1997 LOGGING RATES AWARD
1.
This is an arbitration under the Timber Harvesting Contract and Subcontract Regulation, B.C. Reg. 22/96 (the “Regulation”) to determine logging rates for the 1997 calendar year for logging operations conducted by Hayes Forest Services Limited (hereinafter “Hayes”) at Naka Creek, near Campbell River, on Vancouver Island, and at Roderick Island, on the mid-coast.  Both logging shows are located within Tree Farm Licence 25, held by Western Forest Products Limited (hereinafter “Western”).

Background to the Dispute
2.
Effective December 31, 1996, Hayes took assignments of two replaceable logging contracts made between Frank Beban Logging Ltd. (hereinafter “Beban”) and Western.  The first of these, dated October 1, 1991, was a contract whereby Beban had agreed to log timber and construct logging roads at Naka Creek (the “Naka Creek Agreement”).  The second, dated September 1, 1993, was an agreement between Western and Beban under which Beban agreed to conduct logging and road building operations on Roderick Island (the “Roderick Island Agreement”).  

3.
Because the circumstances of the assignment are dealt with in my previous Award of November 9, 1998, in these proceedings, I will not repeat them here.

4.
Beban had logged at Naka Creek and Roderick Island in 1995 and 1996.  When it assigned its interest in the Naka Creek Agreement and the Roderick Island Agreement to Hayes, Beban had outstanding disputes with Western regarding 1995 logging and road building rates.  The volume of timber to which Beban was entitled for 1996 at Naka Creek was also unresolved.  The five year term of the Naka Creek Agreement, which contemplated a volume of 65,000 cubic metres for 1995, had expired on December 31, 1995.

5.
When I was originally appointed to arbitrate disputes among Beban, Hayes and Western, the dispute between Beban and Western regarding 1995 and 1996 logging rates, the dispute between Hayes and Western regarding the 1997 logging rate, and the differences among the parties concerning the 1996 and 1997 volumes were all outstanding.  However, on November 17, 1998, Beban, Hayes, and Western entered into a Settlement Agreement, which resolved certain of their differences.  I was informed by counsel that Beban and Western had settled their 1995 and 1996 rate disputes in a global amount for both years, rather than by fixing rates per cubic metre for each of the Naka Creek and Roderick Island shows.  I was not provided with further particulars of that settlement. 

6.
Similarly, Beban and Western, and Western and Hayes entered into a Shortfall Agreement, dated November 17, 1998, which was filed as Exhibit “45” in this arbitration.  Under the Shortfall Agreement, Beban was entitled to 60,000 cubic metres to make up its volume shortfalls for 1995 and 1996.  The amount of Hayes’ combined volume shortfalls for 1997 and 1998 was set at 150,000 cubic metres.

7.
In the case of Hayes, there was no allocation of the shortfall volumes as between Naka Creek and Roderick Island, or as between 1997 and 1998.  

 8.
Hayes and Western did not negotiate logging rates for 1997 for Naka Creek or Roderick Island, nor did they reach any agreement on the volumes to be harvested in 1997 at either show.  As I have previously mentioned, by the time of the assignment from Beban to Hayes, the term of the Naka Creek Agreement had expired.  Furthermore, the Roderick Island Agreement (Exhibit “6,” Tab 3) provided that the contractor (Beban in 1996, and Hayes in 1997) would log a minimum of 100,000 cubic metres in each calendar year.  

9.
In fact, the combined conventional and heli-logging volumes at Roderick Island in 1996 and 1997 substantially exceeded the minimum contract volume, as will be seen below.

Positions of the Parties
10.
In this proceeding, Hayes argues that I should set 1997 logging rates for Naka Creek and Roderick Island based on Hayes’ actual audited costs of the volumes actually logged in 1997 at Naka and Roderick, plus an allowance of 15 per cent for profit and risk.  For Naka Creek, Hayes claimed audited costs of $54.13 per cubic metre for 30,213 cubic metres of logs delivered, plus 15 per cent for profit and risk, for a total rate of $62.25 per cubic metre.  For Roderick Island, Hayes submits that the 1997 rate should be based on its audited costs of $42.42 and 50 cents for camp rental, for a total cost of $42.92 per cubic metre for 134,479 cubic metres of logs delivered, plus 15 per cent for profit and risk, which would produce a rate of $49.36 per cubic metre.  Hayes also urges me to award interest to the date of the Award at the Toronto-Dominion Bank prime rate, plus one per cent, or in the alternative, court order interest.

11.
Western maintains that the 1997 logging rate for Naka ought not to be significantly higher than the interim rate of $36.64 per cubic metre, which it has paid to Hayes, and that similarly, the 1997 logging rate should be very close to the interim rate of $41.96 per cubic metre.  Counsel for Western argues that the 1997 logging rates should be calculated not on the basis of the volume actually harvested by Hayes during 1997, but on “anticipated volumes” of 40,000 cubic metres for Naka, and either 145,000 or 160,000 cubic metres for Roderick Island.

Section 25 of the Regulation and Arbitrator’s Jurisdiction to Set Rates
12.
Section 25 (1) of the Regulation sets out an arbitrator’s mandate in a rate dispute:

“25.
(1)
A replaceable contract must provide that if a rate dispute is referred to arbitration, the arbitrator must determine the rate according to what a licence holder and a contractor acting reasonably in similar circumstances would agree is a rate that


(a)
is competitive by industry standards, and


(b)
would permit a contractor operating in a manner that is reasonably efficient in the circumstances in terms of costs and productivity to earn a reasonable profit.”

13.
In Hayes Forest Services Limited v. Timberwest Forest Limited, Arbitrator Donald Munroe, Q.C., in his Award of April 10, 1997, at pp. 3 - 4, observed:

“Section 25(1) is mandatory.  That is, I am obliged (“the arbitrator must”) to determine a rate based on my appraisal of what a license holder and a contractor, acting reasonably, would agree in the given circumstances to be an appropriate rate - i.e., in the sense of being competitive by industry standards;  and in the sense of permitting the contractor to earn a reasonable profit (assuming reasonable efficiencies and costs).”

14.
In an appeal from Arbitrator Munroe’s Award, Madam Justice Baker, in Hayes Forest Services Limited and Forestland Industries Limited v. Timberwest Forest Limited, Supreme Court of British Columbia, Vancouver Registry A971531 (December 2, 1998), stated at pp. 11 - 12, para. 25, that s. 25 of the Regulation establishes an objective standard for the determination of rate disputes.  Commenting on Arbitrator Munroe’s Award, she said this:

“. . . But the language used in the award makes it clear that he understood that the rate ultimately determined must fit within the objective parameters of s. 25, and that while attempting to replicate the parties’ behaviour, the result must be objectively capable of being tested against the standard imposed by the legislation, which is a rate “according to what a licence holder and a contractor acting reasonably in similar circumstances would agree . . .   .”  

15.
While section 25 (1) of the Regulation is mandatory, section 25 (2) provides an arbitrator with discretion to take into consideration, in determining a rate under section 25 (1), the following enumerated factors:

“25.
(2)
In determining a rate under subsection (1), an arbitrator may take into consideration the following:


(a)
rates agreed to by the licence holder and contractor for prior timber harvesting services;


(b)
the costs and productivity of the contractor for prior timber harvesting services carried out by the contractor;


(c)
relative to prior timber harvesting services, the impact on costs and productivity likely to arise from:


(i)
changes in operating conditions including, without limitation, changes to terrain, yarding distances, hauling distances, volume of timber per hectare;



(ii)
changes in the total amount of timber processed;



(iii)
changes in the required equipment configuration;



(iv)
changes in law if the changes affect costs or productivity of the timber harvesting operation;



(v)
changes in the underlying costs of timber harvesting operation including, without limitation, the cost of labour and the impact of inflation on wages, fuel, parts and supplies;


(d)
the costs in the logging industry for each phase or component of a similar timber harvesting operation;


(e)
the rates in the logging industry for similar timber harvesting operations;


(f)
any other data or criteria that the arbitrator considers relevant in ascertaining the rate that a licence holder and a contractor acting reasonably in similar circumstances would agree to.”

16.
My task then is to determine a logging rate for the 1997 calendar year based upon what a licence holder and a contractor acting reasonably in similar circumstances would agree is a rate which is competitive by industry standards, and would permit a reasonably efficient contractor to earn a reasonable profit.

Actual Costs
17.
Although I am required to set logging rates which a contractor and a licensee, acting reasonably, would have agreed to as of January 1, 1997, one of the factors which I may take into account is evidence of Hayes’ actual audited logging costs for the Naka Creek and Roderick Island shows:  Pacific Forest Products Limited and Hayes Forest Services Limited (August 15, 1997), per Arbitrator Wallace, at p. 5, paras. 3.7 through 3.9, and p. 6, paras. 3.10 and 4.1.  As Arbitrator Wallace pointed out, evidence of the logging costs actually incurred by the contractor is obviously relevant, and may be considered by an arbitrator under section 25 (2)(f) of the Regulation, which permits an arbitrator to take into consideration:

 “(f)
any other data or criteria that the arbitrator considers relevant in ascertaining the rate . . . ”.  

18.
Hayes’ actual audited logging costs for 1997 at Roderick Island and Naka Creek are set out at Exhibit “9,” Tabs 1 and 3 respectively.  Under section 25 of the Regulation, I may consider whether those costs, plus an appropriate allowance for profit and risk, produce a rate which, if objectively viewed, is competitive by industry standards, and would permit a reasonably efficient contractor to earn a reasonable profit.  

Volumes for 1997 Rate Determination
19.
I have also concluded that for the purpose of determining the 1997 logging rates for Roderick Island and Naka Creek, I should use the actual volumes of logs delivered by Hayes to Western, or 30,213 cubic metres at Naka Creek, and 134,479 cubic metres at Roderick Island.  I do so because, on the evidence before me, it is clear that the parties did not reach an agreement on the volumes to be harvested at either show in 1997.  The Naka Creek Agreement, which previously had contemplated a volume of 65,000 cubic metres, had expired on December 31, 1995.  While the Roderick Island Agreement provided for a minimum volume of 100,000 cubic metres for 1997, I have received evidence that Hayes actually harvested 134,479 cubic metres of which 106,403 cubic metres was conventional logging, and 28,076 cubic metres was heli-logging (Exhibit “8”).  

20.
I am unable to find, on the evidence before me, that there was any agreement between Western and Hayes with respect to an anticipated cut at Roderick Island for 1997.  While Mr. Davie’s report (Exhibit “2B”) makes reference, at page 19, to a “1997 logging plan” for Roderick Island for 170,000 cubic metres, Hayes’ rate request for Roderick Island, dated April 3, 1997 (Exhibit “10”), is based on a logging plan, which apparently contemplated 130,413 cubic metres of conventional logging, and 48,951 cubic metres of heli-hogging, for a total volume of 179,364 cubic metres.  

21.
Exhibit “8,” filed by Hayes, which provides a block by block breakdown of the volumes actually logged by Hayes at Roderick Island, also refers to a “1997 WFP logging budget” of 145,000 cubic metres of combined conventional and heli-logging for Roderick Island.  Mr. Willms took exception to Western relying upon Exhibit “8” as proof of a 145,000 cubic metre cut anticipated by both parties for 1997 at Roderick Island.  He argued that the 145,000 cubic metre figure was derived from without prejudice rate negotiations between the parties (which never resulted in an agreement on volume), and was recorded in a document (Exhibit “6,” Tab 19), which I, on the application of Western, had ruled to be inadmissible earlier in the arbitration, on the ground that it was a privileged communication exchanged in the course of settlement discussions.  Mr. Willms argued that the reference in Exhibit “8” to the 1997 “WFP logging budget” of 145,000 cubic metres ought to have been removed from that exhibit, which had been prepared by Hayes prior to my ruling that certain memoranda and correspondence recording without prejudice negotiations between the parties were inadmissible.

22.
During the course of closing arguments, I advised the parties that I would rule on Mr. Willms’ objection.  I do so now.  I conclude that because the 145,000 cubic metre reference in Exhibit “8” was derived from privileged negotiations and documentation, which I had previously refused to admit into evidence on the application of Western, the company cannot rely on Exhibit “8” to prove an anticipated cut of 145,000 cubic metres for Roderick Island.

23.
Western also suggested in argument that I might determine a rate for Roderick Island based on an anticipated cut of 160,000 cubic metres.  While that was the agreed volume established by the parties pursuant to the Settlement Agreement of November 17, 1998, for 1999 logging at Roderick Island, it was not the agreed or anticipated volume for Roderick in January of 1997.


24.
In the absence of any evidence from Western’s witnesses regarding an anticipated cut, I am unable to find, on the evidence before me, including the various exhibits and reports to which I have referred, that the parties reached any common understanding on an anticipated cut for Roderick Island in 1997.

25.
Similarly, while there is some evidence that Hayes expected to cut 40,000 cubic metres at Naka Creek in 1997, I am not persuaded that both parties had agreed to a projected cut at Naka Creek in that amount by the commencement of the 1997 logging season.  Mr. Boniface, Western’s Area Manager responsible for Naka Creek, testified that Hayes’ representatives told him that they wanted to log 40,000 cubic metres at Naka Creek, and then move to Toba Inlet, but that by the time Mr. Boniface attended at Naka Creek in mid July, he knew that that amount of volume was not available for a “continuous operation” by Hayes at Naka Creek.  He attributed the lack of available volume to the fact that Hayes was operating in an area where road building was only about half developed.  Mr. Boniface testified that Hayes initially planned to come back to Naka Creek, after completing its work for another licensee at Toba Inlet, and to take another 8,000 cubic metres in the fall.  However, he says that he, and Hayes’ Logging Manager, Mr. Glen Golbeck, agreed in the fall of 1997 that Hayes should postpone cutting the additional 8,000 cubic metres until 1998.  If anything, this suggests that, by the fall of 1997, there may have been an agreement between Hayes and Western to limit the 1997 cut at Naka to what was actually harvested.  However, as I have already indicated, on the evidence before me, I find that the parties had not reached any agreement on a projected cut of 40,000 cubic metres for Naka by the commencement of the 1997 logging season.

26.
This case is, therefore, distinguishable from Hayes Forest Services v. Pacific Forest Products Limited, Vancouver Registry A972671 (October 8, 1998) where Baker, J. upheld the decision of Arbitrator Wallace to use an agreed contract volume of 128,000 cubic metres in order to fix a 1996 logging rate, rather than the lesser volume actually harvested by Hayes in 1996.  

27.
Counsel for Western argued that if I were to use the actual volumes harvested in 1997 in order to determine logging rates, then, by virtue of Exhibit “45,” the Shortfall Agreement, Hayes will enjoy a double recovery when it either receives the 150,000 cubic metres shortfall volume, or is compensated in cash for that lost volume.  I reject that argument because, in my view, under the terms of the Shortfall Agreement, either Hayes will receive the volume and log it at a rate determined in accordance with section 25 of the Regulation for that volume, or, if the volume is not made available, the value of the shortfall will be determined by arbitration.  The compensation to Hayes for loss of the shortfall volume may be determined in a manner which avoids double recovery to Hayes.  

28.
For all of these reasons, I have decided to use the 1997 actual volume of 30,213 cubic metres for Naka Creek, and 134,479 cubic metres for Roderick Island in setting the 1997 logging rates.

29.
Because Hayes did not harvest timber at Naka Creek or Roderick Island prior to 1997, I am unable to consider rates agreed to by Western and Hayes for prior timber harvesting services.  There is, however, evidence of the costs incurred and volumes harvested by Beban at Naka Creek and Roderick Island in 1995 and 1996.  They are found in the Affidavit of Gordon Hubley, Beban’s chartered accountant (Exhibit “48,” Exhibit “B”).

Logging Division



Naka Creek (1995)
Naka Creek (1996)

cubic metres produced



68,026

54,790.5

- conventional
Total costs per cubic metre

$
35.48
$
44.10
Net Income (loss) per cubic metre
($
1.44)
($
8.09)





Roderick Island (1995)
Roderick Island (1996)
cubic metres produced




97,708.1

96,968
(conventional)









137,938.46
(total)

Total costs per cubic metre


$
44.49


$
44.14

Net Income (loss) per cubic metre

($
7.43)


($
3.30)

30.
Hayes submits, relying upon the opinion of Mr. Bendickson, RPF, that Beban’s costs were reasonable having regard to the logging chance at Naka and Roderick in 1995 and 1996, and that Beban’s actual costs, plus a reasonable allowance for profit and risk, would constitute a reasonably competitive rate for 1995 and 1995.

31.
Hayes also submits that the best evidence that the rates it seeks in this arbitration, and in particular, its proposed rate of $49.36 per cubic metre for Roderick Island, is competitive, is that the rate it initially quoted to Western is very close to its actual audited costs, plus an allowance of 15 per cent for profit and risk.  For Roderick Island in 1997, Hayes requested a rate of $45.20, based upon a total volume of 179,364 cubic metres, of which 130,413 would be conventional logging, and 48,951 cubic metres would be heli-logging (Exhibit “10”).  In Exhibit “9,” Tab 8, Hayes provides a table which sets out the contractor’s actual audited costs for Roderick Island logging, and the estimated impact upon its costs of a reduction in volume from the 179,364 cubic metres it had initially proposed to harvest, to the 134,479 cubic metres which it actually harvested.  It relies on Exhibit “9,” Tab 8 to show that had it actually harvested the volume proposed in its rate request, then, based upon its audited costs of logging, and a 15 per cent allowance for profit and risk, the logging rate for Roderick Island would have been $45.68.  Although Exhibit “10,” and Exhibit “9,” Tab B, may illustrate Hayes’ actual costs, plus an allowance of 15 per cent for profit and risk, would produce a rate close to that which the contractor had initially requested in 1997, it does not, in itself, assist me in determining whether Hayes’ proposed logging rates are competitive by industry standards, and would permit a reasonably efficient operator to earn a reasonable return.  I, therefore, place little weight on the contractor’s submission that its rate request for Roderick Island constitutes the best evidence that Hayes’ proposed 1997 logging rates are competitive by industry standards.  

Logging Chance
32.
The problems encountered by Hayes at Naka Creek in 1997, as described by Mr. Harold Hayes, included below average piece size, poor deflection in some cutblocks resulting in hoe forwarding in conjunction with grapple yarding, and a lack of development of road ahead, resulting in congested operations, reduced productivity, and increased costs.  Furthermore, the blocks actually logged at Naka Creek in 1997 included three small blow down blocks that were too wet to yard by hoe chucking, and a “clean up block” with only 2,329 cubic metres remaining to be logged following prior harvesting by Beban.  Block 106 was the only new block which Hayes actually logged at Naka in 1997.  However, all of the volumes suitable for cherry picking, and all of the right of way wood had been taken by Beban in 1996. 

33.
Hayes also contended that it was not permitted to harvest Block 68, which had 10,000 cubic metres of cherry picking and right of way wood remaining, and that it was not authorized by Western to return to Naka to harvest 9,700 cubic metres of low cost right of way and cherry picked wood.  Hayes maintains that if it had been able to take this wood out, its logging costs would have been significantly lower.  

34.
Counsel for Hayes submitted that Hayes could not take wood to the dryland sort at Naka without Western’s permission, and that there was no evidence that Western had ever authorized Hayes to harvest the 9,700 cubic metres of low cost right of way and cherry picked wood.

35.
As for Roderick, Hayes contends that the logging chance there was adversely affected by short and “scrubby” timber, by deflection problems, a lack of road development in advance of logging, and by the loss of nine days of logging due to a Greenpeace blockade, during which time, at Western’s request, it kept its crews on site.

36.
According to Hayes, the logging chance at Naka in 1997 was worse than 1996 due to reduced volumes, small cutblocks, and the absence of cherry picking.  It claims that, at best, the logging chance at Roderick was no better in 1997 than had been for Beban in 1996, and that, in fact, the logging chance at Roderick in 1997 was probably comparable to Roderick in 1995 since, in both years, it was necessary to perform some of the logging using high lead equipment.

37.
Western called two expert witnesses who gave evidence regarding the logging chance at Naka Creek and Roderick Island in 1997.  Mr. Douglas Ruffle, a registered professional forester with the consulting firm of Simons, Reid, Collins, described the logging chance at Naka Creek as average to better than average.  The timber volume per hectare, piece size, and quality at Naka Creek were, in his view, in keeping with the coastal average.  Mr. Ruffle, in chief, also testified that the logging chance at Roderick Island was better than average.  Western’s second expert, Mr. Jim Mitchell, RPF, also gave evidence that Naka Creek had a good logging chance based upon his assessment of timber volumes per hectare, an average piece size of about one cubic metre, a nine month operating season, and moderate weather.  He described Roderick Island as having an average logging chance, taking into account its relative isolation, average volumes, and piece size, and the fact that the camp, log sort, and operational areas were all relatively close together.  In Mr. Mitchell’s opinion, the logging chance of the individual blocks at Roderick Island ranged from below average to above average.

38.
I conclude, on a review of all of the evidence relating to logging chance, that the timber volumes per hectare, piece size, and, for the most part, the terrain at both Naka Creek and Roderick Island were all close to average conditions on the coast.  However, the small blow down and clean up blocks at Naka Creek, the lack of road ahead, and consequent congestion of logging and road building operations at both Naka Creek and Roderick Island, the presence of significant amounts of Y-grade cedar in the particular cut blocks harvested by Hayes at Naka, and some adverse hauling conditions at Roderick Island, were all factors which would tend to significantly reduce productivity, and increase logging costs.

39.
I observe that the loss of nine days’ logging at Roderick Island in the summer of 1997 as a result of the Greenpeace blockade is not the type of factor which a reasonable licensee and contractor would have taken into account in determining logging chance on or before January 1, 1997.  However, it is the type of event, beyond the control of either party to the contract, for which the risk component of an allowance for profit and risk is designed to compensate a contractor.

Reasonable efficiency of Hayes’ Operations
40.
Hayes is one of the largest logging contractors operating on the coast.  Donald and Harold Hayes, who both testified, demonstrated that senior management are experienced and knowledgeable logging contractors.  

41.
The three witnesses called on behalf of Western to give evidence concerning Hayes’ efficiency and productivity at Naka Creek and Roderick Island in 1997 all testified that Hayes’ operations lacked adequate supervision at the field level.  For example, Mr. Boniface complained that Hayes hauled excessive amounts of Y-grade cedar and cypress to the dry land sort until Western brought in a supervisor to work with Hayes’ loaders.  He also diarized a number of complaints relating to environmental issues and road construction deficiencies (Exhibit “34”).  None of these were serious enough to warrant reporting under the Forest Practices Code.  Mr. Boniface also testified that Hayes suffered a week of reduced productivity at Naka Creek due to its delay in replacing a loading contractor who had been dismissed.  Harold Hayes testified that the delay was no more than one or two days, and that, in any event, Hayes was able to maintain its productivity in the short term with its remaining loader.

42.
Mr. Corby Lamb, the Western Area Manager responsible for Roderick Island in 1997, testified that Hayes’ supervisors there did not, in his opinion, spend enough time in the woods.  He was also critical of some of Hayes’ logging practices, and described a number of incidents, some of which, he conceded in cross examination, were minor.  Mr. Lamb also gave evidence concerning an accident in September 1997, when a grapple yarder came off a low bed transporter truck, and toppled into a creek.  It was necessary to assign some of Hayes’ logging crew to assist in cleaning up the resulting oil spill.  This, according to Mr. Lamb, had some impact on Hayes’ productivity.  Mr. Berni Zimmerman, Western’s General Manager, testified that Hayes initially failed to respond adequately to the oil spill, and only did so after Mr. Corby Lamb gave directions for the mobilization of a Hayes crew to assist with the clean up.

43.
Mr. Zimmerman also described his observations of alleged deficiencies in Hayes’ logging practices at Roderick Island.  They included blocked culverts, a bridge which Hayes failed to construct in strict conformance with Western’s engineering plans, work performed in small creeks which were designated as fish bearing, and road construction which deviated from the planned road right-of-way.  Western did not report any of these events as contraventions of the Forest Practices Code.  The oil spill at Roderick Island resulting from the overturning of the grapple yarder was the only incident which resulted in a written complaint from Mr. Zimmerman to Hayes (Exhibit “38”).

44.
While I accept that the diversion of some of Hayes’ crew to assist with the clean up of the oil spill at Roderick Island must have had some short term impact upon productivity, I am not persuaded that the various incidents described by Western’s witnesses, when viewed in the context of four months’ logging operations at Naka Creek, and eight months at Roderick Island, demonstrate chronic inefficiency on the part of Hayes, nor am I persuaded that all of these incidents would have increased Hayes’ costs.  To put it another way, I conclude that, overall, Hayes was reasonably efficient in its operations at Naka and Roderick in 1997.  However, having said that, I do not entirely discount Western’s complaints of a lack of adequate field supervision, particularly during the early stages of Hayes’ operations at Naka and Roderick.  I find that it is more likely than not that inadequate supervision in some instances affected Hayes’ productivity.

45.
This is one factor which I take into account in deciding not to simply accept Hayes’ proposed rate, based on its actual audited logging costs, plus a 15 per cent allowance for profit and risk, as meeting the requirements of section 25 (1) of the Regulation without first considering the evidence of the expert witnesses called to testify concerning the competitiveness and reasonableness of Hayes’ logging costs and proposed rates for 1997 at Naka Creek and Roderick Island.  Furthermore, it is necessary to consider all of this evidence in order to make an objective rate determination.

Competitiveness and Reasonableness of Logging Rates
46.
I heard expert testimony from three witnesses concerning the competitiveness and reasonableness of logging costs and rates for 1997 at Naka Creek and Roderick Island. Western called Douglas Ruffle of Simons, Reid, Collins.  His report is Exhibit “11”.  The company also called Mr. Jim Mitchell, whose reports on 1997 logging rates for Naka Creek and Roderick Island form part of Exhibit “23”.  Hayes called Mr. Kevin Davie, whose report is Exhibit “2B” in these proceedings.

47.
Mr. Ruffle’s report and testimony does not assist me in determining 1997 logging rates for the following reasons.  Mr. Ruffle did not base his opinion on the logging plans actually provided by Western to Hayes.  In preparing his opinion, he did not use the actual yarding mix, or the hauling distances actually encountered.  Although he opined that Hayes could hoe chuck or cherry pick 42 per cent of the volume at Roderick, the actual logging plans did not provide for any hoe chucking at Roderick.  Mr. Ruffle was unaware that of the five blocks logged by Hayes at Naka in 1997, three were blow downs, and one was a small clean up block.  Furthermore, Mr. Ruffle relied on average logging costs derived from Exhibit “13,” which purported to illustrate “coastal average” logging costs as derived from 32 shows.  However, Mr. Ruffle made no detailed analysis of the logging chance at those shows, as compared to the 1997 logging chance at Naka Creek or Roderick Island.  

48.
Similarly, the weight I would otherwise have attached to the opinion of Mr. Mitchell was reduced by the fact that he also had the wrong logging plans for Naka Creek and Roderick Island.  For example, while his report for the 1997 Naka Creek logging rates (Exhibit “23”) shows a volume of 803 cubic metres per hectare for block 33A, and 778 cubic metres per hectare for block 106, the volumes on the logging plans provided by Western to Hayes for those blocks, which are reproduced in Exhibit “44,” show the volumes as 620 cubic metres for block 33A, and 650 cubic metres for block 106.  Furthermore, Mr. Mitchell based his rate calculations on gross scale volumes, rather than on the net volumes for which Western paid Hayes.  Mr. Mitchell acknowledged that the average efficient operator would wish to have road ahead in advance of logging, but could not recall whether anyone had told him that Hayes logged and built road at the same time at Roderick Island in 1997 due to the lack of development ahead.  Mr. Mitchell also acknowledged that he did not attempt to put himself back to early 1997 before Hayes logged in order to determine logging rates for Naka Creek and Roderick Island.  Because, to a significant extent, his cost estimates were not based upon either the actual circumstances (for example, Mr. Mitchell did not file his yarding estimates on the actual yarding prescriptions), or even upon similar circumstances to those which prevailed at Naka Creek and Roderick Island in early 1997, the rates which Mr. Mitchell developed cannot, in my view, be characterized as ones which would permit  “a contractor operating in a manner that is reasonably efficient in the circumstances in terms of costs and productivity to earn a reasonable profit,” as provided in section 25 (1) of the Regulation.  

49.
Furthermore, Mr. Mitchell’s estimated costs for logging at both Naka and Roderick were below the coastal average as shown in the CFLA survey (Appendix II - 1 to III - 6 of Exhibit “12”), and below Beban’s logging costs for 1995 and 1996, all of which leads me to conclude that his proposed rates were too low to be competitive by industry standards.  

50.
I am left then with the evidence of Mr. Kevin Davie, who was engaged by Hayes to review the costs that it actually incurred at Naka Creek and Roderick Island in 1997, and to provide an opinion on whether those costs were reasonable.  Mr. Davie did, however, review each phase of the logging operations, and provided his own estimate of the reasonable costs for each phase.

51.
In my view, of all the expert testimony, Mr. Davie’s evidence, as tested on cross examination, constitutes the best starting point for an assessment of the reasonableness of Hayes’ 1997 logging costs, and for determining a rate which meets the requirements of section 25 of the Regulation.  Mr. Davie was provided with the correct logging plans for Naka Creek and Roderick Island, and had access to Hayes’ actual labour costs.  In addition, he attended at both Naka Creek and Roderick, and made his own assessment of what would constitute reasonable costs for each phase of the logging operations.  

52.
Although Mr. Davie concluded in his report that the actual costs reported by Hayes for Naka Creek and Roderick Island were reasonable having regard to the particular logging chance encountered at each location, on cross examination, he did acknowledge that his estimates for various phases required some downward adjustment.  For example, he agreed with Mr. Rice that the costs he estimated for the yarding phase included a 15 per cent allowance for profit, and an 8 per cent allowance for overhead.  In the case of yarding costs at Naka, which he initially estimated at $11.44 per cubic metre, after one removed the 15 per cent allowance for profit of $1.74, and then removed overhead at 8 per cent, the corrected cost estimate for the yarding phase was $8.94.  He also agreed that it was necessary to remove the 15 per cent allowance for profit and risk from his cost estimates for the dump and boom phase at both Naka and Roderick.

53.
For the falling phase, Mr. Davie’s estimated reasonable cost was $5.46 for Naka and Roderick.  He testified that Hayes had achieved exceptional productivity for this phase, and that their reported costs of $4.52 per cubic metre for falling at Naka, and $4.85 for Roderick were very low.  I accept Mr. Davie’s opinion that $5.46 per cubic metre represents reasonable cost for an average efficient operator for falling at both Naka Creek and Roderick Island.  

54.
For the yarding phase, Mr. Davie’s estimates, which I accept, were, after removal of the 15 per cent allowance for profit, and 8 per cent allowance for overhead, $8.94 per cubic metre for Naka Creek, and $8.16 for Roderick Island.

55.
Mr. Davie testified that Hayes’ loading costs were higher than normal, and agreed with Mr. Rice in cross examination that reasonable cost estimates for loading were $5.14 per cubic metre for Naka, and $5.05 per cubic metre for Roderick.

56.
Again, for hauling, it was Mr. Davie’s evidence that Hayes’ reported costs were too high;  his estimates were $4.65 per cubic metre for Naka Creek, and $4.65 for Roderick Island.  I accept those cost estimates.

57.
For the dump and boom phase, Mr. Davie’s cost estimate, after removal of the 15 per cent allowance for profit and risk he had initially included, was $5.74 per cubic metre at Naka Creek, and $6.00 per cubic metre for Roderick Island.  Note that Mr. Davie’s estimates for this phase only slightly exceed the actual costs reported by Hayes.

58.
For road maintenance, Mr. Davie confirmed that Hayes’ actual costs of $1.49 per cubic metre for Naka Creek, and 49 cents per cubic metre for Roderick Island were reasonable.  His own estimates, particularly for Roderick Island, were higher.  However, because he was unable to clearly explain how he arrived at those estimates, I choose to use Hayes’ actual costs for this phase.  

59.
For the camp and cook house costs, I have, again, elected to use Hayes’ actual costs, and accept that they are reasonable.  I note that Mr. Davie, in reporting Hayes’ actual camp costs of $1.24 per cubic metre for Roderick Island, had included the 50 cent per cubic metre camp rental charge from Western.

60.
For supervision, freight, and deactivation/creek cleaning, I also accept Mr. Davie’s estimates of reasonable costs for each of these phases, as set out in the corrected tables at pages 13 and 24 of his report (Exhibit “2B”).

61.
Mr. Davie’s estimated rates for Naka Creek and Roderick Island also contain a miscellaneous category, which was evidently intended to include costs not accounted for elsewhere such as general overheads and administrative costs, but also adjustments for factors which affected the logging chance at either Naka Creek or Roderick Island.  For example, he testified that his miscellaneous cost category for Naka Creek adjusted for the lack of cherry picking, and for problems associated with log booming in a tidal area.  In my view, such factors are not properly included in a “catch all” category of miscellaneous costs.  They go to the risk component of the allowance for profit and risk.  In my view, to adjust a “miscellaneous” category for costs to take into account these factors, and to then provide for them again through the allowance for profit and risk, would result in double compensation to the contractor.  In cross examination, Mr. Davie acknowledged that his method of determining miscellaneous costs was wrong.  I have, therefore, not been able to rely upon this particular aspect of his evidence.  Mr. Rice submitted that I should simply reduce Mr. Davie’s estimates for the miscellaneous costs category by 50 per cent.  That would, in my view, produce an entirely arbitrary estimate.  Instead, I have chosen to utilize Hayes’ actual costs reported for general overhead and administration, central shop, and sundry expenses as set out in the audited statements of its logging costs for Roderick Island and Naka Creek (Exhibit “9,” Tabs 1 and 3) in order to arrive at what I regard to be a reasonable, although admittedly not entirely precise, estimate for general overheads, administrative and other costs not reflected elsewhere in the phase by phase estimate of logging costs.  

62.
Finally, I understood from Mr. Davie’s testimony that his estimates for the various logging phases included costs of depreciation of the logging equipment used in those phases.

63.
By adjusting Mr. Davie’s phase by phase estimates for Naka Creek and Roderick Island, as set out above, one arrives at the following results:
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Depreciation

64.
Western takes the position that depreciation ought to be excluded from the costs upon which the allowance for profit and risk is calculated.
65.
I am persuaded that depreciation is a cost within the meaning of Regulation 25 (1).  As Arbitrator Wallace stated in his Supplemental Reasons of September 12, 1997, in Pacific Forest Products Limited and Hayes Forest Services Limited:

“The costs referred to in Regulation 25 are the costs of a contractor operating in a reasonably efficient manner.  The efficiency of the operations relates to the equipment used by the operator.  All costs, including capital costs, relating to the operation of that equipment come within the ambit of the Regulation.”

66.
Here, Hayes amortized or depreciated the capital costs of its equipment over the expected life of the assets (see Exhibit “9,” Tabs 1 and 3).  Depreciation is simply one more component of the contractor’s costs upon which it may realize a profit.  Accordingly, I would calculate the allowance for profit and risk on all of the costs of the contractor, including depreciation.

Allowance for Profit and Risk

67.
Mr. Davie testified that the industry standard for profit and risk is 15 per cent.  Mr. Bendickson, a registered professional forester who gave expert evidence regarding logging rates for Beban’s operations at Naka Creek and Roderick Island in 1995 and 1996, testified that 15 per cent is an average rate for profit and risk.  Western’s expert, Mr. Mitchell, gave evidence that, in his experience, there were three recognized  ways in the forest industry for calculating the allowance for profit and risk.  They were either 12.5 per cent on all costs, 15 per cent on all costs exclusive of subcontractors, or 15 per cent on all costs exclusive of depreciation.


68.
Mr. Davie’s opinion that 15 per cent is the industry standard is supported by Arbitrator Munroe’s award in Hayes Forest Services Limited v. Timberwest Forest Limited where Arbitrator Munroe, at page 21, refers to 15 per cent as the “traditional” allowance for profit and risk.  I have already stated that I share Arbitrator Wallace’s opinion that depreciation is a cost upon which the 15 per cent allowance for profit and risk should be calculated.  I also agree with Arbitrator Wallace that profit ought not to be calculated on costs which already include profit.  Mr. Davie’s adjusted rates, as set out above, exclude the 15 per cent allowance for profit and risk which he had initially included.

1997 Logging Rates Award for Naka Creek and Roderick Island
69.
Application of the 15 per cent allowance for profit and risk in this manner produces a rate per cubic metre for Naka Creek of $51.65, and a rate of $47.04 per cubic metre for Roderick Island, which I so award.

70.
I trust that the parties will be able to promptly determine the amount payable by Western to Hayes, after deduction of the 1997 provisional rates previously paid by Western.  

71.
I consider that these rates are competitive by industry standards.  Arbitrator Wallace, in Hayes Forest Services v. Pacific Forest Products Limited, at p. 31, described the task of determining whether a logging rate was competitive with other rates applicable in similar circumstances as being, “at best, a nebulous exercise”.  That exercise is rendered more difficult here by the lack of any detailed comparison between the logging chance at the 23 operations for which stump to dump contract logging costs are recorded in Exhibit “13,” and the logging chance at Naka and Roderick in 1997.  The costs documented in Exhibit “13” for 1997 range from a low of $23.34 per cubic metre to a high of $50.48 per cubic metre.  I have concluded that the best indication that the rates I have determined here are competitive is that, in the case of Naka Creek, Hayes’ 1997 rate is remarkably close to the rate which Beban would have received for 1996 if one were to add a 15 per cent allowance for profit and risk to its actual 1996 logging costs of $44.10 per cubic metre.  The 1997 rate for Roderick Island is derived from costs which are significantly lower than those recorded by Beban for its operations at Roderick in 1995 and 1996.  The Hayes 1997 Roderick logging rate of $47.04 is, in fact, slightly less than the rate of $47.17, which Mr. Bendickson opined to be the reasonable and appropriate 1995 logging rate for Beban, with a logging chance comparable to that which prevailed in 1997 at Roderick.  

Interest

72.
By operation of section 6 of the Regulation, and section 28 of the Commercial Arbitration Act, R.S.B.C. 1996, c. 55, I have the jurisdiction to award interest.  Two years have passed since Hayes commenced its 1997 logging operations at Naka Creek and Roderick Island.  I have concluded that an award of interest at Court Order Interest Act rates is appropriate in this case.  According to Exhibit “7,” Hayes’ “1997 Actual Log Plan and Budget by Month for Naka Creek,” Hayes logged there between May and August of 1997.  Exhibit “8,” the 1997 Actual Log Plan and Budget by Month for Roderick Island, indicates that Hayes conducted logging operations there between May and December 1997.  The approximate mid points for Hayes’ 1997 logging operations are June 30 for Naka Creek, and August 30, 1997, for Roderick Island.  Accordingly, I would direct that interest be calculated at Court Order Interest Act rates from June 30, 1997, for the Naka Creek portion of this award, and from August 30, 1997, for the Roderick Island portion of this award.

Costs
73.
At the request of counsel, I will hear submissions on costs following delivery of my award for 1997 road building rates for Naka Creek and Roderick Island.


It is so awarded.  


DATED at the City of Victoria, in the Province of British Columbia, this 6th day of May, 1999.









                                                                  







Paul J. Pearlman, Q.C.









Arbitrator
