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Purpose

1. To notify regional authorities and other stakeholders of changes to the procurement procedure for contract price adjustment of public transport services.  These changes put into effect decisions made in the Board paper Cost Adjustment of Public Transport Contracts (No. 08/10/0077).  This circular does not include the finalised new index formulae which will be issued as a separate circular in the near future.
Background

2. In response to stakeholder concerns about the index formula and the variety of ways in which it is being applied by regional authorities, NZTA agreed to conduct a review of cost adjustment as a component of the Public Transport Procurement Review.  The NZ Institute of Economic Research (NZIER) were engaged to review the formula and its method of application.  They provided a report in November 2007.  

3. After discussion with the then Land Transport NZ Board’s procurement committee, the report together with an official consultation document was released in February 2008.  NZIER’s report was also peer reviewed by SAHA International.  A number of discussions were held with the Public Transport Procurement Technical Reference Group on both consultants’ reports before finalising recommendations for the NZTA Board.

Overview of changes 

4. The prescribed method is largely identical to what is recommended by the current guidelines in the CPP manual.  Because of their former status as guidelines, authorities had discretion to vary the method used.  Therefore the most significant change is to amend the status of what were guidelines as rules, in order to standardise the process across regions.
5. As for all procurement rules, this prescribed method has the status of being a pre-approved procedure.  If a council wishes to depart from them then they will need to apply for approval to use a different procurement procedure.  All such applications will be tested against the requirements of s25 of the Land Transport Management Act 2003 and will take into account the view of all stakeholders, including public transport operators.  Note that for other than minor variations approval is required from the NZTA Board and therefore applications should be received at least two months prior to any tender for which it is required.
6. A significant change to the current rules is for cost adjustment to be applied to the first year of service delivery.  The previous approach was to assume that operators could accurately forecast inflation over this period.  With greater volatility in input prices and with longer lead times before contracts commence this is no longer seen as a valid assumption.

7. NZTA has also sought to clarify the guidelines on how the value of net contracts should be adjusted for changes in fares. 

Coverage

8. For all new diesel bus and ferry contracts the attached procurement rule and guidelines replaces the relevant provisions of both the Competitive Pricing Procedures Manual volume 2, and the Interim Procurement Manual, i.e. the changes apply regardless of which manual is in use.  This policy is effective immediately for all contracts entered into from 10 March 2009.
NZTA support 

9. Model request for tender clauses, and a spreadsheet that illustrates the new procedure, are being developed and if there is demand the Agency will also provide training on the revised system.  
Further review 

10. NZTA will be conducting a further and final review of these procurement rules for cost indexation with a particular emphasis on the treatment of net price contracts.  A discussion paper will shortly be published on this topic.
Enquiries 

11. The information contained in this circular will be incorporated into the final version of the Procurement Manual.  If you have any queries, please contact Jeremy Traylen, Senior Policy Advisor, NZTA National Office, DDI (04) 894 6432, email jeremy.traylen@nzta.govt.nz
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7.28
Contract price adjustment for input price fluctuation - public transport services

	Rule
	1. Contracts of more than 12 months duration shall make provision for price adjustment to compensate for input price fluctuation (inflation and deflation) using the appropriate index published by NZTA (described in forthcoming Appendix G).

a. Price adjustments will be paid on a quarterly basis, beginning from the commencement of delivery of the service.

b. Price adjustments will reflect movements in the index, up or down, since the quarter in which tenders closed.

c. Both gross and net contracts will be inflation adjusted on the gross price.

d. The most recent version of the indices will always apply, including any changes to the composition or weighting of index components.

	Guidelines
	· For any contract with a duration of over twelve months, approved organisations are required to make adjustments to contract prices to compensate for fluctuations (up or down) in the price of inputs (e.g. wage rates, fuel prices etc).  This is to be done on a quarterly basis using a standard index published by NZTA.  There are separate indices for diesel bus and ferry contracts (further details in the forthcoming Appendix G).  A spreadsheet template will be made available from NZTA which demonstrates the method to be followed.

· For contracts of less than 12 months, approved organisations should assess whether input prices are likely to be difficult to forecast accurately over the contract term and therefore whether operators are likely to include a material risk premium for inflation in their pricing.  In such cases it is recommended that authorities make use of the standard procedure for inflation adjustment.

· It is recommended that price adjustment is calculated and paid in arrears as soon as practicable after the publication of the index for the related quarter.  E.g. the index for the March quarter will normally be published in late May and therefore payment for price adjustment for the March quarter would be made in June.

· The role of indexation in contract extensions under section 7.27 should be noted.  An example of resetting the contract price will be provided in Appendix G.

	Explanatory Note
	· NZTA will be reviewing the survey information about operators’ cost structures, and therefore the index formula, approximately every five years.  The latest version of the indices will always apply to contracts, including any changes to the composition and weighting of the index i.e. the version of the indices that existed when contracts were entered into will not necessarily apply for the entire lifetime of the contracts, but will only change as a result of NZTA’s 5 yearly cycle of review.

· Contract price adjustment is intended to cover all inflation (or deflation) that occurs from the quarter that tenders close, including the interval between the close of tenders and the commencement of service.  I.e. the adjustment reflects the fluctuation in input prices between the quarter in which services are priced and each quarter in which services are delivered.

· Operators do not need to forecast inflation for the period leading up to the commencement of the contract, nor for any initial contract period.


7.29
Fare adjustments - public transport services (net contracts)
	Rule
	1. Approved organisations using net contracts shall adopt standard procedures for calculating revised contract amounts to account for changes in fares from the first year. Revisions according to such procedures will be calculated in addition to any inflation adjustment.

2. Suppliers are permitted to cancel net contracts within three months of any change in fares, provided a minimum of 90 days notice is given.

	Guidelines
	· In the case of net contracts, the approved organisation needs to state in the RFP the basis on which fares are to be fixed throughout the duration of the contract, and the supplier needs to respond with the basis of their revenue estimates for each year. The fare basis could be stated in absolute terms, or in relation to an inflation index (eg Consumer Price Index or one of NZTA’s indices) 

· However, a method which could retain more flexibility is for the approved organisation not to make such a specification, but to request the supplier to specify their assumption on the proportionate change in base revenue in relation to the proportionate change in average fare imposed, expressed in terms of an elasticity of demand factor.
· NZTA’s current recommended value for elasticity of demand is -0.4.  In reality elasticity will vary with the time travelled, the mode and length of the trip, however for most cases a simple approach of applying one elasticity value is recommended.

· It is important to note that elasticity of demand should be applied to real, not nominal, changes in fares ie consumer price inflation should be subtracted from the fare change.  For example if the change in average fare is 10%, but inflation since the previous fare increase has been 3%, then this is a 7% real change in fares.  If the nominal fare increase is less than or equal to the rate of inflation since the previous fare increase, then a zero change in patronage should be assumed.

· A useful formula is as follows:

Proportionate Change in Revenue = (1+∆Fn)*[1+(∆Fr*Ed)]-1
Where ∆Fn = Nominal change in fare, ∆Fr = real change in fare, and Ed = elasticity of demand

In the above example ∆Nf=10%, ∆Fr =7%, and Ed=0.4.

Therefore ∆ Revenue = (1+0.1)*[1+(0.07*-0.4)]-1 = (1.10)*(0.972)-1 = 0.0692 or 6.92%.

	Explanatory Note
	· NZTA’s recommended value for elasticity of demand is based on the 2004 survey undertaken by Booz Allen & Hamilton
.  NZTA is continuing to conduct research on elasticities and is likely to review the related guidelines in the near future.
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