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Report of the investigation of the EIL
[bookmark: _Toc461458302]Background
The ACT Energy Industry Levy (EIL or the Levy) was introduced in 2007, under Part 3A of the Utilities Act 2000 (the Act), to recover regulatory costs from electricity and gas sectors in the ACT. Over the last decade and a half, national energy market reforms have eliminated the need for some economic regulation and transferred most state and territory regulatory functions to national bodies.
The Levy continues to recover costs associated with funding national bodies, consumer protection, and safety regulation. Regulatory costs are allocated to gas and electricity distribution and retail sectors. The fixed costs for each industry sector, which combine any “cost incurred for an energy utility that is unrelated to the utility’s market shares” (the Act, s54G (3)), are passed on uniformly to all firms. The remaining variable costs are allocated in proportion to market share. 
The EIL was introduced as an equitable method of recovering the ACT’s contribution to the national bodies while ensuring ongoing funding for safety regulation and consumer protection in the ACT. The ACT was the first jurisdiction to implement these changes and now is an appropriate time to revisit them. In addition, consultation with the Independent Competition and Regulatory Commission (ICRC) has suggested the Levy may be discouraging new entrants in the ACT energy industry sectors. 
[bookmark: _Toc461458303]Main investigation findings
This report provides comments on the appropriateness of the current levy system and recommendations for improving it. The report takes into account submissions received from key stakeholders in industry and the ICRC, as well as principles of best practice for cost recovery. A separate technical report provides detail on the investigation’s main findings, recommendations and responses to the terms of reference. The technical report is summarised below.
There are three main findings from the investigation: 
1. the current levy system can be improved by removing ambiguity in the definition of fixed costs; 
2. the current adjustment system produces unintended results, as it uses the total levy paid in the previous year rather than the estimated cost of regulation in the previous year; and 
3. the level of transparency in the Levy governance can be increased.
[bookmark: _Toc449438516][bookmark: _Toc461458304]The current system should be amended 
[bookmark: _Toc454982460][bookmark: _Toc461458305]Finding
The main concern identified was ambiguity in the Act’s definition of fixed costs, which leaves the allocation of costs open to interpretation. For example, national body costs are unrelated to the market shares of ACT firms and could be considered fixed costs—depending on whether they are “for an energy utility” (the Act, s54G (3), emphasis added). National body costs are not solely for any individual firm, but there is a sense in which they are for every firm. The consequence is that the legislation is unclear, and in some interpretations this can result in volatile levy charges over time and barriers to entry for small firms.
[bookmark: _Toc454982461][bookmark: _Toc461458306]Recommended approach
The investigation recommends an alternative approach, namely Option 4 in the investigation discussion paper (Recommendation 2), which removes the ambiguity around fixed costs from the Act. Under this approach, a firm in a particular energy sector would be charged:
1. a pre-determined annual fee; and
2. a variable charge based on the firm’s market share and the sector’s total regulatory costs for the year.
Each firm in the sector would be charged the same pre-determined fee. The fee would be equal to the minimum cost of regulating a generic firm in the sector—the guaranteed cost of regulating one more firm, irrespective of the firm’s market share, customer service systems, or any particular feature of the firm. For example, this includes the cost of the minimum time required by the Levy Administrator to process data received from the firm. The pre-determined fees should be transparently set for five year periods. The remaining regulatory costs for an energy sector would be divided between firms in the sector in proportion to market share. 
In the current approach, the total cost for the sector is analysed into fixed and non-fixed costs, by testing whether each cost is “incurred for an energy utility that is unrelated to the utility’s market shares” (the Act, s54G (3)). The total cost is then divided among utilities—each utility pays the same fixed cost (the total fixed cost divided by the number of firms) and its share of the remaining costs (the total remaining cost multiplied by the firm’s market share). This is a top down approach to a firm’s levy—from the sector level down to the firm level.
The recommended approach uses a bottom up approach to the pre-determined fee, focussing on the cost of regulating an additional individual firm in the sector. The fee includes any costs of regulating an additional, generic firm that could be determined without specific details of that firm. This is likely to centre on administrative costs, but may include other costs found by the Administrator. Only once the pre-determined fee is in place is the total cost for the sector considered. The cost of regulating the sector, less the sum of fees for the firms in the sector, would then be distributed between firms according to their market share. 
[bookmark: _Toc454982462][bookmark: _Toc461458307]Reasons for the recommended approach
Any system for collecting regulatory costs is a trade-off between competing, but desirable features. The recommended approach provides the best balance between stability, simplicity, fairness, efficiency, and fostering of competition. 
· Stability and predictability: The pre-determined fee ensures firms in the energy sector know the minimum levy charge and, based on their expectations for their market share, can predict their full levy charge. The stability and predictability of this approach depend only on the total variable component of the Levy. This is difficult to avoid while reasonably satisfying the other criteria. In particular, complete predictability is incompatible with accurate cost recovery.
· Fairness: A fair cost recovery system ensures charges are reflective of the factors that determine the cost. The fixed fee ensures each firm pays at least the minimum cost of regulating a generic firm; systems without a baseline charge may force large firms to subsidise small firms. The variable component is crucial for ensuring costs are distributed equitably across the energy sold in the ACT, rather than unfairly burdening small firms with disproportionate charges.
· Competition: The competition criterion is similar to the fairness criterion. Ensuring an equitable, cost-reflective levy structure also ensures the EIL will not be an artificial, government imposed barrier to entering and remaining in an energy sector. 
· Efficiency: The pre-determined fee ensures there are no levy charges that are too small to be efficiently recovered, unlike some options presented in the discussion paper.
· Cost recovery: The recommended approach will accurately recover the cost of regulation for the ACT’s energy sectors. Systems with completely pre-determined levy charges may be simpler than the recommended approach, but they would fail to accurately recover costs.
· Simplicity: Simplicity is often traded-off against fairness. A completely fair, competition encouraging levy structure would take into account all features of individual firms (not only market share); however, this would be too complex and costly to administer. The recommended approach has the minimum complexity required to ensure costs are accurately recovered and the Levy is distributed by the best proxy for variable features of firms. Additional complexity would only marginally increase fairness and any reduction of complexity would be at the expense of one of the other criteria.
The technical report of the investigation expands on the principles for judging cost recovery methods in Section 2, and discusses the options present in the investigation discussion paper in Section 4. A summary table of the trade-offs for these options is on page 20.
Other jurisdictions’ approaches were considered in the investigation but were found ill suited to the ACT. Significantly, due to the size of the ACT’s energy markets, the EIL can combine regulatory costs into a single transaction for businesses, reducing their regulatory burden. This does not happen in other jurisdictions, leading to duplication and additional regulatory burdens for industry.
[bookmark: _Toc449438517][bookmark: _Toc461458308]The adjustment system for estimation should be amended
The Levy is calculated annually based on estimates of regulatory costs. Each year an adjustment is included in levy charges to correct for differences between the previous estimated and actual values. The current legislation for the adjustment is based on the difference between the actual cost of regulating the firm in the previous year and the total amount of levy paid, rather than the estimated cost of regulation. The total amount paid includes any previous adjustments in the calculation of the adjustment values, leading to unintended results.
The technical report for the investigation contains further detail on this matter in Section 5. As the adjustment mechanism is contained in the Act, recommendations for legislative amendments are also included in Section 7.
[bookmark: _Toc449438518][bookmark: _Toc461458309]Transparency in the Levy governance
Submissions from industry raised concerns regarding the transparency of the EIL. The investigation found that, while there is a reasonable amount of information on the Levy available, it is spread across a number of annual reports, explanatory statements, and government websites. Industry and public understanding of the Levy can be improved by further explanation and accounting of the method for distributing the costs between the energy sectors and between the fixed and variable cost components of the Levy. There is a need for greater market information on, and increased visibility of the EIL. Moreover, the ACT is the only jurisdiction with this approach to recovering regulatory costs and utilities are not always aware of the Levy, or what their estimated levy charge may be when entering the market.
To correct this, the report recommends that the Levy Administrator publish guidelines on the administration of the Levy and an annual account of what each category of the Levy contains.
[bookmark: _Toc449438526][bookmark: _Toc461458310]The investigation Terms of Reference and technical report
[bookmark: _Toc443901149]The Terms of Reference for the investigation are to examine the current methodology used to distribute the EIL among energy operators in the ACT, and provide comment and recommendations on:
1. the appropriateness of the current structure of regulatory costs (as per definitions under Section 54A of the Act);
1. the appropriateness of the current methodology for distributing regulatory costs across operators (as per Section 54C of the Act);
2. whether any improvements can be made to the structure of regulatory costs or current methodology, or whether there are relevant alternative methodologies used in other jurisdictions;
3. if improvements are suggested, whether legislative amendments are required;
4. if improvements are suggested, whether a retrospective adjustment will apply to the [first year of a new Levy system] for [previous levy] paid;[footnoteRef:1] and [1:  When the Terms of Reference were given, this read “if improvements are suggested, whether a retrospective adjustment will apply to the 2016‑17 EIL for the 2015‑16 EIL paid”. These can no longer be the transitionary years for the Levy structure. The report, technical report, and recommendations of the investigation have been drafted with this in mind.] 

5. any other minor issues identified in the investigation.  
Findings regarding each term of reference are summarised below and discussed in further detail in the technical report (section numbering refers to the technical report). Sections 1 and 2 of the technical report provide background and principles of best practice for regulatory cost recovery. 
[bookmark: _Toc444861364][bookmark: _Toc449438520][bookmark: _Toc454982466][bookmark: _Toc461458311]Section 3.1: The current levy structure 
The investigation found the current levy structure can be improved, as the definition of fixed costs is open to interpretation by the Levy Administrator. While the report did not find issue with the Administrator’s current practice, there is little certainty around how the Act will be interpreted in the future and the transparency of the current administration should be improved. The report recommends amending the Act to remove this interpretive difficulty and to increase transparency in relation to administration of the Levy. As outlined above, the investigation recommends implementing a new levy structure and method of distribution between firms (Recommendations 1 and 2).
[bookmark: _Toc443901150][bookmark: _Toc444861365][bookmark: _Toc449438521][bookmark: _Toc454982467][bookmark: _Toc461458312]Section 3.2: The current methodology for distributing the Levy between operators
The method of distributing the Levy between firms is affected by the ambiguity in the levy structure. The current methodology for distribution could be a barrier for firms entering the local energy markets. The distribution can be disproportionately high for small firms; a small firm’s share of their sector’s total Levy can be more than five times their market share. Finally, the levy charge for a firm is difficult to predict, as both the total regulatory costs and fixed component vary significantly from year to year. The investigation recommends replacing the current levy method of distribution with Option 4 of the discussion paper (Recommendation 2).
[bookmark: _Toc444861366][bookmark: _Toc449438522][bookmark: _Toc454982468][bookmark: _Toc461458313][bookmark: _Toc443901151]Section 4: Improvements to the structure and method of distribution 
	Option 4: Current methodology with a determined fixed fee
As discussed above, the investigation recommends adopting Option 4 of the discussion paper (Recommendation 2). Under this approach, utilities in a sector would be charged an annual fee, which is pre-determined for five year periods, based on the lowest possible cost of regulating a firm in the sector. The remaining regulatory costs would be recovered in proportion to market share. 
	Other jurisdictions
The most noticeable difference between the ACT and other jurisdictions is the EIL combines regulatory costs for multiple agencies into a single charge. This makes the Levy more difficult to calculate and, if not appropriately managed, can hinder transparency. However, it also reduces regulatory transactions for utilities. Given the current size of the ACT energy markets, this investigation recommends retaining a single levy covering national and local regulatory costs (Recommendation 5). 
[bookmark: _Toc443901154][bookmark: _Toc444861367][bookmark: _Toc449438523][bookmark: _Toc454982469][bookmark: _Toc461458314]Section 5: Other minor issues identified in the investigation
	Adjustment for estimation
The investigation recommends amending the adjustment mechanism (Recommendation 6) and suggests an approach to legislative amendments where previous adjustments are not included in later corrections for estimation (details are in Section 7).
	Transparency
The investigation recommends the Levy Administrator publish guidelines explaining the purpose and calculation of the Levy (Recommendation 3) and an account of each year’s Levy (Recommendation 7). The guidelines should include information on the administrative practices of the Levy Administrator. This will aid industry in understanding the Levy processes, ensure administrative processes are consistent over time, and ensure the current practices (which have been important in maintaining the Levy) are not lost over time. The guidelines should also include information about a utility firm’s obligations, in the ACT, for new entrants (Recommendation 10).
[bookmark: _Toc443901153][bookmark: _Toc444861368][bookmark: _Toc449438524][bookmark: _Toc454982470][bookmark: _Toc461458315]Section 6: Retrospective adjustment the levy paid under the current system
The investigation Terms of Reference provided the option of adjusting levy charges in the first year of a new system to effectively treat some previous years under this system. No submissions to this investigation suggested that a retrospective adjustment is needed. As retrospective adjustments of this sort would add complexity with marginal benefits, the investigation recommends against them (Recommendation 11).
An adjustment to the first year of the new system will be necessary to correct for estimation in the previous year. The investigation recommends using the current approach of adjustment for the transitionary year, as this is the expected method of adjustment and the flaw in the current system cannot be easily corrected in a single year (Recommendation 12).
[bookmark: _Toc443901152][bookmark: _Toc444861369][bookmark: _Toc449438525][bookmark: _Toc454982471][bookmark: _Toc461458316]Section 7: Legislative amendments
Legislative amendments will be required to introduce the new Levy structure and method of distribution. The current structure and formula for determining individual levy charges are contained in the Act. These must be replaced in order to address the first main finding of this investigation. A suggested approach is outlined in Section 7. 
The second main finding of the investigation is the method of adjusting for estimation should be corrected. The adjustment is incorporated in the Act’s formula for determining a firm’s levy charge and requires legislative amendments to correct. A suggested approach is included in Sections 5 and 7.
Finally, the investigation found that transparency in the Levy governance can be increased. The report recommends guidelines and an annual account of the Levy are published by the Levy Administrator. This may not require legislative amendments but should either be included in the legislation or in a service level agreement with the Levy Administrator.


[bookmark: _Toc461458317]Recommendations
Recommendation 1: Amend the current classification of costs as fixed or variable in the EIL structure.
Recommendation 2: Restructure the Levy so that, in a sector, each firm is charged:
1. the same pre-determined fixed fee (based on the lowest possible cost of regulating a firm in the sector); and
2. a share of the remaining Levy for the sector (in proportion to the firm’s market share).
The investigation recommends determining the fixed fees for a period of five years at a time. The pre‑determined fee should be subject to change due to significant, unforeseen events.
Recommendation 3: The Levy Administrator will publish guidelines explaining the purpose and calculation of the EIL, the approach the Levy Administrator adopts, and any administrative practices that can be expected of the Levy Administrator. These guidelines should take a similar form to circulars produced by the Commissioner of Revenue. 
Recommendation 4: Continue to allocate the variable component based on the current definition of market share, defined as the proportion of energy supplied by a firm.
Recommendation 5: The EIL should continue to recover the combined costs for all regulatory bodies, including national bodies, the ACAT in its role as the Energy Arbiter, the Technical Regulator and the Levy Administrator.
Recommendation 6: Amend the adjustment for estimation to be the difference between the estimated and actual cost of regulation in the previous year (from the second year of the new levy system onwards, see Recommendation 12).
Recommendation 7: The Levy Administrator should publish information on regulatory costs annually, including an account and explanation of how these costs have been assigned to the categories in the EIL structure.
Recommendation 8: Re-examination of the administrative structure of the EIL to reduce red tape and other burdens of compliance may be warranted in the future. 
Recommendation 9: Re-examination of the roles of the ACT Revenue Office and the ICRC in the governance structure of the EIL may be warranted in the future. These joint roles can allow for non‑compliance by firms and inflexibility in administering the Levy. 
		When amending the Act in light of the recommendations of this report, include any minor changes that enhance the governance of the Levy. 
Recommendation 10: Guidelines for best practice of the Levy Administrator (see Recommendation 3) should also provide market entrants with information regarding their obligations in the ACT energy sector.
Recommendation 11: There should be no retrospective adjustment in the first year of the new system. 
Recommendation 12: To ensure consistency, the adjustment in the first levy year of the new system should use the current approach to adjustment (the difference between the estimated cost of regulation and the actual levy paid in the previous year). The new adjustment system should be used from the second year onwards under the new system.
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