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The public sector has increasingly been required bas chosen to
enter into contracts, agreements and deeds witprivite sector for
the purchase of goods or services. The five casttagered in this
audit demonstrate some of the wide range of sumtupgments,
including coverage of ongoing operation and managéoontracts,
major construction projects, and an agreementddusive gaming
rights. All of the contracts presented uniqueatiffies for the
government departments charged with their managemen

Each contract required the provision of a servidertction by a
private sector provider or the granting of a righdwever, the audit
was necessarily focused on the performance obteergment
departments in managing to achieve contracted m#saather than
that of the private sector. There is thereforesla that a reader might
tend to unfairly attribute deficiencies in contraigtcomes solely to
weaknesses identified in the contract manageméms of
departments. Our audit conclusions have attemptasidid unduly
making such implications.

The audit findings suggested that contract managemstate
entities was reasonably effective, but that tiseseape for better
management of risks, particularly prior to enteing contracts.
We also saw a need for improved monitoring of cmtors’
compliance with the terms of contracts.

H M Blake
Auditor-General
18 June 2009
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This independent conclusion is addressed to thek8pef the
House of Assembly and the President of the Legesfabuncil. It
relates to my performance audit of the effectigeaksontract
management in three government departments. Myt euadi based
on the audit objective, audit scope and audit aitéetailed in the
Introduction to this Report.

In developing the scope of this audit and compietny work, the
three departments concerned provided me with dhef
information that | requested. There was no effgrahy party to the
audit to limit the scope of my work. This Reportagublic
document and its use is not restricted in any wawné or by any
other person or party.

# |
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These Secretaries were responsible for desigmipigmenting and
maintaining risk management and other internalrotsitelevant to
contract management. This included ensuring there wystems
and controls in place to detect fraud or error emeinsure
achievement of the objectives specified in eatiedive contracts.

In the context of this performance audit, my resoitity was to
express a conclusion on whether or not the Depantsnaf
Economic Development and Tourism, Infrastructumeergy and
Resources and Treasury and Finance managed thefitracts
effectively.

| conducted my audit in accordance with Austrafaditing
Standard ASAE 35@erformance Engagemnts required me to
comply with relevant ethical requirements relatmgudit
engagements. | planned and performed the audlitiroreasonable
assurance of whether each of the three departmamizged the
selected contracts effectively.

My work involved obtaining evidence of the contsichanagement
based on the objectives and criteria outlined énltitroduction to
this Report. The criteria were established by maouit influence.
The procedures depended on my judgement, baselkeoeriteria
and on my assessment of the risks of materiaht@mnsnt of the
information obtained by me as part of this audit.




%&

In making this risk assessment, | considered atteontrols, risk
management systems and management processes tiekiean
management of the selected contracts. For the peipioexpressing
this opinion | did not consider the effectiveneisthe departments’
internal control or risk management processesabner

| believe that the evidence | have obtained wdksurft and
appropriate to provide a basis for my conclusion.

Based on the audit criteria and for reasons odtimée remainder
of this Report, it is my conclusion that the Depaents of
Economic Development and Tourism, Infrastructunegrgy and
Resources and Treasury and Finance managed tlhefitracts
reasonably effectively.

However, my work did result in findings leadingftmur
recommendations that government departments skeonklder
when managing contracts.

H M Blake
Auditor-General
Hobart

18 June 2009
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The public sector frequently needs or chooses tthaise goods and
services from the private sector. Such procuremeaygelate to the
ongoing provision of a service, such as a scheadnvice.
Alternatively, they may involve the constructiomudjor
infrastructure projects, such as a road.

Responsibility for managing contracts in Tasmasia with the
agencies procuring the goods or services. For gymae of
contracts, the agency acquires expertise thropghitien, for
example, the Department of Energy, InfrastructateResources
(DIER) with road construction. Many other contraet® ‘one-offs’
posing additional challenges to the managing agency

While a clearly defined contract is an essemngaktep, there is an
increasing awareness that effective contract nmaeages vital to
achieving good contract outcomes. As with projeahagement,
contract management requires investment of timegesalirces and
the application of good contract management priesip

Over the past decade, a wealth of material hasdesehoped on
what constitutes best practice contract managergemte 2001,
The Department of Treasury and Finance (Treas@ayniade
available guidelines, manuals, checklists and éottemplates
relating to aspects of procurement including cohtrenagement.

In this audit, we sought to determine the qualityontract
management by government departments, particwéHhyrespect
to large-scale and on-going projects.

Despite a number of challenges, rail operation®éaia maintained,
albeit on a reduced basis. Expenditure on capiidsrand
maintenance was also approaching the pro-rata mwihed in the
deed. However, the eventual levels of safety dadtieeness had
not yet been achieved and there was still conbigenacertainty
about the future rail operator.

DIER had been rigorous in its monitoring of expemde of public
funds on capital works and maintenance, whilsttenaing a

' Contract Management: Better Practicg\8Ai®e February 2001)Developing and Managing Contracts:
Getting the right outcome, paying the rightN#gx@eFebruary 2007).

+



professional relationship with Pacific Nationah$port (PNT). On
the other hand, the lack of risk management, aess®gister to
document events and systematic monitoring of camgdi were of
concern.

+

The project, although late, delivered a servicdaglavay.
Although litigation is not a preferred outcome lod contract
management process, in this case effective gogernan
documentation and risk management placed theisttite best
possible position when it did occur.

&

The program achieved its objectives and, with #weption of a
lack of risk management and some record keepirgesheiies, the
contract was well managed.

The 2003 and 2006 O&M Agreements ensured that,endritical
developments were taking place, the growing ofire network
was maintained and operational, if largely unudealtransition
from one contract to the other was successful,iwthien ensured its
smooth novatiohto Aurora.

"% &

Despite limited contract management processesargproved
delay in construction, the construction of the GoBay resort was
well underway to achieving its objectives.

?*Novation’ is a legal term which refers to thenstr of a deed or contract to another party.
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The following table reproduces the recommendatomméained in
the body of this report.

Rec | Section We recommend that ...
No.

1 1.3 | the principal formally recognise major risks and
develop management strategies for those riskggripr

3.3 entering into a contract.
5.3

2 1.4 | agencies ensure that all major contracts are meahito
5.4 with regular updates sought at appropriate intrval

3 1.5.1 | agencies establish a steering committee in adtliteon
contract management team for contracts with
significant risk, materiality and public interest.

4 6.3 | agencies make use of contract management expertise
and guidelines from entities with relevant expegen




Submissions and comments
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In accordance with section 30(3) of #hedit Act 200& copy of this
report, or relevant extracts of this report, wenevgled to the
Departments of Infrastructure, Energy and ResouEm@somic
Development and Tourism, and Treasury and Finantteam
invitation to make submissions or comments. Intexidithe
ministers of the three agencies were provided asgbbmmary of
findings and invited to make submissions or comsnent

Similarly, for natural justice purposes, copieg &kso provided to
Pacific National Tasmania, Leighton ContractorsLiRty Downer
EDi Engineering, The Federal Group and Powerco TEasanfor
comments or submissions.

The comments and submissions provided are notcstbjihe audit
nor the evidentiary standards required to reacudrt conclusion.
Responsibility for the accuracy, fairness and dalafrthose
comments rests solely with the agency head.

4 # 8
Chose not to comment.
( % 8
Chose not to comment.
1 # 8

‘With regard to the points made on the findingshef project
concerning Powerco, on the whole they are balarcetiwe are
comfortable the conclusion reached is appropriate.’

&1 5& 5 8

‘Thank you for the opportunity to comment. It is puiew that the
report accurately describes the background, riskgeanent,
outcomes and other matters in relation to the TagmnaOptical
Fibre Cable Network and Downer’s relationship irstproject.’

(0 9 8

The Federal Group advised us of one factual efdarhawe
corrected but had no other comment.
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| appreciate your fair and positive report in refato the Gas
Distribution Development Agreement (GDDA) and irrpaular
your conclusion that, with the exception of formiak management
and some record keeping deficiencies, the contraswvell
managed.

| acknowledge the report’s statement ‘this is oaily that the
GDDA and the contract management processes didduess risks’
which went on to discuss how certain risks werdt aath. | also
acknowledge that, while the risks were managed thias not a
formal written plan setting out in advance peratigks and
management strategies.

| agree with your recommendation that ‘the printijoamally
recognise major risks and management strategipederrisks prior
to entering into a contract’ and the DepartmenEobnomic
Development and Tourism (the department) will takeboard that
recommendation in relation to major procurementthafuture.
& # "2" 5 %

# ' &
A fundamental point of departure is the purposthefRail
Management and Maintenance Deed (RMMD). The Outesm
mentioned in 1.2 are a lifted from the RMMD, sonmeés out of
context and form a significant basis for the audliER has
consistently stated that the purpose of the RMMi® isecure rail
operations in Tasmania, to manage the proper expemof State
and Australian Government funds over the life efRMMD and to
ensure that, upon taking over ownership of theasslet, the Crown

was properly indemnified against environmentalasomtation and
other liabilities.

The Deed explicitly states that the safe andesffioperation of the
rail network is PNT’s responsibility. The expend# of the funds
under the control of the Rail Management Unit anéended to
assist in improving safety and effectiveness hutoothe extent
attributable to track quality and routing. Manyet factors beyond
the scope of the RMMD can also impact on safetyedfettiveness,
negatively or positively.

Recommendation 1 is based on the finding that neke not
identified as part of a formal process even thtugheport
acknowledges that both in the RMMD and the opemasi@f the
RMU, risk identification and management is evide@iven the
fluid circumstances under which the RMMD was negjeit, it is




understandable that the risks might not have lemafly recorded
at the time.

Audit’s view of the level of senior management imement was a
significant point of discussion throughout the auDiespite being
asked on a number of occasions, Audit staff caldaint to any
documentary evidence of a lack of engagement iakant or
support provided by senior management in the manewgeof the
RMMD. The sole point of contention seemed to bestlack of
formal written advice of decisions provided veylfaim senior
management to RMU staff.

In respect of Recommendation 1, DIER ensured thatmajor risks
of a continuing rail operation, the proper expeatof funds and
indemnity against liabilities associated with osmprof the rail
network were central to the RMMD. However, the Dagment
supports the recommendation as sound managemett@raDIER
supports Recommendation 2. DIER supports Recomraénd 3
as a general statement but considers the managruetitre
implemented to manage the RMMD has delivered aessfally
managed Deed at just over two years into a tenagraement.

% % %%

This chapter demonstrates that significant contranagement skills
were applied by DIER in the delivery of the Haglayd Westbury
bypasses. While litigation may not be a prefeautcbme it is
always possible in the delivery of such large @amglex contracts.
DIER managed the contract with this as one of thaynpotential
risks. As the chapter notes, significant legessslevant to DIER
and other road authorities were settled througé lthgation in
favour of the road authorities.

& # " % O

Treasury notes the comments and findings of thetém@General in
respect to monitoring of compliance under the Falddotels Deed.
While Treasury believes that the circumstancdseqgbitoject
construction commitments in the Deed are fairlg rdireasury will
ensure that the Auditor-General's conclusionsakentinto account
in establishing an appropriate monitoring regineellshsimilar
circumstances arise again in the future.

Treasury agrees that, with construction of theqmtdpaving
commenced, and the Government having advised Hédletels of
its reluctance to grant further extensions, mona&b active
compliance arrangements are now appropriate.

No submissions or comments were received.
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The public sector frequently needs or chooses tchaise goods and
services from the private sector. Such procuremeaigelate to the
ongoing provision of a service, such as a scheadnvice.
Alternatively, they may involve the constructiomudjor
infrastructure projects, such as a road.

Responsibility for managing contracts in Tasmasia with the
agencies procuring the goods or services. For ypae of
contracts, the agency acquires expertise thropgtitien, for
example, the Department of Energy, InfrastructateResources
(DIER) with road construction. Many other contraei® ‘one-offs’
posing additional challenges to the managing agency

While a clearly defined contract is an essensaktep, there is an
increasing awareness that effective contract nmaeages essential
to achieving good contract outcomes. As with profeanagement,
contract management requires investment of timeesalrces and
application of good contract management principles.

Over the past decade, a wealth of materials haglegeloped on
what constitutes best practice contract managergamte 2001,
The Department of Treasury and Finance (Treas@aynimade
available guidelines, manuals, checklists and éottemplates
relating to aspects of procurement including cohtranagement.

In this audit, we sought to determine the qualitycontract
management by government departments, particwéhyrespect
to large-scale and on-going projects.

The primary audit objective was to determine tHeaiveness of
contract management in government departments.

The scope of the audit included:

contracts entered into by government departmertts wi
private sector organisations

contracts entered into between 1999 and 2008

large-scale and/or ongoing contracts.

° Contract Management: Better PracticA8Ai@e February 2001)Developing and Managing Contracts:
Getting the right outcome, paying the righNg#@eFebruary 2007)




Based on these parameters we selected the follbivargpntracts:

Name of contract Provider Date Responsible
commenced | agency
Rail Management and | Pacific 2007 DIER
Maintenance Deed National
Tasmania
Upgrading of the Bass| Leighton 1999 DIER

Highway, Westbury Contractors
and Hagley Bypasses | Pty Ltd

Gas Distribution Powerco 2003-04 DED

Development Tasmania Pty

Agreement (Stage 2A:| Ltd

Restated)

Operations and Downer 2003 and Treasury

Maintenance Connect Pty | 2006

Agreement for the Ltd

Optic Fibre Backbone

Deed of Agreement The Federal| 2003 Treasury
Group

The following audit criteria were used to form amlé opinion
about the audit objective:

Were the agreed outcomes achieved?

Did risk management underpin the contract managemen
approach?

Was performance reporting and monitoring
comprehensive and consistent?

Was record keeping and documentation thorough?

Was senior management involved in management of the
contract and was there an adequate governanctisflic

Were relationships between parties constructive and
professional?

To conduct the audit we:

made a comparison of the agreed outcomes as di@taile
the contract with the actual outcomes on completion




assessed the effectiveness of contract management
processes used during the course of the contract

interviewed agency contract managers and team
members

reviewed relevant contract documentation.

Planning for this performance audit began in Aug0gs.
Fieldwork was completed in April 2009 and the répaas finalised
in May 2009.

The total cost of the audit excluding productiorstsowas $146 300.




1 Rail Management and Maintenance Deed
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The Rail Management and Maintenance Deed (RMMDtbe*
deed’), between the government and Pacific Natibaamania
(PNT), came into operation on 1 January 2007. Theddwas the
result of dramatic events 15 months earlier whem R&tl sought
government funding to secure the ongoing operabibtine
Tasmanian rail network.

PNT had acquired the rail network in 2004 from tioemer
operator, Australian Transport Network, which imrtthad acquired
the service from the Australian Government in 189@en PNT
took over the network, it inherited an infrastruaasset which was
widely regarded as needing substantial mainteaadasapital
improvement.

With substantial freight services — including thegport of coal,
cement, paper and containerised cargo — at rislAtistralian
Government responded to PNT’s 2005 ultimatum with a
commitment of $78 million for capital works to ingpe track
quality. In turn the state government agreed te ta&ck ownership
of the network and as asset owner, committed $#fobmover 10
years for administration and much-needed maintenandk. The
RMMD formalised PNT’s responsibilities under themne
arrangement. These included $38 million to upgrasdelling stock
over a 10-year period, continuance of its rail apen activities,
including intermodal rail service for 10 yearsnteaiance and train
control.

While the RMMD was being negotiated, consideratwais given to
what would be the most appropriate governancetsirei¢or the
new arrangements. A new unit, the Rail Managememt (RMU)
was established within the Department of InfrastracEnergy and
Resources (DIER) to manage the deed following theseration
of a number of alternative governance models.

Our purpose in this investigation, as with otharthis Report, was
solely to determine how well the particular goveemtndepartment
managed the relevant contract. Since our mandate mut include
the performance of private contractors, by negabstfollowing
sections relate only to DIER. In addition, our finds only relate to
events in the first two years of the 10-year cantra
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Three major outcomes specified in the deed areaeféective rail
network and the expenditure of funds for mainteeawcapital works
and rolling stock upgrade.

0220  # )

While the network has continued to operate, it hasas yet
achieved the eventual levels of safety and eéfieeigs envisaged by
the deed. Issues of concern include:

Extensive use of speed restrictions

As the accredited rail operator, PNT chose to make
extensive use of Temporary Speed Restrictions ()TSRs
across the network as a safety management strategy.
While TSRs are a standard safety measure, their
widespread use can also have an impact on praguctiv
In 2008, the use of TSRs peaked in March when they
were in place on 27% of the network.

Reduced annual freighted tonnage
From 2002/2003 to 2007/2008, the annual tonnage
carried on the network reduced by 16%.

Loss of an important contract

The decision by Cornwall Coal to change to roadyfre
in mid 2008 was expected to further reduce annual
tonnages.

Frequent derailments

Derailments may be caused by a variety of factors,
including track quality, human error and rollingcét
problems, of which track quality is the only factobject
to the deed. Figure 1 shows derailments by freight
kilometre for Tasmania and other jurisdictions.




01 * *

#0% %& ' ( )+

16 -

12

o [ H:I:IZ ﬂ

<& 7

This figure shows that for 2007, Tasmania’s rademfilment per
freight kilometre was, on average, seven timeshiblan other
states.

022 !

After an initial delay, the expenditure of state deral funds had
gathered momentum by the end of April 2009. Capitaiks
contracts valued at $26 million had been allocatedurther tenders
were being called. There was however, a shoinfakpenditure on
PNT’s rolling stock upgrades.

02 23

The task of bringing the Tasmanian rail network -kich still
essentially follows the original 19th century reuteinto the 21st
century continues to be a challenge.

In November 2008, PNT announced that its sale nagons had
been unsuccessful and that it was leaving thebgtttte end of the
year. At the time of writing, the government wasggotiations
with PNT as to the future of both network operatiand rolling
stock.

‘ This Australian Transport Safety Bureau dataedsinsorder to make comparison with other states.
This data includes derailments on all lines, inmufuthose not owned by state governments.




01 * *

023

024

)

No formal risk assessment exercise was undertaéetofghe
commencement of the deed and no risk management was
undertaken once the deed was in operation. Theaagpion
provided was the short timeframe between the ancement of the
Rail Rescue Package and the commencement of the RMM

Some of the major risks that we would have expeicided formally
recognised include:

possible loss of significant freight contracts
operator pulling out of the state
derailments

difficulties in establishing and implementing a
maintenance program

difficulties in establishing and implementing d@akap
works program.

Despite the lack of a formal process, the RMU weera of risks to
the success of the deed and put into place a nushlsentrol
measures such as the Invoice Verification Systgthan
commissioning of a third party to undertake indejeer track
assessments. It also commissioned an independieof ¢e rolling
stock upgrade program.

Recommendation 1

We recommend that the principal formally recognise major
risks and develop management strategies for those risks prior
to entering into a contract.

We found no evidence that a monitoring system heghldeveloped
to ensure compliance with all the reporting andqrerance
requirements of the deed. A systematic approactotatoring
performance and compliance is an essential aspéfeiotive
contract management.

We did however find that the RMU took consideralaare to
develop a rigorous system to ensure that fundsamgreexpended
in accordance with the deed. Under the Invoice Waation System,
payment of monthly invoices was dependent on gatin by
inspection that the maintenance work had been ceteglto the
standard required. The RMU was assiduous in itécapipn of the
system, to the extent that by October 2008, unp&dns which




could not be substantiated under the Invoice \Gatiibn System,
amounted to $500,000. PNT and DIER subsequentlgmrat into a
mediation process in order to reach agreementesetblaims.

The RMMD contained a number of formal reporting tegements
on PNT, including reports on condition assessmefdaned and
completed maintenance, and planned and complepaloaorks.
The RMU was diligent in attempting to achieve complce with
these requirements, but with mixed success.

Reporting against KPIs was also problematic. Vhilst of KPIs
was included as an attachment to the deed, the Ris&) believed
that these were inadequate. It is not surprisiregetore, that no
reporting against these KPIs took place.

Recommendation 2

We recommend that agencies should ensure that all m ajor
contracts are systematically monitored with regular updates
sought at appropriate intervals.

025 -
02520 &

The RMU had responsibility for the day-to-day op@va of the
deed. The unit was established to manage the deldayanecessity
the unit developed considerable rail expertise.

Senior management involvement in the managemeheadeed
took the form of:

fortnightly meetings between the manager of the RMU
and the relevant DIER Deputy Secretary

weekly written reports from the RMU on current i€su

briefing papers from the RMU to the Deputy Secrgtar
and Secretary

discussions and correspondence with parent company
Pacific National on the PNT sale process and thgude
mediation.

A significant issue for us was whether or not sel@partmental
management was actively involved with respectianaber of
possible instances of non-compliance by PNT, exldoy the
RMU.

We were unable to find documentation of internatid®n-making
regarding these issues but we did find evidendepartmental
responses.
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In respect to the lack of documentation of decigraking processes
we advocate a more formal process, such as agtsanmittee,
with oversight of the contractor’s performance.

Recommendation 3

We recommend that agencies establish a steering committee
in addition to a contract management team for contr  acts
with significant risk, materiality and public inter  est.

0252 )

Record keeping for this contract was adequate.

There did appear to have been a lack of documentagiating to
the events of 2007 and 2008. This was partly & dghe lack of
any formal risk assessment or risk monitoring.vie an issues
register maintained, which would have identified eronitored
non-compliance issues as they arose. As it wasndotation of
events is largely contained in correspondence batthe parties.

02523

The relations between the government and PNT dutirggcourse
of the RMMD need to be seen in the context of evepteceding
the deed.

The state government had been placed in a diffiagition firstly
by PNT’s ultimatum in 2005 and then by the Ausaali
Government’s unilateral funding announcement winels
dependent on a commitment of funds from the stategqment. In
addition, there were severe time constraints betwreefinalisation
of negotiations with PNT in 2006 and the commencetr@ the
deed in January 2007.

Evidence from both formal correspondence and eiretilgeen the
parties reveal that DIER was consistently firmdoutrteous, while
its senior management consciously adopted a edogilapproach
in order to maintain a good working relationshipcénciliatory
approach was also adopted during the mediatioregsoc

Despite a number of challenges, rail operationbéea maintained,
albeit on a reduced basis. Expenditure on capitedsiand
maintenance was also approaching the pro-rata mwihed in the
deed. However, the eventual levels of safety dadtieeness had
not yet been achieved and there was still conbigenacertainty
about the future rail operator.
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DIER had been rigorous in its monitoring of expende of public
funds on capital works and maintenance, whilsttaiaing a
professional relationship with PNT. On the othentiathe lack of
risk management, of an issues register to doclwewents and
systematic monitoring of compliance were of concern




2 Hagley and Westbury bypasses
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In 1998, Department of Infrastructure, Energy ares®&urces
(DIER) appointed Leighton Contractors Pty Ltd (Ligtign) to
design, construct and maintain 13 kilometres of mgiway to
bypass the northern towns of Hagley and Westburg. groject was
the final section of the highway between Launceat@hDeloraine
to be upgraded to national highway standard andumdsd by the
Australian Government.

The scale of the road-building project was unpreptstl in
Tasmania for its timeframe, cost and complexitg. $24.6 million
contract specified completion of the design andtroation phases
within 21 months from commencement. Upon completafrthe
construction phase, the contractor was to mairkeamoad for a
further 10 years — ending 2011. Designing and norisig the
road involved additional contractors including:

contract manager — contracted by DIER
designer — contracted by Leighton
design verifier — contracted by Leighton.

The contract paid particular attention to minimgsthe
environmental impact of the new highway. Part & Hagley bypass
required a realignment of the highway to pass titdbe sensitive
area of cultural landscape that included Hagldyaliil nearby
Hagley House — listed on the register of the Nadldestate in
1996. The environmental documents included in thetiact
required the construction of this section of roaté¢ below ground
(in-cut). Leighton submitted design concept drawiimgits tender
documentation showing the road as being in-cut passed Hagley
House. Leighton was awarded the contract and asigedd
specifying the terms of the contract.

Subsequently, Leighton submitted detailed dedighslearly
showed the road to be over a metre above grourel,leather than
in-cut, as required by the deed. Despite this,dingign verifier
found the design to be compliant.

Construction in the area of Hagley House commendhe first
half of 2000. In May 2000 DIER was notified by ancerned
resident that it appeared that the road was beitigatbove ground
in the Hagley House and Mill precinct rather thatdev ground as
had been documented in the original plans.

DIER directed Leighton to restore the road to belgmund level.
Leighton claimed that this constituted a variatothe contract and

+
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argued that DIER should grant an extension of tand pay
associated costs. The resulting dispute provexlitifd resolve and
despite attempts at mediation resulted in Tasmdorgjest running
civil court case.

The state eventually won the case. The Supremet@aumd that

the design was not in accordance with the deedhasdnot properly
verified. A separate issue relating to liquidaéedegies continued on
to appeal, which again the state won.

The contract delivered a serviceable highway #raies over 7000
vehicles per day, bypassing the townships of HagteWestbury,
however:

The project was completed 229 days after the auptia
completion date.

Additional costs, based on agreed change orders of
$400 000 or 2% of total contract were incurred.

Although DIER received $1.8 million in liquidatecduhages as
compensation for the late completion, litigationas the preferred
method to achieve an outcome, because of potettiarse impacts
on relationships and redirection of internal resesirThat said, we
acknowledge that:

Considerable efforts were made to resolve the
contentious matters, including formal mediatiosieas,
before litigation was initiated.

The Court’s decision did resolve a matter of nation
significance: that a state has the right to appliated
damages, even though the Australian Government
provided the funding.

)

For this criterion we were looking for identifiaati of major risks
inherent in a contract and control measures ogatibn strategies to
address those risks.

In November 1997 prior to the tendering procese=ernal
management consultant was engaged to run a workslagntify
risks. The risks identified included the majorsrisle had expected,
including:

detailed designs not being in accordance with giroje
specifications
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construction not being in accordance with the dedtai
design

cost overruns
safety risks
late completion.

The process also involved development of the RewieRRisk
Assessment in February 1998, which included reflegtes and
determination of responsibilities and timing.

We were satisfied that risks were assigned taaticeug management
groups and implemented in the tendering processieeguirements
of the project deed.

*

Monitoring was assigned to the external contractager. We found
that:

thorough monthly reports were prepared

reports dealt with all of the contract requiremeamd
deliverables that we selected for testing

performance information including milestones was
comprehensive and meaningful

there was persuasive evidence that the reportselesd
reviewed and action points identified by DIER.

2520 &

Governance processes consisted of:
fortnightly site meetings
monthly Risk Management Group meetings
monthly Project Control Group meetings
monthly Executive Management Group meetings.

We sighted minutes of meetings, which includedevee of review
and action taken on issues identified in reporeswW&re satisfied
that there was adequate oversight of the operafitdre contract at
appropriate levels of governance.

252 )

The design, construction and maintenance contoaché Hagley
and Westbury bypasses generated some 400 000 dt&ume
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Documents required for the audit were readily abéal. In
particular, we were able to access:

records of meetings
contract management plans and procedures

details of contract variations.
2523

The relationships between the parties were congiiexat times
contentious, with a civil court case resulting fittve design and
construction phase of the project. Examination wiutes also
indicated that there was debate over various matteluding claims
for variation of contract.

Despite this we found that:
roles and responsibilities were clearly defined

scheduled and unscheduled meetings between thespart
were held at various levels including executive and
project management levels. The minutes indicatad th
the meetings were professionally conducted

many attempts were made to resolve contentiowssissu
including formal mediation sessions.

The project, although late, delivered a servicdablevay.
Although litigation is not a preferred outcome fréme contract
management process, in this case effective gowernan
documentation and risk management placed theistdte best
possible position when it did occur.
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The state government, represented by the Departofditonomic
Development (DED), and Powerco Tasmania Pty Ltdv@oo)
signed the Gas Distribution Development Agreem@mtA) on
27 September 2004. The agreement provided for fatatecial
assistance of $46.4 million for the developmeatg#s distribution
network to an estimated 38 700 domestic, small centiad and
industrial customers. Powerco would own the infuastre,
servicing 11 specified zones in Hobart, LaunceBewonport and
Burnie.

The objective of the agreement was to make avai@bhlternative,
competitively priced energy source by facilitatiregintroduction of
natural gas to Tasmania on a commercial basisré@oe@mmenced
construction in December 2004.

DED used a private contractor — a professionaudtomsg
engineering firm with substantial gas industry resmpes — to
provide monitoring and reporting of Powerco’s pexy during the
construction of the gas network. The contractodugeographic
information technology to map the reticulation pges and
confirmed the achievement of the milestones.

In April 2007 Powerco claimed project completionce gas had
been provided to more than the stipulated numbgremises (some
43 000 actually passed compared to 38 700 requitedever, the
network had not been completed across all thef@ggbzones and a
dispute arose as to whether or not Powerco wagaibli to do so.
The dispute was settled when Powerco agreed to@xie Hobart
and Burnie networks to include additional non-resithl customers.

Powerco achieved all the five milestones for tlogept in
accordance with the GDDA. As noted, a dispute watspect to final
completion of Powerco’s obligations in the GDDA wesolved to
the satisfaction of both parties.

)

There was no specific risk management plan fopribject. Some of
the major risks that we would have expected tcob@élly
recognised include:

contractor fails to complete project

safety risks
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issues with local councils
late completion.

We found no evidence that DED had formally idegrtifrelated
matters as risks or developed risk managemeagstsat

This is not to say that the GDDA and the contraeinagement
processes applied by DED did not address riskex&ample, DED
instigated amendments to applicable acts and Mahigiandards to
mitigate against the risk of potential issues laithl councils. The
Department of Justice’s Office of Gas Safety mdwadsurance for
the safety of the network as Powerco installegippes. We also
noted that DED appointed the private contractorntrened earlier,
to verify Powerco’s compliance and to monitor pesgr against
milestones.

As stated in Recommendation 1:

We recommend that the principal formally recogmsgor risks and
develop management strategies for those risksggatering into a
contract.

DED made payments to Powerco on successful completti
milestones, as monitored by DED’s private contracto

We verified that the private contractor providedntidy progress
reports. The reports were comprehensive and prd\adeanalysis of
progress, including detailed information and chagsoted, other
than the dispute over final completion, Powerco aiethe
milestones in accordance with the contract.

32520 &

A contract management team was established. Tine¢éiad
significantly on the private contractor to monipyogress. We were
satisfied that there was adequate reporting toadight from
senior management.

3252 )

We were able to access:
correspondence between the parties
regular progress reports from the private contracto

minutes of meetings related to the dispute.
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However, we found no evidence of a contract managdmlan or
clearly specified procedures. We were also adhwiaerbutine
project control group meetings were not formallyated, as
required under the terms of the contract.

32523

The GDDA defines roles and responsibilities, inodppointment
of responsible officers from the two parties adid@ute resolution
process. It also provides for the establishmenPobject Review
Group consisting of representatives of the statéhardistributor,
Powerco. The Project Review Group had informal aadular
(quarterly) meetings.

As noted in Section 3.1, a dispute arose betweaepdlties as to
whether all the deliverables had been met. Allggarigorously
followed the dispute resolution process in the GDvAich
included:

serving of documents

meetings at management and CEO level
request for variation to the contract
Crown Law advice.

Eventually, a compromise was reached. From ourieation of
correspondence, we found the relationships betweeparties were
both constructive and professional.

The program achieved its objectives and, with #eeption of a
lack of formal risk management and some recordrgep
deficiencies, the contract was well managed.




4 Operations and Maintenance Agreement for the Optic Fibre
Backbone
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In 2001, an optic fibre backbone was laid by peivgterator Tas 21
Pty Ltd (Tas 21) as the first step in providingriasa with an
additional high-speed broadband service. Tas 2& wassidiary of
Downer Connect Pty Ltd (Downer), created for therpose of
establishing the Tasmanian optic fibre backbone .optic fibre
cable was laid alongside Duke Energy’s naturplpgme.

Initially, the Operations and Maintenance Agreenfienthe Optic
Fibre Backbone (O&M Agreement) was an internal teaence
agreement between Tas 21 and Downer which alsoeshsu
telemetry monitoring services for Duke Energy’ pgaine.

In 2003 the government acquired the optic fibrekbane from

Tas 21 for $23 million with the intention of comfileg the
necessary extensions to make it fully operationaldommercial
operator. By acquiring the backbone, the government becdrae t
principal in the O&M agreement with Downer.

However, since the O&M Agreement was essentialiptennal
company contract, it was necessary to modify th&act so that it
would be acceptable to a future commercial operafiter extensive
negotiations with Downer over an 18-month periodyew O&M
Agreement was signed between the government anchBroan

23 October 2006.

The entire optic fibre network — which now includése original
backbone and extensions into the cities — has nexhanactive
since it was laid, apart from the monitoring sewiwhich are
essential safety requirements to assess gas.pbesays to the
commercialisation of the network have includedatiffies with
commonwealth funding, change of ownership of Bdsahd a
drawn out tender process for the commercial operato

The government continued to be the principal to &M
Agreement until Aurora was chosen as the succepsfattor and
the agreement was novatéal Aurora on 10 November 2008.

® Optic fibre cable connecting Tasmania to the namidlhad been laid in 2000 with the Basslink
undersea electricity cable. The Basslink optie fibble is connected to the Tasmanian optic fibre
network, but is owned and operated separatelysatitbrefore outside the scope of this audit.

®‘Novated’ is a legal term referring to the tranefea deed or contract to another party.

-+
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Our audit focused on the period between the govemnntaking
ownership of the network from Tas 21 in 2003, toemht novated
the contract to Aurora in late 2008.

The map below illustrates the sequential developofehe optic
fibre network.

oS- - %

1$% <

%$ . (

%/ 9 1

The intention of both the 2003 and 2006 O&M Agreemgwas to
maintain the network and guarantee the provisiomaiitoring
services. Initially this was just to Duke Energylder included the
Powerco gas pipelinesthe network was extended. The fact that
there were no interruptions to this service dutimg five-year
period the two contracts operated indicated thigtaitcome was
achieved.

An additional intention of the 2006 contract wagtsure a smooth
transition to a commercial operator. The origiraitcact was
redrafted to ensure it was commercially viablecanttl be novated
intact to Aurora. This has now occurred.

)

Risk management underpinned the approach to the
commercialisation of the network. The O&M Agreemerds a
small part of the complex Telecommunications Itrireire Project
which was managed by Treasury. The project as &evetmpted the
government’s project management guidelines whidrclesar
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requirements for the development of a risk managepien and a
risk register. This register formed a part of tloatmy project
committee meetings.

Important aspects of the O&M Agreement were inctlislethe
project risk register. In addition, the governmgoight legal advice
soon after acquiring the O&M Agreement as to tkk @ssociated
with the original deed and the need to changetd samore
commercially viable document.

*

During this time, Treasury took the view that thesband only
necessary indication of the quality of Downer’$goerance was
whether essential monitoring services were bemnggqed. These
monitoring services were consistently maintaineckt g for
unavoidable disruptions while the network was beixtgnded.

Downer was required to submit monthly performareggorts for
both contracts relating to maintenance activitielstie provision of
monitoring services. Under the first contract, ¢hiesluded invoices
for work completed.

Reports under the second contract did not contavwoices since
fees were fixed. However, these reports were metaildd since the
revised contract also included construction spatidns and
reporting requirements for extensions to completentetwork.

42520 &

The Telecommunications Infrastructure Project $tggCommittee
was a whole-of-government committee establish@®@? to guide
the completion of the network and manage the tequecess to
identify a commercial operator. The committee chais a Deputy
Secretary of Treasury and members included repméges from the
Department of Education and the Department of Peerand
Cabinet. The management of the O&M Agreement cameeu its
oversight.

The director of the project, who was also the cactmanager for
the agreement and a Treasury officer, providedohemittee with
detailed monthly reports on the progress of theeeptoject and
when appropriate, developments with the O&M Agreatae

We found evidence of the direct involvement of tteanmittee
chair at critical moments in the development ofsbeond contract
and that the O&M Agreement was fully incorporatetb ithe
management processes of the overall project.
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The documentation for the Telecommunications Iriftecture
Project as a whole was detailed and thorough. i2esmine delays in
locating some related documents, the documentédioihe two
O&M Agreements was adequate.

42523

At the heart of the relationship between Treasad/@owner, were
the negotiations which resulted in the succegssfiuition from the
first to the second contract. The new contractuded far more
rigorous change control mechanisms and reportoigreanents on
Downer and in a number of aspects, was not as corrathe
appealing to the contractor. However, through negain, Treasury
produced a document that was later successfullytetbto the
commercial operator and also ensured the contradtake in the
Tasmanian telecommunications industry.

There were no disputes during the five-year pemoathich the
government was principal to the contract.

The 2003 and 2006 O&M Agreements ensured that,endritical
developments were taking place, the growing ofire inetwork
was maintained and operational, if largely unudsaltransition
from one contract to the other was successful,wthien ensured its
smooth novation to Aurora.
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5 Deed of agreement with The Federal Group
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In March 2003 the government signed a deed witimdial term of
15 years with The Federal Group (Federal). Thé&irtiéerm was
followed by a succession of discrete five-yearstsumiject to annual
review by the responsible Minister. Federal owhstantial tourist
assets that include the only two licensed casinaasimania. The
agreement granted Federal exclusive rights to:
conduct casino operations
operate gaming machines
conduct games of Keno.
Federal on its part agreed to a number of undexakincluding:
application of Federal’s best endeavours to cantowu
improve player protection measures and to suppert t
government’s own initiatives
development of a new premium standard tourist tesor
near Coles Bay (or another site within Tasmania) at
cost of at least $25 million with actual constoucti
starting by October 2003 with the project compleigd
early 2005
use of Tasmanian contractors and labour
use of Tasmanian materials where possible and
commercially feasible.
Similar conditions were incorporated in a previb®83 agreement,
whereupon receiving exclusive rights Federal agoeguoend up to
$25 million in upgrading its two casinos.
The Department of Treasury and Finance (Treasuag)given the
responsibility to manage the deed.
52

The deed of agreement with Federal granted it abauraf exclusive
rights but also a number of undertakings (refeid®es.1).

We were satisfied that Federal was working withgtheernment to
improve player protection measures and harm miaiiors
initiatives, including:

winnings not to exceed $500 in cash, with the pesd
by cheque
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procedures put in place to ensure the gaming machin
cap was not breached

consultations were underway with Treasury on
implementing some of the Social and Economic Impact
Study recommendations.

We were also satisfied that Federal was procesdmthe Coles
Bay development in accordance with the deed oleageat. We
found that:

construction was expected to be completed near the
latter part of 2009

where commercially viable, Tasmanian materials and
labour were being used

the development was to focus on providing premium
standard accommodation

the final cost for constructing the development ldou
exceed $25 million.

However, whilst the completion date for the ColesyRlevelopment
was originally early 2005 it is now late 2009 &esferal was granted
three extensions by the government.

The development included an upgrade to the aressh fvater
infrastructure which resulted in planning apprdadaing longer than
anticipated.

523 )

This agreement was dissimilar from any of the abetracts
discussed in this Report because the governmelftitss not
funding or providing incentive payments to any caators. Instead,
it granted exclusive commercial rights to Fedbaedlwere linked to
Federal providing additional capital investmeritaamania.

Focusing on the Coles Bay development from a reskagement
perspective, the government’s major risk was #deémal might not
proceed with the development or only proceed witkcaled-back
investment. We found no risk management processeade to
mitigate this risk. As stated in Recommendation 1:

We recommend that the principal formally recogmsgor risks and
develop management strategies for those riskdggatering into a
contract.

" South Australian Centre for Economic Stud&sgial and Economic Impact Study into Gambling in
Tasmaniayas commissioned by Department of Treasury anshé@ndasmania, June 2008.
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We found no evidence that progress reports on thle<CBay
development had been requested, scheduled or eztdiE also
noted that no milestones were set other than timencencement
date for construction in October 2003 and the caetiph date of
early 2005. The only updates obtained were in ¢h@ fof requests
for extension with no indication that these weregsponse to
Treasury inquiries. As stated in Recommendation 2:

We recommend that agencies ensure that all majraots are
monitored with regular updates sought at apprapidérvals.

52520 &

Normally, an agency would appoint a contract mamege team or
individual to oversee major contracts supporteddbye
participation from senior management. No such teas
established, however Treasury did have one oIy Secretaries
monitor the project. In our view the limited delikables in the
contract justified the streamlined governance agpro

5252 )

Few records have been kept for this project bedhase was
limited government involvement in overseeing th@lementation
of the contract. Treasury had also chosen a lowageyoach in
monitoring the project.

52523

Despite Treasury’s limited contact with Federaietheas no
evidence of disputes and we were satisfied tluatséractive and
professional relationship existed.

Despite limited contract management processe$armgbproved
delay in construction, the construction of the GoBay resort was
well underway to achieving its objectives.




6 Common findings
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The following contract management deficiencies weted in more
than one of the contracts reviewed:

lack of risk management

lack of systematic monitoring.

)

The key elements that we were looking for in relatio risk
management were identification of major risks awtldpment of
risk management strategies (control measuresigatmih
strategies). Some of the elements of risk managéméewe
considered important included:

that risk analysis was performed prior to ententaythe
contract

that responsibility for risk management residelal tie
contracting agency and not transferred to a thartlyp
such as an external contract manager

recognition of non-financial risks, such as risk to
reputation

use of a risk register to record risks and connespg
control measures or mitigation strategies

a process to ensure regular review of risks, dontro
measures and mitigation strategies. In some casesfs
those control measures and mitigation strategiebena
embedded as requirements in the contract, in whase
review of risk will coincide with monitoring of
compliance with the terms of the contract.

We found that formal risk management processesdiduiben
implemented to our satisfaction in three of the fientracts
reviewed. Deficiencies included lack of a form&lar process, lack
of a risk register and failure to regularly reviesvstatus of risks and
risk strategies.

*

Our view was that monitoring was fundamental taueing that
outcomes were achieved and was essential regafdhesscale of
the contract. It is only through systematic momitgrthat principals
can ensure that the contractor complies with tlopgirements of the
contract.
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Some of the elements of monitoring that we consideémportant
included:

use of a systematic approach

listing significant contract requirements, milessoend
deliverables in a monitoring schedule

determining the required frequency of monitoring

identifying who has responsibility for monitorirech
requirement or deliverable. This might be an exern
party with expertise in the matters subject to the
contract.

We found deficiencies with monitoring in two of tliee contracts
reviewed. Problems included a failure to identifgtract
requirements and the lack of a monitoring systemefample,
checklists or predetermined milestones).

623 &

A general observation was that contract managamentimportant
and potentially complex task, regardless of teeéthe project. In
our view it is beneficial for inexperienced contirag agencies to
make use of expertise and contract managementigagifom
entities with relevant experience. Examples ofaquad available
include:

contract management material from the Department of
Treasury and Finance’s web8#iteying for Government
and the risk management section of the state
government’s project management guidelines

the Australian National Audit Office two best preet
guides on contract managenient

agencies’ own contract management manuals. The
Department of Infrastructure, Energy and Resounass
a very extensive manual for managing road conistnuct
contracts.

Recommendation 4

We recommend that agencies make use of contract
management expertise and guidelines from entities w ith
relevant experience.

® Contract Management: Better PracticA8Ai@e February 2001)Developing and Managing Contracts:
Getting the right outcome, paying the righN#@eFebruary 2007).
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7 Recent reports
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Year Special Title
Report
No.
2005 53 Follow-up audits
2005 54 Compliance audits
2005 55 Gun control in Tasmania
2005 56 TT-Line: Governance review
2005 57 Public housing: Meeting the need?
2005 58 FBT
Payment of accounts
Asset management: Bridges
2006 59 Delegations in government agencies
Local government delegations
Overseas Travel
2006 60 Building security
Contracts appointing Global Value Management
2006 61 Elective surgery in public hospitals
2006 62 Training and development

2006 63 Environmental management and pollutionrobatt by local
government

2006 64  Implementation of aspects of tBailding Act 2000

2007 65 Management of an award breach

Selected allowances and nurses’ overtime
2007 66 Follow-up audits
2007 67 Corporate credit cards

2007 68 Risdon Prison: Business case
2007 69 Public building security
2007 70 Procurement in government departments
Payment of accounts by government departments
2007 71 Property in police possession
Control of assets: Portable and attractive items
2008 72 Public sector performance information

2008 73 Timeliness in the Magistrates Court
2008 74 Follow up of performance audits April —@ber 2005

2008 75 Executive termination payments

2008 76 Complaint handling in local government
2008 77 Food safety: safe as eggs?

2009 78 Management of threatened species

2009 79 Follow up of performance audits: April -gAst 2006
2009 80 Hydro hedges




8 Current projects
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Performance and compliance audits that the Au@meral is currently conducting:

Profitability, and
economic benefits to
Tasmania, of
Forestry Tasmania

Speed detection
devices

Communications by
the government

Teaching of science
in public high
schools

Public servants not
working

Evaluates Forestry Tasmania’s long-term finamclal a
economic performance.

Evaluates Tasmania’s speed detection devicesamdatc
program looking at the efficiency and effectiveottse
program.

Tests whether advertising, public surveys and isslzsie
used for the benefit of Tasmanians and not fotigalli
purposes.

Examines the quality of science teaching in Tasmani
high schools.

Looks at the trends, prevention and managemeirtesss
leave, long term sick leave, suspension and poor
performance.




