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About Gas Industry Co.

Gas Industry Co was formed to be
the co-regulator under the Gas
Act.

As such, its role is to:

e recommend arrangements,
including rules and regulations
where appropriate, which
improve:

o the operation of gas markets;
o access to infrastructure; and
o consumer outcomes;

e administer, oversee compliance
with, and review such

arrangements; and

e report regularly to the Minister
of Energy and Resources on the
performance and present state
of the New Zealand gas
industry, and the achievement
of Government'’s policy
objectives for the gas sector.

Authorship

This paper was prepared by Peter
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Introduction

Gas Industry Company Limited (Gas Industry Co) now has five years experience of setting an
annual levy. During this time we have consulted extensively, receiving a number of submissions
on both the structure of the levy and our methodology. Although submissions and our
responses are published each year, we think it would help the process of future levy
consultations if our approach to levies was set out and explained in one place for industry
information. Gas Industry Co has accordingly produced this Statement of Levy Principles.

The purpose of the Statement of Levy Principles is to describe the legislative authority, levy
principles and levy structure Gas Industry Co uses when developing its levy recommendation for
funding each year, under the levy provisions of the Gas Act 1992 (the “Act”).
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Background

Funding sources

Part 4A of the Act, introduced by amendment in 2004, provides for the co-regulation of the gas
industry by the Government and an industry body. Gas Industry Co was established by the gas
industry to fulfil the role of the industry body. The Company has two potential sources of
funding from which it can meet the costs incurred in undertaking its role under the Act.

Table 1: Principal Funding sources for Gas Industry Co

Funding Source Authority
1 | A'levy of gas industry participants ?4;392228 ~ 4372 Gas Adt
’ ul\/lna(;lgf’iggeAsciJr(nposed pursuant to various rules and regulations made 43S Gas Act 1992

In practical terms, Gas Industry Co’s primary source of funding is the levy of gas industry
participants. However, from FY2009 a portion of the Company’s funding also comes from
market fees, which are fees authorised by specific rules or regulations made under Part 4A of
the Act. In addition the Company collects annual shareholder fees of $10,000 per shareholder.
These funds are set aside as a reserve against future contingencies.

Legislative authority

In order to fund the industry body’s activities, the Act also enables general regulations to be
made levying industry participants. The basis for the amount of the levy in any given financial
year is the estimated costs of Gas Industry Co exercising its functions as the industry body in that
year. Costs that may be met from the levy have been defined in section 43ZZC of the Act and
are reproduced in Table 2.

Table 2: Industry body costs that may be met from the levy

Section 43ZZC Gas Act 1992

The costs of making recommendations concerning any gas governance regulations and rules under
Part 4A.

The costs of administering, monitoring compliance with, investigating, enforcing, and applying
penalties or other remedies for contraventions of, gas governance regulations and rules, to the
extent that the industry body is required to do so by those regulations or rules or requested to do so
by any government policy statement applicable to the gas industry or the Minister.

The costs of establishing, operating, and facilitating the operation of markets for industry
(@) | participants (including by contracting with other parties, entering into a joint venture or contractual
arrangement, or other means).

(d) | The costs of establishing or implementing one or more complaints resolution systems.

(e) | The costs of providing advice to the Minister on matters concerning the gas industry.
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Section 43ZZC Gas Act 1992

(f) | The costs of governance of the industry body.

(g) | The costs of collecting the levy.

The costs of the industry body of carrying out any other functions or duties, or exercising any
powers, under Part 4A.

Other rules and guidelines

Within the context of deriving an annual levy, various external agencies have also provided
guidance from time to time on aspects which may impact on the levy setting process. These
agencies include Parliament, the New Zealand Treasury, the Office of the Auditor-General, and
the Ministry of Economic Development.

Table 3: External agencies with an interest in levy setting

Agency Guidelines

Parliament Under Standing Order 382, the Regulations Review committee considers regulations
against a set of criteria in order to ascertain if they ought to be drawn to the special
attention of the House.

Treasury Guidelines promote equity, efficiency and cost minimisation by helping to identify the

relevant economic considerations, and sets out a framework for evaluating charging
options.

Auditor-General

Guidelines encourage the efficient allocation of resources and minimising the cost of
supply and transactions, and dealing equitably with those who benefit from the output
and/or those whose actions give rise to it. They also promote stakeholder consultation
and participation in the charge review process wherever possible.

MED

In its consultation paper Consultation Regarding Levy of Industry Participants under
Section 172ZC of the Electricity Amendment Act 20017 the Ministry of Economic
Development has set out the principles it believes are appropriate to an overall levy
structure.

Source: FY2008 Levy Consultation Paper
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Levy principles

Section 43ZZD(2) requires the Minister to accept a levy recommendation as long as certain
conditions are met. In order to objectively assess whether the requirements of s437ZD have
been met, Gas Industry Co has reviewed the guidelines of the above-mentioned agencies and
adopted a set of principles and developed a methodology for determining its levy proposal. The
Company considers that adherence to these principles and methodology will enable it to provide
an assurance to the Minister that the requirements under s43ZZD have been met, lessening the
chance of a levy recommendation being delayed or rejected.

Although MED’s principles were originally applied in the context of the electricity market, they
can be considered to apply generally to the setting of levies. Therefore, Gas Industry Co has
drawn heavily from those principles and adapted them for its own use. The revised principles
are outlined in the table below. Gas Industry Co considers that these principles capture the
essential elements of Standing Order 382, Treasury and Audit Office Guidelines, as well as the
MED’s principles in respect of the setting of levies.:

Table 4: Gas Industry Co Levy Principles
# | Levy Principle Description
1 Economic The levy structure should promote efficient market behaviour (or at least not
efficiency detract from it significantly).
. The costs of regulation development and implementation should be allocated in
Beneficiary/causer

a way that reflects the cause of regulation (causer pays) and/or the incidence of

pays the benefits from regulation.

Where levies are to recover costs that are allocated to participant classes, there
3 | Rationality should be a relatively strong logical nexus between the participants on whom a
levy is imposed and the costs being recovered through that levy.

e The levy structure should not create undue transaction costs for the
organisation which implements and administers it, nor for the participants
who must pay it.

4 | Simplicity e The levy structure should only consist of as many individual levies as are
necessary to recover the costs in an efficient manner, taking account of all
the other principles applying.

e The levy structures should be transparent to industry participants.

e Users in similar situations should pay similar amounts.

5 | Equity e Competitive neutrality should be preserved, so that within a class of
participants the allocation of costs should not competitively advantage one
participant over another.

e The levies, together with other sources of revenue such as penalty payments,
need to be sufficient to recover the costs borne by the organisation
Revenue collecting the levy.

sufficiency e Levy setting must nevertheless be in accordance with section 43ZZC(3) of the
Act, which says that the levy may be adjusted in any year to take account of
under-recoveries and over-recoveries in previous years.

Source: FY2008 Levy Consultation Paper
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Levy structure

Wholesale & Retail levy

The levy structure has always been developed as two components. A retail component, based
on the number of ICPs in the system, paid by retailers; and a wholesale component based on
energy quantities of gas, paid by industry participants who purchase gas directly from gas

producers.

The reason for the split into the two components is to ensure that the costs of gas governance
fall on the industry participants who derive benefit from the new arrangements. The wholesale

levy funds activity for designing ‘wholesale’ arrangements, such as balancing and

interconnection. The retail levy funds activity in developing and operating ‘retail’ market
mechanisms, such as switching and downstream reconciliation.

The table below details the structure and levels of the levies that have been set since 2005.

Table 5: Historical Levy
. . Levy ($000) Total
FmYanaaI Structure and level of levy Expenditure
ear Retail Wholesale Total (5000)

2005 No levy $0 $0 $0 $1,206
Wholesale levy of 1.50 ¢/GJ

2006 Retail levy of 6/GJ $1,772 $2,176 $3,948 $3,500
plus $4.00/year per active
ICP
Wholesale levy of 1.78 ¢/GJ

2007 Retail levy of $6.30 per $1,570 $2,634 $4,204 $3,635
active ICP
Wholesale levy of 1.93¢/GJ

2008 Retail levy of $8.18 per $2,071 $3,107 $5,178 $4,559
active ICP
Wholesale levy of 1.79¢/GJ

2009 Retail levy of $7.42 per $1,911 $2,649 $4,560 $5,723
active ICP
Wholesale gas levy of

: 1.67c/GJ
2010 $1,600 $2,422 $4,022 $7,491

Retail levy of $6.40 per
active ICP

As part of each of the past the levy setting processes, Gas Industry Co has undertaken a review
of the levy structure and assessed it against the principles described above. The outcome of that
review has invariably found that, although there may be some usefulness in moving to a more

' FY 2010 Budget
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complex levy structure that includes a third component for transmission/distribution (see
comment below), the arguments for simplicity and stability strongly favour retention of the
existing structure, that is, separate per ICP retail and per GJ wholesale levies. Industry has been
asked to comment on the validity of the structure in each levy round and, to date, the current
structure is generally accepted by the industry. This structure is now considered settled.

Consideration of a transmission levy

The issue of extending the levy structure to incorporate a separate charge for network operators
was originally considered when formulating the first levy proposal in 2005. It was rejected at
that time on the grounds that any ‘transmission’ levy would likely be passed on to the users of
the network, and therefore be paid by the same entities who would pay the wholesale levy.

The issue still arises from time-to-time during levy consultations.

A re-assessment of this issue is periodically conducted; however, there has been no significant
change in the original rationale, except for an acknowledgement that some benefit of
regulation might accrue to the pipeline owners separate from that of the users. This has not
been enough to convince Gas Industry Co that the benefits of introducing such a charge would
be outweighed by its costs, both economic and financial.

Currently, the Company holds the view that if a transmission levy was imposed on network
operators, its most likely form would be a volume based charge, identical to the structure of the
current wholesale levy. Gas Industry Co costs would be no different under a three tier levy
structure (Retail, Wholesale, and Transmission) and so the total levy funding requirement would
not change, although the wholesale levy would be reduced by the amount of the transmission
levy.

The natural monopoly characteristics of the networks make it likely any transmission levy would
be passed on to the network users. Effectively, this would mean that network users who
currently pay a wholesale levy would find themselves paying exactly the same total amount, only
split between a wholesale levy and transmission levy component. As there are no identifiable
benefits, it makes little sense to increase complexity and transactional costs to the current
process by adding a third levy.

Cost allocation methodology

The levy is structured so that particular levy components fund relevant parts of the Gas Industry
Co work programme. The work programme is divided into two aggregated blocks of work
corresponding to each of the retail and wholesale levies. For these purposes:

e work on those parts of the gas supply chain upstream of distribution comprise the wholesale
gas aggregated block of work; and

e work on consumer issues, retail markets, and distribution comprise the retail gas aggregated
block of work.
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Costs need to be allocated to these work streams to enable the level of levy to be calculated.
Costs that are directly related to a work stream are allocated to that work stream. This includes
costs for staff contributing directly to either the wholesale gas or retail gas work streams.

This leaves the issue of dealing with unallocated costs. Unallocated costs broadly comprise the
overhead of Gas Industry Co, being governance, CEO, administrative support services, and office
infrastructure. Work that is broadly related to gas governance, rather than to one of the two
aggregated work streams, is also classified as unallocated.

Initially, unallocated costs were apportioned to wholesale and retail on a 50:50 basis. This was
simple and tended to even out the overall distribution of costs, which in turn dampened
differential movement between the levels of the two components of the levy. However, this
approach attracted some criticism from levy payers who desired a less arbitrary allocation
method.

Consequently, Gas Industry Co now apportions its unallocated costs on the basis of the total
direct costs of each work stream. This approach is used as it is simple to apply and it better
represents unallocated costs that are unrelated to staff salaries, such as Board costs and work on
general aspects of gas governance. It also better reflects the dominance of consultant costs in
the non-salary component of direct costs, which have historically been incurred as a substitute
for sufficient permanent staff.

Industry advances reserve

The annual levy is designed to recover the costs of Gas Industry Co in undertaking its planned
activities in the relevant financial year. However, due to the high level of uncertainty associated
with making cost predictions over an extended timeframe, Section 437ZC of the Act allows for
the annual levy to deduct past over-recoveries or add past under-recoveries, where necessary.

The question of how this should be implemented was raised in the FY2007 levy consultation
document. After receiving submissions on this document, Gas Industry Co considered it was
appropriate for the Company to carry forward any over- or under-recovery into the following
year's levy calculation. This approach was formalised in our reporting structure in FY2008, as
part of the Company’s implementation of New Zealand International Financial Reporting
Standards, when the Board agreed to the creation of a separate reserve account, the ‘Industry
Advances Reserve'.

The purpose of the account is to identify clearly what portion of the Company’s surplus was
attributable to levy over- or under- recoveries. Gas Industry Co applies the balance of the
Industry Advances Reserve, as reported in the Annual Report, to the subsequent levy-setting
process. For example, an over-recovery in FY2008 was be confirmed in the Annual Report by
September 2009 and the adjustment included in the levy-setting process for FY2010. This was
the earliest possible date that any over- or under-recovery could have been applied.
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Under this policy, the amount of each proposed levy will always be consistent with the over-or
under-recovery position reported in the Industry Advances Reserve, so that if the Company has a
surplus, the levy would be set to reduce it, and vice versa.

Market fees

Market fees are fees which are specifically provided for within the respective gas governance
rules and regulations made under the powers conferred under Part 4A of the Act. These rules
and regulations (including any fee recovery provisions) are separately consulted on with the
industry at the time the rules or regulations are being prepared.

Estimated market fees are required to be published in advance on the Gas Industry Co website.
In order to ensure absolute transparency about the total costs of industry regulation, Gas
Industry Co has also chosen to disclose anticipated market fees in its annual levy consultation
document. However, this disclosure has created some confusion amongst levy payers as the
market fees themselves are not re-consulted on each year.

Questions have been raised as to the legislative authority, appropriateness and level of scrutiny
of market fees. The statutory support for market fees is in 435(1)(a) of the Act, which allows
gas governance rules and regulations to provide for the funding by industry participants of
persons appointed to undertake specific roles under those rules and regulations. In addition,
this provision is consistent with the beneficiary/causer pays levy principle (see above). The Board
has decided it is appropriate for market fees to cover external consultants and service providers
required by approved gas governance arrangements.

It should be noted that the vast majority of market fees are used to meet the costs of service
providers under the various rules and regulations. Gas Industry Co, as a matter of policy,
involves industry representations in the specification, tendering, and selection of service
providers. Thus the associated costs are subject to a high level of industry scrutiny.
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