparison and selection pro-
cesses

n effective management and monitoring of results

According to the experts, it matters less who provides
services (private versus public) than how services are pro-
vided (competition versus monopoly). According to aca-
demic and policy analyst, Donald Kettl, “Private monopo-
lies are just as subject to inefficiencies as is the government
monopoly. It is the presence of competition, not the locus
of power, that matters.”

Similarly, Harvard professor and policy analyst, John
Donahue, states, “The kick from privatization [contracting
out] comes from the greater scope for rivalry . . . not from

23
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Feasibility analysis

private provision per se.” Mayor Stephen Goldsmith of
Indianapolis says, “We in Indianapolis are not actually in
favor of privatization. Instead, we are in favor of competi-
tion.”

Organizations with diverse interests and ideologies are
promoting and supporting the idea of broad public-private
competition. Both the Reason Foundation, a nonprofit
organization supporting privatization of government ser-
vices, and the American Federation of State, County and
Municipal Employees, the largest public employee union in
the country, have supported competitive contracting efforts
that allow public employees to compete against private
firms for the right to provide services.

Dr. Lawrence Martin of Columbia University in New
York, a foremost authority on public-private competition,
writes: “Under the new competition, in-house government
departments are going head-to-head with private sector
organizations for the right to provide a variety of govern-
ment services. In many instances, the in-house govern-
ment departments are beating their private sector competi-
tors ... winning back the right to provide services they lost
to privatization and contracting out in the 1980s.”

This change to broad public-private competition, how-
ever, creates some significant challenges to carrying out
the competitive process effectively, fairly, and credibly.

While competition is critical to successful contracting, an-
other key to success is a systematic process to identify
appropriate services for competition. Several states have
developed processes that help identify the most critical
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barriers to competitive contracting and take steps to miti-
gate or remove the barriers. These approaches are in-
tended to help avoid many negative consequences which
can result from inappropriate contracting. Columbia’s Dr.
Lawrence Martin says public managers need, “. . . access to
tools for evaluating the technical feasibility and cost impli-
cations of contracting out. Without some standardized tool
for evaluating the technical feasibility of contracting out,
public managers may overlook important factors bearing
on the decision.”

We reviewed three methods to assess the feasibility of
competitive bidding used by Colorado, Texas, and Massa-
chusetts. We identified nine factors that should be ana-
lyzed before proceeding with detailed cost analysis and
formal competition. We summarize the factors identified
by the Colorado State Auditor below and present their
complete forms in Appendix B.

Market environment - Are there multiple pro-
viders willing and able to compete for delivery
of the service?

Political resistance - Would the public, elected
officials, unions, and other interest groups
support a change in service delivery?

Potential for savings - Assuming quality and
service level remain unchanged, are costs
expected to decrease?

Quality performance - Can a change in provid-
ers maintain the effectiveness, timeliness, or
thoroughness of the service?

Impact on employees - Is it possible to avoid
job losses or layoffs?
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Selection Process

Legal barriers - Do laws or regulations allow
different providers?

Risk - Would a change in providers increase
City risks of abuse and waste or adversely
impact health, safety or welfare? Would a
change in providers change liability exposure?

Efficiency - Would a switch to another provider
help improve the use of public resources?

Government control - Does the government
agency have the ability/skill to manage a con-
tractor? Is the quality and performance of this
service easy to measure and control?

This approach helps managers focus on solutions to
barriers. A thorough review and analysis of each of these
factors can not only help assess the potential for successful
contracting but also lead to identifying ways to solve or
mitigate problems. For example, it may be possible to
improve the market environment by changing the scope or
size of the contract to attract more bidders or by offering a
multi-year contract so contractors can recoup start-up costs.
Conversely, if managers cannot clearly define the perfor-
mance they want and measure whether they are getting it,
they should not contract for the services.

When a service appears appropriate for competitive con-
tracting after feasibility analysis has been conducted, the
City must obtain bids or estimates from various competi-
tors, including in-house providers. For small and limited-
scope services an informal bid approach is adequate. How-
ever, for most public-private competitions, our research
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supports using a more formal bidding system. According to
a recent report by the Seattle City Auditor, formal bidding:

= provides better cost information

s produces better qualitative information on
service performance

= sends a strong message to prospective bidders
that the competition is open and the best can-
didate will be selected

= motivates in-house providers to find new, more
efficient ways to provide services

= commits the in-house provider to produce the
services at a set cost

Based on discussions with the City’s Purchasing Agent,
Water Bureau representatives, and other bureaus, we con-
clude that the bid process should be managed and admin-
istered by an organization independent from the service
provider and sufficiently qualified to compare bid specifica-
tions and assess bid amounts. Specifically, we recommend
that the Office of Purchases and Stores, directed by the
City Purchasing Agent, review and verify in-house cost
estimates, bids, and proposals, and select the most respon-
sive bid at the most reasonable cost.

To help the City do competitive contracting, we devel-
oped a process flowchart (Figure 1) showing the specific
steps the City may wish to take. As shown, bureaus should
begin by identifying competitive contracting opportunities,
identifying and mitigating barriers, and ensuring that the
bureau has the information and resources necessary to
adequately develop and monitor contracted work.
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Figure 1  Competitive Contracting Process
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Cost comparisons

Accurate comparison of public and private costs is not
simple; yet sound cost comparison is critical to ensure the
process is fair and the goals of competition are achieved.
Key to achieving good cost comparison is a clear policy on
how in-house costs will be determined and compared to
private bids. Our research shows that, while it is relatively
easy to determine the direct labor and materials cost of
services, it is more difficult to determine three other cost
areas: overhead costs, contract administration costs, and
start-up and transition costs.

Overhead costs

Overhead costs can be allocated fully or incrementally.
Overhead or indirect costs do not usually directly link to a
specific service but are assumed to contribute to all City
services in some way. Overhead costs in Portland might
include City Council, personnel, budgeting, accounting, and
auditing. The fully allocated approach assigns all overhead
costs to the various services. The incremental approach
considers only the costs that will change with the selection
of a service provider. Fully allocated overhead costs result
in higher calculations for in-house costs. The incremental
method is most common in government contracting and in
private sector “make or buy” decisions.

Contract administration

Contract administration costs are costs incurred by a pub-
lic entity to develop, monitor, and supervise the contract of
a private vendor. Experts say that contract administration
costs are often ignored or overlooked in assessing the costs
of contracting. Failure to include contract administration
costs results in underestimating the true costs of a private
bid.
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Transition Costs

Transition costs are usually one-time costs that are in-
curred when a public service is converted to a private
provider, or vice versa. These costs can include retraining,
unemployment insurance, and payment of vacation or sick
leave benefits. Governments can also incur transition costs
if they assume the cost of unused facilities or equipment.
Transition costs generally have little to do with how the
direct costs of public delivery compare to private delivery
but can contribute enough one-time costs to make a signifi-
cant difference over a certain period of time.

Water Bureau cost comparison methodology

In 1993 the Bureau of Water Works formed a quality im-
provement group called the Water Service Partnership
Group for Improvement (WSPGI). This group, a coopera-
tive effort of labor and management, is exploring a number
of ways to improve water services. One major effort was to
develop a comprehensive methodology for comparing public
and private costs. The group developed and field-tested a
cost comparison methodology in 1994 and found this meth-
odology useful for determining the least-cost service pro-
vider for Water Bureau construction projects. Appendix C
includes a complete copy of the Water Bureau’s report on
their cost comparison.

To find out if the cost methodology was based on sound
cost principles which considered both in-house and private
costs fairly and fully, we contracted with Dr. Lawrence
Martin of Columbia University to review the methodology.
We asked Dr. Martin to determine the soundness of the
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Water Bureau cost methodology and its utility as a general
tool for Portland managers. Specifically, Dr. Martin re-
viewed the methodology, compared it to other methods,
assessed its strengths and weaknesses, and considered
whether it would be applicable citywide.

His report to us (Appendix D) found the methodology to
be sound. He determined the methodology is appropriate
and suitable as an element of a citywide policy governing
public-private competition. He found it fair and balanced,
and a good starting point for other City bureaus conducting
cost comparisons. Dr. Martin stated that the methodology
generally creates a level playing field for both contractors
and City departments and that the incremental cost meth-
odology was reasonable and justified on both theoretical
and practical grounds.

Figure 2 is a summary of the Water Bureau’s cost com-
parison methodology. This summary is a generic cost com-
parison approach that incorporates the most important
principles identified in the WSPGI methodology. It could
be used by any bureau to guide cost comparisons of in-
house and private costs. The method uses incremental
overhead cost allocation.

After calculating both in-house and contract performance
costs, the two figures should be compared. Where the in-
house costs are significantly higher, contracting may present
an opportunity for savings.
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Figure 2

Cost Comparison Methodology

City Costs
Direct Labor & Supervision (all wages/benefits) $
Operating Costs (e.g. supplies, professional services, training, $
travel)
Internal Services (e.g. rent, utilities, insurance) $
Capital/Equipment (depreciation or replacement) $
Allocated Overhead (management, central administration) $
Total City Costs $
Contracting Costs
Contractor Bid Amount (job bid and contingency) $
Transition Costs (re-training City employees, benefits pay-off, $
unused assets)
Administration Costs (bid and contract preparation, contract $

monitoring and management)

Revenue Offsets (e.g. deduct business income tax paid by $
contractor)

Total Conracting Costs $

Adapted from several sources: WSPGI Cost Comparison Methodology, City of Cincinnati, State of Colorado, City of Phoenix.
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Contract
management,
monitoring, and
auditing

To provide sufficient assurance that the benefits of compe-
tition actually materialize, the City must manage, monitor,
and audit contract performance. Regardless of who wins
the contract competition, the successful party needs to be
held to specified timelines, performance levels and cost
agreements. Our readings clearly show that when govern-
ments skimp on contract oversight, they risk poor quality,
higher costs, or even service failure.

Several steps may help governments conduct more suc-
cessful contract management and oversight.

m Hire and train contract managers . Bureaus
need to hire and train employees who are able
to develop clear, enforceable contract specifica-
tions, negotiate with potential service provid-
ers, obtain and evaluate performance informa-
tion, and review results.

m  Develop clear policies to guide approval of
cost increases : Each contract should specify
how and under what conditions contract costs
may be increased. Standard contingencies can
apply, but increases above specified levels must
be justified and approved.

m Establish and enforce penalties for nonperfor-
mance: Successful contract performance is less
likely if contractors believe there are few con-
sequences for poor performance. Performance
incentives (such as bonuses for early comple-
tion or superior performance), cost penalties for
overruns or delays, and parameters for contract
extension or termination of contracts should be
considered.
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Conduct periodic independent audits of con-

tract performance : Independent third-party
audits of contract performance can be per-
formed periodically to ensure that contracts are
achieving their intended benefits. These audits
could be performed under direction of the City

Auditor.



Recommendations

Competitive contracting of public services appears to offer
real benefits to those governments that implement it well.
However, enthusiasm for the curative powers of competi-
tion should be tempered with an understanding of the risks
to face and the problems to solve. While some cities achieve
significant savings and service improvements, others found
contracting out promised more than it delivered.

To help the City of Portland benefit from competition,
we make the following recommendations to City Council,
Bureau managers, and employees.

1. All City of Portland bureaus should subject public
services to market competition.

Each bureau should develop a competitive contracting
plan, to be implemented over several years, that would
systematically test services for market competition
potential. Bureaus could also consider competing for
the right to provide services that are currently provided
under contracts with private companies. Bureaus
should use a feasibility analysis similar to the one in
Appendix B of this report to identify both advantages
and barriers. Likely services and projects should
undergo a formal bidding process. For less likely
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services, managers should attempt to mitigate barriers
to contracting or else drop the service from
consideration.

The Mayor and City Council should support bureaus
in removing barriers to competitive contracting.

Council may need to waive various rules or policies
that limit the ability of City services to compete
successfully with private contractors. For example,
some current personnel rules may limit the ability of
City bureaus to add or reduce staff when they win or
lose bidding. Also, Council may wish to adopt new
initiatives such as redeployment or early retirement
options, to offset the impact on public employees.

Bureaus should use the existing Productivity
Improvement Committees to steer the process of
competitive contracting.

Labor and management cooperation is a prerequisite
for success in introducing private sector competition.
These committees ensure that all relevant information
is considered, and build credibility for the City with
the public.

The Purchasing Agent should take lead responsibility
for developing an impartial and trustworthy process
for public-private competition.

With assistance from bureaus and approval from
Council, the Purchasing Agent should develop



Recommendations

procedures to guide competitive contracting. The
Purchasing Agent should independently review and
verify public cost bids and provide assurances that all
competitors will be treated fairly. The process should
include methods for both the formal and informal
bidding of services.

The Purchasing Agent should develop, test, and issue
a standardized cost comparison methodology to be
used in analyzing public and private bids.

The Purchasing Agent should obtain technical advise
and assistance from the Office of the City Auditor, the
Office of Finance and Administration, the Water
Bureau, and other interested bureaus in preparing a
cost comparison methodology. The methodology used
should be an incremental overhead cost approach and
include both administration and transition costs in
the analysis.

Bureau managers should establish methods to ensure
that in-house contracts are accountable for
performance and cost bids.

To maintain objectivity, contract evaluators should be
organizationally independent from project managers.
Change orders should be reviewed and approved by
top management, and periodic independent audits/
evaluations should be made to check performance.
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To help City Council judge the success of competitive
contracting in the City, the Audit Services Division will
prepare a status report for the FY 1997-99 biennial budget
session. The report will assess the appropriateness of
competition decisions, and identify cost savings or other
benefits gained from competitive contracting.
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Market Strength

Market strength is the commercial characteristics of the service. Is the private sector able and
interested in delivering the service?

Factors to Consider:

« What service providers are potential bidders for the service?
» Can the private sector provide the service?
« Are there enough potential providers to ensure competition in response to a request for bids?

« Is the financial commitment too large, frustrating providers from wanting to deliver the service? Is it
feasible for providers to recoup their initial investment in a reasonable time frame?

« Would a monopoly result from the selection of service provider? Some monopolies eliminate compe-
tition and may increase costs because they can unfairly raise the price of services. However, some
monopolies are helpful because they are more efficient. If a monopoly is not desirable for the service,
and the potential for a monopoly exists, this would support the government side of the scale.

« Is the service considered complex or simple? Less complex functions are easier to consider.

Low Market Strength High Market Strength
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to change low market strength rating

» Sharing responsibility for the service among service providers or between the government agency and
the private firm.

« Expand the number of private providers to decrease the chance of a monopoly.
« Write contracts to ensure multiple vendors and competition exists.
« Determine if long-term contracts can be written to facilitate recoveries of investments for contractors.

« Break down the size of the service into smaller projects. In high risk services, pilot contracts, can be
desirable before full-scale privatization is attempted.
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Political Resistance

Political resistance is the amount of opposition to change in service providers. Resistance can
come from the public, users of the service, interest groups, or public officials.

Factors to Consider:

« Would the public, users of the service, interest groups, or public officials be highly resistant to
changes in the providers of the service?

« Is the service a new or existing function? New services may be easier to award through a competitive
contracting process.

« Is the service critical to public safety or health?

High Resistance Low Resistance
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to change high resistance

« Reschedule implementation until a better time of year or date which avoids the resistance.
» Focus on new or emerging services.
« Focus on services which are not provided well.

« Involve various groups in the decision making process.



Potential for Savings

The potential for savings refers to the probability that costs will be reduced through competition,
assuming no change in the level or quality of service.

Factors to Consider:

« Will costs increase or decrease if the service provider is determined through competition, assuming
that service quality and quantity are unchanged?

« Wil savings be passed on to service clients? If the cost to both the government and the client are
reduced, this supports competitive selection of a service provider.

Cost More Cost Less
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to reduce contractor costs

« Provide contractual incentives for controlling costs.

« Review bid or contract specifications to determine if changes would result in lower costs to provide
the service.
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Quality of Service

Quality of service is the expected impact competition would have on the effectiveness, timeliness,
and thoroughness of the service provided.

Factors to Consider:

«  Will the quality of the service likely increase or decrease as a result of competitive contracting?
« Do outside contracts threaten user confidentiality or impartiality toward users?

» Would an outside contract adversely affect the general public?

«  Will target populations be neglected if a service is privately provided?

« Would accountability likely increase or decrease if work is competitively awarded?

« Can the objectives of the service be well defined and easily measured? If yes, this supports competi-
tive award of the service.

Low Quality High Quality
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Actions to encourage high quality

» The agency can place more emphasis on oversight for quality control.
« The agency might be able to develop good measures of the quality of service.

» Contracts and agreements should be written to ensure quality levels and allow for immediate termina-
tion of contracts for poor performance.

« Quality ratings can be conducted by service recipients or clients.
» Build incentives to providers for quality of service.
« Pilot projects can determine how well a contractor is able to provide services.

« Private firms can be bonded to ensure adequate performance.



Impact on Employees

Impact on employees is the effect that contracting will have on government employees. This
factor also considers the impact on the community.

Factors to Consider:

«  Will the impact on government employees be negative or positive?
« How many employees will be affected?
«  Will civil service policies such as affirmative action be weakened if the service provider is changed?

«  What will be the effect of the economy and the community? |s the agency a primary employer in the
community?

Low Impact High Impact
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to reduce impact on employees

« Provide job transfers into other employment opportunities.

« Civil service policies can be written into contract terms.

» Displaced employees can be given employment preference with a private service provider.
« Focus on new services that are not currently provided by government agencies.

« Extend retirement and health benefits to displaced employees.

« Provide early retirement options.

« Provide job placement and training to employees.
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Legal Barriers
Legal barriers refer to the effect any laws have on the contracting decision.
Factors to Consider:

« Are there any laws that mandate who should actually provide the service?
« Do laws allow for the change of service providers?

« Are there interrelationships with other programs, prescribed by law, that inhibit or prohibit a change
in service providers?

« Are there any federal grant restrictions that will interfere with the decision to award the service
through competitive contracting?

« Do current labor contracts prohibit service changes?

«  Will contracting be compatible with legislative intent?

High Barriers Low Barriers
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to reduce legal barriers

« Are the legal limits applicable to a separable portion of the program?
« Could laws be changed to allow the change in service providers?

» Is the legislative climate conducive to supporting change?

« Are sponsors available and willing to support the legislation?

» Can labor negotiations change existing contract provisions?



Risk

Risk is the degree to which changes in service provider will expose City to hazards, liabilities,
and service failures.

Factors to Consider:

« How great is the chance that a contractor may fail to provide the service?

« If the service is interrupted, will the consequences be major or minor? Will the consequences occur
quickly or will they be delayed?

» Is there arisk that service will be reduced or stopped if financial losses occur?
« Does the risk of corruption or abuse increase with use of a private provider?

« What are the consequences of service interruption if a contractor fails to provide the service? Can
service be restored quickly?

« Could the government benefit from sharing some of the risks with a private provider?

«  Who will be responsible for cost overruns?

High Risk Low Risk
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to reduce risk

« Write contract provisions to reduce the risk of service interruption, such as strict reporting require-
ments.

» Retain ownership of all capital equipment.

« Develop an emergency plan to deal with service interruption.

» Rent critical equipment and facilities to a private provider.

« Maintain a list of alternative providers.

» Require contractors to be bonded.

« Phase in private contractors to ensure capability and reliability.

« Include cost adjustments in the contract to adjust for inflation and service demand changes.
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Efficiency
Will a change help improve efficient use of existing government assets?
Factors to Consider:

» Does the private sector have expertise that is too costly to develop or retain in a government agency?
Does the government have a staffing expertise or abilities not available in the private sector?

« Are there any time constraints which favor a service provider? A budget process may be too slow to
respond to crises. Private providers may be able to respond well to service demand spikes.

« Does the private sector possess needed equipment of facilities not currently owned by government?
Or Vice -Versa?

« Are there operating efficiencies that will be lost if services are switched to a private provider?

« Will a change in service provider extend or reduce project completion dates?

Decreases Efficiency Increases Efficiency
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Possible actions to increase efficiency

« Government agencies may be able to sell or rent out resources it holds.

» Lease purchase agreements might allow a public agency to take over ownership of private sector
resources.

« Resources might be shared among agencies for greater efficiency.

« Better planning by the agency may help avoid resource inefficiencies.



Management Control

Management control is the government’s ability to efficiently oversee the provision of the service
and ensure performance.

Factors to Consider:

« Is the quantity and quality of the service easy to define, measure and evaluate?

« Can “good performance” be measured quantitatively and objectively?

« Does the government agency have access to contractor records to monitor process and results?

« Does the government agency have employees with contract development and management skills?

=« Can penalties or incentives be established for good/poor performance?

Low Control High Control
Rating: -3 -2 -1 0 +1 +2 +3
(anti-competitive contracting) (pro-competitive contracting)

Rationale for Rating:

Mitigation Suggestions:
Negative indications for private contracting may be mitigated by:

« Write more detail into the contract to ensure control.
« Require that the contractor maintain records that allow easy oversight.

« Teach contract writing, management and evaluation skills to existing employees.



Service Specification Review

Service:

Bureau:

Date:

1. Purpose

To develop and define specifications to provide the bsstvite / prograj as efficiently and as
effectively as possible.

2. Service Definition and Specification

This section should define the required services, the performance standards and acceptable quality
levels each service must meet, the workloads associated with the services, and the facilities and other
services the government will provide to support the conduct of the defined work. The service defini-
tion and specification will be used to identify the most efficient and effective method for performing

the service. The service definition and specification should clearly state what is to be done to satisfy
governmental and/or contract requirements. The service definition and specification becomes a major
factor in ensuring that the service provider understands the scope of the work, that the government
receives the service it needs, and the government is able to hold the contractor accountable for the
work.

Scope of work

Key required personnel

Quality control responsibility of the provider
Quality assurance responsibility of the government

Security responsibilities of both the government and the provider

mm oo ®w »

Contingency requirements, i.e. extended service requirements resulting from known
contingencies

®

Government furnished property

H. Government furnished services

l.  Specific tasks

Applicable statutes, regulations, technical orders, specifications, and manuals
Performance requirements

Estimated work load

. Required reports

z £ r X <«

Quiality assurance plan
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Mike Lindberg, Commissioner

CITY OF _  Michae] F. Rosenberger, Administrator

_ e - 1120 SW. 5th Avenue

\ . OREGON S Portland, Oregon 97204-1926

L4 . Information (503) 823.7404

Fax (503) 823-6133

BUREAU OF WATER WORKS TDD (503) 823-6868

MEMORANDUM.

DATE: January, 1985
TO: Interested Parties
FROM: Water Services Partnership Group for improvement

SUBJECT: Transmittal of the Water Bureau’s Cost Compariéon Methodology.

Attached are two discussion documents recently prepared by the Water Bureau that we hope
will lead to a "leve! playing field" comparison of Water Bureau services with.those offered by
- ~the private sector. ‘The first doctiment is a brief paper that sets the context for and Y
. introduces the second document - the Bureau’s Cost Comparison Methodology.

Both of these documents were jointly written in a truly coltaborative effort: by a committee of
.. - the Bureau's management and union ieaders.: In addition, the -documents have been -
+-..reviewed and, through this memorandum, are ‘being _foMarded,by_the Bureau's Water

~ services.

Please take time to read these two documents. f you are an interested party, then we
consider you a stakeholder in the outcome of our efforts. We welcome your comments. You
© €an give us your written comments if you wish by addressing them to the WSPGI, c/o the
" Water Bureau address above. If you'd like to talk with someone, call one of the WSPGI

. _—.‘_" representatives listed on the roster on the ‘back of this memorandum,

Thanks for taking the time to read these documents.  Your comments and concems can only
lead to a better product. : : _

costtran.mem

. An. Equal Opportunity Emnplover:







A CONTEXT PAPER

- CONTINUOUS IMPROVEMENT AND CONTRACTING
PORTLAND WATER BUREAU

December 8, 1994

~The Water Bureau is dedicated to the principle of Continuous.Improvement. The . - _
- leadership role (i.e. "sponsorship," which is ensuring that the conditions for improvement are

in place in the organization) lies with the Bureau's Water Services Partnership Group for

. Improvement (WSPGI).

WSPGI is composed of key members of three groups — Bureau Management, Labor and

‘Elected Officials. Specifically, the members are the Bureau's Management Team, an official

of each Labor Union or Association that represents employees of the Water Bureau, and a

. liaison from Commissioner Lindberg's office and the Mayor’s office. It sponsors and directs.
. process improvement efforts undertaken by Bureau personnel.

Fundamentally, the WSPGI feels that continuous improvement, which resuits in the best

- -service to customers, is the collective responsibility of management, labor-and elected - -
- officials. Furthermore; it feels that competition. between' public sector and private sector.
‘providers is healthy, and that by collaboration of management and labor, the Water Bureau
i1 will be-as competitive as:it-can:be.~ If management and labor cannot collaborate, it will be -...:

difficult, if not impossible, to be competitive.

The attached document is part of one such improvement effort. It is a cost methodology,
which will be used by the Water Bureau to compare the cost of service provided by the Water

‘Bureau with that of private service providers. [t is a tool we need to gather the analytical
T inforrnati_on used with other criteria, to decide whether a given service should be provided in-
- house or contracted for. :

‘The collective assumption of the WSPGl is NOT that the Bureau should necessarily contract

its work out to the private sector or bring into the Bureau work now contracted out. The
assumption is that the Bureau should do what makes sense. To make that determination,
there needs to be an equitable, accountable and scientific methodology in place to provide

“the basis for the decision. That is what this cost methodology is.




" ““In the larger context of organization improvement, it is important to understand that several
things need to be in place. We have identified the foliowing processes or products that need
" to be-developed-and accompany the proposed "Cost Methodology” before the Bureau can
proceed with any large scale contracting in or out programs.

Selecting Functions for Bidding

In preparing its cost methodology, the Bureau examined and based its proposal for
comparing private and Bureau cost on its water mains construction function, a function now.
provided by the private sector when project costs are expected fo exceed $50,000. 1t aiso
plans on applying the methodology through bidding to a portion of its grounds maintenance
. ‘function. This function is now performed by Bureau employees.

* These functions represent only a small fraction of all functions needed to operate a water
utility. Some Bureau functions may not be appropriate for contracting out and some may.
Some functions now provided by the private sector may be best provided by the Bureau and

‘ vise versa.  For example, is it appropriate to open competitive bidding'for‘reading' of water .

- meters, or should the Bureau pursue the acquisition of new automatic meter reading .. .

technology? |s operation of the Bureau's water intake and disinfection faciiities in the Bull
Run a function that could be competitively bid by the Bureau, along with the private sector?

" Should the Bureau compete with the private sector to transport chiorine. s fountain

maintenance most effectively done by the private sector? Are office and engineering = -
~ functions cost competitive with the private sector? And, should the Bureau bid its services for
work now provided by the private sector to other city Bureaus such as construction inspection

s for the Mid-County Sewer Program?

To decide which functions should be subjected to competitive bidding, the Bureau and its
other City service providers need to develop a criteria based selection process. Potential
selection criteria might involve consideration of regulatory liabiiity, public health risk, reliability
- of the water system, potential for savings and the presence of unique skills and expertise in
~the private sector to perform functions that have traditionally been municipally operated. .. .

The WSPGI is now considering membership and a charge for sponsoring a labor/
management commitiee within the Bureau to develop a selection process and to recommend

~ .a prioritized list of Bureau functions where competitive bidding can be applied.




- :Develop a Contracting and Audit Strategy

-In contracting Bureau functions in or out, the Bureau must develop a contracting strategy
which maximizes effectiveness and minimizes costs while avoiding monopoly of the function.
For example, should the Bureau bid its setvices on every water main construction project or
should it only demonstrate its cost effectiveness on every tenth project or every other year?
if it bids every project under the proposed methodology, it is fikely that the Bureau will not
successfully compete in all bidding situations. Although the private sector must recover its
costs over the long run, it does not necessarily have to recover fully its costs on all projects.
If the Bureau fails to secure the bid when a private contractor bids below cost (but with full.

- recovery averaged over all of the contractor’ s projects), how does the Bureau maintain a
viable construction crew to compete in the next bidding situation? -Once the Bureau loses its

work force capacity and skills, how can the Bureau assure it can ever be competitive or even
make timely response to large scale emergencies?

In addition, the Bureau needs to be able to assure itself and the public that the actual cost of
performing the work is what it was intended to be. We believe that the City’s accounting

" 'systems can be used to track cost accurately. But, should the City Auditor review the

- accounting system and provide periodic audits of bid functions and report to council and the
public?

These issues require the development of a contracting strategy and auditing process that
assures the public that any large scale ‘contracting in or out ‘process will result in the most
effective and least cost service when measured over the iong term. To address this need,
_'the WSPGI must develop and propose a contracting strategy guiding a wide variety of
bidding situations throughout the Bureau. In addition, the City Auditor must be involved to

. "lend integrity and promote confidence in the competitive bidding process.

Develop a Employee Resource Management Plan

Perhaps the most important and fundamental action by the Bureau is the adoption of a policy
of "no layoffs” as a result of improved efficiencies. This is critical and, in fact, can be done.’
“The fact is that the people who do the work (whatever it is) know the most about how to -
improve it. However, if their improving it costs them their job, it is difficult to get the
motivation in place to make the improvements. So how.do we deal with that? -




e We deal with it by.the development of an Employee Resource:Management Plan that ciearly
~ identifies the skills needed in the Bureau in the next few years; compares the needs to
+.expected retirements, resignations, etc.; assesses the potential for displacing workers as a
result of process improvements; ensures continued improvement in reaching affirmative
action goals; and identifies the retraining requirements to match the displaced workers to the
needed skills of the organization (the "organization” can be more than just the Bureau, but
the City as a whole).

By addressing the displacement issues of continuous improvement in the context of a
- detailed Employee Resource Management plan, we hope to be able to provide the security -
- employees need to be motivated to improve, and also ensure that we have a diversity of -
employees in the Bureau, with the skills we need. '

Further, it is important to note that displacements will occur not only from improved ways of
-providing service {whether work is contracted out or we simply do it better with fewer people
ourselves), but also through changes in technology. For example, the Water Bureau built a
_new control center and automated much of the water system'’s operation. One outcome of
: the new facility’s more efficient operation was that four field operators were retrained and
..~ transferred. These four employees filled vacant positions-neceséaryiin the Bureau, with no
new hires. This example reveals the need for an Employee Resource Management Plan
designed in a larger context than just contracting in and out.  The plan needs o complement
" all improvement efforts by the Bureau. ' ‘

Conclusion

~ In conclusion, the attached cost comparison methodology is an important tool. The Bureau

~ intends to move forward with it to engage in competitive bidding with the private sector in
water mains construction and grounds maintenance functions. However, any larger scale
application in the Bureau must be preceded by the development of an Employee Resource

-~ Management Plan, a contracting strategy and a careful process to seiect appropriate
‘functions for bidding. To take this action, we count on the support of all our stakeholders: the
public, employees, elected officials, labor and management leadership, and.other City. . .
bureaus. o :

L -jy-
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- SECTION 1: -BACKGROUND

INTRODUCTION

In January of 1993, Mayor Katz invited AFSCME, Local 189 to review the various bureau

budgets and to make comments for her review in preparation for the City’s overall 1993-94

budget. Many of the suggestions could not be done at that time, but those comments along with

input from the various bureaus generated a number of budget notes in the Mayor’s budget
. document. )

These notes included direction to review a number of the functions being performed by the Water
Bureau. The notes also directed that a methodology be developed which would "level the playing
field" when establishing a competitive system for determining whether it is less expensive for the
City to deliver a given service or function, or to have an outside vendor (either private or other
governmental agency) perform the same service or function. '

In addition to the budget notes, the Water Bureau realized an increasing need to be more efficient

-+ in the way it delivers services. Declining sales as a result of water conservation, public sentiment
. " to minimize rate increases, and the overall change in the political climate as it relates to

government in general, have resulted in an immediate need to rethink how business-is done-in
the Water Bureau.

. Inlate 'spring of 1993, AFSCME filed a grievance. with the Bureau regarding contracting out
~“work traditionally done by bargaining unit employees. ‘As a result of this grievance, AFSCME
representatives and management agreed to meet and develop a system to determine what-work

could be contracted out, consistent with labor agreement provisions. :

«,.InNovember of 1993, a group of labor and management representatives from the Bureau met

-with Mayor Katz and Commissioner Lindberg to discuss ways labor and management could work
together to improve the efficiency of the Bureau. As part of this effort, union representatives and
management jointly presented the Bureau’s financial plan to City Council in January, 1994, and
indicated that this was only the beginning of the efforts for collaborative improvement.

- What started as a collaborative effort for improvement has now grown into a full partnership with
its first product -- a partnership recommendation on comparing private sector and Water Bureau
costs. However, the Water Bureau partnership considers this recommendation only one of a
number of steps that must be taken in realizing improvements. The recommended cost
comparison methodology is only a tool. It is an important tool that can lead the organization to

~ rethink and improve its processes in anticipation of having its costs compared. But it is not, in
itself, the key to improving the Burean -- building an effective partnership is. Continuing to

~strengthen the labor/management partnership is essential to successfully improving the Water
Bureau.




- COMMITTEE FORMATION

. As a result. of all of these influences, a joint AFSCME/Water Bureau Management committee
began meeting in early fall of 1993. The original purpose of this committee was to explore ways
labor and management could work together, and also to evaluate how contracting out issues could
be handled.

Out of this initial group, two sub-committees were formed -- the Functions Committee and the
Cost Committee. The Functions Committee was charged with the responsibility of deciding
which areas to explore first. The Cost Committee was charged with the responsibility of

o developing a method of evaluating costs so the Bureau could-make appropriate "make or buy"

decisions on functions currently being performed by in-house personnel. This report discusses
the current status of the work being done by the Cost Committee and outlines the issues resolved
as well as those issues requiring further work.

Most important of those issues that have been resolved by the Cost Committee is to adopt a cost
comparison methodology that employs an incremental cost approach for estimating overhead

expenses and 1o’ fulIy cost all direct costs associated with a project or function. The largest

unresolved issue is whether or not the Bureau can consistently meet its own estimates of cost
- (i.e., the Bureau’s bid) in an actual series of construction projects. For a hstmg of all issues, see
* Sections 3 through 10 of thlS report.

- FIRST STEPS

- The first step the Cost: Committee took was to explore the available literature on public sector

.. "make or buy" decisions. The committee contacted other jurisdictions, as well as other bureaus

- within the City, to see how they handled some of the issues surrounding this topic. The attached
-t bibliography. lists articles, correspondence and books used as background for the work.

REORGANIZING THE COMMITTEE .

" Shortly after meetings began the issue of lost revenue caused by water conservation and resulting
" “budget cuts became a major-concern for both the Bureau-and the unions. The parties-stepped back
from work on the methodology issues and re-evaluated priorities. A strategy was outlined to deal
with the bigger issues of funding, financial planning and budget shortfalls. The work of the Cost

. Committee was ‘:placed on hold, and an expanded committee was established, which included .

agents of other unions representing Bureau employees. Committee members went out to the work
place and talked to employees, explained the financial situation facmg the Bureau, and solicited
ideas for improving how the Bureau does business.




-~As-the committee went: through-this process, it began reconsidering. how the Bureau should
operate in the future. The committee realized that other things were occurring in the Bureau,
- such as Organizational Development/Organizational Analysis, which were impacted by the new
.2 zzprocess.-«The:committee had:to determine how.the work of the labor/management committees
inter-related to the Organizational Development/Organizational Analysis work.

As a result. of this rethinking, the Functions Committee was disbanded. The Water Service
Partnership Group for Improvement (WSPGI) was established as the main sponsor group for all
the joint activities. The membership of the WSPGI was also broadened to include representation
from both the Mayor’s and Commissioner Lindberg’s office. Also, Engineering staff (both
. COPPEEA and Management) was added to the Cost Committee. o

COST METHODOLOGY

In December of 1993, the Cost Committee determined that it had to look at actual construction
‘examples, if it'was to truly ground its findings. As a group, the committee decided to take a
project under construction, put a bid group together to prepare a "mock" bid for the project, and
have a group of Engineering staff evaluate the bid. At the conclusion of the process, the Cost
-~ Committee, the bid-group; and Engineering staff met to critique the results of the mock bid. .

" From the critique, the Cost Committee identified procedural issues requiring resolution.: For
example:

- Should the Bureau have material suppliers deliver construction materials directly
.. 1o the job site and thereby. avoid. central storage and additional handling? . ... .

. -Should an estimate for equipment breakdowns and extended delays be included in
the City’s bid and how should the costs be charged to the project if they occur?

". The committee began evaluating these and many other issues. At the same time, the committee
asked the bid group to prepare an estimate on a job currently out for bid. The bid group
modified its preparation practices to address some of the issues raised in the first bid (the mock
bid). This shadow bid was evaluated, along with the bids from the outside contractors, and again
‘the results were critiqued. . : -

. From these two trial bids, the Cost Committee developed a-complete list of issues, and began
* analyzing each issue and preparing recommendations. The discussion and recommendations on

-these issues are contained in Sections 3 through 10 of this report.. In addition, the committee

- developed policy recommendations concerning direct .and overhead cost issues. = These
recommendations address which direct costs and how overhead costs should be considered in any
decision to perform work within the Bureau or have others perform the work.




" '‘One significant concern was how to factor overhead into the "make or buy" decision process.
Overhead is addressed in Section 2 of this report. The committee looked at this issue in a
. snumber- of: ways.. «First; it Jooked at. much of the literature and approaches recommended by
‘professional organizations to address "make or buy" decisions. The committee also looked at the
literature put out by the Association of General Contractors and other related organizations to
attempt to understand their views on determining appropriate methodologies for cost comparison.

Second, a pro and con paper on alternative cost approaches, including full overhead, modified
overhead, and incremental cost overhead methodologies was developed (included as Section 2 of
. this document). Finally, the committee produced a set of decision criteria for this issue and
. applied each of these criteria to the three options of full; modified, and incremental overhead cost.
The result of the research and analysis was to conclude that the incremental overhead cost
methodology should be utilized for "make or buy" decisions the Water Bureau is considering.

The three overhead options, as well as other costs identified in Sections 3 through 8, were applied
to the second trial bid and to the successful contractor’s bid. Section 9 of the report contains the
-results of applying these costs. When reviewing this work, it can be seen that the resulting low
bid moves from the contractor to the Bureau, depending on which overhead methodology is
applied. However, in each case it appears that Bureau workers are competitive with private
contractors bidding on this project.

CONCLUSIONS & RECOMMENDATIONS

- To re-design government more in line with the private sector, the City must utilize a private

sector approach to evaluate "make or buy” decisions. All costs which are directly identifiable and

+ - .tied to a specific project should be treated as direct project costs. All other indirect or overhead

costs should be allocated to the project on an incremental cost basis. As a result, the committee

- recommends applying incremental overhead cost for comparing the City’s bids with contractors’
bids. )

The committee agrees with the literature that utilizing fully allocated overhead produces the total

cost of providing the service and must be used when one is trying to explain or to evaluate total

cost. However, the City’s overhead costs change very little regardiess of whether a project or -

"+ 'service is accomplished by City forces or a private contractor, given the relatively modest level

- ‘of expenditures associated with projects and operating’ programs now under consideration-for

- . -bidding competition. Should the City consider greatly expanding the level of services it wishes

- to bid in open competition, overhead costs may change significantly. However, the incremental
cost methodology, if applied correctly, should still provide a valid comparison of costs.

Thus, it is not appropriate when comparing the cost of a service between the City and other
- providers to use fully allocated cost overhead. The only costs that are appropriate for comparison
1+ st o pUTpoSses-are-those: costs:which will actually change (either positively or negatively) when the

4




=, WorK. 18 performed. by.different providers (this includes the.City). .:Lastly, the incremental cost

method is consistent with methodology used by the private sector in "make or buy" decisions .

NEXT STEPS

Once the cost methodology questions were addressed, the Cost Committee determined the need
to validate whether the Bureau could meet the commitments contained in its bids. Also, the
committee needed to resolve whether the Bureau could make the necessary changes in operations
and current business practices to address staff and crew impacts, and other coordmatlon activities
in a competitive bid environment. '

To accomplish these next steps, the Cost Committee has scheduled three water main construction
projects for bid and construction, as a package, by in-house personnel. Individually, these
projects are all under $50,000. The jobs will be bid and costs collected as if the process were
a competitive situation. Costs will be tracked and evaluated to insure the Bureau is capable of
meeting its bid estimate,

- The contracting study will also impact the Bureau’s review of its ground maintenance operation.
- Staff is looking at ‘the possibility of:contracting out some of the Water Burean’s grounds
maintenance. This work is currently performed with in-house personnel. The Bureau is
considering taking a piece of the grounds maintenance work, using the same approach
recommended in this study, and bidding it against outside contractors.  This will allow the Bureau
to determine how competitive the existing Water Bureau operation is compared with a private
. contractor’s proposal.

-In addition, there will need to. be further discussions with Water Bureau employees, Office of
Finance and Administration (OFA), Associated General Contractors (AGC), other bureaus, and
City Council on these issues. The Cost Committee also will need to make final decisions on any

¢ remaining cost issues. “When all of these elements are completed, a final report will be issued

“and City Council will be asked to adopt necessary policy on the final cost methodology to be
used by the City to evaluate all "make or buy" decisions.

- Once Council action is taken, it is anticipated the Water Bureau will be able to bid on
- construction work traditionally performed by private contractors and invite outside contractors
to bid for work traditionally performed by the Bureau. From the preliminary work we have done
in comparing bids, it appears the Bureau can be competitive if the playing field is leveled and
employees are involved in work planning and bidding decisions. '
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** SECTION'2: “INDIRECT ‘COST OVERHEAD METHODOLOGIES

APPLICATIONS

Indirect costs are those expenditures that cannot be charged directly to a specific project or
program, but are still valid costs that need to be included to capture the total value of the project
or program. Typically, indirect costs cannot be charged directly because the cost cannot be

. disaggregated and applied to the project due to the nature of the indirect activity. For example,
. costs associated with management and staff efforts to assemble and present a departmental
.+ “budget proposal would be impossible, or.very time consuming, to separate by. prOJect when the

department budgets for hundreds of such projects each year.-

As a result, indirect costs are usually applied to direct expenditures as overhead. Overhead costs
are typically allocated to projects based on a methodology that proportionalizes overhead costs
to projects via a dependent variable. In the Water Bureau, management and administrative
‘overhead costs are proportionalized to pro_lects and programs on a basis of direct labor costs
associated with project or program in comparison with all other projects and programs in an
organizational group. There are two primary methodologies utilized to establish overhead. One

*.."is the fully allocated cost.approach and the other is the incremental cost approach. There are
" variations on the fully allocated ‘cost approach which result in partial or modified. overhead

allocations.

The fully allocated and incremental cost overhead approaches produce significantly different cost

--amounts, and are intended to be utilized for different purposes. The fully allocated cost

methodology captures the entire cost (both fixed and variable) of all organizational overhead

. activities -and-allocates these costs to projects or programs. All possible overhead costs, at all
“ levels of the organization, are included. Its application provides the full cost of a project or

program, such as a water main construction project or a water conservation program.

The fully allocated approach includes both fixed and variable overhead costs. Fixed costs are
those that would not change if a program changes, such as the cost of City Council. Variable
costs are those that can be modified based on the service level provided, such as electrical
pumping costs. As the fully allocated approach includes fixed costs, which cannot be eliminated,

~ it is inappropriate to utilize this overhead methodology for "make or buy" decisions. In "make
" or buy" decisions, it is assumed that the most expensive alternative can be entirely. eliminated.

If not, the cost comparison is not valid.

The incremental cost approach includes only overhead costs which are variable.  Overhead fixed

“costs are not included in this approach. The methodology includes only incremental changes

(either positive or negative) in overhead cost that are necessary to support the activities which
are being compared to the "make or buy" decision. This approach is used solely for "make or

“buy” decisions. It focuses on the real budget or cash-impact to an organization and provides a




*" more accurate view of savings achievable through each'decision:: Literature and analysis from
professional organizations support the use of the incremental cost overhead methodology for
~."make or buy" decisions.

The third method that was-evaluated is a-variation of the fully allocated overhead methodology.
This approach (modified overhead methodology), like the fully-allocated methodology, includes
-~ both fixed and variable overhead costs. But unlike the fully allocated methodology, it includes

only overhead costs associated with overhead activities. within. organizational levels that are

closest to the project or program being compared. For example, in the case of a mains

construction project, only those overhead costs that are incurred within the Water Bureau
- Maintenance Group would be allocated to direct project costs. Overhead activities at the Bureau
“"and City-wide level would not be included in the aliocation based on the theory that these costs
are too far removed and are not influenced by the direct project work of comstructing water
mains.

" Regardless of the overhead approach applied to projects or program activities, the level of
service and product/service quality can and should be expected to be the same. Only the manner
of comparing costs vary among the alternatives.

.« The following is a more-detail explanation of the. full, incremental, and modified cost overhead

“approaches.’ The pro and con of each approach'is discussed. Inaddition, a problem solving
- model -is utilized to evaluate the three overhead. alternatives, with the .incremental approach
considered superior.

- “Narrative in the following Sections 3. .ﬂxrough 10 assumes that the incremental cost overhead
- methodology will be used by the Bureau to analyze "make or buy" issues. -




.. THREE COST OVERHEAD APPROACHES

Full Overhead Approach

- This approach includes all overhead costs that could be allocated to a project or program.
The methodology is presently used to establish full overhead for valuing fixed assets and
is calculated annually by staff. It includes overhead charges from the City, the Bureau,
and from its Interstate operations. This approach would provide full overhead costs
within City government. In this approach, overhead rate applied to direct project

~-:-personal services- cost-would-be approximately 147%.The effective overhead “for a

- construction project would be in the 30 - 40% range depending on the value of personnel
service vs. total direct costs. It would tend to price City construction cost estimates high
because of the normally high overhead cost of government.

PRO
* - Based on full overhead cost of City government which is justifiable to external
challenges. It may be true cost of government.

~#:.'Provides.important information on'the true cost of ‘government which can guide
- future decisions.

* Fairly easy to calculate if utilizing existing Bureau methodology for fixed assets.
‘The existing process is complicated, but it is already being performed annually
by staff for other purposes.

CON
. ® Not a rea] estimate of near-term cost or savings impact on operations. Budget
- .-.cannot.be adjusted af this level as it includes considerable fixed costs.

* Prices the value of existing City services unrealistically high which makes
estimates non-competitive,




Modified Overhead Approach

This approach is a scaled down. version of the full overhead approach. Only a portion
of City government costs would be included in the overhead caiculation. The modified
-approach includes only the Bureau’s Maintenance Group overhead costs. City and
Bureau level overhead costs have been excluded. In this approach, the personnel services
overhead rate would be approximately 67% when applied to direct project personal
" services cost. This is a moderate.overhead rate and based on earlier bid estimates, . it
~produces an effective overhead rate for a water main installation _]Ob in the 10 - 20%
range, depending on the level of personnel services costs utilized in the bid.

PFRO

Includes applicable Interstate overhead only, and excludes City and Bureau

-overhead costs which are relatively fixed and not easily influenced by the direct
' service or activity.

«+ If an overhead rate containing fixed costs is to be applied,.this approach includes

- “less fixed costs in overhead generating a more moderate estimate.

CON

-Not a real estimate of cost impact on operations. . Budget.cannot be ad;usted at.

this level as it still includes mostly fixed costs.

..-May .not..be ‘viewed .as - providing fuil overhead costs which may lead 10.an

external challenge.

- "The overhead calculation can be fairly arbitrary and bid-specific. Approach may

be difficult to define and to defend.

The overhead calculation can be fairly detailed and difficult to prepare. Presents

~ the most administration and development problems.




- Incremental Overhead Approach

The incremental overhead approach includes only marginal adjustments -- both additions
- and reductions -- to overhead costs. For example, the incremental increase in indirect
or overhead cost to perform a water main installation job might be the additional out-of-
pocket cost (e.g., advertising for quotes) incurred by Purchasing to acquire pipe needed
for the project. Other costs associated with Purchasing, such as buyers’ salaries,
stocking and storage, would not change regardless of whether the City or a private

© " contractor performed- the work and, therefore, would not be added to:the City’s or

contractor’s cost. This overhead approach focuses only on cost adjustments to existing

overhead cost. As a practical result, under this approach no fixed overhead costs would

be applied to direct City costs associated with either City or private contractor
- construction services. Only directly identifiable incremental costs (either positive or
- negative) associated with overhead activities would be added to either the City’s and/or
contractor’s bid.

PRO
. & Based on direct cost adjustments which is true budget or cash impact.

¢ Easy to calculate and justify numbers.

- e Easy to apply consistently to a small job such as a water main installation or a
program such as grounds maintenance.

.../ Recognizes that.the Bureau.has a high level of fixed costs that are not easily
adjusted.

e ‘Provides a more realistic view of short-term savings actually achievable by

changing a "make or buy" decision.

CON
+ . . e.. Does not identify full overhead cost that may be reqmred to meet a challenge by
-external partles like AGC. :
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“:"" 'PROBLEM SOLVING MODEL

: The Cost Committee used .a.problem solving process to determine criteria for a good solution
to the following stated problem:

What methodology should be used to determine indirect or overhead costs of a job

Jor use in bid comparison and in deciding a way to achieve least cost and best

service to the public?

As part of this process, the committee developed essential and desuable criteria to reach-the best
 cost methodology to address the stated problem.

CRITERIA FOR A GOOD SOLUTION

A Good Cost Overhead Methodology Will...

Essential Criteria:

1.
e recommended by respected, impartial experts in the field. - Preferably, it should be a
- method that'is being used by other public agencies that'do in-house versus contracting-out

Be an acceptable method of computing indirect costs - It should be a method that is

comparisons.

-« Be documentable - It is essential that the method selected for computing indirect costs
- “have adequate documentation. - The methodology must have a clear audit trail so-that the
‘calculations can be verified by interested outsiders.

~Be defendable- A good solution must be able to be rationally explained, understandable
* to affected groups and the results documentable.

- Accurately reflect cost to rate payers for comparative purposes - A good solution
-.must accurately reflect the actual cost impact on the "bottom line" for each decision

option. The solution must establish the actual impact on the rate payer (tax payer) for
each alternative when making comparisons about the best way to perform a function or
group of functions.

~..Ferret out hidden costs - The methodology used should help identify and. account for

costs that are due to the project. Since the overhead costs are a critical and controversial
part of the bid comparison, it is essential that the method used properly identify and
account for those costs.” Also, identification of non-obvious overhead costs can lead to
reducing or eliminating those costs and thereby improve our overall efficiency.

- Meet legal and contractual requirements - The methodology used to determine
- ..overhead costs must comply with the applicable Oregon Revised Statutes and Rules, the

11




10.

+.-City..of. Portland .Charter. and Code, .and .the contractual.agreements the City has with

labor unions.and associations, other municipalities, water wholesale customers and
individuals.

‘Meet public expectations of ethical practices - It is essential that the methodology used

to determine cost of service meet with the public expectation of being a fair and ethical
practice. “As defined by the City Auditor’s Office, an ethical practice will assure that
practices for purchasing, contracting and hiring include routines that elicit fair choices
and assure protection of city assets. :

Be in line with City Council direction - It is essential that the methodology used is in

T alignment with Council direction and-guidelines, including those requiring cost of service

applications, reduction of operating costs of city government and the pursuit of innovative
solutions to work processes.

Be understandable to Bureau employees - It is essential that the methodology for

. determining cost of service be clear and translatable to the employees workmg with the
- 'bid process, as well as others who may be involved or interested.

Be in alignment with the Bureau mission - The Bureau’s mission is...To act as

. stewards of “our water ‘resource, providing sufficient supplies, efficient and effective

service, and excellent quality.. The mission statement includes values to fulfill -the
mission, such as... Solvency: maintaining fiscal integrity; Responsiveness: reacting

- positively, cooperatively and efficiently; Flexibility: adapting to . new, different, or

changing requirements; and Innovation: recognizing change as a normal state and

" implementing ‘change imaginatively and creatively.

‘Be explainable: - It is essential that the overhead methodology be readily explainable to
" 'Bureau staff, City staff, and elected officials. While all overhead approaches are fairly

complex and require some background in cost allocation practices, it is helpful if the

- methodology. is' reasonably understandable to other parties.

Desirable Criteria:

' - methodology have application for other City agencies that may wish to contract for
*. services. . "The Water Bureau approach may be used as a prototype for a city-wide

13.

Be transferable for use by other City agencies - It is desirable that overhead

program. As such, it needs to be based on generally accepted industry standards. The

" methodology developed should, if possible, have application for city-wide use. .

-Be applicable for comparison purposes for confracting in or out - A good solution

will allow a wide variety of decisions to be evaluated in a common manner. This will
include decisions to contract work into the City, contract work out to other vendors, or

12
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1s.

-+ torevaluate-optional ‘ways of performing ‘different types:of:work. -

Have broad applicability to a diverse range of jobs - A good solution will allow the

- system'to"be*used on‘a ‘wide range of different types of work and/or services. The ideal

solution will be applicable to every decision the organization makes to perform work
differently than is currently being done.

" Be easily administered - It is desirable that the overhead methodology be easily

administered by staff. It is important that the contracting process not unduly burden staff
with additional duties. Consequently, minimizing the amount of work required to

" develop and maintain the overhead-allocation for individual jobs is.important. -~ -

13




CRITERIA FOR A GOOD COST METHODOLOGY

CRITERIA | Fumn. | Modified | Incremental \
A GOOD COST METHODOLOGY WILL... | Overhead | Overhead | 'Overhead
1. Be an acceptable method of computing X X X
indirect costs*
2. Be documentable* - _ N X X X
3. Be defendable* : - X X Cox i
4. Accurately reflect cost to ratepayers for |
comparative purposes*
5. Ferret out hidden costs* X
6. Meet legal and contractual requirements* X X X
7. Meet public expectations of ethical practice* X X X
‘8. Be in'line with City Council direction* X X X
9. Be understandable to. Bureau employees* X | X X
10. Be in alignment with the Bureau mission* X X X
11. Be explainable* X X X |
-12. Be transferable for-use by-other .,Cify. g X X X
agencies**
|| -13:-Be applicable for comparison purposes for X
contracting in or out**
- 14. Have broad applicability to a diverse range X X
{| of jobs**
15. Be easily administered** X X

*Essential Criteria
**Desirable Criteria




" SECTION 3: ENGINEERING AND RELATED ISSUES

- The issues. discussed in the following Sections 3 through 8 are questions that arise when
competitive bidding occurs in construction jobs. These issues may affect the bid process by
either adding costs to a Bureau bid or requiring some adjustment to a contractor’s bid.
Discussion of these issues is for the benefit of the bidding parties in assessing whether certain
costs should be included in competitive bids for construction projects.

-Issue # 1 - Engineering Costs for Design

i 'Issue. How should engmeerlng design and other pre- constructlon engineering costs
be handled for cost comparison purposes?

Discussion: Design costs are incurred during construction regardless of whether the work is
performed by a private contractor or City (Bureau) forces. Although similar plans are used,
- detailed specifications.are not required for work performed by Bureau employees. Costs for
development of plans is similar for each method, but preparation of specifications adds
. 51gn1ﬁcant1y to the job. Several perspectives on the applicability of the additional cost of
- preparing specifications can be taken. _

1. “One view is to add this additional cost to contractors bids as the specifications are being
written primarily as contractual requirements that are only necessary when City forces are
-not constructing the project.
2. Another perspective is that the cost of developing specification should be added. to.both
- -the Bureau’s bid and.the contractors bid. This position can be .supported based on the
theory that the cost of specification development is central and necessary in order to fairly
compare a contractor’s bid with that of the Bureau’s.

Recommendation: It is recommended that these costs can be equally attributed to both the
Bureau and construction contractors in accordance with application #2 above.

Application:
City Bid - Add estimated direct cost to bid.

= Contracto_r Bid - Add estimated direct cost to bid.
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-« ]ssue-# 2 - Bid Preparation Costs

- Issue: How should bid preparation costs be estimated and tracked for comparison
purposes?

Discussion: Since competitive bidding is a relatively new activity for the Bureau,
the Bureau has limited information on how much time it should take. For a

‘contractor, this would be an indirect cost that would likely be included in the
~ contractor’s overhead calculations. The Bureau will need to set up a mechanism
- for tracking bid preparation costs, so that they can accurately be estimated in.the

- future. Bid preparation costs will need to-be estimated until sufficient data on

actual costs have been accumulated. These costs may be higher than contractor’s
at first. They should decrease as the Bureau becomes more proficient.

Recommendation: Bid preparation costs should be a direct cost of the pro_;ect
~~and should be added to the Bureau’s bid for comparison purposes.

~Application:
-City Bid - Add estimated direct cost to bid.

Contractor Bid - No adjustment

... Issue # 3 ~ Engineering Costs During Construction

. Issue: - How should engmeermg and other costs incurred durmg construction be
handled for cost comparison purposes?

Discussion: Costs are incurred by the Bureau (City) during construction regardless of whether
the construction work is performed by a private contractor or Bureau forces. The Bureau incurs
costs after the design is complete and/or a contract is signed. These costs are for items that
“include pre-construction conferences, job staking and other survey services, resolution of public

- ~complaints, shoring approvals, job files, inspection during construction, creating as-built drawings,
~ reviewing material submittals, approving . traffic control. plans. -Currently, the cost of these

- services are significantly more for work done by contractors than work done by Burean crews.
For example, construction inspectors do not inspect Bureau constructed projects because Bureau
- crew supervisors handle public complaints, ‘insure work quality and insure compliance with
Bureau specifications as part of their superintendence respomlbﬂmes These responsibilities are
discussed in Issue #9 - Superintendence.
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““Recommendation: s~It-is-recommended. that dlrect cost associated-with-construction
be respectively estlmated and added to both the contractor’s and Bureau’s bid.

Application:
City Bid - Add estimated direct cost to bid.

Contractor Bid - Add estimated direct cost to bid.

Issue # 4 - Change Orders

Issue:  How should change order preparation and documentation be handled for
cost comparison purposes?

- -Diseussion:  Although changes are required in construction by the Bureau or private contractor,
the administrative costs involved in making changes in’ contracted construction is much greater.
These costs are not specifically tracked, so an average history on this item is not avallable
" "However, it is included in an-aggregate cost-for all contract administration. .. .. = o

'Recommendation: It is recommended that the direct.cost of preparing and processing change
orders be estimated and added to ‘the contractor’s bid. - Historical costs should be segregated for
- future estimating purposes.
Application:
" City Bid - No adjustment.

=: Contractor.Bid -.. Add estimated direct_co_st to bid.
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-+ SECTION4: \PERSONNEL ISSUES .

Issue # 5 - Benefits Percentage

Issue: How should City employee benefits be calculated for cost comparison
purposes?

“Discussion:  Currently, the Bureau s project tracking system computes:salary and benefit costs

- based upon the actual hours charged to a particular project by labor classification. - The City

" offers its employees health/welfare benefits that include medical/dental, life insurance, PERS

* retirement and social security. The amount paid varies by family size and salary. For 1994-93,

21.5% of salary and benefits is added to allow for compensated absences. Workers compensation
is included in the compensated absences percentage.

-~ Annually, the Commissioner-in-charge approves a benefits rate (including compensated absences)
“ which is only ‘used when costs must be computed prior to actual data being available. The rate
for 1994-95 is 64.5%. Workers compensation is not included in this benefits percentage. The

=7 City self-insures‘its: workers compensation program and charges the burcaus based-upon, Jincurred

costs, claims teserves and other factors.” The Water Bureau’s cost in 1994-95 is $511, 944_

- Another 3.2% must be-added to the benefit calculation to include workers compensation. .

- Recommendation; Use direct costs for salary and benefits, plus a percentage for compensated

-~ "absences which includes workers compensation. For bidding purposes, use a methodology which

most closely -approximates actual costs. An example of the 1994-95 labor- cost for.a Utlhty

. - Worker that has been employed one year is as follows:

: Estimate
. Hourly salary * : $14.88
Benefits percentage (64.5%) 9.66
Workers Compensation (3.2%) 0.48
'TOTAL CHARGE PER HOUR _ $25.02 |

* At one-year rate
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. Applicétion:
City Bid - Include in all estimated direct cost.

Contractor Bid - Include in all estimated direct cost.

Issue # 6 - Prevailing Wage

Issue: Do City wages meet prevailing wage guidelines?

" Discussion: The law requires private contractors, whether union or non-union, to pay prevailing

wage rates for work performed for public agencies. The issue has been raised whether or not the
‘City must comply with this law when performing work itself, and if the City currently pays
prevailing wages.

" It'is possible this statute' does not apply to the City for several reasons. First, the statute only
- applies to outside contractors performing the work of the public employer. - Second, the City
work.force is unionized and does pay the prevailing wages for the work as prov1ded in the labor
“agreement.

" Inlooking at individual job classes and their wages as specified in the prevailing wage guidelines,

- it could be argued that in some job classifications the City pays below.prevailing wages and in
- others the City pays more than prevailing wage rates. However, in adding both wages and
“benefits, it is clear the City is comparable to the prevailing wage rates required of the private
contractors. For Example:

¢ Plumbers and steamfitters/pipefitters make $22.09 per hour, plus $5.85 in benefits for

a total cost of $27.94 per hour. As of July 1, 1994, City water service mechanics

" make $17.66 per hour, plus 64.5 percent of the hourly. rate in benefits (including
compensated absences) for a total of $29.05 per hour.

* Prevailing wage guidelines for truck drivers (AEO2’s) is $17.94 per hour plus $5.89
per hour for a total of $23.83 per hour. The City’s rate is $15.64 per hour plus 64.5
percent beneﬁts, for a total cost of $25.73 per hour :

- Recommendation: While the City is not obligated under the- law 16 use "prevailing rates" as
" published by the Bureai of Labor and Industries, City wages are in line with prevailing wage
“rates required of outside contractors. Therefore, there should be no dlspute if the City uses actual

City wage and benefit rates for bid purposes . : .
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-Application:
City Bid - Use City wage & benefit rates

Contractor Bid - Prevailing wage rates

Issue # 7 - Reporting to Job Site
- Issue: Can City employees be required to report directly to job_ site?

‘Discussion: Water Bureau Maintenance Group employees normally report to the Interstate
 facility for job assignments at the beginning of their work shifts. However, due to the location
and duration of construction crew jobs, it may be more efficient to have these crews report
directly to the job site and leave equipment at the job site.

“Recommendation: The current collective bargaining agreement allows for reporting directly to
the jobs site. The City will pay the established IRS (Internal Revenue Service) rate of $.29 per
- mile when additional miles must be driven to reach the job site. _

'Application: If an employee drives 10 additional miles or more directly to a job site-instead of

reporting their normally assigned-work location, the cost would be $2.90 per day (10 miles X
-$.29 per mile). This will vary depending on job location and the employee’s home Jlocation.

.. Issue# 8 - Breakdowns/Extended Delays |

~.Issue: - How should breakdowns and extended delays be charged to the job?

Discussion: Breakdowns and extended delays are a real possibility on any large job. This fact
needs to be taken into account in preparing bid estimates. For contractors, delays that exceed
what is expected can cut into their profits. This is especially true for small contractors who are
unable to re-deploy equipment and personnel to, or from, other jobs during a breakdown or
_extended delay. This could provide a slight cast advantage for the City because of its greater
“ability to re-deploy personnel and equipment. Rental equipment breakdowns may be more costly,
than Bureau-owned equipment breakdowns, if replacements for unique equipment are not readily -
-available.

Recommendation:: For estimating purposes, this cost is included in the City’s bid as a

contingency. Breakdown time for equipment should be charged to the job until replacement
equipment can be deployed. Labor costs, during a delay, should be. charged fo the job until
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- SECTION §5: .SUB-CONTRACTING ISSUES

~.Issne # 10 - Subcontractors

Issue: How should subcontracting be handied in City bids?

Discussion: Depending on the type, amount and timing of project work involved, the Bureau
" needs the flexibility to subcontract to others to perform a portion of a project that it may
construct through an open public bidding process. For example, if the Bureau’s maintenance
schedule requires the cornmitment of its fleet of dump trucks, the Bureau may choose fo provide
'spoils hauling through . the: services of a subcontractor.. ‘In-another example, the Bureau -may
choose to have paving done on its projects through competitive bidding (See Issue # 15, Other
Bureau Commitments). Should the Bureau choose to include in its bid, the cost of a
subcontracted service, the Bureau would precede its bid submission with a separate public bidding
process no different than its current bidding process. In this subcontracting process, however,
bid award would be contingent on the city securing the low project bid.

Using the services of subcontractors, in addition to giving the Bureau flexibility in providing
.-+ certain portlons of the work, could also provide an avenue for the Bureau to enhance MBE/FBE

E partlc:lpatmn in Bureau contracting..

- All'costs involved in the Bureau’s use of subcontractors will need-to-be included in the City’s
bid. . Subcontractors must meet all of the requirements: currently. required -of :contractors to
- perform work for the City bureaus.

Recommendation: It is recommended that when subcontractors are used by the: Bureau, all

-+ aspects of 'subcontracting ‘be included-as direct-costs in the bid.

Application:
City Bid - Included as direct costs in bid.

Contractor Bid - Included as direct cost in bid.
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e Issue #:.11 - Other Bureau Commitments

Issue = Can we get a firm bid from the Bureau of Maintenance or other City
* "Bureaus for paving, of ‘other ‘work, on jobs'that we bid competitively?

Discussion: The Bureau has all of its paving work done by the City’s Bureau of Maintenance.
All of the Bureau’s large jobs are done on a "cost-plus" basis. Historically, the Bureau’s costs
for jobs, comparable to a large main extension job, have ranged from $.59 to $1.05 per square
foot with an average of $.76. These costs appear to be competitive on the average, but vary too
much from job to job. As a result, projects which were originally thought to be competitive with
' other bidders, may not remain competitive at the completion-of the project. - Staying competitive |
may depend on what special requirements are needed, such as traffic control set-up and removal,
or requirement for a traffic control person. There may also be specific restrictions on particular
city streets and state highways about the time of day the highway or street can be closed or work
performed. Two potential solutions to this problem exist:

1. When a project will require a significant level of construction services that have

77 traditionally been provided by another City bureau, require that the provider of the service
be determined through open, competitive public bidding.

2. . Require the bureau providing construction related services to-commit to a final billing-for.

* that service that is based on its unit-cost estimate, provided during the bid preparation
process, and the actual quantities of work provided during the construction of the project.

Recommendation: Require that all construction services not provided by the Water Bureau,
. which may be provided by a sub-contractor, will be determined through open competitive bidding
“+-and included as a direct cost in City bid.

.- Application:
~ City Bid - Included as direct cost to bid.

Contractor Bid: Not applicable.
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.. SECTION 6:. MATERIAL, SUPPLY AND EQUIPMENT ISSUES

Issue # 12 - Job Site Material Deliveries/Storeroom Costs

Issue: Should the City make arrangements to have materials delivered directly to
job site? |

‘Discussion: Currently Bureau trucks travel to the suppliers to pick up rock and take it to the job

o site, Regardless of the location in the city, Bureau trucks deliver rock from the vendor currently

" under contract with the City to provide rock. In addition, other materials, supplies and pipe are
delivered to the Bureau’s Interstate facility and Bureau trucks re-load the materials and take them
to job sites throughout the city. -

Many contractors on larger jobs have all of the materials delivered to the job site and have the
. freedom to engage the least expensive combination of materials and hauling costs.

The City’s current rock contract bidding process does not consider the cost of delivering rock to

the job site and frequently the Bureau is forced to utilize suppliers farther from the job than a
- competitor because the base price of the rock is cheaper. However ‘the cost of rock plus haulmg

- may be substantially-more expensive.

- From a labor agreement point of view, the City does not have any obligation to utilize City labor
‘prior to the material being turned over to the City. - As a result, the City has no obhgatlon to use
+:City labor should material suppliers sell and deliver materials to the job site.

 Recommendation: Negotiate agreements for rock, pipe and other major materials for delivery
10 the job 'site and have them -delivered in full loads on an as-needed basis.- Have smaller than
truck-size loads delivered to the Bureau’s Interstate facility and deliver them to the job site in the

‘-4 current:manner... Cost .associated with delivery of material to the job site should be included in

direct costs in the City’s bid. Other costs associated with materials delivery from the Interstate
store operations to the job site should be direct cost and included in the City’s bid. Storeroom
handling, storage costs, ordering, inventory control have been traditionally allocated to pro_]ects
through overhead charges and should continue to be handled in this manner.

Application:

: 'Cify Bid - Included as direct cost and incremental overhead cost.

Contract Bid - Included as a direct cost.
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o Issue #13 - Equipment Rental/Rates

Issue: Should the Bureau rent equipment? If so, how should it be charged? How
‘should in-house equipment be charged?

Discussion: There may be equipment required to do a job that is not available in the City’s
inventory ot that is fully committed to other projects. ‘In this situation, the Bureau must be able
to rent the appropriate equipment. Rental equipment costs are likely to be comparable to a
contractor’s rental cost.

" For in-house equipment, the Bureau’s accounting section annually develops hourly ratesto charge
* ~to projects for the use of in-house equipment. - These rates include direct costs to the Bureau
associated with this equipment. Costs include the amount charged to the Bureau by the City’s
Fleet Services (which includes repair, maintenance, replacement and overhead) plus Bureau costs
for: fuel and fueling, insurance, radios, and repairs and maintenance on equipment not
maintained by the City’s Fleet Services. The rates, so developed, are approved by the
. . Commissioner-in-charge for use in charging for services performed as provided for in City Code
Section 5.48.030(5). These rates may be different from those that might be used by a contractor.

- The foliowing" compares ‘the ‘hourly. cost.of the Bureau’s fleet rates with locally offered rental

" to comparable equipment used by the Bureau’s construction crew.

- rates. These rates are based on.a monthly rental period and eqmpment use frequency rates sumlar

Ut111zat10n

-Equipment Item City Rate Rental Rate Rate
(per hour) (per hour)

- 10-12 yd Dump $17.40 $20.66 85 %

| Small Backhoe 15.25 15.63 80 %

- Excavator 16.80 o 42.80 50 %

- Recommendation: The Bureau should be able to rent specialized equipment if it is not available
in-house and it does not make sense to purchase. If rented, the full cost of the equipment rental
- should be a direct charge to the job. In-house equipment should be charged at the Bureau’s
. existing equipment rates, : \
- Application:

City Bid - Included as a direct cost in bid.

Contractor Bid - Included as a direct cost in bid.
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. SECTION.7:. LIABILITY AND GUARANTEE ISSUES

i Issue#14 - Liability and Fleet Insurance

Issue: How should general liability and fleet liability be handled in bids?

Discussion: The Water Bureau presently includes its general liability insurance in its fully
-allocated cost overhead methodology. Under an incremental cost overhead approach, general
liability insurance would not be included as.a city cost for bid comparison purposes. General
-+ Liability insurance costs are lower for the Bureau than for its contractors, in part because the

- City’s liability risk is limited by Oregon State Statute.

Fleet insurance costs are included in direct equipment rates which are used to determine the
City’s bid.

. Recommendation: . When the incremental cost methodology is used, general liability insurance

cost should not be included in Bureau bid costs unless staff is added. Fleet insurance should
continue to be reflected in the City’s bid cost as a direct cost in rental rates. :
Application:

City Bid - Include fleet insurance as a direct cost. in bid.

. Contractor Bid - Included in bid.

Issue # 15 - Proposal Guaranty/Bid Bond

“Issue: Should the City be required to provide a proposal guaranty and bid bond
when submitting a project bid?

Discussion: Contractors are required to provide a bid bond as part of the bidding process. The

~bid bond is required to effectively guarantee that the contractor will not back out of his bid until
- - a contract between the City and the contractor can be executed. - The bid bond provided by the

~ contractor is usually issued by a financial institution for the amount of the bid and constitutes a
contingent loan to the contractor. As such, the contractor usually pays a small premium to the
financial institution for the Bond. The cost of this premium, for the contractor must be recovered
- as 4 project cost and is likely included in his/her bid. . The.City incurs minimal costs in
connection with the bid bond process and are considered to be direct cost of project
admnnstratlon
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" Because the ‘City is both the ‘party receiving bids and the bidder, it has ultimate control on

proposal process and should not require a bond providing a surety for itself.
Recommendation: The City should not be required to submit a proposal guaranty and bid bond.
The estimated cost of administering the bid bond process is minimal and should not be included
as a cost adding to the contractor’s bid.
Application:

City Bid - N/A

 Contractor Bid - Minimal cost, no adjustment.

Issue # 16 - Performance Bond

Issue:. Should the City be required to provide a performance bond?

. Discussion: = Private’ contractors are required to~ provide performance ‘bonds to- the City:to
* guarantee the work is completed in an-acceptable manner. Thisis a direct cost to the Contractor.

There is no need for the City to provide similar bonds on work it performs-since the reason for

‘the bond is to allow the City to recoup any costs necessary for it to.complete or correct the work

of the Contractor. There is no risk of the City failing to complete. its own tasks. City

-"---administration costs for dealing with*this.bond for contracted work are negligible.

* - Recommendation: .City should not be required to provide a performance bond to itself and there
" is'minimal administrative cost involved in dealing with the Contractor’s bonding. Therefore, no

cost adjustments need be made.

| 'Application:

City Bid - N/A

Contractor Bid - Minimal cost, no adjustment.

Issue #17 - Warranty/Maintenance Surety

Issue: Should adjustments be made for costs associated with warranty/maintenance
surety requirements?
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- Discussion:. Contractors.are required to. provide a two year warranty on all work performed.

" Similar to the proposal guaranty and bid bond, the surety instrument represents a contingent loan

on the part of the issuing financial institution similar to establishing a line of credit. As a result,

. ..the. institution incurs some.cost and risk and requires compensation from the contractor which

- must-be recovered in the'contractor’s bid. In addition to the contractor’s cost to provide the
surety, the City incurs administrative costs through inspection- at the conclusion of the warranty
period and to administer and inspect any repairs required during the warranty period.

It should not be considered necessary for the Water Bureau to provide a bond for its bid, but the
Bureau should be responsible for repairs to its work, beginning immediately after construction.

- .Recommendation: " [t is recommended that no adjustment for the cost of providing a surety:be
~ made to the City’s bid. Because City costs associated with administering a contractor’s warranty
and maintenance surety obligations are small, do not include as a cost to be added to the
.contractor’s bid.
Application:

City Bid - N/A

- - Contractor Bid - Minimal cost, no adjustment.

Issue # 18 - Liquidated Damages

Issue: How should the City provide for liquidated damages in its bid?

Discussion: Contractors are assessed liquidated damages in-lieu of actual costs if their work
is not completed within a specified time frame. It is not known exactly how this potential cost

" <is figured into 4 Contractor’s bid, but it is likely that the Contractor would assume work will

be completed on time and that if not, these assessments would come out of the contractor’s profit
margin. If while performing work, the City overruns its specified completion date, any added

costs would be incurred as direct costs and applied to the accumutated project costs. These -

added costs would be the equivalent of liquidated damages for the City, and will be tracked so
- that an accurate performance history is established.

" In the rare occasion when liquidated-damages-are-applied to a contractor’s project, the City often

- incurs significant administrative costs associated with collecting liquidated damages from a
~Contractor. ' -
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w470 Recommendation: « It-is recommended that no after bid adjustment:be made to either City or
‘contractors’ bids for liquidated damages. Because liquidated damages are rarely levied against
.. contractors, the contractors bid should not be adjusted to reflect any contingent administrative

" wcost In’'connection-Wwith levying these claims. - -«

Application:
City Bid - No adjustment.

Contractor Bid - No adjustment.

Issue # 19 - Repair of Damages

Issue: How should the costs involved in repair of damages be accounted for in

- the bid comparison?

- -Discussion: During construction operations, occasionally damage is done to private or public
- property.. - Such-damage adds cost to  a. project both for: direct. repair .of .the -damage .and
+~administrative  work. - When" a“contractor ‘or City crew damages property of others, they are
- responsible for the repair of that damage. - The cost for such repairs becomes a direct cost.of the

work. For bidding purposes, it is assumed the' contractor accounts for these costs in general

.contingency.

- There are also administrative costs incurred by the City which are generally greater for contracted
.+ work than for work done by City crews. The difference between those incurred for a contractor
i+ vs, *Clity crews. are the added costs to-coordinate, administer; and inspect a contractor’srepairs_.

-+ Recommendation: No specific adjustment to the bids should be made to cover damages inflicted
~ on others and should be accounted for within the City’s contingency. These occurrences are

infrequent and unplanned and are paid directly by the contractor or City.
Application:
- City Bid - Included in bid contingency.

Contractor Bid - No adjustment.
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SECTION 8: OTHER RELATED ISSUES

. Issue # 20 - Pre-qualification

Issue: Should the City pre-qualify itself similar to its pre-qualification of
contractors?

Discussion: Contractors are required to submit documentation for pre-qualification in Water

- Bureau work annually. It is not reasonable to require the Water Bureau to prove to itself that it

- 1is qualified to contract for its own work. The Bureau would only bid on the types of work which

. staff have historically performed ‘and for which they have' expertise. - “There are minimal
administrative costs associated with pre-qualification. :

Recommendation: The City need not pre-qualify itself. Administrative costs are minor and
should not be applied to the contractor’s bid.

- Application:
‘City Bid - N/A

Contractor Bid - Minimal cost, no. adjustment.

. Issue # 21 - Progress Payments

- Issues-How:should:progress payment processing. be handled for cost comparison

purposes?

- Discussion: This is an issue of paying Contractors based upon completion of specific portions
of a job. When City employees perform the work, there are no progress payments, but wages
and materials are paid through the normal payroll and accounts payable system as work is done
or materials are billed. To receive progress payments, contractors are required to prepare detailed
‘invoices as part of their work. The City has administrative costs in reviewing invoices and

- preparing payment.- These costs are not specifically tracked, so an average history on this item

- is'not available. However, it is included in an aggregate cost for all contract administration.-

. Recommendation: The cost of handling progress payments should be applied to the contractor’s
bid as a direct cost included in contract administration. ‘
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Application:
- City Bid - No adjustment.

Contractor Bid - Included as a direct cost to the bid.
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SECTION 9: APPLICATION OF COST METHODOLOGIES TO BIDS

The :following Table -  Application of Cost Methodologies to Bids, has been prepared to
demonstrate the application of the Cost Committee’s recommendations on those issues with cost
implications and to show the range of bid ouicomes resulting from the application of each
overhead methodology. In constructing the table, the committee utilized the Water Bureau’s
mock bid and the bid of the lowest bidding contractor for the construction of water mains for a
grouping of smaller projects termed the "SW Westwood Package". This project was awarded to
Werbin West in the Spring of 1994. As the table shows, by applying the committee’s
‘recommended .incremental or- avoided methodology, the City’s: bid compares favorably to-the

* . lowest bidding contractor.

The City’s mock bid and those of all bidders on the project, detailed by bid item, is also provided
in an accompanying table titled "SW Westwood Package".
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~SECTION 10: NO COST ADJUSTMENT ISSUES =

“s zIn;addition to-the.previousissues reviewed, the following seven issues-were discussed by the Cost

- - Committee as relevant in comparing the work of a private contractor with the City. - These issues
require no cost adjustments for either a City bid.or a private contractor’s bid. The committee
- believes, however, that they are important issues to consider in the context of competitive bidding
and creating a cost-effective and quality work environment.

- Issue # 1 - Construction Standards

Issue: ~ Should the C.ity. be held to the same construction standards as the
Contractors?

Discussion: It is important that consistency be maintained within work standards to both
maintain the water system and fairly compare public and private bids for work.

Recommendation: Keep construction standards consistent. Hold both the City and Private
- Contractors to the same standards.

‘Issue # 2 - Staffing Construction Crews

Issue: Should workers be shifted from  one assignment to another during periods
-of slack work, breakdowns .or: other. problems causing less work in the assigned
areas?

-~ += Discussion: The current collective bargaining agreement contains bid language which by contract

and by practice require the bidding of jobs in the Water Bureau by work unit rather than by
individual truck. The contract also provides that union and management can develop alternate
methods of selecting people for new or vacant positions by -mutual agreement.

- In addition, the ability to temporarily shift employees from one job to another when there is a
- legitimate business need has always existed and.continues. It is one of the benefits -of City

-~ employment to be insured-of a steady flow of available work because of thelarge number. of j j obs

. that need to be performed.

‘Recommendation: 1t is recommended that the Bureau utilize volunteer employees for.the new
work. Indicate the clear demands of the jobs, requirements for teamwork and flexibility,
differences in working conditions from normal maintenance functions, and the need to be
‘innovative. If more workers volunteer than are needed, the union:and management can set up
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- & system of joint interviews and discussions with all of the. volunteers in an effort to mutually

" agree on the group providing the best "fit" of personalities and skills for a self-directed team

approach to the project.

++ Union and management agree on the specific requirements. for each of the jobs, specifying the
needed flexibility, the willingness to report to the work: site, agreement to be flexible and
willingness to try new and different approaches to getting the job done. Each must be a "team
player" in dealing with co-workers. These requirement can be clearly articulated in a posting for
volunteers. '

This is in no way intended to erode the traditional seniority bid system, and seniority will clearly
- be a factor in determining from among volunteers..  However, understanding that this is a.new.
. concept, we do not believe a seniority-only criteria is appropriate nor do we think exclusive
management choosing is appropriate. We believe that through mutual knowledge we can do a
better job of fitting the right person to the right position.

Issue # 3 - First Source

- Issue: . How ' should the First Source Hiring Program be handled -in-bidding
situations? ' :

" Discussion: This ;program targets disadvantaged City residents and particularly residents of
North/Northeast Portland for new hires. There is a certain amount of paperwork required of the

~ 7 ‘contractor to meet this program. City administration costs appear to be negligible.. -Contractors -
.. may be concerned that no similar program exists for hiring city employees.. The City does have

“:-a program to insure its compliance with EEO requirements and actively pursues the recruitment
- of women and minorities. '

- “Recommendation:  Tt-is recommended that no cost adjustment be made to either the contractors

- or the city’s bid. This issue should be reviewed with the City’s Bureau of Personnel Services.

Issue # 4 - MBE\FBE

- Issue: Should the City be held to the same FBE/MBE requirements as “its
contractors?

- Discussion: Contractors are encouraged to provide work to MBE/FBE firms in their bids. It is

- City policy to foster MBE/FBE firms and special consideration should be. given to these firms
when looking at sub-contractors for part of the work. Contracting work in house could give the
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- -+ City more. opportunity. to support and promote MBE/FBE firms... ., .. . .

There is a certain amount of paperwork/cost reqmred of the contractor to meet this program. City

< administration ‘costs-are:negligible.

Recommendation: It is recommended that the City look at how they can use MBE/FBE
subcontractors more effectively when preparing bids and use MBE/FBE subcontractors whenever
possible. However, this is a negligible cost issue and no cost adjustment should be made to either
bid. -

Issue # 5 - Business License
Issue: How do franchise fees and business license fees affect comparisons?

Discussion: The contractor pays a business license fee to operate within the City. This fee

~ .. must be paid whether or not the contractor works on City projects. The Water Bureau, like other

City agencies, does not pay a Business License fee. The Bureau does, however, pay a utility
- franchise fee on.the:revenues. received from .operating. a water -utility within the. City. . .The

" franchise fee entitles-the' Bureau:to operate -and :construct ‘facilities within the City:-(Similarly,

private utilities, such as’PGE and U.S. West- Communications, pay. franchise fees on all regulated

income from in-City utility operations.) The franchise fee rate (at 8% on the revenues from in-
- City water sales) paid by the Water Bureau is greater than the rate charged to private utilities
- because it also includes a portion which is considered a payment in lieu of property tax..

- Because water rates (and therefore, revenues) are set.to recover the cost of operating, repairing

“wand-improving: the :water: system, any work by City crews or by contractors will result in.an

- obligation to pay the City approximately 8% of the cost of doing the work.

‘Recomimendation: Business license fees must be pa1d by contractors regardless of whether they
‘bid on City projects or not. Therefore, this cost is not relevant for companson purposes.
Franchise fees are the same regardless of who constructs the project; so, again, this cost is not
relevant for comparison purposes.

Issue # 6 - State Contractors License

- Issue: Should any adjustment be made because the City is not required to have'a .
state contractor’s license, while contractors must have valid licenses?

- Discussion:” The City requires its contractors to ‘be licensed as a contractor by the State of
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-+ Oregon.: Contractors are licensed in order to help protect consumers from unqualified contractors.
Governments are exempt from this requirement.

-~ Recommendation: - Continue'to require- contractors to be licensed.

Issue # 7 - Tracking Project Costs

Issue: How should all costs be tracked and monitored?

Discussion:

The City of Portland Water Bureau’s (WB) Pro_]ect Tracking System (PTS), supported by other
subsystems and review procedures within the accounting division, provides comprehensive reports
of actual project costs and the necessary detail/documentation for review and audit of these costs.

Project Assignment, Review, and Costs

+ Each construction project is assigned an unique project number and location/description
‘in the Water Bureau’s PTS system which allows for the capturing and reportmg of all
~costs charged to a project. _

After review by payroll and costaccounting staff, personnel and‘ equipment-time- is

‘entered directly from the crew time sheets (hours charged by project and location) into

. the Payroll/Personnel Tracking System. This system computes personnel and equipment

- charges based on the entered time and on the approved labor and equipment rates w1th1n
the system, and provides a system check of project charges.

-+ Material/stock-charges:are-entered by the Bureau’s operations stores staff, from the: stock

requisition and disbursement slips completed by work crews, into the WICS Inventory

- system which checks the entries being made. The original stock requisition, disbursement,

~ and credit slips are forwarded to the cost accounting section of the Water Bureau for
Teview.

Project charges, from external vendors for material and services or from other City
bureaus, are reviewed and entered into the PTS system by Water Bureau accounting staff.

‘PTS Project Reports
" Each accounting period(AP), PTS provides a "Status Report" which summarizes all the
actual charges made to a project within each AP, and provides..a fiscal: year to date
- summary. The project "Status Report” summarizes costs by categones .

Project File Documentation
-~ Each project file contains the following detail:
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" » ' Personnel Services and Equipment:  the "Act/Prj Labor Cost" report lists the dates of
~ - work, names and class codes of workers, hours charged; equipment ID #/hours, and
-salary/equipment dollar charges.

* * Matenal/Stock: ' the project file contains the original stock requisition/disbursement
-and credit slips. These slips provide the project number, location, quantity, commodity

code, and cost.

+  Project Charges: charges.in other cost categories are supported by filed copies of
invoices and other billing documents.

- Recommendation: It is._recommended‘that PTS continue to be the system used to capture all

-~ Water Bureau project construction costs, and to prepare final project cost reports which include.

any necessary stock handling and overhead percentages. Personnel costs to input and track the
data for a contract versus Bureau projects are similar, and any differences insignificant.

38







- APPENDICES







...APPENDIX 1: SUMMARY OF. ISSUES

- REFERENCE: SECTIONS 3 THROUGH 8

The Cost Committee identified a list of procedural issues related to determining how overhead
costs should be calculated.  The committee recommends using the incremental cost methodology,
applied to all directly identifiable costs for making comparisons between City and contractor bids.
The following is a summary of the issues detailed in Sections 3 through 8:

Section 3: Engineering and Related Issnes

* - handled for cost comparison purposes? - All costs associated with the preparation of

How should engineering design and-other pre-construction engineering costs be

plans and specifications will be treated the same for both City and contractor bids.

‘How should bid preparation costs be estimated and tracked for comparison
‘purposes? - Any direct bid preparation cost should be added to the Bureau’s bid for
-+ COMparison purposes.

- How should engineering and other costs incurred during construction be handled for
. “rcost comparison purposes? - Direct cost associated with construction performed by-a
“..";contractor and the City-will be respectively estimated and added to both bids... -~ = -

‘How should change order preparation and . documentation be handled. for cost

comparison purposes? - Add estimated direct cost of preparing and processing change
orders to the contractor’s bid.

‘Section 4: Personnel Issues

8,7~ How should City employee benefits be calculated for cost comparison purposes? -

Use direct costs for salary and benefits, plus a factor for compensated absences and

- 7.

include workers compensation insurance costs.

Do City wages meet prevailing wage guidelines? - The City is not obligated under law

- to pay "prevailing" rates; however, City wages are in line with prevailing Wage standards.

—€an City employees be required to report directly to the job site? - City bid estimate

should be based on-employees reporting directly to- _]ob site, paying mileage ‘as required
by contract.

.. How.should breakdowns and extended delays be charged to the job? - Breakdown
‘time’ for equipment should be charged to the job until replacement equipment can be

4. deployed. < Labor costs. during a delay-should.be charged to the job until personnel can

« be re-deployed to other productive work.




... What levels of superintendence should be included in bids and direct charges? - First

line project superintendence only should be included as an estimate in direct cost of the
City’s bid.

Section 5: Sub-Contracting Issues

10.

11.
-+ .. paving or other work on jobs that we bid competitively?.- Require all construction
- services not provided by the Water Bureau to be provided by a subcontractor determined

How should City subcentracting be handled in City bids? - All aspects of
subcontracting should be included as direct costs.

Can we get a firm bid from the Bureau of Maintenance, or other City bureaus, for

by open competitive bidding.

Section 6: Material, Supply and Eguipment Issues

12.

=13,

" -Should the City make arrangements to have materials delivered directly to the job
- 'site? - Negotiate agreements to have all materials delivered to job site whenever possible.

+... Where not possible, have delivery: to.Interstate: and. deliver. by: current method.” Charge
" delivery time as direct cost. -

Should the City (Bureau) rent equipment?. If so, how should:it be charged? How

.should in-house equipment be charged? - Rent equipment not available in-house when
- needed. - If rented, charge the full.cost of the rental as a direct cost. In-house: equlpment

to be charged as a direct cost at existing equipment rates.

- Section 7: Liability and Guarantee Issues

- 14,

18,

16,

17.':

How should general liability and fieet liability be handled in bids? - General liability
insurance costs only included in fully allocated overhead. Fleet insurance included as a
direct cost as is current practice.

Should the City be required to provide a proposal gnarantee and bid bond when

-submitting a project bid? - The City should not be required to submit a proposal
- guarantee and bid bond. The administrative cost assomated with bid bond is minimal and
- should not be added to the contractor’s bid. -

Should the City be required to provide performance bond? - The City should not be
required to provide a performance bond.

. Should adjustments be made for costs associated with warranty/maintenance surety
reqturements" . No- adjustment. to. City’s bid should be made for the cost of proving

surety.




o 1850 How should-the City provide for liquidated damages in its bid? - No adjustment need

be made to the City’s or contractors’ bids.

-719.- - How:should the:costs involved in repair of damages be accounted for in the bid
comparison? - Include in City’s bid contingency.

Section 8: Other Related Issues

- 20.  Should the City pre-qualify itself similar to its pre-qualification of contractors? - The
- City should not be required to pre-qualify and no bid adjustments should be made.

- 21.  How should progress payment processing be handled for cost comparison purposes?
- The cost of handling progress payments should be applied to the contractor’s bid.







APPENDIX 2:

ARTICLES CORRESPONDENCE AND BOOKS USED AS BACKGROUND
' ‘FOR DEVELOPING COST METHODOLOGY

ARTICLES/JOURNALS/REPORTS

Privatization: Contracting Local Government Services, Issues and Options, Volume 1,
No. 8; published by National League of Cities, September, 1993.

¢ Report of the Transportation Contracting Qut Panel; City of Portland Office of -

Transportation; April, 1990.

- Privatization and Public Employees: Guidelines for Fair Treatment; John O’Leary and
~William D. Eggers; published by Reason Foundation; September, 1993.

- How to Compare Costs Between In-House and Contracted Services; Lawrence Martin;

wuihsAnalyzing ‘the Contractin

published by Reason Foundation, March, 1993.

-Out of Government Services: Relevant Cost-Benefit -~ - .-
Considerations;. Stanley ‘C. Wisniewski; published by-Public- Budgeting and Finance,
Summer, 1991,

- A Proposed Methodology for Comparing Costs of Government versus Contract Service
- Delivery; Lawrence Martin, School of Public Administration, Florida Atlantic .
University; Source and date of article unknown.

Creating a Government That Works Better and Costs Less, The Gore Report on
-.Reinventing Government; Vice President Al Gore; September, 1993,

Cha.‘pter II, The Great "Cost" Debate; from a study conducted by Richard Franzke, Stoel,
- Rives, Boley, Jones & Greg, Law Firm; Portland, Oregon; 1979.

CORRESPONDENCE

- Proposition A Contract Methodology; a memorandum from Mark H. Bloodgood, Auditor-
Controller, County of Los Angeles; April 10, 1990.

. Competition te Serve the Public Better; a memorandum from Frank Fairbanks, City . .
-Manager, Phoenix, Arizona; November 12, 1993,

. Public/Private Competitive Proposal Process; a report memorandum from Jim Flanagan,




.= Letter-to Vice President Al Gore re City of Phoenix sanitation pick-up service

* contracting; written by Arthur S. Ratcliffe, President, AFSCME Local 2384, Phoemx,
Arizona; September, 1993.

‘Resolution condemning practice of privatizing public service in Phoenix, Arizona;
sponsored by AFSCME Council 97, Arizona State, AFL-CIO, and AFSCME

International; June, 1993.

BOOKS

_ Reinvénting"Govemx_nent; David Osborne & Ted Gaebler; 'Addison'-Wesle& Publishing
Company; copyright 1992.

Restructuring the American Workplace: Implications for the Public Sector; LERC
Monograph Series; authors Ray Marshal, Douglas Fraser, William Segura, Alice Dale
~and Jessie. Bostelle; published by Labor Education and Research Center, University of
Oregon copyright 1992,
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The Columbia University School of Social Work | New York, N.Y. 10025

o MeVickar ' 622 West 113th Street

December 29, 19%4

" Richard Tracy

- Director of Audits
Office of the City Auditor
City of Portland, Oregon
1220 S. W. Fifth Avenue
Room 120

- Portland, .Oregon 97204

Dear Mr. Tracy:

wieuAttached please find the finalized version of my review of the-

olecWInterim Report on 'Cost Comparison Methodology." This review is

‘presented in satisfaction of ‘our contract for services No..29639
dated December 8, 1994.

"Two major conclusions drawn from my review are-.that the proposed
cost comparison methodology appears to: '

vl create a- relatively "level playing.field" for both
. ‘contractors and city departments - - provided the concerns raised
~in Section I B of my review are resolved in such a fashion that o
+“acontractor.discretion is not unnecessarily constrained. :

2., serve as a good starting point for the creation of a
citywide policy or approach to public-private competitioan, but
that more developmental work - as outlined in the body of my

"review - still needs to be accomplished.

Sincerely,

Lawrence L. Martin, PhD
Associate Profegsor







REVIEW OF
INTERIM REPORT ON
- COST COMPARISON
' METHODOLOGY
'FOR THE OFFICE OF THE
CITY AUDITOR
'~ PORTLAND, OREGON

Prepared by Lawrence L. Martin, PhD, Associate Professor, -
‘School of Social Work, Columbia University, 622 W. 113 Street,
-'“_N_ewYork, NY 10025. Tel: (212) 854-2735, Fax: (212) 854-2975 .

‘December 29, 1994







INTRODUCTION
This review ig divided into three sections. é

SECTION I - SCOPE OF WORK COMMENTS
This section addresses the questions posed in the contract
scope of work dealing with the cost-comparisonwﬁethodology:-:
B ’reaéonableness, | o
o soundnéss,
) thoroughness and comprehensiveness,
-0 .. fairnegs and balance with regpect to public employees,
o 'practicébility.(ability to replicate citywide),
‘0 comparability. (to other cities)
o potential weakness,
o suggested improvements, and
"o  recommendations for .adoption citywide. .
.8ince many of these topics overlap, a need exists for an
organizing theme. The theme selected ig the generally recognized
" components of a cost comparison methodology as identified by
Martin (1992, 1993a, 19934):
A. the approach to determining in-house costs,
B;- the approach to determining coantractor costs,
.. C.- :the appzoach to determininglcontfact administration
costs,
D. the approéch to determining Eransition (one-time

conversion) costs,




" B. ‘the approach to determining the number of time periods. .
“-over which the'cost comparison analysis is:to-be conducted.

In addition to the above, two additional issues, as required
- by the scope of work, are also addressed:

F. an overall assessment of the extent to which the proposed
cost comparison methodology creates a "level playing field" for
both contractors'and city departments, and | |

G. - an overall assessment of the practicability (feasibility)
of applying the proposed cost comparison methodology to other |

public-private competitions and other city departments.

SECTION II - GENERAL COMMENTS
This section addresses the issués of:
A. ' the state of the art in developing cost comparison
methodologies,
-~ B.. the consideration of technical (non-cost) factors.in
~‘deciding to use public-private.competition, and
o 'CL. - the need for policies ‘and procedures governing the

actual conduct (process) of public-private competitions.

SECTION III ;. REFEREN&ES
This section contains a list of the references and sources
used in the preparation of this_review. The reviewer consulted
~numerous bibliographical sources -dealing with: |
o public-private competition, and.
o making cost comparisons between in-house and contract

gservice delivery.




. The reviewer also conducted telephone interviews with
officials of the following municipal governments:
oo trthe«Cityof«Phoenix, Arizona,
o the City of Indianapolis, Indianma,
o the City of Philadelphia, Penngylvania, and
6 The City of Houston, Texas. |
The Cityibf Phoenix, Arizona is a recognized national,leader
‘in the“area of bublic-privéte cdﬁpetition. The cities.of L
Indianapolis, Indiana and Philadelphia, Pennsylvania currently
- have two of the most aggressive public-private competition
programs in.the . country. The City of Houston, Texas is currently
invelved in an effort to develop "bhest practices" policies and
~.:proceduresJpriorftowlaunchinguaupubiic-private;competition.T.‘mWh

program of its own.




SECTION .I - SCOPE OF WORK COMMENTS

A. The Approach to Determining In-House Costs
1. Conclusion
The recommendation of the "Interim Report on Cost
Comparison Methodology"™ to use the incremental costs approach in
determining in-house costs for public-private competitions is
-usound,_reasonable; and justified on both theoretical as well as .

practical grounds.

2., Digcussion
. The major. issue to be decided in-deterﬁining in-house
cogsts is whethér to use the fully aliocated costs approach or the
iﬁincrementalacosts\approach;zThevFInterim‘Report.on Cost..
Comparison Methcdology"‘recommends'thatdthe:deteiminationvof;_m::

‘in-house bids be based on the incremental costs approach. -

" Incremental ¢osts, also referred to "avoidable costs" and -

ondifferential costs, ™ form the basig of the generally recommended

managerial accounting approcach (Anthony and Young, 1994; .
.Garrison, 1991) to conducting a "make or buy" study, the private
sector functional equivalent to public-private competition. The
incremental costs approach is also recommended by government
procurement texts {(e. g., Dobler, Burt, and Lee, 1990; Harney,

© 1992) in discussing services contracting. Kelley (1984), writing
on behalf of the Government Finance Officers Association, also .
recommends the use of the incremental costs approach as does this

f:evieweri(Martin; 1992, 19933a, 1993d). The City of Phoenix .




‘(undated) ‘uses: the incremental costs approach as does the Texas .
“State Auditor's Office (1994).

.The use of the incremental costs approach actually works
to tip the "level playing field" slightly to the advantage of
city departments because some indirect support (overhead) is
always provided to an in-house operation even if indirect costs
are not-charged to it. Conversely, use of the fully allocated

. costs -approach actually works to tip the "level playing £ield" ..
slightly to the advantage of contractors because it somewhat
Voverstates the true cost of in-house service delivery.

3. Recommendation

The approach to determiﬁing in-house éosts contained in

"the "Interim Report on Cost Comparison Methodology" should be
.viewed as appropriate and suitable as.an element of a citywide .-

policy governing public-private competitions.

~ B. ~The Approggp to Determining Contractor Costs

i. .Conclusion
Some of the wording used to describe how contractor costs
will/should be determined is unclear and subject to altexrmative
interpretations.
2. Discussion
- Contractor costs are simply ﬁhe.total_costs a contractor
propogses to charge for the service .ox activity.as stated in its
bid or proposal (Martin, 1992, 1993a, 1993d). Nothing more need
be said about contractor costs in. the ﬁInterim Report on Cost

. Comparison Methodology." In several instances, the "Interim

“Reporton’Cost’ Comparison-Methodology" deals with particular cost




~elements of contractors' bids by including phrases. to the effect.

7 that “they 'are ' to ‘be” included as direct costs: . For example, on

page 18, in a section dealing with employee benefits, the

- following wording appears: "Contractor Bid - Included in all
estimated direct cost.”™ The intent of the wording is unclear,
subject to alternative interpretations, and could create policy

or procedural problems later on. Does the phrase mean that the

‘fringe benefits a contractor -intends.to pay employees who will. .. .. .

work under a city contract are agsumed to be included in the

contractor's bid, or does the phrase mean that a contractor must
include all such employee fringe benefits in its bid? The
distinction is not trivial. | |

If the -intent .of the passage quoted above, and others .

-l1ike ‘it in ‘the "Interim Report:on Cost Comparison Methodology,"™ .

" ig simply to point out that all such costs:are:assumed to be.part

. of a contractor's bid, the wording is unnecessary in this
reviewer's opinion. If, however, the intent is to require that

" the costs of '‘all benefits paid by a contractor to employees

~..working on.a. city contract must be included in the contractor's

bid, this action represents "meddling" in what should be the
exclugive domain of the contractor. Such a requirement would

significantly tip the "level playing £ield" to the advantage of

eity departments. Section I.F below discusses the potential: -

‘cumulative effect that individual discretionary costing decisions
can have on the creation and maintenance of a "level playing
field."

- . The costs that.comprise a contractor's bid are solely a

matter for the contractor to determine, provided of course that




'we ‘are talking about a: "responsible":'contractor that is complying
~»iwith allrelevant-laws, statutes, ordinances, and regulations.
+I£f, for example, market conditions are such that a comntractor
- would rather "eat" part or all of the fringe benefits to be paid
to its employees who will work under a city contract in order to
" be more competitive and to submit a lower cost bid, this should
be the contractor's prerogative. A cost comparison methodclogy
‘should ‘not be*constructed,inasuchbawwayqthat»it“restricﬁSLthea~:;
discretion of contractofs.
3. Recommendation
The Water Bureau Cost Committee should clarify all
wording in the. "Interim Cost Comparison Methodclogy," as well as
-~ the intent behind the wording, .concerning costs.that are to be. ..

included in the determination of contractor costs.

:C. - The Approach To Determining Contract Administration Costs

l. Conclusion

- The approach to determining contract administration costs

‘described in the "Interim Report on Cost Comparison Methodology™

appears reasonable and defensible and is in keeping with the

practices of many other governments.
2. Discussion
' No generally accepted approach to determining contract .
;administration'costs“exists.;Some“governmentalﬂunits like Los . -
. Angeles County (Rehfuss, 1989) and the City of Phoenix, Arizona
{undated) do not include any-consideration of contract |

adminigtration costs. These governmental entities believe that

:gupervision costs ‘arera-"wash" regardless of whether the service




i .-is“provided:in-house or via contract. 'On the other.hand, the.. ..

'federal ‘'Office -of "Managemeéent and Budget' (OMB,-1979), Kelly (1984)

"writing on behalf of the Government Finance Officers Association,
' the Texas State Auditor's Office (1994), the City of
Philadelphia, Pennsylvania (Morrison), and this reviewer (Martin,
1992, 1993a, 1993d) all believe contract administration costs are
relevant and should be included in computing the total cost of
contract service delivery..

The "Intérim Report on Cost Comparison Methodolog}"
.proposes to add such contract administration costs as processing
change orders (p. 16) and superintendence costs (p. 20) to the
cost of contract-service delivery on an.estimated incremental
r.costs basis. This approach is both reasonable and defemsible. ...
It should be noted, however, that a decision to include contract
‘administration costs in calculating the total .costs -of . contract.

* service does work.to slightly.tip the "level playing field“:to..
the advantage of city departments because inclusion makes

-contract service delivery more expensive. Section I F below

~.discusses the potential cumulative effect that individual

discretionary costing decisions can have on the creation and
maintenance of a "level playing field."

3. Recommendation

| The approachcto determiniﬁg:contractmadministrationTcosts'
outlined in the "Interim Report on Cost Comparisom Methodélogy“
should be viewed as appropriate and suitable as an element of a

' ‘eitywide policy governing public-private competitions.




- D.  The Approach to Determining Transition Costs
1. Conclusion

coo v Thecabgsenceof  gsome proposed policy governing when and
how to compute transition costs is a deficiency if the "Interim
Report on Coét Comparison Methodology" is to be considered for
¢itywide adoption. |

2. Discussion
Transition'costS'iepreseﬁt those costs a;governmental

enﬁitf may incur in switching from in-house to contract service
delivery. Since the work targeted for public-private competition
- by -the Water Bureau Cost Committee is new work of a project
nature, trangition costs do not appear to be an igsue. The
‘absence of a policy:statement on:the treatment of transitiom.. ...
*costs.in'thet“Interim.Report;on~CostrComparisén-MethodologYn“L..
‘does, however, affect its ability to be replicated in other . -
service areas and by other city departments.

i An-example. of. how..transition . .costs can affect cost
comparison studies ig provided by the City of Ann Arbor, Michigan
and involved a public-private competition for solid waste
collection (Martin, 1993b). A private contractor submitted a bid
lower than that of the in-house department. The local public

" employee union.challenged the bid process because transitiom
costs had not been included in determining the total cost of
- contract service delivery. The transition costs involved in this
. ingtance weré the estimated costs‘of dealing with any displaced

city emplovees. if the service were to be contracted. The City of

ﬁﬁAnnwArbbtwconqurredwthatmtransitionmcostssshould,be.included.in.




- the ‘analysis, but lacked any policy or procedure.on how to deal .

“rwith-or“compute them. "In the end the city made:a decision to keep

the service in-house.

The City of Cincinnati, Ohio (1985) and Martin (19892,
1993a, 1993d) discuss and provide suggestions on how to deal with
and compute transition costs.

3. Recommendation

.A policy statement on-the treatment and computation of-
transition costs should be included if the "Interim Report on
Cost Comparison Methodology" is to serve as basis for a broader

citywide policy on public-private competitions.

E. _The Approcach to Determining Comparison Time Periodswmwmmmw¥m
1. Conc¢lusion ‘
The'length‘of-time‘over:whichuaacostreomparisonwis-made--
can affect the ultimate determination of which method (in-house
or contract service delivery) is less costly.
2. - Discussion
Because of the nature of the activity targeted in the
7 "Interim Report on Cost Comparison Methodoleogy," the issﬁe of the
number of time periods to be considered in the analysis appears
moot. In attempting to apply this methodology to larger projects
or to other city departments, the issue of time periods may be an
important consideration. Where contract service delivery: would
: require large start up costs on the part of contractors, a one. ..
year cost comparison may lead to a decision to keep the service.
‘in-house. If the analysis is carried out over a longer time

speriod. (e g., rtwo.zor three:years) ,.the cost comparlson

10




might well turm in favor of contract service delivery since start
up costs can be spread'out over a longer time.
o The - City‘ofvCincinnati, Ohio (1985) as well as this reviewer
(Martin, 1992, 1%9%3a, 1993d) recommend carrying out the cost
analysig for a period of two to three years for sexrvices dr
~activities that require large sﬁart uﬁ-costs on-the part of
contractors.

3. Rééoﬁmendation

A policy statement on comparison time periods should be

~included if the "Interim Report on Cost Comparison Methodclogy"

.18 to:rgerve as.a. basis for a broader citywide policy on

public-private competitions.

. F. Overall Assessment of "Level Playing Field"
1. Conclusion
' The proposed "Interim Report on Cost Comparisom -

'_Methodology" appears to provide a "level playing field" for both
contractors and city departments - - provided the concerns raised
+»in-.Section I.B..of.thigs review are resolved in such a fashion that
contractor discretion is not unnecessarily constrained.

2. Discussion

The recommendations contained in the "Interim Report on

~. Cost Comparison Methodology" to: (1) use-the incremental:costs

approach as the basis for computing in-house costs and {(2) to
include contract administration in the costs of contract service
delivery - while defensible on theoretical and well as practical

- grounds -.nevertheless slightly tilts the "level playing field"

- to the advantage of city departmentsg. If, for example, the .

- 11




" recommendation had been to use the fully allocated costs approach

<4 €0 'compute’ in-house ‘costs ‘and not'to include contract

“administration costs in computing the total costs of contract
service delivery, then the "level playing field" would have been
glightly tilted in favor of contractors.

What one looks for in determining a "level playing field®
is a pattern in how the judgmental costing decisions are handied.
A single judgmental costing decision will only tip the "level
: playihg field" slightly in one direction or another. But a series
of judgmental costing decisions that disproportionately favor
contractors over in-house departments, or vice versa, can
seriously tip the "level playing field." No evidence of a pattern

is pregent in the "Interim Report on Cost Comparison

. Methodology, " ‘provided the concexns expressed-in.this report ..

(Section I B) dealing with the determination -of - contractor:costs.
are resolved in favor of contractor discretion. If, however,  the.
intent of the "Interim Report on Cost Comparison Methodology" is.

to constrain the ability of contractors to determine their own

«.008t8, ~or..to force them to raise their costs to match those of

in-house departments, than a pattern might well be said to exist

in that:

¢ the use of the incremental costs approach to determine
the cost of in-house service delivery tends to.favor in-house .-
departments, | |

o the inclusion of contract administration costs in
determining the total costs of contract service delivery tends to

favor in-house departments, and

12




0 constraining contractors' discretion in determining
their own costs definitely tends to favor in-house departments.
=+ 3, " Recommendation

None at this time.

G. Overall Assessment of the Methodology As City-Wide Policy.
' Governing Public-Private Competitions
1. Conclusion
The “Inteiim Report on Cost Comparison Methodology“
represents a good starting point for a citywide policy governing
public-private competitions, but needs more developmental work.
2. Discussion
The failure of the "Interim Report on.Cost . Comparison. ...
. Methodology" to deal with the issues of transition costs and. . .
comparison time periods significantly affects its practicability

(ability to be replicated citywide). Additionally, the "Interim

-: Reportaon Cost Comparison Methodology" contains considerable

“‘specificity relative to construction type activities that are

wionprobably -noti-relevant to many other city departments and other

¢ity services. For example, Issue #12 (see page 23) dealing with
job site material deliveries/storeroom costs and other such
- issues may not be relevant to non-construction type publi¢j
private competitions. -
3. Recommendation

The "Interim Report on Cost Comparison. Methodology" needs
to be revised to make it more applicable to other city
='departments and city services. Specifically, the "Interim Report

-.on Cost' Comparison Methodology" should be modified to:

13




-0 - include a policy statement on transition costs,
o include a policy statement on comparison time periods,

©i"o'vdelete réferences towconstruction type activities.

14




|
|

SECTION II - GENERAL COMMENTS

This section deals with three issues:
© the state of the art in developing cost comparison
methodeclegies,
0 the consideration of technical (non-cost) factors in
deciding to use public-private competitioh,rand_
.o policies and procedures governing'thénconduct (process)  of

public-private competitions.

A. The State of the Art

1. .Conclusion

Public-private competition in general and cost comparison

. methodologies in. specific are both still in their conceptual:-and.

develcpmental infancy.
2. Discussion

"Developing and using a cost comparison methodology for ..

publi¢-private competition - is ‘necessary to insure-a "level
‘"playing field" for both contractors and in-house departments

- Attempting to become too specific and too prescriptive in

developing a cost comparison methodoleogy may, however, cause

unintended problems later.

" 'No major municipal government to the reviewer's knowledge

-has gone much beyond dealing with other than..such basic issues as

determining:
© the cost basis of in-house service delivery (i. e.,

the fully allocated costs approach versus.the incremental costs:

. approach) ,

15




o how contract admirnistration costs and transition
(one-time conversion) costs will be treated and computed, and

© v orhowrmanystime periods {e..g. years) will be used in
the cost analysis.

The City of Phoenix, Arizoma with all itsg years of
experience in conducting public-private competitions has not
attempted'to make in-house cost determinations an exact science.:
'Phoenix;s-in-house“cbst analysis approach (Phoenix, undated) |
establishes policies and procedures, but leaves decisgions
concerning which costs should be treated as incremental or fixed
| {i; e., which costs are to be incliuded or excluded in the
analysis) to the professional judgment of accountants and
auditors ‘given the gpecific gervice.or activity under
consideration. The establishment of gemeral. policies and . = " .
principles, but not hard and fast detailed rules, governing
" in-house cost finding methodologies is likewise the approach-of - -
... Indianapolisg, .Indiana. (Stitt, 1994). The fact that neither ‘

‘Phoenix nor Indianapolis - two benchmark cities when it comes to
“public-private ‘competition - have attempted to develop detailed
in-house cost finding methodologies may suggest that a "ome size
fits all™ approach may not be desirable at this stage of
‘" development.

‘The only major unit ‘of government to this reviewer's . -.
knowledge that has attempted to develop detailed in-house cost

finding methodologies is the federal govermment. Under OMB

< Qirculaxr A-76, federal agencies were required to determine, with

cowrminimal - margin i for:-error,ithe exact icost-of in-house service
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“delivery prior to making any efforts at privatization,
““contracting:out,  or public-private competition. The cost studies
turned out in many instances to be time consuming and costly. One
federal cost study actually took five (5) years to complete and
cost between $8 and $10 million (Kettl, 1993, p. 56.)
3. Recommendation
A.methodology for comparing the costs of in-house and
“contract service delivery should be based on general principles.- -
énd policies and should refrain, at least at this time, from

becoming too detailed and too prescriptive.

B. . Technical Factoxs
1. Coanclusion
rl*vﬂ"Cost*iSton1y~oné factor, albeit an-important:ome, «in .
‘determining if and when a govermment ‘service:ror-activity - should. .
‘be targeted for public private competition.
2., 'Discussion
--f_wFactorSzother”than:cost that .could affect a decision to ..
. engage in public-private competition might include: general
‘market conditions, effect on public employees, service quality,
- liability issues, and others. The State of Colorado Auditor's

Office (1989) has developed an excellent workbook and process

for assessing both the cost and technical aspects of submitting a -

government service or activity. to public-private competition.: The
Cclorado approach has also been adopted by the State of Texas
(1994) Auditor's Office. A slightly altered version of the

- .Colorado approach - one that allows for the weighting of the

pvivariousteriteriaii-irappears cin ‘Martin .« (1993c).
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3. Recommendation
Policies should be formulated that cover not only costing
incdssues; cbut-ralsostechnical  issues..to be considered in targeting a

government service or activity for public-private competition.

C. Policies & Processes Governing Public-Private Competitioﬁ
1. Conclusion |
Issues of equity, fairness, and "level playing field" Can'
also arise do the actual conduct of a public¢-private competition
itself.
2. . Discussion
A well developed approach to public-private competition
'ﬁﬂShouldﬂinclude.notfbnly-a:cost;comparison-methodology‘an¢ an
~approach to assessing technical. (non-financial): factors, but. . .
policies and procedures governing how the actual public-private
- competition itself '(the procesé)iwill*berconducted.“For.example,
.who ‘will prepare the in-house bid? Who will verify the in-house:
bid? Are in-house bids considered "public records?" If yes, does
<~.this 'mean that prospective contractors can demand to see an
in-house bid? What happens (if anything} to an in-house
department that wins a public-private competition, but whosge
actual costs ultimately exceed its bid? Decisions. such as these . .
" should ideally be made before engaging: in:public-private
competition in order to insure the fair and equitable tfeatment
of both contractoré and in-house departments. |

Martin (1993b) provides case examples of "horror stories"

‘where public:private competitions:were.unsuccessful due to the
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absence of policies and procedures goveraning how. the process ... .

“"itgelf was to be conducted. The absence of policies and

procedures governing the conduct of public-private bidding can
~élso lead to grievances, arbitrations and other litigious
activities with both municipal employee unions and with
contractors. An example is the City of Philadelphia, Pennsylvania
which has yet to develop policies and procedures governing its
-public-private competition program. . Virtually every.
publi¢-~private competition initiated by the City of Philadelphia
over the last two years has resulted in some type of union action
{(Miller, 1994; Foley, 1994).

Another example of how the absence of policies and
“‘procedures dealing with' the process can have unfortunate ... = ...
consequences for public-private competition is provided by the -
" City of Redding, Califormia. The City. of Redding:engaged .in..
”3public—privateicompetition for landscape maintenance services. .

- The city was divided into 20 districts and the in-house.

department was the low bidder for nine districts. The city

sigounedl-rejected.all in-house bids deciding - aftexr the fact -

that the in-house bids were to serve only as a “"contingency plan"
in case no private sector bhids were received (Martin, 1993b).

The City of Phoenix, whichk has the longest municipal
_*history'witﬁ'public-privateucompetition,~hasadeveloped;what;isw;_
probably the most comprehensive set of policies and procedures . -
governing the actual conduct of the process (City of Phoenix,

undated) .
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3.

Recommendation

Policies and procedures should be developed governing how

isrerthetactualprocess«of - public-private competitions will be

handled. The City of Phoenix process would serve as a good model,
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Responses to the Audit







City of Portland

Vera Katz
May 24, 1995 Mayor
TO: City Auditor Barbara Clark
FROM: Mayor Vera Katz g

SUBJECT: Response to Audit Report, Competitive Contracting: Opportunities to Improve
Service Delivery and Save Money

I want to thank you and commend you for this excellent report on competitive contracting.
"Competitive Contracting” is a fairly new term of art, but describes an important concept and
philosophy: maximizing competition to gain the most efficient and effective municipal services,
without making prior judgements about who provides a service. Competitive bidding as a
philosophy and practice lets private vendors and city employees alike know that the best products
and services are being sought at the best price, without prejudice towards the provider.

The six report recommendations are very sound and provide a good framework for the Council
and the city bureau managers to pursue competitive contracting opportunities in a consistent and
coordinated fashion. The only additional point I would note is, in preparing a cost comparison
methodology for citywide application as described in the fifth recommendation, care should be
taken to ensure the methodology is truly applicable to all situations. Bureau managers should not
be placed in the position of having to "force a fit" between methodology guidelines and the
realities of their particular programs.

This report will serve as a key resource for all city bureaus and I will strive to ensure the Council
and our bureaus work quickly and actively to implement your recommendations.

Office of the Mayor
1220 S.W. 5th Avenue, Room 303 e Portland, Oregon 97204-1995
(503) 823-4120 « FAX (503) 823-3588 « TDD (503) 823-6868






Earl Blumenauer, Commissioner
CITY OF Carlton Chayer
Purchasing Agent

&' PORTLAND, OREGON 120 Luchasig Agen

Portland, Oregon 97204

(503) 8236855
BUREAU OF PURCHASES FAX (503) 823-6865
May 19, 1995
MEMORANDUM
TO: Barbara Clark, CPA
City Auditor
FROM: : Carlton Chayer
Purchasing Agent
SUBJECT: Competitive Contracting Final Draft

Thank you for the opportunity to respond to your final draft report on competitive contracting.

The Bureau of Purchases looks-forward to participating in the development of an equitable
methodology for bid comparison. Once the appropriate methodology is established, we will
subject public and private bids to a fair and independent process of evaluation.

Competition serves the City well and is an excellent method of ensuring the City receives the
lowest cost commensurate with quality requirements.

CC/jlm
36-95






WATER SERVICES PARTNERSHIP FOR IMPROVEMENT

PARTICIFATING
MEMBERS:

AFSCME LocaL | 88
LEONARD HARLOW,
PRESIDENT
SaM GILLISPIE,
STEWARD
Tom ODEA,
BUSINESS AGENT

COPPEEA
REPRESENTATIVE
SHAWNA GRABER

IBEW, LocaL 48
BUSINESS AGENT
GRANT ZaDOW

OPERATING ENGINEERS

Local. 701

BUSINESS AQENT
GEORGE ROBINS

MAYOR'S OFFICE LIAISON
JESSICA MARLITT
Pusuic Utiumes

COMMISSIONER'S LIAISON
JEFF GOLDEN -

WATER BUREAU

.+ MANAGEMENT TEAM

MIKE ROSENBERGER,
ADMINISTRATOR
MORT ANOUSHIRAVANI
MIKE BURR

SHEILA MAaiO
ROSEMARY MENARD
Bos Riecxk

FRED WHITFIELD

STAFF:
TruDY COOPER
PrMYLLIS RAY

PORTLAND WATER BUREAU

MEMORANDUM May 23, 1995

TO: Barbara Clark, CPA
City Auditor
FROM: Mike Rosenberger r\/)/(/
Water Services Partnership for Improvement
SUBJECT: Comments on the Final Draft of the City Auditor's Report on

Competitive Contracting

The Water Bureau has reviewed both the Preliminary and Final Draft of the City
Auditor's Report on Competitive Contracting and supports its recommendations. We
would like to reiterate our previous concern that any process to assess the feasibility
of contracting city services, such as Appendix B of the Report, be a neutral process
that does not presume either contracting in or out to be a preferred alternative.

The Water Bureau will officially enter into its first major private/public competition in
the next week. On June 1, 1995, the Bureau will tender its bid to the city's

- Purchasing Agent, along with private contractors, for a water mains construction

project with a value estimated to be approximately $500,000. In addition, the Bureau
and its labor unions have made a commitment to Commissioner Lindberg to evaluate
Bureau operations over the next seven months to determine which functions should
be subjected to a bid process.

Finally, the Water Bureau and its labor unions are dedicated to providing the public
with the most efficient and effective water services possible. We believe that
public/private sector competition is an important and effective tool to help achieve
that end.

cc: Commissioner Lindberg
WSPI Members
The Water Bureau Cost Committee
The Water Bureau Bid Group

1120 SW Fifth Avenue, Room 601, Portland, OR 97204-1926
(503) 823-7492 FAX (503) 823-6133
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