Mitigating the risk of rising
costs and fluctuating prices

Sept 28 2022 Dublin

Eoin Lonergan FCIPS

Director - Tender Team
Chairman - Chartered institute of Procurement & Supply (Ireland)




It's good to be back !

It's really good to be back -
I don’t blame Philip !

Speaker Profile:
Eoin Lonergan BBS Hons, MA, MSc, DipM, DipTHed, MCIM, FCIPS

Eoin is a recognized procurement and tendering expert with almost 30
years experience as educator, board level advisor, consultant, author
and practitioner. Following 20 years working out of London, he returned
to Dublin when appointed as the 1t Sourcing Director at the OGP in
2013. He has held consulting leadership roles for Deloitte, PwC and EY
and currently is a Director with TenderTeam. He is the Chairman of the
Chartered Institute of Procurement & Supply CIPS (Rol) and a CIPS
Fellow. Over the past 3 years he has focused on supporting companies
win business in the public sector in Ireland and the UK, while also
running high value complex procurements for clients in both public and
private sectors.

elonergan@tenderteam.ie tendericam

Welcome to winning




1. Introduction & Context

2. Overview of tools available to procurement
to attack and manage costs

3. Cost Certainty and Fixed Price Contracts
examined

4. Fixed Price Contracts - can they really
reduce risk?

5. Using Contract Price Adjustment / Price
Variation clauses in contracts

6. Some Do’s and Don't’s..

Q&A

Upm
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What's the fuss? Wf\,@s

Following decades of low inflation — high inflation is back, and we all need to plan for it..

> An Roinn Caiteachais Euro zone inflation broadening
(‘, ,5‘ Phoibl{ agus Athchdirithe . . . :
7 | Department of Public and will continue to rise, ECB's
‘( / 3 . 1 -
Expenditure and Reform Schnabel says
The Department of Finance has updated its
€2bn for rainy day' fund forecasts to headline inflation of 8% per cent for . . .
in cost of living Budget 2022, and just over 7% for 2023, the Minister Prices in Ireland are 9.6% higher than
Budget 2023 said, this time last vear, new figures show
lrish rate of inflation set to ‘peak’ Eurozone inflation nearing 10% will test
next quarter, analysts warn European Central Bank

¥ mfiation - Thursday 8 September, 2022

The Esri predicted a ‘spike in prices’ for the last quarter of 2021, driven by
rising global energy costs and the swell of demand which continues to 4 m '.:::::’1;:!:lv;:l?\t::: Wi Mightly foun Jes
outpace supply % 7 & sz @ 055 e W

— Business - e, L
EVA SHORT | OCTOBER 6, 2021 = P()St - Q s -

T H E : IRI S H I 'IM IE : S Ll [Tacker mortgages set for increase as ECB
TN ". | hikes interest rates by record 0.75
" ~‘
- ‘ ¥

g% in the year 1o Augss

Econom

o ' . . > . . percentage points
Irish inflation moderates to 8.7% amid worst cost-of-living squeeze in e e B s
T oo e

Headline price growth drops for first time in seven months
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No point in trying to forecast inflation rate... !

P

Numbers vary but DPER forecasting 7% - 8% into 2023 - can’t be ignored

Ireland Historical Inflation Rates
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8% year on
year inflation =
almost 40%
price increase
in 4 years..

the life of many
Public Sector
Contracts /
Frameworks

»
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Our focus in this session is on mitigation, but..... oV

There are many tools available to procurement professionals to address and challenge costs

Demand management - Do we really need this ? ‘@ c I Ps

Negotiate with contractors - /s there a win-win outcome? Chartered Institute of

Procurement & Supply
Cost analysis - Identify exposure and seek substitutes @cps e QO @ w FEETEE
Value Engineering & Analysis - Can we Design out? T 14MS5 Commercial Negoﬁaﬂon (CORE) -
Standardisation - Variety is the enemy of cost reduction Stlldy Guide
Make or Buy analysis - should we bring “in-house”? LAM5 Commercial Negotiation

Commer (CORE) - Study Guide
Target suppliers costs.. — not their profits ! : e
Becoming an more “attractive” customer.. They pay less !
Members 0710

Early Supplier Involvement - Greatest opportunity at - Hmwhves .’“::

Edition 1 -2018

procurement / design stage to ask what will reduce costs? R bty oot b

eod of chapter asssssments, regular recaps and real-world case

DO ne th a t? studies, the shudy guide contamns eerythng yoo need Lo heip
N YOu De prepared and confident for your URCOmMing axarm. n Sooce
M t t Author Eoin Lonergan FCIPS covers all alements of the CIP5 Quangity
| Iga e Commercial Negotiotion sySabuss Ina refreshing and engaging . ADD TO BASKET
style 1

10. Contract Price Adjustment / Price Variation clauses
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Inflation should not be ignored - particularly as a buyer ?ﬁve‘

You cannot fix costs - just prices - someone always pays...

Fixed Cost Contracts were largely unquestioned in low
inflation times when suppliers could absorb 2-3% and /or find
efficiencies via technological or other innovations - even in

extreme cases !

Provision of Leqgal Services
REQUEST FOR TENDER

6. APPENDIX A - FEE PRICING SCHEDULE

Tenderers to complete the pricing schedule below for all members of the proposed
team using the role descriptions provided:

Fee Proposal

Ref Tender Hourly | Tender Daily
no. Rate (€) Rate (€)'

Al prices are to b6 held for 5 years and a further 2 years if contract is at-
discretion. te narrative should accompany the table any
relevant

»
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Government now acknowledges ignoring does not work ot

Announcement that Govt will reimburse construction suppliers for inflation in specific situations

Capital Works Management Framework U ol T Glels

not address the specifics
of the CWMF - but wider
cost mitigation

Home News Circulars Regulations Contact Us Useful Links approaches that can be
considered in public

Click for details of the Inflation/ Supply Chain Delay Co-Operation Framework Agreement sector contracts

CAPITAL WORKS Details of Inflation/ Supply Chain Delay Co-operation
MANAGEMENT FRAMEWORK Framework
PILLAR 1: PUBLIC WORKS Guidance Note on Inflation/ Supply Chain Delay for use with: PW-CF1 — PW-CF5
CONTRACTS
PILLAR 2: CONDITIONS OF Guidance Note on Inflation/ Supply Chain Delay for use with: PW-CF6
ENGAGEMENT
PILLAR 3: COST PLANNING i
CONTROL AND SUITABILITY
8 Eoin Lonergan FCIPS ‘
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Cost certainty - so attractive yet so expensive.. o0

You cannot fix costs only prices — someone always pays and it’s often the client

Fixed Price contracts work best when: Pattern Of cost overruns on SChOOI. and
hospital buildings since 2010

- there is little or no potential for variations in scope

- client can commit to a fixed schedule 'Clear pattern of cost overruns in capital projects’ as 35 out
start / end dates

of 38 go over budget .

~ Report into cost overruns at

children's hospital identifies

(@ Irish Examiner  + zclioe Wew Frofie 'series of weaknesses'

- external factors / shocks cannot affect project

- suppliers don’t feel forced to bid on this basis Tnsolvencles cliinb ‘sabstantially’ as businessés str | repart o

How often was / is this true in real life ? CatCad  BUSINESS
Hundreds of businesses may fail before
end of year, experts say

Corporate insolvency practitioners claim factors including

The drive fOI‘ COSt Certainty driven by ma ny rising energy costs, the loss of government pandemic
including DPER and OGP Seemed to ignore these supports and inflation will wipe out weaker companies <
baSiC premises in pl‘eViOUS yeaI‘S.. RTé NEWS SPORT ENTERTAINMENT BUSINESS LIFESTY g

NEWS

» BUSINESS » FocusonInflation Business of Climate

Number of corporate insolvencies up over a
third so far this year
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Put yourself in tenderer’s shoes.. %eﬁ

Insisting on fixed prices for long term commitments can reduce chance of optimum outcomes

Vendor 1 - Fly by night Ltd

Ignore inflation risk - bid low to get the contract and worry about
price / cost pressures later
How many of your
Vendor 2 - Risk Averse Ltd vendors are Lean and
Smart?
Must build conservative (i.e. worst case) expectations into pricing

so price will be at higher end How will you deal with

supplier insolvency if

' -L Multinational P
endor 3 arge Co/ Multinationa profitability becomes an

Won't bid as Deals Board/ will not take risk of Fixed Price contract issue after say year 17?
in this situation or Bid very high price in hope of not winning

Vendor 4 — Lean and Smart Ltd.

Bids mid range and plans methods to reduce costs during contract
life if inflation goes above a target amount — (won’t share benefit)

Eoin Lonergan FCIPS A\
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The attractions and risks of Fixed pricing — Case Study ot

In June 2022 OGP All Govt Framework for Consulting Services Awarded - 4 years

m Oifig um Sholdthar Rialtais “Ceiling” rates for all grades fixed for duration (up to Q3 2026)
Office of Government Procurement

= Price Certainty achieved ? ... but at what cost?

RFT 200071 Costs / risks
Request for Tenders dated 03/02/2022 Bid Stage
to establish a Multi Supplier Framework Tenderers spending time 2"d guessing inflation rates over next 4 years
Agreement for the provision of and what others might bid
Business, Management and ICT Those who bid “low” more likely to get on FW but may not have
Consultancy Services (PAS122F) sufficient margin to cope with inflation over FW life >x%
Those who bid “high” in anticipation of higher inflation may not have
PAS122F won a place (dropped marks on pricing)

FW Life

FW rates not competitive - less bids received/ suppliers deprioritise seek
higher margin work over time/ lose interest

The Term will not exceed four (4) years in aggregate. FW becomes unattractive aII/ most bidders bid at ceiling rate

Stronger Members may not bid leading to “off Framework” Procurement

Tender Deadline: 21/03/2022 12:00

For the avoidance of doubt, the rates provided in the Maximum Daily Rate Card for each
Professional Grade under each Lot shall be the Maximum Daily Rates (SRFT) or Fixed
Daily Rates (NASF) applicable to any call off contract over the term of the Framework
Agreement(s), i.e. by way of drawdown by Mini-Competition or by Cascade respectively.
Eoin Lonergan FCIPS
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Good risk mgt places risk with those who can best manage it .o

Typical public sector tenders seek to all inclusive prices that place risk with suppliers

Many of the costs Tenderers
needed to absorb traditionally

were assumed to be minor. Not
2.10.2 All prices quoted must be all-inclusive (i.e. including but not being limited to shipping, True in 2022 !

2.10 PRICING

2.10.1 All Tenderers must complete the Pricing Schedule at Appendix 2 to this RFT.

packaging, delivery, ancillary costs and all other costs/expenses), be expressed in Euro only

and exclusive of VAT. The VAT rate(s) where applicable should be indicated separately. In current environment this

2.10.3 Tenderers must confirm that all prices quoted in the Tender will remain valid for six (6) means risk averse bidders will
months commencing from the Tender Deadline. cha rge more.
2.10.4 Any currency variations occurring over the term of the Services Contract shall be borne by

the Tenderer. Tender Deadline is movable and
2.10.5 Payments for Services provided pursuant to this RFT shall be subject to and made in Tender results may be many
accordance with the Services Contract at Appendix 6 to this RFT. months |atel‘

2.10.6 Not Used

Smart bidders will price in, while
Many Companies particularly SMEs not well placed to less mature bidders may not =

manage these risks so “all inclusive” pricing may bias trouble in future if Ex Rates move
the larger companies who can shoulder the risks

Eoin Lonergan FCIPS 'KV’
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Expect more focus on "2.10.6" ooV

s2.10.6 is where you can find (or not) find reference to CPA provisions in OGP type RFTs

2.10.6

2101 All Tenderers must complete the Pricng Schedule at Appendix 2 to this RFY contained

ith nder R o - .
Wi Rocsmant ©:Teneer Semanes Dosment Tenderers should note that prices may be increased or decreased only on the first

anniversary of the Effective Date of the Services Contract (as defined in the Services

Contract) and on subsequent anniversaries of the Effective Date thereafter, and then only

63 Terdarars miokt conficm thiut ol BN eotid 9 the Tesider Wik fermciin vl 155 190 divs by the percentage by which the Annual Services Element of the Consumer Price Index has
commencing from the Tender Deadline increased or decreased in the edition of that index published by the Central Statistics

2104 Any currency varations occurring aver the term of the Olent Contract shall be bome by the 'DfﬁCE Ireland maost recently prior to .th at anniversaw
Tenderer. ] .

2.10.2 Al pHigss quoted must be al-inclusive (ie, including but not being limited 10 shipping
packaging, delivery, anciliary costs and all other costs/expenses) be expressed in Euro only
and exclusive of VAT, The VAT rate(s) where applicable should be Indicated separatedy.

2105 Payments for Services provided pursuant to this RFT shall be made subject ta and n
accordance with the Framework Contract at Appendix 5 to this RET.

2.10 PRICING

2.10.1 Al Tenderers must complete the Prcing Schedule st Appendix 2 to this RFT
2.10.2 Al prices quoted must be allinclusive (Le. including but not being dmited to shipping,

2.10 PRICING packagng, delvery, andillary costs and all other costs/expensas), be expressed in Euro only

and exclusive of VAT, The VAT rate(s) where applicable should be indicated separately.
2.10.1 All Tenderers must complete the Pricing Schedule at Appendix 2 to this RFT.
2101 Tenderers must confiem that a# prices guotad in the Tendar will remain valid for el

2.10.2 All prices quoted must be all-inclusive (i.e. including but not being limited to shipping, [12) months commencng from the Tender Deadine.
packaging, delivery, ancillary costs and all other costs/expenses), be expressed in Euro only 2104  Any currency varations occurring over the term of the Goods Contract shall be borme by
and exclusive of VAT. The VAT rate(s) where applicable should be indicated separately. the Tenderer.

a o : < 3 2105 Payments for Goods supplied under this RFT shall be made subject to and in accordance
2.10.3 Tenderers must confirm that all prices quoted in the Tender will remain valid for one year with the Goods Cantract at Appendix & to this RET,

mencing from the Tender line.
commencing from the Tender Deadline 2106 NOTONG

2.10.4 Any currency variations occurring over the term of the Goods Contract shall be borne by Tenderers should note that prices may be increased or decreased only on the first

the Tenderer. anniversary of the Effective Date of the Goods Contract (as defined in the Goods Contract)

and on suliseguent anniversarnes of the Effactive Dote theresfter, and then only by the

2.10.5 Payments for Goods supplied under this RFT shall be made subject to and in accordance parcentage by which the [IRSGH FRIEVANE POCE INGER] has increased or decreased in the

with the Goods Contract at Appendix 6 to this RFT. eciition of that Index published by the [Insert relevant suthority] most recently prioe 1o that
anniversary,

2.106 @ “Not Used”

CPA clauses are appearing more frequently now in Public Sector Contracts - but tend to use CPI as the

base index

13 Eoin Lonergan FCIPS A
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How Contract Price Adjustment clauses work vae‘

CPA / PV Clauses are based on a simple concept but can have multiple layers added

Price make-up - Widget X

A

14 Eoin Lonergan FCIPS

m Labour

= Materials
= OHD

m Profit

Steps:

1. Agree which cost element is subject to variation
e.g. Materials and what index will be used

2. Agree the proportion of Widget X price that is
driven by the chosen element e.g. 30% in our
example (evidence required).

3. Agree baseline price and date e.g following
competitive tender - in our example say €1,000 in
Sept 2022

4. If materials price rises by 20% in year to Sept
2023 we pay Supplier €1,060
€1,000 + (20% x € 300) from Sept 2023

5. Material price reductions also treated in same
way.

»

tender



How Target Price Contract clauses work

P

Both parties are incentivised to keep costs as low as possible through shared risk / reward

Types of
Target Cost
Market Driving
—_— Costing
Product Level
e Target Costing
Component Level
o Target

15 Eoin Lonergan FCIPS

Simple Example - Steps:

1. Agree target cost of project with winning bidder e.g €5m
and risk / reward parameters e.g. target profit €500k with
50% over / under run risk share

2. Agree open book costing method whereby CA can see
input prices paid and rigorous audited costings

3.

If project comes in at €5m then no change to fee paid.

If €6m - Contractor gets €5.5m both parties share the “loss”
If €4m - Contractor gets €4.5m and both share the “gain”

- This approach can drive collaborative behaviour but
requires more management time

»

tender



Choosing an Index - Beware of CPI or General Indices oanes

CPI and even SPI is an average and may have limited relevance to your spend category

An Central
Phriomh-0Oifig Statistics
Staidrimh Office

Home Statistics Databases Methods Surveys About Us Census

YOU ARE HERE: HOME / STATISTICS / SERVICES PRODUCER PRICE INDEX QUARTER 2 2022

( Services Producer Prices up 4% in the year to Quarter 2 2022

Online I1S&

atistical publication, 15 September 2022, 11am

Key Findings

= Services producer prices were on average 4% hi uarter 2 2022 compared with a year earlier.

Air Transport (+24.8%), Sea & Coastal Transport (+23.1%) and Warehousing, Storage & Cargo Handling (+17.0%).

= The most notable changes in the year we

Eoin Lonergan FCIPS
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Sectoral Indices may be better guide

Indices can work both ways.. Apologies to the Architects and Engineering Firms here !

Figure 2 Comparison of the sectoral SPPI's to the overall 5PPI annual % change - Q2 2022

Freight and Removal by Road

Sea and Coastal Transport

Air Transport

Warehouwsing, Storage and Cargo Handling
Postal and Courier

Computer Programming and Consultancy

|
|
|

—Frcounting, PR and Business Consultancy

Architectura, Engineering and Technical Testing ]
isi Media Rep. and Market Research

|
|
|

Employment and Human Resource Activities
Security and Investigation

Industrial and Building Cleaning

-2 0 2 4 6 8 10 12 14 16 18 20 22 24 26 28

@ Annual % change

Sowrce: CE0 Ireland
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Indices are also published by Professional Bodies

CPI and even SPI is an average and may have limited relevance to your spend category

$) SCSI === (Y Rrics

TENDER PRICE

INDEX

NB: Indices are based upon average data - that said, if your Tendered prices are

Further escalation of Tender Price Inflation

for the first half of 2022

The Society of Chartered Surveyors Ireland (SCSI) Tender Price Index reveals that national

construction tender prices increased by 7.5% in the first half of 2022 (1H2022).

The latest Tender Price Index shows that national construction tender
prices are contmuing to rse significantly. The Index for the fast haif of
2022 15 195.7, an increase of 7.5% from the beginning of the year and
an increase of 14% in 12 months (July 2021 to June 2022} The further
increased level of tender pnce inflation can be largely attributed to the
Ruzssian invasion of Ukraine, coupled with matesial price volatility due to
increased supply chain tequirements, alongside lsbour shortages and
energy cost inflation. These factors combined with pent-up demand for
corstruction services have exacerbated tender price inflatson from what
was previously witneased after the easing of Covid restrictions in 2021

F'he rotes aver a 12-month period

Table 1 highights the medsan rate of tendes price infiation for a8
provinces recorded in 1H2022. The rates over a 12-month perad
(July 20217 to June 2022) for the provinces have witnessed 2

continwsng and increasing upward trend

National

The results confrm that natianalky, the medan rate of mflation o the frst
sx months of 2022 stood at 7.5%. This significant continual inoease
resulted initially from the recpening of the industry sfter Covid-19
restrictions, and was foflowed by the war in Ukraine and Iabous shortages,
which have all caused inflaban to continue as opposed to levelling off in
the first half of the year, as some anticipated.

Dublin

The results identify that in Dublin,
the median rate of mfiatson.in the
farst six months of 2022 was 7%

coming at a wide

variance to published indices — you should investigate for cause..
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Mitigating the risk of cost increases: 5 do’s and don’'ts's ?ﬁve‘

Remember - you cannot fix costs only prices — someone always pays and it’s often the client

Don’t

Validate your exposure to inflationary forces in your Ignore inflationary pressures even if you are not
category - not all categories face same pressures seeing them now

Engage with suppliers through richer market Seek to shift all risk to suppliers

consultation re cost pressures and how you can

build mitigation strategies into your into your Use Fixed Price contracts as a means to fight
tendering strategy inflationary pressures - can have opposite effect

Consider incorporating target costing/ incentives Don’t rely on contractual clauses - find out what is

into contracts happening in your supply market before suppliers
fail/ stop bidding

Evaluate RFTs as quickly as possible and if delays

consider confirming prices with bidders before final Don’t use CPI/ RPI/ SPI as index if a better one

evaluation exists that better reflects your category

2.10.6 Don’t leave blank! Remember many
forecasts suggest inflation may decline substantially
after 2023 so index linked CPA clauses will drive
lower prices then

19 Eoin Lonergan FCIPS




Thankyou...

Questions




