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Glossary
activity based costing method
A method for allocating costs to products and services, which seeks to identify cause and effect relationships to objectively assign costs (Department of Treasury and Finance 2010a, p. 47)

avoidable costs
The costs that would be avoided if a service or activity were no longer undertaken

beneficiary pays
The proposition that those who benefit from the provision of a good or service should pay for it (Productivity Commission 2001, p. xxi)

competitive neutrality 
A policy principle that involves achieving a fair market environment by removing or offsetting any competitive advantages or disadvantages due to public ownership of government businesses (Department of Treasury and Finance 2010a, p. 47)

cost recovery 
A system of fees and specific purpose taxes that government agencies use to recoup some or all of the costs of particular government activities (Productivity Commission 2001, p. xxii)

direct costs 
Costs that can be unequivocally attributed to a product or activity because they are incurred exclusively for that product/activity (for example, labour and material costs) (Department of Treasury and Finance 2010a, p. 47)

efficiency (allocative) 
In the context of cost recovery, the allocation of resources to the most valuable uses for society as a whole (Department of Treasury and Finance 2010a, p. 47)

fee-for-service
A direct charge for the provision of a good or service. Generally, a fee should relate directly to the cost of providing the good or service, or it could be open to legal challenge as amounting to a tax (Productivity Commission 2001, p. xxiii)

impactor pays
A principle requiring polluters (impactors) to meet the full costs, including external costs, of their actions (Aretino et al. 2001, p. vi)

incremental cost 
The increase in the costs of producing a particular product, which could include capital or overhead costs (sometimes used as a proxy for the marginal cost of producing an additional unit of that product) (Productivity Commission 2001, p. xxiv)

indirect costs 
Costs not directly attributable to an activity—often called overheads (for example, corporate services costs) (Department of Treasury and Finance 2010a, p. 48)

levy
A form of tax. The term is often used to refer to a tax that is imposed on a specific industry or class of persons, rather than a tax of general application (Productivity Commission 2001, p. xxiv)

marginal cost 
Increase in costs attributable to the production of an additional unit of a good or service (Productivity Commission 2001, p. xxiv)

market failure 
A situation when the characteristics of a market are such that its unfettered operation will not lead to the most efficient outcome possible (Productivity Commission 2001, p. xxiv)
public good
A good or service for which its provision for one person means it is available to all people at no additional cost. Public goods are said to be non-rival and non-excludable. These goods are unlikely to be provided to a sufficient extent by the private market (Productivity Commission 2001, p. xxv)

regulatory impact statement (RIS) 
A formal assessment and cost–benefit analysis of the impact of proposed subordinate legislation (for example, Regulations), along with consideration of alternative means to achieve the stated objective (Department of Treasury and Finance 2010b, p. 49) 

resource rent
Revenue in excess of the cost to produce a given level of exploitation in a fishery, including an acceptable return on capital (Department for International Development 2003)

risk creator pays
The proposition that those who create the risk pay for the provision of the government service that addresses this risk

royalty
A payment made from one party to another for the ongoing use of an asset. In the context of natural resources, a royalty is typically defined as government’s share of producers’ revenue from a natural resource 
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Foreword
Through Fisheries Victoria, the Victorian Government provides a range of services to the commercial wild catch fisheries and aquaculture industries. These services aim to ensure fisheries are sustainable and that secure access rights support use of fisheries resources.   The cost of providing the services is recovered through a set of levies and fees, typically referred to as ‘cost recovery’. 

Fisheries Victoria asked the Economics and Social Research Branch (ESRB) of the Department of Primary Industries (DPI) to review the current system of cost recovery. The review investigated each component of a cost recovery system and identified opportunities for improvement. In undertaking the review, the ESRB drew on best practice regulatory economics and the Victorian Government’s cost recovery guidelines. The Branch also drew on insights from practices and experience in other fisheries jurisdictions. 

The views in this paper are those of the ESRB staff and do not necessarily reflect those of DPI. 
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Gavan Dwyer
Chief Economist
Department of Primary Industries, Victoria

Executive summary
Background and scope

Fisheries Victoria requested the Economics and Social Research Branch (ESRB) of the Department of Primary Industries (DPI) review the current system of cost recovery in the commercial wild catch fisheries and aquaculture industries. This review report refers to these industries collectively as the ‘commercial sector’ or ‘commercial fisheries’.
 

The review assessed the performance of the current cost recovery arrangements and identified opportunities for improvement. The assessment and recommendations are based on objectives and principles for cost recovery systems that are consistent with the Victorian Government’s cost recovery guidelines. They are also based on insights into practices and experience in other fisheries jurisdictions.

The objectives of cost recovery

Cost recovery systems should promote economic efficiency and equity. Appropriate cost recovery can better allocate resources within the economy, and hence improve efficiency. It does so by providing consumers with important price signals that incorporate all the relevant costs of bringing a product or service to market. Additionally, cost recovery promotes equity outcomes by ensuring those that benefit from a government service, or that contribute to the need for the service, pay the associated costs.

To support such objectives, key principles for a cost recovery system include full cost recovery, administrative simplicity, clear accountabilities, appropriate consultation with industry, and effective monitoring and review. The system needs to balance these objectives and principles. 

Fisheries management services

Without a system of fisheries management, scarce fisheries resources may become over-exploited. A system of fisheries resource management aims to: 

· restrict total output to a seasonal harvest that is sustainable in the long term and that maximises returns to fishers and the community

· assign clearly specified access and extraction rights (for example, quotas and licenses)

· monitor and enforce these rights (including through inspections to ensure compliance with harvest limits), and undertake additional surveillance, monitoring and enforcement services. 

Elements of cost recovery system

The following figure highlights the main elements of any system of cost recovery. 
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Determine required services

The fisheries management services provided by Fisheries Victoria are:

· policy development and parliamentary services
 

· research, including scientific assessment and modelling 

· planning and management for fisheries

· licensing and administration

· compliance, surveillance, intelligence and inspections

· cost recovery administration.

Determine cost base

Typically, the full cost of providing each of the fisheries management services includes direct costs that can be directly and unambiguously attributed to an activity, and also indirect or overhead costs.
 Direct costs can include labour (including on-costs) and materials used to produce the service. Indirect costs can include corporate services costs, such as executive salary costs, financial services, human resources, records management and information technology. Indirect costs also include capital costs. 

Both the Victorian and Commonwealth cost recovery guidelines are clear that direct, indirect and capital costs should be included when cost-recovered activities account for a large proportion of an agency’s activities (for example, see p. 26 of the Victorian cost recovery guidelines). Because the recoverable services account for the bulk of Fisheries Victoria’s activities, ESRB recommends the cost base for the fisheries management activities include direct, indirect and capital costs.

A key issue then is how to appropriately allocate a share of these indirect and capital costs to the cost-recovered services. Two broad approaches are typically used to determine the costs of a service: a fully distributed cost approach and a marginal cost approach. The fully distributed cost approach allocates identified direct costs to their respective output or service. It typically allocates indirect costs (such as corporate overheads) to outputs or services using a pro-rata or activity based costing approach. Marginal cost is the cost of producing an additional unit of a good or service. But estimating it involves overcoming significant practical difficulties, so proxies are more typically used (including incremental and avoidable cost).
The current approach to estimating the Fisheries Victoria cost base uses information from a time recording system to allocate costs to 93 cost categories (including overhead costs). The cost of each cost centre is then allocated to each fishery. This is a fully distributed costing approach. Such an approach is typically used when cost-recovered activities account for a large proportion of the agencies’ activities, or when the service provision is largely determined by regulation. Because this situation is consistent with the provision of the fisheries management services, the ESRB recommends Fisheries Victoria continue to apply a fully distributed cost approach. Fisheries Victoria should consider a marginal costing approach for only its services that are outside the scope of its core regulatory activities and that represent a small add-on activity.

These cost calculations must be based on the efficient (or least) cost of achieving a defined service level outcome. The current approach to calculating the cost base is backward looking (that is, costs are determined after they are incurred). Consequently, Fisheries Victoria has no incentive to determine the minimum cost of undertaking these activities. A main change recommended by this review is to improve incentives for efficiency in Fisheries Victoria by moving to a forward looking costing approach. Such an approach would determine in advance the expected costs of delivering defined service level outcomes. Fisheries Victoria should also identify other measures to increase the efficiency of its service provision, including the potential for private sector competition or outsourcing if appropriate.

Determine who pays and cost allocation

Determining who should pay and how much they should pay requires apportioning total costs across commercial fishers, governments and other parties, then determining how relevant costs are allocated between fishers in various fisheries. Two main approaches are used to guide these decisions:

· beneficiary pays—anyone who benefits from an activity contributes to the cost of undertaking it
· impactor pays—impactors meet the full costs of their actions. The impactor pays principle is based on the view that those who create the need for a service should incur the costs.
The beneficiary and impactor pays approaches underpin the Victorian cost recovery guidelines (Department of Treasury and Finance 2010a), which state that costs should be recovered from ‘those that benefit from, or whose actions give rise to the need for, the government good/service/activity’.
 The guidelines also specify how to apportion the costs of regulatory services, such as those provided to manage the commercial fisheries in Victoria. They indicate that full regulatory costs should be internalised as part of the cost of producing the good or service in question,
 so costs are faced by industry participants and reflected in the final prices of the good or service (for example, in the prices of commercial wild catch fish).

The Productivity Commission’s review of cost recovery by government agencies (Productivity Commission 2001) is consistent with this conclusion because it recommends ‘for regulatory agencies, in principle, the prices of regulated products should incorporate all of the costs of bringing them to market, including the administrative costs of regulation’.
 The Victorian cost recovery guidelines provide some variations to this approach. In particular, some costs could be excluded from the cost base if not related to the regulatory services (for example, the costs of parliamentary services).

Given the Victorian guidelines and the Productivity Commission review, the following table outlines the recommended approach to cost allocation. When costs are shared between the commercial and non-commercial sector (for example, the recreational sector or the broader community), an activity based costing approach should be applied to allocate costs between the two sectors (for example, assessment of effort). 


	Activity or service
	Recommended approach to allocate costs to the 
commercial wild catch and aquaculture sectors

	Policy development and parliamentary services
	These costs should be allocated to government because these services represent the broader servicing roles of government.

	Applied research

Scientific assessment and modelling
	The costs of research that results from the existence of commercial fishing and the need to design effective regulations (for example, stock assessments or research on the impacts of commercial fishing) should be 100 per cent cost-recovered from the commercial sector. 

If the government undertakes research for the benefit of the broader community (e.g. for research into the impact of activities other than fishing, such as pollution), these costs should be allocated to government.

	Planning and management for fisheries
	The costs of planning and management are required for the effective regulation of commercial fishing, so should be 100 per cent cost-recovered from the commercial sector. 

	Licensing and administration
	These key regulatory costs should be allocated to the licence holders, including the commercial and recreational sector. The costs that result from licensing for the recreational sector should be separately identified and not allocated to the commercial sector.

	Compliance, surveillance, intelligence and inspections
	There are two aspects to these costs: 

1. Commercial fishing regulation. These costs should be allocated 100 per cent to the commercial sector because they are required for effective regulation of commercial fishing. The costs that result from recreational fishing compliance activities should be separately identified and allocated to the recreational sector. 
2. Illegal fishing regulation. These costs should be allocated to illegal fishers, given they created the need for the regulation. However, the potential difficulties of charging illegal fishers make this difficult. The commercial sector should pay the costs due to illegal commercial activities, but not the costs that would exist without commercial fishing.  For example, the commercial sector should not pay for broad surveillance and intelligence around illegal activity, recreational fishing and marine parks. 
Government should not recover the cost of prosecutions because they are part of the legal and administrative penalty process. 

	Cost recovery administration
	These costs should be allocated between the commercial sector and the recreational sector based on an activity based costing method (for example, an assessment of effort). 

	Additional industry requested research
	These costs should be fully recovered on a user pays basis.


In addition, if Fisheries Victoria varies a full cost recovery model by allocating additional costs to government and away from commercial fishers, this variation should be transparent. It should also clarify how these exclusions fit with Victoria’s cost recovery guidelines.

In terms of allocating costs among fisheries within the commercial sector, Fisheries Victoria can share costs by: 

· value of product

· a simple pro-rata approach, such as the size of the catch or the number of licences
· an activity based costing approach, such as an assessment of effort
The current Victorian approach is to assess effort in a backward looking sense. An activity based costing approach is the most desirable approach to allocating costs among fisheries because it attempts to most closely align the cost of a service for a fishery with the allocated cost. It is thus consistent with the Victorian cost recovery guidelines. Sometimes, however, a pro-rata approach may be appropriate, particularly when Fisheries Victoria cannot decide on appropriate cost drivers. Such an approach can be the subject of consultation with industry. 

Determine charging structure

Fisheries Victoria uses fees and levies to recover costs. The charging structure of fixed annual levies per licence or per quota (in quota based fisheries) is appropriate and should remain. Fisheries Victoria should continue to apply such charges on a fishery by fishery basis. 
Licence administration fees (which are set on a cost per service/use basis) should also remain. They should cover all costs of licence transactions, permit approvals and quota transfers, based on the total amount of staff time and other resources required to provide the service. This review determined licence fees do not recover the total cost of the licensing function, so Fisheries Victoria should change its charging to ensure this cost recovery occurs. Importantly, however, fees must be based on estimates of the efficient costs of providing these services.

In adopting a forward looking approach to cost recovery, Fisheries Victoria should also aim to set prices for a period of three years. This would reduce the cost of price setting and provide more certainty to fishers about forward costs. Fisheries Victoria should also investigate (with industry and the Department of Treasury and Finance) charge adjustment methods that can minimise volatility in charges and ensure ongoing full cost recovery. 
Determine price setting process and institutional arrangements

Transparent price setting—which includes defining the nature and level of services and costs—is an important aspect of an effective and efficient cost recovery system. Consultation with the commercial sector can play an important role in:

· determining the most efficient level of services, considering higher service levels and higher costs

· identifying opportunities for improvements and cost savings

· assessing the priority of the projects that make up the work program

· tailoring the service level to the needs of the fishery.

Also important is a clear performance standard or statement of intent, so government is incentivised and held accountable for ensuring efficient service delivery and functioning within agreed budget limits. Further, a cost recovery system must include appropriate monitoring and review, which may involve periodic review of services and costs, as well as consultation processes. 

For these reasons, Fisheries Victoria should implement new consultation arrangements that involve industry in a forward looking process that defines services and their costs. It should complement that consultation with enhanced monitoring and review processes. The ESRB acknowledges new information technology systems may be needed to support new reporting requirements. The Fisheries Cost Recovery Standing Committee is well placed to oversee the development of these new monitoring and review processes. Fisheries Victoria could also consider a more comprehensive, periodic review of costs. 

Case for change

This review identified weaknesses in the current cost recovery system. The ESRB concluded that the current system can be improved to better align with efficiency and equity objectives. Aspects of the cost recovery arrangements that could be improved include: 
· retrospective calculation of levies 

· limited consultation with industry participants on services

· poor systems for recording actual costs 

· volatility in levies paid by industry if the annual cost of services is recovered. 

For assessing the case for change, it is useful to compare the estimated benefits and costs that arise from a redesigned system. The proposed changes to consultative arrangements should better align the supply of services with the demand for services, thereby leading to a better allocation of government resources. In addition, the redesigned model allows for industry to request services above a ‘base’ level of service, which should further enable the alignment of demand and supply. Other benefits are also expected to arise from greater transparency in relation to current costs, the consideration of private sector provision of some services, and competitive procurement for services. Such initiatives could lead to lower costs of service provision. Based on evidence from the case studies, the benefits of better service provision could be up to 1–2 per cent per year of the total costs of providing services for several years. 

In terms of costs, a redesigned system will result in set-up costs and new ongoing costs. Offsetting these costs will be ‘avoided costs’ (or savings) that will result from not having to pay for operating the current system. The new system would establish the cost base from forward looking budgeted costs, and monitor the actual costs against each activity to assess whether more or less has been spent than budgeted. It would require a new project costing system to be developed, because the current cost base is based on backward looking costs and time allocations.

A preliminary assessment of the benefits and costs indicates a benefit–cost ratio of between 0.7 and 2.1 (and a mid-point of 1.3), with the net benefit (expressed in net present value terms) ranging from –$530 000 to $1.37 million (and a mid-point of $420 000). Therefore, there is a case for moving to a redesigned system. The analysis indicates a robust transition and implementation plan will be necessary to ensure benefits are at the high end of the estimates, and the set-up and ongoing costs are at the low end. 

In estimating the net benefits, the review estimated only preliminary costs for information technology systems. Fisheries Victoria should obtain a firmer estimate of these costs, after developing a more detailed specification of the new system. Once these revised costs are obtained, Fisheries Victoria can re-estimate the costs and net benefits outlined in this section, to evaluate with more certainty whether the proposed approach will provide net benefits.

Next steps

In reviewing the recommendations, government and industry need to consider the case for change and whether the estimates of set-up and implementation costs are reasonable. This consideration may require more detailed investigation of these costs, including the cost of new consultative arrangements. 

If Fisheries Victoria accepts the recommendations of this review, then it would need to take major steps to transition to the new system, before implementing the new charges. The following steps could occur concurrently: 

1. Establish new price setting process. Fisheries Victoria would need to set up new processes (including consultative arrangements and information systems) that allow it to develop a forward looking budget and to monitor its performance against this budget. It would also need to engage with other parts of government to resolve issues related to the adjustment of charges.
2. Consider opportunities for efficiency improvements. Fisheries Victoria would need to establish new consultation arrangements so the consultative groups can investigate efficiency opportunities in defining the services and how they can be best delivered (for example, by devolution or competitive tendering).
3. Calculate new charges and undertake a regulatory impact statement. To implement new charges, Fisheries Victoria would need to develop a regulatory impact statement.
Summary of recommendations
The following is a summary of the review recommendations to improve cost recovery for fisheries management.

Objectives and principles for the cost recovery regime

Recommendation 1: Primary objectives of a cost recovery regime. The primary objective of cost recovery is efficiency, and an important supporting objective is equity, such that those who use regulated products or request additional information are those who bear the costs.

Recommendation 2: Cost recovery principles. The important principles to be considered in the cost recovery regime are the full recovery of costs attributable to the commercial sector and a number of design and operational principles, including administrative simplicity, clear accountabilities, consultation with industry, and monitoring and review.

Determining the cost base

Recommendation 3: Include direct, indirect and capital costs. Because the cost recoverable services account for the bulk of Fisheries Victoria’s activities, costs included in the cost base for the fisheries management activities should include direct, indirect and capital costs.

Recommendation 4: Consider marginal cost based charging for costs above a base level of service. This charging would be appropriate for industry requested services beyond a base level of service, as defined by Fisheries Victoria. 

Recommendation 5: Apply a fully distributed costing approach. Fisheries Victoria should use this approach to estimate the cost base for each fisheries management service, along with a pro-rata or activity based costing method to allocate indirect costs (depending on the best information available from the DPI management accounting systems). The approach used should be understandable and transparent.

Recommendation 6: Use a forward looking costing approach. Fisheries Victoria should determine the costs to be recovered based on forward estimates of the cost of services to be delivered. Additionally, it should engage with the Department of Treasury and Finance to reflect the recovered costs of fisheries management services in departmental appropriations.

Recommendation 7: Consult with stakeholders about efficient service provision. Competitive cost levels and potential models for the efficient delivery of the fisheries management services should be part of an ongoing and formal discussion about cost recovery with industry and other stakeholders.

Recommendation 8: Undertake competitive tendering. Fisheries Victoria should assess the fisheries management services to determining which are amenable to private sector provision (contracted through a competitive tendering process) and which require government service provision.

Recommendation 9: Benchmark costs. Fisheries Victoria should assess whether it is appropriate and possible to determine comparable efficient cost benchmarks for key fisheries management activities.

Determining who pays and cost allocation

Recommendation 10: Apportion costs. In general, the costs of fisheries management services should be recovered from the commercial sector, except when costs are associated with the broad development of policy and regulations, and the general parliamentary servicing roles of government, and when effort has been spent servicing the recreational sector. Activity based costing is the preferred method to allocate costs across the recreational sector, commercial fisheries (including aquaculture) and the broader community.
Recommendation 11: Ensure policy decisions to quarantine costs from recovery are transparent. If decisions are made to vary a full costs recovery model that allocates additional costs to government and away from commercial fishers, they should be transparent. Fisheries Victoria should also clarify how these exclusions fit with Victoria’s cost recovery guidelines.

Recommendation 12: Allocate recoverable costs among fishers. Fisheries Victoria should allocate costs to fisheries using an activity based costing approach, applying a pro-rata approach if information is not available.

Determining the charging structure

Recommendation 13: Continue the charging structure. Fisheries Victoria should continue to use the current charging structure of fixed annual licence or quota based levies and administration fees per service. It should set fees to recover the efficient cost of administering the licensing and other authorisation functions. And it should continue to establish charges on a fishery by fishery basis.

Recommendation 14: Adjust charges over time. The price setting period should be at least three years, and Fisheries Victoria should investigate charge adjustment methods (with industry and the Department of Treasury and Finance) that can minimise volatility in charges and ensure ongoing full cost recovery.

Determining the price setting process and institutional arrangements

Recommendation 15: Implement new consultation arrangements. As part of the price setting process, Fisheries Victoria should implement consultation arrangements that allow for industry involvement in a forward looking process that defines services and their costs.

Recommendation 16: Undertake monitoring and review. To complement other recommendations in this review (particularly new consultation arrangements), Fisheries Victoria should enhance its annual monitoring and review. It should consider periodic reviews of the cost recovery system at least every five years.

Part A: Background and context for the review

Part A of this review provides background information on the scope and purpose of the review, the nature of the services to which the cost recovery arrangements apply, relevant objectives and principles for the cost recovery regime, and the current cost recovery arrangements.

1.
Introduction
1.1
Context

Cost recovery is used to recoup some or all of the costs of government products or services. Costs may be recovered from those who obtain private benefits from the products or services, or from those who contribute to the cost incurred. The key aims of cost recovery are to:

· encourage the efficient use of resources by ensuring the products and services are valued and provided at efficient costs, and the benefits of providing them outweigh the costs

· ensure a fair or equitable sharing of the cost of the products or services between those using them and the community more generally (who would otherwise pay through taxes).

In Australia and elsewhere, cost recovery arrangements are common across most sectors (including natural resources, health, finance, communication and transport) and encompass a wide variety of government products and services (including licensing, resource management services and information services). 

1.2
Current review

Regular and transparent reviews of cost recovery arrangements ensure they properly reflect conditions and continue to meet desired objectives. Fisheries Victoria identified the need to review the current commercial fisheries cost recovery arrangements. The Economics and Social Research Branch (ESRB) of the Department of Primary Industries (DPI) prepared this review to advise on appropriate objectives and principles for cost recovery systems consistent with (a) the Victorian Government’s cost recovery guidelines
 and (b) insights into practices and experiences in other fisheries jurisdictions. 

Using this information, the ESRB assessed the performance of the current cost recovery arrangements and identified opportunities for improvement.
 It worked closely with Fisheries Victoria to understand the current system and identify improvements. It also consulted with the Fisheries Cost Recovery Standing Committee (FCRSC).

1.3
Review structure

The review is structured as follows:

· Section 2. provides introductory information on the nature of the services to which the cost recovery arrangements apply.
· Section 3. proposes relevant objectives and principles for the cost recovery regime.

· Section 4. describes the current commercial fisheries cost recovery arrangements.

· Section 5. considers the issue of how to determine the cost base for the fisheries management services.

· Section 6. reviews and assesses the common methods for allocating the cost base between the government (representing the community, environment and non-commercial sectors) and the commercial fisheries sector.

· Section 7. considers the most efficient charging mechanisms to recover the recoverable costs from commercial fisheries.

· Section 8. reviews and assesses the price setting arrangements and associated institutional arrangements that would feature in an improved cost recovery system.

· Section 9. summarises the case for change to the current fisheries management cost recovery arrangements.

· Section 10. suggests next steps for Fisheries Victoria.

References used to prepare this review are outlined at the end of the report. The following appendixes provide additional information:

· Appendix 1 contains the terms of reference for this study.

· Appendix 2 contains the Victorian Department of Treasury and Finance’s (2010) objectives and principles for cost recovery.
2.
Victorian Fisheries management services
The current cost recovery arrangements apply to fisheries management services provided to the commercial fishing sector (wild catch and aquaculture industries).
 The relevant services encompass fisheries management, compliance and research services. 
To inform the review and design of the cost recovery arrangements, this section provides information on:

· the nature of the services to which the cost recovery arrangements currently apply and the underlying rationale for the provision of the services 

· the fisheries that receive the services

· the establishment of the commercial fisheries cost recovery arrangements in Victoria

· cost recovery arrangements that apply in New Zealand, Commonwealth and South Australian fisheries.

2.1
Overview of fisheries management services

The fisheries management services provided by the Victorian Government aim to manage the resource in the long term interests of fishers and the community. Figure 1 shows the key elements of the framework for managing fisheries.

Figure 1: Framework for managing a fishery
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Source: Fisheries Victoria.

Reflecting this management framework, the following are the key fisheries management services provided by the Victorian Government:

· Policy development and parliamentary services. Governments undertake a range of legislative, parliamentary and policy development functions that are part of their broad role in managing fisheries for the community as a whole.
 

· Scientific assessment and modelling. Applied scientific research studies and assessments are required to understand the biology of the fishery to establish the total allowable catch (TAC). These include data for stock assessment (including through catch and effort recording, dive surveys and other surveys) and all modelling and analysis of stock assessment. This type of research is essential to determine the sustainable resource base for a fishery.

· Planning and management for fisheries. For each commercial fishery in Victoria, a management plan is developed to manage access. This plan covers aspects such as: the establishment of the TAC; the assignment to quota holders for quota managed fisheries (such as rock lobster, abalone, giant crab and scallops in Victoria) and catch limits for non-quota managed fisheries; and compliance and other regulatory issues. In the aquaculture sector, reserve management plans are prepared for the allocation of Crown resources. 

· Licensing and administration. Licensing is used to manage commercial and recreational access and boat registrations and renewals. This service category also includes managing the collection of ‘catch and effort’ data that licence holders must provide to Fisheries Victoria. 

· Compliance, surveillance, intelligence and inspections. Some compliance services are solely associated with the commercial sector (for example, compliance by licence/quota holders with commercial fishing rules) while others are associated with the overall protection of the fishery (such as monitoring for illegal fishing). A range of compliance services are undertaken, such as surveillance, intelligence, investigations and inspections. This service category also includes education of the commercial sector.

· Cost recovery administration. To maintain and administer the cost recovery system requires appropriate process and systems, including information technology systems to record and account for transactions, consultation on services and costs, and fees and levy setting.

2.2
Rationale for provision of fisheries management services

Fisheries’ unique characteristics, which can result in fisheries being over-exploited, are the main reason government provides fisheries management services. Without the management services, no market mechanism exists to allocate property rights to fishers. The consequence of this absence of property rights is an incentive to over-exploit the fish resource, driving fish stocks to unsustainable levels (box 1). 

Without a system of governance to control and limit access to a fishery, the potential non-excludability of some individuals or firms from undertaking fishing activity could lead to the fishery becoming an open access resource. Open access may lead to biological and economic over-exploitation, because individual fishers have little incentive to conserve fish when the benefits of doing so are derived by others (Hundloe 2002). Fishers themselves are worse off under open access arrangements because an over-exploited fishery requires more fishing effort and cost on behalf of all fishers to extract the same yields. Hardin (1968) described an open access system as a ‘tragedy of the commons’, where no effective management of access leads to suboptimal outcomes for all parties. A system of fisheries resource management aims to benefit commercial and recreational fishers, and the community as a whole. 
These benefits are achieved by: 

· restricting total output to a seasonal harvest that is sustainable in the long term and that maximises returns to fishers and the community

· assigning clearly specified access and extraction rights—for example, quotas and licences

· monitoring and enforcing these rights (including inspections to ensure compliance with harvest limits), and undertaking additional surveillance, monitoring and enforcement services. 

	Box 1: Public goods 

Public goods have the features of being non-rival (one person’s consumption does not limit the amount available to others) and non-excludable (non-payers cannot be excluded from using the service). Examples are national defence and basic research. The combination of non-rivalry and non-excludability means it can be hard to get people to pay to consume public goods. So, the public goods might not be provided at all, or underprovided, if left to market forces. 

There can be different combinations of rivalry and excludability. Pure public goods are both non-rival and non-excludable, while pure private goods are rival and excludable. The ‘tragedy of the commons’ occurs when goods are rival but non-excludable. This market failure can be observed with fisheries.
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2.3 Fisheries that receive the management services

From 2007-08 to 2010-11, commercial fishery production (excluding aquaculture) in Victoria ranged between 4600 and 6400 tonnes per year.
 The production value of the commercial sector (excluding aquaculture) from 2007-08 to 2009-10 ranged between $48 million and $68 million.
 The abalone and southern rock lobster fisheries are the most valuable, with an average annual production value of $28 million and $15 million respectively.
 Other commercial fisheries in Victoria encompass a wide range of fish species, such as eels, scallop, giant crab, squids, sardine, salmon, whiting, snapper, garfish and bream. 

Victorian aquaculture is undertaken in offshore, coastal and inland facilities, and produces trout, abalone, blue mussel, aquarium finfish, eel, Murray cod, barramundi and yabby. From 2006-07 to 2010-11, aquaculture production in Victoria ranged between 1700 and 2600 tonnes per year.

2.4
Development of cost recovery arrangements for commercial fisheries

Following a Victorian Government initiated National Competition Policy Review of the Fisheries Act 1995 in 1999 and the Inquiry into Fisheries Management by the Parliamentary Committee of Environment and Natural Resources (2002), the Victorian Government moved to introduce cost recovery in 2004. Cost recovery was phased in over three years, with full implementation in 2006 for the commercial wild catch sector and 2007 for the aquaculture sector. 
In the context of Victorian commercial fisheries (including aquaculture), cost recovery arrangements have been in place since 2004. The revenue recovered from fisheries management services between 2007-08 and 2010-11 ranged between $2.0 million (in 2010-11) and $2.4 million (in 2007-08). In the case of abalone, cost recovery is governed by a 2005 agreement between the industry and the then Minister for Agriculture. It is formalised by the Fisheries (Fees, Royalties and Levies) Regulations 2008. Regulation 14 specifies the collection of a royalty that is equal to the difference between 7.21 per cent of the gross value of production of the abalone industry and the total amount of fisheries management services and Fisheries Research Development Corporation (FRDC) levies collected from the abalone industry. The agreement specifies cost recovery, the FRDC levy and royalties, together, will not exceed 7.21 per cent of the gross value of production. 
Victoria’s system of cost recovery for fisheries management has been amended over time. The most recent regulatory impact statement for fisheries levies (2007) stated fisheries management services levies are determined ‘in accordance with cost recovery principles that ensure, as far as practicable, there is no cross subsidisation between sectors of industry, and that the allocation of attributable recoverable costs is clear and transparent’.
 

Cost recovery of fisheries management services has been established across Australia and in other countries (box 2). The review drew on the experiences and lessons of these governments, which have services and design features similar to those explained in this review report. The review teams developed it commentary on these case studies by scanning publicly available documents and information provided by the relevant government; any errors are unintentional. 

The Western Australian fisheries management system was also investigated as part of this review. Western Australia commenced cost recovery in its commercial fisheries in 1994, but replaced cost recovery with an access fee of five per cent of gross value production from the fishery from 1 July 2010 and activities that are deemed to be beyond core sustainability responsibilities and undertaken at the request of industry are subject to full cost recovery (Western Australian Department of Fisheries 2010). The Western Australian system has not been drawn on throughout this document since it is not based on cost recovery principles outlined earlier in this review. Rather, the access fee appears to be more aligned with resource rent principles than cost recovery. 
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3.
Cost recovery objectives and principles

Having understood the need for fisheries management services to ensure sustainability and to manage access rights, the following are key questions in the design of any cost recovery system:

· What is the relevant cost of the services (the efficient cost base)?

· Who should pay and how should costs be allocated among relevant parties (for example, the government, commercial, recreational and indigenous fishers, or a combination)?

· How should they pay (for example, through a tax, levy or fee-for-service)?

No one answer or approach is optimal for resolving these questions. The range of valid approaches must be assessed in the context of the relevant fishery and their ability to meet objectives or principles consistent with the Victorian Government’s guidelines on cost recovery.
 The review team examined a range of literature and practices on cost recovery objectives and principles, including literature from the Productivity Commission and the Australian Government. The specification of the core objectives and principles is significantly consistent, but discrepancies often arise in meeting different objectives (for example, in meeting equity and efficiency objectives). 

3.1
Objectives of cost recovery

The primary objective of commercial fishery cost recovery should be efficiency. The main aspects of efficiency that are relevant for designing the cost recovery arrangements include:

· an incentive for efficient service costs. This aspect of efficiency is concerned with developing and implementing cost recovery arrangements that ensure services are provided at an efficient cost. The cost recovery system should incorporate incentives to drive efficiency.

· the efficient allocation of resources. This broader aspect of efficiency ensures resources are directed to their most valued uses across the economy. Cost recovery arrangements that signal, to both the government and the service consumers, the full cost of providing services supports broader efficiency. This transparency of costs can inform whether benefits exceed costs and ensure the amount of services provided and consumed reflects the value placed on them. 

In a practical sense, efficiency as an objective can influence the design of cost recovery arrangements—for example, by setting the cost base to recover the efficient costs of providing a service and minimising cross-subsidies between service users. 

A key supporting objective of cost recovery is to promote desirable equity outcomes. The Productivity Commission (2001) stated cost recovery:

should improve equity by reducing the dependence on general taxation.

As a result of this supporting objective, cost recovery arrangements are typically designed to reduce the cost burden on the general community (and thus the general taxation system). They do so in accordance with a widely applied concept of fairness
—that is, those who use government products and services, or who ‘use regulated products or request additional information, bear the costs’.
  

3.2 Principles of cost recovery

The key principles of cost recovery should be full cost recovery and other design and operational principles. These principles support the objectives of ensuring efficiency and promoting desirable equity outcomes in terms of who bears the costs.

3.2.1
Full cost recovery

The Victorian Government’s cost recovery guidelines
 state, with reference to the Victorian guide to regulation (Victorian Competition and Efficiency Commission 2011), that general government policy is to set regulatory fees and user charges on a full cost recovery basis, to ensure both efficiency and equity objectives are met. The Department of Treasury and Finance (2010a) defined full cost as:

the value of all the resources used or consumed in the provision of an output or activity.

In terms of efficiency, full cost recovery ensures the appropriate price signals are sent about ‘the value of all the resources being used in the provision of government goods, services and/or regulatory activity’.

In terms of equity, it ensures those that benefit from (or create the need for) a service pay the associated cost of undertaking that service. Full cost recovery of services provided to the commercial sector applies to the costs that are attributable to the commercial sector. The apportionment process outlined in section 6.1.2 explains how to determine those costs.

3.2.2
Other design and operational principles

The following operational principles are relevant to cost recovery arrangements for fisheries management services:

Administrative simplicity. This principle ensures the need for accuracy and precision is balanced against cost effectiveness (accounting for the transactions costs associated with the cost recovery system, including administrative, compliance, enforcement and information costs). 

Transparency, with clear accountabilities. Appropriate governance and transparency arrangements (including performance measurement) are needed, to ensure accountability for the costs being recovered and a demonstration that those costs are based on efficient service provision. 

Consistency with other policy objectives. Cost recovery should not hinder other government objectives by restricting or stifling competition, for example.

Development in consultation with industry. Involvement of the industry participants that will pay for the management services provides useful information and ideas on how to best provide services, the nature of the services, and how to minimise costs. This consultation could produce ideas for private sector involvement in service provision (Wyatt 2003). 

Monitoring and review. Cost recovery arrangements need to be reviewed periodically, because the industry and environment will change over time. Review will ensure the cost recovery arrangements remain relevant, meet the objectives and are targeted appropriately.

3.3
Recommendations

Recommendation 1: Primary objectives of a cost recovery regime. The primary objective of cost recovery is efficiency, and an important supporting objective is equity, such that those who use regulated products or request additional information are those who bear the costs.

Recommendation 2: Cost recovery principles. The important principles to be considered in the cost recovery regime are the full recovery of costs attributable to the commercial sector and a number of design and operational principles, including administrative simplicity, clear accountabilities, consultation with industry, and monitoring and review.

4.
Description of the current arrangements
This section describes the current cost recovery arrangements for fisheries management. Part B assesses the arrangements. 
4.1
Features of the current arrangements

The key features of the current cost recovery system (including the framework and method of cost allocation) are outlined in the associated regulatory impact statement (RIS).
 Below is the relevant section of the RIS:

The principles of cost recovery are encapsulated in the Terms of Reference for the Fisheries Cost Recovery Standing Committee (FCRSC) which advises the Minister for Agriculture on issues surrounding cost recovery and the delivery of fisheries management services. These principles include: 
a) 
The recovery of costs will be based on actual expenditure.
b) 
The cost of fisheries management services should be borne by those who directly benefit from them or those who drive the need for the provision of services. 

c) 
The general rule of attributing costs to a particular beneficiary group is based on whether the nonexistence of that group would eliminate the need to publicly provide fisheries management services (i.e. the provision of FMS is avoided because they are not required due to the fact that a particular beneficiary does not exist – this is known as the avoidable cost principle). 

d) 
The costs associated with the executive management of Fisheries Victoria (Executive Director, 3 Directors (Fisheries Management, Field Services and Policy & Licensing) & associated executive support) will be non-recoverable. 

e) 
A base regulatory management cost should apply to industry in order to acknowledge that fisheries management provides a regulatory framework for all fisheries to function in a sustainable manner. 

f)
The community’s interest as a whole (including intergenerational concerns) is the responsibility of government. Being a community benefit and a public good, the costs associated with this responsibility should be fully funded from the tax base. 

g) 
Fisheries management services will be calculated on an activity based accounting system (Fisheries Activity Costing System) with the apportionment of costs associated with these services based upon estimated costs and benefits to particular groups. 

h) 
Fee for services, on the other hand, are best calculated on a fishery-by-fishery basis or aquaculture sector by sector, because of the unique nature of individual fisheries or aquaculture sectors. The cost of these services should be based on the actual costs of providing these services on a competitive commercial basis. 

i) 
The method of allocating fisheries management costs should be simple, cost effective, equitable and transparent. As far as practicable, a particular user group (or licence category) should not bear the costs associated with another user group. 

j) 
The FCRSC may provide advice concerning the capacity of a fishery or aquaculture sectors to pay FMS levies due to the existence of extenuating circumstances (e.g. the financial impact of drought conditions on particular licence holders). 

k) 
Compliance services deemed recoverable from industry sectors will be partially or fully recoverable depending on the service and sector. 

l)
If FMS activities are recommended to be excluded from cost recoverability and are not part of the regulatory or public good role of Fisheries Victoria then these activities may not be delivered. 

m) 
Any proposed changes to the FACS categories will be brought to the attention of the Committee for comment prior to any changes being made.

4.2
Implementation arrangements

The cost recovery framework is implemented through the following systems and processes.

4.2.1
Activity based costing

The system is modelled on activity based costing. To translate activity based information into costs, staff salaries and on-costs are allocated to the time spent on particular programs in the Fisheries Management System. The Fisheries Activity Costing System (FACS) is purpose built software used to aggregate and assign costs to particular programs and fisheries, and to allocate other costs associated with management and compliance (such as operating costs and depreciation) to particular fisheries. FACS lists 93 activities across 24 commercial wild catch fisheries, 16 aquaculture sectors and the recreational sector. Forty-one of these activities are categorised as non-recoverable, and the remaining 52 are recoverable. 

4.2.2
Time recording

Except for the Fisheries Victoria executive team (the executive director, three directors and the business manager), the Fisheries Research Branch and the Catch and Effort Unit,
 all staff are required to allocate and record time to activities in FACS. All fisheries activities by Fisheries Victoria staff are recorded on FACS timesheets, not just the activities that are cost recoverable. Staff can allocate time to any of the 93 activity codes using drop down menus in a Lotus Notes database. 

4.2.3
Cost recovery for research

The Department of Primary Industries’ Project Costing Model is used to recover research costs. Time allocated to research projects is recorded not in FACS, but in a stand-alone system developed by the Fisheries Research Branch. 

4.2.4
Oversight of cost recovery

The Fisheries Cost Recovery Standing Committee (FCRSC) was set up when cost recovery commenced in 2004. Its role is to provide oversight and advice to the Minister for Agriculture and Food Security on all aspects on cost recovery, including cost recovery through levies. It comprises an independent chairperson and industry and Fisheries Victoria representatives. 
4.2.5
Regulatory approval

A RIS is required if an agency proposes an increase in charges beyond the annual rate approved by the Treasurer and if this increase imposes an appreciable economic or social burden on a sector.
 The most recent RIS for fisheries cost recovery was completed in 2007 for fees and levies to be collected in the 2008 licensing period (Department of Primary Industries 2008). Since 2007, cost recovery levies have increased in line with the Treasurer’s guideline, except when the FCRSC has recommended reductions (to which the Minister agreed). 
4.2.6
Cost recovery revenue

Fees are used for licence applications, renewals and transfers, permits, quota transfers (permanent and temporary), and boat registrations and transfers. Levies are used to collect costs for services that benefit all fishers in a fishery or across all fisheries. Table 1 shows the amounts collected by way of levies and fees since 2006-07.
Table 1: Cost recovery revenue

	Year
	Total levy revenue ($m)
	Fee-for-service revenue ($m)

	2006-07
	2.2
	Not available

	2007-08
	2.3
	$0.14

	2008-09
	2.2
	$0.14

	2009-10
	2.1
	$0.14

	2010-11
	1.9
	$0.14


Note: 
Excludes royalty payments and Fisheries Research and Development Corporation and Seafood Industry Victoria levies. 

Source: Fisheries Integrated Licensing System, Fisheries Victoria.

4.2.7
Abalone royalty

For abalone, in addition to the cost recovery arrangements for relevant commercial fisheries management services, a royalty arrangement is in place. Under the regulations, the royalty arrangement is separate to the cost recovery arrangement, so not relevant to the design of the cost recovery arrangements in this review.

Part B: Assessment and recommendations

Part B focuses on the design of each element of the cost recovery arrangements as shown in the figure on page 2. In relation to the determination of required services, this review uses the current set of commercial fisheries management services (section 2.1). Consultation with industry would be part of discussions on how to implement the new cost recovery system, as outlined in section 9. Trade-offs between the level and scope of services and their costs would form part of those discussions.

For each of the other elements of the cost recovery arrangements, this review report explains accepted methods and approaches (drawing on relevant literature and the practices, lessons and circumstances of fisheries management services), and assesses how they apply to the commercial fishing (wild catch) and aquaculture industries in Victoria.

5.
Determining the cost base
This section addresses the second element of the cost recovery system (Figure 2)—that is, how to determine the cost of the services. The focus is on how to establish clearly the appropriate cost base for each of the fisheries management services that are within the scope of the cost recovery regime. This section also addresses which costs are included in the cost base, which overhead and capital costs should be allocated, and how to ensure costs are at efficient levels.

Figure 2: Elements of the cost recovery arrangements: determining the cost base
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5.1
Which costs? Direct, indirect and capital costs

One of the cost recovery principles (section 3.2.1) is the achievement of full cost recovery. Typically, the full cost of providing each of the fisheries management services includes direct costs that can be directly and unambiguously attributed to an activity, and also indirect or overhead costs.
 Direct costs can include labour (including on-costs) and materials used to produce the service. Indirect costs can include corporate services costs, such as executive salaries, financial services, human resources, records management and information technology. Indirect costs also include capital costs. 

Both the Victorian and Commonwealth cost recovery guidelines are clear that direct, indirect and capital costs should be included when cost-recovered activities account for a large proportion of an agency’s activities (Department of Treasury and Finance 2010a, p. 26). 

As noted in the Commonwealth cost recovery guidelines:

When fees or levies are imposed across a significant proportion of an agency’s activities, they should include both the direct costs of the activities and the capital and indirect costs (including costs associated with setting and determining the appropriateness of fees charged).

In Victoria, the fisheries management services that are the subject of cost recovery arrangements account for a large proportion of Fisheries Victoria’s activities. The reviews thus recommends the cost of the services includes direct, indirect and capital costs.

Recommendation 3: Include direct, indirect and capital costs. Because the cost recoverable services account for the bulk of Fisheries Victoria’s activities, costs included in the cost base for the fisheries management activities should include direct, indirect and capital costs.

For some circumstances, the Victorian Government cost recovery guidelines recommend the relevant cost base includes a smaller subset of costs—for example:

· when the cost-recovered activities account for only a small proportion of the agencies’ activities and thus would have little impact on overheads or capital expenditure. In this situation, only direct costs need be recovered.

· when the core service is funded by government (for example, information provided by the Bureau of Meteorology) and the cost-recovered service relates to a slightly enhanced service (for example, the provision of specially packaged weather information to select users). In this case, the relevant costs are the marginal costs of providing the enhanced service. Box 3 explains marginal costs.
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Recommendation 4: Consider marginal cost based charging for costs above a base level of service. This charging would be appropriate for industry requested services beyond a base level of service, as defined by Fisheries Victoria.

5.2 Allocation of capital and overhead costs
A key issue is how to appropriately allocate indirect and capital costs to the cost-recovered services. There are no set rules for allocating these costs across different services and different users. However, irrespective of the allocation, full recovery of costs that are attributable to the commercial sector must include all direct and indirect costs. The review recommends Fisheries Victoria uses a fully distributed cost approach (box 4). The Victorian and Commonwealth Government cost recovery guidelines recommend this approach in this circumstance. The Productivity Commission also observed most regulatory agencies, as distinct from information agencies, allocate costs using fully distributed costing methods (Productivity Commission 2001, p. 85). Many of Fisheries Victoria’s services fit better with the Productivity Commission’s definition of a regulatory agency (for example, licensing, compliance, issuing rights and enforcement).

5.2.1
Practices in other jurisdictions

The review’s case studies of practices by the Ministry of Fisheries in New Zealand, the Department of Primary Industries and Regions SA (PIRSA) and the Australian Fisheries Management Authority (AFMA) indicate a fully distributed approach is common for fisheries management organisations, and indirect costs are allocated to services using a mixture of pro-rata and activity based costing methods. Governments have provided services at what appears to be akin to an incremental or avoidable cost only when the service is above a ‘base’ level of service. Beyond these observations, the case studies provide [image: image11.emf]little guidance on the calculation of indirect costs under these approaches.

Current approach in Victoria

The current approach to estimating the Fisheries Victoria cost base is based on using information from a time recording system to allocate costs into 93 cost categories (including overhead costs). The cost within each cost category is then allocated to each fishery through a defined cost allocation process. This approach is similar to a fully distributed costing approach. However, some indirect costs (such as executive management costs) are not allocated to services to form part of the cost base (section 4.1).
Recommendations

In accordance with the Victorian Government cost recovery guidelines, the review recommends Fisheries Victoria uses a fully distributed costing approach to determine the cost of the fisheries management services and allocate capital and overhead costs. The fully distributed approach is practical and widely recommended, and if properly calculated and applied, should ensure full cost recovery. Whether a pro-rata or activity based costing approach should be used will depend on the information available from the Department of Primary Industries’ (DPI) accounting systems.

Recommendation 5: Apply a fully distributed costing approach. Fisheries Victoria should use this approach to estimate the cost base for each fisheries management service, along with a pro-rata or activity based costing method to allocate indirect costs (depending on the best information available from the DPI management accounting systems). The approach used should be understandable and transparent.

Applying a fully distributed costing approach will present challenges, including how some costs are shared across DPI (for instance, information technology costs). A marginal costing approach should be considered only in relation to Fisheries Victoria services that are outside core regulatory activities, that are subject to the current cost recovery regime, and that represent a small add-on activity. 

5.3
Means of ensuring costs are at efficient levels
The costs for each activity or service must represent efficient cost. The review recommends the following changes to the current cost recovery arrangement to ensure service costs are at efficient levels:

1. Estimate the cost base using forward looking costs.

2. Establish processes and arrangements to ensure costs are efficient. 

5.3.1
Forward looking costs

The cost for each activity or service can be estimated using backward looking (historical) costs, forward looking costs or a mix of the two. Forward looking costs are unknown, so must be estimated. The review’s three case studies estimate the cost of each activity or service using a one year forward estimate of costs. Discussions with one jurisdiction indicated it recently considered moving to three year forward estimates. 

The current Fisheries Victoria cost recovery system is based on recovering costs after they have been incurred—that is, a backward looking or retrospective system. Table 2 contains the review’s assessment of the backward looking approach and a forward looking approach, given the primary objective of efficiency and two of the principles outlined in section 3. The assessment indicates greater efficiency benefits from a forward looking costing approach.

Table 2: Assessment of forward looking costs

	Key objective or principle
	Assessment of approaches

	1. Efficiency
	When combined with a meaningful industry consultation process, a forward looking costing approach provides industry with an opportunity to influence the scale and nature of costs before they are incurred, as well as the level of service. 

A forward looking approach may have some drawbacks if the forward estimates prove to be inaccurate.

Both forward and backward looking approaches likely involve accounting for actual costs.

	2.  Full cost recovery
	A forward looking approach can be structured to allow for full cost recovery. This is likely to require an adjustment at the end of the year to match actual costs and the estimate made at the start of the year. Care needs to be taken when making these adjustments so as to not undermine the incentives for the agency to control costs and to seek internal efficiencies.

	3.  Administrative
     simplicity
	A forward looking approach may be administratively more complex because it will typically involve both forecasting costs and measuring actual costs, whereas a backward looking approach requires measuring only actual historical costs. 


In terms of impacts on equity, a forward looking approach has potential for the nature or level of expected services to diverge from that reflected in the charges paid. The divergence of actual costs from the forward estimates is investigated in section 7.1.2. In terms of service provision, a more formal agreement between the Department of Treasury and Finance and Fisheries Victoria could reflect the recovered costs of fisheries management services in departmental appropriations.

Recommendation 6: Use a forward looking costing approach. Fisheries Victoria should determine the costs to be recovered based on forward estimates of the cost of services to be delivered. Additionally, it should engage with the Department of Treasury and Finance to reflect the recovered costs of fisheries management services in departmental appropriations.

Processes and arrangements to ensure costs are efficient

The Victorian cost recovery guidelines (Department of Treasury and Finance 2010a) outline techniques to ensure costs are maintained at efficient levels:

· benchmarking of performance or costs

· consultation with affected stakeholders

· the introduction of competitive pressures

· audits by the Auditor-General.

The case studies highlight several of these approaches should be undertaken (box 5). Their common theme is the importance of consultation with the commercial sector on the definition, nature and scale of service provision. They also indicate the benefits that can come from contracting out services.
	Box 5: Techniques to ensure costs are efficient—case studies 

New Zealand 

Harte (2008) explained the expectation, when cost recovery was introduced in 1994, that levies would decrease over time due to:

· efficiency gains within government due to cost specification and greater scrutiny through annual consultation 

· industry having a more direct role in fisheries management. 

Wyatt (2003) argued the introduction of cost recovery led the Ministry of Fisheries to become ‘more transparent and accountable to stakeholders for its activities’.
 In addition, Harte (2008) contended benefits have arisen from the devolution of quota registry services and the allowance for industry to purchase some research services.

Existing New Zealand fisheries registry services arrangements are now a mix of devolved, contracted and ministry delivered registry services. Through the mixed registry service delivery model, a privately owned company called FishServe delivers many of the devolved and contracted registry services. This approach has allowed FishServe to streamline the registry service process, exploit economies of scale to minimise capital investment, and gain efficiencies through a single integrated fisheries management database. These efficiencies allowed the total registry cost to fisheries to fall from NZ$9.8 million in 2003-04 to NZ$5.3 million in 2010-11.The increased engagement with industry due to the cost recovery system provided new options for service delivery—for example, the deepwater sector has been working with the ministry to deliver a 10 year research plan to eliminate duplication between government and industry by using industry, rather than dedicated research vessels, to deliver research. 

Australian Fisheries Management Authority (AFMA)

Kaufmann and Geen (1997) suggested AFMA’s approach to engaging with the commercial fishing industry, as established in the early 1990s, delivered ‘desirable management outcomes’.
 They also observed an increasing number of services are being supplied by the private sector, including ‘data entry, some quota monitoring activities, the administration and chairing of MACs (Management Advisory Committees), and research evaluation’.

In 2008, AFMA undertook a Business Efficiency Review to achieve a long term lowering of AFMA’s cost structures. This review recommended potential improvements that AFMA could make to its operations—for example, moving towards a more centralised compliance approach and an enhanced role for industry in managing aspects of fisheries under a co-management approach. 

In terms of other efficiency efforts, the Northern Prawn Fishery (NPF) and the Southeast Trawl (SET) have used competitive tendering of services. In the case of SET, competitive tendering has been used for biology and stock assessment projects. A private contractor provides a number of services under cost recovery.
 In the NPF, fishers formed a company ( the NPF Industry Pty Ltd), which has allowed them to reduce the cost of monitoring and other fishery services through tender and outsourcing processes.


Department of Primary Industries and Regions SA (PIRSA)

The cost recovery regime has increased the cost transparency of South Australia’s regulatory services. Specifically, PIRSA undertakes annual discussions with industry on the services to be delivered and their costs. This process enables industry to have input into the nature and scale of the services provided by PIRSA.



A key aspect of promoting greater efficiency is direct industry consultation on proposed services. Also important is enhanced reporting of service delivery against defined target outcomes. Section 8 outlines the benefits of an improved industry consultation process. However, additional steps could contribute to greater efficiency in service provision—for example, competitive procurement of selected services. Competition can be harnessed to create incentives, reducing the costs of the fisheries management services. This benefit of competition can be achieved by defining the fisheries services required (the services described in a contract) and creating a tendering process that identifies and rewards low cost providers. 

Fisheries Victoria could set out principles that distinguish those services that can be outsourced from those that need to be internally sourced. As part of this process, services that the industry might provide could also be determined. However, Fisheries Victoria would need to consider potential conflicts of interest.

Of the above four approaches to ensuring costs are at efficient levels (benchmarking, consultation with stakeholders, competitive pressures through tendering, external auditing), the review recommends the following actions:

Recommendation 7: Consult with stakeholders about efficient service provision. Competitive cost levels and potential models for the efficient delivery of the fisheries management services should be part of an ongoing and formal discussion about cost recovery with industry and other stakeholders.

Recommendation 8: Undertake competitive tendering. Fisheries Victoria should assess the fisheries management services to determine which are amenable to private sector provision (contracted through a competitive tendering process) and which require government service provision.

Recommendation 9: Benchmark costs. Fisheries Victoria should assess whether it is appropriate and possible to determine comparable efficient cost benchmarks for key fisheries management activities.

6.
Determining who pays and cost allocation
This section addresses the third element of the cost recovery system—that is, determining who pays and cost allocation (figure 3). The key issues are:

· the allocation of costs to the commercial fisheries industry and other relevant parties, including the government

· the allocation of industry costs—for example, how the costs to be recovered from commercial fisheries should be allocated among individual fishers or groups of fishers.

Figure 3: Elements of the cost recovery arrangements: determining who pays and cost allocation
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6.1
Sharing costs between industry and government

This section addresses the rules and principles that may be used to allocate the costs of the fisheries management services to the commercial fisheries industry and other relevant parties, including the government. Two key approaches are generally used to apportion costs between government and the commercial fisheries sector:

· Beneficiary pays: anyone who benefits from an activity contributes to the cost of undertaking it.
 The beneficiary pays principle can be thought of as both ‘user pays’ (when anyone who derives a direct private benefit from an activity contributes to the cost of undertaking it)
 and ‘beneficiary compensates’ (when anyone who derives an indirect benefit from an activity contributes to the cost of undertaking it).
 

· Impactor pays: impactors meet the full costs of their actions.
 In some instances, the impactor pays principle is also known as the ‘risk creator pays’ or ‘polluter pays’ principle. It is based on the view that those who create the need for a service should incur the costs. This can have efficiency properties as the costs of fisheries management activities are internalised by those creating the need for the services. 

These are not strict economic principles or rules; rather, they are useful ‘rules of thumb’ that can result in more efficient and equitable cost sharing. They are widely applied in cost recovery regimes across governments and sectors in Australia and internationally. New Zealand has statutory principles based on beneficiary pays and risk creator pays approaches, although the former principle dominates in practice. The Australian Fisheries Management Authority (AFMA) determines who pays based on both beneficiary and impactor pays principles. However, in many cases, the beneficiary and impactor of a service are the same group within the community. 

Box 6 shows how the three governments in the review’s case studies have applied their cost recovery principles. Box 7 indicates how they have applied the beneficiary and impactor pays principles to result in allocations to government and industry. 

	Box 6: Cost sharing (government and the commercial industry)—other jurisdictions

The list of services below is based on those outlined in section 2. It may not align perfectly with those services represented in the three case studies; further, the Department of Primary Industries and Regions SA (PIRSA) is not represented in the table. The review team could not determine the approach taken by New Zealand and/or AFMA in all cases.

Activity or service

Case study allocation

Policy development and parliamentary services

AFMA and New Zealand allocate 100 per cent of costs to government.
Applied research

Scientific assessment and modelling

AFMA and New Zealand generally allocate the cost of research activities (which includes scientific assessment) to government and the commercial industry sector based on who benefits or creates the need for the research. However, this approach differs (box 7) for AFMA compared to New Zealand.

Planning and management for commercial fisheries

AFMA allocates 100 per cent of domestic commercial fisheries management to the commercial industry sector. It separately costs services for the management of non-commercial fisheries, because these costs are funded by the government.

New Zealand appears to allocate its commercial fisheries management functions (for example, registry services) 100 per cent to the commercial industry sector.

Licensing and administration
AFMA allocates 100 per cent of costs to the commercial industry sector. 

Compliance, surveillance, intelligence and inspections
AFMA allocates 100 per cent of its domestic fisheries compliance enforcement activity to government. Prior to AFMA’s cost recovery impact statement in 2010, the cost for domestic compliance was shared equally between industry and the government. Following the recommendations of a business efficiency review
 in 2008, AFMA revised this allocation to be 100 per cent government, given it was moving to a more centralised model of compliance to target the highest risk areas of non-compliance. AFMA (2010) indicated an incentive for non-compliance in a low risk fishery might arise if it was agreed with industry to allocate a relatively low cost to that fishery.

New Zealand allocates 100 per cent of its commercial fishing enforcement costs to the commercial industry sector. However, enforcement for recreational activities, illegal activity and international fishing is separately costed for activities or services. 

Cost recovery administration

New Zealand allocates 100 per cent of costs to the government.




The beneficiary and impactor pays approaches underpin the Victorian cost recovery guidelines (Department of Treasury and Finance 2010), which state costs should be recovered from ‘those that benefit from, or whose actions give rise to the need for, the government good/service/activity’.
 The guidelines also provide guidance on apportioning the costs of regulatory services such as those provided to manage the commercial fisheries in Victoria. They indicate full regulatory costs should be internalised as part of the cost of producing the good or service in question,
 and thus faced by industry participants and reflected in final prices of the goods or services (for example, in the prices of commercial wild catch fish).

The Productivity Commission’s review of cost recovery by government agencies (Productivity Commission 2001) is consistent with this conclusion because it recommended ‘for regulatory agencies, in principle, the prices of regulated products should incorporate all of the costs of bringing them to market, including the administrative costs of regulation’.
 The Department of Treasury and Finance guidelines provide variations to this approach. In particular, they suggest some costs could be excluded from the cost base, particularly costs associated with the broad development of policy and regulations, and with parliamentary servicing roles:

It is important that the costs of all outputs that are integral to the good, service or activity subject to cost recovery are included in the full cost calculation. However, it is also important that the costs of any functions that are not a fundamental part of, or directly related to the output are excluded from the cost base. In particular, costs associated with the broad development of policy/regulation and general parliamentary servicing roles of government should be excluded from the cost base. Such activities represent the broader roles of government, with public benefits, and may therefore be more appropriately funded from general taxation. Examples include the costs associated with:
· the review of the appropriateness or effectiveness of a regulatory function, and assessment of regulatory alternatives (e.g. costs of undertaking the regulatory impact statement process and/or a major consultation process as part of regulatory development);

· advising Parliament on issues on which the agency has expertise;

· answering parliamentary questions;

· briefing Ministers and responding to their correspondence;

· financial reporting; and

· complying with international treaties.

In addition, policy decisions are sometimes made to quarantine costs from recovery. There may also be cases when the costs of addressing legacy issues (for instance, correcting issues that arise from historical practices) are apportioned to government because the existing users/impactors might not have been responsible for the issues and their current practices have little effect on the need for these costs to be incurred (Marshall 1998). 

6.1.1
Application to the Victorian fisheries commercial management services

Given the Victorian cost recovery guidelines and the work of the Productivity Commission (2001), table 3 outlines the recommended approach to allocate costs to the commercial fishing sector. The recommended approach is reasonably consistent with the general approach of the case studies in boxes 6 and 7, although the case study governments have developed prescriptive rules for cost allocation in certain circumstances. Many of the recommendations here involve an activity based costing approach. When this approach is not practical or feasible, a simple pro-rata approach should be considered.

Table 3: Recommended approach to allocate costs to the wild catch fisheries and aquaculture sectors
	Activity or service
	Recommended approach to allocate costs to 
the commercial wild catch and aquaculture sectors

	Policy development and parliamentary services
	These costs should be allocated to government because these services represent the broader servicing roles of government.


	Applied research

Scientific assessment and modelling
	The costs of research that results from the existence of commercial fishing and from the need to design effective regulations (for example, stock assessments or research on the impacts of commercial fishing) should be 100 per cent cost-recovered from the commercial sector. 

If government undertakes research for the benefit of the broader community (for example, research into the impact of activities other than fishing, such as pollution), then these costs should be allocated to government.

If costs are shared between the commercial and non-commercial sectors (for example, the recreational sector or the broader community research), then an activity based costing approach (for example, an assessment of effort) should be applied to allocate costs between the sectors.

	Planning and management for fisheries
	The costs of planning and management for the effective regulation of commercial fishing (including aquaculture) should be 100 per cent recovered from the commercial sector.

When costs are shared between the commercial and non-commercial sectors, an activity based costing approach should be applied to allocate costs.

	Licensing and administration
	These key regulatory costs should be allocated to the licence holders, including the commercial and recreational sectors. Costs of licensing the recreational sector should be separately identified and not allocated to the commercial sector.

	Compliance, surveillance, intelligence and inspections
	There are two aspects to these costs:
1. Commercial fishing regulation. These costs should be allocated 100 per cent to the commercial sector because they are required for effective regulation of commercial fishing. The costs that result from recreational fishing compliance activities should be separately identified and allocated to the recreational sector. 

2. Illegal fishing regulation. These costs should be allocated to illegal fishers, given they created the need for the regulation. However, the potential difficulties of charging illegal fishers make this difficult. The commercial sector should pay the costs due to illegal commercial activities, but not the costs that would exist without commercial fishing.  For example, the commercial sector should not pay for broad surveillance and intelligence around illegal activity, recreational fishing and marine parks. 
Prosecution costs should not be recovered by government because they are part of the legal and administrative penalty process. 

	Cost recovery administration
	These costs should be allocated between the commercial sector and recreational sector based on an activity based costing method.

	Additional commercial industry requested research
	These costs should be fully recovered on a user pays basis.


6.1.2
Recommendations

Recommendation 10: Apportion costs. In general, the costs of fisheries management services should be recovered from the commercial sector, except when costs are associated with the broad development of policy and regulations, and the general parliamentary servicing roles of government, and when effort has been spent servicing the recreational sector. Activity based costing is the preferred method to allocate costs across the recreational sector, commercial fisheries (including aquaculture) and the broader community.

Recommendation 11: Ensure policy decisions to quarantine costs from recovery are transparent. If decisions are made to vary a full costs recovery model that allocates additional costs to government and away from commercial fishers, they should be transparent. Fisheries Victoria should also clarify how these exclusions fit with Victoria’s cost recovery guidelines.

6.2
Allocating recoverable costs among fishers

Many of the fisheries management services benefit multiple fishers and fisheries, so how should costs be allocated across these multiple parties? The aim is to ensure the costs allocated to individual fishers or fisheries reasonably reflect the costs incurred for the fishery. This matter is largely an empirical one rather than one based on specific principles or rules. 

6.2.1
Common approaches used in other jurisdictions

By investigating the approaches in the case studies and other literature, the review found the most common ways of sharing costs among the fisheries are: 

· by value of product. This approach typically estimates the value of the fish per kilogram multiplied by some estimate of the catch or the stated quota amount for quota fisheries.

· by a simple pro-rata approach, such as size of catch or number of licences. The size of catch is an estimate of the size of the commercial catch, which could be the stated quota amount for quota fisheries.

· by an activity based costing approach. A simple method is an assessment of effort, which estimates the amount of full time equivalent (FTE) days allocated to each fishery. This assessment could be based on the amount of time that has been, or is expected to be, spent on each fishery. 

The current Victorian approach is to use assessment of effort in a backward looking sense. The first two approaches base cost recovery on characteristics of the fisheries, rather than on any link to the quantum of services provided. In contrast, the third approach attempts to establish a direct link between the level of service provided and cost allocation, but it can be complex and costly to implement. These different approaches can have different equity impacts across fisheries. The value of product approach in New Zealand has raised issues with its commercial sector in terms of its impact on equity. Recently, the Seafood Industry Council submitted to the New Zealand Government that:

… the allocation based on the Port Price Index
 is inequitable … the costs should be allocated relative to the services provided to the stocks or sectors. In terms of registry services … a more equitable basis of allocating costs would be to use the number of returns processed for the stock or sector rather than the relative value as reflected by the Port Price Index. In the case of compliance costs, we have insufficient detail as the nature of activities undertaken by the Compliance team and cannot therefore propose a more appropriate basis. However we submit that the current Port Price Index does not reflect the underlying level of compliance within stocks or sectors.

Box 7 details the cost allocation process in each of the case studies.

	Box 7: Cost allocation—case studies

New Zealand

The beneficiary pays principle has been applied to share costs between government and fishers in a variety of ways:

1. First, costs are allocated between the commercial sector and non-commercial sector (for example, recreational fisheries, customary fisheries and Crown functions)
 via a proportion or a different formula set out the Fisheries (Cost Recovery) Rules 2001. 

(a) Some of the important set proportions are:

i.    monitoring and offence detection of commercial fishing activity—100 per cent of costs borne by industry
ii.   quota and commercial fishing administration and registry services—100 per cent of costs borne by industry
(b) The set proportion for monitoring and offence detection is applied after the recreational fishing and illegal fishing costs are deducted from total monitoring and offence detection costs. 
(c) For those services for which a formula applies (for example, some research activities), the key rule that is applied is that the commercial share of total costs is determined by dividing the total allowable commercial catch (TACC) by the total allowable catch (TAC).
2. Second, the proportion allocated to the commercial sector is then allocated to each fishery (for each activity). This allocation occurs by determining the relevant beneficiaries for the activity (which might consist of single or multiple beneficiaries, or even all fisheries). The proportion allocated to each beneficiary is usually undertaken in one of two ways:
(d) The staff responsible for the activity will determine the proportions based on a subjective assessment of the benefits to each beneficiary. This process appears to be applied for some research activities. 
(e) The proportion for each fish stock is estimated by a formula based on the proportion of a fish stock’s total value relative to the value of all of the fish stocks that have been determined to be beneficiaries. The value is estimated by the total port price multiplied by the TACC for the relevant fishery. The port price is the average price paid ‘by licensed fish receivers to independent fishers for fish landed’.

Australian Fisheries Management Authority (AFMA)

AFMA allocates costs between the commercial sector and the taxpayer/government by considering the purpose of each of the 10 activities, as well as the beneficiaries and who creates the need for the activity. The activities or services that are allocated 100 per cent to the commercial sector are: the management of domestic fisheries, data collection and management, research (industry funded), and licensing/registration and revenue collection. 
In terms of apportioning costs among fishers, the cost allocated to a given fishery is ‘proportional to a measure of a fisher’s beneficial interest in the fishery, such as the fisher’s share of total allowable catch, or the number of permits held or the amount of fishing effort permitted’.
 This approach is further indicated by AFMA’s Research Policy,
 which states the beneficiary principle is applied to determine who should pay for research:

for example, research costs surrounding particular species should be recovered where possible from those fishers who hold entitlements to catch that species (i.e. the likely beneficiaries of the research). This may be administered, for example, by levying … quota holders in proportion to their quota holding. 

AFMA’s research policy distinguishes between industry and government research, and how these are recovered. This policy recognises some types of research benefit both government and industry, and outlines rules for how these costs are to be apportioned. 

Department of Primary Industries SA (PIRSA)

Each fishery is responsible for the cost of the services directly related to its sector, and the government provides PIRSA with additional appropriation to fund public good services. This allocation of costs is consistent across the services provided by the PIRSA, the research carried out by the South Australia Research and Development Institute (SARDI) and other independent research projects put forward by industry. 

In terms of allocating costs among fisheries, PIRSA allocates costs via an assessment of effort that staff expects to spend on its various fisheries (and activities). 


6.2.2
Recommendations

An activity based costing approach would be the most desirable approach to allocating costs among fisheries. This is because it attempts to most closely align the cost of a service for a fishery with the cost allocated, consistent with the Victorian cost recovery guidelines’ allocation of indirect costs to services.

Some simple pro-rata approaches may also be needed, particularly if it is not possible to decide on appropriate cost drivers. These approaches can be the subject of consultation with industry. They may be more appropriate for compliance and enforcement activities if an activity based costing approach may result in inefficient outcomes by signalling the nature of planned compliance and enforcement activities to the commercial sector. Once costs are allocated to a particular fishery, the issue then becomes how to allocate costs within a fishery. A sensible approach would be to allocate costs on a quota basis for quota fisheries and on a licence basis for non-quota managed fisheries. Given the nature of fisheries management services, directly apportioning  the cost to any individual fisher or commercial enterprise may not be possible.

Recommendation 12: Allocate recoverable costs among fishers. Fisheries Victoria should allocate costs to fisheries using an activity based costing approach, applying a pro-rata approach if information is not available.

7.
Charging structure
This section addresses the fourth element of the cost recovery system—that is, determining the charging structure (figure 4). It explains the key methods, and assesses and recommends charging structures.

Figure 4: Elements of the cost recovery arrangements—determining the charging structure
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7.1
Methods
7.1.1
Charging structure

Charges are generally applied as a fee
 or a levy
. Fees are appropriate when specific services are attributable to an individual or firm, while levies are appropriate for activities that are caused by or benefit fishery sectors or the industry as a whole. Fees are suitable for services such as licence applications, licence transfers and renewals, permits, boat registrations and quota transfers. In these cases, the fees relate to the actual costs of providing the specific service. Levies are appropriate for the range of services that provide broader collective benefits to the target group. 

An additional issue is whether the charging structure consists of fixed and/or variable charges. The cost allocation process should guide whether a charge is a fee or a levy, and its mix of variable and fixed charges. If, for example, costs shared across fisheries are allocated on the basis of quotas, then the charge could be applied per quota unit. If no quota applies, and if costs shared across fisheries are allocated on the basis of the quantum of the catch, then a charge such as $ per tonne or kilogram could be applied. For both these examples, a levy is likely the preferred term to use for the charge, because costs reflect collective benefits. The structure of the charges is important in providing signals to users about the cost of service provision. These signals encourage users to use services more or less efficiently. 

In the case studies, charges are based on the costs allocated to each fishery under the cost allocation processes (box 8), and are mostly applied as a levy. 


	Box 8: Charging structure—case studies

In all three case studies (New Zealand, AFMA and PIRSA), the three governments (New Zealand, the Australian Government through AFMA, and South Australia) tend to recover the costs allocated to a fishery via a levy (for example, a $ per quota share or $ per tonne). However, they also apply fees in some cases for specific services.


7.1.2
Adjustment in charges over time

There are a range of methods for adjusting charges over time. A backward looking costing approach bases charges on historical costs. In the case of a forward looking costing approach, the following are issues to be addressed in deciding how to adjust charges over time:

1. the length of the price setting period, which could be as frequent as one year—for example, prices might be reset through a comprehensive review of assumptions every five years, with a mechanism to adjust charges within the five years

2. the mechanism to adjust charges each year during the price setting period. It could consist of a formula based mechanism or some form of indexing (for example, using the consumer price index)

3. actual costs most likely not equalling what was budgeted at the start of the price setting period. This issue requires an approach to deal with ‘unders’ (when actual costs are less than budgeted costs) and ‘overs’ (when actual costs are greater than budgeted costs). 

In terms of the case studies, the three governments that undertake annual price setting use a one year forward estimate of costs. For this reason, they do not need a mechanism to adjust charges within the price setting period. The case studies (box 9) reveal different approaches to managing the situation when actual costs do not equal what was budgeted at the start of the year. New Zealand and AFMA adjust the following year charges to cover differences at the fishery level. This approach has the benefit of accuracy at the fishery level but can result in large swings in charges from year to year. This volatility can be a concern for industry in terms of certainty. South Australia does not make this adjustment but does have a research fund that can be used to manage the overs and unders for research costs. The case studies reveal the approach to dealing with overs and unders is either to adjust the following year charges or make no adjustment.

	Box 9: Actual to budgeted costs—case studies

New Zealand

If budgeted costs do not equal the actual costs incurred for the year (for example, there are overs or unders), then an adjustment is made in the following year’s charges based on the difference, so long as the minister approves. These adjustments are made at a fishery level. 

Australian Fisheries Management Authority (AFMA)

If budgeted costs do not equal the actual costs incurred for the year, then an adjustment is typically made in the following year’s charges based on the difference. These adjustments are made at a fishery level, and they can lead to significant adjustments for an individual fishery from year to year.

Department of Primary Industries SA (PIRSA)

If budgeted costs do not equal the actual costs incurred for the year, then no adjustment is made in the following year’s charges based on the difference. However, the Fisheries Management Act 2007 allows for a Fisheries Research and Development Fund, which is typically used to finance overs and hold unders as they occur for research activities. 


7.2
Assessment and recommendations
7.2.1
Charging structure

Fees and levies are currently used to recover costs. The current charging structure of fixed annual levies per licence or per quota (in quota based fisheries) is appropriate and should remain. Licence administration fees, which are based on a cost per service/use, should also remain. Fees should cover all costs of licence transactions, permit approvals and quota transfers, based on the total amount of staff time and other resources required to provide the service. This review found, however, licence fees do not recover the total cost of the licensing function. Changes should be made to ensure total recovery occurs, although fees must be based on estimates of the efficient costs of providing these services (as discussed in section 5). 
Recommendation 13: Continue the charging structure. Fisheries Victoria should continue to use the current charging structure of fixed annual licence or quota based levies and administration fees per service. It should set fees to recover the efficient cost of administering the licensing and other authorisation functions. And it should continue to establish charges on a fishery by fishery basis.

7.2.2
Adjustment in charges over time

The current process of adjustment for Fisheries Victoria is to re-estimate charges each year based on the assessment of effort documented in the time recording system—a backward looking approach. The adjustment process comprises changes in historical costs incurred. An assessment of forward and backward looking systems is outlined in section 5.3. If a forward looking approach is applied, then a key issue is the length of the price setting period. There are benefits and costs from implementing a price setting period longer than one year. Table 4 contains an assessment of a longer price setting period against the primary objective of efficiency and two of the key principles in section 3. 

Table 4: Assessment of approaches to adjust charges over time
	Key objectives and principles
	Assessment of approaches

	1. Efficiency
	A longer period would the lower costs of undertaking price setting, including consultation costs. However, a longer period may still entail an annual monitoring process, which would negate some of the lower costs.

	2.  Full cost recovery
	A longer price setting period may result in deviations from full cost recovery if there is no mechanism to ensure differences in the full period budget and actual yearly costs are recovered from the commercial sector. 

	3.  Administrative
     simplicity
	A longer time period should result in simpler administration, although there may still be some annual monitoring.


As shown by Table 4, full cost recovery depends on a mechanism to ensure the difference between budget and actual costs is recovered in some way. This issue applies to both short (for example, one year) and long price setting periods (for example, five years). However, with a long time period, the adjustment for actual to budgeted costs could be made at the end of the price setting period, rather than each year. 

The implication is that an annual adjustment process with more complex adjustment components (such as adjustments for overs and unders) will require additional administrative effort and cost. This complexity and administrative burden has led many regulated sectors to adopt longer time periods to price setting. However, these adjustments are more likely to provide closer alignment with full cost recovery each year. If, for example, a service is not provided that was in the original budget, then these costs could be returned to the commercial sector. A key issue in assessing the approach to addressing unders and overs is the impact on price volatility. The case studies show the reconciling of actual to budgeted costs each year in charges can have a significant impact on price volatility. Price stability could be an important objective for the commercial sector. 

From an administrative perspective, the costs of administering more complex adjustment processes may outweigh the benefits. The Regulatory Impact Statement Fisheries Regulations 2008 states the total cost recoverable amount for the commercial sector was $2.2 million in 2006-07. In this context, the costs of undertaking annual price setting mechanisms, combined with sophisticated reconciliations of overs and unders at a detailed level, would most likely be too great to justify the benefits. The preferred option would be for a longer price setting period (for example, three years). To ensure full cost recovery and minimise volatility in charges, there is a strong case for investigating methods that do not involve adjusting charges each year by an annual reconciliation of actual to budgeted costs. Such methods include aligning the reconciliation with the price setting period, undertaking insurance or setting up a fund to manage unforseen events. 

A complication to the charge adjustment process is that Victoria’s cost recovery guidelines (2010a) note ‘increases in fees that are above the Treasurers’ annual rate … will generally require preparation of a regulatory impact statement’.
 In terms of cost and administrative simplicity, preparing a regulatory impact statement each year would not be feasible. To implement approaches that involve a longer time period than one year and address overs and unders, Fisheries Victoria will need to engage with the Department of Treasury and Finance and industry to assess these approaches.

Recommendation 14: Adjust charges over time. The price setting period should be at least three years, and Fisheries Victoria should investigate charge adjustment methods (with industry and the Department of Treasury and Finance) that can minimise volatility in charges and ensure ongoing full cost recovery.

8.
Price setting process and institutional arrangements
This section addresses the final element of the cost recovery system—determining the price setting process and the institutional arrangements (figure 5). 

Figure 5: Elements of the cost recovery arrangements—determining price setting and institutional arrangements
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In designing an effective and efficient price setting process, the Department of Treasury and Finance (2010) guidelines state:


when implementing cost recovery arrangements, it is important that they be:

· decided in consultation with relevant parties

· transparent, with clear accountability

· monitored and reviewed regularly.

The Australian Government cost recovery guidelines (2005) make similar points. 

8.1
Methods
8.1.1
Consultation process that is transparent and accountable

Having a transparent price setting process is an important aspect of an effective and efficient cost recovery system. Consultation with the commercial sector can play an important role in:

· determining the most efficient level of services based on the consideration of higher service levels and higher costs

· identifying opportunities for improvements and cost savings

· assessing the priority of the projects that make up the work program

· tailoring the service level to the needs of the fishery.

In consulting with fishers, a forward looking costing approach can help drive accountability. If charges are collected retrospectively, then the service provider has limited incentive for efficiency or accountability (as discussed in section 5.3). There are also benefits from establishing a clear performance standard or statement of intent so government is incentivised and held accountable for ensuring efficient service delivery and functioning within budget limits. Moreover, achieving transparency and accountability requires systems for performance reporting (for example, the measurement of performance indicators) and tracking the costs of service provision. Such systems can be costly to implement and manage over time, so they need to be simple and effective. The design of cost recovery arrangements should consider the ability to measure service as well as costs accurately. In many cases, it is possible to define levels of service to be provided (or performance indicators), which helps industry and the community understand the outputs and outcomes of fisheries management in each area. The measurement of service levels is also important for evaluating the impact of exogenous factors (such as emergencies in other areas of the Department of Primary Industries’ portfolio) on the resourcing of fisheries services and service levels.

The case studies highlight the importance of consultation in the cost recovery process (box 10). All three governments have established a consultation process that allows the commercial sector to engage with government on the nature of services and their costs, and in some cases the services are defined with outcomes or performance measures. From a transactional perspective, it is important that the cost recovery process should be clearly documented, easy to understand, and have low transactions and administrative costs. The case studies, generally speaking, indicate that there is documentation of the services and its costs as part of the consultation process. There was some indication from direct discussions with a couple of the governments that the transaction costs of the consultation process are manageable so long as the documentation is not overly complex. 

8.1.2
Monitoring and review processes

A cost recovery system must have appropriate monitoring and review processes. These can involve periodic review of services and costs, as well as consultation processes. The three governments in the case studies all operate an annual price setting process. Some issues can thus be resolved through this annual process. In terms of more formal fundamental reviews of its cost recovery systems, the Australian Fisheries Management Authority (AFMA) has the most rigid review process, because the Australian Government requires reviews at least every five years. The Victoria cost recovery guidelines (Department of Treasury and Finance 2010a, p. 38) recommend ‘the appropriate extent of monitoring will depend on the significance of the cost recovery arrangements and the impact on stakeholders’, adding that ‘ongoing monitoring can reduce the frequency of major reviews of cost recovery arrangements’. 

Box 10: Price setting process—case studies

New Zealand

Each year, the Ministry of Fisheries proposes services that will form part of cost recovery and applies the Fisheries Act 1996 and the Fisheries (Cost Recovery) Rules 2001 to calculate charges for the coming financial year. The ministry then undertakes a two stage consultation process with industry, first on the proposed services and then on the charges (including the application of the cost allocation rules across beneficiaries). Following consultation, the ministry recommends to the Minister of Fisheries the proposed services and charges that should be applied. As part of this advice to the minister, the ministry provides industry’s views on the proposed services and charges, as well as its response to issues raised by industry. 

Wyatt 2003 discussed the benefits of this approach, when explaining reform of the cost recovery system in New Zealand: ‘the Ministry of Fisheries became more transparent and accountable to stakeholders for its activities. Fisheries managers had to justify expenditures on their projects’.
 

A useful input into the consultation with industry is the Statement of Intent (the most recent published version is Statement of Intent 2011–14, New Zealand Ministry of Fisheries 2008), which outlines strategic goals, priorities and performance measures, as well as fishery management plans if they exist for a fishery. The 2011–14 Statement of Intent states the Ministry of Fisheries will be developing, by mid-2012, national fisheries plans that outline services to meet objectives.

	Box 10: Price setting process—case studies continued 
Australian Fisheries Management Authority (AFMA)

AFMA is required to review its cost recovery arrangements at least every five years. The most recent review (Cost recovery impact statement 2010) was undertaken in 2010 and subsequently approved by the Minister. As part of this review process, AFMA provided several drafts of its cost recovery impact statement to industry organisations, along with a draft research policy. 

In addition to the reviews, AFMA undertakes an annual budgetary process that involves consultation with the management advisory committees (MACs) on its activities and costs. AFMA’s Cost recovery impact statement 2010 states:

AFMA prepares its detailed annual budget by activity, and where appropriate, fishery. Fishery-related budget elements are provided to relevant MACs for comment before formal consideration by the Commission and approval by the CEO.

MACs play an important role in shaping the research priorities of AFMA. AFMA provides strategic research plans to guide MACs in developing their proposals. MACs often rely on advice from their specialist research subcommittees to identify the key research needs for the fishery. Eight MACs are listed on AFMA’s website as being operational.

The prices are approved by the Minister for Agriculture, Fisheries and Forestry in the form of annual Levy Regulations, which are subject to disallowance by Parliament. In addition, AFMA undertakes an annual monitoring of costs and prices, and may undertake reviews more frequent than five years. 

Department of Primary Industries and Regions SA (PIRSA)

PIRSA consults annually with the commercial sector on a proposed work plan. This consultation process is undertaken separately for each of the 11 industry fishery sectors. The proposed plan includes costs for each activity as well as research priorities. The plan for each fishery also describes planned outcomes for the activities, which enables the fishery’s performance to be monitored. Following consultation with industry, PIRSA submits the new charges to the minister for approval. 


8.2
Assessment and recommendations

8.2.1
Consultation process that is transparent and accountable

The current cost recovery system undertakes a cost recovery system that involves the following:

· Fisheries Victoria engages with the Fisheries Cost Recovery Standing Committee (FCRSC) on general cost recovery issues and the charges that Fisheries Victoria recommends for each year. The FCRSC comprises an ‘industry-appointed expert and representatives from the main wild fish sectors (abalone, rock lobster and finfish) and DPI’ (Cost Recovery RIS 2008 p. 28). The FCRSC has been established for DPI industry consultation, as well as to advise the Minister on cost recovery. Its role includes: 
… 
monitoring, reviewing and critical examination of matters pertaining to cost recovery and advising the Minister for Agriculture on the on-going operation of the cost recovery program… (Department of Primary Industries 2007b, p. 4)
· Costs are backward looking, and the FCRSC is presented with movements in actual costs by fishery from year to year.

· Through the FCRSC and previous regulatory impact statements, industry has been engaged in discussing elements of the cost sharing arrangements for different services. But how these arrangements impact changes in charges, or why costs and charges rise and fall over time, is not always transparent to industry because actual costs reflect a time recording system that can provide only analytical information. 

As outlined in the previous section (and illustrated in the case studies), efficiency benefits should arise from moving to a consultation process that is structured as follows:

· Defining services and establishing a forward looking draft budget 

Fisheries Victoria will define the nature, cost and scale of services for the coming year, as well as cost sharing arrangements:

· It will develop a forward looking budget that outlines the services and their costs at a fishery level. This budget will also define ‘baseline’ costs where possible for each service and fishery.

· It will define outcomes and performance measures for each activity and service.

· It will undertake some initial industry consultation on proposed services to help develop the draft budget.

The disaggregation of services as part of the budgetary process will need to balance the efficiency benefits of a greater granularity with the administrative simplicity of greater aggregation of costs.

· Obtaining industry input

Once Fisheries Victoria develops a draft budget, it will consult with industry on: 

·  
the nature, scale, service level and cost of each service

·  
the cost sharing arrangements for each fishery

·  
opportunities for greater industry involvement in service provision, with the objective of achieving greater cost efficiencies.

Consultation on proposed services and costs is best undertaken with the individual fisheries. This will involve establishing a suitable number of cost recovery consultative committees (which could be attached to other relevant consultative committees). Fisheries Victoria suggested consultation might use existing arrangements for rock lobster, giant crab and abalone. New consultation arrangements could be considered for finfish, eels, scallops and aquaculture (inland and marine). 
Also important will be consultation on cost recovery at an oversight level—for example, in establishing and maintaining high level cost recovery principles. The FCRSC is an appropriate oversight body.

Recommendation 15: Implement new consultation arrangements. As part of the price setting process, Fisheries Victoria should implement consultation arrangements that allow for industry involvement in a forward looking process that defines services and their costs.
8.2.2
Monitoring and review processes

To complement the new consultative arrangements, enhanced monitoring and review processes may be appropriate. However, the benefits of enhanced processes (in terms of efficiency) should be balanced against administrative simplicity. The monitoring process should:

· investigate the reasons for any difference between actual and budgeted costs

· examine Fisheries Victoria’s performance in achieving service level target outcomes

· provide updates on the outcomes of efficiency initiatives

· examine issues raised by industry in relation to the cost recovery arrangements.

The review acknowledges Fisheries Victoria may need new supporting information technology systems to support these new reporting requirements. 

The FCRSC is well placed to oversee the development of these new monitoring and review processes. More comprehensive review of costs could be considered at periodic intervals (with five years being common for regulated industries). The length of time between intervals will depend on perceived issues with the current cost recovery system. 

Recommendation 16: Undertake monitoring and review. To complement other recommendations in this review (particularly new consultation arrangements), Fisheries Victoria should enhance its annual monitoring and review. It should consider periodic reviews of the cost recovery system at least every five years.

Part C: Case for change and next steps

Part C provides the case for changing the current cost recovery arrangements and summarises the findings and recommendations from part B. It also assesses whether the proposed changes will likely have net benefits, and considers the steps required to transition to the new system,
9.
The case for change
Based on the analysis of the current cost recovery arrangements for fisheries services, and the key approaches available, this section summarises the case for change. It includes:

· the elements of the current cost recovery arrangements that could be improved

· recommendations for change

· preliminary benefits and costs that would result from the redesigned system. 

9.1
Assessment of the current system and summary of recommendations

This review identified a number of weaknesses with the current cost recovery system. The review team concluded the current system can be improved to better align with efficiency and equity objectives. Areas to improve include the following. 

· Retrospective calculation of levies. The current system calculates levies retrospectively (for example, after costs have been incurred), so there is limited incentive to drive cost savings or service improvements.

· Limited consultation with industry participants on services. The existence of the Fisheries Cost Recovery Standing Committee (FCRSC) is a major strength of the current system. But, beyond discussions with industry members of the FCRSC, there are no arrangements to discuss and agree on proposed services with affected fishers. Weaknesses with current performance and cost reporting mean the FCRSC has limited capacity to drive efficiency or process improvements. 

· Poor systems for recording actual costs. The current system cannot explain changes in cost recovery when queries arise from industry. Concerns have been raised about anomalies in Fisheries Activity Costing System (FACS) data and about potential overcharging in some fisheries. The issue partly reflects poor documentation and a lack of administrative guidance for staff on cost recovery policy, cost recoverable services and the completion of time sheets. These problems have led to an uneven understanding of cost recovery across Fisheries Victoria, and the FACS data is becoming increasingly unreliable. The current system also makes it very difficult to monitor cost recovery in an appropriate and ongoing way.

· Volatility in levies paid by industry if the annual cost of services is recovered. FACS data suggests Fisheries Victoria employs no approaches to reduce variability and promote greater predictability in levies. Fishers thus face uncertainty in their business planning. The current system can result in significant price increases in some fisheries without warning.

9.2
Costs and benefits of redesigned system
This section outlines preliminary estimates of the benefits and costs of a redesigned system. Fisheries Victoria should more thoroughly explore the costs before implementing a new system. The costs are based on a system that reconciles actual costs and budgeted costs at a fishery and service level. There may be a case for developing a system for reconciling actual and budgeted costs that is not as sophisticated as outlined in this section (albeit with lower associated benefits). The review did not cost such an alternative model as part of the case for change, but Fisheries Victoria could consider the option in evaluating the way forward.
9.2.1
Benefits

The redesigned system promotes formalised forward looking engagement with the commercial fishing industry, to provide input into:
· the nature and scale of services that should be provided

· the way that shared costs are allocated to each fishery that benefits from the service.

These changes should better align the supply of services with the demand for services, thereby leading to a better allocation of government resources. If, for example, the costs allocated to a particular fishery impact on the sustainability of a fishery, it could lead to a review of the level of service being provided (and its associated cost). In addition, the redesigned model allows for industry to request services above a ‘base’ level of service, which should further enable the alignment of demand and supply. Further benefits will be achieved through greater transparency of current costs, the consideration of private sector involvement in undertaking some services, and competitive procurement for services. Such initiatives could lower the costs of service provision. 

Several governments in Australia and New Zealand (box 11) have reformed their cost recovery system to introduce similar components to those outlined in sections 5–8. The Australian Fisheries Management Authority (AFMA) and New Zealand, for example, both emphasise engaging industry to provide input into the definition of services, and creating opportunities for private sector provision of some services. However, the nature of services undertaken by the private sector has been limited in both cases. AFMA and New Zealand experiences suggest the benefits of better service provision could be up to 1–2 per cent per year of the total costs of providing services for several years. This estimated reduction accounts for (a) the AFMA experience outlined in Kaufmann and Geen (1997) of a 7 per cent reduction over five years and (b) the real reduction in costs over time outlined for New Zealand in Harte (2007). These cost savings may not include all of the welfare gains from improved arrangements to cost recovery, because some fisheries may demand services that are better targeted to their needs to improve their financial outcomes.

	Box 11: Reforms to cost recovery arrangements—case studies

Australian Fisheries Management Authority (AFMA)

Kaufmann and Geen (1997) suggested AFMA’s approach to engagement with the commercial fishing industry, as established in the early 1990s, delivered ‘desirable management outcomes’.
 They pointed to a 7 per cent reduction in costs over 1992–96, although they stated it is not possible without a detailed analysis of functions and outlays to state categorically that efficiency gains were achieved. 

New Zealand

The New Zealand cost recovery model involves industry involvement in the determination, and sometimes delivery, of fisheries management services. The annual planning process has typically involved a statement of the services to be provided, along with industry consultation on these services. The New Zealand model also allows for devolving some fisheries services to external organisations. The devolution of registry service provision led to a substantial reduction in the annual cost of registry services to industry (Harte 2008). The benefits of the New Zealand model are difficult to assess. Harte (2007) stated in the ‘absence of a counterfactual it is difficult to measure efficiency gains attributable to the cost recovery regime’.
 However, Harte also stated the ‘decline in commercial cost recovery levies in real terms without any reduction in the quality of service provision suggests that considerable efficiency gains have been made, especially when viewed against increases in Government expenditure generally during the period reviewed’.



9.2.2
Costs

A redesigned system will impact on the costs of administering the cost recovery system, because some features of the new system will result in set-up costs and new ongoing costs. Offsetting these new costs will be ‘avoided costs’ or savings from not having to pay for costs associated with the current system.

The costs estimated in this section for information technology systems are preliminary. Fisheries Victoria should obtain a firmer estimate of costs, which will involve specifying more detailed requirements of the new integrated system. Once these revised costs are obtained, Fisheries Victoria can re-estimate the costs and net benefits outlined in this section, to evaluate with more certainty whether the proposed approach will provide net benefits.

New set-up and ongoing costs

A key feature of the new system that will impact on administration costs is that the cost base will be established from forward looking budgeted costs, and the actual costs will be monitored against each activity to assess whether more or less has been spent than budgeted. This approach will require a new project costing system, because the current cost base is based on backward looking costs and time allocations.

Tables 5 and 6 outline the likely set-up costs and operating costs respectively. These costs are those that result from the new system that are over and above the current costs to undertake cost recovery administration. All the current resources used in the cost recovery administration process will also be used in the new process, so the review team did not include them in the set-up and operating costs. In particular, the current resources used in cost recovery administration will also be used to establish new service definitions, consult on the new arrangements, and contribute to ongoing consultation and maintenance activities.

Table 5: Likely set-up costs of the redesigned system
	Cost item
	Description

	Development of software
	New software is required to integrate payroll information, time allocated to services, and project costs. Payroll, time allocation and project cost software is already available and used in DPI, and should be appropriate for the required task. Most of this set-up cost will thus involve linking current software systems into one integrated package. 
Some additional set-up costs may be needed to establish appropriate reporting frameworks for Fisheries Victoria management and industry.
Preliminary estimates of costs for developing software are:

· $60 000 to $120 000 for system development (an estimate provided by DPI Business Services and Technology Division)

· $20 000 to $40 000 for training in the new system.

· $40 000 to $80 000 for time spent by the business manager (or equivalent) in establishing the new system (including reporting).

	Development of transparent service definitions and costs
	The redesigned model will involve developing a clear definition of services and their associated costs so Fisheries Victoria can engage with industry through new consultative arrangements. This work will involve some initial set-up costs (and some ongoing costs because services may change over time).
The review assumed these tasks are undertaken as part of the normal time allocated by current Fisheries Victoria staff to cost recovery policy activities, so no additional cost has been estimated.

	Consultation on new cost recovery arrangements
	This work includes the cost of consulting with industry on the new cost recovery arrangements.

No additional cost has been estimated because consultation will be undertaken as part of existing consultative arrangements and by current staff involved in cost recovery administration.

	Undertaking a regulatory impact statement
	A regulatory impact statement will be required if the change in charges is greater than the Treasurer’s allowance for the consumer price index (CPI) and will impose an appreciable extra economic burden on the sector. However, the cost of undertaking a regulatory impact statement may not be significant if associated regulatory changes are proposed for other policy reasons. 
This cost is estimated to be $100 000.


Table 6: Likely ongoing costs of the redesigned system
	Cost Item
	Description

	New consultation processes
	The redesigned system will require a number of consultative committees to provide ongoing input into the definition of services and beneficiaries, and to other cost recovery issues. Some of the existing consultative committees could be adapted for this purpose, and some new committees will be needed. The cost of operating these committees will involve some DPI management time and secretariat support.

The cost of operating the new consultation process is estimated at $25 000 to $50 000 per year. This estimate is based on seven committees and is additional to the current time spent by staff on consultative committees. It is also based on detailed consultation on services and costs being undertaken only once every three years, consistent with the recommended price setting period as per section 7.2.2. 

The review assumed current staff will continue to allocate time to cost recovery administration activities and will contribute to ongoing consultation activities, so it estimated no additional cost for current staff.

	Ongoing maintenance of cost recovery system
	The redesigned model will require ongoing DPI staff time to maintain the new cost recovery system. This work will include monitoring actual against budgeted costs, maintaining business systems and reporting to Fisheries Victoria and industry.

· The annual ongoing costs are:

· around $70 000 for time spent by a new staff member (VPS5) on cost recovery administration (0.5 of a full time equivalent)

· $5000 to $10 000 for IT maintenance (estimate provided by DPI Business Services and Technology Division)

· $20 000 to $50 000 for time spent by the business manager (or equivalent) in maintaining and oversighting the new system (including reporting).

The review assumed current staff will continue to allocate their time to cost recovery administration activities and will contribute to ongoing maintenance activities, so it estimated no additional cost for current staff.


Avoided costs

In terms of avoided costs, the redesigned system is expected to produce cost savings, including:

· the cost of maintaining the current cost recovery information technology system, because a new system would replace it

· a reduction in the amount of staff required to complete time recording, because the new system will more clearly identify which staff are working on services that are not cost recoverable and do not require time recording. 

The avoided cost savings were estimated at $20 000 to $40 000 per year.

9.2.3
Net benefits of a redesigned system

As a preliminary assessment of the case for moving from the current system, the estimated benefits and costs of implementing the redesigned system can be compared. To provide this preliminary assessment, the review established high and low net benefit scenarios based on the key factors that will influence the success of the change. It developed the costs under these scenarios using the cost ranges outlined in 
Table 5 and 6, and the avoided cost savings listed above. These assumptions are outlined in Table 7.

Table 7: Indicative net benefits of change
	
	Low net benefit scenario
	High net benefit scenario

	Benefits

 
	Efficiency cost saving over five years = 0.75% per year
Avoidable cost savings = $20 000 per year
	Efficiency cost saving over five years = 1.5% per year
Avoidable cost savings = $40 000 per year

	Costs


	Set-up costs = $340 000
Ongoing costs = $180 000 per year
	Set-up costs = $220 000 
Ongoing costs = $120 000 per year


Notes: 
1. The avoided cost savings have been expressed as benefits in the table. 

2. The efficiency cost saving in the high net benefit scenario of 1.5 per cent is similar to the 7 per cent per year achieved by AFMA over five years (as noted by Kaufmann and Geen 1997), which equates to 1.4 per cent per year. The efficiency cost saving for the low net benefit scenario is exactly half of this amount. 

3. The set-up costs for the high net benefits scenario of $220 000 include an allowance for a regulatory impact statement of $100 000 and $120 000 of other costs (including set-up of the project cost model and initial training in its use; and time spent by a business manager in establishing new system). The cost of consulting on the new arrangements was not estimated because it will occur in conjunction with other consultative arrangements. The low net benefits scenario of $340 000 is 100 per cent higher for the non-regulatory impact statement components than under the high net benefits scenario. The review team assumed the current time spent on cost recovery at director level and below will continue under the new system, and some of that time will be spent setting up the new system (including defining the new service definitions and costs).

4. The ongoing costs for the high net benefits scenario of $120 000 include an allowance for additional staff and/or staff time to undertake the new consultative process and manage administration of the new system. The ongoing cost of $180 000 for the low net benefits scenario is 50 per cent higher than for the high scenario. The ongoing cost of the new consultative committees is somewhat unclear, but will become clearer once appropriate governance arrangements are developed. The review team assumed the current time spent on cost recovery at director level and below will continue under the new system, so did not cost it.

Based on these scenarios the estimated net benefits range from –$533 846 to $1 372 738, with the mid-point of $419 446 (Table 8). The benefit–cost ratio is likely to be between 0.7 and 2.1, equating to a mid-point of 1.3. (The benefits outlined may be underestimated, however, because they do not include the direct benefits to industry and government from better directed services.) Therefore, there is a case for change for moving to a redesigned system. But a robust transition and implementation plan would be needed to ensure benefits are at the high end of the spectrum, and set-up and ongoing costs are at the low end.

Table 8: Results of the indicative cost–benefit analysis
	
	Low
	High
	Average of 
low and high

	Benefits
	$1 291 645
	$2 583 291
	$1 937 468

	Costs
	–$1 825 491
	–$1 210 553
	–$1 518 022

	Net benefits
	–$533 846
	$1 372 738
	$419 446

	Benefit–cost ratio (BCR)
	0.7 
	2.1 
	1.3 


Notes: 
1. The analysis assumes a real discount rate of 3.5 per cent, as per the Victorian guide to regulation (Department of Treasury and Finance 2010).

2. The efficiency cost saving is based on total costs of $5 million. The $5 million was constructed using a figure of $2.2 million, which is the estimated amount that Fisheries Victoria would recover from the commercial sector in the 2008 regulatory impact statement (in 2006-07 dollars), and indexing it by inflation of 2.5 per cent to convert it to 2010-11 dollars, which results in approximately $2.4 million. However, given the 1.5 per cent was estimated by Kaufmann and Geen (1997) with reference to AFMA’s cost savings, and the cost saving refers to total AFMA costs, the total costs to be recovered should be adjusted to account for Fisheries Victoria‘s recovery of $2.2 million from the commercial sector after allocating costs to government and industry. The figure of $2.4 million is thus inflated by the government’s allocated share of total AFMA costs (after deducting amounts for services that Fisheries Victoria would not normally perform, such as international treaty services). This results in a total cost of $5 million from which to assess savings for Fisheries Victoria.

10.
Suggested next steps
In reviewing the recommendations, government and industry will need to consider the case for change and whether the indicative estimates of set-up and implementation costs are reasonable. As part of this consideration, Fisheries Victoria may need to investigate the cost in detail, including the information technology costs and the cost of new consultative arrangements. If the review recommendations are accepted, then major steps (below) would be needed to transition to the new system, before the new charges are implemented. Some steps could occur concurrently.

	Step 1: 
	Establish a new price setting process
	A new forward looking price setting process will need to be established, with new consultative arrangements. Key implementation tasks include establishing:

· new processes that allow a forward looking budget to be defined in terms of services and costs. The service definition would include defined outputs and performance measures. The development of new processes would also require new business rules and staff training.

· new information systems to support the new arrangements, including a forward looking costing system that integrates actual and budgeted costs

· new consultative arrangements to enable direct engagement with fisheries on their costs and services. The new consultative arrangements need to be integrated with current engagement arrangements.

· new monitoring processes to ensure the system aligns over time with the primary objectives of efficiency and equity. 

Establishing these new processes may require engagement with other parts of government to implement the new processes—for example, to resolve issues related to the adjustment of charges over time.



	Step 2: 
	Consider opportunities for efficiency improvements
	Consideration should be given to a process that allows for efficiency improvements. In particular, the new consultative arrangements under the new price setting process should investigate efficiency opportunities by defining the service and how it can be best delivered (for example, by devolution or competitive tendering). A set of guiding policy principles would be useful, to help Fisheries Victoria determine which areas are best suited to devolution or competitive tendering.



	Step 3: 
	Calculate new charges and undertake regulatory impact statement
	The development and implementation of new charges will require a regulatory impact statement to be developed. 
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Appendix 1: Terms of reference
The Economics and Social Research Branch (ESRB) of the Department of Primary Industries will investigate the operation of the current Fisheries Victoria (FV) system of cost recovery from Victoria’s commercial fishing sectors (wild catch and aquaculture). Full cost recovery commenced three years ago based on an adapted model for cost recovery and operates through a time-recording system—the Fisheries Activity Costing System (FACS).

The ESRB will examine how the system currently performs— what is collected, what works and what does not work—and identify potential improvements that could align quantity of costs recovered, incentives and public objectives, and enhance the efficiency of recovery of these costs. 

More specifically, the ESRB will:

1. Document the objectives and principles that should underlie any contemporary cost recovery system, taking into account the costs and benefits to the community, industry and individual fishers. 
2. Review the practice of cost recovery and associated key lessons learned in other fisheries jurisdictions (e.g. the Commonwealth, NZ as well as other States) in terms of (1) above. 

3. Consider the FACS and the application of cost recovery by FV in regard to (1) and (2) above.  
4. Consult with the Fisheries Cost Recovery Standing Committee (FCRSC), particularly SIV representatives, and provide a draft report to the FCRSC, with recommendations on the functionality of the current system and opportunities for improvement, taking into account distributional impacts and transitional arrangements.
5. Provide a final report to FV taking into account written comments received from FCRSC on the draft report. 

Appendix 2: Victorian objectives and principles for cost recovery
From p. 6 of the Department of Treasury and Finance’s 2010 cost recovery guidelines

When designed and implemented appropriately, the adoption of cost recovery has the potential to advance efficiency and equity objectives. Achieving these goals is important, not only from a government perspective, but also because of the benefits provided to businesses and the community as a whole.

Efficiency and equity considerations may need to be balanced against each other in determining the appropriate form of cost recovery.

Efficiency objectives

Appropriate cost recovery can improve the way that resources are allocated within the economy, thereby contributing to allocative efficiency (a situation where resources are allocated in a way that maximises the net benefit to society). Allocative efficiency is achieved when the value consumers place on a good or service equals the cost of resources used up in production. By requiring payment for goods/services provided by government, cost recovery charges can give important signals to users about the costs of the resources involved in their provision. Full cost recovery ensures that all the relevant costs of bringing the good/service to market are incorporated in the relevant price signals.

The recovery of costs incurred by government in undertaking regulatory activity will have similar allocative efficiency effects. Incorporating the costs of administrating government regulation into the prices of regulated products and services ensures that the costs to the community of the resources used to allow the regulated activity to take place will become apparent to producers and consumers. This means that activities that require high levels of regulation are not favoured over activities that require low levels of regulation. By decreasing the level of general taxation needed to finance government products, services or regulated activities, cost recovery also reduces the costs of tax administration and compliance, and the ‘deadweight loss’ of tax-related distortions.

Equity objectives

When used in a public finance context, equity can have both horizontal and vertical dimensions.

Horizontal equity refers to treating people in similar situations in similar ways. In the case of cost recovery, horizontal equity refers to those who benefit from government activities, or those that contribute to the need for government regulation, having to pay the associated costs. This improves equity because it avoids the situation where all taxpayers have to pay the associate costs regardless of whether or not they benefit from – or give rise to the need for – the government activity/regulation.

Moreover, the establishment of a standard cost recovery framework improves equity by facilitating consistent treatment across regulated industries. Meanwhile, cost recovery arrangements that incorporate competitive neutrality principles also ensure that there is consistent treatment between private and public sector entities by making appropriate adjustments to offset any cost advantages or disadvantages arising from government ownership.

Vertical equity, on the other hand, refers to those with greater means contributing proportionately more than those with lesser means. In the context of cost recovery, vertical equity may be affected if different charging arrangements apply to different groups of users or industries. For example, concessions may be provided on certain charges to particular user groups (e.g. those on low incomes), where the goal is to maximise these groups’ access to certain goods and services.

Full cost recovery

As stated in the Victorian Guide to Regulation, general government policy is that regulatory fees and user charges should be set on a full cost recovery basis because it ensures that both efficiency and equity objectives are met. Full cost represents the value of all the resources used or consumed in the provision of an output or activity. 

Full cost recovery is consistent with achieving the efficiency and equity objectives outlined in Section 2.2 above:

· Full cost recovery promotes the efficient allocation of resources by sending the appropriate price signals about the value of all the resources being used in the provision of government goods, services and/or regulatory activity.

· From a horizontal equity point of view, full cost recovery ensures that those that have benefited from government-provided goods and services, or those that give rise to the need for government regulation, pay the associated cost. Those parties that do not benefit or take part in a regulated activity do not have to bear the costs.

While general policy is for costs to be recovered on a full cost basis, there are nevertheless situations where it may be desirable to recover at less than full cost, or not to recover costs at all. Examples of such situations are discussed in more detail in Chapter 4, and include circumstances where:

· practical implementation issues make cost recovery infeasible

· there are benefits to unrelated third parties (sometimes referred to as ‘positive externalities’)

· social policy or vertical equity considerations are considered to outweigh the efficiency objectives associated with full cost recovery

· full cost-recovery might adversely affect the achievement of other government policy objectives.

Where the government is providing goods and services on a commercial basis, in competition with the private sector, it is appropriate for charge to be set at the commercial market price – even if this implies a level that exceeds full cost recovery.

Even in cases where there may be justifiable reasons to depart from the full cost recovery principle, these Guidelines still provide the central framework of the various issues that need to be addressed when designing cost recovery arrangements.

Other principles of well-designed cost recovery arrangements

There are other principles that need to be taken into account when designing and implementing cost recovery arrangements. These may be grouped into principles relating to the appropriateness of cost recovery; those that affect the nature of cost recovery charges; and other desirable implementation features of cost recovery arrangements. These principles are outlined below, and are incorporated into the discussion of the different steps involved in practical design and implementation of cost recovery arrangements in Victoria, which is the focus of Chapter 4.

Appropriateness of cost recovery

Cost recovery arrangements should be:
· consistent with, and supportive of, the policy objectives of cost recovery: cost recovery arrangements should advance the cost recovery objectives of efficiency, equity and fiscal sustainability

· imposed directly, where possible: recovering costs directly from those that benefit from, or whose actions give rise to the need for, the government good/service/activity is most likely to advance the objectives of cost recovery. Nevertheless, there may be situations where practical implementation considerations dictate where the charge is imposed (e.g. it may be more cost effective to charge representative agencies)

· cost effective and practical: the cost of administering cost recovery arrangements should be less than the value of the costs recovered. Potential levels of evasion should not be unacceptably high

· feasible and legal: there are no insurmountable policy, legal or other impediments to the implementation of cost recovery arrangements

· consistent with other policy objectives: cost recovery arrangements should at least be compatible with, if not complementary to, the overarching outcomes the Government seeks to advance through providing or funding products and services. Furthermore, cost recovery arrangements should not jeopardise other government objectives – for example, by restricting or stifling competition and industry innovation.

Nature of cost recovery charges

Cost recovery charges should:
· be set according to an ‘efficient’ cost base: best practice cost recovery arrangements require that charges are set at a level that recover the ‘efficient’ (i.e. minimum) costs of providing the good/service at the required quality, or of undertaking the necessary regulatory activity;

· not be used to finance/achieve unrelated activities/objectives: cross subsidies should be avoided because they are inequitable and often create incentive effects that are contrary to the desired efficiency objectives;

· avoid volatility: a framework of cost recovery charges that smooth year-on-year fluctuations will facilitate the forward planning processes of government, enterprises and industries; and

· be simple to understand: complex arrangements that are theoretically pure may introduce unjustified costs and unnecessary confusion.

Implementation features

When implementing cost recovery arrangements, it is important that they be:
· decided in consultation with relevant parties: cost recovery arrangements will benefit from the information and insights of relevant parties, and are more likely to succeed if those parties have some degree of ownership of the arrangements

· transparent, with clear accountability: this will help to build trust in the integrity of the process, and will impose a discipline to keep costs down to ‘efficient’ levels

· monitored and reviewed regularly: this will ensure that they continue to be appropriate and based on relevant costs.

Box 2: Cost recovery of fisheries management services—case studies


New Zealand


Cost recovery was introduced to New Zealand commercial fisheries in 1994 (previously, a resource rental had been charged) (Wyatt 2003). The New Zealand Ministry of Fisheries calculated the total amount that would be recovered from the commercial industry sector in 2011-12 was around NZ$30 million (exclusive of GST) (New Zealand Ministry of Fisheries 2011a). The value of production of commercial fisheries in New Zealand for 2010-11 was NZ$1.56 billion (New Zealand Ministry of Fisheries 2011b). This amount relates to seafood export value. It includes a gross value of production for aquaculture of NZ$300 million. 


Australian Fisheries Management Authority (AFMA)


Cost recovery in Australian Government managed fisheries commenced in 1985 as part of a government-wide policy to introduce user charges (Cox 2000). In 1992, the Australian Fisheries Management Authority (AFMA) was established to manage Australian Government fisheries. AFMA is subject to the Australian Government’s cost recovery guidelines (Commonwealth of Australia 2005), and it estimated it would recover around $13.5 million from the commercial industry sector for 2010-11 (AFMA 2010, p. 22). The total gross value of production of commercial fisheries (in Commonwealth fisheries) was $314 million in 2008-09 (ABARES 2011, p. 54).


Department of Primary Industries and Regions SA (PIRSA)


Full cost recovery commenced in South Australia’s commercial fisheries in 1995-96 (Hall 1995). In 2008-09, the recovered cost of managing South Australian commercial fisheries was around $11 million (EconSearch 2009). The total gross value of production of commercial fisheries in South Australia was $465 million in 2008-09, of which $245 million related to aquaculture (ABARES 2011, p. 54).





Box 3: Marginal costs


Marginal cost is the cost of producing an additional unit of a good or service. In many cases, the marginal cost may be quite small. It includes the direct costs that vary with output and any indirect costs found to vary with the addition of this service. Marginal cost can be measured in the short run or the long run. But estimating actual marginal costs is difficult. For this reason, proxies are typically used to approximate marginal cost pricing. Common approaches include incremental and avoidable cost methods.


Incremental cost is usually related to larger increments of output than associated with estimating marginal costs. It is defined as the increase in total cost attributable to the production of a particular good or service. Avoidable cost includes all the costs that would be avoided if a good or service were no longer provided. Both incremental and avoidable costs may include indirect costs, but only those that vary according to whether the product or service is provided; for example, they exclude indirect costs that remain unchanged whether or not the service is supplied. Often, there is little difference between incremental and avoidable costs. 


As indicated above, the incremental or avoidable cost approach to determining costs is more typically used for goods or services that account for only a small proportion of the agencies’ activities, and when the service is additional to a ‘base’ level of service.


Sources: Commonwealth of Australia (2005); Commonwealth Competitive Neutrality Complaints Office (1998); Department of Treasury and Finance (2010a); Productivity Commission (2001); Turvey (2000). 





Box 4: Fully distributed costs


A fully distributed cost approach allocates identified direct costs to their respective output or service, and typically allocates indirect costs to outputs or services using a pro-rata approach. The pro rata allocation uses a proportion such as: 


staff involved in the activity as a percentage of total staff


the direct resource use of the activity as a percentage of total resource use


the budget for the activity as a percentage of the total budget. 


A more sophisticated but administratively complex approach is to use an activity based costing method. This method identifies categories of indirect costs and allocates them to services using criteria.








� 	Commercial fishing normally refers to only wild catch industries. However, for simplicity, this report uses the term to include aquaculture.


� 	The Department of Treasury and Finance (2010a, p. 29) provided examples of this service: reviewing the appropriateness or effectiveness of a regulatory function; assessing regulatory alternatives (for example, costs of undertaking the regulatory impact statement process and/or a major consultation process as part of regulatory development); advising Parliament on issues on which the agency has expertise; answering parliamentary questions; briefing Ministers and responding to their correspondence; undertaking financial reporting; and complying with international treaties.


� 	The direct and indirect cost should include relevant capital and operating costs.


� 	Department of Treasury and Finance (2010a, p. 8). This DTF quote does not distinguish between a beneficiary and an impactor in considering cost recovery principles. In many cases, the two definitions refer to the same group in the community, which is the case in fisheries management. However, these two groups are quite distinct in some circumstances, most notably in the case of pollution: the emitter (the impactor) imposes an external cost on the rest of the community. 


� 	Department of Treasury and Finance (2010a), p. 14.


� 	Productivity Commission (2001), p. xxix.


� 	Department of Treasury and Finance (2010a).


� 	Appendix 1 contains the terms of reference provided to the ESRB by Fisheries Victoria for the review. The review did not consider resource rent issues, which are a matter separate to any cost recovery regime.


� 	Commercial fishing normally refers to only wild catch industries, but this report uses the term to include aquaculture too, unless otherwise stated. 


� 	The Department of Treasury and Finance (2010a, p. 29) provides examples of this service as costs associated with: reviewing the appropriateness or effectiveness of a regulatory function; assessing regulatory alternatives (for example, costs of undertaking the regulatory impact statement process and/or a major consultation process as part of regulatory development); advising Parliament and answering questions on issues on which the agency has expertise; briefing Ministers and responding to their correspondence; financial reporting; and complying with international treaties.  





� 	Department of Primary Industries (2011). 


� 	Department of Primary Industries (2011). 


� 	Department of Primary Industries (2011). The average annual value for abalone and rock lobster was calculated using the years 2007-08, 2008-09, 2009-10 and 2010-11.


� 	Department of Primary Industries (2011). 


� 	Department of Primary Industries (2007a), p. 2.


� 	Appendix 2 contains the objectives and principles from the Victorian Government’s cost recovery guidelines.


� 	Productivity Commission (2001), p. xlii.


� 	Those who create the need for a service are described as impactors.


� 	Productivity Commission (2001), p. xlii.


� 	DTF (2010a), p. 7.


� 	DTF (2010a), p. 7.


� 	DTF (2010a), p. 7.


� 	Department of Primary Industries (2007a), p. 10.


� 	This unit was formally a part of the Fisheries Research Branch of Department of Primary Industries.


� 	The Victorian guide to regulation (Department of Treasury and Finance 2010b) notes section 10 of the Subordinate Legislation Act 1994 requires preparation of regulatory impact statements on a proposed statutory rule or amendment unless an exception or exemption certificate is issued (VCEC 2011). One of the grounds for an exemption is if the proposed rule is not likely to impose ‘an appreciable economic or social burden on a sector of the public’.


� 	The direct and indirect cost should include relevant capital and operating costs.


� 	Commonwealth of Australia (2005), p. 49.


� 	These costs should include all layers of management that are involved in providing fisheries services—for example, the costs (or relevant proportion) of director level staff if they are involved in the delivery of fisheries management services. 


� 	The estimation of capital costs typically includes the depreciation of capital as well as an opportunity cost of capital (as explained in Department of Treasury and Finance 2010a, p. 28).


� 	Wyatt (2003), p. 268.


� 	Kaufmann and Geen (1997), p. 60.


� 	Kaufmann and Geen (1997), p. 60.


� 	Ian Knuckey, private consultant, personal communication, 9 November 2011.


� 	Information provided by Ian Cartwright, Chair, Fisheries Cost Recovery Standing Committee, Victoria.


� 	Aretino et al. (2001).


� 	Aretino et al. (2001).


� 	Aretino et al. (2001).


� 	Aretino et al. (2001).


� 	AFMA 2008.


� 	Department of Treasury and Finance (2010, p. 8). This DTF quote does not distinguish the viewpoints of beneficiary and impactor, because the two definitions often refer to the same group within the community. This is also the case in fisheries management. The two groups are quite distinct in some circumstances, however—most notably in the case of pollution, when the emitter (the impactor) imposes an external cost on the rest of the community. 


� 	Department of Treasury and Finance (2010a), p. 14.


� 	Productivity Commission (2001), p. xxix.


� 	Department of Treasury and Finance (2010a), p. 29.


� 	The cost of giving effect to regulatory decisions (for example, through notices and Orders) should not be considered part of this service. These costs should be reflected in the compliance service, because they are the costs of administering decisions by government.


�	The Port Price Index is the price of fish.


� 	New Zealand Ministry of Fisheries 2011a, pp. 14–15.


� 	An example of a Crown function is commercial prosecutions.


� 	Fisheries (Cost Recovery) Rules 2001, p. 3.


� 	AFMA (2010), p. 3.


� 	AFMA (2010), p. 17.


� 	A fee is a direct charge for the provision of a good or service. As a general principle, a fee should bear a direct relationship with the cost of providing the good or service, or it could be open to legal challenge. Regulatory agencies apply a wide range of fees for service, including application, registration, assessment and licence fees.


� 	A levy is a form of tax often imposed on a specific industry or class of persons, rather than a tax of general application.


� 	Fishing Levy Regulations 2010.


� 	Department of Treasury and Finance (2010a), p. 41.


� 	Department of Treasury and Finance (2010a), p. 9.


� 	Wyatt (2003), p. 268.


� AFMA (2010) p. 17.


� 	Kaufmann and Geen (1997), p. 60.


� 	Harte (2007), p. 388.


� 	Harte (2007), p. 388.
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