Regulatory Em pact Statement

ETS Review 2011: Proposed amendments to the Climate Change Response
Act 2002 — Part 1

Agency Disclosure Statement '
This Regulatory Impact Statement (RIS} has been prepared by t inistry for ﬂé&
Environment with input from the Ministry for Agriculture and Forestry: @ ( N
Under current legisiation, a number of changes to the New %ﬂissio ] /'
Scheme (ETS) will come into force on 1 January 2013, sua%n nd to thon ?
measures. If the Government wants to make changgs-to these ET gttingg then -
legislative amendments need to be made before the en &of '
The RIS provides an analysis of numerous probl entified wit th% as currently
legislated and a range of policy options th/ar atldres oblems. Where .
possible a preferred option has been id ﬁ;@ hes& d options require .
legislative amendments to implement, E\/
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The analysis conducted is under in% a ra o\fssumptions, not least the ;
assumed carbon price to 2020. ln%ﬁ )1 som S cost estimates presented !
depend on emission projections produced by variyu dels which in turn depend on a :
range of assumptions. Furt org the an_a( been conducted in the context of :
significant uncertainty, s f% the @ al carbon market will evolve and the ;
level of any emission ¢to arg;{’de ealand may set for the period to 2020. While :

substantial consult% aken aée/’}f er work and consultation is recommended ;

for ‘'some problems i der to s\\tpe policy options further or to assist in the

implementatign @ eferr .

Many of th %sals would benefit business by reducing their costs eijther by providing .

ions and “flexi ity (e.g. the introduction of offsetting for pre-1990 forest
(isks ttiey would otherwise face (e.g. the introduction of auctioning).
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8¢ erre o%“g would increase costs {e.g. using revised global warming | -
/@ﬂfk s) apd—ge lexibility (e.g. extending the ban on exporting New Zealand Units '
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None of the proposals would impair market competition, or the incentives on businesses
to innovate and invest. Nor would they override fundamental common law principles.

Stuart Calman — Director, Climate and Risk

Signature of person Date
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Executive summary

1. This Regulatory Impact Statement (RIS) is part one of a series of three and
summarises the reguiatory impact analysis of a range of problems identified with the
Emissions Trading Scheme (ETS) as currently legislated. These problems have been
identified from a number of sources, such as:

° the 2011 ETS Review Panel's (the Panel) recommendations for specific change
to the ETS and for the Government to consider certain issues flirther &

e stakeholders' submissions during the Panel's consultatio C 0
. Government agencies’ experiences from implementi @to dat 4
2. For each problem a number of alternative policy options é&een considered against
an assessment criteria. This assessment criteria is on three hi el objectives
agreed by Cabinet for the Panel’s review, namely; - Y
° helps New Zealand to deliver its fair sharg* of internati n@@r to reduce
emissions, including meeting any in@ obligatj)
* delivers emission reductions in th&xs{//oést eﬂﬁ&@%anner

* supports efforts to maximis g term ecan résilience of the New
Zealand economy at leastost ) §>
Ny

3. Based on this assessmen, Dfﬁ%ial’s écom ) mber of changes to the ETS.
These changes require Q@ ive amend the Climate Change Response Act
ber of changes to the ETS will come

2002 (the Act). Und

gislatigm,
into force on 1 ngj;: suc%%@ to the transition phase measures. If the

Government wa 6"[%711 e chth o these ETS settings then legislative
de

- /
amendments needta-be m the end of 2012.
| (s ehe made
Global walpi g(footentia!‘%\
4.  The gl&%{rmin otential8’(GWPs) used to estimate emissions will change in 2013

fQ’{W oses of g New Zealand's international emissions. However, under
e S will continue to be based on the old GWPs. This will lead to

I
&
i /n/sisten in tfie reporting of emissions. The new GWPs will however result in
O idgher cp/pt? f fme ETS participants. On balance, officials recommend that the new
GWP ag\us,;j under the ETS.
ing

5. ‘\E\PS as cuirently legislated is estimated to achieve excessive emission reductions
vhen the number of overseas units surrendered by ETS participants is taken into

@account. Overseas purchasing is also Iikely to reduce domestic economic welfare, In
order to introduce more flexibility into the ETS over the level of emission reductions it
achieves, officials recommend that a fixed amount of New Zealand Units (NZUs) are
auctioned (over and above those that are allocated). This would reduce the number of
overseas emission units bought and surrendered. It is proposed that auctioning is
introduced in 2015, as this would allow more time to develop and test (e.g. through a
pilot auction) the auction design. Auctioning encompasses a broad spectrum of
options. Further work and consultation js required before decision on the final auction

design can be made,



Backing NZUs with K yoto units
6.  Under current policy, all NZUs issued should be backed with unjts created under the

ES AT S TRV ) LT iy bnd o v
52¢2) (£ M)
7. In any case, New Zealand is expected to exceed jts Kyoto Protog fons. Thi
means the benefits of the backing policy, in terms of meeting th rotocol J
f}h </

obligations and environmental integrity, are negligible. Officj mend g
backing requirement during CP1 be removed. & AV

8.  Whether a backing policy is required after CP1 depends on ther a on the
amount of NZUs jssued is introduced. If so, then provide t ental

integrity for the ETS and backing after CP1 wo

requir@
Transition phase \ /\% ~
9. Under the ETS as currently legislated, @ion phéﬁas res stop at the end of

2012. Extending the one-for-two surrg ond 201 uid reduce costs to

business and households in the sh@\ , altho (sWould come at 3 fiscal cost.
Similarly, extending the price ca%b@}e d 201@/

igate the risks of price shocks
given international market uncgrta\mty. This !
Is'creates an arbitrage risk if the price of

10.  If a price cap is extended-Beyonk 2012 th
overseas units is abg @- ce cap/ {’Jne\ € current fransition phase, there is a

ban on the sale of 57 rsea on-forestry sectors. Officials recommend
that, if the price ‘Q,M; xtend nd 2012, the ban on exports from the non-forestry

sectors is alﬁc{;exg ded b

Pre-19 eiq@

11.  Under th S as legislated, and consistent with the rules under the Kyoto Protocol for
é\(@bmmit nt period, pre-1990 forest owners face a liability i they cut down their
m alternative land use (i.e. deforestation). This limits the ability of

QK&S( nd cony
{,\fqesf o;v%;% ﬂert their land for a more productive use, A flexible land use rule
N I
N

/\/ber/pre- / forssts was agreed in Durban, to apply in a second commitment period of
. the Kyoto Prdtocol from 2013, This means forest owners can convert their pre-1990
?a\/to an alternative use without incurring a deforestation liability by planting an
t

fi
//‘b fselting’ forest elsewhere. While officials recommend that pre-1990 forestry offsetting
(\\b?isr%)oduced from 2013, further work and consultation is required on the precise rules.

12 \Abne-off allocation of NZUs will be received by pre-1990 forest owners as

o ~"/compensation for the land use restriction that arises from the deforestation liabilities
under the ETS. The one-off allocation will be transferred in two tranches, the first
before the end of 2012 and the second during 2013. Arguably the introduction of
offsetting reduces the cost of deforestation and would remove the need for

ot o §
lc_iompr-msa ion WIEE! iy Jq(z.)g//(,,/) ]
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Consultation

13.. There has been consultation on many of these issues through the Panel's consuiltation.
However, further consuitation s required for some issues, as noted above, where there

are more detailed implementation issues or where the issue has not evious been
consuited on (e.g. the introduction of auctioning and cancellation cond tranfie

to pre-1990 forest owners). ( Q
implementation, monitoring and evaluation { %\ -

14.  These proposals will be implemented through amendme&we Act a@ su}xﬁg

. regulations. @ %5

15.  The amendments made wiil be monitored and eval to ens %ﬁectively
address the problems identified. Monitoring an@ fonp will)loe developed
once these proposals have been approveg: et. T u%s five-yearly
reviews of the ETS (the first occurred i he revigw will provide an
opportunity to reassess the effectiveda ~ofhe prop siga@ dments and the ETS
more broadly. The monitoring and e()\/ﬂon plan“\il gls“ure that the review has the
information available to it to maﬁe\\ﬁga}ssess ; n&&

’ e /’i%@
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Glossary of terms

AAU Assigned Amount Unit. An AAU is an internationally tradable
emission unit or carbon credit issued as Part of the Kyoto Protocol to
allow countries to meet their emission obligations and is equal to one
metric tonne of carbon dioxide equivalent emissions.

the Act Climate Change Response Act 2002.

Afforestation The direct human-induced conversion of
forested land through planting, seeding an
promotion of natural seed sources,

CER _ Certified Emission Reduction. A CER4 \}t abl
carbon credit issued by the Clean Pe ment
Registry for emission reducti 2 hachieviéd by .¢ projécts and

verified by the rules of the tocol. % be used by
countries that have rati Kyoto Jto meet their
emissions limitation or reduéion commi r@

CO,-e Carbon dioxide e Lf@% & given greenhouse gas

u
rming p\te which equates its global

multiplied by its % %
i ig relative to carb ioxide (CO,).
warming im (%1 oca/ 0 ‘@g{qge( 0;)
e

0 as ya\\@'\\\@\\aﬁcarbon. A cost faced by emitters

greenhgﬁsv@;!missions into the atmosphere.

g X . 5L .
Deforestation T co\ersnon of i d@e us“and exotic forest Jand to another use,
{
/8UC grazing: D% station involves clearing forest and not

/(@39 ing witi@;{r years after clearing. It does not include
@/\\W{estin “aAforest is replanted as this is part of norma
3 /plantat'

restry activities,
& .
Eligible emission un Certéi ;X@; of emission units that can be surrendered by ETS
pa 'r\h;s to meet their obligations. These include NzUs ang
pes of emission units created under the Kyoto Protocol.
™
Emissig < ~Ihé’release of greenhouse gases into the atmosphere from human
tivity.
ET the New Zealand Emissions Trading Scheme. Under the ETS certain

@ emitters of greenhouse gases have an obligation to report their

Cost of emissions This is al
for the rele

emission and surrender eligible emission units to cover their
emissions.

ETS ictpants Emitters of greenhouse gases or people engaged in removal activities
such as forestry that have obligations under the ETS to report on
their greenhouse gas emissions, and to surrender eligible emission

@ units to cover these emissions or earn units under the Act.

First commitment period The period from 2008 to 2012 under which the countries ratifying the
Kyoto Protocol have to meet their emission limitation or reduction
commitments.

Fixed price option During the transition phase to 31 December 2012, certain ETS
participants have the option to buy New Zealand emission units
{NZUs) from the Government for a fixed price of $25.

Forests Forest land is an area of land of at least one hectare with forest
species that has, or is likely to have, tree cover of more than 30 per
cent in each hectare. Forest land does not include land that has, oris



likely to have, tree crown cover with an average width of less than 30
metres. Forest species are trees capable of reaching five metres in
height at maturity in the place they are growing, excluding tree
species grown for the production of fruit and nut crops.

Greenhouse gases Greenhouse gases are constituents of the atmaosphere, both natural
and anthropogenic, that absorh and re-emit infrared radiation. The
gases covered- under the first commitment period of the Kyot

Protocol are carbon dioxide (CO,), methane 1), nitrous ox
(N20), hydrofluorocarbons (HFCs), perfiur (PFCs)—3n
sulphur hexafluoride (SFe). A
]

i

GWP Global warming potential. See COy-ea %\b k\\/ 3
limjtation or
5.

Kyoto Protocol A protocol to the UNFCCC that fifeld emissi%s’%

reduction commitments for rati develSped cay
MAF Ministry of Agriculture and. Fafe y @]
N
NZUs New Zealand emis @ 5 Create %ovemment. These are
either allocatedg Id ertain E\p cipants. They are the main
unit of trade ifthe ETSand can b Wrr\ey ered by ETS participants to
meet thej ?% igations. Jo cektgin tircumstances, NZUs can be

convertea\t\ sands
Ra%_\ to 31 December 2012, certain ETS
<é?rder one eligible emissions unit for every

One-for-two obligation D?H’ ‘\ e transiti
at’g{z)} '§ts hav;to K
/4 es of (ﬁTﬁqn This is also referred to as the 50 per cent
\@Pessive lgeti 0/
Pre-1950 forests @ orest %ed before 1 January 1990 on land that remained in
< fore%i}; predominantly exotic species on 31 December 2007.

See\s\;:\cf?{sn of the Act.
Price of carbo See cost of emissions.

Post-1 e QW forest established after 31 December 1989 on land that was not
@ % rest at that date. These forests are eligible to earn carbon units (or

the Minister ) Minister for Climate Chan

carbon credits) from 1 January 2008. See section 4 of the Act.

Sition phas@ Under the Act, the period up to the end of 2012 during which there is

an option to buy New Zealand emission units (NZUs) from the
Government for a fixed price of $25, a one-for-two surrender

2@ obligation and there are restrictions on the export of NZUs.



Status quo
16. The Emissions Trading Scheme (ETS) is currently New Zealand's primary tool to

established under the Kyoto Protocol. For example, the ETS allows participants to sell
New Zealand Units (NZUs) overseas? and to buy and surrender eligible overseas units

to meet their ETS obligations. For the purposes of this regulatory impact analysis (RI
in the status quo it is assumed that the ETS will be implemented a@ﬂy legisla

fn addition, a carbon price of $10.41 has been used to estimate mi of emi

e 3
units. | \\Q o -~/

17. The agreement reached in December 2011 at the Unitei% onferenc%%
work -

Parties in Durban provides more certainty about the otgntial Hernatiofia) fra

after 2012, when the first commitment period (CP1)ufd the Kyot cel ends.
The key features of the Durban agreement are;, > g"\
* @new agreement with legal force’ co _ é)/»%lope @ @loping countries
will be agreed by 2015 and will co rce by O% ’
* asecond commitment period T the Q’ b col from 2013 to 2017
(or 2020) covering the Euro ion other\g {J@én countries and any other

AN N
* confirmation of the cohtinuation of ¢ @evelopment Mechanism (CDM)
after 2012 and t %u ment/ot {harket mechanisms
* in relation to fo s/ge%?he incl s@(or les in the Kyoto Protocol on flexible land
use (FLU) @aﬁg\e\ wo @ and reference leve| accounting approach for

0
forest man ?ﬁ}ent. an\oQQg oval of the Afforestation-Reforestation Debit-

. Credit xiife. ™, x\;
18. The G ent has indic hat it will sign up to the new agreement from 2020,
althoughif¥ia(s not ye{c\ie/cided whether to join CP2, C WV ithhe | g
DO AN ALY P
SN “n @ .“\)VS/ J
- e A ! \\ i
NP\
\{< “While }QQ(QUJﬁ)an agreement provides certainty that the CDM will continue after 2012,
4 su/c:h ytified Emission Reduction units (CERs) will be available, there remains
sidleraple international market uncertainty in terms of the likely levels of supply,

<d &\W and price. In recent months the price of overseas units has fallen considerably
u@ﬂ to over-supply. This has impacted the price of NZUs. It is likely that the price of

d )} erseas units will remain low in the period to 2015. Beyond 2015 (when the true-up
\_/ period under CP1 ends) there is greater price uncertainty.

20. This uncertainty creates risks for the Government and for ETS participants. This js
because ETS participants are likely to buy significant amounts of overseas units ((s902) ;]’}{[\/)

2 Under current legislation there is a restriction on the non-foresiry sectors from exporting NZUs overseas
during the transition phase (until the end of 2012). NZUs are first converted to AAUs before expori,

3 This is the prevailing carbon price for January 2012 based on the average premium CER price as calculaled
by Point Carbon.

4 The USA, Canada, Japan and Russia have already decided not fo join. Auslralia and New Zealand have not
yet indicated whether they will join.

A1 e



21,

22.

23.

[ witts et vpcter S UE)ETCV) 5 to meet their ETS obligations.t These units
will be surrendered to the Government. This purchasing would represent an overseas it tiireld
cash flow (worth about{" 7 and a loss of domestic economic welfare.”

T - VM{’(YZI’
Domestic net emissions are estimated to be about L Jabove 1990 levels in / 57 ﬁz/gﬁ/)
r

2020.% However, given the estimated number of overseas units surrendered, the
Government could claim ‘responsibility’ for reducing emissions by about {_ Jon
1990 levels in 2020.9

It is expected that existing emission trading schemes will continye (e.g. Europe,
California} and others are likely to emerge (e.g. Australia) or may e
Japan, South Koreay} after 2012. Officials are exploring the benefj
with the Australian Carbon Pricing Mechanism from 2015. The P
other schemes is uncertain, x
The Climate Change Response Act 2002 (the Act) requir&
completed before the end of 2011. The Act required ini
Issues (the Minister) to appoint a panel {the Paneh4d
its terms of reference. The Minister appointed a'k
report was provided to the Minister on 30 J

recommendations, a number of which, if at
Act and/or regulations.

tained 61
mendments {o the

7

8

9
10

s |

& mgrﬂr;t\er’d Wl 5 72N v)
\

6,
pa
O

b
Overseas purchasing is reflecled as a loss to New Zealand's real gross national disposable income (GNDD),
a measure of economic welfare. The impact on real GNDI varies according lo the level of overseas
purchasing and the prevailing carbon price. See NZIER and Infometrics, Macroeconomic impacts of climate
change policy, July 2009 and Macroeconomic Impacts of the New Zealand Emissions Trading Scheme,
March 2011. Both reports were prepared for the Ministry for the Environment.

This is similar to the increase based on AR4 GWPs. In both cases, emissions are eslimated to be about 15
per cent lower than they would otherwise have been in 2020 without a carbon price.

See caveats in footnote 5, .
Doing New Zealand's fair Share, ETS Review 2011 Final report, ETS Review Panel, 30 June 2011, Further

details of the Panel's review and its final report is available al: hit Lhwww.climatechange. ovi.nz/emissions-
trading-scheme/ets-review-201 1/index.himl

Regulatory Impact Statement — ETS Review 2011: Amendmends lo the Climate Change Response Act 2002 | 9
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Objectives

24.

The Panel's terms of reference were agreed by Cabinet in 201 o_11 These stated that

the objective of the review is to €nsure that the ETS beyond 2012:

* helps New Zealand to deliver its

‘fair share’ of international action to reduce

emissions, including meeting any international obligations (referred to

subsequently as ‘delivering fair share’)

subsequently as ‘delivering cost-effective emission reduct

o delivers emission reductions in the most cost effective ma nni){i?;red to
HIRS

° supports efforts to maximise the long term economic resi
(referred to subseqtya/%G

Zealand economy at least cost
resilience’).

25.  For the purposes of carrying out this RIA, these t
used to develop a number of sub-objectives a
objectives and criteria are set out in full in

Table 1: Assessment criteria under each

.

High level | Delivering fair ] -term economic resilience
Lobjective share '
Criteria Facilitate "o} Minimise fong-term negative
international onomic % economic impacts
efforts ?@\
Contribute to \%?hise c \s\g Maintain long-term international
internationa ﬁ iness s@ competitiveness
obligatiops > N
Enhanc@f; ) %&%{gyarket Provide incentives for the long-
interMational ' i term development of low cost
credibii emission abatement technologies |
rigite to \mﬁaise risks of trade Maximise equity between sectors
\%ing NZ's savictions and socio-economic groups
O\ Lfalrshare N :

Minimise Government's -
administrative and
implementation costs

ol

Promote intertemporal equity

ntrifite to Minimise ETS participants' | Ensure appropriate risk-sharing
g ing NZ's compliance and between emitters and
target transaction costs Government
Q Promote understanding of Appropriately reflect the Crown's 1
ETS responsibilities as a Treaty
Q pariner

Minimise fiscal Support the development of the
costs/maximise fiscal Maori economy consistent with
savings their environmental values

Maximise market liquidity
and transparency

Minimise negative/maximise
Positive wider environmental
impacts

Facilitate links with other
schemes

Ensure the environmental
integrity of overseas emission
units surrendered in the ETS

' See CAB Min (10) 44/11,

10 | Regulatory Impact Statement - ETS Review 2011+ Smandrmmnde oo ot . o




Approach to options analysis

26.  For consistency, the assessment criteria above has been used for the analysis of all
the policy problems identified. A scoring approach was used, whereby each policy
option was scored against each criterion compared to the status quo. A positive score
meant the policy option was better at achieving a particular criterion than the status
quo; a negative value meant it was worse, Where possible, quantitative analysis was
used to determine the order of magnitude of the score. Where this not possible
then judgement was used instead. @ &

27.  This approach identified the criterions which were most relevﬁf?\% ssing t N
)

policy options, i.e. where there were material difference g _ red betw ~the:
policy options and the status quo. Policy conclusions we Yﬂxeé%pon this a?f{y@é,

without the need to apply weights to the criterion. 7
28. In the interests of brevity, this RIS presents the g&% agaj %ﬁg level
objectives rather than the full criteria. This ass s also présented’in a summary
table in the sections below. A tick shows t iy optj fieé rat achieving a
high ievel objective than the statys quo; a@@i}hows i orse> A dash shows it is
no different to the status quo. The n %&; s or Seéd.ndicates the scale of how
much better or worse it is. This ref Q{U\be orin pg,?%}‘ﬁ explained above,
s

Problem definition and regula& Ampact

~ T
29. The scope of this RIS is 65 }x‘olicy probﬁef{)f@%e e the preferred policy option arising

from the RIA would requi mend e Act and/or regulations to implement.

All other policy problefms are out of d'\ e ¢f this RIS,
- s T
30. The policy probféﬁr/sﬁgg ffied %ed on: |
N
* the Pa gls %gmme \' or specific changes to the ETS and for the
go(/v%n nt to considercertain issues further

o st\aké/hg’fders' ubmissions during the Panel's consultation

N

y /,/‘/?\\G/{)«iernmqhgagbdgs’ experiences from implementing the ETS to date.

@Q;HQ contekf; m-\fﬂs considers the policy problems with the ETS after 2012 set out

ow andea considered in more detail in the following section.

/A». /é%\\é\éj @érming botential
5 \@ac of flexibility over the level of ambition achieved by the ETS
\/Q/'f} 1. timing of the introduction of auctioning
l\'“;&\'> C. Backing NZUs issued with overseas units
’ D. Transition phase measures
i.  the phase-out of the one-for-two surrender obligation
ii.  the fixed price option
ii.  the ban on exports of units from the non-forestry sectors
E. Pre-1990 forestry _
i.  introduction of pre-1990 forestry offsetting

ii. cancellation of the second tranche of allocation



A.  Global warming potential

Status quo

32. The Act defines ‘carbon dioxide (COy) equivalent’ according to the global warming
potentials (GWPs) determined under Article 5.3 of the Kyoto Protocol.

33. GWPs assign the relative impact of each gas, to enable non-CQ, gases to be
converted into CO,-equivalent quantities for common accounting and reporting
purposes under the ETS, the United Nations Framework Convention on Climate
Change (the Convention) and Kyoto Protocol. At present, under tha/g

tion a &
during CP1, countries’ emissions are calculated using the GWPsg Q@;Cd@j\
7

Assessment Report (AR2). - </
34. Atthe recent Durban conference, signatory countries to t \Ogvention and %ﬁo

Protocol agreed that from 1 January 2013, the acco of gréenhouse yas (GHG)
emissions will use the updated GWPs from the IP _ ssessmen{Report (AR4).
The primary changes involve a significant incredgé iy P for r@e y

approximately 19 per cent), as well as smal 1ges in th r nitrous oxide
and synthetic greenhouse gases.

35. Under current legislation, the definiti &%

bon dioxide-equivalent’ means that the

GWPs used for ETS accounting p T;%may only-be'\ ed if they are amended
under Article 5.3 of the Kyoto Pratacol, ‘and Ne \q% }d/is bound by the amended
Protocol. . = ™~ \
N
36. Until and unless New Z d glects to si to’CP2 the Act will continue to require

that the ETS use th% 9\ s, as nder the Kyoto Protocol for CP1.

A S A o S
Problem definitigy "\ AN

/
y S LS e
37. As aresuit, erebolﬁﬁg an Hé%%ségng of ETS participant’'s GHG emissions and
b
f

surren;ig | %s un will be inconsistent with the reporting and
accou i(i;:b

re
<j/

<1 i <\

g A ™, 2
%:\\a}/e/ a nurg%r\&\{\é{acts under the status quo. First, from 2013, the accounting
et

38. .7

y \ 0 ssionsun ETS will no longer be consistent with internationally-agreed
<;"{/",_‘\Ele§ an @s% hodology, as determined under the Convention and Kyoto

~"2 Protogol,

hefdverall discrepancy would be in the order of around [s70639] of New
7 Zeafa :

jos]

I net emissions over 2013 to 2020. This reduces the environmental
d therefore credibility of the ETS as an emissions reduction policy measure.
(f isNnconsistency could have a negative economic impact on New Zealand by making
'X\y target to reduce emissions harder to achieve, because emissions might be higher
‘\;than if they had been correctly accounted for.

\Sé;"/ Second, fiscal risks could arise if New Zealand takes a commitment outside of the

Protocol between 2013 and 2020. This is because any target set and progress towards
meeting it will be based on the inventory figures. As there will be a discrepancy
between the emissions covered by the ETS and the emissions reported in New

12 Intergovernmental Panel on Ciimate Change.

13 New Zealand is obliged to produce an annual GHG inventory report under the Convention and the Kyolo
Protocol. The national inventory is able to use updated GWPs, as a separate seclion of the Act (Part 3) links
the inventory directly to the Convention, For further information on the inventory see:
hitp:/iwww.climatechange.govt.nz/carbon-reporis/




Zealand’s national GHG inventory, then this could result in a shortfall in the number of
units surrendered to the Government relative to any target, requiring the Government
to purchase additional units to meet its target.

Options analysis

40. Besides the status quo {i.e. continue to use AR2 GWPs), one option has been
identified, which is to amend the Act to bring the ETS in line with the interationai
accounting after 2012 (i.e. use AR4 GWPs). A summary of the impacts under the
status quo and option 1 is presented in the table below., Q

e, :
Status quo (AR2 GWPs) | FISCAL: Fiscal risk form the inconﬂwomng\/{{ N
N
- TN ‘//

emissions e
S T
ENVIRONMENTAL: lnconsi;h,{:{:mpomng &Rissions
Option 1 (AR4 GWPs) ECONOMIC: Increased costs f&@me ET§ parti\s‘@ants.
\\“ o

a proportion of which @to be p to
households and other bugifie es -

FISCAL: Additions] fiseal tevenue (’\\\V
ENVIRONMENTAL Cérisistency. \repm‘tmg emissions
and incentj efilice emj s\

COmMP %5\ addit} nal ¢ liance costs

(compare %st@tus quo)

41.  In terms of delivering fair share,%@/}l (AR4 \&\\rra\’;referred. Unlike the status
quo, option 1 ensures consisteqcy if eémissi N3 repgrting between New Zealand's
international obligations partici /\\/

42. Interms of deliverin@ ctive ergsfi% réductions, option 1 (AR4 GWPs) is
preferred. Option jWase \f&r,é’c{me ETS participants (primarily for

agriculture proce‘s:sgr}),)waste operators and synthetic greenhouse gas
importers) b g’gmﬁ [N (e } “} total over 2012/13 to 2016/17, through higher

surrender /o/bli gfions.15 A\/% ion of these additional costs are likely to be passed
on to houséholds and other businesses. '

b thded d angda r

' N ST P v J18 L Wil
\\\f/ ) VC?ch-FJcN)
\ K %ever, using the AR4 GWPs, which are based on the latest
O entific inde F(ding on the global warming impacts of different GHGs, should
proyi®\@jﬂ al incentives to make cost-effective emissions reductions.

43. | gfn)é\s}pléng term economic resilience, option 1 is preferred as it ensures all of the
% S/{QFIS that New Zealand is obliged to report on internationally face the incentive to
“reduce

ce emissions in the long term. This will avoid the risk that arises under the status
that emissions are higher than if they had been correctly accounted for.

~

Recommendation

4 Basedon the difference between New Zealand's net ETS positions using the AR2 GWPs and AR4 GWPs,
and a carbon price of $10.41.

15 This reflects a transfer to the Government through Ihe surrender of additional emission unils by ETS
participants.

16 This estimate is based on a small waste landfill with no methane gas colleclion facilities, a $10.41 carbon
price and assumes full cost pass-through. Larger wasle landfills are likely to have meihane gas collection
facilities and therefore Ihe cost increase will be less.

7 These estimales are based on a $10.41 carbon price and full cost pass-through.
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B Lack of flexibility over the levef of ambition achieved by the ETS

Status quo

45.  As noted above (see Status quo section) the ETS as currently legislated is estimated to

result in ETS participants purchasing significant amounts of overseas units to meet

reducing emissions by about [s?r%‘)

46. These overseas units will be surrendered to the Government. Base g}the estimat
number of overseas units surrendered, the Government coul@nsibiﬁ@

v

L

1 on 1890 levels in 20
Problem definition & ( ; >
47, by th Al ~ ‘ \\ _

under § 72 (j) e S ¢ @ /-\Y\:‘/
. N
1. Overseas purchasing is also_[ikgl: @gi economic

educ rg
welfare. The uncertain international markefdls ns E}% icipants face risks of a

lack of supply and/or price volatility of o /ﬂnits.

T
48.  The Government could in theory sefl sUrpits overs as\{h' achieve a lower level of

49. /@(z;n\th/é:e di

Y

{7 /:;}a/nge Oﬁe?ﬁtg%

Oy comn'&q“réntg//dr other ETS design settings (e.g. the entry of agriculture).

ambition and lessen the impact.on e ic welf actice however this is not
possible as the Act currently proMe Govert rom selling CERs surrendered

to it by ETS participants. eans the ({@\r‘ﬂ t cannot currently reduce the level
of ambition achieved orth of ecs:{;jq\ eifare by selling surplus CERs. Even jf
ment

this restriction was r e Govefn ay not be able to seli surplus CERs
due to internatio, };e\ fjon a frental integrity concerns, or due to the risk

that an uncertair‘}\tﬁ/temational ax{m means there are no buyers and/or price volatility.
There is als /@cegaiﬁty a ug%g er the Government could use surplus units
towards ;thure in%' nal commitments. If this was permitted, then this
would the level of a ion in the short term and the loss of economic welfare in

the long tetri. Qs
4 ?We ETS as legislated provides limited flexibility over the level of
|

g./ exibility is important because the level of ambition is likely to
10 reflect changing circumstances, such as future international

itlon it aghi

50./ {fzo\@}:tions have been identified that could provide greater flexibility for the level of

@a\ \bition the ETS achieves. An outline of th

ese options is set out in the table below.

18 This changesto [ s%¥when based on the AR4 GWPs,

19

Under the Cancun Agreements, New Zeaiand made a pledge to reduce emlssions by between 10 1o 20 per
cent on 1990 levels by 2020. This is conditional on a number of factors, in paricular comparable action by
other developed countries. For details of all the conditions see
m:/lwww.mfe.qovt.nzlissueslclimatelemissions-tarqet-2020/

Reaulafnry Imnact Statamant - ETC Davia.. an



| Option Status quo 1: Auctioning 2: Fixed price
Key ¢ no limit on the » fixed amount (i.e. a cap) of NZUs | « Government
features amount of auctioned sells NZUs at g
international * international units permitted (with fixed price
. units permitted or without a cap) * international
¢ price of NZUs * auction price likely to depend on units not
‘capped’ by international price and on permitted
international whether there is a cap on amou|< 6 price set
price of overseas units permitted \(%over ent
o NZUs allocated and/or a cap on domestic FGQ/\ NZUs d
° domestic trading | ¢ NZUs allocated (as statusqu % (as uo}
of NZUs ° domestic trading of NZ&S\ | e domestictrading
allocated only aliocated and auctjoned | X%N s
L N <1 -—allocated only

_@\n&xtreme 3
untof international -

S extreme, enough
ambition with no

51. Auctioning (option 1) encompasses a broad s option
small number of NZUs could be auctioned wi ont
units permitted. This.would be simiiar to t eé@ e
NZUs could be auctioned to achieve he
international units permitted, 20 Thig- 4 _@;%hn be imi{%}m e fixed price option
(option 2).21 <\\\ A\ AN
52. A summary of the impac

the table below.

O

\\
(N
/./\N\\\f' 25

20 A variation of this option would be auction an am
Government buys overseas units to make up the
Under auctioning the Government fixes the
Under the fixed price option the Governmen
sold. Theoretically, the same price and qua
same level of ambition.

difference.
21

. \\_/ N
ts er tﬁe-s{atugﬂWe policy options is presented in

ount of NZUs above {he domestic level of ambition and the

quantity of NZUs sold and the market delermines the price.
tfixes the price and the market determines the number of NZUs
ntity outcomes would arise under both options {o achieve the



Status quo ECONOMIC: Reduced domestic economic weifare andﬁ
exposure to risks of an uncertain international market
ENVIRONMENTAL: Lack of flexibility over the level of
ambition

Option 1 (Auctioning) ECONOMIC: Higher economic welfare. Reduced
exposure to risks of an uncertain inteza:onal market

compared to the status quo &
ENVIRONMENTAL: More flexibility oy %&vel o}
ambition achieved (by adjustin r of unit!(l
compared to the status quo @V
FISCAL: No additional fiscaf o ues

COMPLIANCE: Additi plementat
administrative costs ¢ to status'quipartd option 2

Option 2 (fixed price) ECONOMIC: Hig opromic welfdre \Redticed

exposure to ri certaifyy onal market
compared %\@ tus quo.£XS icipants have less

flexibility ov ing t ligations potentiaily
resultingivhigher costs e to status quo and option
1 ﬁ arket ce nd continuity compared to
the quo an |
P VIRONM re flexibility over the level of
o5 %ition achi y adjusting the price) compared to
& | the stat
; {_',\(\’ 'FIS . hpact on fiscal revenues depends on the level

0 Ice fixed relative to the international price
ANCE: Additional implementation and

o e . \rﬁTstrative costs compared to status quo (but less than

Y i
L \/\/?’\'/\ spélon 1)

53. | s of delivering fairghare, both options provide greater flexibility than the status
. Qption 1 (Augt ) achieves this as the amount of NZUs auctioned can be
adjusted, whic 5-( Id adjust the amount of overseas units ETS participants purchase

"/ and hengg the of ambition the ETS achieves. Option 2 (fixed price) achieves this
S asth Go&em%mt could either adjust the fixed price to achieve the appropriate level
ur

of am of,
?‘5 ase overseas units to make up the shortfall. In option 1, the NZU price

-~

i E or, if the price fixed does not achieve this level of ambition domestically, it
ld-be linked to the overseas unit price depending on the stringency of any cap on
level of overseas units permitted. Similarly, the fixed price under option 2 could be
" linked to the overseas unit price albeit based on an average over time or a price at a
certain point in time, -
54.  Interms of delivering cost-effective emission reductions, option 1 js preferred. Both

options reduce ETS participants’ exposure to the risks of an uncertain international

market (i.e. lack of supply) as they increase the supply of NZUs, compared to the
status quo. In addition, both options reduce the loss in economic welfare arising from

overseas purchasing compared to the status quo.

55.  Implementation and administration costs for both options are likely to be higher than
the status quo, although these costs are likely to be lower under option 2 than option 1
as it could build on existing systems and processes.




56. However, there are a number of drawbacks with option 2 (fixed price). First, ETS

set based on the international price as this is likely to be based on an average over
time or a price at a certain point in time. Second, it is likely to be in New Zealand's
interests to be linked to the proposed future international fram ework, which will include
market-based mechanisms, or to other overseas emission trading schemes. Option
and the status quo maintain a link to existing international carbon ;{{e and wo
allow for links to the future international framework and to other §ope

over timg if
this was desirable. Option 2 does not. Therefore if it would v to reve Lﬁ
to an open ETS (such as option 1 or the status quo) if sugh finks were desirare
are likely to be risks and costs associated with changing the the ETS opergtes

over time. For example, this would not provide mar, @ ainty or ¢ n&to ETS

participants. In addition, option 2 could be percei akin to TF\ e carbon tax.
57.  Auctioning would provide the Government wi the p{' @tion, rather than
eligible overseas units at the point of obligatio wou ':%n impact on debt,
but not on the operating balance. As a tionir;ko ot count as additionai
ST L. ~ )

~

fiscal revenue. AN e

98.  Interms of jong-term economic{&g@g , bothgi \age likely to achieve the same

outcome as the status quo as this wifl be de/ter\ \ﬁ@v\jthe level of ambition set and
§ .

the prevailing carbon prfg\e/< -\ &///
Recommendation /g) A\ \\//f/ /;\\‘ N

A i

58. Given the drawpapkx\'@/zf;ation }iille’/‘l’ack of flexibiiity of the status quo, option 1
(auctioning) is pire‘_t@. This <%nent is summarised in the table below.

Summary assessmientof the poii
Be status q}‘é \l{} \
[ 2 Stai%ih quo_| Option 1 (auctioning)

Delivering fairshare |- Ea

Deliy Tgﬁ?/ﬁﬁ-eﬂ’e ive [ v _

emi{gﬁi%}g uctip\r\lg‘:b >

Long-term eco . - -
e econanlie | -

6&\/‘ As ﬁ%‘\;ﬁﬁv’e. auctioning encompasses a broad spectrum of options. Further work
a ation is required before a final decision on the detailed auction design can
B
G

n. Some of the key auction design features that will need further consideration
e the amount of NZUs issued each year and hence the amount of NZUs auctioned
issued (i.e. over and above those allocated). This will indirectly determine the
amount of overseas units surrendered and hence the level of ambition achieved
by the ETS
* whether there is a need for, and if so the level of, a cap on the amount of
overseas units permitted. This may be necessary if there are concerns that ETS
participants will continue to buy overseas units rather than NZUs at the auction

and/or to provide environmental integrity of the ETS (see Backing NZUs with
overseas units below).

ptions against the high leve objectives relative to

Option 2 (fixed price}
v

i Timing of the introduction of auctioning



61.

62.

63.

./ﬁéﬁs f deliverir
\@rﬂexi Hity
' ~ehd o %

Problem definition

If auctioning is introduced then there is a related issue of timing. The problems that the
introduction of auctioning is trying to address are likely to be more significant from
2015. This is because from 2015:

e the number of international units surrendered is estimated to increase

significantly®
e the uncertainty in the international market increases significa e to the en&
of the true-up period under CP1. This has risks for both E figiPants ( A

need to buy overseas) and the Government (who may ef'surplus itg))./'

In addition, if the Panel's recommendation on the progressive phage-out of th \\Tor_
two surrender obligation to 2015 s accepted then the level o bition achievediwould

be reduced in 2013 and 2014, further reducing the Géle'sf the prob
years,?
)
ti

Options analysis > /W -
RN
'&@g‘are 20 %1) or 2015 (option
pres

tions \\r\ ed in the table below.
B\f/@ over the level of ambition
OR2

The two options for the introduction of
2). A summary of the impacts for the no|]

Option 1 (2013) ENVI NTAL:
acl’@\ﬁiert '
ACOMPLIANCE, Syb lal risks arise if insufficient time is
< @?n to design; @lop and test auction before
(> Yitocuctigr-
Option 2 (2015) ENV WAL: Loss of flexibility in 2013 and 2014
@ alj level of ambition achieved is less in these years
m&@ to that from 2015
% @IANCE: Reduced risks as more time to design,
@ \\de lop and test the auction and align with the Australian
N

O af:proach (if necessary)

\/share, option 1 (2013) is preferred because it would introduce
level of fair share achieved sooner and immediately after the
uld allow (if necessary) the Government to achieve a lower level of

he

23

24

&

S
(¢ endofC
N \-/ _ “ambitj @Q/)S and 2014 to that achieved in the status quo® and to that achieved if
" the % retommendation on the phase-out of the one-for-two surrender obligation
‘) pted. The benefits of option 1 are therefore greater than option 2.
~\<

>H\‘ is estimated in 2013 and 2014 that aboutBﬁ%%verseas units will be surrendered per annum. This
JAcreases {o aboutfﬁf‘)ﬁ’ber annum on average between 201 S and 2020. Note caveats in footnole 5. If AR4
GWPs are used instead then these estimates change lo ﬁ?fl?gj?and[ﬁm{,)]respectively.

If the Panel's recommendation was applied to the liquid fossil fuel, stationa energy and industrial process
sectors only then the ETS is estimated o achieve about a 5ty 1 and (52945 Jreduction in
emissions on 1990 levels in 2013 and 2014 respeclively, based on the amount of overseas purchasing.
Adding synthetic gases and the waste sector would reduce these estimales to Ls?u)gJ Jand {501 (5) )
respectively. Note caveats in footnote 5. If the AR4 GWPs are used Instead then these estimales change to
Vi stax) jand [sim gy ] respectively if the Panel's recommendation was applied to the liquid fossil fuel,
stationary energy and industrial process sectors only, and LJ?QJQJ - Jand [t'?&lg; Tif the synthelic gases
and the waste sectors were included.

Under current legislation the ETS is estimated to achieve about a [s%c) &> Ireduction in emissions on
1990 levels in 2013 and 2014, based on the estimated amount of overseas purchasing. Note caveals in
footnote 5. If the AR4 GWPs are used instead, then the ETS is estimated to achieve a{ %)) J reduction

in emissions,



65.

66.

In terms of delivering cost-effective emission reductions, option 2 js preferred because
it would allow more time to design, develop and test auction design. Significant risks
could arise if auctioning is poorly implemented. For example, a lack of understanding of
the auction by ETS participants may mean they decide not to take part, undermining
the purpose of auctioning. Consultation on the auction design couid reduce
implementation, administration and compliance costs. As part of the testing phase, one
or more pilot auctions could be held in 2014, in advance of full auctioning taking place
in 2015. Option 2 is consistent with the Australian Carbon Pricing mechanism propo

to hold the first auction in 2014 and would allow the two approach aligned,if:

necessary. q
o N
Recommendation é@ { ‘\\;‘;\D
On balance, option 2 (2015) is preferred as while there are additional henefits m the

introduction of auctioning in 2013, there are substa Isks if aucti N8introduced
without sufficient time to design, develop and testihs ¥ quifed s processes.




67.

68.

69.

70.

Backing NZUs with overseas units

Status quo

surrendered by ETS participants in any period (i.e. it does not limit the total emissions
produced in New Zealand).

In 2007, Cabinet decided that all NZUs issued should be backed with overseas units
created under the Kyoto Protocol (i.e. Kyoto units such as Assigned Amount Units
(AAUs) and CERs) held in Crown accounts.25 The backing policy ensures that the
Crown couid meet its Kyoto Protocol obligations and to support the €hvironmenta
integrity of the ETS by constraining the Crown from issuing an i

NZUs. Currently, backing is the only mechanism that provides. ¢
emissions outcomes from the ETS, since the Government
within its Kyoto cap or purchase additional overseas uni

Section 86F of the Act requires the Crown to hold aﬁir_énhe_er of Kyefarunits.e
number of NZUs in circulation in CP1 at the enq,ofd-‘t_hfeiftr@?up e he'intention of

this section was to give effect to the policy to pﬁékf}&?@ with
n

the Act does not enforce a feasible backing ?eq@‘{q\rﬁ t 0“a-drafting error.
.‘-\ %, i » 4

It is projected that the Government wa/fl_rlgt\“rig\bef.sufnplheng O units to back all of the
R e iy A\

NZUs issued during CP1.[ N

with herd Selys ey

RAToRN _] The deficit is mostly due to a

teq-jbp:cx\t&j 989 forest landowners, who will not be

tr they:hacvest/their forests at some point in the future.
Pephoess P

Lérge number of NZUs b

required to surrenderthe
(N

Government 't\pec*s,gbno 008to | Units (m) using

2012 (CP1) <m\s\ N AR2 GWPs

Projectem;\gal (Kyato), bosition 572k

(internati ) e

Net nce\Q\}dnitsﬁ ived and B (il
d

allocated by Gover er ETS
ojectedt Governméntunit position BA)ER)

Units (m) using
AR4 GWPs

& 5ok
V6 e period 2013 to 2020 under current policy settings. This surplus
cedif the entry of the agricuiture sector is deferred or if the one-for-two
enderqbligation is phased out progressively. However even under these policy
gs. the government position is still forecast to be in surplus over the period 2013
0. The table below shows the Government's forecasted position to achieve the
ing position policy over the period 2013.to 2020 under various scenarios.

5
12k
fto 2

25
26

See CBC Minute {07) 2411.

[ it il widy S UIPv) 7
-
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ment position is forecast to be in surplus of approximately Qbﬁwwk{ vider



72.

73.

74.

75.

22

Estimated number of overseas units the Government would need to buy to
achieve an effective backing policy between 2013 and 2020 ynder vatious

scenarios

| Status quo
| If agriculture does not join the ETS in 2015 -
| If gradual phase-out of the one-for-two obligation is in i3

Backing also ensures that the Crown has sufficient units ¢o

(restricted to foresters during the transition phase) to esnvert int6 AAUs ¥ar sale
overseas. However full backing is not necessarily ro facilitefe expors.
ire 50 that Us can be

Government could purchase units when and if

converted and sold offshore.
Problem definition x .
The problem that arises is whether ﬁei%el mtenti e backing policy remains
relevant. \
Options analysis
Two options have been e@f} for ame backlng provision:

o option 1: ame to glve o'the original policy intention of backing

(i.e. corre;&?& g err,

o optlorgiw\lﬁ the ba DRovision,
A diffe W uld nor CP1 (i.e. the period to 2012) and beyond CP1
(i.e. 2 eyond). A s ary of the impacts for the status quo and pollcy options

|=;<pr\esen“tgd’|n theQbIe below.

@ @

I Reaulatory Impact Statemant - ETQ Pawviaw 9044, A——— g .. 4



[ During CP1 Beyond CP1 (from 2013ﬂ
Status quo ENVIRONMENTAL: Drafting error
means backing policy does not -

achieve its purpose (environmental

integrity)
Option 1 ECONOMIC: Government would ECONOMIC: Governm@%
(effective have to buy overseas units, reducing woum@ buy > >
backing) domestic economic welfare ove ts, redyding ¢
ENVIRONMENTAL: Negligible dogiestic econorfiic ré%

environmental benefits from having ém& ONMEN
th

>
an effective backing policy as Ne er ef 'ronrAegtal
Zealand is likely to meet its Ky@a\%\s integrit K gved by an

Protocol obligations

effectivébacking depends
FISCAL: Fiscal cost from Bu; Q) @Sr the ETS has a
overseas units @ %& e number of
) e

issued
<>~ FI8CAL: Fiscal cost from
b {0\ ([ buying overseas units
Option 2 (no ECONOMlch ofd > | ECONOMIC: No loss of
elfa

backing) ECoNomi oS domestic economic welfare
ENVIRONMENTAL: E«%? ntrental | ENVIRONMENTAL: Loss
-achigvad through | of environmental integrity
tmz; bligations from not backing depends
0

im,/\’ Fif e ET
ﬁ%}ﬁ@Kyoto rQ
Cﬂs L: No@c

{ on whether the ETS has a
N A cap
2PN FISCAL: No fiscal cost
Ve AN
During CP1 < \// >
76. | %@Meliverir%cpst’—éffecﬁve emission reductions, option 2 (ho backing) is
p 'z%f/émeéas it i fiscal cost. Option 1 (effective backing) will have a significant
~

\K ff cost (dp-tok; Jﬂj during CP1 as an effective backing policy would require the
O vernirient t \‘chase overseas units. As noted above (see section B), buying
over S'Qmif/s,' would reduce domestic economic welfare. Itis also uncertain whether, if

th eriffient bought these overseas units, that they could be used to meet its
9 ?g/g%ions under any future international agreement.

775 \i/ terms of delivering fair share, option 2 is preferred as the benefits of option 1, in
/—‘\ . N v - . 3 . .

.7 v terms of environmental integrity, are negligible given that New Zealand is expected to
‘. Jexceed its Kyoto Protocol obligations for CP1. :

78.  Option 1 (backing) ensures that the Crown has sufficient units to allow ETS participants
(restricted to foresters during the transition phase) to convert NZUs into AAUSs for sale
overseas. However backing of all NZUs issued is not required to facilitate exports as
the Government could purchase overseas units when and if required so that forestry
NZUs can be converted and sold offshore.



Recommendation

79.  Option 2 (no backing) is preferred as the benefits in terms of €nvironmental integrity of
an effective backing policy during CP1 (option 1) do not outweigh the economic and

fiscal costs.
2013 and beyond
80. A key consideration in relation to retaining a backing policy from 2013 depends on
future ETS design. As discussed above in relation to auctioning (s tion B), if
auctioning is introduced then a cap on the number of NZUs issy

sibly z??;p
on the amount of overseas units permitted, would also be intr oth cap r§

introduced then this would provide environmental integrity oftRe £T . Even
cap on the amount of NZUs issued s introduced, this wo Hi provide some

bothsaps). I neithef wa
!’ be und \ap\/

81. If one or both caps are in place then in terms of def}

backing) would have limited additional be@ Aviron \ adrity. Accordingly
option 2 (no backing) would be preferre r cap iginynlacethen option 1
(effective backing) would be preferrega\;%ﬁg/ ould \;{d&/ironmental integrity.
82. However, in terms of delivering c;oété{ ive_emigsion eﬁﬁéﬁons, option 1 (effective

backing) would entail additional fi cabghd £CONoInI S compared to option 2 as the
Government would need t /buy\ad i fona@ Nits (see table above). If
auctioning was introdu hen'this fisca Id vary according to the amount of
NZUs issued (i.e. w _né ont the cap on NZUs), However, if New

Zealand joins CP2 an plus % its’ ¢an be carried over from CP1, then this
could reduce thé fiscal\and ecorfofmic’cosf to New Zealand as these units could be

= /
used to meﬂ't?s@ﬁz/o/blfg i \gy\lbs currently uncertain whether New Zealand will
d,

environmental integrity (although less than having
introduced then the environmental integrity of the

join CP2-an “whet fGto-dnits can be carried over from CP1 to CP2.
o A\ et R
Reco ion
83. y <a\f efgrred option ds upon the decisions made in relation to whether there is a
¢ e amouft. Us issued in place. If such a cap is in place then there is likely
\\IQ\/ little béc\{akt\(g{ backing. However, if such a cap is not in place then backing may
Q;\be required:” AN
AN, o)
. _\\‘\\.‘\ oty
N
Vet a<
\ (/'/ ]

. .\./

27 Whether New Zealand would need to use these surplus units during CP2 would depend on the level of
emissions reductions it commits to,



D.  Transition phase measures
i Phase-out of the one-for-two surrender obligation
Status quo

84.  Under the status quo, participants in the liquid fossil fuels, stationary energy and
industrial processes sectors are required to surrender only one eligible emission unit
for every two tonnes of carbon dioxide equivalent (tCO,-e) produced until the end of
2012; they will assume full surrender obligation from 2013. The one-for-two surrendeig>
obligation was introduced to smooth the transition into the ETS by ting the imp&ct
of the ETS on business and household costs in the early years /D>

Problem definition <\ \E\: .

85.  Some stakeholders expressed concerns that the impact of the £ TS on househ and
business costs would increase significantly in 2013 ing the expj e one-for-

Fhe price of NZUs

period to 2015. This is primarily due to the al
ranged from $17 to $21 between July 2 \nd/ ly 201&%{9 r, this has fallen
significantly to $10.41 by January 20 akiny the or@kg surrender obligation

=t
into account means the current eff %ice of cathon fsCurrently below $6 per
tonne. This is significantly belo ctive pyi .50 expected at the time the

two surrender obligation.
86. The current carbon price is low and s likely to 0 (i.e. per unit) in the
ec

e
energy sector joined the ET J'.n\Jul -2 e $25 price cap and one-for-two

10,
surrender obligation. I\ < O
PARNYS g
87. Despite the expiry of, <6 o(—two g@egobligation at the end of 2012, the

impact of the ETI/ h busifess a ;}Qﬁ&ﬂld expenditure on fuels and electricity?® in
|

2013 is expecte _,E;g}imilar  between July 2010 and July 2011. Assuming that
the carbon p icg' $10.41 |rg20%} estimated that the ETS will increase the
national agera useh %ﬁ ture on fuels and electricity byik?cz;a’d‘clﬂ)er year {or
Glaya e avera& al gross household income) in 2013, while the ETS wil
inc@j/ otal bu$iness expenditure on fuels and electricity bylsfets s 1 (or [y et )
A5 N H 29
S \/e? Grosxzﬂ%cg’> € Product).

RO L\
- Qptions anal% ¢
// - \\ . "_\‘/\ \\)
Yﬁ.{ ~Ohe 0pti({6 ha@ en considered, phasing out the one-for-two surrender obligation from
o 2013>®\?\Q@§This means the one-for-two surrender obligation will be scaled up to a 67
NN

R

s
7

7 |
4
\<3\> creases in eleclricily and fuel prices are the main components of lhe impact of the ETS on household and
business expenditure.
29 The estimates for the impacts of the ETS on household and business expendilure on fuels and electricily are
based on;
= a $10.41 carbon price
* energy data from the Ministry of Economic Development's New Zealand Energy Dala File 2010
* emissions factors from the Ministry for the Environment's Voluntary Greenhouse Gas Reporting
Guidance Document
» EMC (Energy Modelling Consullants Ltd) 2008, SDDP Modelling of Carbon Dioxide Emissions from
Electiicity Generation, Report to the Ministry for the Environment, Wellington
» Statistics New Zealand (2009), Supply and use tables in the New Zealand System of National Accounts
—year ended March 2007.
» Slatistics New Zealand (2010}, Tailored household expenditure survey data.
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per cent surrender obligation3® i

n 2013, an 83 per cent surrender obligation?' in 2014, -
and full surrender obligation from 2015. it is proposed that the discounted s

urrender

obligation in 2013 and 2014 will apply to the waste, synthetic greenhouse gases, liquid

fossil fuels, stationary energy and industrial processes sectors,

89. A summary of the impacts for the status quo and

policy option is presented in the table

below.

-

(gradual phase-
out of
surrender
obligation)

['Status quo (full | ECONOMIC Increase in costs for ETS participants, a proportion
surrender of which are likely to be passed on to househo]| other
obligation for | businesses (e.g. though higher fuel and elec i ces /(3/
2013) ENVIRONMENTAL: Business face the f @e o reg;,ge\\ )/

emissions A\ S
Option 1 ECONOMIC: ETS participants face lowercosts co ared tg)

ENVIRONMENTAL: Undermj
compared to the status qu
COMPLIANCE: Additiopal.

</ iStrativ %g?onjqpared to the
r@ﬁt&a{ sts coo‘@& status quo

emissions

status quo ~)
?%ﬁt}es to
/

status quo
FISCAL: Additic

' . . B N e
90. Interms of delivering fair share, e\s\.‘ quo {f ur\@ﬂer obligation from 2013) is
' slightly preferred as option 1 (gra Jl/ ase-o %urrender obligation) would
slightly reduce the effectiv on price in, 2013 014. This would slightly
undermine the incenti} s@@ ce emi/ss\ inNew Zealand in the short term.
91. Interms of deliverinq\gé@e{fééﬁve en{u‘gs}qh réductions, option 1 (gradual phase-out of

the surrender ohﬁ@io}ﬁt}a/slight
the ETS on business and hou

carbon price\|
7

\fe\téd, as it would slightly mitigate the impact of
costs in the 2013 and 2014, Assuming that the

41 per upit;: the status quo (full surrender obligation from

2013), jtis estirated that%ﬁt@weuld lead to a[s7Ovfincrease in electricity prices
and al’ ){Yﬁ/wcrease ina ge petroleum prices in 2013. Under option 1, it would

Yo i
pric

1

< 4

L
\\\\‘.

e
e
N

%a;e%in electricity prices and al3f(3%v]increase in average

CEE

he estimated impacts of the ETS on average annual
re on electricity and fuels under the status quo and under option 1

le below.32

31

Nl

==
o= oh

<0 /2 67 per cent surrender obligation means lhat ETS
N\ . ~nits for every three tCO-e produced.

An 83 per cent surrender obligation means that ETS

participanis have to surrender only two eligible emission

participants have to surrender only five eligible

emissions for every six 1COz-e produced.

32 The estimates in the lable and the estimates for the

e a $10.41 carbon price

price impacts of the ETS are based on:

= energy data from the Ministry of Economic Development's New Zealand Energy Dala File 2010

» emissions factors from the Minisiry for the Environ

Guidance Document

ment's Voluntary Greenhouse Gas Reporling

« EMC (Energy Modeling Consultants Ltd) 2008, SDDP Modelling of Carbon Dioxide Emissions from

Electricity Generation
s Stalistics New Zealan

. Report to the Ministry for the Environment, Wellington
d (2009), Supply and use tables in the New Zealand System of Naticnal Accounts

— year ended March 2007.

» Slalistics New Zealan

d (2010), Tailored household expenditure survey dala.




Option 1 (gradual
the surrender obligation)

phase-out of
) obligation from 2013)
Impact on average household expenditure on electricity and fuels

Status quo (full surrender

$ per annum (% gross income)

’, 2012 [ Ls7)Buia]
2013 2000 ]|
{ 2014 | [SI03ELK )]
| 2015 Lsdeoifren]

92.  Option 1 would, however result in significant fiscal costs

an
Government. The fiscal cost associated with option 1 is efig
or [$7636HG2 ] in total between the financial years 2012/13

2014115, In additi
the Government would incur a total cost of (et i) dating the for
calculating surrender obligations and aflocations g@;}are _@ssociated
with updating guidance and providing educati g hange @ S participants
would also incur additional compliance co woul date their
systems for calculating their surrender @ @
} % ulMabligation from 2013) is

93. Interms of long-term economic resiliéfice: the status
slightly preferred. By limiting the ¢ \rﬁg\ice in atd in the short term, option

1 could delay the development S\X\d ption of efii atement technologies and
would be slightly inequftafyeio\fut e/gen?aﬁ:j%mse impacts are however likely to
be small, \\Q\] ) RN
Recommendation ///C/) S \\\\

94.  Officials do not @%ﬁferre
the status qua ar @'propo

: - ; > )

ii.  Fixed ?52 ég?{ %\§> Y,
Status q\/

95. /(g }i?.lus quo, té&g?ixed price option (or price cap) will expire at the end of 2012,
£ ans tha\?}%\p rticipants do not have to pay more than $25 per unit to meet

™ ‘surrender.o I'yations in the period up to 31 December 2012. From 2013, they will
@ay the pﬁe?qu market price for units, even if it is above $25. _
86

CsPexfonn }
L)

A e
ol

AN
Qétpn\asﬁere are costs and benefits with maintaining
IGY option.

d ]
Prg datiltion

) ?\/\%(ged\ﬁefore, NZU and overseas unit prices are likely to remain low (i.e. below $25

< p& t) in the short term. However, sudden and unexpected spikes in unit prices

_ \,\rV ain possible, given international market uncertainty. Such price spikes could make

Y )it more difficult for businesses to manage carbon costs.

Options analysis

97.  Three options have been identified that could mitigate carbon price volatility. An outline
of these options is set out in the table below.



Fption Status quo 1: Price cap 2: Aligning price cap with that | 3: $25
increasing by | in Australia price cap
$5 per annum : until at
from 2013 least 2015

Key e No price * Retain a * Retain a price cap inthe ETS | o Retain a
features cap after price cap in after 2012. price
2012 the ETS * The price cap will be fixed at capin
e ETS after 2012, AUS$23 (about N7 in the IS
participants | « Price cap 2012/13 financia will | 7 -after
pay market rising to $30 rise at 2.5 per ce num | 2022.
price for in 2013, in real terms- t o X Zrice
units. $35in subsequ Nansial years &? (>cap of
2014, 340 In the 2015/16 financi ear, \) $25 per
in 2015, the pfice icap will be emissio
$45in 2016 e n unit at
and ted intgy least
reaching i Q15/ The 2015
$50 in 2017 4 i ‘2{'&% EMTise by 5
* Allow for
the prit@"i‘\_ annu the two subsequent
cap t e\\/  finangi (the 2016/17
changedt Qﬁq\ 8 financial years)
alignwith’ | « @izt leve! of the price
- Yo in the ETS will depend on
@fstralian - VVS% NZ$/AUSS$ exchange rates
@\;ﬁemeﬂ -\ "Jand the inflation rates at the
: should. " " |/ beginning of each of the
link = financial years concerned, and
~L) ecg the Australian Government's
assessment of the expected
@ § international carbon price as at
| (<)) x 1 July 2015
N

L]




88. A summary of the impacts for the status quo and policy options s presented in the
table below.

Status quo (no

cap)

ECONOMIC: Business exposed to risk of carbon price spikes (ie. |
face excessive costs)

FISCAL: No fiscal cost

COMPLIANCE: No compliance costs

ENVIRONMENTAL: Business face the prevailing carbon price and
hence incentive to reduce emissions

Option 1 (price
cap increasing

ECONOMIC: Business exposed to less risk h@(o stattf@uo—‘

due to price cap

FISCAL: Least fiscal cost if internationat prieelis ¥hove p/ls@gr

by $5 per
annum) compared to status quo and other op
COMPLIANCE: Additional adminj tive ctsts compared tor'status
quo but less than option 3. Tr osts sa TS
participants if cheaper for t from vermment
ENVIRONMENTAL: Preyai on pri ed o be below
cap so same incentivgﬁ% reduc emigfli&status quo '
Option 2 ECONOMIC: BusinéWéed to les; \N%compared to status quo |
(aligning price | due to price ca S >
cap with FISCAL: Fiscal %@‘nternat' fe is above price cap
Australia) compared to )quo %
COMPLIANCE: Additio Istrative costs compared to status
quo bhan optio{%sacﬁon costs saving for ETS
p{f panis’if che em to buy from the Government
AE E@NME AL Prevailing carbon price expected to be below
( @so sarpg&ﬁtive to reduce emissions as status quo
Option 3 ($<§§\ J<ECONO :gm\)ess exposed to least risk compared to status
price c:«/z? 7 1quo a % tions due to price cap
L7 | FISCALBredtest fiscal cost if international price is above price cap
S // 4 mpared to status quo and other options
\\ e C IANCE: Additional administrative costs compared to status
. { ) . .
ﬂ X ~ \ ?p and other options. Transaction costs saving for ETS
i B \\ articipants if cheaper for them to buy from the Government
O N £ 7 \/ ENVIRONMENTAL: Prevailing carbon price expected to be below
Q. \Q;Jj ~__| cap so same incentive to reduce emissions as status quo
99. | \o>deiiverinq fair share, the status quo and the other options would have
&jmilagimpacts. In the period to 2015, as price caps under all the options considered
- expected to be above market price, ETS participants are likely to pay similar
/ " "\'cafbon prices under the status quo and all the other options considered. Therefore, the
\\‘ status quo and all the other options are likely to have similar impacts on emissions
reduction.

100. In terms of delivering cost-effective emission reductions, option 3 ($25 price cap) and
option 1 (price cap increasing by $5 per annum) would have similar impacts and would
- be preferred to the status Quo and option 2 (aligning price cap with Australia).

101. Interms of protectihg businesses from carbon price volatilities in the short term, option
3 is better than the status quo and the other options considered. Also, option 3, like
options 1 and 2, would lead to a reduction in ETS participants’ transaction costs as the




102

103,
~ cap) in terms of managing potential fiscal costs. Retaining a price

104.

o
i

e

-

@)

" per

participants would have the option to purchase NZUs directly from the Government
without incurring brokerage fees. :

However, option 1 (price cap increasing by $5 per annumj is better than option 3 ($25
price cap) in several respects, As the price cap under option 1 would be relatively close
to the price ceiling in Australia, it would facilitate linking the ET'S with the Australian
Carbon Trading Mechanism, should linking be deemed désirable.

Option 1 (price cap increasing by $5 per annum) is also better than %ion 3 ($25 pri

options 1, 2 and 3) would not result in any fiscal cost if the intery

uding —-
rbon a@ Q
were below the price cap until 2015, Since the international ce is
] %%E
[ costift

remain below $25 in the period to 2015, it is likely that o nd 3 wi ult
in any fiscal costs. However, the Government would ipcyr a si ificant fiaca he
international carbon price rose above a price cap, Governm c§;ubject to

an international obligation or the Government b s wit units. This

fiscal cost would arise in such scenarios beca ovanx@ tneedto

purchase international emissions units at @e\ igher th ie€ cap. The fiscal
o

risk associated with option 1 is lower th sociate£:ze on 3, as the
likelihood of the international carbon @'@;\c eding @@
N s W

ap under option 1 is
lower. g

N ¢ \
Option 1 (price cap increasing by\$\{'>.g§r annu@a better than option 3 ($25 price

3 sts. The administrative costs
fons 1, 2 and 3) depends on the
directly from the Government through the
price cap and the-agministrative ¢ If the international carbon price were
below the price miil 2015 a% price cap were set in an administratively simple

way, the admidistrativé costs \b§ d with retaining a price Cap would be small
becaus t TS partioipants would purchase NZUs directly from the
Gover& ough the pri P, which would be more expensive than purchasing

" units from. ernati%on markets. Since the international carbon price is

25 in the period to 2015, it is likely that the administrative

\e\ ore b
‘/%gwassoci eg %ptions 1 and 3 will be small.3* However, if the international
" %mﬂn p}'teg e\@bove the price cap for an extended period, the administrative costs

ssociat(et{w/iﬂ\ taining a price cap could potentially be significant (up to $250,000%
). Sfnce the price cap under option 1 is higher than the price cap under
 the risk of the international carbon price exceeding the price cap is lower
ption 1 than under option 3. This means that potentially fewer participants
uld purchase NZUs directly through the price cap under option 1 than under option

33

34

: ) o o W
Itis estimaled that the annual administrative costs associated with a price cap is between/sTel” a’nd[ﬂ“x‘()tif

» in the financial year ended 30 June 2011 » the international carbon price was below the $25 price cap,
and only two NZ ETS participants have purchased NZUs from the Government through the fixed price

option, .
* It is estimated that the adminislration cost associated with issuing NZUs through lhe fixed price oplion is

in the range of[s%)¥xiv) ] per transaction.

This estimate is based on the assumplions that; -
* The administration cost associated with issuing NZUs through the fixed price option is{§!* per

fransaction.
o [s70)F50v ] ETS participants would purchase NZUs directly through the price cap if the international

carbon price was above the $25 price cap.



3. The administration cost associated with option 1 is therefore potentially smaller than
that associated with option 3. .

105. The status quo is worse than option 1 (price cap increasing by $5 per annum) and
option 3 ($25 price cap) in terms of delivering cost-effective emission reductions mainly
because businesses would not be protected from carbon price volatilities after 2012

under the status quo.
106. Option 2 (aligning price cap with Austr'alia) is worse than option 1 (price cap increasi
by $5 per annum) in terms of delivering cost-effective emission re@ even - %

though the price cap under option 2 is likely to be similar to that on 1. '@e\
pricm @‘Q

reason is that option 2 is more administratively complex. To
i bouk their carbor e
ion rat@h

option 2, officials would have to liaise with Australian offi
ceiling and find out the NZ$/AUD$ exchange rates and the in
beginning of each financial year. O

107. Option 2 (aligning price cap with Australia) is h g?tion

p /@ e cap) in
terms of delivering cost-effective emission "e‘_d*-\ ainly se option 2 is not as
good as option 3 at protecting businesse@cﬂgr on p&o i[ifies.

108. [ @ >
B OMIN
: N
Recom :
109. Officiafs‘ have a prefe option as there are costs and benefits with maintaining
the\\s{atl.l/% o and {ﬁe\p;oposed policy options.
. /> ayd N /
fii. .~ 8an n/expon‘s\qﬁ
A SN
A QS{ us qge_ \,\\\.O-\)

NS .-
1“1\6; \'I{heregts\%)ba)}on export of NZUs from the non-forestry sectors until the end of 2012.
g/b

Th erates by forbidding non-forestry sectors to convert theijr NZUs into AAUs.
);{’é\én Is intended to mitigate the arbitrage risk associated with the $25 price cap.

< %b\/gm definition
e . .
/ @I\ffhe price cap was extended beyond 2012, in the absence of the ban, there would be
\ -/ arbitrage opportunities for ETS participants from non-forestry sectors if the price of

overseas units were above the price cap. ‘C b fhhol d

lade, f?{L)Ck)

1

112. Allowing such arbitrage opportunities could create a significant fiscal risk for
Government, as ETS participants receiving free allocation would be able to meet their
surrender obligation through purchasing NZUs at the price cap and sell their allocated
units for higher prices overseas. It is estimated that the fiscal cost associated with



113.

114.

115.

116.

17.

allowing these arbitrage opportunities would be about[ Sfll)ff)a"v) Iper annum, if the
price cap remained at $25 per NZU and the AAU price were $30 per unit 3%

For some ETS participants, particularly those receiving large amounts of allocations,
the profits from these arbitrage opportunities could potentially be high enough to offset
the costs associated with fulfilling ETS surrender obiigations. This would undermine the

integrity of the ETS and weaken incentives to reduce emissions,
N

These arbitrage opportunities could also threaten the liquidity of the gpmestic carbo

market, as ETS participants receiving allocation from the Govern Id rath I
their units overseas than domestically if the overseas unit prices her thaé?thej\
NZU price cap. &\ /
If the price cap expires at the end of 2012 as scheduled, su rbiirage opportuiities
will not arise. However, if the price cap is extended d 2012, sy tragé

opportunities will arise. They will arise even if au @NZUS is | ed
because the bidding prices for NZUs are expe@ below @e ap.
Options analysis s \\\ % -
Regarding.whether the export ban sh/o\\@l@ndegb\y 2
been considered: ) \ ~g
D
) exportsrg

« option 1: remove the ban @ fr
o

12, two options have

orestry sectors when the

price cap is removed, or so i the/ prc s significantly above the
international carbog price T _
- ! o ,
e opticn2:nob U/expor;s//fm&r\ﬁéu-forestry sectors after 2012 even if the
price cap r mai ace. > _/f

-~
"

L LEEN CL7 L
These two o t|orrs?r)s in the%{e t of the Government's decision to extend the $25
price cap un@ﬁe/a‘s't 201 \B iCe cap expires at the end of 2012 (as under the

t

status export b%‘ja also expire at the end of 2012 (as under the status
quo) b ;Q e arbitrage associated with a price cap would not exist after 2012
L

1182&)\.[@?3‘,’ of t?g\iWOF the poiicy options is presented in the table below.,
— S

119.

n1 (b{K "ECONOMIC: Improve domestic market liquidity. No arbitrage risk.
ice cap/ig} " 1'Obstacle to linking with other schemes i desirable.
FISCAL: No fiscal risk
ENVIRONMENTAL: Maintain incentives to reduce emissions.

tich 2{no ECONOMIC: Arbitrage risk

2 price cap | FISCAL: Fiscal risk due to risk of arbitrage
u(place) COMPLIANCE: Risk of additional administrative costs due to risk

A of arbitrage _

ENVIRONMENTAL: Damage credibility of the ETS and undermine
incentives to reduce emissions

In terms of delivering fair share, option 1 is preferred. Option 1 would not undermine
New Zealand's ability to deliver its fair share of emissions reduction. in contrast, by

allowing arbitrage opportunities, option 2 could damage the international credibility of

35 This estimate is based on the assumption that the export ban applies to the all businesses receiving

allocation (other than foresiry and agriculture allocation), and alf these businesses lake advantage of the
arbitrage opportunities.



120.

121.

122.

123.

the ETS and couid significantly undermine incentives to reduce emissions in New
Zealand. '

desirable.

Option 2 is worse than option 1 and the status quo in many respgef on2c¢

create a significant fiscal risk for the Government by allowin oppo n@
where ETS participants benefit at the Crown’s expense. ming that the infemational
unit price is $30 and the NZU price capis set at $25 in 201 ~Option 2 gould als6 add

significant administrative costs to the Government se the arbitrag ortunities
created by this option would encourage ETS partigi $te' purc re-units
directly from the Government through the fixe@ on. Q
In terms of long-term economic resilience/@ i$ preferied fon 1 would
iti ' i i t The arbié% ortunities created by
i to emi{;%t/s\'. [his would be inequitable to
taxpayers and would delay the t/raﬁs\‘\t'\

04 low-garbof’@dnomy.

Recommendation \\\//

e
Option 1 is preferred if th@rice capi beyond 2012, This is because it

&
would mitigate the arbj e\/portuniﬁe a8 iated with the $25 price cap, thereby
mitigating fiscal risk preventin @entives to reduce domestic emissions from

being undermin@c\ icantly. (\/g b4

@wﬁ &

Reaulatorv Imnart Statamant . ET0 Davie.. amss .
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125.

126.

Pre-1990 forestry
Introduction of pre-1990 forestry offsetting

Status quo

The forestry rules in the ETS are largely based on Kyoto Protocol rules for CP1 which
make New Zealand liable for deforestation emissions occurring between 2008 and
2012. Only deforestation of exotic forest is subject to liabilities in the ETS, % Land
owners are liabie for deforestation emissions if they harvest their fvd do not &

replant within 4 years. @?/\
A flexible land use™ (FLU) rule for pre-1990 forests was agr fnatio \;)/’
negotiations in Durban.” The FLU rule enables countrie sigooup to CPA o aupid _
deforestation liabilities following harvest pre-1990 forest and versiom{o a ngh-

forestry land use, as long as a new forest is estabi sewhere. The ill be no
forest estate-hiuding FLU

liabilities if the total net emissions from all the pres
emissions are below a projected level of busin @ val (BA ismns (or
reference level), SN 2

The FLU rule has the following require @ ) é\\ ;
= only pre-1990 exotic forest%%?xqfnﬁm 2(J§\a§§9ﬁgible for offsetting -
~ 3 §
the offset planting (i.e. theﬂ\ o est) m&\ax blished in 2013 or later on
t
N

post-1989 forest lan i’r\e\landfhat di &\q in forest in 1990)
» the offset planti xt? establi Sy\dfrect planting activities (i.e. human

induced prorrg} lgrg\% ural fo %t\r/e eneration is not permitted)
e the offset @mlﬁg

it eédst lﬁﬁt get the same area as the cleared forest and
achie e §arhé ca
w_itgn mﬁ rotati%lﬁx“l\;j

rbg ! stosRevel as the cleared forest at the time of harvest
\ ) '
e/éé}:gested forest

N

ave been planted after 1960

- e
\h/e)) set p@\%\g@uld be considered as pre-1990 forest
@a | forest l§§§€\shall be monitored and verified, reporting the locatior and the year
0 :

1

~

f (ggqy% ;

The G v@rrynt has not yet decided to sign up to CP2. The domestic policy design
%w the FLU rule agreed in Durban to avoid fiscal costs should New Zealand
p

s
//sfg -4p to CP2. Iif New Zealand decided not to sign up to CP2, following the FLU rule

ners.

tg: nsure the domestic offsetting design gives the ETS credibility with our trading
Y

Q%Q[ Withbeld vocter S 9 () (i) J

36
37
38

Indigenous forest deforestation is subject lo the restrictions under the Forest Act 1993,
The FLU rute is the way the offsetting foresiry is known in the climate change negotiations.

Paragraphs 37 to 39 on the report for the Land Use, Land Use Change and Foresiry rules for CP2 decided
at Durban. See: http:ffunfcce. int/resource/docs/201 1/awg16/ena/l03a02. pdf
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e

Problem definition

131. Landowners' deforestation liabilities under curre
effectively limit their ability to convert pre-1990<cte
productive and profitable land use. For a mz

132. Based on land characteristics* there-

133. From the 70,000 hectarés &bt b include best land for pastoral farming |
(i.e. flat to very gen 3 [mited erosion risk, best suited for cultivation).
The remaining 61.0 ¢ | suitable for pastoral farming but have moderate

conversio
of the land:

a\k ime in the ETS would reduce the cost of deforestation by
to convert pre-1990 forest to a more productive and
ithout deforestation liabilities provided an alternative area of forest

equirements for the new forest is the equivalence definition. The new
8t could be as an area equivalent forest (same area as deforested), or a carbon
bjvalent forest (forest area will achieve the same carbon stocks as the forest

ed). The main difference between these is that an area equivalent forest may
itigate all the deforestation emissions if the new forest is established in a lower
quality site (lower carbon stocks achieved).

fo

’ [ wtthbeld tnclr $9(2 X)) ]
4

40 (and Resources Inventory classification based on physical characteristics for optimal land use.
# Estimates based on Geographical Information Systems analysis.

Regulalory Impact Statemenl - ETS Review 2011 Amendmends to the Climate Change Response Act 2002 | 35



136. Forest owners have stated intentions*? to undertake deforestation and conversion
under pre-1990 offsetting policy if this was part of the ETS. Forest owners were
considering conversion to: dairy (87 per cent), sheep and beef (5 per cent) and lifestyle
blocks (8 per cent). Most of the deforestation intentions with offsetting are in the
Central North Island (74 per cent).

137. The cost of conversion with offsetting includes the cost of Purchasing land, establishing

and maintaining a new forest, and the costs of setting up the new [and use (i.e. dairy
farm). These costs are countered by potential benefits from the ag@ producti&

in the area currently under pre-1990 forest and the offset plantin
Options analysis %
by

138. Three options have been identified for the ETS impleme&of offselting, baséd’on
the FLU rules. These options are described in the ta 5 elow. A

Option Status quo ' 1. Harve%> :Harvest \Ls: Harvest

atany a mature trees
only

features apply when pre-1990 Mpdes harvested at | to harvest of

Key « Deforestation liabf!jtiesi\x Poliicy s‘ fiey applies fo Policy restricted

any age. mature trees

forest land is c@d tree
to a non-forestNand lise at | Landowners must | Within the usual
(s181 of t ) S rotation length
(subjec 5 ited @e mam'tam ?he offset (i.e. 26-28 years
exem%{% Planting (i.e. new |- radiata pine)
; 5} also 2 S plant_lng) for a full
i sars of rotation.
t the la Common to all options
replanted * No deforestation liabilities apply when landowner
/\ id has not naturally plants elsewhere at least an area equivalent that
N W oregen at% least achieves same carbon stock loss at time of
(2 A 500 stemsperhectare harvest.
N (5479) §/ * Any species can be used for the new planting, and
( /];S\/ #.Daf tion of <2 only direct planting is permitted (i.e. not natural
N /\1 ecgtares in a 5 year forest regeneration).
" Sy \pergd is exempt of » Offset planting should be at least the same area
¢ (//\ %ﬁabifities. (Part 1 as deforested, and achieve carbon equivalency of
2 \\ Schedule 3) the forest harvested within the same rotation
% “leln addition, some land length as forest deforested (i.e. around 28 years
g OO\ owners may have for radiata).
VN applied for an exemption | « Offset planting (i.e. new forest) is subject to the
By if they own <50 hectares same obligations of a pre-1990 forest as in the
(s183) current ETS settings.
* Implementation to build on existing ETS
operational processes and systems

139. Any option should be implemented building on existing ETS Operational processes and
systems to minimise administrative costs and burdens for the Crown and participants.

42 Deforestation survey undertaken yearly by the Universily of Canterbury.

——— -
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This will also enable implementation as early as practicable. Some of the key aspects
of offsetting implementation following existing ETS operational processes are:

* the decision to deforest and take up offsetting will rest with the landowner.,

. * use of pre-1990 forest {and look-up tables to estimate deforestation emissions of -
the cleared forest.

* use of post-1989 forest Jand look-up tables to estimate carbon sequestration of
the offset forest (this is to keep consistency in the methodoro@sed to

7

140. To balance the risks of non-compliance with the costs of m @ gand enf

estimate emissions and sequestration).

the following is proposed: _ N >
* the landowner will be responsible for self-asse and declari %n—
compliance with his or her offsetting obligati it MAF con% isk-based -
audit as necessary to monitor and enforc phgnce. ;

9

e if a landowner does not establish an pffse tofs a or carbon
equivalence, they will be required < emissi nd must surrender
NZUs (or other eligible units) t € carbo . After this, offsetting
obligations from the particip e\\i‘ﬁ plete s

* any subsequent deforestatl%@_ e offs will be subject to the normal

d t t- ln agw - /
ETS deforestation lﬁb | g‘%\\/
;

141, A summary of the imp;yis the polic is'presented in the table below.
)
Status quo gﬁ%?;@’ IC: D tation liabilities deter forest owners from —!
anyertin

(¢t ing thejkforestTand to more productive uses

s t fENX/l RONI\% : Any forest land conversion is subject to
W\ \defore(s( ilities in the current ETS settings

Option® > ‘> [ECON ore flexibility for forest conversion for land owners

(harves iﬁ/ﬁy mpared fo status quo and option 3
% A B M&: Some fiscal costs and risks compared to the status quo

.é/gA /\\3/ LT ONMENTAL: Consistent with future international framework
e  @ptjon 2/ N ;:'CONOMIC.: More flexibility for land owners compared fo status
N \(barvest(af any .} quo and option 3
“.} age w@h\ﬁﬁsgf FISCAL: Some fiscal costs and risks compared to the status quo

i

pl ENVIRONMENTAL: Consistent with future international framework
gqlréd to stay | -
he‘ground
: %ﬁull rotation)

Vi } Option 3 ECONOMIC: More flexibility for land owners compared to status
= (harvest mature | quo but to a lesser extent than options 1 and 2
trees) FISCAL: Better manages fiscal costs and risks compared to the

other options :
ENVIRONMENTAL: Consistent with future international

framework. Better manages the flow of emissions compared to the
other options. Minimises negative environmental impacts by

L preventing emissions compared to other options. ‘}




142. In terms of delivering fair share. all options have common elements that are consistent
with a possible international accounting framework (if New Zealand opts-in a CP2) and
therefore to meet international obligations.

143. In addition, option 3 (harvest mature trees) is preferred in terms of helping New
Zealand meet its international obligations and emissions target. It also contributes the
most to New Zealand's international credibility. While all options ensure the emissions

generated are offset, option 3 prevents the conversion of younger forests which helps _
manage the flow of emissions by keeping the harvest within busin%g/usual &

practices. [ Lt Ttk hed d o
wngler s %cw s, @

1. Option 2 (harvest at a with offset plantifig
required to remain on the ground for a full rotation) i second mo erred option
as it ensures offset planting to achieve a full rotati %&mribu e { stration.
Option 1 (harvest at any age) is the least preferféd This allows ners to harvest
and convert younger trees with no restrictio he offset forest
{note the landowner will face a deforestat@lity if thg(% G

and convert the
offset forest).

OOV T D :
144, In terms of delivering cost effectivé'\ég&on reduz‘rion\s\./aﬂ?ptions minimise the costs

of forest conversion to the mosr%g?\ble land Wdowmers. Also it is proposed
nt

that ail options are built on/‘crur{e S pro/ce§§_ \}ninimise implementation costs to

the Government. C PN
\a}ages fiscal costs and risks from 2013.
Wi

) \/ ~
145. In addition, option 3 (f{ﬁfg\st\u‘@ture fees
This is achieved mwging {W ithin usual rotation lengths and the net
zil A

emissions will be@/@gw e ref evel. This will avoid all liabilities for the Crown (if
it signs up t )<Ortake %n\%j% s reduction target for the period to 2020 based .
on CP2 apcoyhting rules \\
on 3 rarvestin

146. In addfﬁo @ption 3 (harvestmature trees) ensures_long term economic resilience by
ifimisi egativ virenmental impacts by preventing emissions, and ensures

miQimi
,Qnyi ental iMtggrity.of ETS emission units by avoiding the conversion of young
; \\f(/%fs to nan<forestiy land uses.
7S - ¥
\{47\\!/\7% the q(qér%j\, option 3 (harvest mature trees) may limit conversion plans for some
{u

" partig erthe ability to respond to price signals for land use change, as they may
n j&s to deforest the area planned if it includes young trees. This option therefore
/(fe eés the land-use flexibility that offsetting is intended to provide Therefore option 2
< (%an}e”st at any age with offset planting required fo remain on the ground for a full
— ?I'Q tion) or option 1 (harvest at any age) would be more attractive for landowners as it
. joffers more flexibility for land use change. However option 2 (harvest at any age with
~ offset planting required to remain on the ground for a full rotation) imposes
management obligations for the full rotation length on landowners who harvest younger
trees, while not completely managing the fiscal risk, and option 1 (harvest at any age)

does not manage any fiscal risks.

”8'[ Wi totdl yidity Secton UDPiv)



with el cocter § 9(2)F )
§

149. Consultation on this policy change is required. This is a major policy amendment which
has been requested by stakeholders through time. In addition, this policy is closely

linked to the policy change on the forestry allocation (second tranche) for which
consultation is also recommended (see Cancellation of the secon he of ailoca&

section below). Q
150. Officials will have better information to assess the risks fro % once % )()
t

decisions are made about other ETS policy settings, parti se that C

the future carbon price, such as the proposal to limit the amobt of overseas ts

permitted in the ETS. Consulting landowners on of effing.policy des@eﬁ@ also give
d

officials the opportunity to seek clarity about la offsett'@g ions and
-

—~

whether steps to mitigate any fiscal risk are re

< i
Recommendation @ /) k
the's

151. All policy options (i.e. introduce offs 'fi\ etter the atus quo however
officials have not reach a view on \%@“‘f‘tﬁe alterna Se) icy options is preferred.
Fur.ther work and consultation :Qeg HR in or ?&\% ify which is the preferred
option. = e /\\\ :

- ’
i Cancellation of the seco@%\che of allo gn\ > :
//) v /"__'\
. Ve - 7 >
Status quo '\ g L

N RN,
152, Pre-1980 forest@ﬁem\véeive <§1 Q‘I‘ffr/ee allocation of NZUs in partial
K ion placed on this land by deforestation liabilities.

compensatipn. for the'land ugé% ’
x6h Whether land was acquired (bought or transferred)

The number\of, s dep _
befor /gie Novemb 02, when the government announced its intentions to

introdu de/féresta ion restrittions. Other factors include how the land was acquired _
! oy)?t”is owne <gompany, trust etc).

vd
15{\)\??? ocati \X@Etransferred in two parts: a first tranche of around 38 per cent
a2

postt re 31bg r2012, and a second tranche of the remaining 62 per cent during
W 2013, T € current estimated forecast value of the second tranche is[ &« et toute .

b » ~Fud /
\g‘?{l}(‘ﬁ}ﬂ\\ N
154. ﬁifﬁmﬁe development of the forestry allocation plan (FAP), government decided to
ey

the credits corresponding to Crown Forest Licence (CFL) land to successful
— - Nteaty claims after 1 January 2008 (18 NZUs) in discussion with the Maori Reference
| ' Group Executive (MRGE) and iwi Leadership Group (ILG). The rationale was that
4 these claimants were also disadvantaged by the ETS, as the settlements were not
completed. A lower allacation was justified as the impact is not as great as for other

forest owners.

43 Based on a cost benefit analysis from the land owners perspective that includes all costs and revenues
linked to forest conversion to dairy. The costs are based on average values. Deforestation fiabilities were

estimated at $25 carbon price
44 The final estimate of the value of the second tranche depends on the final delerminations made fo all
appiicalions. These are still in process.



155. The FAP was consulted on three times in 2008, 2009 and 2010. The decision to
consuit in 2010 was to give effect to the Crown's commitments under the Treaty of
Waitangi (section 3A of the Act).

156. The Act provides for a possible cancellation of transfer or recovery of the second
tranche (Section 30F) if the deforestation activity (Part 1 Schedule 3) is repealed. Pre-
1990 forest land owners who have been granted an aliocation have been advised of
the possibility that all or part of the second tranche of NZUs may be recovered from
any holding account or-the transfer cancelied if the Act was amended as in Section

introduced and taken-up by a landowner.

Problem definition _ &
158. The rationale for cancelling the allocation is based on reduction o cos} of

deforestation that offsetting could provide. The offs licy pr ater land-
use flexibility for pre-1990 forest iand thereby redyci e’im ETS on land

value.
159.
g
160. Large landowners in thé ) %erbury and Otago/Southland are

most likely to take
landowners whose

30F.
157. The Panel recommended that the second tranche be cancelled i ing is ©&

shited o forestry, and landowners who have soid fong-
es-dreless likely to obtain any short-term benefits from

the introd setting. i-owned pre-1990 forest land is likely to fall into the

latler catego untikely to benefit from offsetting. Landowners who are less likely to
%ﬁ/ﬂ)ﬁg aren ely to oppose any cancellation of the second tranche.
161. It ng pali qwever still represents a cost for forest owners who want to
sts of offsetting include the cost of the land for the offset planting, and

. The(costs of
thg {;? intaining a new forest. At low carbon prices the benefits of

additional argument for the cancellation of the second tranche is that many
landowners have no intention of deforesting because forestry is the highest value land
use. Itis estimated that around 74 per cent of pre-1990 forest land (940,000 hectares)
is best suited to forestry. Arguably, these landowners have already been over-
compensated by receiving the first tranche, since the ETS would have had negligible
impact on their land vaiue. The forestry allocation policy has always recognised the
potential to over-compensate landowners, but found no effective or efficient way to
target compensation to those with a higher value land use. Accordingly, a pro-rata
approach that did not take into account the value of possible land uses was adopted for
all landowners within the three allocation categories.

162.

40 | Regulalory Impacl Slatement - ETS Review 2011 Amendmends o the Climale Mhanmrs Racnanea A~ 2009



163. [

]

Options analysis

164. Three options have been identified for the
due to the ETS implementation of offsettin

below.

Wit ho b d Cbkader s (B

Fption

Status quo

possible cancellation of the second tranche
g. These options are described in the table

2: Pro-rata

%ﬁmﬁﬁ%

features

. e A one-off allocation

to pre-1990
landowner (s72)

 The allocation
categories are as
follows:

1 Nov. 2002;
acquired after

o 18 NZUs/ha

was C
licen
1dan that

ttiemeRf gfte

of NZUs is provided

o 60 NZUs/ha (land Lot hd @
acquired prior to %

o 39 NZUs/ha (land & Wi %
N QRN

— : = \ .

NN O\
(eligible pre go\ 8 -~
forest lan@ /f\\

1 Nov.2002: or _

w. il be &
@%}”M\& ]

tranche only
for those

electing to
offset. é
LY

o

1: Panel's

recommendation | cancellati

e Cancel + C
second

a e ®
iQn § W
tion Xra he for

S\l forest
b owners,
o [ 1s; pdatd
W
“? 1) (;0} { l\./')
g

>N othatdatef'- ,

@gf @Q\W

Reoulatarv Imnact Statamant - ETQ Daviee Anaa

Ao

restriclions on future land use decisions placed on Treaty of
igations starting on 1 January 2008. Crown forest licensed land



165. A summary of the impacts for the policy options is presented in the table below.

Status quo (no ECONOMIC: Maxnmlses market liquidity with allocation units flow.
cancellation}) making it easier for ETS participants to buy units

FISCAL.: Significant fiscal cost

ENVIRONMENTAL: No impact on the leve] of emissions

Option 1 (Panel’s | ECONOMIC: Least impact on market liquidity compared to other

recommendation) | options
FISCAL: Minimal fiscal savings compared to A tlons

ENVIRONMENTAL: No change from statqug o

Option 2 (pro- ECONOMIC: Some impact on market li
rata partial FISCAL: Some fiscal savings ( more i n 1 butl
cancellation) option 3)

ENVIRONMENTAL: No change(fr/&n{status que- N

Option 3 (total ECONOMIC: Greatest .mp<§:>;@ri%et IIWWP/ared to

cancellation) other options
FISCAL: Maximises fisg

s co ,dther options
L ENV!RONMENTA{;\N change fro tu

166. The outcomes from these options va @\ry\ﬁe spec(t\@xg\%TS objectives and
criteria. No decisions have beenﬁa\aie terms of\\ cl'\/ofntion is preferable.
is'change j b@es not impact on our

167. In terms of delivering fair share, t

international obligations ﬁ\?\of emissions.)

168. In terms of delrverlnq/,cQst ctive emfssqbn éductlons option 3 (total canceilation)
maximises fiscal sag! weve \cta\bop arket liquidity is affected as the flow of
NZUs for trade | from me tlc market. The outcome from option 1

(Panel's recamqandéﬁon) wﬂl&e\ evminimum fiscal savings and have less impact on
market fi 13;&5

169. Inter fff/fgnﬁ term ecoﬁfc resilience, options 2 (pro-rata partial cancellation) and
% al catcéllatio re likely to have greater equity impacts than option 1 (Panel's
Vi okm datio \r&;?mple as noted above, some landowners are less likely to be
ée@/m take advg%?ge of offsetting and therefore likely to oppose any mandatory

can/ ellation. Som\e landowners could also perceive options 2 and 3 as a wealth
transfer from the ?orestry sector to other sectors.

.
oL obithhdd  wnder sT)Gw)

171 A [/Jl‘ -{—!(L.LL‘( MJV Sa(l)ﬂcﬁtw)

]

172. Consultation of this policy change is advised based on the Treaty of Wartangi principies
to consult iwi on policy changes.

Recommendation

173. Officials do not have a preferred option. Given the risks identified, further work and
consultation is required before the preferred option can be determined.

42 | Reoulatery Imnarct Statemant - FTR Ravicwr 2044 Armandeeands bn bee Ao 1o~ .



Consultation

174. In March 2011, the Panel published its /ssues statement and call for written
submissions. % The Panel received 162 written submissions. In addition, the Panel met
with a number of stakeholders. Annex 2 of the Panel's final report provides further
details.*’ in addition the Panel published a comprehensive summary of submissions.8

The consultation covered specific issues and possible policy options. The concerns
raised by submitters have been reflected in the analysis set out abg &

é’/\ rgued@A
12012 as /

175. In terms of the transition phase, environmental groups and fores
their submissions to the Panel that the transition phase sho

scheduled because the carbon price is currently too low t long-termiy;,
behaviour change. Others however, such as business group gued the transition
phase should be extended beyond 2012 because o eak econ y%the impact
on international competitiveness. These points haye ﬂect sessment
on the transition phase measures (see sectro

176. In terms of pre-1990 forestry offsetting, fo arg 1’/ submissions to
the Panel that this should be lntroduce S. Off seen as a way of
paying for their deforestation llablhtr ld ailo flexrbrllty They

recommended this should be mtro respect her this was permitted

under the international rules, Th%;}) ts hav@y ected in the assessemtent on
offsetting (see section E).

177. However not all of the % gblems a CIfIC policy options covered in this RIS
were considered by @ ecau e\g re not specified in the terms of
reference and/o Eu/m did K k them during consultation. These are:

N

. detaer@demgn < N
. the/fmtrq\@?( tion of getirgg%r pre-1990 forest owners

. th ellatl n of th t cond tranche of allocation to pre-1990 forest owners
178. &}o\%r?dly offiel i@ﬁmend further consultation on these issues. A lack of
ation c\o gzsja tin policy and implementation risks, such as a misspecification
e pw and more effective policy design options being overlooked.

W@ \fher " &al;/q been substantial departmental consultation during the course of this
)}23&\ ion, MAF conducted the RIA, and wrote the relevant RIS sections, of the
g’ inrela

tion to pre-1990 forestry
/Gogc(smns and recommendations

\@g ;In summary, the following conclusions and recommendations are reached:
vy

= the AR4 GWPs should be used for the purposes of reporting and surrender
obligations under the ETS

» auctioning of NZUs should be introduced from 2015 in the ETS subject to
consultation on auction design

-review-201 1/consultation/

46 See: hitp://www.climatechange.govt.nz/emissions- trading-scheme/els
47 see: hitp://www.climalechange.govt.nz/emissions-trading-scheme/ets-review- 201 1/index.him|
48 See: http:/iwww. climalechange.qovi.nz/emissions- trading-scheme/ets-review- -2011/consullation/




» the provision for the Crown to back all NZUs issued during CP1 with Kyoto units
should be removed

= officials have not made a specific recommendation in relation to the surrender
obligation and the price cap

¢ aban on the export of NZUs from non-forestry sectors should be extended
beyond 2012, if the price cap is extended

» the introduction of offsetting for pre-1990 forests <& &
» officials have not made a recommendation in relation to e %ion 0@
second tranche.
Implementation §>

-
181. All of the proposals will be implemented through Q ts togt/;e\ for through

reguiations.

182. In terms of the introduction of auctioning, this-wi mple g\% wing further
work and consultation, and final policy degi Some m% ation decisions still
e

need to be taken, such as the desigiai mente'%n or'thre supporting
\ NN

administrative systems and proce N

183. In terms of the transition phase}'»i es, any.c will be implemented through
changes to existing adminisirative system@ﬁ ss operated by the EPA. No
/

specific risks have beeg ti iéd S

184. In terms of the reco f'ne/ﬁde cha é\@@t

%ce pre-1990 forestry offsetting, any
ing ETS operational processes and

. , . S
option will be IW buildj

systems to EDJQ i <é,éx:{minis’t (Ve €osts and burdens for the Crown and participants.
Monitorin z_/yi{lgé?lon a%\ iEw

185. The Ac ires the Ministerfo conduct regular reviews of the operation and

/aﬂ%v\%\?ess of the 160). The first review occurred in 2011 and will occur every
4 % rs ther ~Ihe Act (s160(5)) also specifies what the review must cover,

- \a\ ugh thejev

@e/ Tefe

rms of re ere

s re

is not limited to these matters. Under the Act, the Minister sets the
and appoints a panel to conduct any review (s160{6)). The Minister
'ﬁe\H:ta 3 publish the panel’s report on the review.
186. mo requires the Minister to publish an annual report on the ETS. This
¢ 5con#\/ s details of the number of ETS participants, the number and types of emission
- ‘\u/@its surrendered and the amount of NZUs allocated each year 4

-~

@ A substantial amount of information and data on the ETS is already collected. For
example, ETS participants are required to report on their emissions annually. In-
addition, data are collected each year to assist New Zealand to complete its national

inventory. Survey data are collected periodically from the industry™® and forestry

-scheme/building/reporis/ets-repor/

48 See: hitp:/www.climalechange.qovl.nz/emissions-tradin

50  gee for example: Ministry of Economic Development Occasion Paper 11/04, Business responses lo the
introduction of the New Zealand emissions trading scheme. Part I: Baseline. Available at;

http:/fvwww.med .qovt.nzlabout-uslnublicationslgublications-by—togicloccasionaI-gagers




sectors.®! Data are also collected for use in a number of sector models to produce
emission projections, such as the energy sector.52 '

188. There is close liaison between policy and implementation officiajs that ensures early
identification of any problems arising. Officials also meet regularly with businesses and
groups, including Maori, most affected by the ETS. :

189. There may however be a need to collect data that is not currently collected for
monitoring and evaluation purposes. A Ministry for the Envirmmer%@itojring and &
6

evaluation plan will be completed for each policy proposal once a>\§ y Ca@

QD
7
N ®@
AN
7P X
V@

51 See, for example: http:/iwww.maf. ovt.nz/news-resources/ ublications ?title=Deforestalion

52 See, for example, Ministry of Economic Development, Energy Outlook. Availabie at:
http:l/www.med.qovt.nz/sectors-industries/enerqv/enerqy-rnodellfnq/modeIIiannew-zealands-enerqv-butlook
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