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other than the addressee.
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or predictions, factors in the process, such as future market behaviour, are inherently uncertain
and cannot be forecast or predicted reliably.

The Advisersshall not be liable inrespect of any claim arising out of the failure of a client
investment to perform to the advantage of the client or to the advantage of the client to the
degree suggested or assumed in any advice or forecast givdiméyAdvisers
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Executive Summary

EXECUTIVE SUMMARY

New Zealand needs sound policies on climate change for the short, medium and longer terms to
provide certanty and a clear path forward.

There is no easy response to addressing climate change. Policy needs to be formulated
considering scientific, economic, environmental, social, international and domestic factors. In
assessing the relevance of the composeat these factors, trade offs will be necessary in
determining the final policy design.

We have had the opportunity to read the submissions made to the Emissions Trading Review
Committee, hear many of the submitters present and to discuss many of thesissith the
Committee and Officials. Our report seeks to identify and highlight many of the key issues and
potential trade offs raised, and to suggest areas for specific consideration in the design process
going forward.

We have structured our report by ifst broadly discussing climate change policy in a wide
context. We have applied these policy considerations in a New Zealand context and then
focussed on scheme design issues.

For the purposes of our report, in our discussion of price based measureshave taken
guidance from the Committee and focussed our comments primarily on emissions trading.
However, the substantive issues we have raised are similarly as relevant in consideration of the
design of a carbon tax.

In each section of the report, we hawhighlighted areas of note and for consideration. For ease
of reference, these issues are summarisede in tabularform with page referencing to the
body of the report
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Table of Considerations/ Points to Note

No.

10

Consideration/ Pointto Note
Chapter 2 :Climate Change Policy Overview

Note: Although it would be ideal to be undertaking the current emissions
trading scheme review with greater international certainty as to policy
direction, this has not been possible. However, even in theeace of specific
direction as to the international future framework, it appears reasonably cl
that our major trading partners have an ongoing commitment and desire tc
address the climate change challenge.

Note: New Zeal andds eatypical amoogrdevelgped odtions.

Note: The US is now engaging on climate change and that domestic polic
development includes emissions trading.

Note: Australia is seeking to introduce an emissions trading scheme howe
the o0Car bnonReRdoulcltuitoino Schemed | eqgi
New Zeal andds ETS in a number of

Consideration: Sectoral agreements may play an important role in
international emissions reduction efforts. Domestic policy should therefore
flexible enough to be able to respond to them.

Consideration: To determine the potential sectoral impacts of carbon relai
trade measures, a more-ghepth study may be appropriate to determine
whether there is a case for New Zealand imposing measwesftset
competitiveness disadvantages faced by New Zealand industries.

Consideration: That New Zealand consider potential trade measures suct
border tax adjustments, which are being proposed or discussed by our me
trading partners,toenser t hat New Zeal andds e
disadvantaged.

Note:1't is i mportant that New Zeal a
theoretical ideal market and carbon reduction measures but rather
acknowledges and works with an imperfect shortmedium term situation.

Consideration: As there is no universal view on the weightings of
environmental, social and economic factors, in a New Zealand context the
decisions will need to take account of how best the balancing of these isst
meetsNew Zeal andds goal s.

Consideration: Advice and analysis from the ETS Review process should
taken into account in determining the appropriate response for New Zeala
balancing a wide range of economic, environmental and social outcomes.
Commitee recommendations could also be flexible enough to accommod:
outcomes from any public consultation on target setting.
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11

12

13

14

15

16

17

18
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20

21

22

23

24

Consideration/ Pointto Note

Consideration: Explore options for a cebrdinated approach to develop an
aligned brand strategy to build on and enhance New a | andds g1
reputation and differentiate units to create premium value for individual
credits.

Consideration: In considering our domestic response to climate change, N
Zealand should consider environmental factors, both in the context af the
impact domestically and also their impact from a global perspective.

Chapter 3: Climate Change Polidp aNew Zealand Context

Consideration: That consideration be given to the importance of factoring
New Zealand asset base issuesinNéw al andds cl i mat e
scheme design.

Note: It will be important to balance the need for business certainty with
mechanisms to provide flexibility as international developments occur.

Consideration: In considering the desigsf a price based measure for New
Zealand, it may be appropriate to apply a hybrid policy approach.

Consideration: We suggest that an analysis be prepared of direct regulatif
which have been introduced in Australia, the US and EU to establisthesh
any of these options may be appropriate in a New Zealand context.

Consideration: Consideration needs to be given to determine the options |
and optimal roll out of Complimentary Measure to assist wider New Zealar
adjust to a carbon consained economy.

Consideration: Consideration should be given to the role of adaptation an
funding for it needs to appropriated.

Consideration: We suggest that an analysis be prepared on incentives wk
have been considered or introducexdf-shore to establish whether any of
these options may be appropriate in a New Zealand context.

Note: Voluntary agreements or formalised memoranda of understanding n
perform a useful function either on their own merit or as an interim step
pendng sectoral inclusion in a price based measure policy .

Note: If New Zealand is to capitalise on technological change, it will be
essential that greater focus be placed on research and development
opportunities.

Consideration: Consider neasures to enable better access fdtlori to the
science funding system.

Note: It is vital that a distinction is drawn between the regulatory and
voluntary markets and that associated rules and calculation methodologie!
not inappropriately mixd in this standard setting process.

Consideration: Consideration should be given as to how the Crown shouls
best meet its obligations tMUori under the Treaty.
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25

26

27

28

29

30

31

32

33

34

35

Consideration/ Pointto Note

Note: The establishment of an appropriately resourced ongoing governan
arrangement withMUori is essential to ensure appropriate regulation and
implementation plans are designed so as to ensditeri do not bear a
disproportionate amount of any ETS related burden.

Consideration: Consider the wider introduction of materigy thresholds for
sectors (e.g. synthetic gases) in the NZ ETS as a means to reduce compli
costs, while still protecting against unrestricted emissions growth.

Consideration: If criteria for introduction of a carbon price on a sector are
not met, then alternative policy measwrehould be considerefr some
sectors on an interim or long term basis, such as direct regulation,
complementary measures, contributions to R&D and voluntary agreement

Consideration: Consider whether the ctrent administration and the
designated roles and responsibilities are appropriate to best implement an
admi ni ster New Zeal andds cl i mate

Consideration: Consider the appropriateness of an independent regulator
body to provide a oordinated and golitical response. If an independent
regulator is desirable, consider existing New Zealand models of governan:
used for the Reserve Bank and Commerce Commission, and the propose!
Australian governance structure, to ascertain what ist f@sNew Zealand.

Consideration: Consider whether an Independent Advisory Committee
should periodically review the New Zealand scheme to provide accountab
and transparency.

Consideration: Consider whether an independent review of NZTS
implementation planning and preparedness is warranted.

Chapter 4 : NZ ETS Design Issues

Note: The current emissions trading market is fragmented and there isar
for flexibility in domestic ETS design to enable a transition to a fully
operational worldwide carbon market.

Consideration: Taking into account the upstream point of obligation for
liquid fossil fuels and stationary energy, consider the need to: a) Publicly
communicate the price of carbon and its impact on fuel aedtakity prices
on an ongoing basis; and b) Establish a mandatory reporting scheme for |
emitters with voluntary reporting for smaller emitters who consider
themselves to be trade exposed.

Note: There are a range of emission units availatiernationally and that
decisions on their eligibility in a domestic ETS are required.

Note: Linking decisions to Kyoto units may also indirectly link a NZ ETS tc
other domestic schemes, e.g. EU ETS, with resultant pricing signal pass
through.

Page
30

33

33

35

36

36

37

39

43

44

46

Speciali st Advisersdo Report tanmitdee

Emi ss



Executive Summary

No. Consideration/ Pointto Note Page

36 | Consideration: Note that at this time there is no single international carbor 47
price that truly represents the least cost of abatement.

37 | Consideration: Note that at this time there is significant variation in trading 48
volumes of different unit

38 | Consideration: Note that recent CER prices are volatile and have tracked 49
the EU ETS.

39 | Note: The AAU market is immature and AAUs are currently selling at a 50
discount to guaranteed delivery CERs.

40 | Note: Japan and European nationseéhastablished AAU purchasing 51
programmes.

41 | Note: In the short term (CP1 at least) the different unit purchasing 53
characteristics of the Crown and NZ ETS Participant buyers is material an
that a Crown purchased portfolio is very likely to be lower ¢tos

42 | Note: The different unit purchasing characteristics of the Crown and NZ E| 53
Participant buyers also creates an arbitrage opportunity for the Crown whi
is likely to be material.

43 | Consideration: Request an updated forecast of the supghyg demand 56
balance for units in the NZ ETS which addresses the concerns about
assumptions in prior analysis.

44 | Consideration: Consider the requirement for the Crown to provide liquidit 56
in the market through auction of NZUs or other means.

45 | Consideration: Consideration should be given to the retention of calenda| 57
year trading periods should the NZ ETS remain tightly linked to the Kyoto
Protocol or successor agreement which operates on a calendar year basis

46 | Note: The current bankig provisions as set out in the NZ ETS legislationa 57
appropriate unless price intervention measures are introduced.

47 | Consideration: Consider introducing a provision for restricted borrowing 58
covering all sectors with unit surrender obligations, jgabto restrictions that
may be required across Commitment Period startd dates.

48 | Consideration: Consider the Pros and Cons of short term Government 59
intervention in the NZ ETS through fixed price issuance of units.

49 | Note: In any reconsidration of the allocation pool for PrF&990 exotic 61
forests, decisions on offset planting need to be taken into accdant
particular issue foMUori.

50 | Consideration: Consi der the merits of a 0 63
fixed date criteria for the commencement of withdrawal of allocation suppc
in a New Zealand context.
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Consideration: Consider the inclusion of liquid fossilels and cogeneration
heat in the emission sources for which an allocation to trade exposed indu
is to be provided.

Consideration: Consider the merits of allocation methods including:

- grandparenting within a capped pool;

- intensty based within a capped pool; and

- intensity based with no capped pool
taking into account possible additional mechanisms to ensure that allocati
new entrants or incumbent expansion may be in the national interest and |
to reduction in globaemissions.

Consideration: Seek a full listing of cases relating to the adherence of Kyc
emission calculation rules in the NZ ETS and request transparent analysis
case by case basis of the pros and cons of relaxing these calculation rules

Note: An Emissions Trading Scheme will have an impact on the fiscal balz
and that consideration of the use of any increased revenue and how this is
communicated is required.

Consideration: Consider the penalty provisions and the quamt of
penalties, particularly in the initial years of the scheme when participants &
learning both new monitoring and reporting rules and also how to access
credits in an international carbon market.

Consideration: Consider requesting the Instite of Chartered Accountants
to look at and issue guidance on the accounting treatment in a New Zeala
context.

Note: A number of tax issues need to be addressed to make them more
workable and clarify the treatment of certain types of transactions

Consideration: Consider introducing transitional tax measures to apply in
initial period of the schemeds in
exposure on inadvertent errors.
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Chapter 1- Introduction

CHAPTER 1 INTRODUCTION

The Independent [&cialist Advisers were appointed to assist the Emissions Trading Review
Committee in their deliberations of the Terms of Reference as set out in Appendix 1.

This report consolidates our thoughts on many of the substantive issues that were raised
through written submissions and subsequent hearings.

While we provide commentary on broad sector issues, we haveaddressed company specific
issues that were raised by submitters.

With respect to price based measures, as requested by the Committee we haveetbous
emissions trading, noting that many of the issues identified would be common to a tax.

The views expressed in the report are our unified opinion.

Structure of the Report

We recognise that the report is substantive anlderefore have structured it toallow the
Committee members tdorm their own judgement on the level of detail they wish to enter into
on issues

e At the highest level we have identified specific points to note and consider in sections
throughout the reportas formatted below:

# Note / Consider:
Brief text explaining the point to be noted or considered.

These havalsobeen consolidated into a singtemmaryin the Executive Summary,
which also performs the function of a checklist of issues for the Committee during its
deliberations.

e The body of the report contains narrative and where appropriate tables or figures that
substantiate the specific points to note or consider.

e Reference materials providing greater detail are referenced in the texpeasgnted in
Appendices related to eachhapter.

Chapter contents are described briefly as follows:
Chapter 2 Presentsthe wider overview on climate change policy, including gl

agreement status, the position of the US and Australia and other exte
and broad policy influences.

Chapter 3 Looks at climate change policy in a New Zealand context, covering
policy options and Mori issues.

Chapter4  Focuseson the New Zealand Emissions Trading Scheme design
implementation issues, in anticipation of primary legi@@mendments.
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Chapter 1- Introduction

Review of Departmental Report

Over the past weeks wéave received drafts of the Departmehieportto the Committee for
review. We wish to acknowledge that many of the points we have raised have been taken into
account and we thank the officials for their cooperative approach in this process.

Points of difference or areas of omission that remare detailed ira separatereport to the
Committee
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CHAPTER 2 CLIMATE CHANGE POLIC Y d OVERVIEW

2.1 Introduction

This section of the report steps down from a global perspective through to the domestic
perspective

The Science

The New Zealand Government has madeclear that it accepts the international position in
relation to the science of climate change. The terms of reference for this review have similarly
not revisited the science, except in a context of the IPCC projections underpinning country
targets.

As adviers, we have similarly accepted the scientific position and have not commented on the
IPCC projections. In our view, these issues will be independently commented on by the
Parliamentary Commissioner for the Environment.

International Arena

In section2.2 we set out the global agreement statusnh section 2.3 we discuss external
influences on New Zeal andds stance including
agreements and trade barriers.

Domestic Policy Response

The government has recognisedathhow it responds to climate change now will determine the
shape of our futured our economy, environment and communities. In addition, it recognises
climate change as a long term strategic issue for New Zealand within the broader context of
economic traasformation, national identity and other leading issues such as water quality and
flood risk management.

New Zealand is in the fortunate position that, in designing our response to address climate
change, we are able to draw on lessons already learriafjio As part of this process, New
Zealand should unashamedly analyse any critical reviews undertaken of global trading schemes,
regulations and complementary measures and bring these lessons into the factors to be
considered in the design of the New Zaad response.

Factors to consider in determining our appetite for action are covered in Section 2.4

2.2 Global Agreement Status
International Policy Direction is Uncertain

2009 is a crucial year in the international effort to address climate change, cuhgimatthe
United Nations Climate Change Conference in Copenhageb December. In 2007, Parties
agreed to shape an ambitious and effective international response to climate change, to be
agreedin Copenhagen.

At this point, it is not clear whether amternational agreement will be reached in December or
whether a broad framework will be negotiated with specific details and agreement concluded at
a later stage.
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We have had the opportunity to hear from New

clear that, as part of these negotiations, N e
securing an effective long term global framework and also an agreement which is cognisant of
New Zeal andds own unique emission profile.

1 Note:

Although it would be ideal to be undertaking the current emissions
trading scheme review with greater international certainty as to policy
direction, this has not been possible. However, even in the absence of
specific direction as to the internatio nal future framework, it appears
reasonably clear that our major trading partners have an ongoing
commitment and desire to address the climate change challenge.

The current status of international agreements and domestic action in New Zealand, Australia
and the EU is presented in Appendix 2, FigurelA2

Recognition of New Zeal andG®Unc&aaci fi c Emi ssi

New Zeal andds emissions profile differs signi:
who are currently in the process ofegotiating further commitments beyond 2012Rather

than a typical Annex 1 profile, being a country which is considered to be industrialised, New
Zeal andos emi ssions profile i s h edamonstrages i nf | u
characteristics norrally observed in emissions profiles of developing countries.

It is clear from the presentations by international negotiators, made during the course of the
emissions trading scheme review process, that New Zealand is acutely aware of the issues which
arise as a result of our specific and unique emissions profile. In particular, at an international
level, New Zealand aims to seek clarity on the rules for land use, land use change, forestry and
the flexibility mechanisms. In addition, methodology issmi¢ke agricultural sector are to the

fore.

New Zeal andds AdiHoomWorkiag Goonp oh furthér boenmitments for Annex |
Parties under the Kyoto Protocdlidentified five important national circumstances which are
most relevant when estimatirthe mitigation potential that exists within New Zealand:

(i) Nearly 50 percent of domestic emissions come from the grazing livestock agriculture;
(ii) A large proportion of electricity is generated from renewable sources;

(iif) The industrial sector is small;

(iv) The plantedproduction forestry sector is large; and

(v) The population density is low and geographically isolated from the rest of the world.

Whilst the international rules relating to calculations of emissions from specific land based
activities are undecided, New Atand is designing domestic rules that encapsulate emissions

1 Refer Appendix2,BoxA2 f or a comparison of New Zealandds emissions p
2 MFAT (September 2008)
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from these activities. It is important that these domestic rules do not result in disproportionate
and punitive outcomes in advance of clarity of the global position.

2 Note:
New Zeal andds emissions profile s atypic
23 Exter nal |l nfl uences on New Zeal an

2.3.1 US Position

The US position on climate change policy will have a significant influence on future global
agreements. Without US engagemé&hina, India and other developing nations will not take on
binding emissions commitments.

Important Developmentsin the United States

With the election of President Barrack Obama to the US presidency, the counswaimaounced
a clear intention to take mimportant leadership role on the issue of climate change both on the
international stage and indeed domestically within the US economy.

Waxman-Markey Climate Change Bill

The Bill, formally titled theAmerican Clean Energy and Security Act of 20@9centred around

a capandtrade system that is intended to reduce American greenhouse gas emissions to 20%
below 2005 levels by 2020, and to 83% below 2005 levels by 20%@. Act was passed by
Congress 26 June 2009, however it is uncertain whether it wilbgfore the Senatebefore

2010.

Ot her provisions include O0a nationwide renewa
by 2025, new energy efficiency programs and limits on the carbon content of motor fuels, and
requires greenhouse gas standamlsf new heavy duty4 vehicles and

The American Recovery and Reinvestment 5Atcludes more than $US60 billion in clean
energy investments to jumgtart economy and build clean energy jobs of tomorrow:

e $US11 billion for a bigger, better, and smargeid that will move renewable energy
from the rural places it is produced to the cities where it is mostly used, as well as for
40 million smart meters to be deployed in American homes.

e $USS billion for lowincome home weatherization projects.

e $USA4.5 bilon to green federal buildings and cut energy bill, saving taxpayers billions of
dollars.

e $USG6.3 billion for state and local renewable energy and energy efficiency efforts.

3

4 0House Democrats release draft energy, climatebiNew York Times, 31 March 2009.
5 ] passed by the Senate 10 February 2009.
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e $US600 million in green job training program$100 million to expand line worker
training programs and $500 million for green workforce training.

e $US2 billion in competitive grants to develop the next generation of batteries to store
energy.

Positive implications for New Zealand policy development

The US adoption of clear emission rettion policies like a cap and trade type approach to
emissions reduction and management is positive for New Zeal@mk manifestation of this is
thati t wi | | |l i kely help shape Chinads responsel/ s

The US move towards a cap and tradepapoac h wi | | i mit New Zeal a
particularly a carbon tax, as this would place New Zealand out of step with other major
economies.

3 Note:
The US is now engaging on climate change and that domestic policy
development includes emissions trading.

2.3.2 Australian Position

As our nearest and major trading partner, Aust
significant consideration for New Zealand. A Trans Tasman working group on policy alignment
has been estabhed.

Following its 2007 ratification of the Kyoto Protocol, which came into effect on 11 March 2008,
Australia has obligations to reduce its 2008 emissions to 108% of its 1990 emissions level and
is reported to be on target to achieve this.

Australia ha committed to a tiered approach to emissions reduction targets conditional on
international agreement statés.

Australiads action is focused on the introduct
domestic emissions trading scheme; the Carbohiufion Reduction Scheme (CPRS).

The proposed CPRS legislation, builds on significant prior policy development work;

e The Australian States and Territor-208506 Nat.
and

e The Howard | ed Gov e raliask Group e EMRissions€radvig ni st er i
(20067).

If passedthe CPRS will commence in July 2011 with a fixed price for carbon set at A$104CO
Fullvariable pricdrading will start in the 20143 year.

The Scheme coverage is summarised bélow:

6 Senator the Hon. Penny Wong, Minister for Climate Change and Water, 4 May 2009
http://www.environment.gov.au/minister/wong/2009/mr20090504c.Refler Appendix 2 Table A2
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e Emissiongrom stationary energy, transport, industrial processes, waste and fugitive
emissions from oil and gas production will be covered from the start of the Scheme;
representing some 75% of Australiads total

e The Australian Government will includeforestation in the Scheme at commencement
on a voluntary basis;

e The Australian Government does not consider that it is practical to include agricultural
emissions in the Scheme at commencement. Given the importance of broad coverage,
the Government is digosed to include agriculture in the scheme no earlier than 2015. A
final decision on coverage of agriculture emissions will be made in 2013.

More details on CPRS design parameters are provid&kutiond of this report.

4 Note:
Audralia is seeking to introduce an emissions trading scheme however
the oCarbon Pollution Reduction $Schemeod |
significantly from New Zeal andds |[ETS in a

2.3.3 Sectoral Agreements

Sectoral agreements athe international level areone way to help break down the
developed/developing country divide in international emissions reduction commitments.

Sectoral agreements are commonly discussed in relation to greenhouse gas generating sectors
which produce internationally traded commoés such as aluminium, cement and steel. In this
context they are seen as an attractive option which cduld:

e Simplify international negotiations;
e Reduce international competitiveness concerns; and
e Increase effectiveness through increased participatidireduced leakage.

However critics of them raise concerns that they may inhibit the price signal to switch from high
to low(er) emissions intense materials.

Sectoral agreements may develop and play a significant role until suchstatheations place a
cost of carbon on their emissions.

New Zealandds domestic policy should therefor
agreements e.g. through phase out of any allocation for trade exposure on a narrow industry by
industry basis.

7 CPRS White Paper Fact sheet 8%2heme Coverageé;
8 World Resources Institute (2007), Slicing the Pie: Sector Based Approaches to International climate change Agreements.
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5 Consideration :
Sectoral agreements may play an important role in international
emissions reduction efforts. Domestic policy should therefore be
flexible enough to be able to respond to them.

2.3.4 Trade barriers

Trade barriers are a mechanism by whimbuntries can take action to protedheir goods and
services. In the context of climate change, the key issue is the difficulty in coordinating a global
and single response to climate change which, in turn can result in competitiveness issues
between caintries. Countries may impose barriers to address such competitiveness issues. In a
New Zealand context, we face competitiveness concerns when trading with countries that do
not have emission reduction targets or alternatively where their domestic respdras been

less stringent or less industry targeted than proposed in New Zealand.

The area of trade barriers and border tax adjustments is complex. There are a number of legal
and other issues which need to be worked through before a country can uske sweasures.
However, it is clear that some countries have signalled the potential use of trade measures to
address competitiveness in circumstances where trading partners have adopted a differing
response to climate change. Specifically, both the EUJSHave commented on their potential

use.

Legal analysis shows that while certain legal complications exist, border tax adjustments that
seek to offset competitiveness concerns may, in some cases, be permitted under international
trade rules. It is eve possible that the possibility of using border tax adjustments may form part
of a post Kyoto climate change agreemént.

A number of academics in most countries acknowledge the possibility of using border tax
adjustments but there is still no certaintys do the complex legal, political and diplomatic
outcomes. The World Trade Organisation has not yet specifically addressed the climate change
issue and the extent to which it may be flexible in its respassgnclear.

New Zealand is a major exporter dntherefore border tax adjustments on New Zealand
products may have significant impacts. It is therefore vital that, in our response to climate
change, our policies do not disproportionately expdbleseproducts. Conversely, we need to

be mindful that grice of carbon on our products sold domestically, where no similar price of
carbon exists ofshore and therefore on imports, may also result in competitiveness
disadvantages.

It is critical that New Zealand is aware of how trade measures may affectetflows for
differing sectors. Simulations have been condu€tedhich showed that, in aggregate, carbon
related trade measures such as border tax adjustments will have ditdet on New Zealand
economic welfare. However, the simulations acknowletiti@t the results may mask potential
sectoral adjustments.

9 Trade Policy and Climate Change: Using Trade Measures to Asl@asipetitiveness Concerns, Tracey Epps, Facility of
Law, University of Otago and Niven Winchester, Department of Economics, University of Otago, 22 April 2008
10 jbid
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6 Consideration :
To determine the potential sectoral impacts of carbon related trade
measures, a more inrdepth study may be appropriate to determine
whether there is a casefor New Zealand imposing measures to off-set
competitiveness disadvantages faced by New Zealand industries.

7 Consideration :
That New Zealand consider potential trade measures such as border
tax adjustments, which are being proposed or discussed by our major
trading partners, to ensure that New Zealandd sxport products are not
disadvantaged.

241 nfl uences on NDomwestZceRaspased 0 s

2.4.1 Utopia Do e s rExidt o Flexibility is Required

In formulating climate change policy, and intipatar measures to apply in the short to medium
term, it is vital to recognise there is no common global carbon market. The staggered
introduction of initiatives worldwide has meant that different jurisdictions have approached their
response in differingvays. In addition, the Kyoto Protocol and its mechanisms draw distinctions
between developed and developing caues and the types of actions countries are required to
take in the period to 2012.

An ideal and perfect global market would have a siagleeme or linked schemes using the same
units, at the same price, with the same surrender periods and the same accessibility. The
schemes would also cover identical gases and ensure that the basis for sectoral inclusion was
identical.

Emissions tradingchemes globally are many years away from the utopia of a perfectly fungible
carbon market. In a New Zealand context, this means that any initiatives which are taken in the
short to medium term, which are not on a level playing field with other schenmasatly, may

comparatively harm New Zealandds economic gro

environmentally credible emission reductsoim the future. Balance is therefore required to
ensure that appropriate design features are incorporated in New Zeal andos
response, at least for the period until such time as global consensus merges and a clearer global
market unfolds.

What this means in a New Zealand context is that there is not a level playing field across
jurisdictions for climge change measures.
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8 Note :
I't is important that New Zeal anddls respon
theoretical ideal market and carbon reduction measures but rather
acknowledgesand works with an imperfect short to medium term
situation.

2.4.2 Conditionality of Commitment

New Zealand is a signatory to the Kyoto Protocol. Our emissions reduction targets to 2012

were set based on best information available to Officials at the time the agreement was signed

and ratified. The initial targetsewr e s et based on New Zeal andods d
extent to which it was considered to be a reasonable path for emission reductions in New
Zealand and the proposed actions of our global trading partners.

The key issue for New Zealand movingorward are wh a t should New Zeal an
reductions pat h be, and t he conditionality
reductions paths, rules and commitments change.

The issue of conditionality of commitment needs to be considered incastep process:

e The first step is for New Zealand to consider the scientific evidence, international
negotiations and other countr ecendmitments, and the trajectory for emission
reductions which is feasible in a New Zealand context. This consideragedsto be
made having clear regard to the blend of environmental, social and economic issues, and
the outcome New Zealand wishes to achieve.

e The second step is to consider the extent to which our response may vary, depending
on the responses of our globbarading partners.

As a signatory to the Kyoto Protocol, it is clear that New Zealand desires to participate in the
global challenge of emission reductions. In designing domestic measures relevant to New
Zealand, it is also desirable to overlay sqc@lvironmentaland economic considerations to
ensure our domestic response is appropriate.

The majority of submitters heard acknowledged the need for an emission reduction path. The
submissions varied significantly as to the extent of that path andvéighting which should be
given to considering the environmental, social and economic issues.

Some jurisdictions, such as Australia, have suggested differing emission reduction paths,
depending on the actions of global trading partners. Clearly an mptvailable to New Zealand
is to also expressly decide and publish differing reduction targets contingent on global action(s).

Based on the current state of international negotiations, it seems unlikely that the rest of the
world will take a zereaction response.The future global response to climate change is likely to
either be a global successor agreement to the current Kyoto Protocol, or by way of a myriad of
domestic measures, which individually place countries on trajectories to their own reduce
emssions.

There area number of differing positions on climate change policy development New Zealand
can take, both in an international context and in domestic policy. These range from taking a

14 Specialist Adviserso6 Report tammitdee Emi s s



Chapter 20 Climate Change PolicyOverview

leading role in policy development to a do nothing approatho d at e, New Zeal and
has moved within these two extremes.

New Zealandds wultimate decision on an emissior
be made at a political level considering all factors.

9 Consideration :
As there is no universal view on the weightings of environmental, social
and economic factors, in a New Zealand context these decisions will
need to take account of how best the balancing of these issues meets
New Zeal andds goal s

How Much Action Is Enough?

The extent of New Zealandds response to cli mat
and time frames for New Zealandds desired emi s
consider where it wishes to position itself in the interratal debate in determining its

response.

It is recognised that New Zealand should and will take action in relation to climate change and
climate change responsibilities. However, this action needs to consider other actions globally in
ordertonotdispoporti onately reduce New Zeal andds int
in carbon | eakage manifesting itself in a wor
response also needs environmental credibility.

A number of submitters are of the eiv that New Zealand has done little to date in taking action
and responsibility in relation to climate change. Other submitters are of the view that the
legislation, as currently in force, may result in a disproportionate and adverse economic
outcome.

To address these concerns, as part of the terms of reference, the Review Committee plans to
draw on the economic analysis jointly undertaken by NZIER and Infometrics. Similarly, it will
draw on advice from the Parliamentary Commissioner for the Environme®éparate from

these two sources, the Government has also recently announced it plans to engage public debate
on constructive and realistic targets for New Zealand.

10 Consideration :
Advice and analysisfrom the ETS Review processhould be taken into
account in determining the appropriate response for New Zealand,
balancing a wide range of economic, environmental and social
outcomes. Committee recommendations could also be flexible enough
to accommodate outcomes from any public consultation on target
setting.
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2.4.3 Economic Impact Analysis

I n April the Advisers provided ffeedIlteokict o t h
Modellingof New Zealand Climate Change Policy r e port from | n¥2ometri cs

We provide no furthercomment in this report, however core assumptions related to emissions
trading scheme design are noted in Chapter 4 as appropriate.

2.4.4 Branding

It is important to understand the extent of in
will have onthebrandng of New Zeal and and New Zeal andds

There is a perception around New Zealandds cl e
Kyoto Protocol calculation methodologies for emissions and the inclusion of agriculture, New

Zeal andd s reapita areshigloim ®ompareson to most other developed countries. This

per capita ratio does not align with the green image.

The issue of branding needs to be considered on three levels:

e The first level is at a broad country level, whereby our natiogeaponse to climate
change may impact on desirability of New Zealand as a tourist destination and also the
general desirability of our products and services.

e On the second level, branding needs to be considered at a specific product level,
supported byclear evidence which is able to withstand scrutiny. New Zealand products
are in a very vulnerable position due to our distance from market. It is vital that any
product related branding, which includes carbon related assertions, can withstand
stringent srutiny.

e The third level to consider, in the context of branding, is business opportunities which
can arise. New Zealand has a unique opportunity to capitalise on the green perception,
address climate change issues, and favourably position our prahattservices
strategically. Carbon related claims could be coupled with other biodiversity and sound
environmental practices, to elevate New Zealand products into premium brands.

Leveraging MUori Culture to Exploit Brand Opportunities

MUori too are keeny interested in brand opportunities that leverage their indigenous identity,

and cultural attributes such as kaitiakitanga to differentiate any carbon credits generated-by post

1989 forestry on Niori land for additional carbon credit value. Since NZUsegyated under

the ETS will be traceable, it shoulldriabde feasi b
aligned to with existing internationally recognised standard like the Climate, Community and
Biodiversity Alliance (CCBA) prograni.o the extent irternational demand materialises or can

be stimulated for such attribute$as well as other attributes such as enhancing water quality,
biodiversity etcd this may enhance the valudlbti can generate form post989 forestry. This

might require an extensn or replication of the Toi Iho model for Nori branding, and/or liaison

with appropriate international carbon certification agencies.

11 Refer Specialist Advisers report EB3:02 dated 24 April 2009.
12 Final report from Ifiometrics / NZIER is available lai
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11 Consideration :
Explore options for a co-ordinated approach to develop an aligned
brand strategy to buldonande nhance New Zeal andds green
reputation and differentiate units to create premium value for
individual credits.

2.4.5 Future Energy Needs

Future energy needs for New Zealand are outside the scope of the ETS Review; therefore we
have not speditally addressed the issue. They are however important considerations which
need to balance security of supply, affordability and environmental protection (including climate
change).

2.4.6 Environmental integrity

New Zealand has recognised that it needs to resge to climate change, and that response
needs to be cognisant of the global response and positions. As a developed country, there is a
clear expectation that we will work towards meeting our emissions reduction targets and that
our response will have etfronmental integrity.

Environmental integrity needs to be considered on two levels. The first level is ensuring that we
recognise we are operating in a carbon constrained world and we move to producing goods and
services in a far less carbon intensivay. We will need to move towards a cleaner economy,
having regard to our resource constraints and should utilise our resources efficiently.

The second consideration is to ensure that our response does not merely become another
jurisdict i bemakingpatroweball globel emigsions.

New Zealandods driver should be to encourage b
practice in emission management. By focussing on actions which will reduce emissions both
domestically and globally, welMmaintain clear environmental integrity.

12 Consideration :
In considering our domestic response to climate change, New Zealand
should consider environmental factors, both in the context of their
impact domestically and also their impact from a global perspective.
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CHAPTER 3 CLIMATE CHANGE POLIC Y IN A NEW
ZEALAND CONTEXT

3.1 Introduction

There is no easy response to addressing climate change. Climate change policy needs to be
formulated considering scientific, economic, social, internati@mal domestic factors. In

assessing the relevance of the components of each these factors, many trade offs will be
necessary in order to formulate a robust polic

In this Chapter, we address many of these issues anmghlght key factors to be noted or
considered. Specific design deissiues arencluded inChapter 4of our report.

3.2 Protecting N ew Ze a | a nAdsétsBase

I n determining the shape of New Zeal andds cli
apprqor i at eness and extent to which New Zeal and
consideration needs to be based on both short and long term economic and environmental
metrics.

Climate change policy and ETS design to date have focused primarily envisaged least cost
to business, in the short term.Our historic responsewas not clearly supported bywidely
agreedanalysiso demonstrae the likely costs in the longer term, particularly if the global
carbon price rises. Further, there fabeen no pblically available information of any
considerations which may have occurred on how New Zealand may protect its assetakst
moving along a path of significant domestic emission reductions, i.e. a 50% reduction by 2050.

Factors which need to be ewmidered in determining our domestic response to climate change,
whilst protecting our domestic asset base, are:

e What is our long term emission duction trajectory, e.g. 50% by 2050, and how will we
achieve emission reductions to meet this commitment?

e Is it important to focus on reducing our domestic emissions profile or are we happy to
rely on the export of funds to finance emission reduction®ffshore jurisdictions?

e To what extent wil/l incentivisatiogy of New
grow New Zealandds economy and position Ne\

e To what extent should factors such as attraction ottatl, skills, employment and
technology development be relevant in encouraging domestic projects to reduce
emissions?

e To what extent is incentivisation to accelerate the rate of emissions reductions
important?

e To what extent i ssabsldtedomeasty enNssions odla!| an d o
important in circumstances where the carbon intensity of a similar product pragluce
off-shore is greater than the equivalent New Zealand produced product.

e To what extent will primary production remain a major sector of the economy with a
requirement to increase value of exports throughergy intens@rocessing to increase
GDP?
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e To wha extent should other resources, such as water, iafiae strategic positioning of
New Zeal andds primary produce? For exampl e
therefore more costly, New Zealand water based products will gain in value. Should
differentiation be made in climate change policy setting where an industry is
economically strategic?

13 Consideration :
That consideration be given to the importance of factoring in New
Zeal and asset base i ssueangeirespoide w [Zeal and?©
and scheme design

3.3 Policy Design Flexibility vs. Business Certainty

Business ertainty is imperative in the long and shorter terms. Policy design needs to consider
business certainty in both in a long term and short term context.

Busineses seek clarity and long term stability over rules which are designed to apply over longer
periods. This is particularly essential in the context of climate change regulation. It ensures a
stable climate for investments and the renewal of asset poosgoliThe main reason is that asset
lifetimes in capital intensive industries can be significant, often betwed&® 3@ars with
construction times spanning several years. Investment decisions will not be made while the
degree of uncertainty is high.

Ruk stability does not only relate to scheme coverage. It is also vital in the context of
monitoring, reporting and verification rules, in appropriate governance structures and effective
compliance function.

However, long term certainty should not come @usively of the need for flexibility where
international developments may drive our global partners on a different course. Built into our
rule design should be an express ability to amend, where it is clear it is in the best interests of
New Zealand.

In the shorter term, business certainty is vital in order to manage operational requirements and
appropriate compliance. Specifically, businesses which will be participants under the scheme
need clear rules in relation to their monitoring and reporting igations and also their
entitlement to allocations of units. In addition businesses will require clarity to comply with
accounting and tax obligationsLack of certainty creates an untenable position for business
budgeters and planner&n unrealisticmplementation timeline has similar impacts.

14 Note:
It will be important to balance the need for businesscertainty with
mechanisms to provide flexibility as international developments occur.
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3.4 Policy options

There are a number of dixy options which can be implemented to respond to climate change.
These include price based measures to drive behavioural change, direct regulation,
complimentary measures, incentives, voluntary initiatives and research and development. We
provide broal comments on each of these policy options.

3.4.1 Price Based Measures

Putting a price on greenhouse gas emissions assigns a cost, therefore creating a financial
incentive to reduce emissions. Carbon taxes and emissions trading under a cap are two ways of
acheving such an outcome.

Emissions trading is a markeased mechanism which limits the level of emissions permitted and
leaves it to the buyers and sellers of emission permits to establish a price for them. It is a
mechanism explicitly designed to incerge businesses and households to reduce their
emissions. Under an ETS, participants are required to surrender emission units annually to
cover their ETS liabilities.

In contrast, taxes are an emissions price imposed by governments. Taxes seek g¢acaflu
consumption and investment decisions by making emitting more costly. Taxes can certainly
influence the price of emissions but it is very difficult to calculate in advance the quantitative
reduction in emissions they will achieve. If a particulaell@¥ emissions is being sought, taxes

may have to be repeatedly adjusted to secure
price of carbon.

In short, a carbon emissions trading scheme secures the quantum of emissions reductions
required at a maket price that cannot be known in advance; a carbon tax provides security
around the price of emissions reductions efforts but cannot guarantee that any particular level of
reductions will be achieved.

Hybrid approachs are used internationally such as:

e Sectoral Hybrid$d where some sectors are covered by trading and some by tax (EU);
and

e Pricing Hybrid$ where under a trading scheme a fixed price unit issuance is used
(Australia CPRS first years) with fixed price trading.

In our view, it is importaninot to get caught up in the debate over the pros and cons of an ETS
over a carbon tax. Rather, the key is to address the significant underlying issues which include
cost and pricing controls, trading exposure and appropriate measures to stimulate tite rig
emissions reduction behaviour.

Taking into account guidance from the Committéar, the purposes of our report, we have not

been drawn into discussing the advantages and disadvantages of one price based measure over
the other. Instead we have focuseth ETS design as directedhe more substantive issuéisat

we havefocused on in an ETS design context are also relevant ¢ardon taxpolicy.
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15 Consideration :
In considering the design of a price based measure for New Zealandit
may be appropriate to apply a hybrid policy approach .

3.4.2 Direct Regulation

A number of jurisdictions have addressed aspects of their climate change response using direct
and targeted regulation. Such regulations have included energy efficiency stamdhids,
emission standards, industrial emission standards, low level general levies, waste levies, recycling
regulations, light bulb usage and requirements to purchase renewable energy.

Direct regulation can provide a more targeted response to specifjb emission activities which
may, in turn, accelerate changes in behaviour.

16 Consideration :
We suggest that an analysis be prepared of direct regulations which
have been introduced in Australia, the US and EU to establish whether
any of these options may be appropriate in a New Zealand context.

3.4.3 Complimentary Measures

While price based measures are likely tee the primary mechanism to achieve lowost
abatement, additional measures will be needed to assist the transition to-ealdwan economy.

These measures wilheed to be tailored andinclude the development of guidelines and
information as part of a formal and sustained education strategy targeted at key sectors and
stakeholders likely to be impacted by the systeBuch inbrmation will be important in the early
stages to overcome perceived and real complexitieaddpting to a price on carbon, measures
which can be undertaken to reduce, and adaptation considerations.

In addition, measures should be considered to protperts of the community, such as low
income households, adjust the price shocks that a price on carbon will create.

The Department of Conservation couldlsoplay an important government leadership role by
way of targeted tree planting programs @s land.

The following principled approach is proposed as a framework towards identifying
complimentary measure options:

e Acknowledgmenthat education and information is vital if all New Zealanders are to
adapt to a carbon constrained environment;

e Acknowledgrent that some financial assistance will be required to some sectors of the
community who are indirectly affected by a price on carbon but are not otherwise able
to obtain assistance through price based measures regulation;

e Measures should be targeted atirket failures not expected to be addressed by the
scheme or that impinges on its effectiveness;
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e Adhere to principles of simplicity, accountability, transparency and predictability and
consistency (discussed more fully in Section 4.2);

e Be targeted to managimpacts for particular sectors of the economy; and

e Becoordinatedby the Government,andimplementedn conjunction with relevant
industry bodies, local government, welfare agencies, and busiepsading on who is
best able to deliver the measure.

17 Consideration :
Consideration needs to be given to determine the options for and
optimal roll out of Complimentary Measure to assist wider New
Zealand adjust to a carbon constrained economy.

3.4.4 Adaptation and Funding

Scientists warn thexpected impacts of climate change will include rising temperatures, sea level

rise, changing rainfall patterns and increased storminess. Adaptation is the process of preparing
for and adapting to the i mpact of trommeste c han
infrastructure and way of life, in order to minimise the risks and maximise the opportunities.

Government must play an important leadership andocdination role in terms of New

Zeal andds adaptati on pr ogandnsouces aretangetedrtosvargsp pr op r
the program That in turn requires a healthy economy that targets adaptation responses to the

effects of climate change.

Infrastructure location needs to take account of changing weather patterns and projected sea
level rises. There is no point locating major new or upgraded infrastructure, with a long term
life expectancy, in an area which is expected to be adversely impacted by climate change.
Further, some existing infrastructure may need to be relocated to reduce riskshwhay arise.
Similarly, location of new businesses and industrexgh in the industrial and agricultural
sectors,should take account of climate change factors.

Section 3.8 of our report discusses social and community issues and in particular theoneed t
invest in climate resilient infrastructure and economic development to reduce the future
vulnerabilitiesof our communities and economy. Adaptation planning will also have important
social and cultural impacts.

It may be useful to review adaptation resyses currently being implemented offshore and adapt
these to a New Zealand context for use in our own adaptation considerations.

The role of science in informing government policy

The role of science will be critical to informing long term central goveenipolicy as it relates

to climate changeand will be critical to the effectiveness ajur climate change response
particularly over the medium to longertermHi st ori cally New Zeal and®s
been disaggregated across crown researtitutes and UniversitiesThe establishment of the

newly formed multiscience agency, The New Zeala@imate ChangeCentre, that brings

together capabilities from across the science system with particular focus on climate change and
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adaptationwill be essential in taking a eardinated approach to development of climate change
and adaptation policyKey functions for this organisatishouldinclude:

e Coordinating climate change research that is relevant to New Zealand;

e Communicating climate changeeswe to the public, polieynakersJocal authoritiesand
other stakeholders (includinglUori);

e Assisingthe participating organisations to develop and apply-effgtctive and
sustainable sciendmmsed solutions to the challenges of mitigation and adaptation;

e BuilldngNew Zeal andds research, technihcal, and
improved education and training;

e Suggesting key metrics to incorporate climate change and adaptation requirements into
consideration of all public infrastructure spend;

e Enhance public understanding of climate change issues; and

e Improve the quality of pady debate and policy outcomes.

18 Consideration :
Consideration should be given to the role of adaptation and funding
for it needs to appropriated.

3.4.5 Incentives

Incentives are another mechanism to drive behavioural change and atzdéleraesponse to
climate change. |l ncentives are viewed as bein
approacho.

Some market commentators hold the view that by introducing an emissions trading scheme, any
attempt to incentivise initiativesvith result in a double benefit. Whilst theoretically this is
correct in an environment where carbon is fully priced, as outlined above, that theoretical ideal
carbon market does not yet exist and carbon will not be fully priced in the short or medium
term. Therefore, a number of climate change initiatives may not be finignaetle and will be
delayed for significant periods until such time as clearer market price signals develop.

New Zeal andds emission prof i | eopedsounriesragdthedi f f er
cost of introducing or developing technologies to reduce emissions, as opposed offsetting
emissions, may be prohibitive. Therefore, the path to emissions reductions in a New Zealand
domestic context may be slower then would otheise be desired. Targeted incentivisation of
emission reductions technologies and development may accelerate this emission reduction path.

There are a number of mechanisms to incentivise emissions reductions. These include Kyoto
based flexibility mech&ms such as Joint Implementation, for example the Projects to Reduce
Emission Scheme which operated in New Zealand betw2@0B8 and 2005 The Permanent
Forest Sinks Initiative and the Afforestation Grant Scheme also act as incentives to accelerate
emissbn reduction in the domestic context. Other options could include the use of tax
legislation such as accelerated depreciation on assets which have been developed with low
emissions technology.
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19 Consideration :
We suggestthat an analysis be prepared on incentives which have been
considered or introduced off-shore to establish whether any of these
options may be appropriate in a New Zealand context.

3.4.6 Voluntary Initiatives

Voluntary initiatives have been used extensively over s fen years by organisations seeking

to reduce emissions. These voluntary actions have either been instigated directly by players
wishing to address their emissions levels, either due to market drivers or their own branding and
sustainability initiatiwe or as part of agreed voluntary measures made under commitments with
Government.

Introduction of nonbinding voluntary agreements have been shown to be effective in reducing
emissions. An example of such is the #Awmnding memorandum of understandisggned
between the Crown and users of imported SR the electricity sector in 2004. Major users are
exempt from any climate change policy costs in return for meeting a specified target. All users
agreed to adopt best practice in &Ranagement.

Volurtary initiatives are a useful compliment to other policy options. They are generally
effective in encouraging businesses to take action in relation to climate change. A memorandum
of understanding formalises voluntary agreements and tends to drive sagjans to meet these
commitments. Often, voluntary agreements can result in greater action, over and above
voluntary commitment levels, as distinct from regulation which generally results in businesses
meeting their prescribed levels of commitment.

20 Note :
Voluntary agreements or formalised memoranda of understanding may
perform a useful function either on their own merit or as an interim
step pending sectoral inclusion in a price based measure policy:.

3.4.7 Research and Development

There has been much debate as to whether a mitigation apprasihg an emissions trading
scheme or the development of new technologies appro#&iest to reduce global greenhouse
gas emissions. The Kyoto Protocol introduced mechanisms for a mitigagiproach, albeit not
precluding participating jurisdictions also adopting a technology incentivisation approach.

It is clear that if rigorous country emission reduction plans are to be achieved, then use of new
technology will be required. Much of thtechnology has not yet been developed. However,
once available, is likely to be in significant demand globally when the price on carbon removes
current additionality barriers.

New Zealand is well positioned in certain industry sectors to capitaliséareas of expertise
to develop new technologies, particularly in the areas of agriculture, geothermal and forestry. By
increasing the cost of greenhouse gas emissions the ETS should encourage changes in production
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levels, types, and methods so as #®duce emissions. In part this will be brought about by
making existing emissionsducing technologies more viable. Alternatively, it will increase the
profit opportunities for developing such technologies, and hence should be expected to increase
techndogy-based R&D and innovation directed at reducing emissions.

A key issue will be the funding of research and development to stimulate development of these
sector technologies and to give New Zealand a competitive advantage in these areas. Some
initiatives are currently underway including the recently announced Primary Growth Partnership.
However, if New Zealand is to capitalise on technological change, it will be essential that greater
focus be placed on research and development opportunities

21 Note:
If New Zealand is to capitalise on technological change, it will be
essential that greater focus be placed on research and development
opportunities.

Research andM Uori

Given high participation by Mri in especially the agriculture/farming sectortJvi will need to

play an important participatory role in defining the way in which government faitse
investment into research and development to develop these teldyyoresponses to reducing
emissions. Mori have demonstrated a keen interest in fully exploring how R&D may enable its
economic development interests and aspirations. However this is currently limited to very few
well organised bodies like FederationMtori Authorities who have facilitated the development

of cluster based R&D strategies (i.e famestry)13 However, the current research framework is
overly complex and strongly favours larger organisations like Crown Research Institutes and
universities who by in large define and set the research agenda with little or no opportunity for
MUbri to actively participate in defining the research agenda and priorities.

While there has been some evidence of recent changes with the Foundation for Research
Sciece and Technology towards being more engaging with Iwi, the research community
(Universities and Crown Research Institutes) remain unresponsive to the science needs of
MUori. This complexity amounts to another institutional barrier preventingoM practically
participating and using R&D as a key enabler of their economic development interests.

There is a real need for greater targeting of R&D investment focused specifically overcoming the
unigue institutional barriers faced byWeri and focused on meatg research issues that are
particular to MJori.

22 Consideration :
Consider measures to enable better access for Nori to the science
funding system

13 Technology Strategy. Catalyst R&D. Federation of Maori Authorities, August 2004
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3.5 Voluntary Market

It is important to understand that climate change initiadivere also occurring outside of
regulatory markets and that a number of businesses are responding to both domestic and
international voluntary drivers to address climate change. For example, some businesses are
responding to international pressure arisinigjom the foodmiles debate or potential
requirements imposed by the UK standard PAS 2050 relating to carbon product labelling. In a
domestic market, a number of businesses are taking action for branding or sustainability reasons.

To cater for this volutary market, a separate neilyoto regulated carbon market exists. The
units traded in the voluntary market are created under a variety of voluntary carbon standards,
resulting at times in carbon neutrality and zero carbon certifications.

Units traded inthe voluntary carbon market are not Kyotbasedand can not be used to satisfy

New Zealandds Kyoto obligations. Cal cul ation
also governed by differing standards to that which will be required under an ensssading

scheme.

Although it may be desirable in certain circumstances for calculations to be similar, the voluntary
market initiatives should not drive New Zealand standard setting in the regulated emission
trading scheme. Rather, New Zealand sholaldk to internationally comparable regulations in

the quantification of liable emissions.

23 Note:
It is vital that a distinction is drawn between the regulatory and
voluntary markets and that associated rules and calculation
methodologies are not inappropriately mixed in this standard setting
process.

3.6 MUori Interests

This section of the report considers issues that are particularly relevant@orMHowever, it is
important to note that broader issues considered in this repavill in the main be similarly
relevant to MUori, Equally, the inverse is correct wher®Uori issues outlined below will be
relevant often with noaMUori.

Given the concentration ofMUori interests in the primary sectors of forestry (including
indigenous drest ownership), agriculture, fisheries, and increasingly the geothermal energy
sector and thatMUori are disproportionately represented in the lower socio economic
community, it is likely thatMUori are likely to experience relatively significant ETSatesl
impacts and/or be poorly resourced to counter these same effects

Determining where the overaMUori preference lies in relation to the ETS is both misdirected

and impossible giveancombination of; differing asset portfolio makeup regionally anaibgnd,

available dataSi nce t her eMUorse cnoon oummyi 6t airty i0s not possib
MUori preference regarding the different features of the proposed ETS.

Moreover, without knowing the precise mix of land and other interests oftipatar MUori
organisations and individuals it is not possible to determine whether the ETS on balance helps or
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harms their net interests. There is a very real need and urgency around assembling detailed
inventory andmapping oMUori forest land owershp and published data okUori and non
MUori interests in pre1990 and posti989 forests to enable imptant development options for
MUori.

3.6.1 MUori principled approach

The openingMUori submission led by Dr. Apirana Mahuika followed by the Iwi authorities of
Ngai Tahu and Tainui set out a number of important principles as it relates to the Emission
Trading System (ETS) that underpinned the individd8bri organization/s sector specific
submissions that followedThese principles are set out as followers:

e The Treaty of Waitangi

e Fairness and equity

e Need for business certainty

o MUori are not homogenousand

e The principle of emitters pays.

3.6.2 Treaty of Waitangi

The meaning of the treaty has been the subject of legal, historical and political debate. But at a
bare minimum, it was a guarantee that the Crown would tréfori with respect and honour

and would deal in good faith. For Iwi it is critical that the ETS design must accommodate the
Treaty (Solomon. M) in a manner that is enduring and representatitteechtent of the Treaty

of Waitangi.

24 Consideration :
Consideration should be given as to how the Crown should best meet
its obligations to M Uori under the Treaty.

3.6.3 Fairness and Equity

The 1 mportant pr i nc iapimportaotfprinépéerfiowing fom thMEoyi s 6 wa s
submissions (Dewes. WMUbri acknowledge the science of climate change and are anxious to

see practical steps forward in a manner whereby the burden of policy is not borne
disproportionately byMUbri (Dr. Apirana Mahuika).

3.6.4 MUori are not Homogenous

An important point of principle is thaviUori are not homogenous in terms of their interests and
exposures to the effects of an ETS as a result of iiekeup of individual Iwégioral asset
portfolio i.e. a strong las towards forestry in the central north island, versus a greater bias
towards farming in other parts of the country.

14 FinlaysonC. Minister of Treaty Settlements (April, 2000ew Zealand HeraldFix injustices, then move on
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3.6.5 MUori Interests in Respect Of Emissions Trading

MUori are also assumed to be interested with their ongoing ability to govern the managefme
their assets, and their ability to turn their assets to higher and better use, both now and as
future new technologies allow.

MUori are further assumed to be interested in bearing only a fair, equitable and proportionate
burden of the costs of climat change mitigation in New ZealandIn determining what
constitute a fair, equitabland proportionate burderMUbri are assumed to be concerned with
their level of econont development relative to neMUori (as a consequence of past Crown
actions or othewi s e) , as wel |l as their relative ¢
emissios. MUbri are also assumed to be keenly interested in the development opportunities
that international emissions trading could offer.

More specificallyyUori are assumetb be interested in the impacts of the ETS on:

3.6.6

MUori household living cos® e.qg. in terms of likely ETS impacts on electricity and liquid
fuel (and gas) prices, and hence on the prices of other goods and services affected by
electricity and fuel prices;

MUori employment prospects e.g. in terms of likely ETS impacts on sectors in which
MUori employment is concentrated,;

The value, usability, riskiness, and return potentidlobri-owned asset$ including
assets acquired ByiUori pursuant to Treaty setdments, or future such settlement
assets;

The preservation and protection of ancestral lands; and

The ability oMUori to govern the use oMUori-owned assets.

Important differences between MUori and non-MUori submissions

Dr. Mahuika outlined several impant differences betweemMUori submissions and those of
non-MUori as follows:

Unlike most noaMUori submitters, several submitters (Ngai Tahu, Iwi Leadership
Group, Mangatu) described a situation typical of mdEbri organizations and that is

that they each have concurrent interests in the primary sectors with interests in forestry
(pre and post, and exotic and indigenous), farming, and fishing. This situation is quite
common where thereforeviUori leaders and managers must think more broadly about
ETS pdty design and effects. Whereas, it was far more common forMbhri

submitters to have single sector interests alone and therefore would adopt a far more
narrow approach to policy design.

Intergenerational thinking artlsehaviour Dr. Mahuika outlined tht due to strong
ancestral ties particularly tMUori landsMUori adopt a far more long term view (100
years and beyond) and therefokdUori stronglyfavourdurable policy response versus
short term gain type approaches.

28
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3.6.7 MUori contribution to greenhouse gases

There may be reason to speculate titdtoric ont ri but e |l ess to New Zeal
gas emissions per capita than rAdbori, and hence could expect to shoulder only a
commensurate burden of greenhouse gas mitigation costs. However, abseatreliable data

it is not possible to state any definitive conclusién.

3.6.8 Overview of the MUori economy

The mostcommonly cited estimate of th&lUori asset base and thdUori contri_bution to New
Zeal andos economy is t hat p rication MUerd Ecdngmic NZ | ER
Development: Te Ohanga Whanaketamdidori.16 This publication suggests the following:

e Primary industries (including agriculture, forestry, fishingraiming) accounted for 50%
of MUori commercial assets, as compares with 11% oftasgehe New Zealand
business sector overall;

e Only 10% oMUori commercial assets are in secondary industries such as manufacturing
and constructon, with the remaining 40% &Uori assets being involved in tertiary
industries;

o MUori control up to 37% ofdomestic fishing quota in New Zealand, making them a
disproportionate participant in this sector per capita,;

e Agriculture, fishing and home ownership accofart75% of the output of thevUori
economy; and

o MUori control around 10% of New Zealand land invedvin forestry, but this often
arises through forestry rights owned by third parties.

3.6.9 Ongoing MUori engagement a priority

Given the high and growingNdri participation in key sectors like forestry, farming and fishing
and the identified exposure Nbri hawe especially in terms of employment in these key sectors,
continued M\ori engagement and participation in the policy and related regulatory process will
be essential to ensuring Mri do not bear a disproportionate burden from and post ETS
rollout.

In addiion to Treaty of Waitangi requirements in respect ofNki, General Assembly President

Mi guel D6Escoto stressed the i mportance of mak
importance of maintaining a harmonious relationship with nature and thavightest ecological

footprints, participate in designing, implementing, monitoring and evaluating climate change
policies and pAograms at al l l evel s. 0

15 nsley.CK and Meade. R. (2007). Maori impacts from Emissions TrAéiaded analysis and conclusions.

16 Updated figures on the size of theNdri economy are provided in Te Puni Kokiri, 200Nga Kaianga Hou: For dri
Future Maker®©ctober. However, these updated figures do not provide the same degree of detail as NZIER (2003),
hence this report continues to cite the earlier figures.

17UN News Centred April 23, 2009

Specialist Adviserso Report to the Emissions 29rading



Chapter 30 Climate Change Policy in a New Zealand Context

25 Note :
The establishment of an appropriately resourced ongoing governan@
arrangement with M Ubri is essential to ensure appropriate regulation
and implementation plans are designed so as to ensurev Uori do not
bear a disproportionate amount of any ETS related burden.

3.6.10 Summary of MUori Interests

The need for business certainty emerged frtflori stbmissions as being of critical
importance. It is noted thatelative to earlier New Zealand climate change policies, the
proposed ETS policy framewodoes begin tgrovidefar greater certainty foMUori
interested in exploring possible economic devel@mminterests, especially in the
primary sectors.lt is essential that ETS rules are confirmed quickly in order idbri

may make practical and robust investment decisions quickly.

Where the prospect oflandusechange is high (forestry on flatter Ias)dgiven

intergenerational planning horizons Biori, need for flexible options to change land

use by the creation forest offsets elsewheres cr i ti cal and gui ded b\
landuse as to where such ®ohes@dmdpttsd owfl fds eote 4ata
point in time is the critical issue for 8bri to take account particularly shifts in

technology and markets over time.

Mlorican be speculated to contribute a relat:i
greenhouse gas emissions, althb this is not clearly soMUori households also tend to

spend more on electricity and liquid fuels than Adbori, and also a greater share of

their total weekly spend on such itemdhis raises a possible case for greater targeting

of support to houséolds for ETSelated rises in electricity prices.

The ETS is predicted to have greater impactshibori than norMUbri in some sectors
such as prel990 forestry and perhaps fishing, but also possibly in-p@89 forestry.
The negative impact of the ED& pre-1990 exotic forestry raises particular and
differing issues in relation to past and future Treaty settlements.

The ETS does not acknowledge the critically important role of indigenous forests both

as carbon sinks and preserving critically importiéora and faundoiodiversityvalues

unique to New ZealandImportant consideration should be given to alternate measures
that recognise and indeed incentivise sustainable management and preservation of these
assets to both Ndori and New Zealand.

The ability oMUori to mitigate any disproportionately negative impacts, or to take
advantage of post989 forestry opportunities, will be constrained relative to abttori
given transaction costs and constraints particularly relatethe ownership and use of
MUori land. Furthermore, compliance costs and Efefated penalties, as well as ETS
related restrictions on land use opportunities, could further constiléicori land use,
and raise the risk of land forfeiture.

Currently ingitutional barriers exist preventinglUori fully and actively participating in
targeted R&D towards both emission reduction technologies and new climate change
related technologiesR&D has been identified by Te Puni Kioks being a key enabler

30
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ofMorieconomi ¢ _development and i ndeedANew Zec
more targeted structure foMUori R&D is needed.

e Given the high and growingUori participation in key sectors like forestry, farming and
fishing and the identified exposukéJori haveespecially in terms of employment in
these key sectors, continugdUori engagement and participation in the policy and
related regulatory process will be essential to ensuiidpri do not bear a
disproportionate burden from and post ETS rollout.

e Finallya poorly designed ETS will likely serve to magnify any existing inequalities that
already exist foMUori.

An assessment on the impacts of emissions trading BorMs presented in Appendix 3, Table
A3-1.

3.7 Timing of Sectoral Inclusion in Price Based Policy

Sector coverage refers to which sectors of the economy and which greenhouse gases are to be
included in an ETS and when.

A breakdown of emissions by sector is presented in Figuieb&low:

Mt CO, equivalent

LULUCF Agriculture Energy Industrial processes ~ Waste
~23.8 Mt CO e 36.4 Mt CO,-e 32.7 Mt CO,-e 46MECO,e  1EMCO,e
(48%) (43%) 6%)  (2%)

Source: Ministry for the Environmen

FIGURE 3-1: NEW ZEALAND'S TOTA L GREENHOUSE GAS EMI SSIONS BY SECTOR: 20 07*®

Some submitters considered that broad coverage of a price based measure across all sectors
would send a clear signal that Nedealandneeds to adjust toa cabon-constrained world
Further, some submitted that broad coverage would resultleast cost to society and the
economy,and be more effective in achieving abatement across a greater number of sectors
Others considered that a broad based approach wasas line with other jurisdictions and may
significantly place some sectors at a significant economic disadvantage.

The sector coverage issue is highly debated and there are a number of advantages and
disadvantages with the various options.

Decisionsag o ETS coverage should be driven by New
practical, economic, environmental and equity considerations.

18 Ministry for the EnvironmentZ 008 ) , New Zeal and®&s Grog00mAndvesview Gas | nventory
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Criteria for Inclusion

Some criteria to consider, which may assist in the decision as to which sectors or gfasdd
be included, are:

e Measurement and methodologies:

0 The international recognition of emissions measurement and abatement
methodologies;

o The availability of tools and methodologies to measure emissions accurately, or
their proxy, and where a proxy igsed, the extent to which that reflects the true
emissions level; and

0 The costs of measurement.
e Mitigation potential:

o The current and short term foreseen availability of recognised emissions
reduction methods or substitution alternatives;

e Administration @sts

0 The costs and availability of administration resources for government and
participants.

e Materiality Thresholds

o The quantum of gases included in New Zecz¢
otherwise restrict their increase

Staged Introduction Approac hes
Energy related emissions are typically introduced first as they meet the criteria for incléision.

For other sectors, he NZ ETS has taken a staged introduction appréauathich is reflective of
some sectors not adequately meeting all of the criteria

Examples of sector criteria issues include agriculture which was deferred (in part) due to
technical difficulties of measuring emissions, and the waste sector due to the sector emissions
being small and parallel waste levy legislation developgthent.

Material ity Thresholds

A careful review on a sector by sect@nd gas by gdsasis of whether the benefits of inclusion
outweigh the costshould also be factored into considerations

An example is the Synthetic Gases Sectors,($#Cs and PFCs) where the over@dhvel of
emissions is low (<1% of NZ total emissions) and (some) existing measures are in place. One
approach to mitigating the risk of unrestricted increases in emissions from such gases is to
maintain their inclusion in the scheme but introduce a miatéy threshold.

19 This is true of CQ emissions however for fugitive emissions and nor,€@mbustion emission measurement issues
exist.

20 ReferChapter 4, Figure 8 and Appendix 4, Table A4

21 Minigry for the Environment (Sep 2007), The Framework for an Emissions Trading Scheme
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This approach has been taken in the design of the Au CPRS:

PoLicYosITIoNs.20

SYNTHETIC GREENHOUSEAS EMISSIONS WOULBE COVERED FROM SCH&E
COMMENCEMENT

SCHEME OBLIGATIONS WL BE APPLIED TO ENITIES THAT IMPORT @
MANUFACTURE(THERE ARE CURRENTLY NONE25000TONNES OF C@-E A YEAR
OR MORE %2

26 Consideration :
Consider the wider introduction of materiality thresholds for sectors
(e.g. synthetic gases) in the NZ ETS as a means to reduce compliance
costs, whilestill protecting against unrestricted emissions growth.

27 Consideration :
If criteria for introduction of a carbon price on a sector are not met,
then alternative policy measures should be consideredfor some sectors
on an interim or long term basis, such asdirect regulation,
complementary measures, contributions to R&D and voluntary
agreements.

3.8 Social and Community

Climate change will bring with it increased frequency and intensity of two types of natural
disasters that affectgaiculture and rural households: droughts and floods.will also alter

rainfall patterns, thereby changing farming practices, household behaviour, and welfare impacting
on our environment, economy and communitie€oastal communities particularly statm be
impacted by the effects of climate change in time.

The social and community impacts ofpace on emissions (e.g. througm &TS$ cannot be
underestimated and particularly the impact on those on lower incomes who are poorly placed
and resourced to nderstand and indeed counter the effects of these impacts.

MUori communities will be particularly vulnerable to the impacts of climate change.

Investing in climateesilient infrastructure and economic development would help to reduce the
future vulnerability of our communities and economy to climate change impakti&ptation
planning will also have important social and cultural implications, since climate change will impact
on traditional cultural practices and lifestyleAdaptation planning activities will be needed at all
levels, from central government todal government, communities and households.

22 Carbon Pollution Reduction Scheme White Paper (2008486
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Research

When disastetrelated shock affects only a few households at a time, informal mechanisms can
be quite effective in dealing with the situationHowever, if the shock affects large areas
simultaneously smalscale coping mechanisms become ineffectivdore research will be
needed to understand better the specific impacts on communities from which appropriate
responses can be designed and targeted.

Social Assistance

As ETS related costs are passed omtunsumers, some consumers are better placed to meet
this increased cost than othersln general, lower soci@conomic groups are worst placed to
meet this cost and this could have negative health and economic impacteeom It is
important that a fullarray of assistance measures are adequately considered and implemented
targeted at the more vulnerable communities and members of the economy.

3.9 Policyco-ordi nation for NZOs best out

Robust governance and associated regulatory and institutional amemge are critical in order

to have an efficient and effective climate change response. It is important to have a clear
framework under which policy decisions, systems, processes and appropriate implementation
can be effected.

A key theme emerging froma number of submitters was the question as to the appropriate
structure for governance and implementation of climate change initiatives. Numerous
submitters advocated for an independent body to be responsible for climate change.

This section of thereppt set s out New Zeal andds current cl
governance structure considerations.

3.9.1 Current Situation

A number of agencies currently influence New Z
table below details the varioudles and responsibilities, and the numerous Ministers who have
some accountability, for climate change related issues.

New Zealand has a Minister for Climate Change with overall responsibility for administration of
the Climate Change Response Act. Howeva number of responsibilities under the Act are
undertaken by government agencies not under the control of the Minister for Climate Change.

The various agencies generally work closely together but some concerns were raised by
submitters on the coordiat i on of New Zeal andos response
responsibilities.
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FIGURE 3-2 : NEW ZEALAND CLIMAT E CHANGE POLICY GOVERNANCE ST RUCTURE

28 Consideration :
Considerwhether the current administration and the designated roles
and responsibilities are appropriate to best implement and administer
New Zealandd s cl i mat e change response

3.9.2 Future Structure Considerations

The key issue for New Zealand is whether or not the current detcatised structure forclimate
change roles and responsibilities provides a suitable platform for appropaiagerobust
governance.

A number of submitters advocated an independent regulator for administration of the scheme,
allocation of units and comphce. Models such as those used by the Reserve Bank and
Commerce Commission were suggested as possible frameworks for robust governance.

New Zealand is fortunate in that it can also draw on analysis already undertaksehoo# in
relation to optimal gvernance arrangements, and can critically analyse the most appropriate
governance framework for New Zealand.

The issue of governance has been extensively canvassed in Australia in the development of the
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