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1 Introduction
These notes have been prepared for the Society of Local Government Managers (SOLGM). 
This version updates forecasts made in September 2008.  It is fair to say that the inclusion of the latest data has not significantly altered our long-term cost-adjustor forecasts.  
This document contains forecasts for price level, using data for the December 2008 quarter, change adjustors for local authorities (LAs) to use in their budget processes consistent with their Long-term Council Community Plans (LTCCP).  It incorporates the latest actual data to December 2008 and forecasts the adjustors to June 2019.
Our earlier reports outlined the approach and methodology, and discussed alternative adjustors and reasons why the particular adjustors were chosen for forecasting.

The forecasts provide a medium-term view of the likely movement of these adjustors, rather than movement over the next year or two.  There will always be unexpected reasons why individual costs might rise faster or slower in a particular year.  However, this does not necessarily mean that the medium-term forecast will, or should be, adjusted.  Likewise there will always be regional differences in the rate of change for a particular adjustor.  These adjustors are forecast at the national level and councils may need to consider if there is information to show that a difference might be expected at the regional level.

BERL has forecast one adjustor for each of the following nine categories for the period to 2019.

1. roading and transports costs.

2. property, reserves and parks costs.

3. water - clean and dirty - including pipeline costs.

4. staff costs.

5. energy costs.

6. other – adjustor for local government costs.

7. pipeline costs (a sub-component of water costs)

8. earthmoving costs (a sub-component of property, reserves and parks)

9. private sector salary and wage costs (a sub-component of adjustors 1 to 4 above) 

1.1 Input or output adjustors, capital and expenditure items

The issue of applying adjustors to costs based on input type and/or to activities based on output groups was extensively discussed (see earlier reports).  Previously, it was agreed that individual LAs should apply the adjustors as they determine appropriate in the light of guidelines provided by SOLGM in the LTCCP Jigsaw document and its successor Piecing it Together.  LAs will also need to consider the most appropriate approach given their own accounting systems and processes.

In this context, the adjustors above do not clearly fall into input or output classes.

It may assist some LAs to view three (staff, energy, and other) of the adjustors as applicable to input costs.  A further three (roading, property and water) adjustors have been constructed in order to be applicable to appropriate input categories, where these activities are contracted out by the LA.  However, where these activities remain in-house LAs can use these adjustors for the appropriate output group if they so wish.

The primary focus of the set of adjustors is on operating expenditure.  The adjustors may be used on capital expenditure items as the indices include a combined forecast of operating and capital costs.  However, because of this mixture in the composition of these indices, they may understate (or overstate) the change in the prices of capital expenditure items.

Therefore, BERL has also separately forecast the last three adjustors (pipelines, earthmoving, and private sector wages) for LAs requiring a more precise adjustor for capital items.  These can be applied, as appropriate, to costs based on inputs.

1.2 Comparison with LTNZ forecasts

In the report completed by the Local Government Rates Inquiry, there was a comparison made between BERL’s transport adjustors and Land Transport New Zealand (LTNZ) forecasts.  The section in the Inquiry’s report is a summary of a report completed by GHD.  The GHD report (available at ratesinquiry.govt.nz) was more direct and said that:

“This raises a very significant issue.  In discussing this with LTNZ staff, they are strongly of the view that the figures used for transport by BERL significantly understate the cost escalation occurring in the transport industry.  In other words, many councils by using the BERL indicators may significantly understate their future operating costs.”

We were not approached for our comment or view on this comparison.  We have not completed a detailed analysis of the LTNZ forecasts, but we note that the GHD report says that the LTNZ data allows for both ‘scope increases and price increases’.  This focus differs significantly from our price forecasts.  In other words the LTNZ forecasts include adjustments for increases in the volume of transport work completed as well as increases in the price, whereas BERL has only forecast the change in prices.

1.3 General price inflation
For comparative purposes, the average level of price inflation over the forecast period is expected to remain consistent with the current Policy Targets Agreement between the Minister of Finance and the Governor of the Reserve Bank.  The relevant phrase in this agreement, which target inflation as measured by the Consumer Price Index (CPI), states:

“… the policy target shall be to keep future CPI inflation outcomes between 1 per cent and 3 per cent on average over the medium term.”

2 BERL’s assessment of the economy

This section outlines the underlying assumptions used in the updated forecasts and our assessment of the New Zealand economy.
2.1 Variables used in forecasting

A set of core economic variables were used to generate the estimated equations.  To generate forecasts for each of the adjustors, these estimated equations required forecasts of the core economic variables.

Table 1 lists the path of the economic variables used in the generation of the forecasts for the adjustors.  These economic forecasts are BERL’s assessment of the likely medium-term path of the New Zealand economy.

The forecasts from June 2009 to June 2011 come directly from BERL’s latest quarterly forecasts.  The forecasts over the medium term are consistent with projections from BERL’s CGE
 model of the New Zealand economy.

Table 1 Forecast of economic driver variables: % per annum change 
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Nominal GDP Real GDP

Non-hsg 

invtmt Employment

Jun 08 6.1 2.7 4.2 1.1

Jun 09 2.4 -0.5 -1.7 0.2

Jun 10 4.6 1.4 -2.5 0.5

Jun 11 4.2 2.4 -1.7 1.0

Jun 12 4.5 2.5 -0.9 1.2

Jun 13 4.5 2.5 0.0 1.3

Jun 14 4.6 2.6 0.8 1.4

Jun 15 4.7 2.7 1.6 1.5

Jun 16 4.8 2.7 2.5 1.7

Jun 17 4.9 2.8 3.3 1.8

Jun 18 5.0 2.8 4.1 1.9

Jun 19 5.1 2.9 4.1 2.1


2.2 BERL’s assessment
This section outlines BERL’s assessment of the short-term prospects for the New Zealand economy.  The short-/medium-term outlook remains unpleasant, with much hinging on government infrastructure investment initiatives and the outlook for our trading partners.
Global situation

The situation in the global continues to worsen in the last few months.  Cash rates were slashed over the previous year - some of the countries having (near) zero official cash rates (e.g. Japan, the US).  New Zealand also joined, cutting the OCR to a record low of 3.5 percent in January.  However, it looks like now we are relying on fiscal stimulus to pull us out of the recession.  Internationally, most of the developed nations have announced their rescue plans, including Australia, the US, and Japan (Japan is actually considering a second stimulus package).
Domestic economy

The domestic economy is not looking promising either.  The slowdown is leading to cumulative impacts on confidence and risks causing a much deeper and longer downturn.  For example, employment is still growing, despite headlines focussing on unemployment.  Similarly, the downgrade in dairy payout still keeps the forecast payout at the third-highest in history.  

Whether the government’s stimulus package is sufficient to counter this overwhelming negative confidence remains to be seen.
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Currency

The NZ$ dollars broke the 50c support level recently and now the Kiwi dollar vs US$ exchange rate is at a six-year low.  It is unlikely for it to recover in the short run; and it is possible to go further south after the 16 March Monetary Policy Announcement, depending on the RB’s decision.
Interest rates
Interestingly, despite the weak economic situation, the Reserve Bank of Australia kept the cash rate unchanged on Tuesday (4th March).  The Board believed the “cumulative decline in interest rates will provide significant support”.  For a similar reason, the RBNZ might put a break on interest rate cuts as Dr Bollard indicated at last month’s media conference that the future cuts would be of smaller scales.

3 Forecast for adjustors

Table 2 lists the forecast indices for each of the adjustors for the period from the year ended June 2009 to the year ended June 2019.  The figures in grey are based on actual data up to the December quarter 2008.

Table 2 Adjustors: Index Jun 2008 = 1000
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Road Property Water Energy Staff Other

Jun 06 918 928 941 912 932 910

Jun 07 963 964 925 874 959 940

Jun 08 1000 1000 1000 1000 1000 1000

Jun 09 1050 1023 1080 1090 1026 1060

Jun 10 1085 1051 1122 1123 1053 1095

Jun 11 1114 1080 1147 1153 1079 1132

Jun 12 1145 1116 1184 1180 1105 1159

Jun 13 1173 1146 1220 1213 1135 1187

Jun 14 1201 1174 1258 1248 1165 1215

Jun 15 1229 1209 1300 1289 1195 1243

Jun 16 1259 1246 1343 1332 1226 1273

Jun 17 1290 1278 1388 1377 1264 1304

Jun 18 1322 1309 1436 1424 1304 1336

Jun 19 1351 1339 1486 1473 1344 1369


Table 3 lists the annual percentage change for each of the adjustors.

Table 3 Adjustors: % per annum change
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Road Property Water Energy Staff Other

Jun 06 5.7 3.9 11.9 25.8 3.5 4.6

Jun 07 4.9 3.9 -1.7 -4.2 2.9 3.3

Jun 08 3.8 3.7 8.1 14.4 4.3 6.4

Jun 09 5.0 2.3 8.0 9.0 2.6 6.0

Jun 10 3.4 2.7 3.9 3.1 2.7 3.4

Jun 11 2.6 2.8 2.3 2.6 2.4 3.4

Jun 12 2.8 3.3 3.2 2.4 2.4 2.4

Jun 13 2.4 2.6 3.0 2.8 2.7 2.4

Jun 14 2.4 2.5 3.1 2.9 2.6 2.3

Jun 15 2.4 3.0 3.3 3.3 2.6 2.4

Jun 16 2.4 3.1 3.4 3.3 2.6 2.4

Jun 17 2.5 2.5 3.3 3.4 3.1 2.4

Jun 18 2.4 2.4 3.4 3.4 3.2 2.5

Jun 19 2.2 2.3 3.5 3.5 3.1 2.5


Table 4 lists the total (or cumulative) percentage change from the year ended June 2009 for each of the adjustors.  This table can be used to calculate the increase of future year expenses based on 2008 costs.

Table 4 Adjustors: total % change from June 2008
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Road Property Water Energy Staff Other

Jun 09 5.0 2.3 8.0 9.0 2.6 6.0

Jun 10 8.5 5.1 12.2 12.3 5.3 9.5

Jun 11 11.4 8.0 14.7 15.3 7.9 13.2

Jun 12 14.5 11.6 18.4 18.0 10.5 15.9

Jun 13 17.3 14.6 22.0 21.3 13.5 18.7

Jun 14 20.1 17.4 25.8 24.8 16.5 21.5

Jun 15 22.9 20.9 30.0 28.9 19.5 24.3

Jun 16 25.9 24.6 34.3 33.2 22.6 27.3

Jun 17 29.0 27.8 38.8 37.7 26.4 30.4

Jun 18 32.2 30.9 43.6 42.4 30.4 33.6

Jun 19 35.1 33.9 48.6 47.3 34.4 36.9


3.1 Additional adjustors

Forecasts for the additional adjustors are summarised in the following three tables (Table 5 to Table 7).

Table 5 Additional adjustors: Index Jun 2008=1000
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Pipelines

Jun 06 939 912 939

Jun 07 965 962 968

Jun 08 1000 1000 1000

Jun 09 1039 1040 1026

Jun 10 1064 1081 1056

Jun 11 1101 1113 1092

Jun 12 1135 1150 1120

Jun 13 1172 1188 1148

Jun 14 1211 1231 1180

Jun 15 1252 1276 1212

Jun 16 1295 1320 1244

Jun 17 1342 1362 1277

Jun 18 1389 1406 1312

Jun 19 1439 1452 1342

Earthmoving Pvte sector labour


Table 6 Additional adjustors: % per annum change
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Pipelines Earthmoving Pvte sector labour

Jun 06 4.1 1.0 -0.4

Jun 07 2.8 5.5 3.1

Jun 08 3.6 4.0 3.4

Jun 09 3.9 4.0 2.6

Jun 10 2.4 3.9 3.0

Jun 11 3.4 3.0 3.3

Jun 12 3.1 3.3 2.6

Jun 13 3.3 3.3 2.5

Jun 14 3.3 3.6 2.7

Jun 15 3.4 3.6 2.8

Jun 16 3.5 3.5 2.6

Jun 17 3.6 3.1 2.7

Jun 18 3.5 3.2 2.7

Jun 19 3.6 3.3 2.3


Table 7 Additional adjustors: total % change from June 2008
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Pipelines Earthmoving Pvte sector labour

Jun 09 3.9 4.0 2.6

Jun 10 6.4 8.1 5.6

Jun 11 10.1 11.3 9.2

Jun 12 13.5 15.0 12.0

Jun 13 17.2 18.8 14.8

Jun 14 21.1 23.1 18.0

Jun 15 25.2 27.6 21.2

Jun 16 29.5 32.0 24.4

Jun 17 34.2 36.2 27.7

Jun 18 38.9 40.6 31.2

Jun 19 43.9 45.2 34.2


3.2 Note – regional fuel taxes and ETS

Note, the imposition of regional fuel taxes were not included in the projections.  We understand that Statistics New Zealand (SNZ) have not decided how they will treat this factor within their definition of producer prices.  The issue is whether SNZ view the tax as a charge for a particular good or service, or as a revenue-raising tool.  Our judgement is that the fuel tax could well be excluded from the definition of producer prices.  However, this situation may change depending on further deliberations by SNZ.
3.2.1 Emissions Trading Scheme

In a similar vein, the impact of the proposed Emissions Trading Scheme (ETS) has not been explicitly incorporated into our forecasts.  Again, the interpretation by SNZ as to the implementation of this ETS has yet to be established.  In addition, a critical component in assessing the impact of the ETS – i.e. the price of CO2 emission units – remains uncertain.

As a guide, information from documents prepared for the Ministry for the Environment and the Treasury is summarised below.

With a price for emission units of $25 per tonne of CO2:

· petrol price increase by 6.1c per litre (GST incl) – approx 3% on current price

· diesel price increase by 6.7c per litre (GST incl) – approx 4.5% on current price
· wholesale electricity price increase by 1.4c per kwh

· retail electricity price increase by 2c per kwh (GST incl)

· wholesale gas price increase by $1.40 per GJ

· Retail gas price increase by $1.70 per GJ (GST incl)

However, the price for European Union Allowances emission units has varied over the past nine months between 20€ and 30€ per tonne of CO2.  The latest price is close to 25€, which is approximately NZ$50 per tonne at current exchange rates.  In approximate terms, this would double the impacts listed above.
These influences are likely to have a particular impact on the energy cost adjustor, as well as the road cost adjustor (given this has the road transport inputs PPI as one its constituents).
Note, though, that the influence of the ETS on the cost adjustors will be a single, one-off impact on the level of the relevant indices listed in Table 2 and Table 5.  The importance this one-off lift in the price level (i.e. on the level of each of the cost adjustors) depends on the weight of each item in each constituent index.

As an indication of the likely across-the-board impact, petrol costs accounts for 5.38% of the households’ CPI, while another 3.82% is taken up by electricity, gas and other energy costs.  Assuming a price of emission units of NZ$50 per tonne of CO2, would lift the overall consumer price level by a one-off 1.1% (i.e. not 1.1% per annum).
Thus, lifting all the cost adjustors in Table 2 and Table 5 by 1.1%
 would be a crude first approximation to incorporate the likely impact of the ETS.  A more refined method would increase the road and energy adjustors by more than the 1.1% average, while lifting others by less the 1.1% to acknowledge the larger impact on these emission-related categories.  Once the ETS becomes established
 and a price for NZ emission units can be observed the above calculations can be undertaken, and projected, with more rigour.

In the interim, we caution Local Authorities to ensure these two issues (regional fuel tax and ETS) are explicitly identified for special treatment in any contracts that use Statistics New Zealand price indices (e.g. in price/cost escalation clauses).

4 Appendix - Construction of the indicators

This section outlines how the price level indicators were constructed.  This section was originally included in our August 2005 report.  We report this here for ease of reference.  We also include a description of the indicators and their main cost drivers.  
As part of our initial pieces of work, BERL evaluated a number of LA annual plans to determine the major cost categories.  This was done for three major groups of LAs: regional councils; city councils; and district councils.  At the completion of this work a report was prepared that outlined the major cost categories for each of the types of councils and a suggested set of indices that could be used to approximate the movement in the costs.  After discussion with SOLGM and the Office of the Auditor-General (OAG) it was decided to use six price level indicators for all LAs and an estimate of future interest rates.  While this approach may not fit every LA, it balanced the need for robust and meaningful information with the need for an approach that was simple enough to use.

Based on the six adjustors that were agreed, BERL compiled a set of composite indices for each adjustor.   Table 8 shows the indices that were used as the basis of the forecasts for each adjustor.

The roading, property, and water costs in a number of LAs represent three of the larger cost categories.  For a number of LAs these costs are contracted out to external suppliers.  The indices for these costs had to account for the changes in the costs of the inputs plus the changes in the cost of upgrade and repairs and maintenance of physical assets.  For this we have included a combination of the appropriate PPI input cost indices plus the appropriate CGI indices.  Because neither of these indices included salary and wage costs, we also included an index to approximate the movement in salary and wage costs.  

Energy costs were included because they are an item that is usually easily identified by LAs.  Our composite indices include the appropriate PPI input indices and an index to approximate the movement in salary and wage costs.

Table 8 Indices used for each adjustor

[image: image10.emf]Indices used SNZ Identifier Description Main Drivers

Roading/Transport

PPI inputs - Road transport PPIQ-SNI01

CGI - Transport ways (other construction) CEPZ-S2CA

Total labour costs - Private sector LCIQ-SE49Z9

Property, reserves and parks

PPI inputs - Cultural and recreation services PPIQ-SNP

CGI - Earthmoving and site work CEPQ-S2CD

Total labour costs - Private sector LCIQ-SE49Z9

Water

PPI inputs - Electricity generation and supply PPIQ-SND01

CGI - Pipelines CEPQ-S2CB

Total labour costs - Private sector LCIQ-SE49Z9

Energy

PPI outputs - Electricity generation and supply PPIQ-SUD01

Total labour costs - Private sector LCIQ-SE49Z9

Staff

All salary and wage rates - Local govt sector LCIQ-SE13Z9 Council operations Staff costs

Other

PPI inputs - Local government and civil defence* PPIQ-SNM02

Local government 

administration services 

and civil defence

Staff costs and other 

administration costs

Pipelines

CGI - Pipelines CEPQ-S2CB

Earthmoving

CGI - Earthmoving and site work CEPQ-S2CD

Private sector salary and wage costs

Total labour costs - Private sector LCIQ-SE49Z9

PPI  - Producer Price Index, CGI - Capital Goods Index, SNZ - Statistics New Zealand

* The official sub-industry group title of Local government administration services & civil defence has been abbreviated to Local

Electricity, gas prices

Repairs and maintenance 

of water supply

Repairs and maintenance 

of buildings; grounds 

maintenance, recreation 

services

Transport industry costs Public transport, roading

Maintenance of public 

buildings and assets (e.g. 

sports grounds, parks, 

arts, recreation)

Drinking water supply 

and stormwater

Electricity generation, 

supply


The staff adjustor relates to internal salary and wage costs of LAs.  We have used the appropriate labour cost index (LCI) for local government as the basis for forecasting the movement in these costs.

Other costs refer to all other input costs for LAs.  We have used the PPI input indices for Local Government costs to forecast the movement in these costs.
All work is done, and services rendered at the request of, and for the purposes of the client only.  Neither BERL nor any of its employees accepts any responsibility on any grounds whatsoever, including negligence, to any other person.

While every effort is made by BERL to ensure that the information, opinions and forecasts provided to the client are accurate and reliable, BERL shall not be liable for any adverse consequences of the client’s decisions made in reliance of any report provided by BERL.  Nor shall BERL be held to have given or implied any warranty as to whether any report provided by BERL will assist in the performance of the client’s functions.
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� Computable General Equilibrium


� That is, the 1361 figure for the level of the road cost adjustor for 2019 � REF _Ref112051226 \h ��Table 2�, could be lifted to 1376.  Consequently, the cumulative 36.1% figure for 2019 in � REF _Ref112051315 \h ��Table 4� would become 37.6%.


� Petrol is to be included in 2009 and electricity in 2010.






