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Executive Sumnl@ Q
1. On t 11, Cabé% ed you to report to Cabinet by February 2012 with
propos ges to th based on the Panel's recommendations, developments in
ons wi alia and further analysis.

eks you feedback on process and timeframes for progressing
amer% ts ncluding the approach you would like to take to public consultation.
il

| need to take decisions on amendments to the Act in the context of:

he role and overall objectives of the ETS: in particular the need to balance short
term uncertain internationally with the need to send credible long term price

@Q signals;
b) the decisions made at Durban, and how New Zealand may wish to position itself

internationally, including on accounting rules;

c) the level of effort Ministers wish the ETS to achieve and, in this context, the level
of international purchasing they wish to see under the ETS;

d) prospect for linking with the Australian Carbon Pricing Mechanism.

4. Therefore, in addition to the Panel's recommendations officials have also been
considering issues arising in the context of the ETS objectives and wider international
developments described above. At this stage we are seeking a high level steer on your
preferences for inciusion in the February Cabinet paper.



5.

On this basis, officials recommend that the following proposals be included in the
February Cabinet paper:

a) introduction of a mechanism to allow for an auction of NZUs within an overali cap
on the amount of NZUs and a restriction on the number of overseas unifs
permitted within the scheme

b) a decision on whether the one-for-two surrender obligation should be phased out
as proposed by the Panel, or end in 2012 as currently legislated, taking into

account the current low carbon prices and fiscal impact _
c) extension of the $25 price cap to 2015
i to the A@n

d} introduction of a mechanism to extend and align the
Carbon Pricing Mechanism should linking occur

e) introduction of offsetting for pre-1990 forestry, with tuigs to bs closal ligned to
the Flexible Land Use package agreed at Dur

f) cancellation of the second tranche of pr foréstry a oD In whole or in
part to a level that is at least equival t Would make the
proposed changes to the ETS fiscall x’:

g) in relation to synthetic greenho i e a’change in the point of
obligation for SFs users and r

r SGG activities from the ETS
and replacing with a levy eq arbon p
h) in relation to waste, in pr@ecisio@ ption criteria for very small and

remote landfills

-i)_ in relation to agricxclude | from obligations and include the use
of DCDs asar v ivity.

Officials are alsg-se a ste
analysis on a flgx hani
whole or in pa chem

ther you wish them to undertake further
T the entry of agricultural emissions, either in
d ministers decide on such a deferral in 2014.

On averaging\forpost-19 , officials are still examining the costs and benefits of
includi pproach to nting within the ETS. We will provide further advice on
Ho
{

this in 2012. However, officials are seeking your agreement that, if agreed by

W eraging Idbe an option for small forests planted after 2012 only.
8

Cision %d in this brief are not exhaustive or complete. Officials are still
u

: derin er of issues, in particular issues that emerged most recently from
Qg rban r ork with Australian officials on linking. Given the complexities and the
y

9.

numb areas covered, we expect to have to provide further advice on averaging,
agri %\S\‘% d other issues in January 2012.

a t will need to make the majority of the policy decisions on amendments to the Act
i February so that legislation can be drafted over March and April 2012, in time for
oduction in May or June. Where there are changes which raise significant or complex

@'mplementation design questions (such as auctioning and offsetting), officials propose

10.

that Cabinet make in-principle decisions to policy changes and the high level
considerations to be include in legislation, with the detail developed and any
consultation.occurring in parallel to legislative drafting. :

Given the urgency, and the complexity of the issues raised, officials also suggest that
you engage with key Cabinet colleagues in advance, possibly through an informal
Ministerial group meeting in late January. Key colleagues are likely to include the
Ministers of Finance, Primary Industries, Economic Development and the Minister for
International Climate Change Negotiations.



Situation analysis/background

11. This briefing seeks your agreement to:

a) policy decisions to be included the February 2012 Cabinet paper on amendments
to the Climate Change Response Act 2002 (the Act).

b) the direction of further work by officials on a number of amendment options still
subject to analysis.

c) the process and timeframes for progressing amendments, in ing the appr
you would like to take to consultation.
ire

12, The Emissions Trading Scheme (ETS) Review Panel (the P ed its fin
to you on 30 June 2011. [f accepted, a number of these re/%w dations wi

amendments fo the Actin 20712; \/‘\s \;

13. On 18 July 2011, Cabinet invited you to report to Cs
relevant Cabinet committee) with proposed change
recommendations, developments in and discussions

et-by Februa (through the

e ETS-ba the Panel's
{ Aust urther analysis

[Cab min (11)27/15 refers].
14. On 15 September you released the Pa ﬁ and unced that the government
is advancing detailed work on the r, endation en the possible breadth and

I\
range of matters that could be for the ry Cabinet paper and the
relatively tight timing if legislation_is passe end of 2012, officials briefed
you in October on their proposed priorities for 11-B-01671 refers].

15. Officials note the Nation manife o@ 0y Was to slow the phasing in of the ETS
and to amend the ETS 4lohg the following-linegs:
1 n phase for the electricity, industrial, and

a) extend the | imple
transport Q
b) maint c d-pri iQi.at $25 per tCO2-e until 2015
c) i eloffsetting 1990 forest land owners from 1 January 2013

re he sgeond tranche of compensation for pre-1990 forest land owners faced
with a los %because of restricted land use in light of the introduction of
setting
@ re@ anuary 2015 legislated entry of agricultural emissions into the ETS
in
the 2011 Review Panel recommendations on providing the option of an
veraging approach to carbon credits for post-1989 forest owners
) advance trans-Tasman discussions on linking the New Zeatand and Australia
carbon markets for the post-2015 period :

@ n) work with Local Government New Zealand on ETS exemptions for small landfills

i) work with the refrigeration industry on the lowest-cost method of including
synthetic greenhouse gases in the ETS alongside existing ozone protection
regulations. :

16. The National Party manifesto also states that any changes to the ETS will be fiscally
neutral. Officials briefed you on 21 July 2011 on fiscally neutral options for implementing
the Panel's recommendations [11-B-01307 refers]. A partial or full cancelation of the
second tranche of pre-1990 forestry allocation is likely to be an essential element of any
fiscally neutral package. Given this, a further briefing was sent to you on 18 October



2011, outlining the risks created by cancelling the second tranche of pre-1890 forestry
allocation [11-B-01834 refers).

Advice

The cohtext for decisions on ETS amendments

17. Ministers will need to take decisions on amendments to the Act in the context of what
they wish the ETS to achieve, in the short and long term. Critical to this will bK

- International context within which New Zealand will be operating.
18. Officials understand that you see the 2012 package of amendmg he A@e
m t

sole opportunity to amend the ETS between now and e

commitments New Zealand might take in reésponse
on linking with the Australian Carbon Pricing Mech

The role of the ETS @
19. The ETS is currently New Zealand'’s primafy too eliv

and transition smoothly to a low carbo
face increasing drivers to take respaonsi

lopmefts in ban and

0

ational commitments

eron
. Ovet@ erm, New Zealand will
of its eriissions.”The ETS will be best able
liehée
e th

to support New Zealand's long t mic resi investors have confidence
that the scheme will provide fi pric t at will reward lower carbon
investments now. It will need to e alon nge of other measures, such as
those that support resear innovatiop ant ve any barriers to an efficient price
response. -

20. However, in the sh ew Z d will also need to manage uncertainty about

how the internatighal work witl .@ and how our competitors will act. Changes
nage short term uncertainty in a way that ensures
c

to ETS settings re nee
New Zealand busi es re petitive, while still providing credible signals about
the sustai athe S the evolution of prices.
21. Consi this, the follQwihg ETS objectives were set out in the Panel's terms of
nce

refere which Qabinet agreed. Officials have used these broad objectives as a
el@

int for, sis of the Panel's recommendations:
helps Ne and to deliver its 'fair share’ of international action to reduce
enissi luding meeting any international obligations
b) ers emission reductions in the most cost effective manner

orts efforts to maximise the long term economic resilience of the New
Zealand economy at least cost.

ernational confext

As New Zealand's primary tool to deliver its international commitments, the ETS was
designed in the context of the international framework established under the Kyoto
Protocol.

23. The agreement reached at the recent UN Conference of the Parties in Durban provides
more certainty about the potential international framework after 2012, when the first
commitment period (CP1) under the Kyoto Protocol ends, than was available when the
Panel made its recommendations. The key features of Durban agreement are:

a) a new agreement with ‘legal force’ covering developed and developing countries
will be agreed by 2015 and will come into force by 2020

package of amendments will need to provide for flexibility in tional stic
policydevelepments—in-this—time—horizon.—including décisions~on-what- | tional ————
he d



24.

b) second commitment period (CP2) under the Kyoto Protocol from 2013 to 2017 (or
2012) covering the EU, other European countries and any other counfry who
decides to join by next year. The USA, Canada, Japan and Russia have already
decided not to join. Australia and New Zealand have not yet indicated whether
they will join

¢) confirmation of the continuation of the Clean Development Mechanism (CDM)
after 2012 and the development of new market mechanisms

d) in relation to forestry under the Kyoto Protocol: the inclusion of rules on flexib
land use, harvested wood products and reference level acc%}%ting approac

forest management; and the loss of the Afforestation-Ref ion Debit-
(ARDC) rule.

Regardless of the decision New Zealand makes in regard

25.

Level of ambition and levels of overseas

26.

27.

commitments,-we-would-continue-to-take-action-te-add
internationally comparable rules and would need acc

i i ark _
However, the decisions at Durban, whilst a si tep fo
uncertainty. The current international context cofti o raise@ of inter-related

issues for the ETS, outlined in further detail

At the time decisions are made o
what international commitment

has indicated that it will sign up1g-th om 2020, although it has not yet
decided whether to join the k _ ant period from 2013." It is uncertain
what level of emission ¢ ons it wilkk iged to make from 2020 or under the

second commitment pgrio guld N atand chose to participate.
Regardless of thi j ill need to take a view on what level of
emissions redu o deliver in the period to 2020 and how they
would like that a strated.
As disc e an s briefings [11-B-01671 refers], the ETS is currently
entir and incre dependent on international markets to source overseas
emissio uctions. However, in the short term, this openness also poses risks.
imation of th%uation of the CDM after 2012 at Durban provides a level of
ce aro cegss to international carbon markets. However, despite decisions

rban, % demand on international markets remains uncertain.
@sﬂn the gho . it is likely that international carbon prices will remain low, reducing

O

31.

incenti to reduce emissions. Despite the EU joining a second commitment period,
y to increase demand for CERs as'the EU already have sufficient units to
h

likely commitments. If international prices remain at low levels, they are likely

the longer term, given over-supply and lack of demand, beyond 2015 (when the true-
up period under the first commitment period of the Kyoto Protocol ends) there is greater
uncertainty about CER supply and prige. Direct linking with other emission frading
schemes and market mechanisms may provide a useful hedging strategy against this
uncertainty after 2015. However, whilst work to explore the scope for linking with the
Australian ¢ .bon Pricing Mechanism proceeds, the prospects for wider linking are still
uncertain. .

thig-is
% ce afforestation rates and increase deforestation rates.

Based on the ETS as currently legislated and an assumed carbon price of $25, domestic
net emissions are estimated to be about 6 per cent above 1890 levels in 2020.°

Nate the length of this commitment is yet to be confirmed but will be either to 2017 OR 2020
These estimates are illustrative only as they are based on a range of assumptions, including a $25 carbon
price. Other key assumplions include economic growth, population growth, oil prices, technology change,



However, ETS participants are expected to buy and surrender about 140m overseas
emission units between 2015 and 2020 in order to meet their obligations. This
purchasing is potentially an overseas cashflow worth about $3.4bn% and the units
purchased are equivalent to a reduction of about 36 per cent on 1990 levels in 2020,
well in excess of New Zealand's conditional 2020 target,

32. These surrendered overseas units may have little value to the Government because it
may not be able to sell them due to a lack of demand or it may be unable to use them to

meet future international commitments. The government fiscal position will be at risk, as
ETS revenue will be collected solely in the form of units that have certain valt&

33. ltis likely to be desirable to reduce levels of overseas purcha the inthe
short term to reduce these risks and reflect a more ap [&vel e he
mechanism to do this needs to be flexible enough to €rsu at New can
deliver-international-obligations-which-require-use-of-iftteriational-m rkeisi-guch-as-a
CP2.

Linking with the Australian Carbon Pricing Mech
34.

whether New Zealand decides to commit to a CP2, it will need to decide
modify ETS settings in order to reflect the changes to forestry accounting
under the Kyoto Protocol that were agreed at Durban. A balance is required
n_mirroring changing international rules and providing domestic regulatory_

@ CL NI 1 nggt? R j

and rates of afforestation and deforestation. Actual emissions could therefore be higher or lower than this
depending on accuracy of these assumptions.

3 These eslimates are illustrative only as they are based on a range of assumptions, including a $25 carbon
price and on the ETS as currently legislated. One key assumption is that all NZUs allocated in a particular
year are also surrendered in that same year. However, if this is not the case (i.e. some people hold on to
their allocations) then more overseas units need to be purchased by ETS participants. For example, if all
post-1989 forestry owners keep their allocation then 210m overseas units will be surrendered instead (worth
about $5.3bn and equivalent to a 53 per cent emission reduction on 1990 levels in 2020). Another key
assumption is the ETS settings that apply. For example, if the agriculture sector does not join the ETS then
fewer (i.e. 110m) overseas units will be surrendered (worth about $2.7bn and equivalent to a 27 per cent
emission reduction on 1990 [evels). Other assumptions that also affect the level of overseas purchasing
include the carbon price (this affects the level of domestic emissions) and the assumed levels of
afforestation and deforestation. :




37.

Priorities for amendment to the Act in 2012 &
i 5 arising. i

38.

!:;n\ oo sffa) + s (,?J) ':ponverse]y,_ on-going regulatory changes could reduce
—the effectiveness of the ETS by creating market uncertainty, particularly if international
rules change again prior to 2020.

Most of the rule changes agreed are positive and in line with changes to the ETS
Ministers had already envisaged, such as Flexible Land Use. However others, such as

. the loss of the ARDC rule, will have significant implications for obligations if

implemented in the ETS. Officials are continuing to interpret the results from Durban and
consider the implications.

t

Officials have considered the Panel's recommendations and
context of the ETS objectives and wider international dey

39.

40.

41.

described
Based-on-this-analysis-and-our-understanding-of-your, ritiesy we-suggs 3
February Cabiret paper covers the following proposals for a dment 10 the Adt.

The background analysis and rationéle for these ¢ (2s is set re detail in
Appendix 1.

At this stage we are seeking a high level ur prefére @ for inclusion in the
February Cabinet paper. You should note r@t text that:

a) the list below is not exhausti mpleteQffi are still considering a
number of issues, in partic that em % most recently from Durban
and from work with Australi icials _omlinking. Some of these issues are
outlined in the following se

b) many of the hi priorities @1 pelow will require further policy
development pri usion, 4n. mare “detail, in the February Cabinet paper
given a rang aintieg n g the need to fully consider the results
emerging h and mpact, for example, on accounting rules)

C) a numbe conclus] and costings in our analysis are likely to change

beforé ? .
We w@ further a% n significant additions or changes to our policy advice
n

prior ft inalisation ofthe February Cabinet paper. Officials from Ministry for
icultu d Forgstry are also briefing their Minister on the policy options relating to

s noted in graphs 26 to 33 above, under current settings the ETS drives high

r and feres
% ion of %g ing and a cap on the amount of NZUs issued

lev rseas purchasing that raises a number of risks given continuing
ies in international carbon markets. In the context of this uncertainty, the ETS

rrently legislated provides limited flexibility to reduce the level of international

rc

sing to reflect a level of international emissions reduction ambition and offshore

@shflow that Ministers will be comfortable with to 2020.

44,

One way of providing greater flexibility in the ETS is to auction a fixed amount of NZUs
each year, over and above those NZUs allocated, up to an overall cap on the amount of
NZUs issued in any one year. The more NZUs auctioned then fewer overseas units are
likely to be surrendered. This would reduce the risks of an uncertain international market
by increasing supply of NZUs, reduce the loss of economic welfare by reducing the
amount of overseas purchasing and provide greater flexibility to achieve any desired
level of ambition through adjustments to the amount of NZUs auctioned.

If auctioning was introduced there is a risk that ETS participants may continue to buy
overseas units rather than NZUs at the auction. This risk would be mitigated by a cap on
the amount of overseas units permitted.



45. The more stringent that a cap on the use of international units is then the greater the
Increase in the NZU price (without any increase in the amount of NZUs auctioned). This
increase could be mitigated by a price cap (discussed below). Officials note that one
option would be to ban the use of international units entirely. This would force ETS
participants to use the price cap for all of their net compliance needs and transform the
ETS into a fixed price scheme. :

46. Whilst such a fixed price scheme would remove all of the risks associated with an

uncertain international market and avoid any loss of economic welfare its main dr
back is a significant loss of flexibility: to achieve any particular | of internai{%
emissions reduction effort in 2020 and to link with other tradi es. T, T
would become, to all intents and purposes, a carbon tax set at t of the p@.

units at a level sufficient to meet the compliance ne rticipants, 'once both

For. these reasons and others, officials recommend kﬁz e cap on%' al
of

auctioning and allocation have been taken into account.

_47. Officials propose that the February Cabinet paper e optio ek approval
in principle to amend the Act to provide for thr i ing of NZUs, a
cap on the number of NZUs issued and f overseas units
permitted. Officials also propose that the )
when auctioning be intreduced, with th i d 2015.

48.

[os]

Officials do not propose that the F
level of either the cap on the a the cap on the amount of
overseas units permitted as th eded at this stage, and further

work and consultation is required
Pre-1990 forestry offsetting ancelatio second tranche

49. Officials note that t

ks approval on the exact

ommits to introduce offsetting for pre-1990
forestry from 2 piest is on land that could potentially be more
productive in a < . Introducing offsetting would provide for more land-
use flexibili curr price (which is below $10) it is more viable to

convert _High lan iry"and pay the ETS liability than apply an offsetting
appro ver, it is € ed that forest owners may still seek an offsetting option

nst higher carbah prices in the future.

to hed
50. i ecompmend he February Cabinet paper seek agreement that the elements
mestic offsSHting follow the flexible land-use (FLU) rule agreed in Durban as part of

and % §-Use and Forestry (LULUCF) rules for CP2, namely:
a) FLY applies to harvest of pre-1990 forests from 2013
@o set planting must be established on land that would qualify as post-1989
forest land, but this land will not earn credits for sequestration
c) “Vthe offset planting must be established through direct human-induced planting

§ and/or seeding

d) the offset planted area must be at least equal to area deforested and achieve the
same carbon stock within the same rotation length of the deforested forest.

51. Departure from the international FLU rule in the ETS could create liabilities should New
Zealand sign-up to CP2 in the future or if the rule is applied retrospectively as part of
any legally binding agreement after 2020. '

52. FLU is part of “forest management accounting” in CP2 and accounted for within a -
“reference level", which is a projection of our expected net emissions from pre-1990
exotic forests. If New Zealand’s actual net emissions from pre-1990 forests exceed the
reference level, New Zealand faces a liability. As such projections are inevitably -
uncertain, the Crown could minimise any fiscal risk from by limiting the amount of



53.

54.

55.

permitted offsetting. Limiting the amount also manages the flow of emissions through
time and avoids any ‘rush of forest' as owners seek to offset before the end of CP2.

Further work is required to analyse these or other approaches to manage the risks of
liabilities. It is likely consultation on the offsetting design will be reguired.

The Panel recommended clawing back the second tranche of pre-1990 forestry
allocation if offsetting is introduced and taken up by a forest owner. Ministers have
signalled the possible cancellation of the second tranche as a way to make any ETS
changes fiscally neutral.

The purpaose of the pre-1990 forestry allocation was to compens

forest land for the economic impact of deforestation liabilities theyg
the ETS. Offsetting reduces the cost of deforestation Iiabiliti%

land conversion to a higher value land use more viable fo/r/@v

56.

57.

58.

Transition phase (s
The ETS as/\%rr egislatedhftas.a transition phase that expires at the end of 2012.

this cost completely.

There are a range of options for cancelling this franche, i le or in part.
Officials understand that any cancellation of th ranche s e at a level
high enough to ensure that the entire ETS a end package sedlly neutral. At a
$25 carbon price, cancelling all of the sec would pravide a fiscal saving of
around $773m, more than would be requi tal n g% plementing the ETS
Panel's recommendation to cancel onl who offsetting would provide a
fiscal saving of only $4m to $148m, whi d be coqsiderably less than required for a
fiscally neutral package. % .

; (et %;@ ‘n@ a(z) Ch)

bliga orice’ cap and a ban on exports of NZUs)

During this the i iI" fuel, stationary energy and industrial processes
sectors e one—for—h% nder obligation, have a $25 fixed price option (or price
fro

cap) a evented Xporting NZUs. The key issue is whether any or all of the

e price cap should be extended to 2017 and increased by $5 per

features Id b Wd beyond 2012.
59@4 el rec% d that the one-for-two surrender obligation should be phased-
b

61.

er three y
um %‘ an on exports should continue. It also recommended extending
ese mgas o the synthetic greenhouse gases and waste sectors when they jein
th

3 to ensure equal treatment.

nef reach its recommendation by balancing short-term business competitiveness
ns against incentives to reduce emissions in the long-term. However, the NZU
ice has fallen significantly in recent months to $7.80 on December 13. With the one-
-two surrender obligation, this means the effective price of carbon is less than $4.

@This is significantly below the expected effective price of $12.50 (based on a $25 carbon

price and the one-for-two surrender obligation) that the Panel used as the basis for their
analysis.

While there is uncertainty about future international carbon market prices it is likely that
prices will remain low in the short term, particularly in the period to 2015. It is therefore
likely therefore that the competitiveness impacts of the ETS will be minimal during this
period even without the one-for-two surrender obligation. Accordingly officials suggest
that Ministers re-consider whether the one-for-two surrender obligation should end in
2013 as currently legislated, rather than being phased out over three years as the Panel
proposed. Officials note that, should Ministers choose to end the one-for-two surrender



obligation in 2013 rather than accept. the Panel's recommendations, this would
F_s‘*ignifican’riy reduce the fiscal costs of the ETS.amendment package and significant]
| W HA held v~k sechin—~ S_.?Cl)(ksj (‘rb = j

L
oo —z

62. In terms of the price cap, the Panel reached its view on the basis that this would protect
businesses from future price shocks. However, as noted above, it is likely that overseas
unit prices are likely to remain low in the short term. However, there is a possibility that
prices could increase significantly and unexpectedly. This could result in excessive co
being imposed on New Zealand businesses. Accordingly officials ose that the %

cap is extended to 2015 to act as an insurance policy against this g
I

63. From 2015, officials are of the view that there should be flexibil the co ation

. and level of the price cap, specifically to allow it to be'a d™with thaf u he
Australlan Carbon Pricing Mechanism in the event that k g oceurs. If linking dees not
ther

occur and if there is progress internationally such t more<ggriainty over the

international carbon market, officials would not se inuing rol rice cap after
2015. ‘
64. Officials also propose that both the price ¢ the P, ommendations are
accepted, the one-for-two) be extended e sy eenhouse gases and
al treatment.

waste sectors, as recommended by th ensur
65. In terms of the ban on exports, reached gsommendation based on the
arbitrage risk that arises from a.pr . It is far this réason that the ETS as currently

legisiated has such a ban during the)tfansitio
the ban on the export of upits for non<fores

>Accordingly officials propose that
extended beyond 2015.

66
e @%@ Co)€) (V)
67. Official at th Cabinet paper present the options and seek approval
for th changes one-for-two surrender obligation, the price cap and the

ban on s. In addition thie February Cabinet paper will seek approval to amend the
ide thrc%gu[ation changes to the price cap and ban on the export of
m 20
o nt o st 2012 - backing policy
68, In 2%5 et linked the net Kyoto position to the ETS, by deciding that all NZUs

a
d be backed with Kyoto units held in Crown accounts [CBC Minute (07)
efers]. The backing policy was drafted to ensure that the Crown could meet its
Protocol commitments and to support the environmental integrity of the ETS by
nstraining the Crown from issuing an unlimited number of NZUs. It also ensures the
ility to convert NZUs into Kyoto units for sale overseas. Currently, backing is the only
mechanism that provides controls over the overall emissions outcomes from the ETS,
since the Government must either allocate NZUs within its Kyoto cap or purchase
additional emissions units to make up the difference.

89. Section 86F of the Act requires the Crown to hold a number of Kyoto units equal to the
number of NZUs in circulation in CP1 at the end of the true-up period (expected to be
mid 2015). Officials understand the intention of this section was to give effect to the
policy to back NZUs with Kyoto units. However, officials have reviewed this section and
have found that the legislation does not enforce a feasible backing requirement due to a
drafting error. This section should therefore either be amended to give effect to the
original policy intention, or removed.



70. Some of the rationale for backing may no longer be relevant, depending on other policy
decisions that are taken. The decision about whether or not to retain it will depend on
whether New Zealand signs up to a CP2 (and decisions yet to be made about the
carryover of surplus AAUs), whether ETS participants are permitted to convert NZUs to
AAUs for export and whether there is a cap that constrains the Crown from issuing an
unlimited number of NZUs. If Ministers agree to introduce a cap on the number of NZUs
auctioned and allocation and agree to restrict or remove the abiiity to convert NZUs to
AAUSs for export, it is likely that there is significantly iess need for backing.

71. Officials therefore propose that the February Cabinet péper seeks a decision on whet
it wishes to confirm its previous decision to back all NZUs issued wi ernational

or agrees that this should now be removed.
Synthetic greenhouse gases _ o @

72. The Panel made 8 recommendations in relation to té@tment f the\ $ynthetic
greenhouse gas (SGG) sector under the ETS. Th stantive re ndations are
outlined below. :

73. Sulphur hexafluoride activities: The ETS ¢ akes a Il importers of
sulphur hexafluoride (SFs) mandatory partici or th g-dmount of SF; they
import in a year. The Panel and s Kfers) considef <this.is inequitable, as the
government has international obligatio or the ac emissions, which in the
majority of applications occur over erimp ten). Officials consider that this
is reasonable and recommend th ser of € ETS participate. Importers

would not be required to participapt in the ET. rters would not be eligible as a
; amendment of the schedules and

removal activity). Enabling this ch would
regulations of the Act. @
74. Other SSG activities@ | rec that some other SGG activities (not the

importing of bulk Id be rom the ETS and subject to a levy equal to
the carbon pric ymeny of y would reduce the emission reductions as
these would not hroug urchase of emission units under the ETS. Officials

consider th ages system outweigh other concerns, especially if a
ld be o "direct a proportion of levy revenue into emission
wities or su elsewhere in the economy (note this would have
additional.fisCal implications as no new revenue is generated from the introduction of
%? mple e%of the levy has different implications for the motor vehicle
@ indus rimporters of goods containing SGG. These are set out below.
e f G levy on motor vehicle imports: As is the case with the other SGG
mporter of SGG in a motor vehicle is an ETS participant. The Panel and
copsidered that the administrative and compliance costs would be relatively
e. Officials have been assessing an alternative policy of placing an import
evy’on motor vehicles. The levy approach has numerous advantages, including

rably reduced administrative and compliance costs for importers and the
: vernment, and extra ‘ETS’ revenue from the removal of the threshold and the

tCO2e allowance. Officials recommend that you ask Cabinet to agree to progress
the levy.

76. Implementing a SGG fevy in goods other than motor vehicles: Currently, all importers of
goods that have SGG in them have ETS obligations. Importers are required to
determine the SGG mix in the good and its quantity, calculate potential emissions, and
report and surrender units from 2013. Examples of these goods are refrigerators, ice
making machines, air conditioning units, some aerosols, and some fire extinguishers.
The Panel considered that the ETS transaction costs would be too large, and could be
reduced for importers if a levy was based on simplified assumptions about categories of
goods and the SGG they contain. Officials have been considering policy alternatives to

11



the ETS and the favoured option is require amendment to the Act and various regulation
including the Working Tariff Document. The Working Tariff Document would:

a) utilise existing levy collections systems, provide high certainty on compliance, and
depending on the levy metric (SGG content, energy output per hour, or other)
result in reduced administrative costs for importers

b) need modification for this option to work because the current classifications are
too broad to be meaningfully used

c) require consultation with industry before changes can be m to. It is prop

that such consultation be carried out over March/April 2012.

77. Officials have also identified others issues in relation to SS , y come@o
you in January with some additional decisions, includi% esvto thef@% or

__ units as a removal activity when exporting SGG,

ary 2012. The

Waste ' @
78. .Currently all municipal landfill operators face E bligations fr,
{%l?

Panel recommended that officials work with overn Zealand to see
whether exemptions are needed, and, if en w % ity criteria could be
suitable.

79. Case studies were made of four dif landfi discovered that perverse,
net negative outcomes could re ETS cqver nd limited exemptions are
warranted. The negative effect 2 ted, pocrer communities. The

increased cost of disposing

and incineration. To avo 3
instead choose to abs
on other operational :

80. The alternative ions 4 progfamme of assistance to try to manage the
negative enviro | and impacts. Officials consider this option would be
inefficient a Vintr e problems than it solves.

81. ETSe ioRg can be e%%t through use of section 60 of the Act and do not require

amend f the Act. Offitials propose that the February Cabinet paper seek
menfto start ing:the necessary regulations for consultation.

gl 3 ielati, %‘uﬂuw
binder ¢ % settings, agriculture sector participants must report their emissions

ased illegal activities like fly tipping
| operators (local authorities) could
of existing budgets, putting pressure

rom and)face full surrender obligations from 2015. Ministers have indicated their
inte view the 1 January 2015 date on which the agriculture sector incurs
5 er.bbligations,

8 enyour view that there will be only one opportunity to amend the ETS in this term of

15 date from which the agriculture sector incurs surrender obligations, should this be
e outcome of the 2014 review. If you wish officials to examine this option, they will
provide advice on options for a regulatory deferral power in the February Cabinet paper.

vernment, you may wish officials to explore a regulatory power to defer the January
Ok

84. Irrespective of whether the agriculture sector incurs full surrender obligations in 2015,
you have previously indicated your desire to progress several other proposed
amendments to the ETS's agriculture settings, recommended by the Agricultural ETS
Advisory Committee:

a) the exclusion of layer hens to relieve egg producers of the need to report their
emissions from 2012

b) inclusion of DCD as a removal activity.



85,

Officials therefore propose to include these proposals in the February Cabinet paper.

Averaging for post-1989 forest owners

86.

87.

The Panel noted that some post-1989 forest owners may be reluctant to join the ETS
because of perceived liability risk following harvest. To address this, the Panel
recommended that averaging be available as an option for post-1989 forests from
2012. It also recommended that government consider a ceiling on the size of forest that
could utilise the averaging option.

Averaging is most sensibly assessed as a policy option in the con of other for:

88.

89.

80.

policies, especially the Afforestation Grant Scheme (AGS). The issu
averaging can potentially assist with; that of a potential under— in newf res
and around the management of default risk associated w cost
with_harvest

Averaging does have policy and implementation cost ratlons
of the carbon-related forestry policies are alr dlﬁ" cult to
understand. While averaging is conceptually it “would A aother layer of

complexrty to an already compllcated area o

extend forest rotation lengths to o
such a decision may be highly bene

Averaging is of benefit in redu isks o

plantings, and this would with the ent of New Zealand’s future carbon
liabilities, especially t 2020

2 @9
' to mid 2030s. If the AGS (or near
equivalent) were to i e ben eraging would be smaller than if the AGS

were not to conti ing is ct option to manage default risk associated
with harvest but % ist in t% : '
Further wor don ,‘& nd benefits of averaging. Officials will provide you

aE-investment in small, new forest

with furt prior qiisilg the February Cabinet paper. However, given the
argum e, off|0|al ' mend that any implementation of averaging be based
onthe f g pringiples:

i e for small forest owners only. The threshold is likely to be

. Officials will do further work and provide final advice on the

raging
etwe n 18- ,lﬂ hectares (these are the maximum size thresholds of the field
@ &t approach to assessing carbon stocks in forests, and to the AGS

92.

lg in February.

gmg is only available for forests planted after 2012 (i.e. forests planted from
2013 onwards).

ues for Maori

The Panel recommended a number of changes to assist owners of Maori freehold land
to access exemptions or free allocations for pre-1990 land. These issues are also the
subject of a Waitangi Tribunal claim.

Officials are continuing to assess the nature of the potential problem and the issues. We
will report to you by February on proposed amendments to the Act and other measures
to address the Panel's recommendations and related issues, such as those by the Maori
Trustee in discussions with MAF.

13



Other proposed policy changes (technical and operation changes)

93. In addition to the changes outlined above officials have identified a number of technical
and operational changes that (if made) will improve the operational effectiveness of the
ETS.

a) improving the information sharing provisions in Section 99 of the Act across
agencies, with Ministers and review Panels

b} managing financial risks for the Crown: regarding the liability provisions in the

¢) industrial allocation settings, in particular the inclusion or ion of p u
emissions sources from allocation ’

e) amendments on emissions reporting: such as incliding-own-use of

' as it currently has no obligation
f) other minor and technical amendments: jrfeluding those

errors and inconsistencies in the Act,

d iﬁ roving/ creating monitoring and compliance func the Act
) mproving/ creating JAS SR
oil\by miners,

t minor drafting

94. Implementation of the ETS’s forestry prq % S reveéle mber of operational
issues. These issues arise from certain sspacty/of sch esldn and, in some cases,

" the wording of the Act.

a) further work to understand forestafigh. required by other legistation and
where pre-1990 forest lan s incur ilities if they deforest

b) amending the Act cleared g 2%0forest land more time to regenerate
naturally into indis rest before itis'tfeated as deforested .

e-1990 forest landowners from incurring
ral disturbance prevents re-establishment of

A i S with Kyoto rules) :
d) replaci her curr re threshold for pre-1990 forest land deforestation
ore flexibl ach based on owners’ forest area and normal forest

ent practices;.but still subject to 2 maximum threshold

ogres I of these technical changes.

Fiscag%%tmns of the proposed Act amendments

6 € proposed changes to the ETS have fiscal implications. Some proposals, such
cancelling the second tranche of allocation to pre-1990 forest owners [MfE briefing
B-01834 refers], may provide substantial fiscal cost savings and others, such as the

hase out of the one-for-two surrender obligation, will entail significant fiscal costs.

97. In order to ensure that the fiscal impacts provided in February are consistent with the
forecasts presented in the March 2012 Baseline Update, officials are working to ensure
that common assumptions and data sets are used to generate fiscal impact estimates
and will brief you in January on this. For this reason, all the estimates presented in this
briefing are subject to change.

ill prewvi pwith a further briefing in January on these to seek your agreement fo
: om al

[de]

98. Auctioning would provide the Government with an advance receipt of cash at the point
of auction, rather than eligible overseas units at the point of obligation. This would have
a timing impact on debt, but not on the operating balance. This may provide fiscal
benefits however is unlikely to count as additional fiscal revenue.



99. Some of the proposed changes to the ETS incur additional fiscal costs. The proposed
change to phase-out the one-for-two surrender obligation, as recommended by the
Panel, is estimated to have an additional fiscal cost of about $400 million between
2012/13 to 2014/15, using a $25 carbon price. There may be additional fiscal costs
associated with proposals to introduce offsetting* and averaging, depending on the
approach adopted to introduce.

100. Some of the proposed changes to the ETS are likely to result in fiscal cost savings. The
proposal to cancel the second tranche of allocation to pre-1990 forest owners is likely to
result in the largest fiscal cost savings, depending upon the approach adopted. E
example, if all of the second tranche is cancelled then this cou e $773 mi%&
using a $25 carbon price. Alternatively, if the Panel's approac pted the
savings could range from $4 million to $148 million, dep the take-upfof

offsetting. m

crude oil by an cil miner, may result in addition venues, h these are
estimated to be small (i.e. about $1.5 million p rice).

101.Some of the proposed changes to the ETS, such as%l}eigtroduct' n of\iyaly' on
synthetic greenhouse gases in motor vehicle import the i clusiz%g own-use of

102. Some of the proposed chénges to the
extending the price cap and introduci 5 : will depend on the

104. Cabinet will nee
in February so

e policy decisions on amendments to the Act
e drafted over March and April 2012, in time for
ere are changes which raise significant or complex
such as auctioning and offsetting), officials propose
| decisions to policy changes and the high level
considergtions to .be include in [egislation, with the detail developed and any
i0h occurring.in parallel legislative drafting.

ed the complexity of the issues raised, officials suggest that you

Ce binet colleagues in advance, possibly through an informal Ministerial
late January. Key colleagues are likely to include the Minister of
igter for Primary Industries and Minister for International Climate Change

o Wi
e
A to consultation on the proposed Act amendments

ere have been a number of recent consultation opportunities in relation to the ETS,
and officials therefore recommend any further consultation on the matters be focused
and targeted at areas. where consultation has not yet been extensive. For example,
officials consider that there has been sufficient consultation in relation to the transition
arrangements, especially given the Panel specifically asked about current and expected
impacts of the ETS in its consultation.

107.Where there has been less or no consultation, such as the detailed development of
options for offsetting, further consultation will be necessary to fully understand the
issues and quantify the impacts of the proposed changes. However, this can occur in
parallel to legislative drafting. In some areas wider consultations will be necessary on

4 This is because offsetting will increase agricultural emissions which will receive 90 per cent allocation.

15



changes to associated regulations, which can be undertaken in parallel with or following
amendments to the main legislation.

108. Officials consider that the following issues will require consultation following Cabinet
decisions in February, in parallel to legislative drafting:

a) the introduction of auctioning and a cap on the number of NZUs within the ETS.
This issue was not raised strongly by the Panel in its consultation or final report.

Nor did it feature in National's manifesto

b) detailed options for pre-1990 offsetting (including the appr the claw bé%
the second tranche of allocation) and post-1989 averag) is wilk' raise a
number of complex implementation options that have en discussed with
stakeholders S

c) implementation options for the proposed levy and ‘sffjer package elements for
SGG.

Formal response to the Panel

109. Ministers also need to consider whether Az he to issue a formal
N i preyjously advised, the Act

ep response (and present a

copy of this report to the Hous ; g8)> fthe Panel recommends any
legislative change in relation tq 2 oN. e\of the Panel's recommendations

relate to legislative change to ¢ relatively minor in nature (the
recommendations to change ut rate).

110. Officials propose that the ohse to the Panel's recommendations be
combined with a 1 n its proposed amendments; following
Cabinet decisio of legislation. To support this, officials could
prepare a sho

111, I
i %
) Ti €82 @ number of the policy decisions require an amended Act to be in
_ force e end of 2012. It is therefore essential that passage of legislation and
fated regulations occurs before then, However, the legislation is likely to be
%p!ex and timing will be tight. Some dovetailing of processes (for example,
consultation and drafting, as specified above) will be required. In some instances,
it may be necessary to prioritise if it appears likely that camplexities with some
issues threaten the overall timetable for the Bill.
@ b) New information and dependencies: given the number and complexity of some of
the proposed changes there are risks that certain issues and costs may not be
identified before providing advice to Cabinet. In particular, it may not be possible

to properly identify and factor all of the implications of the Durban agreement and
—subseauent international developments into the [egislation.f: ST o

WA undes secto A $6(a)

C) *Uncertainty in the analysis: related to the above, a number of the costings and
recommendations in this report are based on assumptions about the internationa _



environment and carbon price which are subject to change. Officials will be clear
about the level of uncertainty and the risks this create in all briefings and papers.

d) Stakeholder: some stakeholders may react negatively to the proposed changes in
particular to the cancelation of the second tranche of pre-1990 forestry allocation.
To mitigate this risk officials have suggested a targeted approach to consultation
focusing on those proposals where there are known concerns or where previous
consultation has not taken place.

legal risk

N wder ceen ¢ (2 ) @Wj’
i i

Financial, regulaiory and legislaiive implications &

113. This paper seeks guidance on the content for a i aper uary 2012 that
will seek Cabinet agreement for a number g to th mentioned above
some of these decisions will also have fis ibaions. Eé&

Consultation <§§§§> <§;:>

o

114. Officials from Ministry for the En nt an of Agriculture and Forestry have
worked together on the agriculture™and for of this briefing. Officials from the
Treasury and Ministry of ign Affairs & were consulted on the contents of
this briefing. The Dep e rim i and Cabinet was informed.

115.1n general, offici ese re comfortable with the general direction of
this brief. Howe elieve is still a significant amount of work to be done in
order to mo Iy erstan plications of Durban and the uncertainties around
the clima arket-post-2 dition there needs to be further work to assess the
fiscal i s 'ofthe prop anges to the ETS.

Nextsteps)

A%
; icials wold. like'to meet with you in January 2012 to discuss the contents of this
paper a any concerns or remaining issues to be covered.

Giv

ight timetable, to support efficient Cabinet processes, officials recommend
ard this briefing to the Minister of Finance, Minister of Primary Industries,
er of International Climate Change Negotiations and any other relevant Minister,
ange a meeting with them early in 2012 to discuss.

't

%ﬁowing your agreement to the proposed list of amendments to the Act, officials will
provide you with a draft Cabinet paper in early February. This will cover those
amendments you agree to here, as well as any further issues or amendments that have
been identified subsequentiy (for example, flowing from the Durban decisions).

Recommended action

MfE recommend that you:

1. Note that on 18 July 2011 Cabinet invited the Minister for Climate Change Issues to
report to Cabinet by February 2012 (through the relevant Cabinet committee) with
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proposed changes to the ETS based on the Panel's recommendations, developments
in and discussions with Australia and further analysis [Cab min (11) 27/15 refers].

2. Note that, because of the breadth and range of matters that could be considered as
part of the project and the relatively tight timing if legislation is to be passed by the
end of 2012, it is necessary for Cabinet to make clear decisions in February on the
main amendments they wish officials to progress.

3. Note that, amongst other things, decisions by Cabinet will neechto be taken in e
context of:

a) the role and overall objectives of the ETS: in particular.the d to balanc
short term uncertain internationally with the need edible@ng\
o

price signals; <> \/gv -
'b) the decisions made at Durban, and how Ne m a to position

itself internationally, including on acco

- 3

implications of the Durban dégjsio

High-level decisions for inclue Febru l@ inet paper
<z

4. Note that separate advicz@ provid 0\Gabinet on the outcomes and

5. Note because ed fo to produce a draft Cabinet by February,
officials are s rco ei_enh the key areas / options you wish to cover in
D

this briefing. the c ities and number of areas covers, we expect the
¥ be progressed in discussion with you and in
w Year.

develop ese i
subseque s eariyN

6. Note fficiajs will need to provide further advice on these and a number of other
jcy-proposals ey xt year, prior to finalising the February Cabinet paper, given
n

aintie s the impact of Durban) and the need for further policy
eroprr% mber of areas.

rélation to the current one for two surrender obligation for the stationary

id fossil fuel and industrial process sectors, whether the February Cabinet
ould recommend:

2012 and extended to the Waste and Synthetic Gases sectors, as
recommended by the Panel (this would raise fiscal costs of around $400m)

Q a) that the 'one for two' should be phased out over two years from the end of

Yes / No
OR

b) that, given the current low carbon prices (expected to remain relatively low
over the next two years), the 'one for two' should end as current legislated at
the end of 2012.

Yes / No



8. Agree, subject to further advice, that the February Cabinet paper should seek
approval to introduce a mechanism to auction a fixed amount of NZUs within an
overall cap on the amount of NZUs allocated and auctioned and a cap on the amount
of overseas units permitted.

Yes / No

9. Confirm the February Cabinet paper recommends amending the Act to extend the

$25 price cap to 2015.
Yes /

10. Agree the February Cabinet paper recommends amending th o -extend tk
on exports of NZUs from non-forest sectors whilst a price c@% in place

[

-

1. A cec o
_' R w;&:\(,z) V @
t

e
12. Agree, subject to further legal advice 6 sibili %ﬁ ruary Cabinet paper
recommends amending the Act to provids n extend the price cap and
align it with the level of any price i i nt that the ETS links with

the Australian Carbon Pricing
Yes / No

13. Agree that the Febru inet pape ecision on whether Ministers wish to
confirm previous degisi back ali-i\ issued with international units, or remove
this requirement ight of :-. whether to impose a cap on the amount
of NZUs allogatien auctipned on whether to remove the right to convert
NZUs to AA ort. %

Yes / No

14. Agree, i r!E tion to sy% greenhouse gases, that the February Cabinet paper:
a) ks agreement Yo the Panel's recommendation on sulphur hexaflucride
V(SFG) aw i.e. that the user of SFg rather than the importer be the ETS
2; %i Yes / No

@s agreement to the Panel's recommendation the motor vehicle and other

oods imports should be removed from the ETS and subject to a levy equal to

%% the carbon price

.5. Agree, in relation to waste, that the February Cabinet paper seeks in principle
decisions on exemption eligibility criteria in order to prepare drafting and undertake
consultation

Yes / No

Yes [ No

Decisions related to changes to forestry or agricufture

16. Note that the Ministry for Agriculture and Forestry is also briefing their Minister on the
policy options relating to agriculture and forestry and that we have been working with
them on the drafting of these sections and recommendations
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17. Confirm, subject to further advice, that the February Cabinet paper should
recommend introducing offsetting for pre-1990 forest land, with rules to be closely
aligned with Durban framework for Flexible Land Use.

Yes / No

18. Confirm, subject to further advice, that the February Cabinet paper should seek

agreement to cancel the second tranche of pre-1990 forestry allocation in whole or in
part to a level that is at least equivalent to the amount that would make the propos
/

changes to the ETS fiscally neutral.
%/ Y@

WiHAE o Seohie~ % |

o A C2)
ests p t to assist with
r equivalent) were

19

20. Note that the case for averaging for pos

under-investment in small new forests, e the A
not to continue @ /\%
21. Direct officials to continue wor @ss averg@@nd, in undertaking this work,

to focus on:
o Forests planted after 2 only
* Not allowing tn of fore a certain size to enter the full carbon
CED

¢ Small forests only
stock cha Ating, apprga

@ Yes INo
=

22. Indi I tion t culture sector, whether you wish officials undertake
furt: is on a mechanism to defer the entry of Agricultural emissions,

eithe ole gr.in part, t6 the scheme, should ministers decide on such a deferral in

sy N
' Yes / No

vAgre % n to agriculture, that the February Cabinet paper include:
0 amend the Act to remove egg producers from the ETS.
@ Yes / No
% b) the detail of including DCDs in the ETS with farmers earning carbon credits

for DCD use on-farm, including an appropriate threshold and the feasibility
of a grant scheme for farmers below the threshold

Yes / No

24. Note that officials will have a number of proposals for operational and technical
changes to the Act. We will brief you on these separately in the New Year to seek
your agreement.

25. Note that officials Will provide you with further advice on the fiscal implications of
these changes to support engagement with your colleagues in January



Process issues

26. Agree, if proposals are included in the Cabinet paper and agree, that the Cabinet
paper should seek approval to consult, in parallel to legisiative drafting, on:

a) Detailed auction settings including the a cap on NZUs allocated and a cap on
the number of overseas units.

Yes/No
b) Detailed settings for pre-1990 offsetting.
@ @
¢) Detailed settings for post-1989 averaging. s (k )

A% \SY\/
d) Detailed settings for the implementation vy for s greenhouse
gases.
x Yes / No
27. Agree that the government shoug% : a high &:onse to the ETS panel's
t

dmentis t ate Change Response Act:

report alongside announcemen
to include a short summ h efnment is responding to each
recommendation.

: Yes / No

28. Agree, given th ity of {t ssues and the tight timetable, to meet key

Ministerial co U tor to disCussion at Cabinet, to discuss your proposed
amendments, icular the sters of Finance, Minister of Primary Industries and
of

Minister f onal Climate~Change Negotiations.
2 x Yes / No

29./Agree toforward this briefing to the Minister of Finance, Minister of Primary Industries
Minitf rnational Climate Change Negotiations.

@n’t Calman Hon Dr Nick Smith

Director, Climate and Risk Minister for Climate Change Issues
Ministry for the Environment / {2011

Yes / No
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APPENDIX 1: POLICY PROPOSALS

Overview

1.

Over . the past six months officials have undertaken analysis on the Panel's
recommendations. We have also identified a number of additional areas that may
require legislative change in 2012,

The section below gives further details on the specific problems definitions, propo
responses and key risks and considerations. @

1. Auctioning @ @
Transition-phase /2 , m

N

NN

Synthetic greenhouse gases

Offsetting and second tranche cancellatio @
Averaging @ @
Waste ' @ x
Agriculture : % i &

N o oA W



1

Auctioning

Issue

3.

The level of emission reductions that the ETS under current legisfation could claim to
achieve to 2020 is well in excess of New Zealand's conditional 2020 target and is likely
to be excessive compared to what other countries are expected to achieve during this
period. Overseas purchasing is also likely to reduce domestic economic welfare.® While

the Government could in theory sell surplus overseas units to achieve a Idwer level g

due to international perception and environmental integrity concer

ambition and reduce the loss of economic weifare, in practice thi@ot be possi

In addition, the uncertain international market creates risk overnm

Options for response

6.

lack of supply and/or face significant price volatility.
unable to find buyers for its surplus units. In any
sale of overseas units collected through the ET

i Goveamn
he Act cyf rohibits the

This means the ETS as currently Iegislate% limitech{ }\Q@l over the level of

ambition it achieves. Flexibility is impo

se th frambition is likely to
change over time to reflect changing @i nces, as™the future international
framework or other ETS design setﬁ%& e ent i [ture).

¢ auction a fixed amount of NZUs
his would set an overall cap on the

One way of providing gn
each year, over and abo

amount of NZUs iss
through the auction &
overseas units %

n

ot whether there is a cap on the amount of
the domestic price (see sections below).
eipants would face the same costs as they would
ntly legislated.

Absent such ¢

e the risks of an uncertain international market by

duce the loss of economic welfare by reducing the

purchasing and provide greater flexibility to achieve the desired
djustments to the amount of NZUs auctioned.

un
8 er w V iding greater flexibility would be a fixed price scheme. Under this
e

of
% units would not be permitted and ETS participants would purchase
eetythéir ETS obligations directly from the Government at a fixed price.

W, % tion would remove all the risks of an uncertain international market and
id-anyloss of economic welfare® its main drawback is that the level of ambition can
achieved through domestic emission reductions as overseas purchasing is not
ermitted. This means that the greater the level of ambition then the greater the risk of

@ posing excessive costs on ETS participants as they do not have the option of

10.

purchasing cheaper overseas units to meet their ETS obligations.

[ulrdd oader geetin SL(a) 2(2) ()

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

The extent to which this option is better than auctioning depends an the amount of NZUs auctioned. The
greater the amount of NZUs auctioned the smaller the difference.,
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could sell surplus units) and ETS participants. For exampig, articipa m ot
beable to~buy all"the overseas units they need-to-me K ETSobligations‘due to-a-
ilarly;the meRkt may be

B
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11.

12.7On balance, officials do not relcommend that Ministers pursue price &
this would significantly reduce New Zealand's flexibility. Offic ropose| that {the :

February Cabinet paper seek approval (in principle) to an}e}x t to pr

; Rk
a. auctioning of NZUs N ﬁ‘?

b.  an overall cap on the number of NZUs issuned an d)
C.  acap onthe number of overseas units sipants derin the ETS.

High level auction design

13. There are a broad spectrum of auctid fons (se e 1 below). Key variables
are the level of the cap on the a 5 iSsUR ¥l hence the amount of NZUs
auctioned) and the stringency of cap on the {i(j\ ber/of overseas units.

Figure A.1: Spectrum of auction option “%x\;%

g P o AN
VA

L&Y
/é_\/ - b
_ & e

N\

Amountof
Amount Qverseas
9 of NZUs units
issued surrendered
Spect 1 options

@ ETS as currently legislated ETS with auctioning Fixed price

W NZUS sold B NZUs auctioned W Overseas units surrendered B NZUs allocated

14. At one extreme a small number of NZUs could be auctioned with no limit on the amount
of overseas units permitted. This would be simiiar to the ETS as currently legislated.

15. At the other extreme, enough NZUs could be auctioned to achieve the level of ambition
set with no overseas units permitted. Emissions over and above this level of ambition
would have to be met through a price cap, if one existed, which would result in a system



similar to the fixed price option described above.” If a price cap did not exist, activities
that involved excess emissions would need to cease.

16. Given the risks involved with the ETS as currently legislated and the downsides
associated with the fixed price option, officials do not recommend that Ministers
implement auctioning at either of these extremes.

Cap on the amount of NZUs issued

the overall amount of NZUs issued (i.e. auctioned and allocat nd the lev
ambition likely to be achieved by the ETS. The more NZUs i en th
overseas units likely to be surrendered, thus reducing the level o h achieved.

17. Fixing the amount of NZUs auctioned in any one year will determine the overall cap %
e

18. Officials do not propose that the February Cabinet papersée pproval
level of the cap on the amount of NZUs issued as fi work and coné;ﬁfﬁon Is
und deécisions)-far example, on

needed. It is likely that, given the need for flexibilit

whether to join a second commitment period und oto Prot level of the
cap will need to be determined in regulations. |de cap should re-determined
with sufficient advance notice to provide marke b icrpants (in terms
of future supply of NZUs) and ensure i e ETS. Under the

Australian Carbon Pricing Mechanism, ions from 2015 for the
next 5 years, and updated each year.

Cap on the amount of overseas un@
19. If auctioning was introduced there risk t rtlmpants may still choose to buy

overseas units rather th NZUs th auction. This would not reduce the
level of ambition achi e e loss ic welfare. One way of mitigating this
risk would be to intr, p on t of overseas units permitted. This would

ensure ETS parij rce p unit requirements through the auction.

20. However, such may n impact on the price of NZUs depending on its
stringency mou issued. The more stringent the cap on overseas
units peritt d the e increase in the amount of NZUs issued, then the
great lj increase U prices (compared to what it would have been absent

Lﬁngh a 7 One ay of mitigating the risk of excessive NZU prices is to introduce a

he ET renﬂy legislated has a price cap until the end of 2012 under
smon ether this should be extended beyond 2012 in any case is
dered

o av eme becoming a de facto fixed price scheme, officials recommend
kee ap on international units at a level sufficient to meet the compliance
articipants, once hoth auctioning and allocation have been taken into

n ~Under the Australian Carbon Pricing Mechanism restricts the use of overseas

o 50 per cent of total obligations. At this level, it is expected that participants will

e able to meet their obligations through buylng overseas units and ensuring they

@ articipate in the auction.

¢ Officials do not propose that the February Cabinet paper seeks approval on the level of
any cap on overseas units. As with the cap on the amount of NZUs issued, it is likely
that the level of the cap on overseas units will need to be determined in regulations. In
addition, it should be pre-determined with sufficient advance notice to provide market
certainty to ETS participants.

Under aucticning the Government fixes the quantity of NZUs sold and the market determines the price.
Under the fixed price option, the Government fixes the price and the market determines the number of
NZUs sold. Theoretically, the same pnce and quantily outcomes would arise under both options to achieve
the same level of ambition.
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When should auctioning be introduced?

23. An issue on which an early steer from Cabinet would be useful, is when auctioning
should be introduced. One option is 2013 as this would mean greater flexibility is
introduced in the ETS immediately after the end of the first commitment period under
the Kyoto Protocol. This would allow the Government to achieve a lower level of
ambition in 2013 and 2014 compared to the ETS as currently legislated.®

24. However, if the Panel's recommendation on the progressive phase-out of the one-for-
two surrender obligation to 2015 is accepted then the level of ambjtion achieved weGid
be reduced in these years in any case.” This would reduce d to intradu
auctioning in 2013.

25. Another option is 2015 as this allows more time to dev% test the ayghi an
and also coincides with: : - .

-~

a. when the number of international units su ered“us esti d tBS increase
significantly™
b.  when uncertainty in the international m ases s ity due to the end
of the true-up period :
ralian s%e o the two approaches
ned).

26. Officials propose that the Februa inet pafer.seeks an indication of whether an
ZUs issued in the ETS should be

¢. the intreduction of auctioning i
could, if necessary, be more

Other auction design se
27. Auctions can o ; s and there are a number of international
examples avail% ides the<dssuesidentified above, further work and consultation

ton, e.g. every month, quarter, annum
an parficipatg\in the auction, e.g. ETS participants, financial institutions

ioh used, e.g. sealed bid auction, ascending clock auction.

uld provide the Government with an advance receipt of cash at the point
rather than eligible overseas units at the point of obligation. This would have
ing “impact on debt, but not on the operating balance. This may provide fiscal
ts however is unlikely to count as additional fiscal revenue

Under current legislation the ETS is estimated to achieve about a 32 per cent reduction in emissions on
1990 levels in 2013 and 2014, based on the estimated amount of overseas purchasing. Note caveals in
footnote 3.

If the Panel's recommendation was applied to the liquid fossil fuel, stationary energy and industdal process
sectors only then the ETS is estimated to achieve about a 18 per cent and 24 per cent reduction 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 estimates to 16 per cent and 23 per cent
respectively. Note caveats in foolnote 3,

10 Itis estimated in 2013 and 2014 that about 18m overseas units will be surrendered per annum. This

increases to about 23m per annum on average between 2015 and 2020. Note caveats in footnote 3.



Legislative amendments

29. The Act does not currently prevent the Government from auctioning NZUs. However,
officials propose that the Act should be amended to allow for this more explicitly and to
provide for a regulation to be made setting out the detail of auctioning. It is likely that the
Act would need to specify (at a minimum) the principles that will be adopted to
determine the cap on the level of NZUs issued (and hence the number of NZUs
auctioned) and/or the cap on the number of overseas units permitted. The level of these
caps would then be included in the regulation. The regulation may also specify other

auction design features. Further legal advice will be sought on what should be includ
in the Act and what should be included in the regulation. @

30. Officials therefore propose that the February Cabinet paper see
Act to explicitly allow for auctioning through regulation.

to am@
G

o

31. In summary, officials propose that the February Cap @ per seek al to:

a. (in principle) amend the Act to provide fo ation: @
i. auctioning of NZUs _
ii. anoverall cap on the nu @Js issx@d ned and allocated)
iii. a cap on the numbe %&\s u ‘ts%rﬂcipants can surrender in
the ETS.
b. direct officials to cond q@

m
er wg consult on the detailed auction
design, including t of the ca @% umber of NZUs issued and the level

of any cap on oyés ,

Summary of Cabinet decisions sought N N \/{J
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2 Transition phase

One-for-two surrender obligation

32. Under the ETS as currently legislated, the one-for-two surrender obligation for the liquid
fossil fuel, stationary energy and industrial processes sectors expires at the end of

2012. The key issue is whether this should be extended beyond 2012

33. The Panel recommended that the one-for-two surrender obligation should be extended

and phased out over three years to 2015. in reaching this view,

short-term business competitiveness concerms against providi
incentives to reduce emissions in the long term. The Panel a
synthetic greenhouse gases and waste sector should also b ene

e Panei bala
certainty
e mer tha

the phasing’out

the ETS in 2013. Together, this enfails an additional fide cos? of about illion

of the surrender obligation to ensure equal treatment of 1{% e gectors when th: ter

between 2013 and 2015 (based on a $25 carbon price).

34. The NZU price has fallen significantly in recent e mark

to $7.80 on 15 December. Taking the one-for- nder obfigat]
means the effective price of carbon is curren low $4 p
d on

ite cap and one-for-
inesse not.currently facing a high
nd thei titiveness is unlikely to be

below the expected effective price of $12
two surrender obligation. This means
cost of carbon (whether directly or indi

eir-Go
impacted significantly.
35. As noted above, while there is n y ab NZU prices, it

will remain low in the short term,particularhs eriod to 2015, |

36. The table below co

fa NZU fell
to account, this
his is significantly

is likely that prices
t is likely therefore

e Pane @4 analysis of the impact of its recommended

that the competitiveness. 1 sis will be the period to 2015, even without the
one-for-two obligation% @

phase out of th
a $25 carbon
legisiated,

Compariso g
Price

a$10 ce.

pha btisinesses and households, which was based on
ith theci t of ending the one-for-two at the end of 2012 as

anel's A% f the Impact of its Recommendation with $10 Carbon

Papel sis, assuming a $25 | $10 Carbon Price

@

anel Mmmendaﬁon — | Status Quo - pro-rated, assuming a
rice

hid

mact Wéiness expenditure energy $ million (% GDP)

20}? $465m (0.3% GDP) $280m (0.2% GDP)
qu\é@ $702m (0.4% GDP $280m (0.2% GDP)
\'/act on average household expenditure on energy $ per annum (% gross income)
2013 $176 pa (0.2%) $110 pa (0.2%)
2015 $266 pa (0.4%) ] $110 pa (0.2%)

37. Officials recommend that Ministers consider not extending the one

-for-two obligation.

This would significantly reduce the fiscal costs of the ETS amendment package and

therefore increase flexibility around other policy settings.



Fixed price option

38. Under the ETS as currently legislated, the $25 fixed price option (or price cap) for the
liguid fossil fuel, stationary energy and industrial processes sectors expires at the end of
2012. The key issue js whether this should be extended beyond 2012.

39. The Panel recommended that the fixed price option should be extended to 2017,
increasing by $5 per annum. The Panel reached its view on the basis that this would
protect businesses from future price shocks. The Panel also recommended that

synthetic greenhouse gases and waste sector should also benefit from the fixed pri
option. The Government has said it intends to extend the pric@ 2015 at
i

current level of $25. Extending the price cap could create a fisc
in Iow%

..... e sighificahtly~given

40. As noted above, it is likely that overseas unit prices are lik
_term. However there is a possibility that prices could

international market uncertainty. This could resuit in excéssive costs being iﬁx@sed on
New Zealand businesses relative to their internation mpetitors.

41. Officials are therefore of the view that the price
insurance policy against excessive costs being<i

also propose that the price cap also be ¢

42. From 2015, officials are of the view. : lexibility over the level of the .
price cap so that it can be align@ t under t stralian.EUMaL ke

Secho~ ¢ 6 (o) ;Pf ic efore propose that the Act i5
amended to allow for the price ¢ nd the xport of NZUs from non-forestry

sectors) to be changed t6-align with th g scheme should linking proceed.
Further legal advice wi % sought on propriateness and feasibility of this

approach.

Ban on export of N@ on-fetgsiry-seétors
43. A price cap d an . pisk if the price of overseas units is above the price

1 g
cap. This is l& ants could buy NZUs from the Government at the
verseas at the higher overseas unit price. This could

T TS a rrently legislated has a ban on export of NZUs from the non-

e ector ing.the transition phase to mitigate this risk.
ognisingthis\rigk, the Panel recommended that the ban on export of NZUs from the
on-for rs be removed when the price cap is removed or sooner if the price
cap i .

ntly above the international carbon price (i.e. when the risks of arbitrage
. Officials agree with this recommendation.
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3 Synthetic greenhouse gases

Overview

45. Under its Terms of Reference, the Panel was asked to give particular attention to the
inclusion of synthetic greenhouse gases (SGG) within the ETS. The Panel made 8
recommendations with regards to SGG. The analysis below focuses on the 3 areas
recommended for the treatment of SGG under the ETS, these are:

motor vehicle air conditioning and the ETS & >

a.  banning wilful leakage of synthetic greenhouse gases &
b.  point of obligation for sulphur hexafluoride emission ' @
i o

W

o

importing rerrlgeranfs in g'oods andthe ETS O

Banning wilful leakage of synthetic greenhouse g

46. The ETS will substantially increase the cost o i€ green
operate and service SGG-using equipm i cost-
leakage. There may still he market faj re the 1 cost will not change
behaviours. An example could be w e able to spill gas but still
be fully reimbursed from their cust

techpician
47. Leakage of ozone depleting su ngas is ba i relevant legislation. The Panel

and submitters recommended the on the wilful release of synthetic
greenhouse gases. Thi be incq gthyin the Act and use language and
penalties that are identi t used.in the<Ozdne legislation. :

of

48. Officials consider 1 3 an is net positive. While it is essentially

ases. People who
aged to minimise gas

. unenforceable ervati all_epportunities for wilful leakage is impossible),
this is no differ e ban ¢asing ODS. Anecdotal evidence from industry and
officials is t ohibiti changed behaviours through its integration in training
progra sar de industry publicity of two convictions. There would
be n m imposin a ban on SGG leakage aside from initial messaging

ipants for the entire amount of SF6 they import in a year. The Panel

Su fluoride activities _
ET enfly makes any and all importers of sulphur hexafluoride (SF6)

and s consider this is inequitable, as the government has international
% nly for the actual emissions, which in the majority of applications occur over
rsafter importation.

referred way to address the problem is to make the user of SF6 the ETS

rticipant. Importers would not be required to participant in the ETS (and exporters

@would not be eligible as a removal activity). Enabling this change would require
amendment of the schedules and regulations of the ACT.

51. It is proposed that the activity description be changed to “using SF6 in electrical
switchgear when total SF6 installed is greater than 1 tonne". This would mean 80 per
cent of emissions would be priced by the ETS, but only 5 firms would have obligations.
All of those five firms already carry out detailed SF6 leakage monitoring, and
consequently the administrative and compliance costs from the change would be
minimal.

52. Alternative policies include requiring importers to be responsible for only the SF6
considered leaked in the year, or to make all users of SF6 ETs participants. The
preferred policy change is considerably stronger than those other options.



SGG levy on motor vehicle imports

53.

54,

55,

As is the case with the other SGG activities, any importer of SGG in a motor vehicle is
an ETS participant. There is a threshold of about 110 cars per year, and each importer
is allowed to deduct 100tCO,-e from their emissions obligation. Despite this softened
ETS policy, the Panel and submitters considered that the administrative and compliance
costs would still be relatively considerable.

Officials have been assessing an alternative policy of placing an import SGG levy on
motor vehicles. This could be enabled through the Act and would involve amendment

the Act and the Land Transport (Licensing) Regulations. All motor y€hicles must pa
4@% 99 b

56.

SGG in goods other than motor v

57.

58.

59.

series of checks and pay certain license fees on import before t

used on roads. The SGG levy could be part of this process.

The levy approach has numerous advantages, including, corfsidera ed

administrative and compliance costs for importers and t eriiment, and &xXra"ETS’
0

revenue from the removal of the threshold and the1QU0iCOy< allo e. ever it
lacks environmental integrity, as payment of the s o;-* not be at emission

integrity concerns, especially if a comnit direct a proportion of
levy revenue into emission reduction act

L pu@ emission units
Officials consider the advantages of t - Z@ the environmental
¢ e
itTe I

here in the economy.

e!lﬁcli}) §é

Currently, all importers of -goods—that @in them have ETS obligations.
Importers are required te ' ine the n the good and its quantity, calculate
potential emissions, ens ender units from 2013. There are no default
emission factors, n

Examples of th
some aero me fireexii ishers.

are r afors, ice making machines, air conditioning units,

018, d
The Panel ? commend GG imported in goocds and considered that ETS
transach sts would b arge, and could be reduced for importers if a levy was

"~ basedo plifiechassumptions about categories of goods and the SGG they contain.
60@% have fee Sidering policy alternatives to the ETS and have determined

ree options;
. a d
Customs Service

Q

62.

of the NZ Working Tariff Document to allow levy collection by the

y an agency other than the Customs Service

@npon licensing and tariff system, as is developed in Australia, to be managed
b

%c‘ retention of the ETS coverage but with a threshold to reduce the number of likely -

mandatory participants

The favoured option is the use of the Working Tariff Document. This would utilise
existing levy collections systems, provide high certainty on compliance, and depending
on the levy metric (SGG content, energy output per hour, or other) result in reduced
administrative costs for importers.

An importer would complete import documentation that identifies the Tariff codes that
the goods are classed as. If the value of the goods is over $400, then Customs will seek
GST and other fees from the importer, irrespective other whether the goods are for
personal or business use.
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63. The Working Tariff Document will need modification for this option to work because the
current classifications are too broad to be meaningfully used. Officials from MfE, MED,
and the Customs Service are currently identifying the best set of changes. Amendment
to the ACT and various regulations will be required to implement the levy.

84. Consultation with industry is required before changes can be made to the Working Tariff
Document. It is proposed that such consuttation be carried out over March/April 2012.

Eligibility as a removal activity when exporting SGG :
65. Currently all exporters of SGG will be eligible for emissions units the gover:
from 1 January 2013. A lot of bulk imported SGG is used in & manu rin

which are then exported. The current policy allows exporters p the ingreased
cost of purchasing bulk SGG from domestic suppliers 2lling: the rgm\o\ Aits

66. Officials are concerned that this sets up an opport
policy, people can import SGG prior to 2013 with
‘rTemoval units’ when the same SGG is export
tonnes of R404A to take advantage of the po

—earned— V4 .
i %&itrage. A er\t?ge\:urrent

GWP for R404A) = 32,600) units for the ge; transport, and any
marginal difference between purchase it, this is a fiscal cost to
the government of over $800,000. i eral different people and
include a few tonnes of R23 i is clear there is possibly
substantial fiscal risk from this arbi

67. This risk will only occur in the ne

anufacturers that is re-exported from their ETS
mentation will be needed for this ‘subtraction’. The
on any ETS/levy costs to the manufacturer.

exports would have ocg e¢fore then.
68. It is possible to remove tha opp rtr arbifrage by permitting importers of bulk
= Y [1afF
‘ obligations. A parfiegli g%{;
importer w €
creased costs of carrying stock prior to export. However,
areful consideration of the information needed between supplier

d gaming. It might be tricky to apply to gases that pass from
[o-manufacturer. '

is an eligible removal activity if the gas is destroyed and prescribed
tion is provided. Other changes will be necessary to regulations to enable
eduction of SGG supplied to manufacturers for export from obligations, as well as
stribing particular documentation.

e Panel did not consider this issue. Consequently it may need consultation with
industry prior to Select Committee consideration of legislative changes.
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4 Offsetling and cancelation of the second tranche

72. Some pre-1990 forest is on land that could potentially be more productive in a non-
forestry land use. ETS deforestation liabilities at a high carbon price (e.g. $25)
effectively limit forest owners’ ability to convert forest to a more productive land use.
Offset planting in the ETS would allow more land use flexibility for pre-1990 exotic forest
land.

73. Forest owners have stated that at the current carbon price of $10 it is more viable to
convert high value land to dairy and pay the ETS liability than apply an offset
approach.

74. In spite of this, it is expected that forest owners may still s e 3 ettlng
hedge against higher carbon prices in the future. This sect‘ . _ how
policy-could-be-implemented-in-the-ETS—consistently —th Hexible—la —ru]e——

agreed in Durban. This section also explains some of the tisks associated! with an
offsetting option in the ETS and discusses some ns Ministers_ceuld consider to

manage this risk.

75. New Zealand has not yet decided if i to Protocol's second
commitment pericd (CP2). Nonetheless, the domestic offsetting policy
should follow the flexible land-use 3 < i an as part of the Land Use,

Offsetting policy based on Durban outcomes

Land-Use and Forestry (LULU i eparture from the international FLU
rule in the ETS could create liabiliti nd sign-up to CP2 in the future
or if the rule is applied r spec y legally binding agreement after
2020.

76. The key features of r e are@

"~ a. FLU appli 0 forests from 2013. Any pre-1990 forest
harveste c j period (CP1) (2008-2012) that is converted to non-
iores m ounted as deforestation occurring in CP1 and will
in x‘ Kyoto liability

b. et planting be established on land that would qualify as post-1989
land, hls and will not earn credits for sequestration.

e offs g must be established through direct human-induced planting
andl t excludes human induced promotion of natural seed sources (ie
ra I forest regeneration).

et planted area must be at least equal to area deforested and achieve the
e carbon stock within the same rotation length of the deforested forest.

s part of "forest management accounting” in CP2 and accounted for within a
efefence level” approach. New Zealand’'s “reference level” is a projection of our
pected net emissions from pre-1990 exotic forests. If New Zealand's actual net

emlss:ons from pre~1990 forests exceed the reference level, New Zealand faces a
liability. [f net emissions are below the reference level, New Zealand earns credits
(capped at approximately 2 Mt CO2).

78. New Zealand's reference level included pre-1990 exotic forests only, as currently the
indigenous forest is assumed to be in a steady state of carbon loss and gain. The basis
of New Zealand's agreed reference level is explained in briefing B10-463. There is
limited ability to change New Zealand's reference level in the future.

79. The reference level includes some emissions as a result of offsetting. However, the
uptake of offsetting could be higher than estimated if the economics for land conversion
in the future are more favourable than expected (e.g. increase in dairy and/or timber
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prices). An unrestricted offsetting system in the ETS could see high levels of harvesting
and conversion due to offsetting occurring from 2013. As a result, New Zealand’s net
emissions could increase above the reference level, creating liabilities for New Zealand
and fiscal costs for the Crown.

Managing the fiscal risk from offsetting

80. Domestic policy settings should therefore take into account the risks associated with the

uncertainty of future accounting with any change to reference level, the continuation of
the FLU rule in a future accounting framework post-CP2, and the potential increa&

81. The Crown could minimise the fiscal risk from offsetting
permitted offsetting. Limiting the amount also manages t

harvest emissions with offsetting.
i the a@))of
P emissi gh

‘th‘e‘en%@. T

time-and avoids-any ‘rushrof forest-as-owners-seek to offést befa)

82.  Options for a limit on the amount of offsetting include

a. A cap the area of permitted offsetting. Th be e &stimated pre-
1980 forest area better suited to non-fo fand uses. hi$ would manage
the Crown’s fiscal risk, the main dis of an is that not all forest
owners may be able to undertake t progra orestation/conversion
when they wish to do so. An are requir stem to distribute the cap,
which could be administratively difficiif: v

b. Only permit offsetting of mat sts (2 odrs or above). Trees between 26
and 31 years represent a 8 per e current age class of pre-1990

forests. This reduces-the ne&d for an ay rative system to distribute the cap,
but would still pla@ on fores nels’ ability to undertake offsetting as they
would ideally like: @

83. Further work wo ired these or other approaches to manage the
" risks of liabilities. (|4 con fof on the offsetting design will be required.

Links of offsetti the jon of the second tranche
84. The the pre-19 estry allocation was to compensate owners of pre-1990
forest | r the sconomic impact of deforestation liabilities they could face because
% S. These lighitities have an impact on the land value, as they create
umbrances ith a potential land use change, in particular when the land has

e to a higher and better land use (than forestry).

tentlm
~Most pr, rest land owners have already appiied for their free allocation. Many
have eceived or will soon receive the first tranche. The second tranche will be
2013.

anel recommended clawing back the second tranche of pre=1990 forestry

oc ion if offsetting is introduced and taken up by a forest owner.[_
t;ﬂn\\o.lo[ ol e~ Jg"\(ﬂ—) ({35 C\S )

87. Offsetting reduces the cost of deforestation liabilities, making pre-1990 forest land
conversion to a higher value land use more viable for owners. Offsetting still involves a
cost on deforestation, however, and the policy settings will have an impact on the value
of the offset planting land. This is because the offset forest will be established on post-
1988 land which is devalued because it loses its land-use flexibility, and will also lose its
potential to earn carbon units for sequestration.

88. The options for the second tranche cancellation are presented in Table A.2 (MfE 11-B-
01834/ MAF B11-355 refers). These include cancelling all the second tranche, and the
Panel’s recommendation (see Table A2). :

aa



Table A.i: Second tranche cancellation — options and estimated fiscal savings

Scenario Second tranche Fiscal savings of Commentary
cancelfation cancelling second
tranche at $25
carbon price
_gtatus quo All second tranche $0 No savings, no increased risk.
allocated
Total Cancel the entire second Maximu
cancellation | franche for all pre-90 risks
forest owners, whether
they elect offsetting or not $773m
S
Partial Cancel second tranche Y% -Minimal sayi ut no inequities
cancellation | only for those electing to o { and @ risk.
offset {(Panel m
recommendation) - %

89. Another option is a pro-rata cancel|
of the cost of other ETS changes:
wekes s A(2) (;L\)

35

3 alla atio-Categories, up to the value
is-aption withaphly €qually to all forest owner@\'w



5 Averaging

92. The Panel noted that some post-1989 forest owners may be reluctant to join the ETS
because of perceived liability risk following harvest. To address this, the Panel
recommended that averaging be available as an option for post-1989 forests from 2012.

It also recommended that government consider a ceiling on the size of forest that could
utilise the averaging option.

93. Averaging is most sensibly assessed as a policy option in the context of other for
policies — especially the Afforestation Grant Scheme (AGS). Th fwo issuest
“averaging can potentially assist with; that of a potential under-i inne ests,
and around the management of default risk associated with costs asseciated

W|th harvest. A %

94. Averaging can be conceptualised in the diagram below (under averaging, a\§aﬂicipant
would receive units up to the level of the dotted lingtitjed “averagi Y

Figure 1: Stylised View of Averaging @ @
Carhon Stock Clian'ge in a Harveste @

1
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95. | % enefits, averaging has the potential to reduce risks of under-investment in

orest plantings, especially for potential owners of small forests {(owners of small

r have very few mechanisms to manage the carbon costs associated with harvest

o will tend not to gain the full potential carbon benefit from new plantings). Averaging
uld be likely to provide a higher level of revenue for new plantings than the AGS.

@ In theory, this under-investment should only be occurring amongst small forest owners

— as large forest owners can implement practices (eg. managing mixed age forests) that
have an effect not terribly dissimilar to averaging within their own operations.

97.  In addition to this, the risks of default under an averaging regime are likely to be less
than under the full carbon accounting approach of the existing post-1989 forest regime.
Under averaging, participants do not face costs on harvest and the Crown, so long as it
is sufficiently conservative in determining how many units to allocate to participants —
and it did not overextend its carbon position — would also be able to protect itseif from
carbon costs associated with harvest of forest. Averaging would only provide a
moderate benefit in terms of reducing these risks however. :



98. Averaging does have policy and implementation costs associated with it. The
operations of the carbon-related forestry policies are already complicated and difficult to
understand. While averaging is conceptually simple and may be easier for some
participants to understand, it would add another layer of complexity to an already
complicated area of public policy. Further, there would be a cost in terms of the removal
of incentives to manage the carbon costs associated with harvest. The removal of
carbon costs associated with harvest from foresters' decision-making processes would
significantly reduce prospects of decisions being taken to, say, extend forest rotation
lengths to optimise carbon within a forestry regime, even though such a decision K

be highly beneficial from a national viewpoint.
Conclusion: averaging @
99. Averaging is of benefit in reducing risks of under-inv in“small, st
plantings, and this would-assist with-the-managentent- a
id

land's-fu rbon
liabilities — especially through the 2020s and early {o-mi Os. If AGS or near

equivalent) were to continue the benefit of averagi ould be sm if the AGS
were not to continue. Averaging is not a ecidoption ton e default risk

associated with harvest — but it may assist in t

100. Averaging would complicate an already cg q% 3 D olicy. Initial analysis
is that averaging could be implemented. Jargety on th xisting processes but
that would need to be confirme ince to factor carbon costs into

decisions on harvest of forest wo (or atlea ced) for "averaged” forests,
and the loss of these incentives o signifi veraging were to be extended

to existing forests — as oppose Y new then there would be fiscal costs

involved. These have not-yetbeen quantj may argue, on equity grounds, to
allow new forests to acge % averagin - and not extend that option to existing
forests.

(] (J

101.

dwice on the\\%?old in February.

. Mragi vailable for forests planted after 2012 (i.e. forests planted from
2013% : _

@here ighit be some value in making averaging mandatory for any forest owner

mee bove criteria who wishes to put their forest into the ETS (i.e. prohibiting
% om using the existing post-1989 forest full carbon accounting approach).

Is~are doing further work to assess the costs and benefits of this and will report
in early 2012.
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6 Waste

103. Remote, less economically robust communities may face higher ETS costs per tonne of
waste than urban communities because larger landfills often have landfill gas systems
that result in fewer emissions per tonne of waste disposed. Larger landfills also have
the ability to achieve lower payback periods for costs associated with developing and
applying for a unique emissions factor. Those costs are prohibitive for smaller landfills,
and are another reason why the impacts of the ETS on small landfills are expected ?

|

be different to those incurred by large landfills
104. In this context, the following problems arise with the ETS after @
a. Undesirable environmental outcomes from increa wa 1
Oébe higher g

activities such as fly tipping_or backyard incineratiofi: se of the\Rjgh ate.

fee to dispose waste in the landfill

b.  Reductions other council provided resource costs were
not passed onto landfill users through hig
105. There is some empirical evidence connecting : tipping (disposing
waste illegally in back paddocks, down gulhigs. ate). taf{ have described it as a
“mostly a short term” problem followingany.incte i .

106. For some communities, there may r incentivg 10 iegally dispose waste where
they cannot afford increased (or a dfill fe u& to the combination of a lack of
emissions mitigation opportuni for the larndfi greater opportunities for illegal

disposal through community-isolati
107. lllegal waste disposal negative ental outcomes including soil, water
5

and air pollution. It ts for Ns'to police and remove, some of whom may
already be under +gs stres partially or wholly absorbing ETS and other
waste disposal s ther portant to consider the role of the ETS in driving
more of thoss.ou S

am th all councils will choose not to pass on the ETS costs
5Ers, insteada% ng the increased landfill operating cost out of existing

ecovering the “Costs from ratepayers. The concern included possible
waste ment budgets and thereby forcing reduced efforts in waste

108. There waz

ncil staff have provided evidence that the ETS will not affect waste
lgets or activities. In fact, increasing the costs for disposing waste is
ingrease community waste minimisation activities and raise awareness.

%here is evidence that some councils are considering absorbing some of the

osts through adjusting existing service levels, other than waste minimisation, and

overing some of the costs through general rates. Obviously in these situations no

ice incentive is being felt by landfill users, therefore no mitigation activities will occur.

@Instead, negative impacts will occur to council services and the economic situation of
ratepayers.

Regulatory impact analysis

111. Two options have been identified that could reduce the potential negative impacts of
broad ETS coverage of landfills. An outline of these options is set out in the table below.



Table A.3 Options to reduce ETS impacts on the Waste sector

resilience of the community it
services

-—To—avoid‘creatin'g'an‘incentiveﬁ
fo open new landfills, the
exemption will needto b
limited to those alread
operating

<

Option: Status quo 1: Exempting certain landfill 2: Provide financial and
operators by defining eligibility | technical assistance to smail
criteria using section 60 of the landfills that service isolated
Climate Change Response Act and economically

disadvantaged communities
| Key o All landfill « Exemption criteria will need to » The objective of those

features: operators be a combination of landfill measures will be to redu e

have ETS size, distance from other neg impacts that
obligations facility, and economic ai ipnately a tho

5 unities.@
example i
transitional fina sistance™
r managing fly ipping
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7

Agriculture in the ETS

113. Under current settings, agriculture sector participants must report their emissions from

2012 and face full surrender obligations from 2015. Ministers have indicated their
intention to review the 1 January 2015 date on which the agriculture sector incurs
surrender cobligations.

114. You have indicated that you may wish to introduce a regutatory power to defer the 1

115,

January 2015 date from which the agriculture sector incurs surrender obligati
should this be the outcome of the 2014 review. Officials will pro dvice on op#0o

for a regulatory deferral power in the February Cabinet paper.
Irrespective of whether the agriculture sector incurs full %\E@bligat' 5

Inclusion of DCDs .in the ETS as a removal
116. You previously asked officials to exa er the

117.

S ¥
you have previously indicated your desire to pro several oth Np osed
amendments to the ETS's agriculture settings: (a) the exclusion of layer hens o relieve

egg producers of the need to report their emission 2012; and lusion of DCD
as a removal activity — both recommended by t ral E y Committee
and discussed further below.

O

lities of providing credits
for DCD application under the ET implications of this for other sectors [B10-

629; 11-B-01189 refers]. This foll e first L of the Agriculture ETS Advisory
Committee, which recommen t DCD ded in the ETS as a "removal
activity” enabling farmers to-receive carb Q DCD use.

_ 0
Officials’ analysis is t ing DC TS as a removal activity with farmers
able to obtain carb s for D@ n-farm provides the greatest net benefit to
farmers and he atest i or up-take of DCD. The exception is small
landowners, wher costs ia with giving credit for DCD use mean that
cfferingag h

rant anc edits may be a more viable ‘option. This net benefit
gricult faces emissions liabilities or not.
accounts for cent (i.e. 32.8 Mt CO.-e) of New Zealand’s greenhouse

's, with approximately one third of those emissions coming from nitrous

] ently the nitrification inhibitor, DCD, has been included in New Zealand’s
@ use g%ﬁ; as a "mitigation technology” for agriculture. When applied to

re it I nitrous oxide emissions on-farm (from urine, dung and fertiliser)
t% t on an annual basis. As it is recognised in New Zealand's national

p to
@’ ventoly, al umented applications of DCD to pasture can reduce New Zealand’s
interdati reported emissions and liability (if any).

119

O)

70

: are’ also co-benefits to DCD use on-farm. DCD reduces the level of nitrogen that
hed through groundwater into waterways, which could improve water quality in
ertain catchments. DCD has been shown to increase dry matter production (by an
erage of 3-5 per cent, with a range of 0-20 per cent), which could enable an increase
in production on some farms. There are no reported adverse effects of long term DCD
use.

120. There is currently no mechanism to incentivise farmer uptake of ‘DCD. Without

121.

significant up-take, emission reductions on individual farms are unlikely to have a
noticeable impact on national emissions. Accordingly, officials recommend including
DCD as a removal activity to provide an incentive for uptake, subject to a size threshold
and the possibility of a grant scheme for farmers below the threshold.

The proposed approach is consistent with the Carbon Farming Initiative (CF) in
Australia. Under the CFI, farmers will be offered exportable Kyoto compliant offset
credits for approved greenhouse gas abatement activities on-farm. Recognising



agricultural abatement as a removal activity in the ETS (at farm level) will assist
alignment with the Australian scheme.

122. While officials do not expect the fiscal costs of including DCD as a removal activity to be
high, further work is required to verify this. Officials are currently analysing the costs
and will provide advice in February.

123. Including DCD as a removal activity does involve some risks. Defining activities that
reduce greenhouse gas emissions on-farm as “removal activities” with farmers as the

participants could be seen as a departure from the approach in ather sectors. In oth
sectors, actions taken to reduce emissions further down a supply c rom the poi
obligation for liabilities tend not to be defined as "removals”. Doi CD o be
seen as a precedent.

124. This issue could be overcome by giving credits for D CD im ut
officials do not recommended this. DCD importers may cessan[ fac ittes,”
as they are not necessarily fertiliser importers or nufa urers, meat-or milk
processors. [n addition, providing credits upstre n-farm t activities
provides no clear benefit to New Zealand give certamt - z how benefits
would be passed back to farmers (which is cr ptak how processors

could effectively monitor and report emi
event, Officials do not consider the
between market structures between se

r on-farm. In any
h cause of differences
How ETS. gart 'atlon is defined, and the

current availability of mitigation te other sgttors; Any deferral of agrlculture
liabilities will also mitigate this rigk.

125. Another risk of including DCD in t S as @admty at this time is that it leads
to a wider debhate about vernme incentivise the uptake of mitigation
technologies in gener; Zeals Officials are continuing to explore
options for incentivi i ake o, i a[ m:tlgatlon technologies in general and
will report backt n due

Removal of laye : .
126. You preyvi d offici Iore legal options for excluding layer hens from the
1- s].

ETS [ B- 011 ThlS followed the first report of the Agriculture ETS
Adyisor mltte whlch recommended excluding layer hens from the ETS because
ministration a pliance costs of their inclusion outweighed the benefits.

eces vy end the Act to exclude layer hens from the ETS. Officials

mme | d, so because, as concluded by the Agriculture ETS Advisory
ommlt dmlnlstratlon and compliance costs of egg producer participation
exce nef;ts Egg producers are estimated to be nearly half of the 200 or so
articipants, but only produce 0.08 per cent of agricultural emissions. For

,the‘cost of complying is likely to exceed the value of their liabilities. Furthermore,

k of mitigation technology and the relatively low cost impact of 0.1 cents per
0zen eggs suggest that behaviour change to reduce emissions due to the ETS is

@ likely

. Removing egg producers from the ETS would produce a net benefit to New Zealand,
although the Crown will lose $165,000 of revenue over the period 2015 to 2020 (at a
carbon price of $25 per tonne) as egg producers no longer surrender units to meet their
emissions liability.

Processes for participants to obtain an allocation of NZUs and meet liabilities

129. From 2016 there will, under current legislation, be separate annual processes for
agriculture participants to: (a) obtain an allocation; and (b) report annual emissions and
surrender units. Participants will use the same information to obtain their allocation and
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report their emissions, so separate processes result in duplication and involve
unnecessary costs for the Crown and participants.

130. Separate processes aiso create a credit risk for the Crown since participants will receive
a large allocation of units which they need to surrender back to the Crown a short time
later. In early 2016, for example, units worth up to $770m (at $25/NZU) could be
allocated before 2015 liabilities worth $850m are due. Participant fraud or insolvency
could result in participants failing to surrender these units to meet their liabiiities. A

small meat or dairy processor fails about every other year. This creates a fiscal ris

the order of $5m for the period 2015-2019.

131. Merging the two processes and charging only the net liabi )} would st
effectively mitigate these risks. It would also reduce confgli and admij n

costs. However, there are possible benefits of separa jon: some m}f‘@pants
may-trade with-allocated-units;-and-this-may-improvecario . i AN

i
Cabinet's agreement in February to seek f rom stz efs on a merged

- arket liquidity
132. Consultation with industry would enable an as t of th ible benefits
against the costs of the separate process a th opose seeking
. Ol
process. @ @



