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Executive Summary O

1. As requested, th g no es you with initial policy advice and information on

the fiscal i otentlal policy options specified by your office for
amendm ions Trading Scheme (ETS). These options are:
uction of ausiering;
ding thév surrender obligation until 2020;
uspend 3% per annum phase-out of industrial allocation until 2020:
% ts associated with fugitive coal seam methane emissions in industrial
tiono coal users;

g stationary energy use of liquid fossil fuels as an emission source eligible
dustnal allocation;

dopting the Australian approach to industrial allocation for the activity “manufacture

©% of carbon steel from cold ferrous feed”, classifying this activity as a highly emissions

intensive activity eligible for 90% allocation - as requested by the Pacific Steel
Group;

a $10m ‘low carbon fund'’; and
» deferring surrender obligations for agricuitural greenhouse gases until 2020:

2. Officials note that you have not yet received a full analysis of the submissions and issues
raised in the consultation on ETS amendments that closed on 11 May. We recommend that
you make decisions after you receive this analysis.

3. On that basis, the Ministry for the Environment's initial policy advice is:



+ not to extend the 2 for 1' to 2020 - as this is a fiscally expensive but inefficient way of
reducing the short term competitiveness impacts of the ETS, which may dilute long term
signals to invest in lower carbon technologies and complicate efforts to build
international carbon markets after 2015; but

« to consider, if short term competitiveness issues are a concern, adopting the Panel's
recommended 2 for 1" phase out between 2013 and 2015 and / or a temporary
increase in starting allocation rates that will offer industrial allocation recipients the
benefits of the 2 for 1’, more effectively targeting assistance at a much lower fiscal cost;

« not to suspend the 1.3% phase out of industrial allocation, as this will reduce cosfs for
allocation recipients very marginally in the short term, whilst dij] long-term Is;
but

_ N (g
-—-—————*—{o-consider- industry-requests-fe add liquid-fossil fuels o iitiye coal am\\méjhane
to-the-list-of eligible-emissions-source-for-industrial-a 'rand-to-co dopting

L

the Australian approach to industrial allocation for the s
steel from cold ferrous feed”; and

‘manufacture of carbon

» to explore mechanisms to provide further suppor te I %mtensive firms
(including those who do not qualify for allideatfv i make low carbon

wre ot me. This may or may

» not to make a decision to defer gatians agriculture at this stage, to
allow for a fuller consideration sis of the Conditions Ministers have placed
on the imposition of these oplig :

Estimates of the fiscal cost of ackage:
summarised in the table ext page

ons put forward by your office are

. As requested by your ¢ffic al esti 2 are provided on the basis of a carbon price of

$6.35, which is the spof pric 0 Dy Point Carbon as at 10 May 2012. Officials
note that official ce e in'the Crown accounts are currently based on the
price of a Prim ified Emjssion Unit (oCER), which was $10.47 as at 16 May 2012.

This officiak garh to review, but unless the accounting recagnition
changes, priof \to~€abine
total ﬁ@ of the ET

e

, the pCER price will be the basis for estimates of the
the tota cost Ef the package of policy options - one based on a carbon price of $6.35
|

es. This paper therefore contains two sets of estimates of
rbon price of $10.47.

.v- er base .
ag ga @5‘ ice, Ministry for the Environment and Treasury officials will jointly

& briefing note setting out background on the fiscal treatment of the ETS,

@9 6dology for valuing units in the ETS.
If all ents in the package of options put forward by your office were implemented
Wi S, the fiscal cost would be $400.6m (around $120m in 2014/15) across the

Q

st period at a carbon price of $6.35. The annual fiscal cost would grow further

n the forecast pericd and 2020. Officials note that the maximum fiscal saving that

uld be achieved from fuil cancellation of the second tranche of pre-1990 forest allocation
i8-$196.2m at a carbon price of $6.35, all in the 2012/13 financial year.

If the "2 for 1’ were phased out as recommended by the panel, the 1.3% not suspended and
a decision not made on deferral of agriculture, the fiscal costs of the package would fall to
$149m over the forecast period (around $36m in the 2014/15 financial year) at a carbon
price of $6.35. If Ministers additionally wished to provide for a temporary increase in starting
industrial allocation rates to 80% and 95% respectively, to provide for a ‘targeted’
continuation of the "2 for 1' for the most emissions-intensive, trade-exposed firms, this
would rise to approximately $170m across the forecast period (approximately $41m in the
2014/15 financial year) at a carbon price of $6.35.




Summary of Fiscal Costs of Package of Policy Options (at a $6.35 carbon price)

increase/(decrease) in operating balance

Total
across
forecast
period to
$ million 2012113 201314 2014/15 2015/16 201 5!,1&
Introduction of Auctioning - - - \-@ - (\%
| Deferring-—the-—-entry —of |— — -—---f — — —| - —- 3-@%—- o :
—agriculture—into—the-—ETS-{— _ —(—1—29% -5;0)4‘?179%— e —-
indefinitely
Extending the 2:1 surrender @ @
obligation over for non-
forestry sectors the entire % @
forecast period (31.7) (89.47°2) ?@9.4) /Z% ) (298.0)
Suspending the phase-out of \\)/ O%
industrial allocation over the % %
Torecasjt peru:ld _ I (0.5) Q\(\ \\(1. z (2.3) (5.5)
ncreasing allocation to coa \
users by amending the coal ) Q\%
factor used in industrial
allocation to cover costs
associated with fugitive co{<
seam methane emission/s;p ) ﬁ (1.5) (1.5) (5.9)
Including stationary e\»e@
use of liquid fossil
emission source, eligibie” for _
industrial alloc@ > (& {4.3) (4.3) (4.3) (17.1)
Adopting <\the . Austra
appro V industri %
alloc the. actvity
¢ f ¢ of ¢ % eel
errouf?s%?'\ (0.2) (0.2) (0.2) (0.2) (0.9)
A $78m W
carbon fi (5) (10) (10) (10) (35)
T \Qﬁgsed on a $6.35
carbon price) | (43.2) (106.5) (120) {130.9) (400.6)
tat(based on a $10.47
ﬁ carbon price) | (71.2) {175.6) (197.9) (215.8) . (660.5)



Situation Analysis

9. Cabinet has recently agreed in principle, subject to consultation, to a number of changes to
the New Zealand Emissions Trading Scheme (ETS), including:

e the introduction of auctioning;

» more gently phasing out the current ‘2 for 1' surrender obligation in three equal
steps between 2013 and 2015 (as recommended by the ETS review panel);

 providing for a power to defer the start of surrender obligations for agricgftural
greenhouse gases by up to 3 years, subject to a review in @nd

t land?/u\(r%r

_ » areview of the second tranche of free allocation to pre—?\
- T T 10TATpublicconsultation on-thiese proposed changes closec k Mﬁy_ZO"I' iy, N ected
- that-Cabinet will-nvakefinal detisions orr these proposalé-by ear Jaly, an tv\ﬁ“ Climate —
ced t

Change Response Act amendment bill will be introd passage by end of this

year.

11. Officials are still analysing the submission Qd during—the .consultation on the
proposed changes to the ETS. Officials will t ide ‘you wit @n mary of submissions
and full advice on the ETS policy options Jun %

12. In the meantime, your office has sought.i tion or@
alternative ETS policy options, including: @

| impacts of a package of

a. the introduction of auctioni

b. extending the ‘2 for 1' surr r obliga 2020 (rather than phasing it out);
c. suspending the 1/3% par annum -olit'of industrial allocation until 2020;

d.

including co sociated wi coal seam methane emissions in industrial
allocation rs; ' .

e. includin ry e e of liquid fossil fuels as an emission source eligible
for industri ocation:

f. p? He Aus% roach to industrial allocation for the activity “manufacture

steel fro ferrous feed”, classifying this activity as a highly emissions
ive agtivity eligible for 90% allocation. This was requested by the Pacific Steel
up (the undertaking this activity in New Zealand), on the basis of a
i titiveness disadvantage compared to steelmakers in Australia (who
er rather of allocation plus grant assistance from the Australian Steel
ion Plan);

g%@ ‘low carbon fund'; and

erring the start of surrender obligations for agricultural greenhouse gases until
\% 2020 (rather than providing a power to allow deferral following a 2014 review);

is briefing provides some initial policy advice on this package of options from Ministry for
vironment officials. It also sets out some fiscal costs for alternative policy options for
comparison.

14. As requested, the fiscal costs presented in this paper have been reviewed by the Treasury.
These fiscal costs are estimates only. Officials have not yet examined fully the fiscal costs
of including additional emission sources for the purpose of industrial allocation, and the
interaction between the continuation of ‘2 for 1’ for emissions-intensive, trade-exposed firms
and the fiscal costs of industrial allocation policy options.

15. Your office has also requested background on the fiscal treatment of the ETS and, in
particular, the methodology for valuing units in the ETS. As agreed with your office, Ministry
for the Environment and Treasury officials will jointly prepare a separate briefing note on
this issue, to be submitted to you later this week.



Advice

16. Initial policy advice and fiscal costs for the package of options presented by your office is
set out below. This advice includes some references to the emerging themes in the public
consultation that closed on 11 May, based on analysis of the submissions to date.
However, officials note that you have not yet received a full analysis of the submissions
received and issues raised by the consultation. We recommend that decisions are made
after receiving this analysis.

Analytical Assumptions

17. The estimates of fiscal impacts in this briefing show the expe differences e
Government's operating balance between the status quo (the E
-and the policy options examined in this _briefing. These fis

— administrative costs, and are” based on the Intérgovernmenis

1995 Secord-Assessment Report (AR2) Global Warming-

Crown Accounts to track the fiscal impact of the | his is be e pCER price
represents a relatively reliable international pri mi~for a u Iir.* w Zealand could
use to meet its international obligations. The m ortR price was $10.47,
as at 16 May 2012.

19. However, officials are aware that this ie
prices reported domestically or interrat

20. As requested by your office, fisc
$6.35, the NZU spot price’
whether the Point Carbo
Crown Accounts in fu )
price for units. As th ccount
the official carbo e mate
basis for compa > Agencies will‘provide further separate advice on this accounting

recognition.
Analysis io easuré% " and Industrial Allocation
price; the

21. Togeth e carbon ‘2 for 1" and industrial allocation will determine the level-

f the eW impost and emissions reduction incentive created by the ETS
cade: :

)
@ The '2-for\T¢'surrender obligation allows participants in the scheme to surrender 1
unitTorevery 2 tonnes of emissions, effectively reducing the obligation by 50% for
all ‘partigipants. Under current ETS seftings, it is due to end in 2013.

rial allocation targets a higher level of assistance to the most emissions

i%ﬁentsg‘nsiwe, trade exposed activities of the economy, effectively reducing the

missions costs associated with this activities by 60% or 90% through a free
allocation of units. : -

he ETS Review Panel (the Panel) recommended that, instead of ending the 2013, the ‘2
for.1" surrender obligation should be phased out more gently over 2 years, to provide the
' economy more time to adjust and to reduce the impacts of the scheme during the period of
recovering, whilst not significantly reducing the medium term incentives to reduce
emissions. They also indicated that officials should investigate whether additional

emissions sources that were not eligible for allocation, such as use of liquid fossil fuels,
should be made eligible.

! The NZU spot price is usually very close to the secondary CER price, which is reported by Point

Carbon to be $6.40 as at 17 May 2012,



23. Cabinet supported the Panel’s recommendation ‘in principle’ and used it as the basis for the
consultation that closed on 11 May.

24. Initial analysis of the resulis of that consultation suggests that the majority of submissions
support the Panel's recommendation. Some submitters opposed it on the basis that the '2
for 1" ought to end earlier; and some opposed it on the basis that the '2 for 1’ ought to
simply be extended. Those seeking a simple extension of the ‘2 for 1' were often
emissions-intensive, trade-exposed companies who qualified for industrial allocation. Those

- seeking an extension of the ‘2 for 1’ often also supported increases in industrial allocation

levels, in one form or other.
25. In deciding whether to go beyond the panel's recommendations rovide for a sigqple
extension of the ‘2 for 1", or to provide for increases in-i | aIIO(z?iBn

—_ﬁr—,w_s_tgrjﬂmls}e{ypgl}d:a, e N 74 — ._\:Q__
a. What_lauel_of_economic-impostdoyou.want_theE&Whes oRterm?
: b. \What fiscal cost are you prepared to bear to reduce thig:impost
¢. Where is that level of impost of most co ross th economy or in
certain sectors and industries? '
d. How will decisions on tfransitional affect @i of the economy to
adjust smoothly to what could er obk s7in terms of emissions
‘ reductions over time?
26. Further consideration of these issu ut below@
Fiscal Costs .
27. Together, the extension to 2 ", C industrial allocation and creation of a
new $10m ‘low carbon f Id raise fis¢al casts of $362.7m over the forecast period at

a carbon price of $6.3
28. These fiscal costs ar arise @fﬁcials note that: -
o The fisc%o exte e 2 for 1' ($298m over the forecast period) is more
_ than dtiple t ost of implerienting the Panel’s proposed ‘2 for 1’ phase out ($90m
cast
' osts for %\ lusion of emissions costs from Liquid Fossil Fuels for

ary ﬁergy and Fugitive Coal Seam Methane in industrial allocation are

It ear whether new activities would qualify for industrial allocation
the new emissions sources. If so, these costs could be higher.

@ Furt aa%gsl;; is needed to determine how many potentially eligible activities use
@ 1@/ IHuels in stationary energy applications.

. e assumed that the ‘low carbon fund’ would start in 2013 and continue
%ughout the forecast period.



Fiscal Costs of Policy Options for ‘2 for 1’ and Industrial Allocation (at a $6.35 carbon price)

increase/(decrease) in operating balance

$ million

2012/13

201314

2014/15

Total
across

foreca
peri to
2 16

Extending the 2:1 surrender

(0

-obligation— over—for—non={

__/;‘i

~forestry—sectors—the—entire
forecast period

(31.7)

(89.4N

298.0)

Suspending the phase-out of
industrial allocation over the
forecast period

(0.5)

(5.5)

Increasing allocation to coal
users by amending the coal
factor used in industrial
allocation to cover costs
associated with fugitive coal
seam methane emissions

7S

(1.5)

(5.9)

Including stationary energy
use of liquid fossil fuels as a
emission source eligible f%
industrial allocation /(D :

>

v

(4.3)

(4.3)

(17.1)

Adopting  the
approach to
allocation for
“manufacture
from cold ferrou

(0.2)

(0.2)

(0.2)

(0.9)

A $10 %Wm ‘Io@
- .

carb

(5)

(10)

(10)

(19

(35)

3

erm

'Qonsiderations

concern is the impact of the ETS on the international competitiveness of

.Ake @m
Ne % businesses, whilst future international climate change obligations are still

im~However, for most sectors of the New Zealand economy, the impact of the
price in the short term is likely to be small as a proportion of overall costs.
oreover, ETS costs are likely to scale up and down with the level of ambition taken in

®

er countries, as reflected in the international carbon price.

International carbon prices, currently around the $6-7 mark, are expected to remain low to

at least 2015 (and, depending on developments in the international carbon market,
potentially beyond). Extending the ‘2 for 1’ surrender obligation would only slightly mitigate
the impact of the ETS on prices, household expenditure and business costs. A comparison
of the impact of the stafu-quo ETS settings, the Panel's recommendation and simple
extension of the 2 for 1' on household and business expenditure on electricity and fuels is
shown below, based on an NZU price of $6.35.

z Pending action in Europe and elsewhere to address oversupply in the EU ETS, which appears unlikely in the short

term.




Impact of the ETS on household and business expenditure on electricity and fuels based on a

carbon price of $6.35

Status Quo: 2:1

Phasing out the 2:1

Extending the 2:1

surrender surrender surrender
obligation expires | obligation as obligation over the
at the end of 2012 recommended by entire forecast

the ETS Review
Panel

period

Impact on total business expenditure on electricity and fuels
$ million per annum (% GDP)

<.,

N\

2012

$89m (<0.1% GDP)

$89m (<0.1% GDP)

§89m (<0.1% GDP)

2013

$178m (~0.1% GDP)

_$119m (<0.1% GDR)

-$89m (<0:1%-GDP)

2014

$178m (~0.1% GDP)

$148m(<04%.GDPj

$89m (<0(1% GDP)

2015

$178m (~0.1% GDP)

$178/m//(%m<l% GDP)

-$80m (<0"1% GDP)

Impact on average household expenditure o
$ per annum (% gross income)

G

2012 | $34'p.a. (<0.1%) ,1-$3%pa. (<0A%)""1%34 p.a. (<0.1%)
2013 | $68 p.a. (<0.1%K\ | $45 p.a. (€0:1%) $34 p.a. (<0.1%)
2014 | $68 p.a. (<0.1%) = | $56 p. 2, {<D:4%) $34 p.a. (<0.1%)
2015 | $68 p.a. @o\%q $69 e (D.1%) $34 p.a. (<0.1%)

31. Costs will be more signi
trade-exposed activities

industries for which
revenue than avera

to their competitivéne
targeted. 6

onside

@ £
to \ short-ter

Ilcult econ

Long Term Eco

rtaking the most emissions-intensive,
atively low carbon prices. These are the

fort omp @&
Qjﬁ%?onomy, Q»
and emnerg
ies It ~ industries who are likely to suffer the most risk

at these industries that industrial allocation is

@p‘etmvene% considerations, New Zealand faces some

adjustment challenges arising from its rising long-term

osts are a much larger proportion of total

gross emissions is offset by sequestration from post-89 forestry
/“we have comfortably met our obligations under Kyoto Commitment

SR A & s TN SQ‘C@%)CU‘)
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. ] er, e i and pressures on New Zeaiand to reduce its

L emissions are_li he long term. Therefore, this rising emissions profile

represents a m eco itk for New Zealand's competitiveness (on the basis that
over timg ather eolintries sumers will take and expect action).

35. An eco ieatty optimal long<term strategy for New Zealand is likely to be to provide for a

s th tramsition its aconomy towards a state where it can meet future emissions
Wom itmen d other expectations at a manageable cost. This does not mean
irlg dispropoitietrate costs on the economy that threaten our competitiveness in the

N a strategy would imply that Government is sending clear signals that

term
yill encol inesses to make lower emissions investments now that will place New
Zealand i r stead for the future.

lon of the ‘2 for 1’ surrender obligation to 2020 would arguably work against
ignaliing. Whilst, given current low carbon prices, it may have limited impacts on
niwes for industries to reduce emissions now, it would reduce certainty about when the

@%siﬁon to full liabilities would be, muting signals to invest for the future. The Panel's

ecommendation, which clearly signalled a transition {o a full obligation in 2015, was
intended to mitigate short-term costs whilst providing clearer medium-term signals.

Other considerations beyond 2015

Uit onter cectun ST (2)) s£(a)
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41. Officials will be providing you with further advice on @péaed inter&l carbon

markets strategy later this week.

Initial Advice and Options

42. On balance, officials’ initial advice is that Mifi$ 418,46 not exté he ‘2 for 1' surrender
obligation. The fiscal costs of extending i antand it would not appear
to be the most efficient means, in ter ', of reducing short term
competitiveness risks arising from ET.

43. If Ministers do wish to move bey nel' %daﬁons and offer greater short-
term protection against ETS cagts, mend that they consider targeting

this protection at the most emis exposed firms that are likely to be

most heavily impacted by i sesin ET :
44 Many of these firm A3
However, they may er assgis E

I:

a
that will help them>to ce t "o .
users in the So% regu ise the availability constraints or capital costs that stop
in

them investi er carb gy sources. Similarly, SMEs may suffer from capital
constraints. r ca tively emissions-intensive firms may just fall below the
thres ibility fo% ion, in which case targeted assistance may be warranted.

45. More an would be needed to consider what, if any, additional forms of direct support
g %yp{o be cost e and justifiable. Such analysis would need to take into account
iat W=

rket f; t that would prevent firms making optimal long term investments. It

ergy iegey-and Conservation Authority (EECA). At this stage, we are not in a

position\to advisé on whether establishing a new low carbon fund of $10 million per annum
is % r cost effective use of funds. .

486, ifisters wish to signal broader support to existing emissions-intensive, trade-exposed
i

ies who qualify for allocation, a number of the options outlined in the package set out
your office can be implemented at a relatively low fiscal cost and have a stronger policy

2 fould also 1ised to take into account existing support measures; including the role of the

@ ionale (as they are targeted at the most exposed industries) than a simple extension of

the ‘2 for 1'. They are also areas that the panel recommended that officials explore further,
although it is unclear how material they will be for the firms concerned:

a. Adding additional emission sources efigible for industrial allocation: liquid fossil fuels
and fugitive coal seam methane. Including these emissions sources within allocation
calculations can be justified by the simple fact that firms face the corresponding
ETS costs. The effect would be to marginally increase allocation for some existing
allocation recipients, though by an amount that is unlikely to be significantly material
for most firms. These policy options would result in some new administrative
complexities, as new data rules and activity definitions would need to be developed.

10



b. Adopting the Ausiralian approach to industrial allocation for the acfivity
‘manufacture of carbon steef from cold ferrous feed”, so that Pacific Steel Group in
New Zealand would qualify for the 90% level of allocation. This would be consistent
with the original purpose of including the ‘Australia track’ for allocation within the
ETS legisiation. However, again it is unclear how material this will be for Pacific
Steel, as the evidence presented to date indicates that ETS costs are a very small
factor in their competitiveness. Officials also note that such a move could be seen
as inequitable by other activities that currently qualify for the 60% level.

47. However, officials would, based on initial consideration, recommend against suspending
n

the 1.3% allocation phase out. As the rate of phase out is relatively fow, this will r i
small cost reductions for allocation recipients in the short term, but(ck ore u a
for .firms about the costs and liabilities they will face over the m; thug(reducing
—-———- " —incentives-forfong term investments: — — --——— - SN e e N

_b______ —
- 48.If {following consideration of the consultation responseé'l&ésgs ated éﬁé@inisters
still wished to pursue a more wholesale approach to mitigaling ET8\costs\ beyond the
proposals recommended by the Panel, a further o ould be ary increase in

allocation levels in a way that would maintain the nder obligation for
industrial allocation recipients only. Effectiv ralsing the starting

the
is\iwould @
allocation rate for highly emissions intensive activitiés fro % 10-/95%:; and the starting
allocation rate for moderately emissions i a tivitic&‘% o to 80%. -
en

49, This would reduce costs at a similar a blanke of the ‘2 for 1’ for the most

emissions-intensive industries for period o for a much lower fiscal cost.
Assuming the allocation rate in isNempora ssuming that allocation continues
to phase out at 1.3%, this would ong tern ent signals much less significantly
than a blanket extension to.the '2 for 1" an e efficiently target the most impacted
sectors of the economy. @ é

50. Officials can provide rapdlysis e other options if required.

Analysis - Deferral of ;

51. The ETS Review reco d that agricultural emissions {nitrous oxide emissions

from fertilisaftand,”metha issions from livestock) should incur ETS surrender

obligati rom2015 as scheduled. However, they recommended that agriculture
benefi 0 transition e, including an equivalent ‘2 for 1’ surrender obligation for

thefirst ears eir obligation, to be gradually phased out by 2019.
5 rmment feonsistent with previous policy statements that a review of agriculture’s

ion will take place in 2014) consulted on the inclusion in legislation of a power to defer
ulture’ igations by up to 3 years, subject to a review of two tests:
. @ other countries have made progress on measures to reduce emissions in

and

w;ether practical technologies exist to reduce emissions. _
ialanalysis of responses to the consuitation show the majority of submissions (around
“) opposing the introduction of a power to defer surrender obligations for agriculture, on
the basis that agriculture should enter the scheme as (or before) currently legislated. Of
those who supported the proposed power (around 38%), many supported a deferral of

agriculture now and fo_r a longer‘period than 3 years.

54. Those opposed included a mix of respondents from the forestry and industrial sectors, as
well as NGOs. A key issue raised by those opposed was the potential equity and
competiveness distortions involved in excluding one set of emissions when others were
covered. The potentially different treatments of competing land uses (deforestation faces
liabilities whilst agricultural emissions do not) were specifically raised.

11



Fiscal Costs

55. If the entry date of agriculture into the ETS were deferred, there would be a fiscal cost
during the forecast period arising from a reduction in units surrendered. The estimated
fiscal cost is around $37.9m across 2014/15 and 15/16 at a carbon price of $6.35.

Total
across
forecast
: period to
$ million 2012/13 | 201314 2014:"9> 2015/16 ZWB
Deferri try of agricuiture into the ETS _ NG > (25.0
eferring the entry of agriculture into ((A\Z\g}///( = (37:9)
Note: the annual fiscal cost will continue fo grow beyond the forecast period SN | KJ
- Initial Advice , < : - -
56. Officials note that the conditions raised by Ministers fo e inclusion agricultural
emissions within the ETS raise a number of co uestions ve not yet been
examined in detail.
57. In terms of progress by other countries, som has e by trade partners

s - for example, new
d progress towards the

implementation of emissions trading at ., inC . In addition, some progress
was made towards a truly compre bal cli te, charige agreement at Durban. But
it is difficult to predict how muc rogres% K of progress) will occur over the

on measures to reduce emissions in genefat-g
carbon pricing schemes in Australia, Kqre
&

next two years.

58. In terms of practical abat { options, %&ppeam to vary across both emissions
sources and geographi eglons; mean n assessment is not straightforward. For

example:
* Asawh t tor has's an ability to consistently improve its emissions
intensity, th met nd nitrous oxides, with emissions per unit of product

declifing time his trend to be maintained and reflected in ETS
igations>the s
intensity-basis

e able to reduce its net ETS liabilities over time; given
w phase-out of agricultural allocations.
. fofns exigt, in the form of nitrification inhibitors (DCDs), to reduce nitrous oxide
issions. er, the effectiveness of this option varies significantly by
eographi on.
T o=

I'<s o esearch may yield such an option in future, but timescales are unclear.

.Ma \ -1:’ sion now to defer agricultural surrender obligations until 2020 would be a

ntigl departure from the proposal consulted on by government. It is likely to be
dntious and will raise equity concerns from other sectors.

0 Q|
@rk is proceeding that may be relevant to a final decision by Ministers: the Agriculture
S Committee will report to Ministers at the end of this year; research is ongoing on
Q options to reduce agricultural emissions, including through Global Research Alliance.
Internationally, New Zealand has made progress on an agriculture work programme under
the UNFCCC and a decision now to defer agriculture could potentially affect this progress
and the effectiveness of New Zealand’s negotiating strategy.

61. On balance, officials’ initial advice is not to make a decision on agriculture’s deferral at this
stage; but to maintain the review in 2014. This will enable the conditions that Ministers have
set out, as well as other relevant considerations, to be properly considered and analysed.

Analysis - Auctioning
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62. Advice on the policy rationale for auctioning has been set out in previous briefings and
Cabinet papers.

63. Introducing auctioning after 2012 will not provide additional net revenue over and above the
existing fiscal position, but will convert a proportion of the revenue the Government
receives as a unit asset (through surrenders) into cash (through the auction). There will
also be a timing impact on the recognition of revenues and expenses, depending on the
design of auctioning.

64. More explanation of the current fiscal accounting treatment of the ETS, and how auct[onlng

relates to i, will be provided in the further briefing note to be jointly prepared by the
for the Environment and Treasury. @

Overview — The Cost of the ‘package’ as whole

"85.1f all of the above oplions were implemented within the BTS. <the fiscal st ould be
: in 2074115 . e fo stad at'a carbon aCe6f $6.35. :
The maximum fiscal saving that could be achieved.from full’cancellétion of the second

$400.6m (around $120m in 20T4/15) across the forecast
tranche of pre-1990 forest allocation is $196.2m, al 012/13 fi ear.

mc%a@ crea,sgﬁoperatmg balance

b Total
Q across
% §\§ forecast
period to
$ million 2012018 | 20082 P201415 | 201516 | 201516

S .
Introduction of Auctioning Q\/ f\\% - ' g .

Deferring the ent N '
agriculture into the ETS @ & - (12.9) (25.0) (37.9)
; oo

Extending the

obligation o f non- x
forestry sect entire

forecast pgr\ (31.7) (89.4) (89.4) (87.6) (298.0)
- X
(0.5) (1.1) (1.7) (2.3) (5.5)

lnc snng to coal
users by he coal
factor industrial

alloc cover costs
asso d with fugitive coal
?am\ ane emissions (1.5) (1.5) (1.5) (1.5) (5.9)

Ihguding  stationary energy
use of liquid fossil fuels as an

emission source eligible for
industrial allocation (4.3) (4.3) {4.3) (4.3) (17.1)
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Adopting the  Australian
approach to industrial
allocation for the activity
“‘manufacture of carbon steel
from cold ferrous feed” (0.2) (0.2) {0.2) (0.2) (0.9)
A $10m per annum ‘low
carbon fund’ 1 (5) (10) (10) (10) (35)
Total (based on a $6.35 :
carbon price) | (43.2) (106.5) (120) - (130.9) (400.6)
Total (based on a $10.47 '
carbon price) | (71.2) (175.6) (197.9) 4 (660.5)
— ——————.Fiscal-Impactof-Alfernative-Options-— D S R @ —
66.—As-noted~above.—ofﬁeials'—initiél—adviee,—pending—full—analy i5of thedsubmissions>would be: ——— ——
* Not to extend the ‘2 for 1’ to 2020. -
e To consider adopting the panel's recomm se out b 013 and 2015.
e Not to suspend the 1.3% phase out of i rial"allocati -©
» To consider industry requests t iquid fo %} nd fugitive coal seam
methane to the list of eligible e urce fi strial allocation.
*» To consider adopting the pproach dustrial allocation for the activity
“manufacture of carbon ste old fer eed”.
+ To explore mechanisms to Ide fu rt to more emissions-intensive firms
(including those o not quali ocation), to assist them to make low
carbon investm b will re r exposure to ETS costs over time. This
may or may el a $10 on fund.
. : ion to ulture at this stage. —-
ased out ommended by the panel, the 1.3% not suspended and

@riculture, the fiscal costs of the package would fall to
around $36m in the 2014/15 financial year) at a carbon

forecas

additio ished to provide for a temporary increase in starting industrial
0 d 95% respectively, to provide for a ‘targeted’ continuation of the

t st emissions-intensive, trade-exposed firms, this would rise to
$10m across the forecast period (approximately $41m in the 2014/15
a carbon price of $6.35. The estimates of the fiscal costs of this package
ly, as officials have not yet examined fully the interaction between the

Sumidar iscal Costs of Alternative Policy Options (at a $6.35 carbon price)

@ ‘ increase/(decrease) in operating balance
Total
across
forecast
period to

$ million 201213 | 2013/14 | 2014/15 | 2015/16 | 2015/16

Package based on panel's 2 for 1

phase out, not decision on agriculture

deferral or suspension of 1.3% phase

out (31.9) (65.2) (38) (16) (149)

14



The above package plus increase in
starting industrial allocation rates to
80% and 95% ~(37) ~(71) ~(41) ~(21) ~(170}

Risks and Mitigations

69. This briefing sets out initial advice only, prepared in a relatively short time horizon. It may
not cover all the issues relevant to Ministers in making a decision, such as administrative
costs and complexity.

70. Officials have not yet provided you with full advice on the resulis of sultatio
amendments which closed on 11 May. Most of the options offigi e been @ask
assess " inthisbriefing—were~not included--in--that~consyliatiep_ gl oug{r*\ ave———
subsequently_been raised by some stakeholders. /2 N

71 Attt u~der  Sechun S Gl C Q \/C-L_
lofisi
-

Hiifisters make decision on ETS amendme

ceiving '
consultation outcome. This fuller advice will nalysis e “submissions, and
assessments of policy options arising, inclgiv»g3 is briefing.

Consuitation
72. Officials from the Treasury and the \i }o/r Prim }gtries were consulted on the
contents of this briefing. The fiscal this bri € agreed with Treasury officials.
Next steps S i

73. To facilitate Cabinet's d
briefing to the Prim
Development and th

74. Further briefing

aking p @ \%cials recommend that you forward this

, the i of Finance, the Minister for Economic
i Ustries.

ubmissions, a fuller analysis of issues raised in

inet paper will be sent to you and Minister Groser later

consultation and
this week. tons from inister Groser on which policy options you wish to
include inthe inet pa% irg final policy decisions will be needed next week.
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Recommended Action

We recommend that you:

a) Note that this briefing contains initial advice only on a package of policy options put forward
by your office for urgent analysis:

i. the introduction of auctioning;

ii. extending the ‘2 for 1’ surrender obligation untit 202 &
iii. suspending the 1.3% per annum phase-out of in catio@lﬁo ;

iv. including costs associated with fugitive coz} iEfg\%ﬂe’:ha migsiehs in
industrial-allocation-te-coal-users: /2} \ r@\\’j\

v. including stationary energy use of liquid gs&hels a eMn source
eligible for industrial allocation: %

vi. adopting the Australian appro o industrig .. n for the activity
“manufacture of carbon steel ferroys. fe classifying this activity
as a highly emissions in ivity % of 90% allocation - as
requested by the Pacific

vii. a $10m ‘low carbon G b

viii. deferring surrender o ons for ayricuitiral greenhouse gases until 2020:

b) Note that cfficials recom that Minist inal decisions on these policy options
' after they receive a f{] lysis of s raised in the consultation which closed

11 May.
¢) Note the fiscal sep ptier’s would be $400.6m (around $120m in 2014/15)
across the fo period rbon price of $6.35.

d) Notet i% s”initial % g
i. extend the ‘2 for 1’ to 2020, as this is a fiscally expensive but inefficient way
)

ducing short term competitiveness impacts of the ETS, which may dilute

Mg termi_signals to invest in lower carbon technologies and complicate efforts to
build inte enal carbon markets after 2015.
|

O
up;

, if short term competitiveness issues are a concern, adopting the
recommended ‘2 for 1' phase out between 2013 and 2015 and / or a
ary increase in starting allocation rates that will offer industrial allocation
recipients the benefits of the ‘2 for 1, more effectively targeting assistance at a

Qmuch lower fiscal cost.
; ii.
iv.

e b}

Not to suspend the 1.3% phase out of industrial allocation, as this will reduce costs
for allocation recipients very marginally in the short term, whilst significantly diluting
long term signals.

To consider industry requests to add liquid fossil fuels and fugitive coal seam
methane to the list of eligible emissions source for industrial allocation.

v.  To consider adopting the Australian approach to industrial allocation for the activity
“manufacture of carbon steel from cold ferrous feed".

vi.  To explore mechanisms to provide further support to more emissions intensive firms
(including those who do not qualify for allocation), to assist them to make low
carbon investments which will reduce their exposure to ETS costs over time. This
may or may not include a $10m low carbon fund.
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vii.  Not to make a decision to defer surrender obligations for agriculture at this stage, to
allow for a fuller consideration and analysis of the two conditions Ministers have
placed on the imposition of these conditions.

e) Forward this briefing to the Prime Minister, the Minister of Finance, the Minister for
Economic Development, and the Minister for Primary Industries.

qu—— ' —_ @ \_/ -
_____ __Stuart.Calman \éa e \/7 ) -
Director, Climate and Risk

Hon Simon Bridges : :
Acting Minister for Climate Change ls® @
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